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Ms. Mary Ann Williamson
Texas Lottery Commission
P.O. Box 16630

Austin, TX 78761-6630

Dear Chair Williamson:

The accompanying report details Internal Audit’s completed review of the Retailer Sales Incentive Program
(RSIP). The purpose of the audit was to verify all requirements outlined in Rider 10(b) of the General
Appropriations Act (Senate Bill No. 1, 81st Legislature) were met and to review controls surrounding the
implementation of the RSIP to determine whether it met management’s overall stated goals and objectives. In
addition, Internal Audit sought to determine whether incentive goals were accurately calculated and program
payments were accurately processed to eligible retailers. Regarding each of the stated audit objectives,
Internal Audit’s conclusions are as follows:

1. To determine whether the agency was in compliance with Rider 10(b) of the General Appropriations
Act (Senate Bill No. 1, 81% Legislature).

Due to the absence of a payment cap or other similar control in place to ensure full compliance, the
agency exceeded its appropriation authority granted in Rider 10(b) for the second fiscal year of the
2010 - 2011 biennium.

2. To determine whether the RSIP met stated overall goals and objectives which were to generate
additional revenue for the Foundation School Fund (FSF), to increase the sale of lottery products, and
to reward retailers who incrementally increased their sales over a given period.

Internal Audit found retailers achieved incremental sales increases from Program 1 to Program 5
and were rewarded accordingly. However, because sales are only one factor of many that
contribute to the overall transfers to the Foundation School Fund (FSF), Internal Audit is unable
to conclude the program has generated additional revenue to the FSF.

3. To determine whether incentive goals were accurately calculated and program payments were
accurately processed to only eligible retailers.

Overall, we found the agency had controls in place to ensure incentive goals, eligible retailers, and
program payments were accurately calculated. In addition, our testing of Programs 4 and 5
disclosed accurate processing of program payments.

Our report makes recommendations to assist the agency in strengthening its overall processes and controls
related to the Retailer Sales Incentive Program. If you desire further information concerning this review,
please do not hesitate to contact me at 512/344-5488.

Rcspectf%

Catherine A. Melvin, CIA, CPA
Director, Internal Audit Division
P.O. Box 16630  Austin, Texas 78761-6630
Phone (512) 344-5000 » FAX (512) 478-3682 » Bingo FAX (512) 344-5142

www.txlottery.org ® www.txbingo.org
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EXECUTIVE SUMMARY

During the 81* Legislative session, Texas Lottery Commission (TLC) sought authority for “an
additional one-half percent of gross sales to be used to incentivize growth in retailer sales
performance™. While other state lotteries provide incentive programs to their retailers, these
programs are usually based on cashing bonuses or other non-sales incentives. TLC management
felt it was important to tie the incentive program directly to increasing sales at retailer locations,
in an effort to increase revenue to the state. Authority was granted in Rider 10(b) of the General
Appropriations Act.

The purpose of Internal Audit’s review was to verify all requirements outlined in Rider 10(b) of
the General Appropriations Act (Senate Bill No. 1, 81st Legislature) were met and to review
controls surrounding the implementation of the RSIP to determine whether it met management’s
overall stated goals and objectives. In addition, Internal Audit sought to determine whether
incentive goals were accurately calculated and program payments were accurately processed to
eligible retailers. Internal Audit’s conclusions are as follows:

1. To determine whether the agency was in compliance with Rider 10(b) of the General
Appropriations Act (Senate Bill No. 1, 81 Legislature).

Due to the absence of a payment cap or other similar control in place to ensure full
compliance, the agency exceeded its appropriation authority granted in Rider 10(b) for
the second fiscal year of the 2010 — 2011 biennium.

2. To determine whether the RSIP met stated overall goals and objectives which were to
generate additional revenue for the Foundation School Fund (FSF), to increase the sale of
lottery products, and to reward retailers who incrementally increased their sales over a
given period.

Internal Audit found retailers achieved incremental sales increases from Program 1 to
Program 5 and were rewarded accordingly. However, because sales are only one
factor of many that contribute to the overall transfers to the Foundation School Fund
(FSF), Internal Audit is unable to conclude the program has generated additional
revenue to the FSF.

3. To determine whether incentive goals were accurately calculated and program payments
were accurately processed to only eligible retailers.

Overall, we found the agency had controls in place to ensure incentive goals, eligible
retailers, and program payments were accurately calculated. In addition, our testing of
Programs 4 and 5 disclosed accurate processing of program payments.

Internal Audit would like to express our appreciation to the Lottery Operations Division staff and
Office of Controller staff for their cooperation and assistance during this engagement. Their
courtesy and responsiveness extended to Internal Audit allowed us to complete our work
effectively and efficiently.

! Senate Finance Hearing, Monday, February 10, 2009, Testimony of Gary Grief, Executive Director
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DETAILED RESULTS

During the 81% Legislative session, Texas Lottery Commission sought authority to provide, “an
additional one-half percent of gross sales to be used to incentivize growth in retailer sales
performance”. While other state lotteries provide incentive programs to their retailers, these
programs are usually based on cashing bonuses or other non-sales incentives. Texas Lottery
Commission management felt it was important to tie the incentive program directly to increasing
sales at retailer locations. Authority was granted in Rider 10(b) of the General Appropriations
Act.

Internal Audit’s review process was designed to verify all requirements outlined in Rider 10(b)
of the General Appropriations Act (Senate Bill No. 1, 81st Legislature) were met and to review
controls surrounding the implementation of the RSIP to determine whether it met management’s
overall stated goals and objectives. In addition, Internal Audit sought to determine whether
incentive goals were accurately calculated and program payments were accurately processed to
eligible retailers.

Accordingly, our audit examined program runs conducted in fiscal years 2010 and 2011. During
the biennium, TLC had conducted five program runs of the RSIP. Each program run lasted 13
weeks. Based on the achievement of a minimum sales goal, a retailer received an incentive
payment and an entry into a drawing for a possible second cash incentive. Further incentive
payments and drawing entries were earned through additional incremental sales.

1 | Compliance

Internal Audit’s first objective was to determine if the
agency was in compliance with Rider 10(b) of the
General Appropriations Act (Senate Bill No. 1, 81%
Legislature) regarding the retailer sales incentive
program.

Senate Bill No. 1,

81% Legislature
(General Appropriations Act)

Article VII, 10(b)

In addition to the 5 percent retailer
commission amount in subsection (a) above,
an amount not to exceed an additional one-half
of one percent of gross sales each fiscal year
may be made available for the purpose of
paying sales performance retailer
commissions. Prior to providing an additional
retail commission above 5 percent of gross

Due to the absence of a payment cap or other
similar control in place to ensure full compliance,
the agency exceeded its appropriation authority
granted in Rider 10(b) for the second fiscal year of
the 2010 — 2011 biennium.

Rider 10(b) outlines requirements for the agency’s
Retailer Sales Incentive Program (see Exhibit 1). In
compliance with the rider, the Texas Lottery
Commission submitted a report, ‘“Retailer Sales
Performance Incentive Program Plan for FY 10 — FY
117, to the Governor and the Legislative Budget Board
(LBB) on July 27, 2009, prior to beginning the first

sales, the Texas Lottery Commission shall
provide a report to the Governor and the
Legislative Budget Board outlining the Texas
Lottery Commission's plans to implement a
retailer sales performance commission or
similar sales performance incentive program
and the projected benefits of the program to
lottery ticket sales and state revenues.

program run. The report outlined the agency’s plan to  Exhibit1
implement the RSIP and the projected benefits to lottery ticket sales and state revenues, as
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required. Additionally, agency management committed to keeping the Governor and the LBB
informed of “major modifications to the structure of the plan™.

The agency complied with the appropriation limitation established in Rider 10(b) in fiscal year
2010 as all funds were not expended. Excess funds in the amount of $12,318,725 were
transferred to the Foundation School Fund (FSF) at the end of the fiscal year. As fiscal year
2011 progressed, management forecasted the RSIP would exceed the established appropriation
limit in Rider 10(b). In April 2011, the agency’s Controller sought clarification from the Texas
Comptroller of Public Accounts (Comptroller’s Office). Based on the Controller’s interpretation
of a transfer mechanism found in Article 1X, Section 14.01 of the Appropriations Act, the agency
transferred funds to cover the over expenditure.

During the course of our audit, Comptroller’s Office management confirmed that Rider 10(b)
expenditures cannot exceed the additional one-half of a percent of gross ticket sales for each
fiscal year. Further, other transfer mechanisms found in the agency’s bill pattern or in Article IX
of the Appropriations Act do not provide the authority to exceed the limitation established in
Rider 10(b). Thus, the agency exceeded its appropriation authority granted in Rider 10(b) in the
second fiscal year of the biennium by $281,850. Based on sales, the amount not to exceed was
$19,056,350.

Although a limitation existed in the rider, the

Total Incentive Dollars Paid RSIP as implemented in the 2010 — 2011
$14,000,000 biennium did not include a cap to ensure actual
payments would not exceed the appropriation
$12,000,000 - limitation. Agency management did not have a
payment cap or other similar control in place to
10,000,000 1 ensure compliance with this requirement of the
$8,000,000 - rider. The agency experienced higher than
anticipated participation levels resulting in
$6,000,000 - unprecedented incentive payments made in the
last program run launched in fiscal year 2011.
54,000,000 With no changes in the implementation from
Program 4 to Program 5, the agency paid over

$2,000,000 . . ! .
three times the amount of retailer sales incentive
50 , , , , , dollars. Program 5 paid total sales incentives of
. 2 3 4 5 $13,864,300, while Program 4 paid $4,473,900
Exhibit 2 (see Exhibit 2). These unexpected participation

levels, combined with the lack of a program cap, resulted in the over expenditure.

Finally, while the RSIP underwent changes? since its initial implementation, whether such
changes are considered “major modifications” as intended in the submitted report is unclear as
management had not defined the term. Agency management has stated the only formal
communication to the Governor and the LBB during fiscal years 2010 and 2011 was the initial
report.

2 The Retailer Sales Incentive Program underwent a change from Program 2 to Program 3. See “Background
Information” section later in this report.
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Recommendation:

Agency management should ensure control mechanisms are in place in future program runs
to ensure it stays within its appropriation authority granted in Rider 10(b). Further, if the
agency anticipates continued high levels of participation and success in the RSIP, we
recommend management explore options to seek further funding authority. We recommend
agency management consider the need to appropriately inform oversight entities of the over
expenditure in fiscal year 2011 and the need to explore any possible remedies, if available.

Further, Internal Audit recommends agency management define “major modifications” and
determine when and how such modifications will be communicated to oversight entities.

Management Response:

Management concurs with the recommendation that control mechanisms should be in place
for the Retailer Incentive Sales program, but does not concur that controls were not in place
to ensure full compliance with Rider 10(b).

Various options were considered during April 2011 to address the funding of payments for
Program 5 to ensure that the Rider 10(b) appropriation amount would not be exceeded (see
Exhibit A). These options included:

1) Continue Program 5 through the planned thirteenth week and utilize FY 2010
unexpended authority for the budget shortfall, if any;

2) Continue Program 5 through the planned thirteenth week, but defer the
drawing payment to FY 2012, if required; and

3) Continue Program 5, but modify the end date by one week with an end date of
April 30, 2011.

The Office of the Controller sought clarification from the Comptroller of Public Accounts
regarding the Rider 10(b) Retailer Incentive funding mechanism. Guidance was provided by
the Comptroller of Public Accounts in April 2011 that FY 2010 unexpended authority for the
budget shortfall up to $2.47 million or the use of Article IX, Section 14.01 transfer authority
could be used for the FY 2011 Retailer Incentive obligations. After discussing these funding
mechanisms with the Commission’s assigned Comptroller of Public Accounts Appropriation
Control Officer, the decision was made by management to utilize transfer authority outlined
in Article IX, Section 14.01. The decision to use Article IX, Section 14.01 transfer authority
was documented by the Controller in an email on April 19, 2011 to the Commission’s
assigned Comptroller of Public Accounts Appropriation Control Officer (see Exhibit B). The
verbal guidance provided by the Comptroller of Public Accounts Appropriation Control
Officer in April 2011 has now been confirmed in writing (see Exhibit C). The appropriate
budget transfer documents were processed on the Uniform Statewide Accounting System in
June 2011 upon finalization of the program liability.

Following an inquiry by the Internal Audit Department in March 2012 regarding whether the
Commission complied with Rider 10(b) appropriation authority, a second written request
was made to the Commission’s assigned Comptroller of Public Accounts Appropriation
Control Officer. In response to this inquiry, the Comptroller of Public Accounts provided
modified guidance in April 2012 stating that neither Article IX, Section 14.01 transfer
authority or Rider 12 unexpended balance authority could be utilized for the Retailer
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Incentive Sales program. Had this interpretation been made by the Comptroller of Public
Accounts when guidance was requested in April 2011, the alternative funding options
previously mentioned such as deferring the drawing payment or modification of the program
end date that were considered by management at that time could have been implemented to
ensure that the FY 2011 Rider 10(b) appropriation authority was not exceeded by $281,850.

The Commission provided a final accounting of FY 2011 expenditures, including the Rider
10(b) Retailer Incentive expenditures, in the FY 2012 Itemized Operating Budget filed with
the Governor’s Office and the Legislative Budget Board on December 1, 2011. Total
expenditures for FY 2011 did not exceed the Commission’s total authorized appropriation in
FY 2011 and the Commission returned $13,351,610 of unspent administrative funding to the
Foundation School Fund.

In May 2011 the agency began work to revise the funding structure for future Retailer
Incentive programs. The FY 2012-13 Program implemented in December 2011 reflects a
revised funding structure including a payment cap for the retailer incentive payments. |If
total incentive payments for the program exceed the funding cap, each retailer’s incentive
payment is reduced by the same percentage required to reach the cap. While the original
plans for the FY 2012-13 biennium reflected seven individual retailer incentive programs,
management will be revising these plans to incorporate the updated guidance received from
the Comptroller’s Olffice in April 2012.

The agency will continue to work with the Comptroller of Public Accounts and the
Legislative Budget Board regarding proposed revisions to Rider 10(b) related to Retailer
Incentive appropriation transfer authority and unexpended balance authority for submission
in the FY 2014-15 Legislative Appropriations Request.

Management will inform oversight entities of the over expenditure and will consult with the
Comptroller of Public Accounts regarding any possible remedies.

Management will formally define “major modifications” to the program, as well as when
and how such modifications will be communicated to the Governor’s Office and Legislative
Budget Board in the future.

Auditor’s Comment:

Internal Audit agrees several options were considered by management upon discovery of the
impending over expenditure in the 10™ week of the 13 week program run. However, the
consideration of options at the point of imminent over expenditure is itself not a “control”.
By definition, an internal control in this situation is a mechanism that prevents an undesirable
outcome. The quality of an internal control is gauged on several elements, including both
adequacy and effectiveness of preventing undesirable outcomes. Instituting a control in the
initial design of the program to prevent any over expenditures would have precluded the need
to consider unfavorable options such as halting the program mid-run. Each of management’s
stated options carried risk to the agency and was considered less than optimum. Further,
none of the stated options would have prevented future over expenditures. While agency
management did not provide Internal Audit with the documentation in management’s Exhibit
A during the course of our audit, Internal Audit notes, ultimately, agency management
selected an action to address the imminent over expenditure that was neither in its
documented recommendations nor included in its documented listing of options for
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consideration as presented in management’s Exhibit A. While the action may have appeared
to management to avert the over expenditure at the time, the absence of an adequate control
placed the agency in the preventable position of having to consider less than optimum actions
that carried inherent risk to the agency.

Meeting Overall Stated Goals and Objectives for the Retailer
Sales Incentive Program

Internal Audit also sought to determine whether management met their stated goals and
objectives for the overall Retailer Sales Incentive Program (RSIP). According to the “Retailer
Sales Performance Incentive Program Plan for FY 10 — FY 11” report submitted to the Governor
and the LBB prior to the implementation of the first program run, TLC management stated, “The
purpose of this retailer incentive plan is to generate additional revenue for the Foundation School
Fund.” In interviews, RSIP committee team members and senior management stated their
overall goals of the RSIP were to increase sales of lottery products and generate additional
revenue for the Foundation School Fund by rewarding retailers who incrementally increase their
sales over a given period.?

Internal Audit found retailers achieved incremental sales increases from Program 1 to
Program 5 and were rewarded accordingly. However, because sales are only one
factor of many that contribute to the overall transfers to the Foundation School Fund
(FSF), Internal Audit is unable to conclude the program has generated additional
revenue to the FSF.

At the conclusion of each program run, the
Office of the Controller conducts a financial Incentive Payments Received
analysis of the results. The analysis compares mom
projected sales of retailers who exceeded their
established sales goal and actual sales of those
retailers for the program period. Costs of the 12,000
program are removed including administrative
expenses, retailer commissions, incentive

15,000 [

8,000 [

payments, and estimated prize payout expense. 5000 (7

The resulting figure represents the agency’s 3000

estimated return to the state. The internal

report is only used as a reference and is not a C ) ; . .
direct correlation to what is actually transferred Program TR
to the FSF. In addition to this financial T ol sl st i e o 5 averegs (16.763) Gf s P 10 & 11 Numbar
analysis, RSIP committee members discuss Rl Busiasss Tocation: Lickoss parbmance messue (Y 10 Qb st =

qualitative elements of each program run,
including successes and challenges, as well as, gxnibit 3

® For more information on the calculation of individual retailer sales goals, see “Background Information” section
later in this report.
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possible changes to current and future program runs. This qualitative analysis is not formally

documented.

Internal Audit conducted an independent
analysis of sales achieved, retailers who
received an incentive payment, and incentive
payments awarded. In four of the five program
runs conducted, total sales increased over the
previous year’s total sales for the same time
frame (see Exhibit 3). Additionally, total
annual sales for fiscal years 2010 and 2011
increased over the previous year (see Exhibit
4). Generally, the number of retailers who
received an incentive payment increased from
Program 1 to Program 5, as did the percentage
of retailers receiving an incentive payment to
the total number of lottery retailers (see Exhibit
5). The total amount of incentive payments
awarded also increased (see Exhibit 2).

Total Sales by Program
Over Previous Year
$1,050 @ Previous Year
@ Program Year
$1,000
w
é $950
Z 3000
$850
$800
1 2 3 4 5
Exhibit 4

Intuitively, an increase in ticket sales should translate to an increase in the overall transfers to the

Total Sales by Fiscal Year

FY 09 FY 10 FY 11

Recommendation:

$3,800

$3,780

$3,760

Millions

$3,740

$3,720

$3,700

Exhibit 5

state. However, many factors influence the
transfers to the FSF, only one of which is sales.
It is difficult to determine if transfers to the
FSF have been directly increased by the RSIP
since the RSIP is only one factor contributing
to total lottery sales. Other factors affecting
lottery sales and the transfers to the FSF
include: prize payout percentage, concurrent
promotions, introduction of new games, lottery
product mix, effectiveness of advertising, use
of administrative funds, use of funds to pay for
the RSIP, retailer commissions paid and
combinations of these factors. Appendix A
contains a Summary of Financial Information
for TLC which details annual sales and
transfers to the FSF.

Management should revisit the intended goals of the RSIP to ensure the overall goals are
measurable. Furthermore, management should document the qualitative program analysis it
already performs to ensure important decisions are adequately captured and carried forward
and to ensure the continuity of RSIP knowledge when team members change. Internal Audit
acknowledges team members have not changed since the first program run.

May 2012
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Management Response:

Management has established measurable retailer same-store sales incentive goal criteria
consistent with direction in Rider 10(b) of the Commission’s general appropriation that the
rider monies “may be made available for the purpose of paying sales performance retailer
incentives.” While management agrees that retailer sales performance incentives are not the
only driver of overall sales, they are the optimal measure of individual retailer sales
performance. Since inception, management has routinely revisited the goals of the program
and made modifications based on retailer sales results and individual incentive program
performance. Management has taken steps to further document these reviews and any
resulting incentive program modifications.

3 | Accurate Retailer Incentive Goals and Payments

Finally, Internal Audit sought to determine whether incentive goals were accurately calculated
and program payments were accurately processed to all and only eligible retailers.

Overall, we found the agency had controls in place to ensure incentive goals, eligible
retailers, and program payments were accurately calculated. In addition, our testing of
Programs 4 and 5 disclosed accurate processing of program payments.

Prior to beginning a program run, the Lottery Operator provides a minimum sales goal for each
retailer based on criteria established by the agency. These goals are reviewed by an independent
external auditor on whom the agency relies to ensure incentive goals are accurately calculated.
Retailers are able to monitor their progress and sales achievements throughout each program run
through the use of terminal reports and the Retailer Services Center located on the agency’s
website. At the completion of each program run, the agency relies on the attestations of the
external auditor that all and only eligible retailers are receiving incentive payments and that the
payments and drawing entries were accurately calculated.

Internal Audit performed work to determine whether the agency can confidently rely upon the
attestations of the external auditor. This included recalculating sales goals and comparing them
to the actual sales during each program run, recalculating incentive payments and drawing
entries awarded, and reviewing retailer eligibility status. As Programs 4 and 5 were the largest
and most recent program runs within our audit scope period, Internal Audit focused its efforts on
these two program runs, and found no exceptions. However, during our review, we found a
significant amount of manual manipulation of the data is required to identify eligible retailers
due to paper change of ownerships and retailers with multiple terminals. The volume of retailer
licenses further complicates manual manipulation. In fiscal years 2010 and 2011, the average
number of retailers licensed by the agency was 16,762*, but some retailers hold multiple licenses.
Although no errors were revealed in the resulting data, manual manipulation increases the risk of
possible errors.

4 . . . .
Number of Retailer Business Locations Licenses Performance Measure (FY 10 Q4 actual = 16,758; FY ’11 Q3 actual = 16,767).
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In addition, Internal Audit performed work to determine whether retailers received warrants for
the amounts verified by the external auditor. Again, Internal Audit focused its efforts on
Programs 4 and 5. We relied upon statistical sampling techniques to perform our testing to
determine whether retailers received accurate payments. Our testing disclosed payments were
accurately processed.

In reviewing controls over incentive payments, we found a payment procedure had been
developed; however, this procedure does not reflect current practices. We did find the Office of
Controller has internal controls in place to ensure payments are accurately processed. These
controls include:

e Independent Verification — After the external auditor sends the payment file to the
agency, the Financial Operations Manager performs an independent verification to ensure
payments have been accurately calculated.

e Checklists — A checklist is used for creating the Retailer File Payment Upload. The
checklist ensures warrants are issued in the correct mailing order and payment
information is transferred from Excel format into a CSV file for importing into USAS.

e Separation of Duties — The external auditor sends information directly to Information
Resources staff who prints out letters for each retailer receiving an incentive payment.
Office of Controller receives the warrants from the Comptroller’s Office, and using
multiple staff, combines the letters with the warrants. This ensures any discrepancies are
discovered and researched.

e Supporting Documentation — The Financial Operations Manager maintains workpapers
relating to the payment process with detailed steps necessary to complete the payment
processing.

e Supervisory Review — Final workpapers are reviewed by a separate manager and by the
Controller.

Although the Office of Controller has implemented controls to limit the risk of incorrectly
paying a retailer and our testing revealed payments were accurately processed, there is an
inherent risk that errors could be made. The mailing of paper warrants is an area of concern due
to the numerous Texas Identification Number System numbers that were required to be manually
entered into the Comptroller’s Statewide Teleprocessing System and the physical merging of
letters with warrants by agency staff. While this process was completed manually in the first
five programs runs, management asserts changes have been made to allow future payments to be
made directly to retailers electronically.

Recommendation:

Management should take steps to limit the inherent risk associated with manual processing.
In addition, management should update the agency’s payment procedures to align with
current practices.

Management Response:

Management agrees that automation of manual processes is beneficial and has recently
implemented automated incentive payment distribution to retailers for the most recent
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retailer incentive program. Management will continue to seek opportunities for further
automation of program processes.
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AUDIT PURPOSE, SCOPE AND
METHODOLOGY

Purpose:

Internal Audit completed a review of the Retailer Sales Incentive Program, as specified in the
approved Fiscal Year 2011 Internal Audit Activity Plan. The purpose of the audit was to
verify all requirements outlined in Rider 10(b) of the General Appropriations Act (Senate
Bill No. 1, 81st Legislature) were met and to review controls surrounding the implementation
of the RSIP to determine whether it met management’s overall stated goals and objectives.
In addition, Internal Audit sought to determine whether incentive goals were accurately
calculated and program payments were accurately processed to eligible retailers.

Scope:

Internal Audit’s review focused on program runs during fiscal years 2010 and 2011. The
review covered the activity of program runs one through five. Internal Audit focused our
testing on the Programs 4 and 5. Internal Audit’s review concentrated on determining
whether the program procedures in place were being followed as stated in the plan to the
Legislative Budget Board and Governor’s Office. Internal Audit’s review did not include
evaluating the success of the program, the complexity of the program, or the retailer’s
understanding of the program. In addition, our review did not include examining any
program runs implemented after fiscal year 2011.

Methodology:

In accomplishing our objective, Internal Audit reviewed the General Appropriations Act®, the
State Lottery Act®, applicable administrative rules, and agency procedures. Internal Audit
interviewed responsible management and staff, examined and reviewed supporting
documentation and electronic files, and performed selected test work as deemed necessary.
Internal Audit performed testing to ensure sales goals and drawing entries were calculated
correctly, all and only eligible retailers were receiving payments, and payments were
successfully sent to retailers. As Programs 4 and 5 were the largest and most recent program
runs within our audit scope period, Internal Audit accordingly focused its testing on these
two program runs.

We relied upon other independent audit work as relevant and appropriate.

Auditor’s Consideration of Fraud:

In accordance with our professional standards, Internal Audit considered risks due to fraud
that could significantly affect our audit objectives and the results of our audit. Accordingly,
we designed our procedures to provide reasonable assurance of detecting fraud significant to
the audit objectives. During the course of the audit, we were also alert to situations or

® Article VII, 10(b)
® Sec. 466.355. STATE LOTTERY ACCOUNT; Sec. 466.358. COMPENSATION OF SALES AGENT
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transactions that could be indicative of fraud. We conducted our audit to provide reasonable
assurance of detecting illegal acts or fraud that could significantly affect the audit results;
however, it does not guarantee the discovery of illegal acts or fraud.

Professional Standards:

Internal Audit conducted this performance audit in accordance with the International
Standards for the Professional Practice of Internal Auditing as promulgated by the Institute of
Internal Auditors (I11A) in conjunction with generally accepted government auditing standards
(GAGAS) as promulgated by the U.S. Government Accountability Office (GAQO). Those
standards require that we plan and perform the audit to obtain sufficient, appropriate
evidence to provide a reasonable basis for our findings and conclusions based on our audit
objectives. We believe that the evidence obtained provides a reasonable basis for our
findings and conclusions based on our audit objectives.

Audit Team
The following members of the Internal Audit Division performed this audit:

e Nancy Walden, CIA, CGAP, CICA, Project Manager
e Kim Tucker
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BACKGROUND INFORMATION

During fiscal years 2010 and 2011, the agency conducted five program runs of the Retailer Sales
Incentive Program. Features in Programs 1 and 2 were modified before the implementation of
Program 3 after agency management felt changes were necessary. Details of each program run
are provided below:
Programs 1 & 2:

e Program 1 operated September 6, 2009 through December 5, 20009.

e Program 2 operated January 17, 2010 through April 17, 2010.

e Each program had two phases. Retailers were eligible for Phase 2 if they had earned an
incentive in Phase 1.

Phase 1:

o Retailers were measured on instant and online sales separately. Online sales
excluded Lotto Texas, Mega Millions and Megaplier. Retailers were able to earn
incentives for instants, online or both.

Not all retailers were eligible to participate in the program.

Retailers were provided a specific sales increase based on their sales category;
each sales category was established based on a statewide average and had a set
incentive payment (see charts below):

o Retailers who were active at least 8 consecutive weeks during a given 26-week
base period were eligible to participate in the 13-week program.

Total 13- Total 13-
Instant Average Weekly Week On-line Average Weekly Week
Weekly Sales Increase Incentive Weekly Sales Increase Incentive
Payment Payment
<$3,000 Not eligible <$500 Not eligible
8| >=$3,000, <$4,000 $350 $260 8 >=$500, <$700 $60 $40
S|  >=$4,000, <$6,000 $500 $390 S|  >=$700, <$900 $70 $55
§ >=$6,000, <$8,000 $600 $520 § >=$900, <$1,200 $80 $70
= >=$8,000, <$10,000 $700 $650 5 >=$1,200, <$1,500 $95 $90
% >=$10,000, <$12,000 $750 $975 % >=$1,500, <$2,500 $115 $150
x| >=$12,000, <$15,000 $850 $1,300 x| >=$2,500, <$5,000 $165 $260
>=$15,000 $1,000 $1,950 >=$5,000 $275 $540
Phase 2:

o Retailers qualified for the drawing in Phase 2 by meeting their instant goal, online
goal or both.
o Retailers received one entry for Phase 2 drawing for every $1,500 increase in

online sales, excluding Lotto Texas, Mega Millions and Megaplier; Retailers
received one entry for Phase 2 drawing for every $5,000 increase in instant sales.

May 2012
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o

In Phase 2, retailers could only win once in the drawing.

o Prizes awarded in drawings remained the same for all five program runs. See

chart below.
Incentive Drawing Prizes
# Prizes $ Prize Total

2 $50,000 $100,000
5 $10,000 $50,000
20 $5,000 $100,000
30 $2,500 $75,000
100 $1,000 $100,000
150 $500 $75,000
307 $500,000

Programs 3, 4 and 5:

e Program 3 operated May 9, 2010 through August 7, 2010.
e Program 4 operated October 10, 2010 through January 8, 2011.
e Program 5 operated February 6, 2011 through May 7, 2011.

e Each program had two phases. Retailers were eligible for Phase 2 if they had earned an
incentive in Phase 1.

Phase 1:

(@]

Retailers were measured on a combination of instant and online sales excluding
Mega Millions, Megaplier, Powerball, and Power Play. Online sales included
Lotto Texas sales beginning with Program 3.

Retailers who were active at least 8 consecutive weeks during a given 26-week
base period were eligible to participate in the 13-week program. The base period
was used to calculate the retailer’s weekly sales average.

Retailers were provided a minimum sales goal, calculated on the weekly sales
average multiplied by 13 weeks + $1000.

Retailers earned $100 for reaching their minimum sales goal plus an additional
$100 for each additional $1,000 in sales.

Phase 2:

o

Retailers can win only one drawing prize per location. A chain with multiple
locations may win at more than one location.

Retailers would earn an entry into the drawing for reaching their minimum sales
goal. An additional entry is earned for each additional $1,000 in sales.

Prizes awarded in drawings remained the same for all five program runs. See
chart above.
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MANAGEMENT RESPONSE WITH EXHIBITS

Management’s response, including its provided exhibits, is presented in its entirety as follows.
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INTEROFFICE MEMO

Gary Grief, Executive Director Philip D. Sanderson, Charitable Bingo Operations Director

To: Catherine Melvin
From: Gary Grief w
Date:  May 3, 2012

Re: Management Response — IA #12-009 “An Internal Audit of Retailer Sales Incentive
Program”

Please find below the management response for the above referenced audit.

Thanks.

Section #1—Compliance

Internal Audit Recommendation—Agency management should ensure control mechanisms are in
place in future program runs to ensure it stays within its appropriation authority granted in rider
10(b). Further, if the agency anticipates continued high levels of participation and success in the
RSIP, we recommend the agency explore options to seek further funding authority. We recommend
the agency consider the need to appropriately inform oversight entities of the over expenditure in
fiscal year 2011 and the need to explore any possible remedies, if available.

Further, Internal Audit recommends agency management define “major modifications™ and
determine when and how such modifications will be communicated to oversight entities.

Management Response— Management concurs with the recommendation that control mechanisms
should be in place for the Retailer Incentive Sales program, but does not concur that controls were
not in place to ensure full compliance with Rider 10(b).

Various options were considered during April 2011 to address the funding of payments for Program
5 to ensure that the Rider 10(b) appropriation amount would not be exceeded (see Exhibit A). These
options included:

1) Continue Program 5 through the planned thirteenth week and utilize FY 2010 unexpended
authority for the budget shortfall, if any;

2) Continue Program S through the planned thirteenth week, but defer the drawing payment to FY
2012, if required; and

3) Continue Program 5, but modify the end date by one week with an end date of April 30, 2011.
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The Office of the Controller sought clarification from the Comptroller of Public Accounts regarding
the Rider 10(b) Retailer Incentive funding mechanism. Guidance was provided by the Comptroller
of Public Accounts in April 2011 that FY 2010 unexpended authority for the budget shortfall up to
$2.47 million or the use of Article IX, Section 14.01 transfer authority could be used for the FY
2011 Retailer Incentive obligations. After discussing these funding mechanisms with the
Commission’s assigned Comptroller of Public Accounts Appropriation Control Officer, the decision
was made by management to utilize transfer authority outlined in Article IX, Section 14.01. The
decision to use Article IX, Section 14.01 transfer authority was documented by the Controller in an
email on April 19, 2011 to the Commission’s assigned Comptroller of Public Accounts
Appropriation Control Officer (see Exhibit B). The verbal guidance provided by the Comptroller of
Public Accounts Appropriation Control Officer in April 2011 has now been confirmed in writing
(see Exhibit C). The appropriate budget transfer documents were processed on the Uniform
Statewide Accounting System in June 2011 upon finalization of the program liability.

Following an inquiry by the Internal Audit Department in March 2012 regarding whether the
Commission complied with Rider 10(b) appropriation authority, a second written request was made
to the Commission’s assigned Comptroller of Public Accounts Appropriation Control Officer. In
response to this inquiry, the Comptroller of Public Accounts provided modified guidance in April
2012 stating that neither Article IX, Section 14.01 transfer authority or Rider 12 unexpended balance
authority could be utilized for the Retailer Incentive Sales program. Had this interpretation been
made by the Comptroller of Public Accounts when guidance was requested in April 2011, the
alternative funding options previously mentioned such as deferring the drawing payment or
modification of the program end date that were considered by management at that time could have
been implemented to ensure that the FY 2011 Rider 10(b) appropriation authority was not exceeded
by $281,850.

The Commission provided a final accounting of FY 2011 expenditures, including the Rider 10(b)
Retailer Incentive expenditures, in the FY 2012 Itemized Operating Budget filed with the
Governor’s Office and the Legislative Budget Board on December 1, 2011. Total expenditures for
FY 2011 did not exceed the Commission’s total authorized appropriation in FY 2011 and the
Commission returned $13,351,610 of unspent administrative funding to the Foundation School
Fund.

In May 2011 the agency began work to revise the funding structure for future Retailer Incentive
programs. The FY 2012-13 Program implemented in December 2011 reflects a revised funding
structure including a payment cap for the retailer incentive payments. If total incentive payments for
the program exceed the funding cap, each retailer’s incentive payment is reduced by the same
percentage required to reach the cap. While the original plans for the FY 2012-13 biennium
reflected seven individual retailer incentive programs, management will be revising these plans to
incorporate the updated guidance received from the Comptroller’s Office in April 2012.

The agency will continue to work with the Comptroller of Public Accounts and the Legislative
Budget Board regarding proposed revisions to Rider 10(b) related to Retailer Incentive appropriation
transfer authority and unexpended balance authority for submission in the FY 2014-15 Legislative
Appropriations Request.

Management will inform oversight entities of the over expenditure and will consult with the
Comptroller of Public Accounts regarding any possible remedies.
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Management will formally define “major modifications™ to the program, as well as when and how
such modifications will be communicated to the Governor’s Office and Legislative Budget Board in
the future.

Section #2—Meeting Overall Stated Goals and Objectives for the Retailer Sales Incentive Program

Internal Audit Recommendations—Management should revisit the intended goals of the RSIP to
ensure the overall goals are measureable. Furthermore, management should document the
qualitative program analysis in already performs to ensure important decisions are adequately
captured and carried forward to ensure the continuity of the RSIP knowledge when team members
change. Internal Audit acknowledges team members have not changed since the first program run.

Management Response—Management has established measurable retailer same-store sales
incentive goal criteria consistent with direction in Rider 10(b) of the Commission’s general
appropriation that the rider monies “may be made available for the purpose of paying sales
performance retailer incentives.” While management agrees that retailer sales performance
incentives are not the only driver of overall sales, they are the optimal measure of individual retailer
sales performance. Since inception, management has routinely revisited the goals of the program
and made modifications based on retailer sales results and individual incentive program
performance. Management has taken steps to further document these reviews and any resulting
incentive program modifications.

Section #3—Accurate Retailer Incentive Goals and Payments

Internal Audit Recommendations—Management should take steps to limit the inherent risk
associated with manual processing. In addition, management should update the agency’s payment
procedures to align with current practices.

Management Response—Management agrees that automation of manual processes is beneficial
and has recently implemented automated incentive payment distribution to retailers for the most
recent retailer incentive program. Management will continue to seek opportunities for further
automation of program processes.

cc: Kathy Pyka
Michael Anger
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Pyka, Kathy
From: Pyka, Kathy
Sent: Tuesday, April 19, 2011 9:44 AM
To: Grief, Gary
Cc: Anger, Michael
Subject: Retailer Incentive program
Attachments: FY 2011 projection for discussion.xlsx
Gary,

Michael, Robert, Kelly and myself met this morning to discuss the funding issue related to the current Retailer Incentive
program. Attached is a spreadsheet that provides a summary of the projected liability of the program as of 4/16 and an
updated projected liability for each of the remaining weeks of the program.

e The analysis reflects two projections, one based on a straight line average of sales using actual data from weeks
1-10 of the program and the second projection based on a projection of sales for weeks 11 — 13 using week 10
sales as a straight line projection.

e Included on the spreadsheet are options considered regarding payment funding along with a recommendation
for the payment.

e We will continue to update the payment projections on a weekly basis.

e | am still awaiting a response from the Comptroller’s Office regarding whether we can utilize any of the FY 2010
unobligated Retailer Incentive funds.

Michael and | are available to discuss further or respond to any questions. Thanks, Kathy

Exhibit A
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FY 2011 il ive Program (updated 4/19/2011)
FY 2011 Retailer Incentive Budget $18,750,000
Budget Based on Sales of: $3,750,000,000
Program 4 Incentive Payment $4,473,900
Program 4 Drawing Payment $500,000
Program 4 Total $4,973,900
FY 2011 Unobligated Budget after Program 4 $13,776,100
Payments Projected as of:

04/16/11 04/23/11 04/30/11 05/07/11

Week 10 Week 11 Week 12 Week 13
Straight-line Projection based on Weeks 1- 10
Program 5 Incentive Payment $1,653,000 $3,976,200 $8,100,700  $13,611,200
Program 5 Drawing Payment $500,000 $500,000 $500,000 $500,000
Program 5 Total $2,153,000 $4,476,200 $8,600,700  $14,111,200
Remaining Budget Authority using Straight-line Projection $11,623,100 $9,299,900 $5,175,400 -$335,100
Projection using Week 10 as Projected Sales for Weeks 11-1
Program 5 Incentive Payment $1,653,000 $3,950,600  $7,983,600 $13,293,000
Program 5 Drawing Payment $500,000 $500,000 $500,000 $500,000
Program 5 Total $2,153,000 $4,450,600 $8,483,600  $13,793,000
Remaining Budget Authority using Week 10 Sales Projection Method 511,623,100 $9,325,500 $5,292,500 -$16,900

I. Variables:
a) Sales for the final three weeks of the program (April 17th - May 7th)
b) Program budget is based on Sales of $3.75B, any variance (higher or lower sales) would adjust the budget of $18.75M.
Il. Methodology:
a) Assumed $13,776,100 available budget authority remains for the FY 2011 Retailer Incentive Program.
b) The payment liability for the Retailer Incentive payment through week 10 is $1,653,000 and $500,000 for the drawing payment.
c) A projection of the payment liability was developed through each of the weeks remaining in the program as follows:
i. Payment based on a Straight Line average of sales using Weeks 1 - 10.
ii. Payment based on Sales through Week 10 and using Week 10 Sales a Straight Line average for the remaining 3 weeks.
lll. Options to consider:
a) If the Comptroller certifies that Unexpended Balance (UB)" Authority can be used, continue Program 5 and use FY 2010 UB
Authority for budget shortfall, if any.
b) If Option a is not available, continue Program 5 but defer Drawing Payment to FY 2012 if not sufficient funding in FY 2011.
c) Continue Program 5, but modify end date by one week with an end date of April 30, 2011.
d) Modify Frenzy Promotion by 1 week from May 1 to May 8. (Already Implemented)
e) In all options considered, Program 5 will be the final Program offered for FY 2011.
IV. Recommendation:
a) If the Comptroller certifies that Unexpended Balance (UB)* Authority can be used, continue Program 5 and use FY 2010 UB
Authority for budget shortfall, if any.
b) If Option a is not available, continue Program 5 but defer Drawing Payment to FY 2012 if not sufficient funding in FY 2011.
d) Modify Frenzy Promotion by 1 week from May 1 to May 8. (Already Implemented)
e) In all options considered, Program 5 will be the final Program offered for FY 2011.

! There is $12.3M of Unobligated FY 2010 Retailer Incentive budget authority. Currently there is approximately $500K of unspent
FY 2010 cash authority available for use that has not been transferred to the Foundation School Fund. The 9/17/2010 Sales accrual
transfer of $2.8M could also be modified if required.

! FY 2010 Retailer Incentive Budget $18,350,000
Budget Based on Sales of: $3,670,000,000
Program 1-3 Incentive Payment $4,531,275
Program 1-3 Drawing Payment $1,500,000
Program 1-3 Total $6,031,275

. .
FY 2010 Unobligated Budget $12,318,725 Ex h | b lt A
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Pyka, Kathy

From: Pyka, Kathy

Sent: Tuesday, April 19, 2011 10:59 AM
To: 'Kristalle Erwin'

Cc: Stuckey, Kelly

Subject: RE: Rider 10 Retailer Commission
Kristalle,

Thanks again for your help this morning. As we discussed, we will proceed with using the 12.5% transfer provision
outlined in Article IX, Section 14.01 to address the funding transfer (if any) into the Retailer Incentive appropriation
funded by Rider 10. Thanks so much, Kathy

From: Pyka, Kathy
Sent: Tuesday, April 19, 2011 9:29 AM
To: 'Kristalle Erwin'

Cc: Stuckey, Kelly

Subject: Rider 10 Retailer Commission

Good morning Kristalle,

I wanted to follow up with you to determine if you have any updated information regarding Rider 10 and whether
there is sufficient authority granted in Rider 12 to carry forward a small portion of the unspent Retailer Incentive
appropriation authority from FY 2010 and FY 2011. Currently there is $12,318,725 of unspent authority in FY 2010 and
the inquiry relates to the potential to carry forward less than $500,000 of this unspent authority to FY 2011. Thanks so
much! Kathy

Kathy Pyka, CPA
Controller

Texas Lottery Commission
Phone: 512-344-5410
Fax: 512-344-5066

Exhibit B
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Pyka, Kathy
From: Kristalle Erwin <Kristalle.Erwin@cpa.state.tx.us>
Sent: Thursday, May 03, 2012 7:36 AM
To: Pyka, Kathy
€c: Rob Coleman; Daniel Benjamin; James Hight
Subject: RE: Rider 10 Retailer Commission
Kathy,

I placed a call to you on April 19" between 9:29am and 10:59 am in which | advised you that the Commission could
utilize the 12.5% transfer authority outlined in Art IV, Sec. 14.01 of the GAA to address a perceived short fall for the
Retailer Incentive Bonus Program.

Kristalle Erwin
Appropriation Control Officer
(512) 463-3301

From: Pyka, Kathy [mailto:Kathy.Pyka@Ilottery.state.tx.us]
Sent: Wednesday, May 02, 2012 2:31 PM

To: Kristalle Erwin

Subject: RE: Rider 10 Retailer Commission

Kristalle,

| wanted to follow up with you on our initial phone conversations and email communications below that occurred in
April 2011 regarding the Retailer Incentive funding options.

As you know the funding of our retailer incentive program has been a complex and somewhat unique challenge. |
greatly appreciate the assistance your office has provided over the last several weeks.

The first email below routed on April 19" pertains to the agency’s initial April 18" phone inquiry about one potential
option, the use of Rider 12 unexpended balance authority. This email was followed up with a second email from me on
April 19" reflecting the final decision to utilize a different option, the Article IX, Section 14.01 transfer provision, rather
than utilizing the Rider 12 unexpended balance authority.

While there are a number of emails that | routed within our agency regarding the discussions you and | had via
telephone, what is missing from our file is written dialogue between us on the guidance your office provided to our
agency between my April 18" inquiry on the use of Rider 12 appropriation and the April 19" decision documented in
the email below to ultimately address the funding issue with Article IX, Section 14.01 transfer authority. Please know
that this inquiry pertains only to the original April 2011 inquiry to your office and the guidance we received at that
time. The Commission fully respects the modified guidance received in April of this year noting that neither Rider 12
authority or Article IX, Section 14.01 transfer authority can be utilized for the Rider 10 Retailer Incentive program.

Thanks in advance for your assistance. Kathy

From: Pyka, Kathy
Sent: Tuesday, April 19, 2011 10:59 AM

To: 'Kristalle Erwin' EXh ibit C
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Cc: Stuckey, Kelly
Subject: RE: Rider 10 Retailer Commission

Kristalle,

Thanks again for your help this morning. As we discussed, we will proceed with using the 12.5% transfer provision
outlined in Article IX, Section 14.01 to address the funding transfer (if any) into the Retailer Incentive appropriation
funded by Rider 10. Thanks so much, Kathy

From: Pyka, Kathy

Sent: Tuesday, April 19, 2011 9:29 AM
To: 'Kristalle Erwin'

Cc: Stuckey, Kelly

Subject: Rider 10 Retailer Commission

Good morning Kristalle,

| wanted to follow up with you to determine if you have any updated information regarding Rider 10 and whether
there is sufficient authority granted in Rider 12 to carry forward a small portion of the unspent Retailer Incentive
appropriation authority from FY 2010 and FY 2011. Currently there is $12,318,725 of unspent authority in FY 2010 and
the inquiry relates to the potential to carry forward less than $500,000 of this unspent authority to FY 2011. Thanks so
much! Kathy

Kathy Pyka, CPA
Controller

Texas Lottery Commission
Phone: 512-344-5410
Fax: 512-344-5066

Exhibit C
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