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Texas Lottery Commission (362)

UNAUDITED

Exhibit | - Combined Balance Sheet/Statement of Net Assets — Governmental Funds

August 31, 2007

ASSETS
Current Assets:
Legislative Appropriations
Total Current Assets

Non-Current Assets:
Restricted:
Capital Assets: (Note 2)
Depreciable:
Furniture and Equipment
Less: Accumulated Depreciation
Total Non-Current Assets

Total Assets

LIABILITIES AND FUND BALANCES
Liabilities:
Current Liabilities:
Payables From:
Accounts
Payroll
Due to Other Funds (Note 8)
Employees Compensable Leave (Note 5)
Total Current Liabilities

Non-Current Liabilities:
Employees Compensable Leave (Note 5)
Total Non-Current Liabilities

Total Liabilities

FUND FINANCIAL STATEMENT
Fund Balances (Deficits):
Reserved for:
Undesignated
Total Fund Balances

Total Liabilities and Fund Balances

GOVERNMENT-WIDE STATEMENT OF NET ASSETS

Net Assets:
Unrestricted
Total Net Assets

The accompanying notes to the financial statements are an integral part of this statement.

Governmental
Fund Types
General Governmental Capital Long-Term Statement
Funds Funds Assets Liabilities of
(Exhibit A-1) Total Adjustments Adjustments Net Assets
$ 28,567,807.78 $ 28,567,807.78 $ - $ - $28,567,807.78
28,567,807.78 28,567,807.78 - - 28,567,807.78
- - 202,192.44 - 202,192.44
- - (202,192.44) - _ (202,192.44)
$ 28,567,807.78 $ 28,567,807.78 - - 28,567,807.78
$ 12,304.85 $ 12,304.85 $ - $ - $ 12,304.85
208,233.27 208,233.27 - - 208,233.27
27,728,561.52 27,728,561.52 - - 27,728,561.52
- - - 150,935.54 150,935.54
27,949,099.64 27,949,099.64 - 150,935.54 28,100,035.18
- - - 124,651.72 124,651.72
- - - 124,651.72 124,651.72
27,949,099.64 27,949,099.64 - 275,587.26 28,224,686.90
618,708.14 618,708.14 - - 618,708.14
618,708.14 618,708.14 - - 618,708.14
$ 28,567,807.78 $ 28,567,807.78 - 275,587.26 28,843,395.04
- 275,587.26 275,587.26
5 - _f(_—g275,587_.262 § (275,587.26)
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UNAUDITED

Texas Lottery Commission (362)

Exhibit Il - Combined Statement of Revenues, Expenditures and

Changes in Fund Balances/Statement of Activities — Governmental Funds

For the Fiscal Year Ended August 31, 2007

General Governmental Capital Long-Term Statement
Funds Funds Assets Liabilities of
(Exhibit A-2) Total Adjustments  Adjustments Activities
REVENUES:
Legislative Appropriations:
Original Appropriations $ 2,474,406.00 $ 247440600 $ - $ - $ 2,474,406.00
Additional Appropriations 689,365.74 689,365.74 689,365.74
Licenses, Fees & Permits 11,642,659.42 11,642,659.42 11,642,659.42
Other 43,109.20 43,109.20 ) 43,109.20
Total Revenues 14,849,540.36 14,849,540.36 - - 14,849,540.36
EXPENDITURES:
Salaries and Wages 2,102,119.01 2,102,119.01 (9,076.27) 2,093,042.74
Payroll Related Costs 515,669.09 515,669.09 515,669.09
Professional Fees and Services 37,655.00 37,655.00 37,655.00
Travel 39,317.12 39,317.12 39,317.12
Materials and Supplies 31,293.31 31,293.31 31,293.31
Communication and Utilities 252.72 252.72 252.72
Repairs and Maintenance 3,534.00 3,534.00 3,534.00
Rentals and Leases (1,825.75) (1,825.75) (1,825.75)
Printing and Reproduction 2,471.76 2,471.76 2,471.76
Intergovernmental Payments 11,597,714.69 11,597,714.69 11,597,714.69
Other Expenditures 15,881.80 15,881.80 15,881.80
Total Expenditures/Expenses 14,344,082.75 14,344,082.75 - (9,076.27) _ 14,335,006.48
Excess (Deficiency) of Revenues over -
Expenditures 505,457.61 505,457.61 - 9,076.27 514,533.88
OTHER FINANCING SOURCES (USES)
Total Other Financing Sources (Uses) : - - - - -
Net Change in Fund Balances/Net Assets 505,457.61 505,457.61 - 9,076.27 514,533.88
FUND FINANCIAL STATEMENT - FUND BALANCES
Fund Balances, September 1, 2006 1,520,615.57 1,520,615.57 1,520,615.57
Restatements - - B -
Fund Balances, September 1, 2006 as Restated 1,520,615.57 1,520,615.57 - - . 1,520,615.57
Appropriations Lapsed 1,407,365.04 1,407,365.04
Fund Balances, August 31, 2007 $ 618,708.14 $ 618,708.14
GOVERNMENT-WIDE STATEMENT OF NET ASSETS
Net Assets/Net Change in Net Assets - 9,076.27 9,076.27
Net Assets, September 1, 2006 - (284,663.53) (284,663.53)
Restatements - - -
Net Assets, September 1, 2006 as Restated - (284,663.53) (284,663.53)
Net Assets, August 31, 2007 $ - $ (275,5687.26) $ (275,587.26)

The accompanying notes to the financial statements are an integral part of this statement.
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UNAUDITED

Texas Lottery Commission (362)
Exhibit Ill - Combined Statement of Net Assets - Proprietary Funds
August 31, 2007

Total
Enterprise Funds
(Exhibit F-1)
ASSETS
Current Assets:
Cash and Cash Equivalents:
Cash in Bank (Note 3) ' $ 7,500.00
Cash in State Treasury . 100,603,491.83
Restricted:
Short Term Investments (Note 3) 181,688,113.28
Receivables from:
Accounts ' 38,327,427.05
Other (Note1) 34,477,479.00
Due From Other Funds (Note 8) 27,728,561.52
Due From Other Agencies (Note 8) 84,068.50
Consumable inventories 449,328.14
Merchandise Inventories 6,406,273.25
Deferred Charges 6,222,000.00
Total Current Assets ) 395,994,242.57
Non-Current Assets:
Restricted:
Investments (Note 3) . 1,095,086,541.29
Capital Assets (Note 2):
Depreciable:
Furniture and Equipment 5,555,457.06
Less: Accumulated Depreciation (4,909,938.97)
Vehicles, Boats, and Aircraft 32,706.57
Less: Accumulated Depreciation (26,855.68)
Total Non-Current Assets 1,095,737,910.27
Total Assets - . $ 1,491,732,152.84
LIABILITIES
Current Liabilities:
Payables from:
Voucher $ 2,692,089.00
Accounts 23,968,648.10
Payroll 1,543,580.12
Annuities ' 11,366,339.20
Other 975,102.51
Due to Other Agencies (Note 8) 17,635,841.38
Employees' Compensable Leave (Note 5) 1,101,353.81
Payable From Restricted Assets-Current Portion 309,029,102.85
Total Current Liabilities 368,312,056.97
Non-Current Liabilities:
Employees' Compensable Leave (Note 5) 786,061.43
Payable From Restricted Assets (Note 1) 1,085,958,954.13
Total Non-Current Liabilities 1,086,745,015.56
Total Liabilities $ 1,455,057,072.53
NET ASSETS
Invested in Capital Assets, Net of Related Debt 651,368.98
Restricted for:
Expendable:
Restricted by Other
Pooled Bond Fund 5,000,000.00
Prize Reserve Fund 11,844,680.34
Unrestricted 19,179,030.99
Total Net Assets $ 36,675,080.31

The accompanying notes to the financial statements are an integral part of this statement.
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Texas Lottery Commission (362)

UNAUDITED

Exhibit IV - Combined Statement of Revenues, Expenses and

Changes in Net Assets - Proprietary Funds

For the Fiscal Year Ended August 31, 2007

OPERATING REVENUES:

Sales of Goods and Services:
Lottery Proceeds
Ticket Sales
Lottery License Application Fees
Lottery Security Proceeds
Other Operating Revenues
Total Operating Revenues

OPERATING EXPENSES:
Salaries and Wages
Payroll Related Costs
Professional Fees and Services
Travel
Materials and Supplies
Communication and Utilities
Repairs and Maintenance
Rentals and Leases
Printing and Reproduction
Depreciation and Amortization
Bad Debt Expense
Interest
Lottery Prizes
Retailer Commissions
Retailer Bonuses
Other Operating Expenses:
Lottery Operator Fees
Advertising
Other
Total Operating Expenses

Operating Income (Loss)

NONOPERATING REVENUES (EXPENSES):
Investment Income (Expense)
Net Increase (Decrease) in Fair Value
Settlement of Claims

Total Nonoperating Revenues (Expenses)

Income (Loss) Before Other Revenues, Expenses,
Gains/Losses and Transfers

OTHER REVENUES, EXPENSES, GAINS/LOSSES
AND TRANSFERS:
Transfers-Out (Note 8)

Total Other Revenues, Expenses, Gains/Losses
and Transfers

Change in Net Assets
Total Net Assets, September 1, 2006
Restatements

Total Net Assets, September 1, 2006, as Restated

Total Net Assets, August 31, 2007

Total
Enterprise Funds
(Exhibit F-2)

$ 3,774,178,801.50
303,735.00
72,287.50
259,913.17

3,774,814,737.17

14,869,314.71
3,591,358.37
3,236,773.44
267,635.01
1,587,462.73
522,509.33
240,343.78
8,330,479.94
14,919,787.89
234,299.61
291,491.26
11,000.05
2,315,304,967.42
188,751,041.10
4,423,160.96

102,470,284.89
30,733,057.91
1,299,784.84

2,691,084,753.24

1,083,729,983.93

15,616.21
13,828,364.56
(125,707.58)

13,718,273.19

1,097,448,257.12

(1,093,020,004.88)

(1,093,020,004.88)

4,428,252.24

32,246,828.07

32,246,828.07

$ 36,675,080.31

The accompanying notes to the financial statements are an integral part of this statement.
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UNAUDITED

Texas Lottery Commission (362)

Exhibit V - Combined Statement of Cash Flows - Proprietary Funds

For the Fiscal Year Ended August 31, 2007

CASH FLOWS FROM OPERATING ACTIVITIES
Receipts from Customers
Payments to Suppliers for Goods and Services
Payments to Employees
Payments for Other Expenses

Net Cash Provided by Operating Activities

CASH FLOWS FROM NONCAPITAL FINANCING ACTIVITIES
Payments for Other Uses
Payments for Transfers to Other Funds
Proceeds from other Financing

Net Cash Provided by Noncapital Financing Activities

CASH FLOWS FROM CAPITAL AND RELATED
FINANCING ACTIVITIES
Payments for Additions to Capital Assets

Net Cash Provided by Capital and Related Financing Activities

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from Sales of Investments
Proceeds from Interest and Investment Income
Payments to Acquire Investments

Net Cash Provided by Investing Activities

Net (Decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents--September 1, 2006

Cash and Cash Equivalents--August 31, 2007

RECONCILIATION OF OPERATING INCOME TO
NET CASH PROVIDED BY OPERATING ACTIVITIES

Operating Income (Loss)

Adjustments to Reconcile Operating Income
to Net Cash Provided by Operating Activities

Amortization and Depreciation

Bad Debt Expense

Operating Income and Cash Flow Categories:

Changes in Assets and Liabilities:
(Increase) Decrease in Receivables
(Increase) Decrease in Inventories
(Increase) Decrease in Deferred Charges
Increase (Decrease) in Payables
Total Adjustments

Net Cash Provided by Operating Activities

NON CASH TRANSACTIONS
Net Increase (Decrease) in Fair Value of Investments

Total

Enterprise Funds
(Exhibit F-3)

$ 3,694,151,309.28
(356,407,760.43)
(18,230,260.17)
(2,254,396,896.07)

1,065,116,392.61

(163,799,000.00)
(1,089,518,735.13)
151,537,000.00

(1,101,780,735.13)

(134,846.84)

(134,846.84)

163,799,000.00
15,616.21
(152,712,768.85)

11,101,847.36

(25,697,342.00)

126,308,333.83

$ 100,610,991.83

$ 1,083,729,983.93

234,299.61
291,491.26

(80,663,427.89)
(835,840.88)
1,555,500.00
60,804,386.58

(18,613,591.32)

$ 1,065,116,392.61

$ 13,828,364.56

The accompanying notes to the financial statements are an integral part of this statement.
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UNAUDITED

Texas Lottery Commission (362)
Exhibit VI - Combined Statement of Fiduciary Net Assets
August 31, 2007

Agency
Funds
(Exhibit J-1) Totals
ASSETS
Current Assets:
Cash and Cash Equivalents:
Cash in State Treasury $ 25,036.28 $ 25,036.28
Total Assets $ 25,036.28 $ 25,036.28
LIABILITIES
Current Liabilities:
Funds Held for Others $ 25,036.28 $ 25,036.28
Total Liabilities $ 25,036.28 $ 25,036.28

The accompanying notes to the financial statements are an integral part of this statement.
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TEXAS LOTTERY COMMISSION

Notes to the Financial Statements
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UNAUDITED

Texas Lottery Commission (362)

Notes to the Financial Statements

NOTE 1: Summary of Significant Accounting Policies

Entity ;

The Texas Lottery Commission is an agency of the State of Texas and its financial records comply with
state statutes and regulations. This includes compliance with the Reporting Requirements for State
Agencies as set forth by the Texas Comptroller of Public Accounts.

The Texas Lottery Commission serves the state by operating lottery games. The Texas Lottery was
created on August 26, 1991, with the enactment of House Bill No. 54, as a division of the Office of the
Comptroller of Public Accounts. The Texas Lottery was approved by the voters of Texas in a general
election on November 5, 1991 and commenced operations on November 20, 1991. The Texas Lottery
Commission was formed by state lawmakers during the 1993 legislative session and became effective
September 1, 1993. On November 9, 1993, the Governor of the State of Texas announced the
appointment of three persons to the Texas Lottery Commission. The commissioners appoint the Executive
Director, the Charitable Bingo Operations Director and the Internal Audit Director.

Effective April 1, 1994, House Bill No. 2771, 73 Legislature, Regular Session, transferred Bingo
operations from the Texas Alcoholic Beverage Commission to the Texas Lottery Commission. The
Charitable Bingo Operations Division of the Texas Lottery Commission collects fees and regulates the
operation of charitable bingo in the State of Texas. Fees collected are allocated to cities and counties with
the balance being deposited in the General Revenue Fund.

Due to the statewide requirements embedded in Governmental Accounting Standards Board Statement
No. 34, Basic Financial Statements — and Management's Discussion and Analysis — for State and Local
Governments, the Comptroller of Public Accounts does not require the accompanying annual financial
report to comply with all the requirements in this statement. The financial report will be considered for audit
by the State Auditor as part of the audit of the State of Texas Comprehensive Annual Financial Report;
therefore, an opinion has not been expressed on the financial statements and related information
contained in this report. .

Fund Structure

The accompanying financial statements are presented on the basis of funds, each of which is considered a
separate accounting entity. The Fund Types used to account for the operations of the Texas Lottery
Commission include the General Revenue Fund, two Enterprise Funds, and Agency Funds.

Governmental Fund Types

General Revenue Funds

The General Revenue Fund (Fund 0001) is used to account for all financial resources of the state
except those required to be accounted for in another fund. The General Revenue Fund is used to
account for the Charitable Bingo Operations, including allocation of Bingo Prize Fees.

Capital Assets Adjustment Fund Type ' .
Capital Assets Adjustment fund type will be used to convert governmental fund types’ capital

assets from modified accrual to full accrual.

Long-Term Liabilities Adjustment Fund Type
Long-Term Liabilities Adjustment fund type will be used to convert governmental fund types’ capital

assets from modified accrual to full accrual.
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UNAUDITED

Texas Lottery Commission (362)

Proprietary Fund Types

Enterprise Funds
Enterprise funds account for any activity for which a fee is charged to external users for goods or

services. Activities must be reported as enterprise funds if any one of the following criteria is met.

1. The activity is financed with debt that is secured solely by a pledge of the net revenues
from fees and charges of the activity.

2. Laws or regulations require that the activity’s costs of providing services, including
capital costs (such as depreciation or debt service), be recovered with fees and charges.

3. The pricing policies of the activity establish fees and charges designed to recover its
costs, including capital costs.

The Texas Lottery Commission accounts for its proprietary activities in two separate funds, as
discussed below:

GR Dedicated — Lottery Account Fund — Enterprise (06) Appd Fund, D23 Fund 1100 (5025) - This
fund is used to record all transactions related to the operation of the State Lottery.

Lotto Prize Trust Fund — Enterprise (06) Appd Fund, D23 Fund 0895 (0895) - This fund is used to
account for investments purchased by the Texas Lottery Commission to meet future instaliment
obligations to prize winners. In fiscal years prior to 1998, this fund was reported as an Agency
Fund. Due to the implementation of GASB 31, the presentation was changed in fiscal year 1998.

Fiduciary Fund Types

Agency Funds
Agencies use agency funds to account for assets the state holds on behalf of others in a purely

custodial capacity. Agency funds involve only the receipt, temporary investment, and remittance of
fiduciary resources to individuals, private organizations, or other governments.

The funds established by The Lottery Commission to account for such transactions are described
below:

Suspense Fund (0900) - This fund is used to hold money prior to the ultimate disposition of
the funds to other governmental entities or the General Revenue Fund.

Warrant Hold Offset (9016) — This fund is used to account for monies collected on behalf
of the Lottery Commission for debt owed to the Lottery Commission.

Suspense Fund-Seized Funds (0362) — This fund is used to account for funds seized as a
result of enforcement action taken by the Lottery Commission.

USPS — Overpayments to Employees (9015) — This fund is used to account for funds
recovered due to payroll overpayments to employees.

Savings Bond Fund (0901) - This fund is used to accumulate money withheld from the
salaries of employees for the purpose of purchasing United States Savings Bonds. Bonds
are purchased when an individual has accumulated a sufficient amount.

Deferred Compensation 401k (0942) — This fund is used to provide a temporary depository

for fund pending transmittal, by electronic means, to the administrator of the state deferred
compensation 401k program.
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UNAUDITED

Texas Lottery Commission (362)

Correction Account - Direct Deposit (0980) — This fund is used to hold money prior to the
ultimate disposition of funds to vendors, employees, other governmental entities, or other
funds.

Bingo Cash Bonds (1002) — This fund is used to accumulate security funds for tax on
gross rentals or the fee on prizes imposed under Chapter 2001, Section 514, Texas
Occupation Code.

Basis of Accounting

The basis of accounting determines when revenues and expenditures or expenses are recognized
in the accounts reported in the financial statements. The accounting and financial reporting
treatment applied to a fund is determined by its measurement focus.

The governmental fund types that build the fund financial statements are accounted for using the
modified accrual method basis of accounting. Under modified accrual, revenues are recognized in
the period in which they become both measurable and available to finance operations of the fiscal
year or liquidate liabilities existing at fiscal year-end. The Texas Lottery Commission considers
receivables collected within sixty days after year-end to be available and recognizes them as
revenues of the current year for Fund Financial Statements prepared on the modified accrual
basis. Expenditures and other uses of financial resources are recognized when their related liability
is incurred.

Governmental adjustment fund types that will build the government-wide financial statements are
accounted for using the full accrual basis of accounting. This includes capital assets, accumulated
depreciation, unpaid Employee Compensable Leave, and full accrual revenues and expenses. The
activity will be recognized in these fund types.

The proprietary funds are accounted for on the accrual basis of accounting. Under the accrual
basis of accounting, revenues are recognized when earned and expenses are recognized at the
time liabilities are incurred. Proprietary funds distinguish operating from non-operating items. -
Operating revenues and expenses result from providing services or producing and delivering
goods in connection with the proprietary funds’ principal ongoing operations. Operating expenses
for the enterprise funds include the cost of sales and services, administrative expenses, and
depreciation on capital assets. ‘

Budgets and Budgetary Accounting

The budget is prepared biennially and represents appropriations authorized by the legislature and
approved by the Governor (the General Appropriations Act).

Unencumbered appropriations are generally subject to lapse 60 days after the end of the fiscal
year for which they were appropriated.
Assets, Liabilities, and Fund Balances/Net Assets

ASSETS

Cash and Cash Equivalents
For the purpose of the statement of cash flows, the Commission considers cash and cash

equivalents to be cash in bank and cash held in State Treasury.
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UNAUDITED

Texas Lottery Commission (362)

Allocation of Income

Revenues from instant and on-line lottery ticket sales and fees, net of retailer commissions and
direct retailer prize payments, are deposited directly into an account in the Enterprise Fund (5025).
From this account, prize payment reimbursements are made to a separate local bank account
("Lottery Prize Payment Account") to provide for prize payments. The Texas Lottery Commission
retains 12 percent of gross Lottery revenues, subject to appropriation limitation, accruing from the
sale of tickets for the payment of costs incurred in the operation and administration of the Lottery
operations, including not less than 5 percent for retailer commissions.

For fiscal year 2007, unspent administrative funds were transferred to the Foundation School
Fund. Net proceeds will continue to be transferred to the Foundation School Fund during fiscal
year 2007. Obligated amounts in the Lottery operations account at August 31, 2007 are included
as Cash in State Treasury on the Lottery's balance sheet because the use of such funds is
necessary to cover the Lottery's expenditures and prize payment obligations.

Accrued transfers in the amount of $17,635,841.38 are recorded as “Due to Other Agencies” as of
August 31, 2007. $51,918.71 is due to General Revenue for unclaimed prizes and the balance is
due to the Foundation School Fund (Fund 0193) for August sales and unspent administrative
funds.

Investments

Investments are stated at fair value in accordance with GASB Statement 31 — Accounting and
Financial Reporting for Certain Investments and for External Investment Pools. Investments are
purchased to meet future installment payments to prize winners. The investments are shown at
fair value and the related payable is reported at amortized cost. The net unrealized gain (loss) on
investment securities, which is the difference between the fair value and the amortized cost, is
reflected as Unrestricted-Net Assets in the “Combined Statement of Net Assets-Proprietary
Funds”.

Restricted Assets

Restricted Assets include monies or other resources restricted by legal or contractual
requirements. These assets include proceeds held in a repurchase agreement for payment of
lottery prizes and investments held by a third party to satisfy future lotto prizes.

Inventories .

Inventories consist of instant game tickets on hand at year-end, held for sale and consumable
inventories. The instant ticket inventory, recorded as Merchandise Inventory, is carried at cost, as
determined by the weighted average method. The consumable inventory is valued at cost,
generally utilizing the last-in, first-out method. The consumption method of accounting is used to
account for the inventories that appear in the proprietary fund types. The cost of these items is
expensed when the items are consumed.

Capital Assets
Assets with an initial individual cost equal to or greater than $5,000 and an estimated useful life in

excess of one year are capitalized. These assets are capitalized at cost or, if not purchased, at
appraised fair value as of the date of acquisition. Purchases of assets by governmental funds are
reported as expenditures. Depreciation is reported on all “exhaustible” assets. Assets are
depreciated over the estimated useful life of the asset using the straight-line method.

All capital assets acquired by proprietary funds are reported at cost or estimated historical cost, if
actual historical cost is not available. Donated assets are reported at fair value on the acquisition
date. Depreciation is charged to operations over the estimated useful life of each asset, using the

straight-line method.

Accounts Receivable — Other
The balance in Accounts Receivable — Other consists of amounts owed to the Texas Lottery

Commission by member states of the Mega Millions group on August 31, 2007 for their portion of
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UNAUDITED

Texas Lottery Commission (362)

(a) jackpot funds paid out in the amount of $34,418,070.00; and (b) fixed prizes in the amount of
$59,409.00, for a balance of $34,477,479.00.

LIABILITIES

Accounts Payable
Accounts Payable represents the liability for the value of assets or services received at the balance

sheet date for which payment is pending.

Payroll Payable
Payroll Payable represents the liability for the salaries and related payroll cost earned by

employees at the balance sheet date for which payment is pending.

Employees' Compensable Leave Balances
Employees' Compensable Leave Balances represent the liability that becomes “due” upon the

occurrence of relevant events such as resignations, retirements, and uses of leave balances by
covered employees. Liabilities are reported separately as either current or non-current in the
statement of net assets.

Prizes Payable
Lotto Texas and Mega Millions jackpots are payable in a lump sum or in annual installments. Prior

to February 1997, the Lotto Texas prizes were paid in twenty installments. Beginning in February
1997, the players were given a choice at the time of purchase of receiving either a lump sum
payment or twenty-five annual installments. Mega Millions jackpot prizes are paid in twenty-six
annual installments, unless the lump sum option is selected by the player. The first installment is
processed on the day the prize is claimed. The subsequent instaliments are funded with United
States Guaranteed Securities purchased by the Texas Treasury Safekeeping Trust Company on
the Texas Lottery Commission’s behalf, as are the installment payments for Weekly Grand, Top
Prize, Deal or No Deal, Monthly Bonus, and Set for Life.

The amortization of the discount of investments held for prizes payable is based on yields ranging
from 2.32 percent to 7.33 percent and reflects interest rates earned by the investments held to
fund the prizes payable. The prizes payable relating to annual instaliments consisted of the
following at August 31, 2007:

‘_ ’ 2007

Total Obligation $ 1,624,026,000.00
Less - unamortized discount 367,847,045.87
Total carrying amount 1,256,178,954.13
Less - prizes payable within one year 170,220,000.00
Long-term prizes payable $ 1,085,958,954.13
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The aggregate amount of prizes payable due in each of the five fiscal years following August 31,
2007 and the total thereafter in five year increments are as follows: .

Aggregate Amount v
of Prizes Payable Governmental Activities Business-Type Activities
Principal Interest Principal ' Interest
2008 (Future Year 1) $170,220,000.00
2009 (Future Year 2) 170,090,000.00
2010 (Future Year 3) 170,090,000.00
2011 (Future Year 4) 170,090,000.00
2012 (Future Year 5) 170,090,000.00
2013-2017 452,015,000.00
2018-2022 214,431,000.00
2023-2027 81,265,000.00
2028-2032 : 25,735,000.00
Total Prizes Payable $1,624,026,000.00

Unclaimed Prizes

In accordance with Subsection 466.408, of the State Lottery Act, the ticket holder forfeits prizes
that remain unclaimed for 180 days after the on-line drawing date or 180 days after the close of an
instant game. During fiscal year 2007, the Lottery transferred a total of $58,947,387.71 in
unclaimed lottery prize winnings on a quarterly basis to the following agencies: The Comptroller of
Public Account received $48,947,387.71 for credit to the General Revenue Fund, and Department
of State Health Services received $10,000,000.00 for credit to the Multi-categorical Teaching
Hospital Account. :

FUND BALANCE/NET ASSETS

The difference between fund assets and liabilities is “Net Assets” on the government-wide,
proprietary and fiduciary fund statements, and the “Fund Balance” is the difference between fund
assets and liabilities on the governmental fund statements.

Reservation of Fund Balance .

Fund balances for governmental funds are classified as either reserved or undesignated in the
fund financial statements. Reservations are legally restricted to a specific future use or not
available for expenditure.

Reserved for Encumbrances ,

This represents commitments for the value of contracts awarded or assets ordered prior to year-
end but not received as of that date. Encumbrances are not included with expenditures or
liabilities. They represent current resources designated for specific expenditures in subsequent
operating periods. ‘

Unreserved/Undesignated: :
This represents the un-appropriated balance at year-end, which may be subject to lapse.

Invested In Capital Assets, Net of Related Debt
Invested in capital assets, net of related debt consists of capital assets, net of accumulated

depreciation and reduced by outstanding balances for bond, notes, and other debt that are
attributed to the acquisition, construction, or improvement of those assets.
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Restricted Net Assets
Restricted net assets result when constraints placed on net asset use are either externally

imposed by creditors, grantors, contributors, and the like, or imposed by law through constitutional
provision or enabling legislation.

Restricted Net Assets in the Enterprise Funds consist of the following:

Pooled Bond Fund

The Reserve for Pooled Bond Fund is established in accordance with the Texas Government
Code, Chapter 466. Specifically, Texas Government Code, Section 466.156 authorizes the
Executive Director of the Commission to establish a pooled bond fund from the collection of cash
from each sales agent to be used to reimburse the State for losses to the State from the
operation of the Commission’s sales. As of August 31, 2007, the balance in the Pooled Bond
Fund did not exceed the statutory cap of $5 million.

Future Lotto Prizes

The Reserve for Future Lotto Prizes consists of accumulated balances from prior years resulting
from an allocation of 2 percent of the Lotto Texas prize pool. As a result of a rule change
effective April 23, 2006, there is no longer an allocation from the prize pool into the reserve fund.
The fund may only be decreased by supplements to Lotto Texas prizes including jackpot
amounts and guaranteed prizes.

Unrestricted Net Assets

Unrestricted net assets consist of net assets that do not meet the definition of the two preceding
categories. Unrestricted net assets often have constraints on resources, which are imposed by
management but can be removed or modified.

Unrestricted Net Assets in the Enterprise Funds consist of the following:

Future Lottery Prizes
The Reserve for Future Lottery Prizes is used to account for the investments in enterprise fund

(0895) and the difference between their fair value and amortized cost.

Unrestricted/Undesignated:
This represents other balances at year-end, retained by the Commission for operational

purposes.

Net Assets:

Invested in Capital Assets, Net of related Debt $651,368.98

Restricted-
Reserved for Pooled Bond Fund 5,000,000.00
Reserved for Future Lotto Prizes 11,844,680.34

Unrestricted-
Reserved for Future Lottery Prizes 5,732,467.57
Unrestricted/Undesignated 13,446,563.42
Total Proprietary Fund Net Assets: $36,675,080.31
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INTERFUND ACTIVITIES AND BALANCES
The agency has the following type of transaction among funds:

Operating Transfers: Legally required transfers that are reported when incurred as ‘Operating
Transfers In’ by the recipient fund and as ‘Operating Transfers Out’ by the disbursing fund.

The composition of the agency’s interfund receivables and payables at August 31, 2007
is presented in Note 8. :

Transfers to Foundation School Fund during fiscal year 2007 are as follows:

Cash transfers : $1,031,866,772.00
Accrued transfers at beginning of fiscal year (15,294,009.00)
Amount transferred from current year revenue 1,016,572,763.00
Accrued transfers at end of fiscal year _17.499.854.17
Total Transfers to Foundation School Fund —$1,034,072,617.17

Transfers to the Comptroller of Public Accounts — General Revenue Fund for unclaimed prizes
during fiscal year 2007 are as follows:

Cash transfers $48,895,469.00
Accrued transfers at beginning of fiscal year

Amount transferred from current year revenue 48,895,469.00
Accrued transfers at end of fiscal year 51.918.71
Total Transfers to the Comptroller of Public Account - __$48,947.387.71

General Revenue

Transfers to the Department of State Health Services for unclaimed prizes during fiscal year
2007 are as follows:

Cash transfers $10,000,000.00
Accrued transfers at beginning of fiscal year 0.00
Amount transferred from current year revenue 10,000,000.00
Accrued transfers at end of fiscal year 0.00
Total Transfers to the Department of State Health $10,000.000.00
Services
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' REVENUES AND EXPENSES

Recognition of Revenue
Lottery revenues are primarily composed of instant and on-line lottery ticket sales and retailer

fees. Instant ticket sales are recognized as revenue when settled with retailers. Ticket packs are
considered settled on the earlier of the date when 70 percent of the low-tier prizes in the pack
are validated or 45 days after the pack is activated by the retailer. On-line ticket sales are
recognized as revenue when tickets are purchased by Lottery players. Revenues from retailer
license and application fees are recorded when licenses are granted. Lottery revenues are used
for payment of prizes and to pay costs incurred in the operation and administration of the lottery,
such costs being limited to 12 percent of gross Lottery revenues, subject to appropriation
limitation, accruing from the sales of tickets, including not less than 5 percent for retailer
commissions. Any funds not used for these purposes are transferred to the Foundation School
Fund of the State of Texas (“Foundation School Fund”) at the end of each fiscal year.

Lottery Prizes
Prize expense for instant and on-line games is estimated as a function of sales based on the

predetermined prize structure for each game.

Retailer Commissions
Retailers receive a commission of not less than 5 percent based on total ticket sales.

Retailer Bonuses
The Lottery provides retailers additional compensation in the form of Bonuses for selling high tier
prizes. The following table identifies the games offering a bonus option and the amount of the

bonus.
Game Bonus Structure
Lotto Texas 1% bonus of advertised jackpot, capped at $500,000; retailer bonus is pari-mutuel.
Texas Two 1% bonus of advertised jackpot, capped at $10,000; retailer bonus is pari-mutuel.
Step
Cash Five 1% of the top-prize winning ticket, no maximum,; retailer bonus is pari-mutuel.

Mega Millions | 1% bonus of advertised grand/jackpot portion won in Texas up to $1,000,000.
Retailer bonus is pari-mutuel.

Instant $10,000 bonus on top-prize tickets of $1,000,000 or higher

Games * -

* Not all games offer high tier prizes of $1,000,000 or more.

Lottery Operator Fees
The Lottery operator received a fee of 2.6999 percent for fiscal year 2007 based on sold tickets

processed by the Lottery Gaming System, less any tickets that have been canceled or returned,
and less any promotional tickets or promotional coupons and less any retailer adjustments. In
addition to the operator, the Texas Lottery Commission contracts for other goods and services in
the ordinary course of business. Payments under such contracts are charged to expense as the
goods and services are received.
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NOTE 2: Capital Assets

A summary of changes in Capital Assets for the year ended August 31, 2007, is presented below:

‘GOVERNMENTAL ACTIVITIES PRIMARY GOVERNMENT
Redlassifications
Balance Conpleted Increase Decrease Balance
9/1/2006 Adjustments CIP Intagy Trans Intagy Trans Additions Deletions 8/31/2007
Depreciable Assets
Furniture and Equipment $ 202,192.44 s 202,192.44
Vehicle, Boats & Aircraft
Other Assets
Total Depreciabie Assets at Historical Costs s 202,192.44 S - __$ 202,192.44
Less Accurnulated Depreciation for:
Furniture and Equipment S (20219244) S (202192.44)
Total Accurnulated Depreciation ' (202,192.44) : (202,192.44)
Depreciable Assets, Net . .
Governmental Activities Capital Assets, Net $ - $ -
BUSINESS-TYPE ACTIVITIES Reclassifications
Balance Completed Increase Decrease Balance
912006 Adjustments TP lntagy Trans IntagyTrans  Additions Deletions BBV
Depreciable Assets .
Furniture and Equipment $ 548420286 §  (20342.64) $ 13484684 §  (43,250.00) $  5,555457.06
Vehicle, Boats & Aircraft 32,706.57 32706.57
Other Assets _ _ e -
Total Depreciable Assets at Historical Costs S 551690943 5 (20.34264) S 13484684 $  (43,25000) S 558816363
Less Accumulated Depreciation for: '
Furniture and Equipment $  (4741,129.56) §  20,342.64 $ (23240205) §  43,250.00 §  (4909,93897)
Vehicles, Boats & Aircraft’ (24,958.12) (1,897.56) (26,855.68)
Other Capital Assets
Total Accumulated Depreciation _(4,766,087.68) 2034264 (234.299.61) 43,250.00 4.936,794.65
Depreciable Assets, Net 750,821.75 N (99:452.77) - 651.368.98
Business-Type Activities Capital Assets, Net S 750,821.75_§ . S (994527]) § - s 651,368.98

The Capital Assets of the Texas Lottery Commission are depreciated by using the Straight-Line Method. Capital Assets
depreciable lives are established by the State's Property Accounting Division as follows:

Description Life
Fumniture and Equipment 3-10
Vehicles, Boats, & Aircraft 5-7
Leasehold Improvements Life of the Lease

NOTE 3: Deposits, Investments, & Repurchase Agreements

The Commission’s deposits are collateralized under a program administered by the Texas Treasury
Safekeeping Trust Company. State law requires that all State funds administered by the Texas Treasury
Safekeeping Trust Company deposited in financial institutions above the federally insured amounts be fully
collateralized by the pledging of eligible securities valued at market excluding accrued interest to the state.

All securities pledged to the state must be held by a third-party bank domiciled in Texas; the Federal

Reserve Bank of Dallas or one of its branches; or in the vault of the Texas Treasury Safekeeping Trust
Company. The deposits were covered by depository insurance or fully collateralized at August 31, 2007.
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Deposits of Cash in Bank

As of August 31, 2007, the carrying amount of deposits was $7,500.00 as presented below:

Governmental and Business Type Activities

Cash in Bank — Carrying Amount $7,500.00
Total Cash in Bank per AFR : $7,500.00
Proprietary Funds Current Assets Cash in Bank $7,500.00
Total Cash in Bank per AFR _ $7,500.00

These amounts consist of all cash in local banks. These amounts are included on the Combined
Statement of Net assets as part of the “Cash and Cash Equivalents” account.

As of August 31, 2007, the total bank balance was as follows:

[ Governmental and Business Type Activities I $5,759.59 |

Investments

The Commission’s investments consist of United States Government Securities (Treasury and REFCO
Strips). These investments have been purchased to provide for the payment of the Lotto Texas and Mega

~ Millions jackpot prizes that are payable annually to the winners over a nineteen-year, twenty-four year or
twenty-six year period, as well as the installment payments for several instant ticket games. All
investments are held to maturity; therefore, fluctuations in market price have no effect on the ability of the
Commission to meet installment payment obligations as they become due. The Commission's investments
are held by the Texas Treasury Safekeeping Trust Company or its agent in the Texas Treasury
Safekeeping Trust Company’s name.

As of August 31, 2007, the fair value of investments is as presented below:

Governmental and Business Type Activities Fair Value
U.S. Government

U.S. Treasury Strips $15,213,280.92
Resolution Funding Corporation Strips $1,246,698,140.78
Repurchase Agreement (Texas Safekeeping Trust Co.) 14,863,232.87
Total Investments $1,276,774,654.57

Reconciliation of Investments per Exhibits — Governmental and
Business — Type Activities
Proprietary Funds Current Assets Restricted Short-Term

Investments $181,688,113.28
Proprietary Funds Non-Current Restricted Investments 1,095,086,541.29
Investments per Exhibits $1,276,774,654.57

Credit risk is the risk that an issuer or other counterparty to an investment will not fulfill its obligations. By
rule, the Commission, through the Texas Treasury Safekeeping Trust Company, can only invest in U.S.
Government Securities. These investments are explicitly guaranteed by the U.S. Government and as such
are not- subject to credit risk. As of August 31, 2007, the Commission’s credit quality distribution for
securities with credit risk exposure was as follows:

Unrated ,
05 5025 [ Repurchase Agreement (Texas Safekeeping Trust Co.) l $14,863,232.87

27



UNAUDITED

Texas Lottery Commission (362)

Interest rate risk is the risk that the changes in interest rates will adversely affect the fair value of an
investment. The Commission, through the Texas Treasury Safekeeping Trust Company, manages its
exposure to fair value losses arising from increasing interest rates by limiting the modified duration of its
investment portfolio.

Texas Lottery Commission

U.S. Government —
U.S. Treasury Strips
Resolution Funding Corporation Strips

4.69
10.42

Reverse Repurchase Agreements

At August 31, 2007, certain investments were subject to reverse repurchase agreements entered into by
the Texas Treasury Safekeeping Trust Company. Such reverse repurchase agreements, which are
permitted by statute, consist of sales of securities with a simultaneous agreement to repurchase them in
the future at the same price plus a contract rate of interest. Proceeds are invested in securities that mature
at or near the same date as the reverse repurchase agreement and the proceeds from those securities will
be used to liquidate the agreement, resulting in a matched position and minimizing market risk because the
Texas Treasury Safekeeping Trust Company will hold the securities to maturity and liquidate them at face
value. The market value of securities underlying reverse repurchase agreements normally exceeds the
cash received, providing a margin against decline in market value. If the re-purchaser defaults on the
obligation to sell these securities to the Texas Treasury Safekeeping Trust Company or provide securities
or cash of equal value, an economic loss could result equal to the difference between the face value and
the market value plus accrued interest of the underlying securities. Any such loss incurred would be the
responsibility of the Texas Treasury Safekeeping Trust Company rather than the Commission. To minimize
the risk of such default, all securities backing the reverse repurchase agreements are held by the Federal
Reserve Bank in the name of the Comptroller of Public Accounts, Treasury Operations. There were no
significant violations of legal or contractual provisions during the year.

The amount of investments subject to reverse repurchase agreements at August 31, 2007 was
approximately $105,001,517.29, at book value. The fair value of the securities underlying these
agreements at August 31, 2007 was approximately $106,155,931.46.

NOTE 4: Short-Term Debt

Not Applicable

NOTE 5: Summary of Long-Term Liabilities

Changes in Long-Term Liabilities

During the year ended August 31, 2007, the following changes occurred in liabilities.

Balance . Balance Amounts Due
Governmental Activities 09-01-2006 Additions Deductions 08-31-2007 Within One Year
Compensable Leave $284,663.53 233,443.06 242,519.33 275,587.26 $150,935.54
Total Governmental
Activities $284,663.53 $233,443.06 $242,519.33 $275,587.26 $150,935.54
Balance Balance Amounts Due
Business-Type Activities 09-01-2006 Additions Deductions 08-31-2007 Within One Year
Compensable Leave $1,751,452.22 1,879,018.19 1,743,055.17 1,887,415.24 $1,101,353.81
Total Business-Type
Activities $1,751,452.22 $1,879,018.19 $1,743,055.17 $1,887,415.24 $1,101,353.81
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Employees’ Compensable Leave

A state employee is entitled to be paid for all unused vacation time accrued, in the event of the employee’s
resignation, dismissal, or separation from State employment, provided the employee has had continuous
employment with- the State for six months. Expenditures for accumulated annual leave balances are
recognized in the period paid or taken in governmental fund types. For these fund types, the liability for
unpaid benefits is recorded in the Statement of Net Assets. An expense and liability for proprietary fund
types are recorded in the proprietary funds as the benefits accrue to employees. No liability is recorded for
non-vesting accumulating rights to receive sick pay benefits.

NOTE 6: Capital Leases

Not Applicable

NOTE 7: Operating Lease Obligations

The Texas Lottery Commission leases its central office, which includes the lottery drawing studio and a
claim center, a parking garage for the central office, and a warehouse/disaster recovery center in Austin.
Also, ten claim centers and five regional offices throughout the State are under the terms of operating
leases expiring at various dates through 2016. Rent expense for Charitable Bingo and Lottery operations
under these and other leases amounted to $8,229,715.61 in fiscal year 2007. These lease agreements
generally do not require payment of taxes, insurance and maintenance by the Commission, except for
utility costs directly attributable to computer equipment at the central office and utility and janitorial costs at
some claim/regional centers. The Lottery also leases office equipment under a month-to-month master-
operating lease negotiated by the Texas Facilites Commission. Generally, management expects that
leases will be renewed or replaced by other leases in the normal course of business.

Fund Type Amount
General Revenue ($2,132.38)
GR Dedicated — Lottery Account No. 5025 $8,231,847.99

Future minimum lease rental payments under non-cancelable operating leases having an initial term of
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