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SUMMARY

This audit concludes that the Oregon State L ottery Commission (L ottery)
financial statementsfor the year ended June 30, 1996, which are included in this report,
arefairly presented.

The audit was conducted for the purpose of reporting on the Lottery’ s financia
statements for the year ended June 30, 1996, and on the internal controls and compliance
with applicable laws and regulations.

The Lottery operates as a self-supporting agency of state government with the
primary purpose of maximizing revenue for creating jobs, furthering economic
development, or financing public education in Oregon. At least 84 percent of tota
annual revenues are to be returned to the public in the form of prizes or for the defined
public purposes of economic development or education. The remainder of total annual
revenues (up to 16 percent) is available for administrative expenses.

For the year ended June 30, 1996, the L ottery’ s sales revenue was derived from
eight games and totaled $699.6 million. Authorized disbursements from the Oregon
State Lottery Fund include prize expenses, administrative costs, and transfers to the
Department of Administrative Services to be used for the defined public purpose. For
the fiscal year ended June 30, 1996, prize expenses totaled $213.7 million,
administrative expenses were $202 million, and transfers totaled $286.2 million.
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ORGANIZATION AND
FUNCTIONS

FINANCIAL ACTIVITIES

INTRODUCTION

The Oregon State L ottery Commission (Lottery) was
created by an amendment to the Oregon Constitution
(Article XV, Section 4(3)) in 1984. The Lottery
Commission (Commission) was created to oversee the
Lottery’ s operations, and is comprised of five members
appointed by the Governor and confirmed by the Senate.
The Governor also appoints a director, subject to
confirmation of the Senate, who is responsible for
operating the L ottery pursuant to the rules and under the
guidance of the Commission.

The Lottery operates as a self-supporting revenue-raising
agency of state government, that is, no appropriations,
loans, or other transfers of state funds are madeto it.
State law governing the operation of the Lottery is
codified in Oregon Revised Statutes (ORS), Chapter 461.
All proceeds from the L ottery, excluding costs of
administration and payment of prizes, are to be used for
the purpose of creating jobs, furthering economic
development, and financing public education in Oregon.
ORS 461.500 providesthat at least 84 percent of tota
annual revenues shall be returned to the public, at least
50 percent must be returned to the public as prizes and
the remainder used for the designated public purpose.
The remaining 16 percent is available for the payment of
administrative expenses.

ORS 461.530 authorizes the creation of the Oregon State
Lottery Fund which is continuoudly appropriated for the
purpose of administration and operation of the
Commission and the Lottery. All moneys received by the
Lottery are deposited to the credit of this account.

The Lottery’ s sales revenue was derived from eight
games during the audit period: two instant ticket games
(scratch-it and breakopen) and six on-line games
(Megabucks, Daily4, Powerball, Sports Action, Keno,
and Video Lottery). Except for Video Lottery, a vendor



Introduction

owns the play terminals and computer hardware
associated with the on-line games and is responsible for
their operation. The vendor receives a percentage of the
gross revenue as compensation for itsrole in operating
the on-line games. Video Lottery operates separately
from the other on-line games through game terminals
either leased from several vendors or owned by the
Lottery. Theterminasare all tied into one central site
computer leased from one of the vendors supplying video
gameterminals.

Authorized disbursements from the Oregon State L ottery
Fund include prizes, expenses of the Commission, Lottery
adminigtrative costs, and transfers to the Department of
Administrative Services Economic Development Fund.

The Lottery’ sfinancial activities are accounted for in a
Proprietary Fund Type-Enterprise Fund as required by
generally accepted accounting principles. Enterprise
funds account for the provision of goods and services
where all or most of the costs involved are recovered
through user charges to the users of those services.



REPORT ON
INTERNAL CONTROLS

AUDIT RESULTS

We have audited the financia statements of the Oregon
State L ottery Commission (Lottery) as of and for the year
ended June 30, 1996, and have issued our report thereon
dated November 4, 1996.

We conducted our audit in accordance with generally
accepted auditing standards and Government Auditing
Sandards, issued by the Comptroller Generd of the
United States. Those standards require that we plan and
perform the audit to obtain reasonable assurance about
whether the financial statements are free of material
misstatement.

The management of the Lottery is responsible for
establishing and maintaining internal controls. In
fulfilling this responsibility, estimates and judgments by
management are required to assess the expected benefits
and related costs of internal control policies and
procedures. The objectives of interna controls areto
provide management with reasonable, but not absol ute,
assurance that assets are safeguarded against loss from
unauthorized use or disposition and that transactions are
executed in accordance with management’ s authorization
and recorded properly to permit the preparation of
financia statements in accordance with generally
accepted accounting principles. Because of inherent
limitations in internal controls, errors or irregularities
may occur and not be detected. Also, projection of any
evauation of internal controls to future periods is subject
to the risk that procedures may become inadequate
because of changesin conditions or that the effectiveness
of the design and operation of policies and procedures
may deteriorate.

In planning and performing our audit of the financia
statements of the Lottery, for the year ended

June 30, 1996, we obtained an understanding of the
internal controls. With respect to the interna controls,
we obtained an understanding of the design of relevant
policies and procedures and whether they have been
placed in operation, and we assessed control risk in
order to determine our auditing procedures for the



Audit Results

purpose of expressing our opinion on the financia
statements and not to provide an opinion on the internal
controls. Accordingly, we do not express such an
opinion.

Our consideration of theinternal controls would not
necessarily disclose all mattersin internal controls that
might be material weaknesses under standards
established by the American Ingtitute of Certified Public
Accountants. A material weaknessis acondition in
which the design or operation of one or more of the
internal control elements does not reduce to arelatively
low level therisk that errors or irregularities in amounts
that would be material in relation to the financial
statements being audited may occur and not be detected
within atimely period by employeesin the normal course
of performing their assigned functions. We noted no
matters involving the internal controls that we consider to
be material weaknesses as defined above.

REPORT ON COMPLIANCE

WITH LAWSAND

REGULATIONS

Compliance with laws and regulations applicable to the
Lottery isthe responsibility of the Lottery’ s management.
As part of obtaining reasonable assurance about whether
the financial statements are free of material misstatement,
we performed tests of the Lottery’ s compliance with
certain provisions of laws and regulations. However, the
objective of our audit of the financia statements was not
to provide an opinion on overall compliance with such
provisions. Accordingly, we do not express such an
opinion.

The results of our tests disclosed no instances of
noncompliance that are required to be reported herein
under Government Auditing Standards.



FOLLOW UP ON PRIOR AUDIT FINDINGS

This section reports follow-up action taken by Lottery management on findings included
inour prior audit report issued for the period from July 1, 1994, to June 30, 1995. The scope
of the prior audit was to express an opinion on the Oregon State L ottery Commission’s financial

statements.

Prior Audit Findings

Disposition

1. Accounts Receivable Reconciliation:
The June 1995 reconciliation of the
accounts receivable ledger to the generd
ledger was not completed timely and it
contained an unexplained difference of
about $240,000 between the two ledgers.
Subsequent to the audit, the Lottery was
able to explain most of the difference.

2. Equipment and Inventory Control
Procedures. Procedures for the control
and physical inventory of equipment and
video parts did not always provide for
adequate safeguarding of those assets and
were not always followed in accordance
with management’ s directives.

3. Scratch-it Bar Coding System: The
Lottery did not have an effective system
for tracing mid-tier scratch-it ticket
prizes back to the ticket and claim form
supporting the payments.

4. Video Lottery Cash Slips: The Lottery
was unable to provide supporting
documentation for 11 of the 40 Video
Lottery cash dlips selected for testing.

1. The Lottery implemented new procedures

to obtain the necessary reports and
information to accurately and timely
reconcile the accounts receivable ledger
to the general ledger. At June 30, 1996,
the accounts receivable ledger balance
was $10,810 more than the general ledger
balance. The Lottery adjusted the general
ledger balance to agree to the receivable
ledger balance.

. The Lottery revised its management

directives pertaining to all Lottery
property. Inventory procedures
performed in July 1996 included physica
observation of fixed assets and
equipment, written certification by
management that inventory counts were
complete and accurate, and a
reconciliation of inventory counts to
accounting records.

. The Lottery was unable to implement

audit recommendation to redesign instant-
winner file. For fiscal year 1996, the

L ottery used an aternate method to trace
supporting documentation. The Lottery
will consider redesigning the files once
the validation areais separated into two
distinct areas.

. The Lottery implemented new procedures

to separately maintain Video Lottery cash
dlips. The Lottery was able to provide
all cash dlips selected for review in
fiscal year 1996.



REPORT DISTRIBUTION

Thisreport isapublic record and isintended for the information of the Oregon
State L ottery Commission’ s management, the governor of the state of Oregon, the
Oregon Legidative Assembly, and all other interested parties.
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The courtesies and cooperation extended by officials and employees of the
Oregon State L ottery Commission during the course of the audit were very
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Secretary of State Audits Division

Auditing for a Better Oregon

The Honorable John Kitzhaber
Governor of Oregon

State Capitol

Salem, Oregon 97310

E.D. “Debbs’ Potts, Chairman
Oregon State L ottery Commission
500 Airport Road SE

Salem, Oregon 97301

INDEPENDENT AUDITOR’S REPORT

We have audited the accompanying balance sheet of the Oregon State L ottery
Commission as of June 30, 1996, and the related statements of revenues, expenses, and
changes in equity, and cash flows for the year then ended. These financial statements
are the responsibility of the Oregon State Lottery Commission. Our responsibility isto
express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with generally accepted auditing
standards and Government Auditing Standards, issued by the Comptroller General of
the United States. Those standards require that we plan and perform the audit to obtain
reasonabl e assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on atest basis, evidence supporting the
amounts and disclosures in the financia statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well
as evaluating the overall financia statement presentation. We believe that our audit
provides a reasonable basis for our opinion.

Asdiscussed in Note 1, the financia statements present only the Oregon State
Lottery Commission Enterprise Fund and are not intended to present fairly the financial
position of the State of Oregon, and the results of its operations and cash flows of its
proprietary fund types and nonexpendable trust funds in conformity with generally
accepted accounting principles.
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In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of the Oregon State L ottery Commission at
June 30, 1996, and the results of its operations and cash flows for the year then ended in
conformity with generally accepted accounting principles.

Reportsin accordance with Government Auditing Standards on the Oregon
State Lottery Commission’ s internal controls and compliance are separately presented
inthe AUDIT RESULTS section of thisreport.

OREGON AUDITSDIVISION

Don Waggoner, CPA
State Auditor

November 4, 1996



STATE OF OREGON

OREGON STATE LOTTERY COMMISSION

BALANCE SHEET
JuNE 30, 1996

Assets
Current Assets
Cash and Cash Equivaents
Securities Held-in-Trust
Advances
Accounts Receivable - Net of Allowance
for Doubtful Accounts of $248,073
Interest Receivable
Inventory:
Parts
Tickets
Prepaid Expenses

Long-Term Assets

Securities Held-in-Trust

Equipment - Net of Accumulated
Depreciation of $4,060,351

Construction in Progress

L easehold Improvements - Net of
Accumulated Amortization of $869,871

L eased Assets - Net of Accumulated
Depreciation of $3,069,532

Total Assets

Liabilities and Equity

Liabilities

Current Liabilities

Accounts Payable

Compensated Absences Liability
Deposit Liability

Prize Liability

Deferred Income

Economic Development Liability
Capital Lease Liability

Long -Term Liabilities
Capital Lease Liability
Deferred Prize Liability

Total Liabilities

Equity
Retained Earnings

Total Equity

Exhibit A

$78,435,045
6,555,465
20,887
22,384,102
348,656
1,702,162
1,396,900
90,628 $110,933,84
5
$58,234,187
7,110,104
8,421,148
43,972
6,177,897 79,987,308
$190,921,15
3
$ 6,573,001
793,406
744,461
14,838,886
4,861,982
73,763,331
1,518,573 $103,093,64
0
$ 4,593,326
58,234,187 62,827,513
$165,921,15
3
$
25,000,000
$



25,000,000

Total Liabilities and Equity $190,921,15
3

The accompanying notes are an integral part of the financial statements.
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STATE OF OREGON

Exhibit B

OREGON STATE LOTTERY COMMISSION

STATEMENT OF REVENUES, EXPENSES, AND CHANGESIN EQUITY

Operating Revenues

Scratch-It Instant Tickets (Net of Returns)

Breakopen Instant Tickets

On-Line - Megabucks

On-Line - Powerball (MUSL)

On-Line - Daily 4

On-Line- Sports Action

On-Line- Keno

Video Lottery (Net Receipts)

Provision for Bad Debts
Total Operating Revenues

Operating Expenses

Prizes

Retailer Commissions

On-Line Charge

Tickets

Advertising

Public Information

Sales Support

Personal Services

Services and Supplies

Depreciation and Amortization
Total Operating Expenses

Operating Income

Nonoperating Revenues
Interest
Other Income/Expense

Income Before Operating Transfers

JuLy 1, 1995 1o JUNE 30, 1996

Operating Transfer - To the Benefit of Economic Development

Net Income

Equity - July 1, 1995
Prior Period Adjustment - Note 14

Equity - July 1, 1995 - As Restated

Equity - June 30, 1996

The accompanying notes are an integral part of thefinancial statements.
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$136,148,161

7,771,223
40,606,479
35,140,785
3,450,098
8,511,886
112,535,139
355,683,544
(260,016)

$699,587,299

$213,742,587

140,265,370

20,335,929

3,700,018

7,186,523

1,227,751

2,379,406

15,103,763

8,824,847

2,976,563

$415,742,757

$283,844,542
$3,957,650

87,640 $ 4,045,290

$287,889,832

(286,203,861)

$ 1,685,971

25,000,000

(1,685,971)

23,314,029

$ 25,000,000
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STATE OF OREGON

OREGON STATE LOTTERY COMMISSION

STATEMENT OF CAsH FLows
Jury 1, 1995 10 JuNE 30,1996

Operating Income

Adjustments to Reconcile Operating Income to Net Cash
Provided by Operating activities:
Depreciation and amortization
Prior Period Adjustment
Changesin current assets and liabilities:
Increase in Securities Held-In-Trust
Increase in Advances
Increase in Accounts Receivable
Decrease in Inventory
Decreasein Prepaid Expenses
Increasein Accounts Payable
Increase in Compensated Absences Liability
Increase in Deposit Liability
Decreasein Prize Liability
Increase in Deferred Income

Increase in Economic Development Liability - Unclaimed Prizes Payable

Tota Adjustments
Net Cash Provided by Operating Activities

Cash Flows from Noncapital Financing Activities:
Operating Transfers

Other Income
Net Cash Used in Noncapital Financing Activities

Cash Flows from Capital Financing Activities:
Acquisition of capital assets

Disposition of capital assets
Capital Lease Payments
Net Cash Used in Capital Financing Activities

Cash Flows from Investing Activities:
Interest on investments and cash balances

Net Decrease in Cash and Cash Equivalents
Cash and Cash Equivaents at Beginning of Y ear

Cash and Cash Equivalents at End of Year

The accompanying notes are an integral part of the financial statements.
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$ 2,976,563
(1,685,971)

(588,217)
(5,978)
(2,820,485)
692,794
858,645
996,647
85,930
314,995
(39,840)
572,790
979,935

$(281,427,79
9)
(32,000

Exhibit C

$283,844,542

2,337,808

$
(11,062,923)
10,205
(1,199,702)

$286,182,350

(281,459,799)

(12,252,420)

3,992,529

$ (3,537,340)

81,972,385

$ 78,435,045
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STATE OF OREGON
OREGON STATE LOTTERY COMMISSION
NOTESTO THE FINANCIAL STATEMENTS
JUNE 30, 1996

1. Summary of Significant Accounting Policies

The following briefly describes the significant accounting policies which have been
followed in preparing the accompanying financia statements in accordance with generally
accepted accounting principles, as prescribed by the Governmental Accounting Standards
Board (GASB) and the Financial Accounting Standards Board (FASB).

a. Reporting Entity

The Oregon State L ottery Commission is part of the State of Oregon reporting entity.
The Commission was created as an agency of the State of Oregon by enactment of
Article XV, Section 4 (3), of the Oregon Constitution, an initiative measure approved by
the voters of the State of Oregon at the November 1984 genera election. The
Commission established the Oregon State L ottery (the "Lottery”). The Lottery
commenced operationsin January 1985.

b. Basisof Presentation
The Lottery uses an enterprise fund with a self-balancing set of accountsto record its
assets, liahilities, fund equity, revenues, and expenses. Enterprise fund operations are
accounted for in amanner similar to private business enterprises where the costs of
providing goods and services to the general public on a continuing basis are intended to
be financed or recovered primarily through user charges.

c. Basisof Accounting
Basis of accounting refers to when revenues and expenses are recognized (recorded) in
the accounts and reported in the financia statements. The Lottery uses the accrual basis
of accounting. Under this method, revenues are recognized when they are earned and
expenses are recognized when liabilities are incurred.

d. Revenue Recognition
Revenues for on-line games are recognized when shares are sold to the public.
Revenues for Breakopen instant tickets are recognized when tickets are sold to retailers.
Revenues for instant scratch ticket games are recognized during the course of the game

based upon an estimate of salesto the public. Estimated salesis afunction of winning
tickets redeemed and the odds of winning such prizes. The greatest level of estimated

-15-



Notesto the Financial Statements (continued)
June 30, 1996

revenues are recorded and subsequently restated to actual tickets sold to the public at
the end of the game.

Revenues for video lottery games are recognized when sales to the public occur and are
reported net of prizes awarded.

e. Prize Expense

Prize expense for instant and on-line games is recognized based upon the cost of the
prizes awarded.

f. Deferred Income

Deferred income results from the Lottery's recognition of areceivable when instant
scratch tickets are activated by retailers.

g. Inventories
Ticket Inventory consists primarily of instant scratch tickets held for sale. The ticket
inventory isvalued at cost and residual inventory is expensed upon the completion of an
instant scratch ticket game.
Parts inventory consists of replacement parts for video lottery terminals. The cost of
parts purchased is accumulated in inventory during the year and expensed ratably during
the following year, to approximate actual usage.

h. Property and Equipment
Property and equipment are recorded at historical cost. Capitalization occurs for al
items with a minimum useful life of two years and a cost in excess of $2,000. The
straight-line method of depreciation isused. The estimated life of the major classes of
property and equipment currently being depreciated range from three through ten years.

i. Cash and Cash Equivalents

Cash equivalents are defined as cash held in the State Treasury and cash with Fiscal
Agent. See Note 4.

-16-



Notesto the Financial Statements (continued)
June 30, 1996

2. Financial Plan - Actual VersusPlan

The Oregon State L ottery Commission is exempt from State of Oregon budget laws.
Accordingly, the Commission adopts an annual financial plan. The following table reflects
actual revenues and expenses compared to the fiscal year 1996 plan:

Actual Fiscal Year 1996 sales revenues presented in the following comparison differ from
those presented in the Statement of Revenues, Expenses, and Changes in Equity. Financia
Plan sales revenues are presented on a basis consistent with the legal restrictions discussed
in Note 3 ("legal compliance basis'). Nonoperating Revenues presented on the Statement
of Revenues, Expenses, and Changesin Equity ($4,045,290) includes "distributable’
revenues, subject to theserestrictions. Legal compliance basis "Other Revenue” is
comprised of $4,042,657 of Nonoperating Revenues, less the Provision for Bad Debts of
$260,016 which equals $3,782,641 as presented. The balance of Nonoperating Revenues,
($2,633), istreated as a reduction of services and supplies expenses for the Financial Plan.

-17-



Notesto the Financial Statements (continued)

June 30, 1996

Note 2 - Continued

SALES
Instant Tickets
Breakopen Tickets
On-Line -- Megabucks
On-Line -- Powerball
On-Line-- Daly 4
On-Line-- Sports Action
On-Line -- Keno
Video Lottery (Net Receipts)
Other Income

TOTAL

GAME EXPENSES:
Prizes
Retailer Commissions
On-Line Charge
Ticket Cost
TOTAL

GROSS PROFIT

OPERATING EXPENSES:
Advertising
Public Information
Sales Support
Personal Services
Services and Supplies
Depreciation/Amortization

TOTAL

Income Before Operating Transfer
Earned for Economic Development
Available Income

Retained Earnings Contribution

Earnings From Administrative Savings

$

Actual Financial Variance
Fiscal Year Plan Fiscal Favorable/
1996 Year 1996 (Unfavorable)
136,148,161 132,597,000 $ 3,551,161
7,771,223 7,400,000 371,223
40,606,479 41,558,000 (951,521)
35,140,785 36,770,000 (1,629,215)
3,450,098 3,465,000 (14,902)
8,511,886 8,453,000 58,886
112,535,139 115,881,000 (3,345,861)
355,683,544 308,466,000 47,217,544
3,782,641 3,000,000 782,641
703,629,956 657,590,000 $ 46,039,956
213,742,587 194,860,461 $ (18,882,126)
140,265,370 135,212,421 (5,052,949)
20,335,929 21,367,766 1,031,837
3,700,018 3,951,664 251,646
378,043,904 355,392,312 $ (22,651,592)
325,586,052 302,197,688 $ 23,388,364
7,186,523 7,468,500 $ 281,977
1,227,751 1,482,500 254,749
2,379,406 2,401,042 21,636
15,103,763 15,239,041 135,278
8,822,214 11,934,740 3,112,526
2,976,563 3,940,444 963,881
37,696,220 42,466,267 $ 4,770,047
287,889,832 259,731,421 $ 28,158,411
278,094,599 269,795,000 $ 8,299,599
9,795,233 (10,063,579) $ 19,858,812
1,685,971 0 $ 1,685,971
8,109,262 (10,063,579) $ 18,172,841
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3. Legal Compliance

Notesto the Financial Statements (continued)
June 30, 1996

Article XV of the Congtitution of the State of Oregon states that at least 84 percent of the
total annual revenues from the sale of lottery tickets or shares shall be returned to the public
in the form of prizes and net revenues benefiting the public purpose. ORS 461.500 states
that at least 50 percent of the total annual revenues shall be returned to the public in the
form of prizes, and that no more than 16 percent may be alocated for the payment of

administrative expenses.

For fiscal year 1996 the L ottery operated within legal constraints:

Traditional Video
L ottery Per cent L ottery Per cent

Distributable Revenues $345,189,245 100.0 $3,287,898,365 100.0
Prize Expense $213,742,588 619 $2,929,457,654 89.1
Economic Development Earnings 75,354,980 21.8 202,739,620 6.2
Administrative Expenses 53,850,702 15.6 148,146,835 45
Available Income 2,240,975 0.6 7,554,256 0.2
Totd $345,189,245 100.0 $3,287,898,365 100.0
Contingency Reserve Contribution $0 0.0 $1,685,971 0.1
Total Returned To The Public $291,338,544 844  $3,138,065,560 95.4
Total Returned To The Public

In The Form Of Prizes $209,538,375 60.7 $2,928,850,728 89.1

Video lottery revenue and prize expense are presented separately for comparison purposes

only. Asdiscussed in Note 1, these amounts are reported net ($3,285,141,198 -

$2,929,457,654 = $355,683,544) in the Statement of Revenues, Expenses, and Changesin

Equity.

The following reconciles cash amounts and reported amounts:

Revenue:

Cash Received $740,953,336
Credits Won and Played 2,544,187,862
Other Revenue 2,757,167
Total Revenue $3,287,898,365

Prize Expense:

Cash Paid Out $385,269,792
Credits Won and Played 2,544,187,862
Tota Prizes $2,929,457,654

ORS 461.510 (4) and Administrative Rule 177-10-045 allow for the creation of a
contingency reserve. The Lottery Commission has set alimit of $25 million for the
contingency reserve. Thisamount is reported as Retained Earnings on the Balance Shest.



Notesto the Financial Statements (continued)
June 30, 1996

4. Cash and Cash Equivalents

Cash reported on the Balance Sheet consists of cash on deposit with the State Treasurer and
cash with Fiscal Agent. All moneys received by the Lottery are deposited with the State
Treasurer. Deposits are carried at cost. The book balance of cash on deposit with the State
Treasurer at June 30, 1996, was $75,309,533 and the bank balance was $77,775,866. The
difference between the balances consists primarily of depositsin transit and outstanding
checks.

The bank balance includes cash held in demand accounts and amounts invested in the
Oregon Short Term Fund. State Treasurer demand deposit accounts and time certificates of
deposit investments of the fund are insured or collateralized for at least 25 percent of the
balance in excess of FDIC coverage, asisrequired by state statute. Other investment
securitiesin this fund are held by the Treasurer's agent in the name of the State of Oregon.

Cash with Fiscal Agent consists of funds transferred to the Multi-State L ottery Association
(MUSL) to pay Oregon's proportionate share of MUSL's prize reserve pool and annual
operating expenses. At June 30, 1996, this balance was $3,125,512, and is disclosed
separately in MUSL's financial report for the fiscal year ended June 30, 1996.

5. Joint Ventures- Multi-State L ottery Association

The Multi-State L ottery Association (MUSL) was established September 16, 1987. Its
members include the District of Columbia Lottery and Charitable Games Control Board, the
lowa Lottery, the Kansas L ottery, the Missouri Lottery , the Oregon Lottery, the Rhode
Island Lottery, the West Virginia Lottery, the Wisconsin Lottery, the Montana L ottery, the
Idaho L ottery, the South Dakota L ottery, the Minnesota State L ottery, the Hoosier Lottery
(Indiana), the Kentucky L ottery Corporation, the Arizona Lottery, the Nebraska Lottery, the
Delaware State L ottery, the Connecticut State L ottery, the Georgia Lottery Corporation, the
Louisiana Lottery Corporation, the New Hampshire Sweepstakes Commission, and the New
Mexico Lottery Authority.

MUSL is governed by a board, on which each party lottery is represented. Each party
lottery has one vote. The Board's responsibilities to administer multi-state lottery games
are performed by a Product Group, advisory committees or panels staffed by officers and
independent contractors as appointed by the Board. These officers and consultants serve at
the pleasure of the Board and the Board prescribes their powers, duties, and qualifications.
The budgeting and financing of MUSL is carried out by the Executive Committee, while the
annual independent audit is contracted by the Board.

Each party lottery pays an allocated share of MUSL's operating expenses. The Board and
Product Group determine a percentage of gross MUSL game sales that are aggregated in a
common prize pool. The revenues derived by each party lottery that are not allocated to the
common prize pool and MUSL's operating expenses will be the revenue of that party lottery.
Upon termination of the MUSL's existence, if such termination should occur, the party
lottery would receive any proceeds determined available for distribution by the Board.
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Thefiscal year end for MUSL isJune 30. Long-term liabilities of MUSL are limited to
lottery prize annuities due, which are fully funded through investments that are secured by
the United States Government.

The Oregon Lottery's share of MUSL's operating expenses for the fiscal year ended
June 30, 1996, was $57,632.

The following schedule presents the summarized financial activity of MUSL as of June 30,
1996, and 1995 (in thousands):

1996 1995
Assets $1,243,916 $910,766
Total Assets $1,243,916 $910,766
Liabilities $1,243,700 $910,585
Fund Balance 216 181
Total Liabilities and Fund Balance $1,243,916 $910,766
Revenues $2,261 $1,917
Expenditures 2,227 1,895
Operating Income $34 $22

Complete separate financial statements for MUSL may be obtained from the Multi-State
Lottery Association, Attention: Chuck Strutt, 1200 35th Street, Suite 701, West Des Moines,
lowa 50265-1908.

6. SecuritiesHed In Trust
a. Multi-State L ottery

The Lottery isliable to major Oregon prize winners of MUSL for the deferred portion
of the prizes. To fund deferred prize liabilities of MUSL winners, MUSL's
administrative staff arranges for the purchase of US Government securities with maturity
dates that coincide with the deferred prize liability schedule. Securities purchased to
fund the liability of the Oregon's winners are transferred to The Bank Of New Y ork,
Oregon'sfiscal agent, to be held in a safekeeping account. Any difference between the
matured value of securities funding the liability and the actual liability is not reflected in
the Lottery's financial statements because MUSL recognizes any gains or losses realized
from trading securities in the marketplace. At June 30, 1996, there were seven Oregon
MUSL winners.

b. Megabucksand Scratch-it Instant Tickets

During Fiscal Year 1994, the Lottery began purchasing US Government Securities to
fund Megabucks "Origina Plan" jackpot prizesin amanner similar to MUSL. Certain

-21-



Notesto the Financial Statements (continued)
June 30, 1996

deferred prizes arising from Scratch-It games were a so funded this way during Fiscal
Year 1996. The State Treasurer purchases and holds the securities on behalf of the
Lottery. "Investment Fund' Megabucks jackpot winners receive one-half the jackpot (or
their share) in alump-sum payment when they claim their prize.

Any difference between the matured value of securities funding the liability and the
actual liability occurs because securities must be purchased in $1,000 increments, while
one prize winner's annual installment was not an even multiple of $1,000. Interest
earnings between the maturity and prize payment date is expected to fund this difference.

At June 30, 1996, the deferred prize payments funded with securities was $107,272,500.
Matured (par) value of securities funding these prizes was $107,055,783 with $6,733,055
the current portion and $100,322,728 the long-term portion. Securities are reported on
balance sheet at amortized cost of $64,789,652 with $6,555,465 the current portion and
$58,234,187 the long-term portion. Market value at June 30, 1996, was $65,966,686.

7. Construction In Progress

As of June 30, 1996, the Lottery had capitalized costs of $8,421,148 for site devel opment,
architect's fees, and construction for its new Lottery facility. The building was substantially
completed as of July 31, 1996.

8. Lease Commitments

Financial reporting and accounting procedures differ between operating leases and capital
leases. Operating leases are rental agreements where the payments on these leases are
chargeable as rent and recorded in the on-line charge expense account. Capital leases are
treated similar to purchases on contract. The property is capitalized at the present value
when the lease isincurred and a corresponding liability is recorded.

a. Leased Property
The Lottery leases office and warehouse facilities in Salem under long-term operating

leases which expire in 1996, 1997; one lease is open-ended. L ease expense for the year
ended June 30, 1996, was $548,559.
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b. Video Lottery Terminals

At June 30, 1996, video lottery terminals (VL Ts) were leased from three approved
vendors. Because of stipulationsin one vendor’s lease contract, all current leases with
this vendor are classified as capital |eases.

Operating lease terms are for five consecutive, renewable annually at the option of the
Lottery. Capital lease terms are currently five years.

At any time during the lease period, the Lottery may purchasethe VLTs at their current
fair market value. The minimum lease payments for VL Ts were calculated assuming
that no VLTswill be purchased during the lease period, and that all leases will be
renewed each year.

VLT lease expense for the year ended June 30, 1996, was $7,500,740.
The following is a schedule by fiscal year of future minimum lease payments required

under leases that have initial or remaining noncancelable lease termsin excess of one
year at June 30, 1996:

Fiscal Operating Capital
Year L eases L eases
1997 $8,466,405 $2,132,651
1998 5,850,554 1,656,670
1999 4,178,532 1,539,170
2000 3,572,262 1,460,720
2001 3,089,388 570,360
Total Future Minimum Lease Payments $25,157,141 $7,359,571
L ess Amounts Representing I nterest 1,235,395
Present Vaue of Minimum L ease Payments $6,124,176

9. Unemployment Benefits

State agencies are subject to the Department of Employment Act. State employees who
qualify are entitled to benefit payments during periods of unemployment. Each state
department is required to reimburse the Department of Employment for benefit payments
made to their former employees. There appears to be no practical method of estimating the
amount of future benefit payments which may be made to former employees for wage credits
earned prior to June 30, 1996. Consequently, this potential obligation is not included in the
accompanying financia statements. Total in reimbursements for the year were $24,291.
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10. Defined Benefit Retirement Plan

L ottery employees participate in the Oregon Public Employee's Retirement System (PERS),
a cost-sharing multiple employer public employee retirement system. The payroll for
employees covered by the PERS for the year ended June 30, 1996 was $10,513,698; the
Lottery's total payroll was $15,110,013.

All Oregon State L ottery Commission employees are eligible to participate in the system
after completing six months of service. The PERS retirement allowance, payable monthly
for life, may be selected fromtwelve retirement benefit options. Optionsinclude
survivorship benefits and lump sum refunds. The basic benefit formulais a percentage
(1.67 percent for general employees) of amember's final average salary multiplied by the
member's number of years of service. Benefits may also be calculated under either a money
match or an annuity-plus-pension computation if the individual was a contributing member
before August 21, 1981, if a greater benefit results. All Oregon State Lottery Commission
employees are general employees.

PERS also provides death and disability benefits. Benefits are established by state statutes.

An employee member is considered vested and will be eligible at a minimum retirement
age for aservice retirement allowance if he or she has had a contribution in each of five
calendar years or has reached at least 50 years of age, before ceasing employment with a
participating employer. Genera employees may retire with unreduced benefits at age 58 or
at any age with 30 or more years of creditable service. If amember has less than 30 years
service and is between the age of 55 and 58, he or she may retire with reduced benefits.

Covered employees are required by state statutes to contribute six percent of their salary to
the plan. The employee contributions are picked up by the employer. The Oregon State
Lottery Commission isrequired by statute to contribute actuarially computed amounts as
determined by PERS. Currently the rate is 8.46 percent of covered employee'ssalary. The
amount contributed for the year ended June 30, 1996, was $1,573,692 which consisted of
$942,866 for the employer and $630,826 for the employee. The total amount was paid by
the Oregon State L ottery Commission.

The "pension benefit obligation” is a standardized way to measure the present value of
pension benefits, adjusted for the effects of projected salary increases and step-rate
benefits, estimated to be payable in the future as a result of employee service to date. The
measure, which isthe actuarial present value of credited projected benefits, is intended to
help users assess the System's funding status on a going-concern basis, assess progress
made in accumulating sufficient assets to pay benefits when due, and make comparisons
with other systems. The System does not make separate measurements of assets and
pension benefit obligation for individual employers. The pension benefit obligation at
December 31, 1995, for state agencies as a whole, determined through an actuaria
vauation performed as of that date, was $4,999.8 million. The System's net assets
available for state agency benefits on that date were $5,217.8 million.
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The pension benefit obligation and net assets available for benefits for retired members and
beneficiaries and for the Retiree Health Insurance Account are shared among all PERS
employees, and are therefore only disclosed in the financia statements of the System asa
whole.

Historical trend information showing the System's progress in accumulating sufficient assets
to pay benefits when due may be found in the June 30, 1996, Oregon Public Employees
Retirement System annual financia report.

Compensated Absences

Vacation pay is vested when earned and is recorded as an expense when incurred.
Employees earn annual leave of from 8 to 17.34 hours per month, depending upon length of
service. Executive and Management Service employees can accumulate a maximum of 350
hours per employee (however, only 250 hours will be paid upon termination). All other
employees can accumulate a maximum of 250 hours per employee.

Sick leave is earned at the rate of 8 hours per month, with no maximum limit. Sick leave
may be taken only in the event of illness and is not convertible to pay upon termination. No
liability is reported for the accumulated sick leave.

Only vacation leave and some compensatory time meet the criteriato qualify for
compensated absences disclosure:

1. Theemployee sright to receive compensation is based on services already
rendered;

2. Rights are vested and accumulate;

3. Payment of the compensation is probable; and

4. The amount can be reasonably estimated.

The compensated absences liability is calculated by each agency based upon current salary
rates. Thetotal liability for the Lottery was $793,406 at June 30, 1996.

Insurance

Insurance programs are administered for the State of Oregon by the Risk Management
Division of the Department of Administrative Services, which provides insurance coverage

to al state agencies with a Blanket Honesty and Faithful Performance Bond, General
Liability and Vehicle Liability Self Insurance, and a self-insurance property damage

program.

Contingencies
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a. Prize Annuities

The Oregon State Lottery is contingently liable to certain prize winners for prize
payments funded through the purchase of annuity contracts. Major prizes won by lottery
players prior to January 1994 were awarded in the form of 20-year annuities, with the
Oregon Lottery making the initial payment and an annuity vendor selected to make the 19
remaining annual payments. After January 1994, the Lottery began purchasing US
Government securities instead of annuities (See Note 6).

At June 30, 1996, the contingent liability for future prize payments funded through
purchased annuities was $182,250,741.

During August 1994, one of the Lottery's annuity vendors, Confederation Life Insurance
Company, was seized by Canadian and US regulators after it failed to negotiate a
financial rescue package. Thissituation islimited to 25 policies that were purchased
from 1985 through 1988, totaling $34,819,621. The outstanding prizes represented by
these policies at June 30, 1996, is $18,630,189.

The annuity policies are insured up to $100,000 per policy by the Oregon Life and
Health Insurance Guaranty Association, a statutorily created association which insures
the obligations of insolvent insurers. In the event of default, the Guaranty A ssociation
will reimburse the policyholders for atotal of $2,500,000, leaving a net exposure to
loss of $16,130,189 distributed over the remaining 9 to 12 year lives of the annuities.
Confederation Life Insurance Company has made all scheduled annuity payments as of
the date of this report.

On October 23, 1996, a Plan of Rehabilitation for Confederation Life Insurance
Company was confirmed. The plan protects al annuities in payout status, that is,

100 percent of all scheduled annuity benefits are expected to continue. The Oregon Life
and Health Insurance Guaranty Association does not foresee any interruption in lottery
annuity payments by Confederation Life Insurance Company.

b. Pendingor Threatened Litigation

The Lottery isadefendant in Premier Technology v. Oregon State Lottery. Inthis
case, avendor of video lottery terminal equipment claims damages of $3.4 million for a
breach of contract relating to termination of a contract for the lease of video lottery
terminal equipment. A judgment was signed on October 16, 1996, in favor of the
Lottery. At thistime, it isnot known whether the plaintiff will appeal the judgment.

14. Prior Period Adjustment
At June 30, 1996, the Lottery expensed $1,685, 971 of video lottery terminal replacement

parts which were determined to be overvalued or obsolete. Parts are now accounted for in
accordance with the policy described in Note 1.g.
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FACTS ABOUT THE SECRETARY OF STATE AUDITS DIVISION

The mission of the Audits Division isto “Protect the Public Interest and
Improve Oregon Government.” The Oregon Constitution provides that the Secretary of
State shall be, by virtue of his office, Auditor of Public Accounts. The Audits Division
exists to carry out this duty. The division reports to the elected Secretary of State and is
independent of the Executive, Legidative, and Judicial branches of Oregon government.
Thedivison audits al state officers, agencies, boards, and commissions and oversees
audits and financial reporting for local governments.
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This report is intended to promote
the best possible management of public resources.

Oregon Audits Division
Public Service Building
Salem, Oregon 97310
503-986-2255 Hotline: 800-336-8218
Internet: Audits.Hotline@state.or.us
http://www.sos.state.or.us/audits/audithp.htm

If you received a copy of an audit and you no longer need it, you may return it
to the Audits Divison. We maintain an inventory of past audit reports, and
your cooperation will help us save on printing costs.

We invite comments on our reports through our Hotline or Internet address.

Audit Cost: $61,500
Percent of Program Expenditures. Less than .02%

Benefits Achieved: Annual audit of Oregon State L ottery Commission.

Auditing to Protect the Public I nterest and | mprove Oregon Government



