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e et Dear Governor and Members of the Legislature:

In August 1986, our Commission initiated a study of the organization,
operation, and performance of the California State Lottery (Lottery).
The Commission undertook this study because the Lottery was rapidly
developing into a large state agency with an authorized staff of more
than 1000 positions and an annual administrative operating budget of
approximately $70 million. Moreover, the Lottery was administering a
statewide business operation with revenues approaching $2 billion per
year.

The Commission concluded that the Lottery has accomplished a great
deal in a relatively short time and should be commended for the hard
work of its staff. However, the Commission also found that the
Lottery's rapid growth and meteoric sales have placed tremendous
demands on the Lottery's staff in conducting its business operationms.
As a result, the Lottery has failed to establish certain business
systems and controls mnecessary in an enterprise of its size.
Moreover, 1in the absence of such controls, there is not full
assurance that the Lottery is operating efficiently and that funding
for education is being maximized.

The "bottom line" in the Lottery's operations is that every dollar
saved in administrative costs is an additional dollar that can be
used 1in California's classrooms. Our study didentified specific
concerns that need to be addressed by the Lottery to ensure that it
minimizes administrative costs and maximizes educational funding.
Our Commission's findings include the following:

o The Lottery has relied too heavily on sole-source contracts
to purchase goods and services. Approximately 71 percent
of the contracts over $10,000 that the Lottery entered into
during the past two fiscal years were sole-source
contracts.

{This letterhead not printed at taxpayer's expense)



0 The Lottery does not have a system in place to identify and
recover unclaimed low-tier prizes paid by lottery ticket
retailers. As a result, an estimated $13.8 million to
$34.6 million in funds have been lost to the State's
educational system during the Lottery's first nine instant
ticket games.

o The Lottery has not established an adequate contract
management system to monitor contract performance and
payments. As a result, the Lottery has exceeded allowable
contract payment 1imits in some instances and received
goods and services without a valid contract in effect that
has been approved by the California State Tlottery
Commission.

o Scientific Games, Inc. and dits parent company, Bally
Manufactoring, 1Inc., apparently have made conflicting
statements in oral and written testimony to the Legislature
and the Little Hoover Commission regarding business
involvement in South Africa.

o The minority business enterprise contract that Scientific
Games, Inc. has with Security Packaging, Inc. raises
questions regarding the actual management and control of
Security Packaging, Inc.'s operations.

0 The Lottery does not have an independent review and appeals
process 1in place to review vendor bid protests. As a
result, the current bid protest process 1lacks the
appearance of independence and its objectivity has been
questioned.

o The Lottery has not provided timely or complete monthly
financial reports required by law as a means to provide
public accountability for the Lottery's activities.

o The Lottery is exempt from an independent budget review by
the Legislature. As a result, the Legislature does not
have the same 1level of assurance that the Lottery is
operating in an economical manner as the Legislature has
with other State agencies.

o The Requests for Proposals that the Lottery has developed
for the procurement of goods and services have not been as
specific and detailed as necessary in some instances.

The Commission also found that the TLottery has wunprecedented
flexibility as a state agency in how it conducts 1its business
operations due to the provisions of the Government Code established
by Proposition 37. Generally speaking, the Lottery is exempt from
most normal state government controls and oversight that are used in
other state agencies. Although the Lottery has more latitude in
conducting 1its business operations, the Little Hoover Commission
believes that the Lottery has an ethical obligation to meet or exceed



the State's operating guidelines so that the Lottery's integrity is
above reproach.

To further improve the organization, operation, and performance of
the Lottery, the Little Hoover Commission has made 12 recommendations
in this report. These include:

1.

10.

11.

The Governor and the Legislature should require the Lottery to
utilize competitive bidding for purchases of goods and services
of $10,000 or more.

The Governor and the Legislature should require the Lottery to
determine if goods and services are available through the
Department of General Services' existing contracts or state
price schedules prior to undertaking any procurement of $10,000
or more.

The Governor and the Legislature should require the Lottery to
establish a centrally administered contracts management system.

The Lottery should develop, adopt, use, and maintain consistent
and comprehensive contracting procedures.

The Governor and the Legislature should require the Lottery to
follow the guidelines in the State Administrative Manual in
preparing Requests for Proposals.

The Lottery should clarify and improve its Request for Proposal
development and proposal evaluation processes.

The Governor and the Legislature should require the Lottery to
use an independent review and appeals process to resolve
contract disputes.

The Lottery Commission should review the minority business
enterprise subcontract of the current instant game ticket
contractor.

The Lottery Commission should review Scientific Games, Inc.'s
business involvement in South Africa and the declarations that
Scientific Games, Inc. made regarding its business involvement
in South Africa to the Legislature.

The Governor and the Legislature should require the Lottery to
contract for an independent study to determine the amount of
unclaimed low-tier prizes. They also should require the Lottery
Commission to determine 1f it 1is economically feasible and
practical to develop a system to recapture lost revenues from
unclaimed low-tier prizes.

The Governor and the Legislature should require the Lottery to
provide more timely and complete financial reports.



12. The Governor and the Legislature should require that all Lottery
funds be subject to legislative review through the State's
normal budget process.

The Commission believes that these actions are necessary to improve
the business systems and operations of the Lottery. Moreover, they
will maintain the integrity of the Lottery and will serve to ensure
that the Lottery achieves its goal of providing the most revenue it
can for the State's educational system.

Senator Alfred Alquist
" Mary Anne Chalker
Albert Gersten, Jr.
Haig Mardikian
Senator Milton Marks
Assemblywoman Gwen Moore
M. Lester Oshea
Abraham Spiegel
Richard Terzian
Jean Kindy Walker
Assemblyman Phillip Wyman
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EXECUTIVE SUMMARY

The Commission on California State Government Organization and Economy,
also known as the Little Hoover Commission, initiated a study of the
organization, operation, and performance of the California State Lottery
(Lottery) in August 1986.

The Lottery has made significant accomplishments in its first year of
operations, including generating approximately $2 billion in lottery
revenues and establishing the Lottery's business operations throughout
the State. Moreover, the Lottery is now the State's 24th largest
department with an authorized staff of more than 1,000 positions and an
administrative operating budget of approximately $70 million per year.
However, the Lottery's dramatic growth has placed tremendous demands on
its business operations.

The review of the Lottery's activities showed that the Lottery's staff
have worked hard to design, establish, and carry out the Lottery's
operations. However, the study revealed that the Lottery now needs to
take action to fully implement the business systems, procedures and
controls that are expected in an enterprise of its magnitude.
Specifically, the study identified three major areas that the Lottery
needs to address. The study showed that the Lottery needs to make major
improvements 1in the management and operation of its procurement
function. It also revealed that the Lottery needs to closely examine
its relationship with certain contractors to determine if existing
contractual requirements are being adherred to by the contractors.

Finally, the study identified improvements that need to be made in the
Lottery's financial accountability and controls.

The Little Hoover Commission's report presents a total of nine findings
in the three main chapters of the report. The findings in each of these
chapters are referenced and briefly summarized below.

CHAPTER II - THE LOTTERY NEEDS TO IMPROVE ITS PROCUREMENT PROCEDURES AND
PRACTICES

Finding #1 - The lottery Has Relied Too Heavily on the Use of
Sole-Source Contracts to Purchase Goods and Services

Since the Lottery began its business activities in early 1985, it has
relied extensively on sole-source contracts to purchase goods and
services. For example, our review showed that approximately 71 percent
of the contracts for goods and services over $10,000 that the Lottery
entered into in the past two fiscal years were sole-source contracts.
While this practice may have been justified initially because the
Lottery needed to acquire equipment, materials and services and become
operational in an extremely short time frame, the Lottery now needs to
make greater utilization of the competitive bid process for future
contracts to ensure that it procures goods and services at the lowest
available cost. This also will ensure that all responsible vendors have
an opportunity to bid on potential Lottery contracts.
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Finding #2 - The Lottery's Contract Management System Does Not Provide
Adequate Controls

The review of the Lottery's current contract management system revealed
that certain contracts are not being monitored or tracked, some contract
files do not contain sufficient information to monitor performance, and
current procedures are inadequate to ensure proper control of contract
performance and payments., As a result, in some instances the Lottery
has exceeded allowable contract payment limits and received goods or
services without wvalid contracts in effect. Moreover, this undermines
the Lottery Commission's ability to exercise control over the Lottery's
expenditures.

Finding #3 - The Lottery Needs to Clarify and Improve its Request for
Proposal Development and Proposal Evaluation Processes

The Lottery has received considerable criticism from prospective vendors
regarding the process it uses to develop Requests for Proposals (RFPs)
for the procurement of goods and services and the process it uses to
evaluate proposals it receives. The review of these concerns indicated
that the Lottery needs to work to further improve its RFP preparation
and proposal evaluation processes so that vendors have a better
understanding of what the Lottery seeks to procure and how the Lottery
intends to evaluate proposals. For example, the review of the RFP for
the most recent instant game ticket contract showed that the Lottery did
not adequately define the services it wanted, the bid bond or letter of
credit requirements, and the scoring methodology to be wused in
evaluating proposals.

Finding #4 - The Lottery Does Not Use an Independent Review and Appeals
Process to Resolve Contract Disputes

Although the Lottery is required by statute to use a formal bid protest
procedure for certain types of contracts, the Lottery's current bid
protest procedure is administered by the Lottery Director. Since the
Lottery Director is also directly involved in making initial procurement
decisions, the Lottery's current bid protest procedure does not have the
appearance of independence and its objectivity can and has been
questioned. Moreover, the process that the Lottery uses to review bid
protests and appeals differs considerably from and contradicts the
independent review and appeals process used by other state departments.

CHAPTER III - THE LOTTERY NEEDS TO FURTHER REVIEW ITS EXISTING
RELATIONSHIP WITH CERTAIN CONTRACTORS

Finding #5 — The Lottery Needs to Further Review the Minority Business
Enterprise Subcontract Relationship of the Current Instant
Game Ticket Contractor

The vendors that competed for the Lottery's recent multiple-game instant
ticket contract have raised concerns regarding the validity of the
subcontracting relationship between Scientific Games, Inc., the
Lottery's current instant game ticket contractor, and its minority
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subcontractor, Security Packaging, Inc. The review of these concerns
indicated that there are several questions relating to the management
and control of Security Packaging, 1Inc. and its relationship to
Scientific Games, Inc. that need to be more fully investigated by the
Lottery's Contract Compliance Office. Specifically, there are questions
regarding the employment status of current employees of Security
Packaging, Inc. that formerly worked for Scientific Games, Inc. and the
degree to which Scientific Games, Inc. controls the operations of
Security Packaging, Inc.

Finding #6 - The Lottery Commission Needs to Review the Statements Made
By the Current Instant Game Ticket Contractor Regarding
its Business Involvement in South Africa

The vendors that competed for the multiple-game instant ticket contract
raised concerns regarding whether Scientific Games, Inc., the Lottery's
current instant game ticket contractor, or its parent company, Bally
Manufacturing, Inc., had business relationships in South Africa.
Although two of the three losing vendors competing for the multiple-game
instant ticket contract testified before the Little Hoover Commission
that they also had business relationships with South Africa, the losing
vendors questioned whether Scientific Games, Inc. made
misrepresentations regarding its business relationships in South Africa
in testimony before the Legislature in an effort to secure a contract
with the Lottery. Under California law it is not illegal to do business
in South Africa; however, the State recently passed legislation to
divest its investments in South Africa.

The review of the statements made by Scientific Games, Inc. to the
Legislature and to the Little Hoover Commission in oral and written
testimony apparently contradict. For example, Scientific Games, Inc.
testified to the Little Hoover Commission that neither it nor its parent
company, Bally Manufactoring, Inc., had business relationships in South
Africa. However, written documentation submitted by Bally to the
Legislature states that from 1983 to 1986 it sold slot machines adapted
for South Africa coins to a distributor, David Mercer International,
which were destined for BSouth Africa. Thus, there is a question if
misrepresentations did occur before the Legislature and the TLottery
Commission should determine if any actions are warranted with respect to
Scientific Games, Inc.'s current Lottery contract.

CHAPTER IV - THE LOTTERY NEEDS TO IMPROVE ITS FINANCIAL ACCOUNTABILITY
AND CONTROL

Finding #7 - The lottery Does Not Have a System to Identify and Recover
Unclaimed Low-Tier Prizes

The California State Lottery Act requires that unclaimed lottery prize
money reverts for use to the State's educational system. Presently, the
Lottery does not recover unclaimed low-tier prizes from Lottery ticket
retailers, nor is the lottery aware of how much money is being kept by
retailers. While mno accurate data 1is available on the extent of
unclaimed low-tier prizes, estimates indicate that the Lottery's failure
to recover unclaimed Ilow-tier prizes may have resulted in a $13.8
million to $34.6 million loss in funds to the State's educational system
during the Lottery's first nine instant ticket games.
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Finding #8 - The Lottery Has Not Made Timely or Complete Financial
Reports Required By Law

The monthly and quarterly financial reports that the Lottery is required
by the Government Code to prepare are one of the primary means
established to ©provide public accountability for the Lottery's
activities. During its first year of operation, the Lottery has not
provided timely and complete monthly financial reports. This has
hindered the ability of State oversight agencies and policy makers to
monitor the Lottery's performance and accountability.

Finding #9 - The Lottery is Exempt from an Independent Annual Budgetary
Review

Unlike most other state agencies, the Lottery is exempt from normal
budgetary review by the Legislature and other state oversight agencies.
Because the Lottery's expenditures are not reviewed in the State's
budgetary process, the Legislature does not have the same level of
assurance that it has for other state department's operations that the
Lottery is conducting its operations in a most economical manner. In
addition, there is not full assurance that the amount of funding being
generated by the Lottery for education is being maximized.

% % % % %k %

The Commission recommends that 12 specific actions be taken to further

improve the business systems and operations of the Lottery. These
include:

1. The Governor and the Legislature should require the Lottery to
utilize competitive bidding for purchases of goods and services of
$10,000 or more.

2. The Governor and the Legislature should require the Lottery to
determine 1if goods and services are available through the
Department of General Services' existing contracts or state price
schedules prior to undertaking any procurement of $10,000 or more.

3. The Governor and the Legislature should require the Lottery to
establish a centrally administered contracts management system.

4. The Lottery should develop, adopt, use, and maintain consistent and
comprehensive contracting procedures.

5. The Governor and the Legislature should require the Lottery to
follow the guidelines in the State Administrative Manual in
preparing Requests for Proposals.

6. The Lottery should clarify and improve its Request for Proposal
development and proposal evaluation processes.



10.

11.

12.

The Governor and the Legislature should require the Lottery to use
an independent review and appeals process to resolve contract
disputes.

The Lottery Commission should review the minority business

enterprise subcontract of the current instant game ticket
contractor.

The Lottery Commission should review Scientific Games, Inc.'s
business d1nvolvement 1in South Africa and the statements that
Scientific Games, Inc. made regarding its business involvement in
South Africa to the Legislature.

The Governor and the Legislature should require the Lottery to
contract for an independent study to determine of the amount of
unclaimed low-tier prizes. They also should require the Lottery
Commission to determine if it 1s economically feasible and
practical to develop a system to recapture lost revenues from
unclaimed low-tier prizes.

The Governor and the Legislature should require the Lottery to
provide more timely and complete financial reports.

The Governor and the Legislature should require that all Lottery
funds be subject to legislative review through the State's normal
budget process.



I. INTRODUCTION

The Commission on California State Government Organization and Economy, also
known as the Little Hoover Commission (Commission), was established in 1962
to review the activities of the Executive Branch of California State
Government and make recommendations to the Governor and the Legislature
regarding how the State could conduct its business operations more
efficiently and effectively.

The California State Lottery (Lottery) began selling lottery tickets on
October 5, 1985. 1In its first year of operation, the Lottery experienced
dramatic sales that far exceeded initial expectations. The Lottery is now a
$2 billion-a-year business operation that employs more than 1,000 people and
is the State's 24th largest department.

While the Little Hoover Commission recognizes that the Lottery has had
considerable success selling tickets in its first year of operation, the
Commission is concerned with the tremendous demands that the Lottery's
meteoric sales have placed on the Lottery's staff in conducting business
operations. Moreover, the Commission wants to ensure that the Lottery was
putting in place the business systems and procedures necessary to establish
adequate financial accountability and control.

The Commission initiated a study in August 1986 to address its concerns
regarding the Lottery. As part of the study, the Commission held a public
hearing on the organization, operation, and performance of the Lottery on
October 29, 1986, at which time 1t received testimony from the Lottery and
various State control agencies. In addition, the Commission held a follow-up
public hearing on November 19, 1986 to receive testimony from private vendors
regarding the Lottery's competitive bidding policies, procedures, and
practices.

BACKGROUND

The California State Lottery was established with the passage of Proposition
37 in November 1984. The expressed purpose of the Lottery is "support for
the preservation of the rights, liberties, and welfare of the people of
California" by providing additional monies to benefit education without the
imposition of additional or increased taxes.

Proposition 37 established a five-member, part-time California State Lottery
Commission with broad powers to oversee the operations of the Lottery. The
members of the California State Lottery Commission, along with the Director
of the Lottery, are appointed by the Governor and are confirmed by the
California State Senate. The Governor appointed the members of the
California State Tottery Commission in January 1985 and the Director of the
Lottery in March 1985. The Lottery began the sale of instant game tickets on
October 5, 1985 and initiated an on-line "LOTTO" game on October 14, 1986,

During its first nine months of operation, from October 5, 1985 to June 30,
1986, the Lottery had total sales of $ 1.766 billion. By law, $886.3 million
or 50 percent of the Lottery's revenues were returned to the public in prize
money. An additional $ 202.3 million or 11.5 percent of the Lottery's
revenues, went for Lottery expenses. The remaining $692.7 million, or 38.5



percent of the Lottery's revenues, including interest, were made available
for use by the State's educational system as provided in law.

The Lottery is projecting revenues of $1.39 billion for fiscal year 1986-87
and has a proposed operating budget of $216.8 million. This includes $148.5
million for the cost of operating games and $68.3 million for administrative
and other costs of conducting the Lottery's operations. A total of $695.2
million will be paid in Lottery prizes. This will leave an estimated $488.7
million for use in the State's educational system. Exhibit T.1 provides more
detail on the Lottery's proposed budget for fiscal year 1986-87 and its
proposed cost of operations.

To carry out its operations, the Lottery has organized itself into six major
divisions and an Executive Office staff. Presently, the ZLottery has
1068.6 full-time equivalent positions authorized to conduct its activities.
Exhibit I.2 provides a listing of these divisions and shows the number of
full-time equivalent authorized positions in each division.

The Lottery maintains two major administrative offices in the State, one in
Sacramento and the other in Whittier. It also operates four regional offices
and twelve district offices throughout the State to carry out its business
activities.

SCOPE AND METHODOLOGY

The purpose of the Little Hoover Commission's study of the California State
Lottery was to review the organization, operation, and performance of the
Lottery and make recommendations to the Governor and the members of the
Legislature regarding opportunities to improve the Lottery's operations.

To do this, the Commission did the following:
o Conducted two public hearings on the Lottery's operations;

o} Performed interviews and fieldwork at the Lottery to collect
information necessary to analyze the Lottery's internal policies,
procedures and practices; and

o Conducted interviews with representatives from various State
control and oversight agencies relating to the TLottery's
activities, including the State Controller's Office, the Department
of General Services, the Auditor General's Office, the Legislative
Analyst's Office, and the Department of Finance.

The remainder of the report presents the results of our study of the Lottery
and our recommendations for improving the TLottery's operations and
performance.



EXHIBIT I.1
CALIFORNIA STATE LOTTERY
PROJECTED REVENUES AND EXPENDITURES (1)
FISCAL YEAR 1986/87 (2)
REVENUES
On-Line Games

Instant Ticket Games (Net of Returns)

Revenues
PRIZES

EXPENSES
Game Costs

Retailer Commission

Instant Ticket Games Cost

On~Line Game Costs

On-Line Telecommunications
Advertising/Promotion/Public Relations
Courier Services

Bad Debt

TOTAL Game Costs
Administrative and Other Costs
Personnel Services
Professional Services
Amortized Development Cost
Depreciation

Other Expenses

TOTAL Administrative and Other Costs
TOTAL Expenses

LOTTERY EDUCATION FUNDS

Minimum Required Transfer to Education
Excess Administrative Funds
Interest Income

Proposed Funds to Education

NOTES: (1) All numbers expressed in thousands.

(2) California State Lottery Budget, Revised as of
December 4, 1986.

$ 514,936

875,416

$1,390,352

$ 695,176

$ 69,518
21,229
10,661

5,934
37,585
2,600
1,000

$148,527

$31,385
5,692
4,601
11,388
15,240

$68,306

$216,833

$472,720
5,624
10,428

$488,771



EXHIBIT I.2
CALIFORNIA STATE LOTTERY
AUTHORIZED POSITIONS BY DIVISION
AS OF OCTOBER 1986

: Permanent Temporary Total
Division Positions: Positions Positions
Executive Division 40.8 1.0 41.8
Finance and Administration Division 296.5 36.7 333.2
EDP Operations Division 131.2 0.0 131.2
Retail Support Division 143.6 8.0 151.6
Marketing Division 22.0 0.8 22.8
Security Division 77.0 13.0 90.0
Field Operations Division 297.0 1.0 298.0
TOTALS 1008.1 60.5 1068.6

SOURCE: California State Lottery Personnel Section



I1. THE LOTTERY NEEDS TO IMPROVE
ITS PROCUREMENT PROCEDURES AND PRACTICES

The Lottery has a unique status as a state agency. Due to the special
requirements established by Proposition 37, the Lottery has considerable
flexibility in conducting its operations. As a result, the Lottery's
business activities are not subject to many of the normal controls that are
used to ensure efficient operation in other agencies, While this flexibility
has allowed the Lottery to rapidly establish its operations, it has resulted
in the Lottery failing to establish certain business systems and controls
necessary in an operation of its size.

The Lottery's lack of adequate business systems and controls is particularly
evident in its procurement function. This chapter discusses the problems
that have occurred in the Lottery's procurement activities. Specifically, it
describes the Lottery's extensive use of sole-source contracts, the lack of
controls in its contract management system, the need to improve the Lottery's
Request for Proposal development and evaluation process, and the inadequacies
in its current bid protest procedures.

FINDING #1 - The Lottery Has Relied Too Heavily on the Use of Sole-Source
Contracts to Purchase Goods

Since the Lottery initiated its business activities in early 1985, it has
relied extensively on sole-source contracts to purchase goods and services.
For example, the study showed that approximately 71 percent of the contracts
for goods over $10,000 that the Lottery entered into during the past two
fiscal years were sole-source contracts, Initially, the Lottery justified the
use of sole-source contracts due to the need to acquire equipment, materials,
and services in an extremely short time frame so that it could become
operational as soon as possible. While this was expedient and may have been
necessary at the outset of the Lottery's operations, the Lottery now needs to
make greater utilization of the competitive bid process for contracts for
goods and services. This will ensure that the Lottery is procuring goods and
services at the lowest available cost and it will allow all responsible
vendors the opportunity to bid on Lottery contracts.

Under the provisions of the Lottery initiative, Sections 8880.56 and 8880.60
of the Government Code, the Lottery is specifically exempt from standard
State agency procurement and payment processes. It is also exempt from the
standard provisions of the Public Contract Code, which establishes required
contracting practices for state agencies. In addition, it is exempt from the
contracting procedure guidelines in the State Administrative Manual (SAM).
Moreover, under existing law, the Director of the Lottery has the authority
to utilize his discretion to decide whether to use competitive bidding to
purchase goods and services. Although the Lottery has adopted a documented
competitive bidding process for certain goods and services, it continues to
use sole-source procurement or limited-source procurement contracts for major
purchases in many circumstances.

To analyze the Lottery's contracting practices, the Commission reviewed the
consultant contracts that the Lottery issued during fiscal years 1984-85 and
1985-86. Exhibit II.1 provides the results of this analysis.



NUMBER OF CONTRACTS

Number of
Competitive
Bids
FY 1984/85 2
FY 1985/86 20
TOTALS 22

COST OF CONTRACTS

Dollar Value

EXHIBIT II.1

CALIFORNIA STATE LOTTERY

CONSULTANT CONTRACTS

FY 1984/85 AND FY 1985/86

Competitive

Bid Contracts
FY 1984/85 $ 30,826
FY 1985/86 1,403,324
TOTALS $1,434,150

Total

Number of Number of
Percent Sole Source Percent Contracts Percent
12.5 14 87.5 16 100.0
41.7 28 58.3 é§ 100.0
34.4 42 65.6 64 100.0

Dollar Value Total Cost

Sole Source of

Percent Contracts Percent Contracts Percent
21.9 $109,929 78.1 $ 140,755 100.0
55.8 1,112,783 44,2 2,516,107 100.0
54.0 $1,222,712 46.0 $2,656,862 100.0

SOURCE: California State Lottery Contracts Log



Exhibit II.1 shows that the Lottery contracted for approximately $2.7 million
in consulting contracts during the last two fiscal years. Of this amount,
approximately $1.4 million, or 54 percent, went for competitively bid
consulting contracts. However, approximately $1.2 million, or 46 percent,
went for sole-source consulting contracts.

Similarly, the Commission analyzed the Lottery's procurement contracts for
goods costing $10,000 or more during fiscal years 1984-85 and 1985-86.
Exhibit II.2 presents the results of this analysis.

Exhibit II.2 shows that the Lottery spent approximately $12.6 million on the
procurement of goods in the past two fiscal years. Of this amount,
approximately $8.9 million, or 71 percent of the money spent on contracts for
goods, was wused for sole-source contracts. Only $3.7 million, or
approximately 29 percent, went for contracts that were selected on the basis
of competitive bids.

The Commission found that the Lottery's administrative staff typically try to
procure goods and services in the most expeditious way possible. However,
the Commission's review of the Lottery's contract and procurement practices
suggests that the Lottery did not always procure goods or services at the
lowest available price due to a reliance on sole-source or limited-source
contracting. Moreover, some capable vendors may have been precluded from
bidding on state contracts due to the Lottery's contracting practices.

For example, between February and May of 1986, the Lottery entered into a
total of four lease/purchase agreements to obtain a total of 38
undercover/surveillance vehicles for its security division. The Lottery used
telephone bids with follow-up documentation to obtain bids from three vendors
for three of the four initial purchases. The Lottery's staff stated that
although they contacted the Department of General Services Fleet
Administration for assistance, it was the Lottery staff's understanding that
the Lottery was unable to obtain undercover/surveillance vehicles through the
Department of General Services in a timely manner.

However, officials from the Department of General Services Office of
Procurement indicated to the Commission that the Lottery had not contacted
them to try and procure undercover/surveillance vehicles. Representatives of
the Office of Procurement stated to the Commission that as part of the
Office's normal procedures, the Office routinely purchases
undercover/surveillance vehicles for other state law enforcement agencies.
In fact, during the same period of time that the Lottery was purchasing 38
undercover/surveillance vehicles, the Department of General Services Office
of Procurement purchased identical vehicles at a lower price for several law
enforcement departments. Exhibit TII.3 presents a cost comparison of
undercover/surveillance vehicles purchased by the Lottery and the Department
of General Services.

Exhibit TII.3 shows that the total cost difference between the 38
undercover/surveillance vehicles purchased by the Lottery and the Department
of General Services totalled $37,293. Thus, the Lottery paid more for its
undercover/surveillance vehicles than it would have paid if it had purchased
the vehicles through the Department of General Services.



EXHIBIT II.2
CALIFORNIA STATE LOTTERY
PROCUREMENT CONTRACTS OVER $10,000
FY 1984/85 AND FY 1985/86 (1)

NUMBER OF CONTRACTS

Number of Total
Competitive Number of Number of
Bids z Sole Source 7% Contracts Percent
FY 1984/85 2 50.0 2 50.0 4 100.0
FY 1985/86 48 75.0 16 25.0 64 100.0
TOTALS 50 73.5 18 26.5 68 100.0

COST OF CONTRACTS

Dollar Value Doilar Value
Competitive Sole Source Total Cost
Bid Contracts Z Contract 7z of Contract Z
FY 1984/85 $ 78,042 62.4 $ 46,998 37.6 $ 125,040 100.0
FY 1985/86 3,624,053 29.1 8,830,409 70.9 12,454,462 100.0
TOTALS $3,702,095 29 .4 $8,877,407 70.6 $12,579,502 100.0

NOTE: (1) This information does not include data for "Instant Ticket" and

"On-Line'" Game contracts, or the Lottery advertising, promotion,
and other services contracts.

SOURCE: C(California State Lottery Contracts Log



EXHIBIT II.3
COST COMPARISON OF SECURITY VEHICLES
PURCHASED BY THE LOTTERY AND THE
DEPARTMENT OF GENERAL SERVICES (1)

Department of Number of
General Services Lottery Cost Vehicles Total Cost
Type of Vehicle Cost Cost Difference Purchased Difference
Ford-Crown Victoria(2) $11,344 $12,947 $1,603 12 $19,236
Thunderbird (2) 12,039 12,058 19 13 247
Taurus (3) 10,885 12,255 1,370 13 17,810
TOTALS 38 $37,293

NOTES: (1) Comparison of base price of security vehicles purchased exclusive of
sales tax, license, and other lease-costs.

(2) Purchased by the Department of General Services for the
Department of Justice.

(3) Purchased by the Department of General Services for the
California Highway Patrol.



A second example of the Lottery's failure to utilize competitive bidding more
extensively is the ILottery's purchase of office furniture. Exhibit II.4
summarizes various office furniture purchases made by the Lottery in its
first year of operation.

Exhibit II.4 shows that 10 of the 11 office furniture purchases that the
Lottery made between May 1985 and June 1986 were made using sole~source
contracts. These contracts totalled more than $554,000. The documented
justification provided by the Lottery for this series of contracts to only
two vendors was '"to match existing furniture."” TIn addition, the Lottery
stated that it wanted to acquire furniture from the same vendor that was used
by the original lessor of the building it occupied. The procedure used by
the Lottery to make these purchases differs from Department of General
Service's standard procedure that requires state agencies to competitively
bid such contracts.

A third example of the Lottery's failure to obtain the lowest available costs
1s demonstrated in the Lottery's shipping costs. The Department of General
Services reviews the Lottery's freight and shipping costs to identify
potential improvements in the Lottery's shipping practices or corrections
that need to be made in its shipping bills to reflect state billing rates.
In fiscal year 1985/86, the Department of General Services reviewed 293
Lottery shipping invoices totaling $161,959. It determined that the Lottery
could have saved money on 24 shipping invoices, or 8.2 percent of the
invoices, by using state recommended shipping or ordering practices. These
changes in the Lottery's shipping and ordering practices would have resulted
in a savings of $2,987.00, or 1.9 percent, of the total billings reviewed.
In addition, the Department of General Services corrected 41 shipping
invoices, or 14 percent of the invoices reviewed, to reflect proper state
billing rates.

Recently, the Lottery provided the Commission with additional information
regarding its shipping costs. While the Lottery acknowledges that it has
been overcharged for shipping costs in some instances, the Lottery believes
that such overcharges represent a relatively small percentage of its overall
shipping costs.

The examples cited above were extracted from a limited review of the
Lottery's contract files. However, these examples indicate that the Lottery
has incurred unnecessary expenses by relying too heavily on sole-source or
limited~source contracting for goods and services, by not using competitive
bid processes, or by failing to use the procurement services available
through the Department of General Services.

FINDING #2 -~ The Lottery's Contract Management System Does Not Provide
Adequate Controls

The Lottery's current contract management system does not provide adequate
controls over contracting activities., The review of the Lottery's contract
management system revealed that certain contracts are not being monitored or
tracked, some contract files do not contain sufficient information to monitor
contract performance, and current procedures are inadequate to ensure proper
control of contract performance and payments. As a result, in some instances
the Lottery has exceeded allowable contract payment limits and received goods
or services without a valid contract in effect. Moreover, this undermines
the Lottery Commission's ability to exercise control over the Lottery's
expenditures.



Vendor

Office
Industrial
Furnishers

Western
Contract
Furnishers

EXHIBIT II.4

SUMMARY OF METHODS USED BY THE LOTTERY

Purchase
Date
5-5-85
6-12-85
6-13-85
9-10-85

5~10-86

SUB-TOTALS

1-15-86
1-15-86
2-18-86
3-11-86
3-27-86

6-1~86

SUB-TOTALS

TOTALS

TO PURCHASE FURNITURE

Amount
of Bid
Purchases

$50,291.70

-0-

$50,291.70

-0-

s -0-

$50,291.70

SOURCE: California State Lottery Contracts Log

Amount of
Sole Source
Purchases

$ -0-
33,597.76
13,400.52
15,561.86

10,544.83

$73,104.97

$315,805.00
26,317.00
28,688.69
24,478.69
26,317.00

59,694.00

$481,300.38

$554,405.35



The Lottery's contract management activities are performed in three major
areas. These include:

o Contracts Services Unit —- responsible for preparation of contract
documents and following up on the review and signature of contract
documents. In addition, the Contracts Services Unit is responsible
for maintaining information on the number, type and amounts of
contracts. It also is responsible for tracking the open or closed

status of contracts and for monitoring contract performance
information.

o Expenditure Accounting Unit -- responsible for establishing a
payment file once a contract is executed and for making payments on
contracts.

o Individual Operational Units -- responsible for initiating
contracts, participating in the negotiation of contract terms, and
determining if sufficient funds are available for a contract. 1In
addition, individual operational units monitor the performance of

contracts and provide approval of payments for goods or services
received.

The Commission's review of the TLottery's contract management system
identified several problems. First, the review showed that the Lottery is
not adequately monitoring and tracking contracts. TFor example, the Lottery's
Monthly Contracts Report does not accurately reflect the status of several
major contracts. On the Monthly Contracts Reports dated November 4, 1986 and
December 4, 1986 that were presented to the Lottery Commissioners on November
12, 1986 and December 10, 1986 respectively, no mention is made of either the
original or the amended contracts with Martin-Marietta Data Systems for
software licensing and consultant services. The cost of this contract, as
amended, exceeded $143,000.

As a further example, the original contract with Battelle Columbus Division,
the Lottery's chief On-Line Games consultant, was not reflected in the
Lottery's contracts report until November 4, 1986. However, the original
contract with Battelle, in the amount of $180,000, had been approved by the
Lottery Commission on September 4, 1986 even though, the actual term of the
contract commenced on July 22, 1986 when the contractor began work.

Second, the Commission's review revealed that some contract files do not
contain sufficient information to monitor contract performance. A review of
the contract files in both the Expenditure Unit and the Contracts Services
Unit indicated that 1in many cases the contract files were incomplete.
Documentation of the justification for the type of contract and contract
vendor selection was incomplete in the Contracts Services Unit files. 1In
addition, the status of the files were not current in various files reviewed
in the Expenditure Accounting Unit. Furthermore, staff in the Expenditure
Accounting Unit and the contract managers in the operational units have not
established a procedure to close contracts upon completion of contract
performance. As of November 1986, a closed contract file for current year
contracts did not exist at the Lottery.



Third, the Lottery's current contract monitoring procedures are inadequate to
monitor contract payment or performance. This potentially allows the Lottery
to exceed payment limits, or to receive goods and services without a valid
contract in effect. An example of this is one of the Lottery's contracts
with Peat, Marwick, Mitchel & Co. (PMM) for work on the Lottery's financial
statements. In September 1986, the Finance and Administration Division began
negotiations with PMM for an extension of an existing $75,000 contract. This
was done on the assumption that an additional $25,000 could be added before
meeting the $100,000 threshold that the Lottery Commission uses to require
its approval. The on-site staff of PMM continued their work on the
assumption that this contract extension would be approved. However, the
Finance and Administration staff was not aware that the Internal Audits Unit
had entered into a second contract with PMM. Thus, the two existing
contracts combined totalled in excess of $100,000. Therefore, any amendment
of either contract would require formal Commission approval. When the
proposed amendment was submitted to the Contracts Services Unit, they refused
to process the amendment without formal Commission approval.

When the Finance and Administration Division was informed that Commission
approval would be required, it immediately notified PMM on-site staff to
complete existing assignments and depart within four days. However, the
total contract costs from PMM to the Finance and Administration Division
totalled approximately $82,000. As a result, the Director of the Lottery
placed a contract amendment approval request before the Lottery Commission in
late October to correct this error on the part of the Lottery staff.

Fourth, due to the fragmented nature of the Lottery's contract monitoring and
control system, operational units that have required services sometimes
obtain such services without an approved contract. A recent example of this
is the issuance of an emergency contract for ticket testing services to
Battelle Laboratories for the period from September 15, 1986 through
September 14, 1987. The Lottery's existing contract for services by an
independent ticket testing agency expired as of June 30, 1986. During the
period from July 1 through September 15, 1986, the Lottery let two major
contracts for the procurement of instant game tickets., As a part of at least
one of the contract evaluations, ticket testing was conducted by Battelle
Laboratories without a contract for such services being in effect. The
contract for this service was subsequently issued on an emergency basis
effective September 15, 1986.

Fifth, the Lottery's current contract process does not provide for the proper
and timely flow of information to the Lottery's Budget Section for inclusion
in the Lottery's budgetary process. The Budget Section of the Finance and
Administration Division is usually consulted by an operational unit prior to
beginning the contract process. However, independent reviews by both the
Commission's staff and the State Controller's Office have indicated there is
no formal method to budget and track contract performance. This function is
left up to the individual contract managers in the operational units as a
part of their overall responsibility. Thus, the Budgets Section does not
have a procedure in place to monitor budgetary implications of payments for
ongoing contracts.

While the Lottery has stated that many of its contracting and contract
monitoring practices are mnecessary to avoid more time consuming State



contracts procedures, the Commission's review identified major deficiencies
in the Lottery's contract management system that need to be addressed
immediately to avoid financial problems and maintain the integrity of the
Lottery's contracting process.

FINDING #3 - The Lottery Needs to Clarify and Improve its Request for
Proposal Development and Evaluation Process

The Lottery has received considerable criticism from prospective vendors
regarding the process it uses for issuing Requests For Proposals (RFPs) for
the procurement of goods and services. Specifically, vendors have raised
concerns regarding the completeness and clarity of the Lottery's RFPs and the
methods it has used to evaluate proposals. The Commission's review of these
concerns indicated that the Lottery needs to further improve dits RFP
preparation and proposal evaluation processes so that vendors have a better
understanding of what the Lottery seeks to procure and how the Lottery
evaluates proposals. For example, the review of the RFP for the most recent
instant game ticket contract showed that the Lottery did not adequately
define the services the Lottery wanted, the bid bond or letter of credit
requirements, and the scoring methodology to be used in evaluating proposals.

The Lottery uses a process similar to that used by other state agencies to
develop its Request for Proposals for goods and services. Generally
speaking, the Lottery's RFPs are designed to do the following:

o Define the nature and specifications of the products or services
desired;
o Identify the minimum required performance criteria for bidders,

such as prior performance, bonding, subcontracting, etc.; and
o Describe the proposal evaluation criteria and scoring methodology.

Once the Lottery develops and issues an RFP for goods or services, vendors

have the opportunity to prepare proposals and submit them to the Lottery in
response to an RFP.

During the past year, the Lottery has utilized RFPs for the purchase of a
major telecommunication systems, on-line LOTTO games and related services,
advertising services, and two instant ticket games contracts. Vendors have
made queries regarding the specifications presented by the Lottery in RFPs
and regarding the RFP evaluation process on a number of prior contracts.

The most mnoteworthy example of problems that the Lottery has had in
developing, issuing, and evaluating RFPs is the process that the Lottery used
for the multiple game instant ticket contract executed in September 1986.
Each of the three losing bidders questioned the Lottery on a number of
different points regarding specifications of the RFP and the Lottery's
evaluation of proposals. Specifically, these vendors raised five major
concerns during the Commission's public hearing on this matter.

First, each of the three of the losing bidders questioned the change in
requirements for the RFP's bid bond. In the original RFP, the Lottery



required a bidder's bond of $800,000. The bidders were notified subsequently
by letter on the day prior to the closing date for bid acceptance that a
letter of credit could be substituted for the bid bond. Each of the three
losing bidders obtained a bid bond; however, the winning bidder submitted a
letter of credit. The Lottery has stated that this change of requirement was
made to accommodate all the bidders and not simply to favor a particular
bidder.

Second, vendors expressed concern about the Lottery staff's use of a "sample
game' to calculate and award scores in the cost component of proposals
submitted. Instead, the losing vendors believed that the cost evaluation
should have been done on the basis of base ticket price bids. The "sample
game" basis for cost evaluation was constructed from several different parts
of the RFP and was not stated to be the basis for cost evaluation in the RFP.
The Lottery has stated that 'the cost scoring was designed to achieve a more
realistic comparison of the the actual cost that the Lottery would incur . .
." While this may be the case, the RFP did not accurately reflect the
proposed scoring methodology for cost to be used by the Lottery staff in its
evaluation of proposals.

Third, the Lottery gave additional credit in the evaluation process to the
winning vendor for the organization and staffing and the cost components of
its proposal because the vendor committed five full-time professional staff
to work on-site at the Lottery. During a required bidder's conference, the
Lottery indicated to bidders that on-site vendor staff should be provided on
an "as-needed" basis as was not a specific requirement of the RFP. It should
also be noted that the winning vendor on this RFP, which had been the winner
of the prior instant ticket contract, already had five full-time staff
on-site at the Lottery for almost a year.

Fourth, during the evaluation process for the multiple game instant ticket
contract, Lottery staff made a calculation error in determining scores in one
critical category--Quality of Tickets. However, Lottery staff stated during
the bidder appeals review that '"The calculation error in that one section did
not affect the final recommendation."”

Finally, the fifth problem identified in the multiple game instant ticket
contract was that each of the losing bidders raised questions regarding the
methods used to allocate points for each category in the evaluation. To
date, there has been no specific explanation from Lottery staff of the
specific system used to allocate points by category, except for the system
used by the Lottery's Affirmative Action Office for its portion of the
evaluation. Moreover, no specific system for scoring was contained in the
RFP to provide prospective bidders a clear indication of how proposals would
be evaluated.

Due to the problems that have been identified in the clarity and preciseness
of the Lottery's RFP development and evaluation process, prospective vendors
have stated that they have had difficulty responding to the Lottery's RFPs.
This could have a negative impact on the ability of the Lottery to procure
needed goods or services in a cost-effective manner.
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FINDING #4 - The Lottery Does Not Use an Independent Review and Appeals
Process to Resolve Contract Disputes.

The Lottery is required by statute to establish and use a formal bid protest
procedure for certain types of contracts. In meeting this requirement, the
Lottery has established an appeals procedure that is administered by the
Lottery Director. Since the Lottery Director is involved in making initial
procurement decisions, the Lottery's current bid protest procedure does not
have the appearance of independence and its objectivity in reviewing bid
protests and appeals can and has been questioned. Moreover, the process that
the Lottery uses to review bid protests and appeals differs considerably from
and contradicts the independent review and appeals process being used by
other state departments.

The California Government Code, Section 8880.56(b)(1), regulates the
contracting protest and appeals procedures for contracts issued by the
California State Lottery. This section states:

". . .with respect to the procurement for the printing of lottery
tickets, or the acquisition of any electronic computer, including any
software used in conjunction therewith, the Commission shall adopt and
publish competitive bidding procedures for the award of any procurement
or contract in order to ensure the fullest competition of the
procurement. These procedures shall include a bid protest procedure."

On July 9, 1986, the Lottery adopted a formal set of competitive bidding
procedures pursuant to Government Code, Section 8880.56(b)(1l). Sections 11
through 18 of the Lottery's procedures specify the form in which the contract
award protest is to be submitted and the time period in which it shall be
submitted. These sections further specify the manner in which these protests
shall be resolved. Specifically, Section 12 states, in part, "At the sole
discretion of the Lottery Director, the Director may conduct a hearing,
appoint a hearing officer to make a recommendation to the Director, or
resolve the protest himself based solely on the written protest." As of
mid-November 1986, all formal protests to contract awards for goods or
services have been resolved by the Lottery Director based upon his review of
the process and evaluation for each contract award. In some cases, the same
staff members that were involved in awarding the original contract also were
involved in the review of the contract appeal.

The process of contract award appeals at the Lottery can best be illustrated
by the handling of the protests to the award of the multiple-game instant
ticket contract on September 4, 1986 and September 12, 1986. At the
September 4, 1986 lottery Commission hearing, Lottery staff presented the
Director's recommendations to contract with a vendor for the multiple game
instant ticket contract. The Lottery Commission, after taking public
testimony, postponed approving the recommended award pending the Director's
evaluation of each of the three losing vendors' protests.

A memorandum submitted on September 11, 1986, from the Director to the
Lottery Commissioners regarding the resolution of the multiple-game instant
ticket contract states, in part:
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. « . the protest letters were evaluated by the Director, with the
assistance of the evaluation staff, between September 4, 1986 and
September 11, 1986. Reponses to the protests were coordinated by Nancy
Sweet, Legal Counsel; she assigned the individual protest items to the
evaluation staff for research and analysis. The subject matter of the

protests varied considerably, . . . additionally, the protest letters
offered several items of new information not considered in the original
evaluation. The evaluation staff completed a report on the protest

items, which was submitted to me on September 10, 1986."
The memorandum concludes by stating:

"I had been in continuous contact with the members of the evaluation
staff between September 4 and September 10 in connection with the issues
analyzed in the report. For the reasons stated in the report, I then
denied the three protests by separate letters to the three vendors on
September 11, 1986. The analysis of each protest was included as an
attachment to each letter. I fully believe that the evaluation process
was conducted fairly and according to the terms of the RFP and recommend
that the State Lottery Commission approve the award to Scientific Games,
Inc."

Attached to this was a staff memorandum dated September 10, 1986 from the
members of the original contract proposal evaluation team, stating in part
that ". . . none of the issues raised had any merit, and we will reaffirm our
original recommendation. . ." Based upon the Director's above-stated
resolution of the contract appeals, the Lottery Commission on September 12,
1986, voted to approve the Director's original recommendation of conttact
award.

The appeals process used by the Lottery in this case varies considerably from
the process used by other State departments for protest resolution on
contract disputes, For example, protests on contract awards from the
Department of General Services, Office of Procurement, are first reviewed by
the Director of the Department and then delegated to staff. If no settlement
of the protest and appeal can be reached with the protesting vendors, the
protest along with all supporting documentation by both the vendor and the
Department is submitted for resolution to the State Board of Control, an
independent agency not contained within the Department of General Services.
The Board of Control has the power and the sole discretion to uphold or deny
the protest. If the protest is upheld, the Department of General Services
must then either award the contract to the protesting bidder, or rescind and
revise the contract bid proposal and then rebid the contract. Any subsequent
appeals, as necessary, may be taken through the civil court system.

The Lottery's current contract appeals process allows for no appeal to a
higher, independent level, but rather it is handled by the authority that
made the original recommendation and decision that is being appealed. 1In
addition, it does not allow for appeals to be reviewed by a separate
independent authority other than that of the civil courts. Because the
Lottery's appeals process does not involve an independent third party, its
process does not have the appearance of independence and its objectivity can
be questioned.
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III. THE LOTTERY NEEDS TO FURTHER REVIEW ITS EXISTING
RELATIONSHIP WITH CERTAIN CONTRACTORS

The Lottery has established a major business presence throughout the State of
California since the passage of Proposition 37 in November 1984, To do this,
the Lottery has had to procure millions of dollars worth of goods, services,
and materials. The Lottery has received some criticism from unsuccessful
vendors regarding the business dealings of some of the successful
contractors.

Since the Lottery industry is a highly competitive growth industry, a certain
degree of competitor criticism can be expected. However, after reviewing the
concerns that had been voiced by unsuccessful vendors, the Little Hoover
Commission decided that two particular criticisms of the Lottery's current
contractors warranted further review, Specifically, the Little Hoover
Commission reviewed the concerns related to the minority business enterprise
subcontract relationship of the current instant game ticket contractor. The
Commission also reviewed alleged business relationship of the current instant
game ticket contractor in South Africa. This chapter presents the Little
Hoover Commission's findings in each of these areas.

FINDING #5 - The Lottery Needs to Further Review the Minority Business
Enterprise Subcontract Relationship of the Current Instant
Game Ticket Contractor

The vendors that competed for the Lottery's recent multiple-game instant
ticket contract have raised <concerns regarding the wvalidity of the
subcontracting relationship between Scientific Games, Inc. and its minority
subcontractor, Security Packaging, Inc. The multiple-game instant ticket
contract was formally awarded to Scientific Games, Inc. on September 12,
1986, in part as a result of the minority subcontractor participation of
Security Packaging, Inc. The Little Hoover Commission's review indicates
that the competing vendors have raised questions regarding Security
Packaging, Inc.'s subcontracting relationship with Scientific Games, Inc.
that warrant further review by the Lottery. Specifically, there are
questions regarding the employment status of current Security Packaging, Inc.
employees that formerly worked for Scientific Games, Inc. There are also
concerns regarding the degree to which Scientific Games, Inc. controls the
operations of Security Packaging, Inc.

Sections 8880.56(b)(3) and (4) of the Government Code specify the
requirements for the provision of minority subcontractors that the Lottery
must adhere to when preparing RFPs for purchases totalling over $500,000.
Pursuant to these requirements, the Lottery issued an RFP on July 25, 1986,
for the multiple-game instant ticket contract. This RFP stated:

"Section 4.6.1 Minority Women-Owned Businesses. The California State
Lottery (CSL) shall require all bidders or contractors to include
specific plans or arrangements to utilize subcontracts with socially and
economically disadvantaged small business concern for contracts
exceeding $500,000. The subcontract plans shall specifically identify
the feasibility of wutilizing the subcontract services; indicate the
percentage  of contract dollar/actual contract dollars to be
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subcontracted; and identify the subcontractor(s), if known (Government
Code, Section 8880.56(b) (4)."

The use of minority subcontractors was made a criterion for award of
contract, and was assigned a weight of 10 percent of the final evaluation.

As a part of the RFP response prepared and submitted by Scientific Games,
Inc. (SGI), SGI proposed the use of four minority/women subcontractors to
provide various services. One of these subcontractors, Security Packaging,
Inc. (SPI), was to provide packaging of lottery tickets at the SGI production
facility in Gilroy, California. SGI stated that this subcontractor was
qualified as a minority subcontractor by virtue of its ownership. The
Chairman and Chief Financial Officer, a Hispanic, owned 54 percent of the
firm. The President of SPI, a woman, owned 46 percent of the firm. The
President and another key employee of SPI were identified at the time that
the bid proposal was submitted, August 7, 1986, as former employees of SGI at
both its Gilroy, California and Sparta, Michigan production facilities. As a
part of the bid proposal, SGI committed to subcontracting a total of 8.12
percent of the total contract cost, or $2,679,600, to SPI. As a result of
this subcontract, SGI was awarded 7.2 of a total 10.0 points in the minority
participation portion of the bid evaluation. SGI was awarded the contract on
September 12, 1986 with a leading total of 79.9 points out of 100.0 points in
all areas of evaluation.

Subsequently, as a part of the contract appeals process, one of the losing
bidders stated that SGI should not have been given credit for the SPI
subcontract because SPI was in fact managed and controlled by SGI and its
affiliates. The losing bidder stated that the President and key employees of
SPI were current employees of SGI at the Gilroy facility. The Lottery's
reply to this as a part of the appeals evaluation was:

"The California State Lottery's Contract Compliance Office (CCO) has a
responsibility to monitor compliance with the Lottery's subcontracting
policy. We will fulfill that responsibility in this case and all
others."

The Lottery further stated that, even if the SPI subcontract not been
considered as a factor, the relative rankings on the evaluation would not
have been affected.

When questioned about this at this Commission's October 29, 1986 hearing on
Lottery operations, officials from the Lottery stated that the Lottery's
staff was reviewing this situation and that they would make a report of their
findings at some future date to the Director of the Lottery. The Director
then would appraise the Lottery Commission of the findings and make such
recommendations as were necessary.

When questioned about this at the November 29, 1986 Lottery vendor's hearing,
Dr. John Koza, President of Scientific Games, Inc., stated that SGI owns no
stock or any other financial interest in SPI, and that only two of the key
employees and six of the 101 hourly employees of SPI were former SGI
employees. These statements were repeated in the amended written testimony
submitted by SGI subsequent to the hearing on December 4, 1986. These
statements, however, appear to contradict SGI's earlier statement contained
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in the original written testimony submitted the day of the hearing, November
19, 1986. At that time SGI stated:

"In order to meet the experience requirements of the Lottery's RFP and
the 'daily management' requirements there are many former Scientific
Games employees that are now working for Security Packaging."

Subsequent review by the Little Hoover Commission of the relationship between
SPI and SGI has raised several concerns and questions. First, exactly how
many of SPI's employees are former employees of SGI? When and under what
circumstances did these employees change employment? What became of the SGI
employees working in the packaging section of the Gilroy plant after the
final delivery of tickets under the old instant ticket contract?

Second, what was the employment status of SPI's key employees noted in the
RFP bid? SPI was incorporated with the Secretary of State's Office on July
24, 1986, listing the "initial agent for service" as the company's president.
This person appears to have remained an SGI employee for some time after this
date.

Under the terms of the subcontract between SGI and SPI, the subcontractor is
required to perform all work at the contractor's facility, using equipment
owned by the contractor and under the quality control and security
requirement of the contractor. All physical plant facilities are leased by
the subcontractor from the contractor subject to the contractor's sole
discretion as to location and utilization. The specifications and pricing of
subcontractor services are solely within the discretion of the contractor.
These provisions, among others, raise concerns about the independence of both
overall and day-to-day management and control of SPI.

The Little Hoover Commission is concerned about these apparent discrepancies
of fact and the day-~to~day and overall management control within the SPI
organization. While the Little Hoover Commission did not have the resources
necessary to fully investigate the relationship between SGI and SPI, the
review raised several questions that the Lottery's Contract Compliance Office
should further investigate,

FINDING #6 - The Lottery Commission Needs to Review the Statements that the
Current Instant Game Ticket Contractor has Made Regarding its
Business Involvement in South Africa

The vendors that competed for the multiple-game instant ticket contract
raised concerns regarding whether the current instant game ticket contractor,
Scientific Games, Inc. or its parent company, Bally Manufacturing, Inc. had
business relationships in South Africa. Although two of the three losing
vendors competing for the multiple-game instant ticket contract testified
before the Little Hoover Commission that they had business relationships with
South Africa, the vendors questioned whether Scientific Ganes, Inc.
misrepresented of its business relationships 1in South Africa in testimony
before the Legislature in an effort to secure a contract with the Lottery.
Under California law it is not illegal to do business in South Africa;
however, the State recently passed legislation to divest its investments in
South Africa.

The review of statements made by SGI to the Legislature and the Little Hoover
Commission in oral and written testimony apparently contradict. For example,
SGI testified to the Little Hoover Commission that neither it nor its parent
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company, Bally Manufactoring, Inc., had business relationships in South
Africa. However, written documents submitted by Bally to the Legislature
state that from 1983 to 1986 Bally sold slot machines adapted for South
African coins to a distributor, David Mercer International, which were
destined for South Africa. Thus, there 1s a question whether or not
misrepresentations did occur before the Legislature. If so, the Lottery
Commission should determine if any actions are warranted with respect to
Scientific Games, Inc.'s current Lottery contract.

On June 24, 1986 a Joint Hearing was held by the Assembly and Senate
Governmental Organization Committees on the California State Lottery. In the
course of that hearing, Lottery staff were questioned by one of the committee
members, Assemblywoman Maxine Waters, about the extent of business dealings
of the current instant game ticket contractor, Scientific Games, Inc. (SGI),
or its parent company, Bally Manufacturing Tnc. (Bally), in South Africa.
The reply from Lottery staff, relaying the information received in a letter
from SGI was:

"With respect to the South Africa question, neither Scientific Games or
its parent corporation, Bally Manufacturing Corporation does any
business, whatsoever, in South Africa."

No further questions on the subject were raised at this time.

On September 3, 1986, Lottery Production Services (LPS) filed a formal appeal
of the award of contract of the multiple instant game ticket contract to SGI.
As a part of this appeal, LPS stated that it had discovered that SGI's parent
company, Bally, had in fact been conducting business in South Africa.
Representatives of LPS at both the September 4, 1986 and September 12, 1986
Lottery Commission public meetings also repeated these statements, and stated
that it was a matter of concern to Californians whether the Lottery should
contract with businesses that had dealings in South Africa. At the September
12, 1986 Lottery Commission meeting, the appeals raised by each of the three
losing vendors, and all the points therein, were deemed to be without merit
by the Lottery's Director. Based on the resolution of the appeals by the
Director, and upon the prior recommendation of vendor selection, the Lottery
Commission then awarded the instant game ticket contract to SGI.

On September 11, 1986, the Secretary and General Counsel of Bally sent a
letter to the Director of the Lottery stating that the company and its
affiliates had no investments, assets, offices or employees in South Africa
(see Appendix B). On September 17, 1986, the Chairman of the Assembly
Government Organization Committee sent Bally a four-page letter asking 19
specific questions about Bally's business involvement in South Afriea,
including its relationship with specific distributors, the manufacturing and
shipping of slot machines, the availability of other contracted gaming
services, and the sequence of ownership of certain slot machines. Bally's
Secretary and General Counsel replied on October 1, 1986 stating that he had
been out of the country and had been unable to reply. He indicated that he
would respond as soon as possible to these questions.

On October 10, 1986, Bally replied to the Committee's inquiry with a
three-page letter with attached exhibits (See Appendix B). 1In the letter,
Bally indicated that it was not engaged in business in South Africa. Bally
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stated that its last transaction in South Africa had been the sale of 30 slot
machines by a Bally foreign subsidiary in June 1984. Bally further stated
that it believed the Legislature was being misled by one of the losing
bidders (LPS), which had supplied '"false information" to the Committee.
However, in the attached exhibit to Bally's reply to the Committee's specific
questions, Bally stated that from 1983 to 1986 it had sold slot machines
adapted to take South African coins to a distributor, David Mercer
International (DMI), which were destined for South Africa. The machines were
shipped to the ultimate purchaser in South Africa by Bally FOB from its
manufacturing plant in Illinois. Bally further indicated that it maintains
no ownership interest in DMI and that no employees, officers or directors of
Bally serve as employees, officers or directors of DMI.

On October 14, 1986, the Vice President and General Counsel of SGI sent a
letter to the Chairman of the Assembly Government Organization Committee,
also addressing this issue. 1In the letter, SGI stated again that neither it
nor its parent company, Bally, did business in South Africa. SGI further
stated that the company (LPS) that originally raised the question as part of
the contract appeal on September 4, 1986 did have a parent company, Southam,
Inc. with business interests in South Africa. SGI closed by stating that it
was sorry that the Committee had 'been drawn into this extended controversy,"
and hoped that the issue had been resolved.

On October 29, 1986, the Commission held a hearing on the organization and
operations of the California State Lottery. At the beginning of the hearing,
a staff member of the Assembly Government Organization Committee presented a
letter from the Committee Chairman to the Little Hoover Commission. In the
letter, the Committee Chairman stated that he was concerned that legislative
committees may have been misled about SGI and Bally's business involvement in
South Africa. He referred to Bally's 1letter of October 10, 1986 with
attachments, and stated that "A close examination of Bally's detailed
responses, which accompany their letter, contradict the assertions made in
the main body of the letter.'" He pointed out that Bally admitted it was
selling gaming machines to a distributor which it (Bally) knew were destined
for South Africa. The machines were specifically manufactured by Bally for
use in South Africa, and were shipped FOB from Bally's manufacturing plant
directly to South Africa. The Committee Chairman then stated "This is doing
business in South Africa to my understanding.” He closed the letter by
indicating that the issue appeared to be whether the Legislature and the
Lottery Commission were misled by the contractor, and whether, if they were
so misled, the Lottery Commission should take steps to suspend the contract
then in force on the grounds that these misstatements constituted dishonest
conduct and so compromised the integrity of the State Lottery.

The Director of the Lottery was questioned at the same hearing by the Little
Hoover Commission regarding the Lottery Commission's concerns and actions on
this issue. In reply to a statement from a Commissioner regarding the
Director's earlier statement to the news media that "Obviously, it would be
of great concern if we found out they were lying," the Director replied:

"That is correct. To the best of my knowledge it is, and that's if they
have been shown that they are lying. Obviously, we have seen the same
letters that Assemblyman Condit has seen from the Bally Manufacturing
which dindicate 1in 1language from those two companies that Bally or



~17~

Scientific Games are not doing business in South Africa. The assertion
has been made this morning that they are indeed still doing business
there. And until someone comes forward and indicates where the facts
are, I think it's premature for us to make an assessment about whether
Scientific Games or Bally has been lying about this."

The Lottery's Director further stated that he would share the correspondence
and information with the Lottery Commission and then decide if any action
would be necessary regarding SGI's contract with the Lottery.

On November 19, 1986, the Little Hoover Commission held an additional public
hearing to take testimony from vendors regarding the contract and procurement
practices of the Lottery. 1In both written and oral testimony, Dr. John Koza,
President of Scientific Games, Inc., stated:

"On June 24, we said, through Mr. Guiterrez, that neither Scientific
Games mnor Bally (our parent), nor any subsidiary of Bally, was doing
business in South Africa. There are no employees, assets, investments,
plant, offices in South Africa. There never have been. The statement
was true on June 24, it's true today, it's been true at every moment
in-between. I repeat the statement today."

Dr. Koza further stated that the parent companies of each of the three losing
bidders had some degree of business involvement in South Africa.

Independent of, and prior to Dr. Koza's statements, two of the other three
vendors had been questioned by Commission members or staff regarding the
business involvement of the bidding companies, its parent company, and
subsidies or affiliates in South Africa. ©Each of the two bidders present
indicated that, to the best of theilr knowledge, their parent companies or
affiliates did have some degree of business involvement in South Africa.

Finally, on November 25, 1986, the Chairman of the Assembly Committee on
Governmental Organization sent a letter to the Executive Vice President and
Chief Legal Counsel of Scientific Games, Inc. 1In the letter the Chairman
stated:

". . . the 1issue before the Governmental Organization Committee
regarding South Africa and Scientific Games rests solely on the
statements made by Scientific Games to the Legislature's Committees on
Governmental Organization stating that neither Scientific Games, nor its
parent corporation Bally Manufacturing, does any business in South
Africa."

He further stated:
"It is clear from the background information provided by the Bally
Manufacturing Corporation that Bally has extensive dealings in South
Africa."

The Chairman concluded:

"The only remaining questions are whether Scientific Games' and Bally's
statements to California governmental entities were deliberate
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misrepresentations constituting sufficient reasons to involke Sections
8880.24 and 8880.35 of the Government Code (the California State Lottery
Act) and, if so, should California revoke Scientific Games' contract
with the Lottery Commission."

To date, this Commission has learned of no further action on this matter by
the Lottery. The Commission is concerned and believes that this issue must
be thoroughly reviewed and resolved by the Lottery Commission so that the
continuing integrity of the Lottery will not be questioned.
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IV. THE LOTTERY NEEDS TO IMPROVE ITS FINANCIAL
ACCOUNTABILITY AND CONTROL

The staff at the Lottery have worked hard to establish the business systems,
procedures and controls necessary to operate a major enterprise. While the
Lottery has accomplished a great deal in a short time frame, there are
additional actions that need to be taken to further improve the Lottery's
financial accountability and controls.

This chapter discusses three areas which the Little Hoover Commission
identified that need to be addressed to fully ensure that the Lottery's
expenditures are justified. Specifically, this chapter presents findings
relating to the lLottery's lack of a system to identify and recover unclaimed
low~tier prizes, its lack of timely or complete financial reports, and the
fact that the Lottery is exempt from an independent annual budgetary review
by the Legislature.

FINDING #7 - The Lottery Does Not Have a System to Identify and Recover
Unclaimed Low Tier Prizes

Under the provisions of Proposition 37, the Lottery Initiative, unclaimed
Lottery prize money reverts directly to the Lottery Education Fund. However,
to date, the Lottery has made no attempt to recover unclaimed low-tier prizes
currently paid out by Lottery retailers. 1In addition, the Lottery has made
no attempt to accurately determine the amount of this unclaimed low-tier
prize revenue. While no accurate data 1s available on the extent of
unclaimed low-tier prizes, estimates indicate that the Lottery's failure to
recover unclaimed low-tier prizes may have resulted in a $13.8 to $34.6
million loss in funds to the State educational system during the Lottery's
first nine instant ticket games.

Section 8880.32 (e) of the Govermment Code requires that unclaimed Lottery
prize money reverts to the Education Fund of the Lottery. Further provisions
of the Lottery Act Sections 8880.32(a) and (d) of the Government Code, allow
the Lottery Commission to specify that lottery winners of less than either
$600 or $25 may be paid by the lottery game retailer from whom the winning
ticket was purchased. These prizes are called low-tier prizes. Low-tier
prizes may also be redeemed through the Lottery's Prize Validation Unit.
This system, also used in a number of other state lotteries, is known as the
Guaranteed Low End Prize System (GLEPS).

GLEPS works as follows: Lottery retailers purchase blocks of 500 tickets at
a discount, rather than paying the full price of $500. This discount ranges
from $155 to $193 on any given game and is intended to provide the retailer
with his 5 percent commission ($25) and a discount for funds that the
retailer will pay out to "low-tier" prize winners ($130-$168). The Lottery
retailer is not required to keep track of the number of low-tier prizes that
he pays out for any given block of tickets. Lottery officials are aware that
an unknown number of low-tier prizes are never redeemed by the people
purchasing tickets. As a result, the Lottery retallers are keeping unclaimed
prize money from these low-tier prize winning tickets because they are not
required to account for their low-tier prize payments.

Estimates vary widely as to the amount of unclaimed low-tier prizes reverting
to retailers. Exhibit IV.1 shows the range of amounts of unclaimed low-tier



EXHIBIT IV.l1
ESTIMATED AMOUNT OF UNCLAIMED LOW-TIER
PRIZES FOR GAMES 1 THROUGH 9 (1)

Estimated Amount of Unclaimed Low-Tier Prizes
By Estimated Percent of Unclaimed Tickets

Game 2 Percent 3 Percent 4 Percent 5 Percent
1 $1.929 $2.894 $3.858 $4.823
2 1.383 2.075 2.766 3.458
3 1.987 2.980 3.973 4,967
4 2.026 3.039 4.052 5.066
5 1.871 2.807 3.742 4.678
6 1.343 2.014 2.686 3.358
7 0.898 1.347 1.796 2.245
8 1.025 1.538 2.051 2.563
9 (2) 1.359 2.038 2.718 3.397

TOTALS $13.821 $20.732 $27.642 $34.555

NOTES

(1) All numbers expressed in millions.

(2) Based on estimated ticket sales for game 9 that ends in
December 1986.
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prizes based upon the guaranteed low-tier prize system amounts and an
estimated percentage of the unclaimed low-tier prizes for each game. Through
Game 9, which will end in December, 1986, these unclaimed low-tier prizes
that revert to Lottery retailers are estimated to total from $13.8 million to
almost $34.6 million dollars. This represents Lottery prize money that
should revert to the State educational system that is not being collected by
the Lottery.

The Lottery has made no effort to date to recover these unclaimed prizes or
to make a detailed estimate as to the amount of unclaimed prize money
retained by Lottery retailers. Lottery staff have indicated that there are a
number reasons for this. First, the Lottery offers the unclaimed low-tier
prizes to vendors as an incentive, or bonus, to cover the cost of
administration for the Lottery ticket sales. 1In this way, the Lottery hopes
to retain as many of their lottery ticket retailers as possible who might
otherwise not sell Lottery tickets due to the perceived administrative cost
of selling tickets.

Second, Lottery officials indicate that they do not believe that they are
legally required to recover such low-tier unclaimed prizes. They point to
language from Government Code Section 8880.32(e), which they interpret as
providing the Lottery the discretion to either recoup or not recoup unclaimed
low-tier prizes from retailers. The specific language reads: "If a wvalid
claim is not made for a prize directly payable by the Lottery Commission
within the period applicable for that prize, unclaimed money shall revert to
the benefit of the public purpose described in this chapter." The Lottery's
policy is that low-tier winning tickets should be redeemed by the selling
retailer, and that the Lottery itself only redeems these tickets as a
convenience to the public. Therefore, the Lottery interprets the key phrase
"directly payable by the Lottery Commission' to mean that all low-tier prizes
should be redeemed by the retailer and that the Lottery Commission has no
legal obligation to recover such unclaimed prizes.

Third, the Lottery has indicated that it believes that the recovery of
unclaimed low-tier prizes would not be cost effective. Lottery staff have
indicated that they believe that establishing the policies and procedures
necessary to determine the extent of the unclaimed low-tier prizes and to
recover the low-tier prizes from retailers would require an increase in the
current 5 percent commission rate for Lottery retailers. Moreover, they
state that it might result in an additional estimated cost of $2 million to
$4 million per year in the lLottery's administrative expenses. Lottery staff
have not been able to specifically identify costs associated with identifying
and recovering such low-tier prizes and offer the above figures only as
estimates.

The Little Hoover Commission is particularly concerned about this aspect of
Lottery operations for several reasons. First, we are concerned that the
Lottery does not knmow with any degree of certainty how much money is being
retained by retailers due to unclaimed low-tier prizes. As previously noted,
estimates of the prizes retained by retailers vary from $13.8 million to
$34.6 million. Due to the potential sizable amount of funds, it makes good
business sense to determine how much money the Lottery is allowing retailers
to retain.
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Next, the Commission is concerned about the practices of giving retailers a
"hidden subsidy" by allowing them to retain unclaimed prizes. Retailer
commissions should reflect the cost of doing business plus a reasonable
profit. If the retailers in fact cannot meet the cost of selling Lottery
tickets with the current 5 percent sales commission, then an adjustment may
be in order. However, this adjustment should not be in the form of a "bonus"
of some unknown size, paid from funds that are earmarked for public schools.

Finally, the Commission is concerned, not only for the unclaimed prizes
already lost to the State's educational system, but even more for the
increased amount of unclaimed prize revenue which may be lost in the future.
The first eight instant ticket games, which ended October 30, 1986, included
Lottery retailer payment to winners for the $2 and $5 prizes. Therefore,
retailers could not retain any unclaimed prizes above these amounts.
However, for the current game in progress through December 1986, and for the
next game ending in February 1987, retailers are paying out prizes for
winning $2, $5, and $10 tickets. In subsequent games, beginning in March
1987, retailers will be responsible for the payment of $20 winning tickets as
well. Lottery officials have further indicated that they would like to have
retailers validate and pay prizes up to $600 in future games. With the
number and total amount of Lottery prizes payable by retailers increasing,
these same retailers may have the capability to retain a larger and larger
amount of unclaimed prizes in the future. This potentially could deny public
education an increasing source of funds at the same time when California
schools most need these funds.

FINDING #8 - The Lottery Has Not Made Timely or Complete Financial
Reports Required by Law

Since the Lottery is exempt from normal oversight by other state control
agencles, one of the primary means that was established by ‘the Lottery
Initiative to ensure public accountability for the Lottery's activities was
the requirement that the Lottery prepare quarterly and monthly financial
reports on its activities. During its first year of operation, the Lottery
has not produced timely and complete financial reports. As a result, the
Lottery has not fully adhered to the requirements for public disclosure and
accountability that govern its operations.

The best and oftentimes the only indication of the continuing performance of
the Lottery are the perilodic financial reports issued by the Lottery. Section
8880.42 of the Government Code states that, 'The Director shall make a
monthly financial report to the Commission, the Governor, the Attorney
General, the State Controller, the State Treasurer, and the Legislature.
Such report shall include a full and complete statement of Lottery revenues,
prize disbursements, expenses, net revenues, and other financial transactions
for the month." These reports, along with the required annual audit by an
independent certified public accounting firm that is required under Section
8880.43 of the Government Code are the primary means of reviewing the
Lottery's financial condition and performance.

On several occassions, the officials at the Lottery have compared the
Lottery's operations to those of a "Fortune 500" company. However, whether
the Lottery is held to the standard identified in the Government Code, or to
a similar standard of financial accountability used by publicly-held
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corporations, the Lottery has failed to fully provide the timely and complete
financial reporting necessary to adequately assess its financial condition
and performance.

For example, the Lottery 1s required to 1issue detalled monthly financial
reports which provide a point in time depiction of the Lottery's on-going
financial operations. Since the Lottery began sales in October 1985, its
monthly financial statements have routinely been issued late. For example,
the statements for the months of October 1985 through April 1986 were not
issued until May 1986. The next reports, for May and June 1986, were issued
to the State Controller's Office in July 1986. The monthly reports for July
through September were issued in late October 1986, and the October monthly
report was received in early December. It is apparent from this pattern of
issuing reports that the Lottery has not been providing monthly reports in a
timely manner.

The State Controller's Office has raised some concerns regarding the clarity
and completeness of the Lottery's monthly reports. The monthly reports
contain only six items: mnet sales less returns; ticket costs; retailer
commissions; prize liabilities; salaries and administrative expenses; and
estimated net revenues. In those months where transfers to the Lottery
Education Fund are made, such amounts are also reflected. The Lottery does
not provide information regarding specific game costs or types of prizes
paid, mnor does it provide detall regarding expenditures for personnel,
consultants, or any other administrative expenses. Moreover, the Lottery
does not provide any information on physical inventory of tickets (an area of
prior Lottery problems), nor any information on the reconciliation of Lottery
records on Lottery cash and sales, Without such information, the monthly
reports cannot be reconciled to the quarterly or annual statements. This
lack of detaill makes the monthly statements relatively useless for gauging
the Lottery's performance over a specific period of time.

The Lottery has committed itself to delivering its independently reviewed
quarterly reports within 45 days of the close of the quarter. However, for
the four quarters of the Lottery's operation completed to date, only one
quarterly statement of operations was submitted in this time frame. Other
reports were submitted between 63 to 108 days after the close of the quarter.
One report, for the last quarter of fiscal year 1985-86 was not submitted at
all. Instead, it merged into the year-end report. The year-end financial
statements were issued approximately 120 days after the close of the year,
rather than the 90 days which is customarily the practice in the private
sector. Moreover, the management letter which normally accompanies such
yearly financlal statements has still not been issued, six months after the
close of the fiscal year.

The lack of timeliness and completeness in the financial reports has resulted
in a general lack of accountability that has kept the Legislature, state
control agencies, and the public somewhat "in the dark" about the Lottery's
financial condition and performance.
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FINDING #9 - The Lottery is Exempt from an Independent Annual Budgetary
Review

The California State Lottery occupies a unique and unprecedented position as
a state agency. Under the provisions of the Lottery Act, the Lottery is
exempt from normal budgetary review by the Legislature and other state
oversight and control agencies. Specifically, the Lottery does mnot undergo
an annual independent budgetary review. Since the Lottery has grown
substantially in a very short period of time, an annual budgetary review of
the Lottery could provide greater assurance that the amount of funding being
generated by the Lottery for education is being maximized.

Various sections of the Lottery Act specifically prohibit certain state
control agencies from overseeing Lottery budgets and operations, including
the Department of Finance, the Department of General Services, and the Office
of Administrative Law. At the Little Hoover Commission's October 29, 1986
public hearing, a representative from the Legislative Analyst's Office stated
that the Legislative Analyst's Office does not perform routine budgetary
oversight and reviews of the Lottery as 1t does for most state agencies.

Presently, the Lottery's funds are considered as 'mon-governmental trust and
agency funds" by the Department of Finance. Therefore, the Lottery's funds
are exempt from the normal legislative budget and appropriations process.
The Legislative Analyst had previously recommended that the Lottery's budget
be reviewed in the Legislative budget and appropriations process. Control
language to provide for such a review was placed in the fiscal year 1985-86
Budget Act that was passed by the Legislature. However, this control
language was subsequently vetoed by the Governor.

An independent review of the Lottery's budget would provide two major
advantages. First, since the Lottery is administered by a part-time
Commission, it would provide a detailed independent review and oversight of
the Lottery's day-to~day operations that is currently absent in the Lottery's
budgetary process. Presently, the Governor, the Legislature, and the Lottery
Commission do not have a mechanism in place to routinely review and critique
the Lottery's budget plan and expenditures.

Second, because every dollar saved in Lottery administrative costs represents
an additional dollar provided for the State's educational system, an
independent review of the Tottery's budget would help ensure that the Lottery
is operating in an economical manner and that the amount of funding being
generated by the Lottery for education is being maximized.

The establishment of an independent budgetary review process for the Lottery
would provide additional 'sunshine"” on the Lottery's budget plan and
expenditures, improve the information base available to policy makers, and
provide an increased level of assurance that the Lottery is conducting its
activities in a fiscally responsible manner.
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V. CONCLUSIONS AND RECOMMENDATIONS

This chapter briefly summarizes the conclusions of the review of the
Lottery's organization, operation, and performance and presents the Little
Hoover Commission's recommendations for addressing the problems identified.

CONCLUSIONS

The California State Lottery has grown rapidly in 1its first year of
operation. The Lottery has done an excellent job of marketing and its sales
have far exceeded initial expectations. Because of its rapid sales, the
Lottery has already provided more than $800 million to the State's
educational system.

The tremendous success of the Lottery in selling lottery tickets has placed
considerable strain on the Lottery's staff to establish and operate what has
become a $2 billion-a-year business. During the past year, the Lottery's
staff has grown to more than 1,000 authorized staff positions and its
administrative operating budget is now close to $70 million per year. 1In
fact, the Lottery is now the State's 24th largest department.

Although the Lottery's staff has worked long and hard hours to accomplish as
much as it has to date, the Lottery has not fully implemented the business
systems, procedures and controls that are necessary in a business undertaking
of the Lottery's magnitude. Our review of the Lottery indicated that some
major areas of its operation warrant additional attention, including the
Lottery's competitive bidding practices, its contract evaluation and appeals
processes, its contract management system, and its unclaimed low-tier prizes
handling practices. Moreover, the study provided additional information on
key issues that are being examined by the Legislature and the Lottery
Commission, including the business activities of the Lottery's contractors in
South Africa and the minority business enterprise practices of the Lottery's
contractors. Finally, the review indicated that there are other areas that
should be further improved, such as the TLottery's financial reporting
practices and its budget review process.

RECOMMENDATIONS

The Little Hoover Commission recommends that the Governor, the Legislature,
and the Lottery take action to address the problems in the Lottery's
organization, operation, and performance didentified in this study.
Specifically, the Little Hoover Commission recommends that the following
actions be taken to ensure that the Lottery establishes adequate business

systems and procedures necessary to provide sufficient financial
accountability and control:

1. Require the Lottery to Utilize Competitive Bidding for Purchases of
Goods and Services of $10,000 or More.

The Governor and the Legislature should enact legislation that would
require the Lottery to competitively bid purchases for goods and
services in a manner that is consistent with the requirements for other
state agenciles. This should not include electronic data processing and
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telecommunications purchases which have been previously addressed in
legislation.

Require the Lottery to Determine if Goods and Services are Available
Through the Department of General Services' Existing Contracts or Price
Schedules Prior to Undertaking Any Procurement of $10,000 or More.

The Governor and the Legislature should enact legislation that would
require the Lottery to make a determination if goods and services are
available through contracts or state price schedules administered by the
Department of General Services' Office of Procurement prior to the
Lottery procurring items on its own.

Require the Lottery to Establish a Centrally Administered Contracts
Management System

The Governor and the Legislature should require the Lottery to establish
a central unit within the Lottery's operation that is responsible for
managing its contracting activities, including contract development and
preparation, authorization, performance monitoring, and payment.

Develop, Adopt, Use, and Maintain Consistent and Comprehensive
Contracting Procedures

The Lottery should develop, adopt, use, and maintain a consistent and
comprehensive set of procedures in its day-to-day operations. This will
ensure uniform contracting practices by the various operational units
within the Lottery.

Require the Lottery to Use the Guidelines in the State Administrative
Manual in Preparing Requests for Proposals

The Governor and the Legislature should require the Lottery to use the
guidelines in the State Administrative Manual in Preparing Requests for
Proposals (RFPs). This will help ensure that the Lottery's RFPs meet
the standards established for other state agencies.

Clarify and Improve the Request for Proposal Development and Proposal
Evaluation Processes

The Lottery should work to further clarify and improve its Request for
Proposal (RFP) development and evaluation process. This can be done by
providing greater specificity in the Lottery's RFPs relating to the
nature of the products and services it requires and more detailed
information on how proposals will be evaluated and scored.

Require the Lottery to Use an Independent Review and Appeals Process to
Resolve Contract Disputes

The Governor and the Legislature should require the Lottery to use an
independent review and appeals process by a disinterested third party to
resolve contract disputes. Specifically, the Lottery should be required
to use the services of the State Board of Control to resolve contract
protests from vendors that cannot be resolved by the Lottery Director to
the satisfaction of all parties.
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Review the Minority Business Enterprise Subcontract of the Current
Instant Game Ticket Contractor

The Lottery Commission should conduct a thorough review of the minority
business enterprise subcontract that Security Packaging, Inc. has with
the Lottery's current instant game ticket contractor, Scientific Games,
Inc. Specifically, the Lottery Commission should review the ownership,
control and management of Security Packaging, Inc. to determine if it
legally qualifies as a minority business enterprise and meets the
Lottery Commission's requirements for minority business enterprise
participation.

Review Scientific Games, Inc.'s Business Involvement in South Africa and
the Statements that Scilentific Games, Inc. Made Regarding its Business
Involvement in South Africa to the Legislature

The Lottery Commission should review the information that Scientific
Games, Inc. has provided regarding its business involvement in South
Africa and the statements that it has made regarding such involvement to
the Legislature. Specifically, the Lottery Commission should make a
determination of whether Scientific Games, Inc. misrepresented its
business involvement in South Africa before the Legislature in an
attempt to secure a contract with the Lottery. In addition, the Lottery
Commission should determine whether any grounds exist for terminating
the existing instant game ticket contract with Scientific Games, Inc.
based upon the representations 1t has made regarding dits business
involvement in South Africa.

Require the Lottery to Contract for an Independent Study of the Amount
of Unclaimed Low-Tier Prizes and Determine if it is Economically
Feasible and Practical to Develop a System to Recapture Lost Revenues
from Unclaimed Low-Tier Prizes

The Governor and the Legislature should require the Lottery to contract
with an independent firm for a study of the amount of unclaimed low-tier
prizes currently retained by lottery ticket retailers. This study
should determine the estimated number of unclaimed low-tier prizes and
the potential amount of funding that the State's educational system
loses due to the Lottery's current practice of allowing retailers to
keep the proceeds from unclaimed low-tier prizes. In addition, the
study should analyze the costs and benefits of various alternative
systems to collect or adjust retailers ticket commissions for unclaimed
low-tier prizes. Once the study is completed, the Lottery Commission
should determine if it is economically feasible and practical to develop
a system to recapture lost revenues from unclaimed low-tier prizes.

Require the Lottery to Provide More Timely and Complete Financial
Reports

The Governor and the Legislature should enact legislation that requires
the Lottery to issue monthly financial reports within 15 days after the
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end of each month. They also should require the Lottery to issue
quarterly financial reports within 45 days after the end of each quarter
and issue annual financial statement within 90 days after year end. 1In
addition, the Lottery should be required to provide more complete
information on its monthly reports, including more complete information
on game costs, detailed Information on expenditures, and other
administrative expenses.

Require Lottery Funds to be Subject to Legislative Review Through the

State's Normal Budget Process

The Governor and the Legislature should require that all Lottery funds
be classified by the Department of Finance as special funds that are
contingent on a direct Budget Act appropriation. This would ensure that
Lottery-related expenditures are properly tracked, and are subject to an
annual budgetary review by the Legislative Analyst's Office.
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CALIFORNIA STATE LOTTERY ACT
(California Government Code, Title 2, Division 1, Chapter 12.5)

APTICLF ]

eneral Provisio nd Definitions

Section 8880 Citation of Chapter

This Chapter shall be known and may be cited as the California State lottery
Act of 1984,

Section 8880.1 Purpose and Intent

The People of the State of California declare that the purpose of this Act is
support for preservation of the rights, liberties, and welfare of the peoplse
by providing additional monies to benefit education without the imposition of
additional or increased taxes.

The People of the State of California further declare that it is their irnterns
that the net revenues of the California State lottery shall not be used as
substitute funds but reather shall supplement the totsl amecunt of wmoney
ellocated for public education in California.

Section 8880.2 Activities Not Affected

Except for the State-opersted lottery established by this Chapter, nothirg
this Chapter shall be construed to repeal or modify existing State lav wi
respect to the prohibition of casino gambling, punch boards, slot machin
dog racing, video poker or blackjack machines paying prizes, or anv oti:
forms of gambling.

Section 8880.3 Prohibition on Use of State Funds

Ko appropriations, leans, or other transfer of State funds shzll be mzcde =:¢
the Califernia State lottery Comnission except for a temporary line of creci:z
for initial start-up costs as provided in this Act.

Section 8880.4 Allocation of Revenues

¥ot less than E4% of the total annual revenues from the sale of State lot:ery
tickets or shares shall be returned to the public in the form of prizes and
net revenues to benefit public education. 50% of the total annual revenues
shall be returned to the public in the form of prizes as described in this
Chapter and at least 34% shall be allocated to the benefit of public educatio=n
as specified in Section 88B0.5. In addition, all unclazimec¢ prize money shzll
revert to the benefit of public education as provided feor in Section
8880.32(e). No more than 16% of the total annual revenues shall be allocated
for payment of expenses of the lottery as described in this Chapter. To the
extent that expenses of the Lottery are less than 16% of the total annual
revenues, any surplus funds shall also be allocated to the benefit of pubdblic
education as specified in Section 8880.5.



Section 8880.5 Allocations for Education

The California State lottery Education Fund {s created within the State
Treasury, and Iis continuously appropriated for carrying out the purposes of
this Chapter. The Controller shall draw warrants on this fund and distribute
them quarterly in the following manner, provided that the payments specified
in subdivisions (a) to (f), Inclusive, shall be equal per capita amounts:

(a)

(b)

(¢)

(e)

(e)

()

(g)

(h)

(1)

Payments shall be made directly to public school districts, including
county superintendents of schools, serving grades kindergarten through
12, or any part thereof, on the basis of an equal amount for each unit of
average daily attendance, as defined by law.

Payments shall also be made directly to public school districts serving
comrunity colleges, on the basis of an equal amount for each unit of
average daily attendance, as defined by law.

Pavments shall also be made directly to the Board of Trustees of the
California State University on the basis of an amount for each unit of
equivalent full-time enrollment. Funds received by the trustees shall be
deposited in and expended from the California State University lottery
Education Fund which is hereby created.

Payments shall &lso be made directly to the Regents of the University of
Celifornia on the basis of an amount for each unit of equivalent
full-time enrollment. :

Payments shall also be made directly to the Board of Directors of the
Hastings College of the Law on the basis of an amount for each unit of
equivalent full-time enrollment.

Payments shall also be made directly to the California Maritime Acalery
Board of Governors on the basis of an amount for each unit of equivalent
full-time enrollment.

Ko Budgetr Act or other statutory provision shall direct that payments feor
public education made pursuant to this chapter be used for purposes and
prograrcs (including workload adjustments and maintenance of the level of
service) authorized by Chapters 498, 565, and 1302 of the Statutes of
1983, Chapter 97 or 258 of the Statutes of 1984, or Chapter 1 of <the
tatutes of 1984, 2nd Extrsordinary Session.
!
School districts and other egencies receiving funds distributed pursuant
to this chaprter mey at their option utilize funds &llocated by this
chapter to provide additional funds for those purposes and programs
prescribed by subdivision (g) for the purpose of enrichment or expansion.

As a condition of receiving any moneys pursuant to subdivision (a) or
(b), each district and county superintendent of schools shall establish a
separate account for the receipt and expenditure of those moneys, which
account shall be clearly identified as a lottery education account.

It is the intent of this Chapter that all funds allocated from the Californis
State lottery Education Fund shall be used exclusively for the education of
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pupils and students and no funds shall be spent for acquisition of real
property, construction of facilities, financing of research, or any other
noninstructional purpose.

Section BB80.6 Other Statutory Provision

It is specifically found that Penal Code Sections 320, 321, 322, 323, 324,
325, 326, and 328 shall not apply to the California State Lottery or its
operations.

Section BB80.7 Governing Definitions

The definitions contained in this Chapter shall govern the construction of
this Chapter unless the context regquires otherwise,

Section B880.8 “"lottery"™ or "California State Lottery"

"Lottery” or "California State Llottery" means the California State Lotterx
crested and operated pursuant to this Chapter.

Section 8880.9 ®"Commissioner"

"Comnissioner” means one of the members of the Lottery Comrission appointec by
the Governor pursuant to this Chapter to oversee the California State Lottery.

Section 8880.10 *Director"®

"Director” means the Director of the California State lottery appointed by the
Governor pursuant to this Chapter as the chief adzinistrator of the Californis
State Lottery.

Section 8880.11 “lottery Commxission® or ®"Commission®

"Lottery Commission™ or "Commission” means the five members appointed by the
Governor pursuant to this Chapter to oversee the Lottery and the Director.

Section 8880.12 “lottery Game"

"Lottery Game" means any procedure authorized by the Comrission whereby prizes
are distributed among persons who have paid, or unconditionally agreed to pay,
for tickets or shares which provide the opportunity to win such prizes.

!
Section 8880.13 “lottery Game Retailer"

"Lottery Game Retailer” means a person or organizaeation with whor the Lottery
Comrission may contract for the purpose of selling tickets or shares in
Lottery Games to the public.

Section 8880.14 *“lottery Contractor”

"Lottery Contractor™ means a person with whom the Lottery has contracted for
the purpose of providing goods and services required by the lottery.



ARTICLE 2

alifo s State lotterv Commission

Section 8880.15 Creation of Commission
The California State lLottery Commission is hereby created in State governren:.

Section 8880.16 Menmbership, Appointment, Vacancies, Political Affiliation,
Removal

(a) The Comxission shall consist of five members appointed by the Governor
with the advice and consent of the Senate.

(b) The members shall be appointed for terms of five years, except for those
who are first appointed, one member shall be appointed for a term of two
years, one member shall be appointed for a term of three years, one
pmexber shall be appointed for a term of four years, and two members shtzll
be appointed for a term of five years.

{(c) All initial appointments shall be made within 30 days of the effective
date of this Chapter.

(@) Vacancies shall be filled within 30 days by the Governor, subject to the
acdvice and consent of the Senate, for the unexpired portion of the terr
in which they occur.

(e) No more than three members of the Comrission shall be mexbers of the same
political party.

(f) The Governor may remcve any Comrissioner wupon mno:ification to the
Commission and the Secretary of State.

Section B8880.17 Qualifications of Commissioners

At least one of the Comrissioners shall have a winimum of five wvezrc
experience in law enforcement, and at least one of the Comzissioners shzll be
8 certified public accountant. ’

Section 8880.18 Compensation and Expenses

Commissioners shall be compensated at the rqte of one hundred dollars (5100)
for each day they &re engaged in Comrission business. Commission menbers
shall be reimbursed for actual expenses incurred on Comxission business,
including necessary travel expenses as determined by the Department of
Personnel Administration.

Section 8880.19 Annual Selection of Chairperson
The Commission shall select annually from its membership a Chairperson. The

Chairperson shall have the power to convene special meetings of the Comxission
upon 4B8-hours written notice to members of the Commission.



Section 8880.20 Meetings

Meetings of the Commission shall be open and public in accordance with the
Bagley-Keene Open Meeting Act, commencing with Section 11120 of Chapter 1 or
Part 1 of Division of this title.

Section 8880.21 Quorum; Voting

A gquorum shall consist of three members of the Commission. All decisions of
the Commission shall be made by a majority vote of the Comnission.

Section BB80.22 Reports

The Commission shall make quarterly reports of the operation of the Lettery to
the Governor, Attorney General, State Controller, State Treasurer, and the
legislature. Such reports shall include & full and complete staterment of
lottery revenues, prize disbursements, expenses, net revenues, and all other
financial transactions invelving lottery funds.

Section B880.23 Appointment of Director, Removal

The Governor, with the advice and consent of the Senate, shall appoirn

- &
Director within thirty days of the effective day of this Chaprer. Tre
Governor mey remove the Director upon notification to the Comzmission arnd the
Secretary of State. The Director shall be responsible for managing the
affairs of the Comxission. The Director shall be qualified by training anc

experience to direct the operations of a state-operated Lottery.

ARTICLE 3

Section 8880.24 Powers and Duties of the Commission

tn

The Commission shall exercise &ll powers necessary to effectuate the purpost
of this Chapter. 1In all decisions, the Commission shall take into account thce
particularly sensitive nature of the California State lottery and shall ac:t tc¢
proxote and ensure integrity, security, honesty, and fairness in the operation
and adrinistration of the Lottery.

"

Section 8880.25 1Initiation and Operation of the Lottery

The Comrission shall initiate operation of the Lottery on a continuous- basis
at the earliest feasible and practical time. Public sales of tickets or
shares shall begin no later than 135 days afrer the effective date of this
Chapter. The Lottery shall be initiated and operated as to produce the maximum
azount of netr revenues to benefit the public purpose described in this
Chapter.



Section B8880.26 Exemption from Review by the Office of Adeinistrative Lav

The provisions of Chapter 3.5 of Part 1 of Division 3 of Title 2 of the
Government Code shall not be applicable to any rule or regulation promulgated
by the Commission in accordance with the provisions of this Chapter.

Section 8880.27 Meetings with the Director

The Commission shall meet with the Director not less than once each quarter to
make recommendations and set policy, -to approve or reject reports of the
Director and transact such other business that may be properly brought before
it.

Section 8880.28 Limitations on Types of Lottery Games

The Comnission shall promulgate rules and regulations specifying the types of
lottery Games to be conducted by the lottery, provided:

(8) No lottery Game may use the theme of bingo, roulette, dice, baccara:,
blackjack, lucky 7s, -draw poker, slot machines, dog racing, or horse
racing.

(b) 1In Lottery Games utilizing tickets, each ticket in such games shall becr:
& unique number distinguishing it fromr every other ticket in such game;
and no name of an elected official shall appear on such tickets.

(¢) In pgames utilizing computer terminals or other devices, no coins or
currency shall be dispensed to players from such computer terminals or
devices.

Section 8880.29 Number and Value of Prizes
(a) The Comxission shall promulgate rules and regulations which specify the

Game including, without 1limitation, cash prizes, merchandise prizes,
prizes consisting of deferred payments or annuities, and prizes of
tickets or shares in the same lottery Game or other games conducted by
the lottery, provided:

(1) In lottery Games utilizing tickets, the overall estizated odds of winning
some prize or some cash prize as appropriate for the lottery Game shall
be printed on each ticket, |

(2) A detalled tabulation of the estimated number of prizes of each
particular prize denomination that are expected to be awarded in each
lottery Game, or the estimated odds of winning the prizes, shall be
available at each location at which tickets or shares in such Lottery
Games are offered for sale to the public.

(b) Annuity contracts which are purchased for prizes shall be execpt from the
requirements of Section B8880.57.



Section 8880.30 Method of Determining Winners

The Commission shall promulgate rules and regulations which specify the methoc
for determining winners in each lottery Game, provided:

(e) No lottery Game shall be based on the results of a horse race.

(b) 1f & Lottery Game utilizes a drawing of winning numbers, & drawing among’
entries, or a a drawving among finalists, such drawings shall always be
open to the public; such drawings shall not be conducted by any emplovee
of the Lottery; such drawings shall be witnessed by an independer:
certified public accountant; any equipment used in such drawings must be
inspected by the independent certified public account and an exployee of
the Lottery both before and after such drawings; and such dravings anc
such inspections shall be recorded on both video and audio tape.

(c) 1t is the intent of this Chapter that the Comzission may use any of
variety of existing or future methods or technologies in deterczinin
winners.

[Jca T 3]

Section 8880.31 Sale Price of Tickets and Shares

The Commrission shall promulgate rules and regulations specifying the retzil
sales price for each ticket or share for each Lottery Game, provided:

(a) No ticket or share shall be sold for more than the retzil sales price
established by the Commission.

(b) The retail price of each ticket or share in any Lottery Game conducted by
the Lottery shall be at least one dollar, except to the extent of anv
discounts authorized by the Commission.

Section 8880.32 Validation and Payment of Prizes

The Commission shall promulgate rules and regulations to establish a syster cI
verifying the wvalidity of prizes and to effect payment of such prizes,
provided:

(&) For convenience of the public, Lottery Game Retailers may be authorized
by the Commission to pay winners of up to six hundred dollars ($600)
after performing validation procedures on their premises appropriate to
the Lottery Game involved. ;

(b) No prize may be paid arising from tickets or shares that are stoler,
counterfeit, altered, fraudulent, unissued, produced or issued in error,
unreadable, not received or not recorded by the Lottery by applicable
deadlines, lacking in captions that confirm &and agree with the lottery
play symbols required by the lottery Game involved, purchased by & minor,
or not in compliance with such additional specific rules and regulations
and confidential wvalidation and security tests appropriate to the
particular Lottery Game.

(c) No particular prize in any lottery Game may be paid more than once, and
in the event the Commission reaches a binding determination that more
than one claimant is entitled to a particular prize, the sole remedy of
the claimants is the award to each of them of an equal share in the prize
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(d)

(e)

(£)

(g)

(h)

(1)

and the Commission shall direct the Controller to disburse the award to
the claimants in equal shares.

The Comrission may specify that winners of less than twenty-five dollars
($25) claim the prizes from either the same lottery Game Retailer fron
whom it was purchased or from the Lottery itself.

Plavers shall have the right to claim prize money for 180 days after thre
drawing or the end of the lLottery game or play in which the prize wzs
won. The Commission may define shorter time periods for eligibility for
participation in, and entry into, drawings involving entries or
finalists. 1f a valid claim is not made for a prize directly payable by
the Lottery Commission within the period applicable for that prize, the
unclaimed prize money shall revert to the benefit of the public purpose
described in this Chapter.

After the expiration of the claim period for prizes for each Lotterwv
Game, the Commission shall make available a detailed tabulation of the
total number of tickets or shares actually sold in a Lottery Game and the
total number of prizes of each prize denomination that were actually
claimed and paild directly by the Lottery Commission.

The right of any person to a prize shall not be assignable, except tha
payment of any prize may be paid to the estate of a deceased prize winne
or to a person designated pursuant to an appropriate judicial order. 1In
the event there is no probate, the prize shall be distributed in
accordance with Section 21211, The Director, Commission, and the Stste
shall be discharged of all further liability upon such payment of a prize
pursuant to this subsection.

-
-
-

A ticket or share shall not be purchased by, and a prize shall not be
paid to, & member of the Comzission or to any officer or employee of the
Commission or to any spouse, child, brother, sister, or parent of thet
person. Any person who knowingly sells or purchases a ticket or share in
violation of this section, or who knowingly claims or attempts to claim &
prize with a ticket or share that was purchased or sold in violation oI
this section, is guilty of a misdemeanor.

No prize shall be paid to any person under the age of 18. Any person who
claims or attempts to claim a prize with a ticket or share purchased by a
person under the age of 18 is guilty of a misdemeanor.

|

Section 8880.33 Distribution of Tickets and Shares

The Comrission shall promulgate rules and regulations specifying the manner of
€istribution, dissemination, or sales of lottery tickets or shares to Lottery
Game Retailers or directly to the public, and the incentives, if any, for
lottery employees, if any, engaged in such distribution activities.



owe ol ties he ecto
Section 8880.34 Salary

The Director shall be compensated at the rate determined by the Departnen: of
Personnel Administration. The Director shall devote his or her entire tirnc:
and sttention to the duties of his or her office and shall not be engagec in
any other profession or occupation.

Section 8880.35 Duties, Powers, and Jurisdiction

The Director shall, subject to the sapproval of the Commission, perform &ll
duties, exercise &8l1l powers &and Jjurisdiction, assume end discharge zll
responsibilities, and carry out and effect all purposes of this Chapter. The
Director shall act as Secretary of the Commission and Executive Officer of the
lottery. The Director shall supervise and administer the operation of the
Lottery in accordance with this Chapter and the rules and regulations prorul-
gated by the Commission. In addition, the Director shall have access to
criminal history information pursuant to Sections 11105 and 11105.01 of the
Penal Code. In a&all decisions, the Director shall take into account the
particularly sensitive nature of the California State Lottery and shall sc: to
prozote and ensure integrity, security, honesty. and fairness of the operation
and administration of the Lottery.

Section 8880.36 Power to Hire

Tne Director shall hire, pursuant to the approval of the Comrission, such
professional, clerical, technical, and administrative personnel as mzv be
necessary to carry out the provisions of this Chapter.

Section 8880.37 Deputy Directors

Upon recommendation of the Director, the Governor shall appoint up to feur

deputy directors. The Director shall supervise each deputy directer’s
activities. The Comrission shall determine the compensation of each depusy
¢irector.

Section 8880.38 Deputy Director for Security

One of the deputy directors shall be responsible for a security division to
assure integrity, honesty, and fairness in the operation and adzministration of
the California State Lottery, including but not limited to, an examination of
the qualifications of all prospective employees, lottery Game Retailers, and
Lottery suppliers &as defined in Section 8880.57. The Deputy Director for
Security shall be qualified by training and experience, including at least
five years of law enforcement experience, and shall have knowledge and
experience in computer security, to fulfill these responsibilicies. The
Deputy Director for Security shall confer with the Attorney General or his
designee and the Controller or his or her designee as the Deputy Director for
Security deems necessary and advisable to promote and ensure integrity,
security, honesty, and fafirness of the operation and administration of the
Lottery. The Deputy Director for Security shall report any alleged violation

9



-

of law related to the operations of the California State lottery to the
appropriate lawv enforcement agency and the Attorney General for further
investigation and action. The Deputy Director for Security and lottery
security officers shall have access to criminal history information pursuant
to Sections 11105 and 11105.01 of the Penal Code.

Section 8880.39 Coordination with Commission

The Director shall confer as frequently as necessary or desireble, but not
less than once every gquarter, with the Commission, on the operation eand
sdrinistration of the Llottery. The Director shall make available for
inspection by the Commission, upon request, all books, records, files, and
other information and documents of the Lottery, advise the Comzission and
recommend such matters as he deems necessary and advisable to improve the
operation and administration of the Lottery.

Section BB880.40 Study of Lottery Systems; Recommendations for Improvement

The Director shall make an on-going study of the operation and the
adzinistration of the lotteries which may be in operstion in other states or
countries, of available literature on the subject, of Federal laws which reav
affect the operation of the lottery, and of the reactlion of citizens of i
State to existing or proposed features in Lottery Gazes, with a view tow::<¢
recommending improvements that will tend to serve the purposes of this
Chapter. The Director may make recommendations to the Commxission, Governor,
and legislature on any matters concerning the secure and efficient operation
and adrinistration of the lottery and the convenience of the purchasers of
tickets and shares.

Section 8880.41 Accountability; Books and Records

The Director shall make and keep books and records which accurately and fe:
reflect each day’'s transactions, Including but not limited to,
distribution of tickets or shares to lLottery Game Retailers, receipt of fun
prize claims, prize disbursements or prizes liable to be paid, expenses
cther financial transactions of the Lottery necessary so as to
preparation of daily financial statements in conformity with genere
accepted accounting principles and maintain accountability.

m
r

)
)
'

;‘H .1 fl rtot

Section 8880.42 Monthly Financial Reports

The Director shall make & monthly financial report to the Commission, the
Governor, the Attorney Generel, the State Controller, the State TIreasurer, &and
the lLegislature. Such report shall include a full and complete statement of
lotrtery revenues, prize disbursements, expenses, net revenues, and other
financial transactions for the month.

Section 8880.43 Independent Audit of Lottery Finances
The Director shall engage an independent firm of certified public accountant
to conduct an annual audit of all accounts and transactions of the lottery.

The audit report shall be presented to the Comzrission, the Governor, the
Controller, the Treasurer, the Attorney General and the legislature.

10



Section 8880.44 Demographic Study of lottery Players

After the first six months of sales to the public, the Director shall engage
an independent firm experienced in demographic analysis to conduct a specizl
study which shall ascertain the demographic characteristics of the players of
each lottery Game, including but not limited to their dincome, age, sex,
education, and frequency of participation. This report shall be presented to
the Commission, the Governor, the State Controller, the State Treasurer, and
the legislature. Similar studies shall be conducted from time to time as
deterczined by the Director. :

Section 8880.45 Study of the Effectiveness of Lottery Communications

After the first full year of sales to the public, the Director shall engage in
independent firm experienced in the analysis of advertising, promotion, public
relations, incentives, &and other aspects of communications to conduct a
special study of the effectiveness of such communications activities and mehe
recommendations to the Commission on the future conduct and future rate cof
expenditure for such activities. This report shall be presented to the
Comrission, the Governor, the State Controller, and the State Treasurer.
Un:til the presentation of such report and action by the Comrission, the
Conzission shall expend as close to 3-1/2% as practical of the projected sales
of all lottery tickets and shares for advertising, promotion, public reic-
tions, incentives, and other aspects of communications. Similar studies shzll
be conducted frox time to time after the first such study as determined by the
Director.

Section 8880.46 Independent Audit of Llottery Security

After the first nine months of sales to the public, the Commission shell
engage a&n independent firm experienced in security procedures, including bus:
not limited to computer security and systems security, to conduct &
comprehensive study and evaluation of a1l aspects of security in the operatior
of the Llottery. This study shall include, but mnot be limited to, personnel
security, Lottery Game Retailer security, lottery Contractors security,
security of manufacturing operations of lottery Contractors, security agains:
ticket counterfeiting and alterations and other means of fraudulently winnirg.

security of drawings, computer security, data communications security,
database security, systems security, lottery premises and warehouse security,
security in distribution, security involving wvalidation and pavment

procedures, security involving unclaimed prizes, security aspects applicable
to each particular Lottery Game, security against locating winners in lottery
Games having pre-printed winners, and any other aspects of security applicatle
to the Lottery and its operations. The portion of the report containing the
overall evaluation of the Lottery in terms of each aspect of security shall be
presented to the Commission, the Governor, the Controller, the Treasurer, the
Attorney General and the Legislature. The portion of the report containing
specific recommendations shall be exempt from public disclosure and shall be
presented only to the Comxission, the Attorney General, the Controller and the
Governor. Upon request, all materials and data used in the produczion of the
report shall be made available to the Commission, the Attorney General, the
Controller and the Governor. Similar audits of security shall be conducted
biannually thereafter.
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ARTICLE 5
t v Game Retsile

Section B880.47 Contracting with Lottery Game Retailers

The Coxzxission shall promulgate rules and regulations specifying the tercs ang
conditions for contracting with Llottery Game Retailers so0 as to provice
adequate and convenient availability of tickets or shares to prospective
buyers of each Lottery Game as appropriate for each such game.

Section 8880.48 Selection of lottery Game Retailers

(a) The Director shall, pursuant to this Chapter and the rules nd
regulations of the Comrission, select as Lottery Game retailer such
persons and organizations &as the Director deems shall best serve the
public convenience and promote the sale of tickets or shares. No perscn
under the age of 18 years shall be a lottery Game Retailer. In the
selection of lottery Game Retailers, the Director shall consider fac:ors
such as financial responsibility, integrity, reputation, accessibility ¢f
the place of business or activity to the public, security of the
preczises, the sufficiency of existing lLottery Game Retallers to serve the
public convenience, and the projected voclume of the sales for the lottery
Gare involved.

(b) In order to allow an evaluation of competence, integrity and character cf
potential lottery Game KRetailers, the Comrission may require the
information it deeéms necessary of any person, corporation, trust:,
association, partnership or joint venture applying for authority to acct
as &8 ttery Game Retailer.

Ko person shall be & lottery Game Retailer who is engaged exclusivelv in
the business of selling lottery tickets or shares. A person lawfullw
engaged in nongovernmental business on State property and an owner oI
lessee of &n establishment which sells alcoholic beverages and civic ancd
fraternal organizations may be selected as & Lottery Game Retailer. 7Trs
Director may contract with Lottery Game Retailers on a seasonal or
terporary basis.

s €

(¢c) The Comrission shall establish a formal written appeal process concerrning
the denial of an application for, or revocation of, a grant of authorirty
to be a lottery Game Retailer. !

Section 8880.49 Nonassignability

The authority to act as a Lottery Game Retailer shall not be assignable or
transferable.

Section 8880.50 Termination of lottery Game Retailer
(a) The Commission shall promulgaste 7rules and regulations which shall

prescribe the procedure by which a contract with a Lottery Game Retailer
may be terminated and the reasons for the termination, including, but not
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limited to, instances where a lottery GCame Retailer knowingly sells a
ticket or share to any person under the age of 18.

(b) Any Lottery Game Retaller who employs or uses the services of any person
under the age of 18 years for the sale of lottery tickets or shares shall
be subject to the suspension or revocation of his or her license.
However, a person under the age of 18 years may be employed or used to
sell lottery tickets or shares, if that person is under the continuous
supervision of a person 21 years of age or older.

Section 8880.51 Compensation for lottery Game Retajilers

Unless the Comzission shall otherwise determine, the compensation paid to
lottery Game Retailers shall be a minimum of 5 percent of the retail prize cf
tickets or shares. In addition, &an incentive bonus may be pasid to such
Lottery Game Retailers based on attainment of sales volume or other objectives
as specified by the Director for each Lottery Game. 1In the case of & Lottervy
Game Retailer whose rental payments for his premises are contractualix
computed, in whole or in part, on the basis of a percentage of his re:zil
sales, and where such computation of his retall sales is not explicitly
defined to include sales of tickets or shares in a state-operated lottery, the
compensation received by the Lottery Game Retailer from the lottery shall be
deexed as the amount of the retail sales for purposes of computing his renizl
paymwent.

Section 8880.52 Sales to Minors

(a) No tickets or shares in lottery Games shall be sold to persons under the
age of 18 years. Any person who knowingly sells & ticket or share in 2
lottery Game to a person under the age of 18 years is guilty of a
misdemeanor. Any person under the age of 18 years who buys a ticket fer
share in a Lottery is guilty of a misdemeanor.’ In the case of lectery
tickets or shares sold by Lottery Game Retailers or their explovees,
these persons shall establish safeguards to assure that such sales zre
not made to persons under the age of 18 years. In the case of the
dispensing of tickets or shares by vending machines or other devices, tl.e
Coxzission shall establish safeguards to help assure that the wvendir:
machines or devices &are not operated by persons under the age c¢f 1¢
years.

(b) All tickets or shares in Lottery Games shall include, and any devices
whict dispense tickets or shares in Lottery Games shall have posted in &
conspicuous place thereupon, a mnotice 'which declares that State law
prohibits the selling of a lottery ticket or share to, and the payment cf
any prize to, a person under the age of 18 years.
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Section 8880.53 Display of Certificate of Authority

No lottery tickets or shares shall be sold by a lottery Game Retasiler unless
he has his certificate of authority to sell lottery tickets or shares on
display on his premises.

Section 8880.54 Bonding

The Director may require a bond from any Lottery CGame Retailer in an amoun:
specified by regulation or msy purchase blanket bonds covering the activities
of selected Lottery Game Retallers. These bonds shall be payable upon order
of the Commission.

Section 8880.55 Lottery Game Retaller Payments

No payment by Lottery Game Retailers to the lottery for tickets or shares
shall be in cash. All such payments shall be in the form of a check, bank
drafrt, electronic fund transfer, or other recorded financial instrumen: as
deterzined by the Director.

ARTICLE 6
ttery Su ers
Section B8B0.56 Procurement

(a) Norwithstanding other previsions of law, the Director may purchase or
lease such pgoods and services as are necessary for effectuating the
purposes of this chapter. The Director may not contract with any private
party for the operation and administration of the California Steve
lottery created by this chapter. However, this section does not precluds
procurements which integrate functions such as game design, supply,
advertising, and public relations. In &ll procurement decisions, the
Comrission and Director shall take into account the particularly
sensitive nature of the Californie State Lottery and shall act to prozcte
and ensure integrity, security, honesty, and fairness in the operaticn
and administration of the lottery and the objective of raising net
revenues for the benefit of the public purpose described in this chapter.

(b) Nortwithstanding any other provisions of this chapter, the following shall
apply to procurement for or by the Commifsion:

(1) With respect to the procurement for the printing of lottery tickets or
the acquisition of any electronic computer, including any software used
in conjunction therewith, the Commission shall &edopt and publish
competitive bidding procedures £for the award of any procurement or
contract in order to assure the fullest competition of the procurement.
These procedures shall include a bid protest procedure.

(2) The provisions of Article I (commencing with Section 11250) of Chapter 3
of Part 1 of Division 3 apply to the Commission.
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(4)

(5)

(6)

The Commission is subject to the Small Business Procurement and Contrac:
Act, as provided in Chapter 6.5 (commencing with Section 14835) of Part
5.5 of Division 3.

In advertising or awarding any contract for the procurement of goods anc
services exceeding five hundred thousand dollars ($500,000), the
Comzission and the Director shall require all bidders or contractors, or
both, to include specific plans or arrangements to utilize subcontracic-
with socially or economically disadvantaged small business concerns. The
plans shall specifically identify the feasibility of wutilizing the
subcontract services, delineate the nature and extent of the services to
be wutilized, and those <concerns or individuals identified fcor
subcontracting if known.

It is the intention of the Legislature in enacting this section to
establish as an objective of the utmost importance the advancemen: of
business opportunities for these small business concerns in the private
business activities created by the California State Lottery. 1In the:
regard, the Comzission and the Director shall have an affirmative duty to
achieve the most feasible and practicable level of participation bx
socially or economically disadvantapged small business concerns in ics
procurement Programs.

By July 1, 1986, the Comzission shall edopt proposal evaluation
procedures, criteria, and contract terms which are consistent with the
advancement of business opportunities for small business concerns in the
private business activities created by the California State lottery angd
which will achieve the most feasible and practicable level ¢f
participation by socially, economically and disadvantaged small businecss
concerns in its procurement programs. The proposal evalustion
procedures, criteria, and contract terms adopted shall be reported in
writing to both houses of the lLegislature on or before July 1, 1966.

For the purposes of this section, socially and economically disadvantape?d
persons include women, Black Americans, Hispanic Americans, Native
Americans (including American Indians, Eskimos, Aleuts, and Native
Hawaiians), Asian-Pacific Americans (including persons whose origins ave
from Japan, China, the Philippines, Vietnam, Korea, Samoa, Guaz, the
United States Trust Territories of the Pacific, Northern Marianas, laos,
Carbodia, and Taiwan), and other minorities or any other natural persons
found by the Comzission to be disadvantaged.

The Comxission shall report to the Iegiélature by July 1, 1987, on the
level of participation of small businesses, econozically and socially
disadvantaged businesses, and California businesses in all contracts
awvarded by the Commission.

The lottery shall fully comply with the requirements of paragraphs (2),
(3) and (4) except that any function or role which is otherwise the
responsibility of the Department of Finance or the Department of Genersl
Services shall instead, for purposes of this subdivision, be the sole
responsibility of the Lottery, which shall have the sole authority to
perform that function or role.
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Section 8880.57 Disclosures

In order to allow an evaluation of the competence, integrity, and character of

potential lottery Contractors for the California State lottery, any person,

corporation, trust, assoclation, partnership or joint venture which submits a

bid, proposal, or offer as part of procurement for a contract for any goods or

services for the California State lottery, other than materials, supplies,

services, and equipment which are common to the ordinary operations of state-
agencies, shall comply with each of the following:

(&)

(1)

(2)

(3)
(4)

(5

(6)

(7)

(b)

09

At the time of submission of the bid, proposal, or offer to the Lottery,
disclose the bidder's name and address and, as applicable, the name and
address of the following:

If the bidder is a corporation, the officers, directors, and each owner,
directly or indirectly, of any equity security or other ownership
interest in the corporation. However, in the case of owners of publiciy
held equity securities of a publicly traded corporation, only the naz:cs
and eddresses of those known to the corporation to beneficially own 5
percent or more of the publicly held securities need be céisclosed.

If the bidder is & trust, the trustee and &ll persons entitled to receive
income or benefit from the trust.

1f the bidder is an association, the members, officers, and directors.

1f the bidder is & subsidiary, the officers, directors, &and stockholders
of the parent company thereof. However, in the case of owners of
publicly held equity securities of a publicly traded corporation, only
the names and addresses of those known to the corporation to bemeficiallw
own 5 percent or more of the publicly held securities need be disclosec.

If the bidder is & partnership or joint venture, all of the generzl
partners, limited partners, or joint venturers.

I1f the parent company, general partner, limited partner, or joint venture
of any bidder 1s itself a corporation, trust, association, subsidiary,
partnership, or joint venture, then the disclosure of such information e&s
necessary to determine ultimate ownership. However, in the case of
owners of publicly held equity securities of a publicly traded
corporation, only the names and addresses of those known to the
corporation to beneficially own 5 percent or more of the publicly held
securities need be disclosed. '

If the bidder proposes to subcontract any substantial portion of the work
to be performed to & subcontractor, then all of the information required
in this section shall be disclosed for the subcontractor as if it were
itself a bidder.

After receipt of a bid, proposal, or offer, but prior to the award of =
contract, the Commission may require a potential lottery Contractor to
provide any or all of the following information:

A disclosure of all the states and jurisdictions in which the bidder does
business, and the nature of that business for each state or jurisdiction.
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(2)

(3)

(&)

(5

(6)

(7

(&)

(9)

(10)

(c)

A disclosure of all the states and jurisdictions in which the bidder has
contracts to supply gaming goods or services, including, but not limited
to, lottery goods and services, and the nature of the goods or services
involved for each state or jurisdiction.

A disclosure of all the states and jurisdictions in which the bidder has
applied for, has sought renewal of, has received, has been denied, has
pending, or has had revoked a gaming license of any kind, and the
disposition in each state or jurisdiction. I1f any gaming license has not
been renewed or any gaming license application has been either denied or
has remained pending for more than six months, all of the facts and
circumstances underlying this failure to receive a gaming license shall
be disclosed.

A disclosure of the details of any conviction. or judgment of a state or
federal court against the bidder of &any gambling-related offense, or
criminal offense other than traffic violations.

A disclosure of the details of any bankruptcy, insolvency, or
reorganization, or any judgment or pending litigation involving fraud or
deceit against the bidder.

A disclosure for each bidder who 1s a natural person of his or her
exployment, residence, educational, and military history since the age of
18 years.

A disclosure consolidating all reportable information on all reporzable
contributions by the bidder to any local, state, or federal political
candidate or political committee in this state for the past five years
that is reportable under any existing state or federal law.

A disclosure of the identity of any entity with which the bidder has a
joint venture or other contractual arrangement to supply any state or
jurisdiction with gaming goods or services, including, but not limitecd
to, lottery pgoods or services; including a disclosure with regard to the
entity of all of the information requested under paragraphs (1) to (£),
inclusive.

In the instance of a procurement for the printing of lottery tickets, for
goods or services involving the receiving or recording of number
selections, or for pgoods or services involving the determination of
winners, an additional disclosure consisting of the individual federal
and state income tax returns for the past three years and a current
individual financial statement for each bidder who 1s & natural person.
The disclosures provided in this paragraph shall be considered
confidential and shall be transmitted directly to the Deputy Director for
Security and the Attorney General for their review.

Such additional disclosures and information as may be appropriate for the
procurement involved as determined by the Commission.

With respect to the persons or entities described in paragraphs (1) to
(7), inclusive, of subdivision (a), the Commission may request the
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disclosure of any information required in subdivision (b), which shall be
relevant to the award of any contract.

(d) No contract with any bidder who has not complied with the disclosure
requirements described in this section shall be entered into or be
enforceable. Any contract with any Lottery Contractor who does not
comply with these requirements for maintaining the currency of the
disclosures during the term of the contract as may be specified in the
contract may be terminated by the Commission. In addition, the
Commission may deny or cancel & contract with a Lottery Contractor or any
of the persons or entities included in paragraphs (1) to (7), inclusive,
of subdivision (a) if any of the following apply:

(1) False statements have been made In any information which is required
under this section.

(2) Any of the persons or entities have been convicted of a crime punishatle
as a felony.

(3) Any of the persons or entities have been convicted of an offense
involving dishonesty or any gambling-related offense.

(e) This section shall be construed broadly and liberally to achieve the end
of full disclosure of all information necessary to allow for a full and
complete evaluation of the competence, integrity, and character of
potential suppliers of the California State Lottery Commission.

Section 8880.58 Compliance with Applicable Laws

Each Lottery Contractor shall perform its contract consistent with the laws oI
this State, Federal law, and laws of the state or states in which such
supplier is performing or producing, in whole or in part, any of the goods or
services contract for hereunder.

Section 8880.59 Performance Bond

Each Lottery Contractor shall post a performance bond with the Comzission,
using a surety acceptable to the Commission, in an amount equal to the full
amount estimated to be paid annually to the supplier under the contract. The
Commission may require any Lottery Game Retailer to provide & fidelity bond
which shall be payable upon order of the Commission.

!
Section 8880.60 Contracts

Subject to the approval of the Commission, the Director may directly solicit
proposals or enter into contracts for the purchase or lease of goods or
services for effectuating the purpose of this Chapter. In awarding contracts
in response to solicitations for proposals conducted by the California State
Lottery, the Director shall award such contracts to the responsible supplier
submitting the lowest and best proposal pursuant to the procedures adopted by
the Commission as prescribed in subdivision (b) of Section 8880.56, which
mwaximizes the benefits to the state in relation to cost in the areas of
security, competence, experience, timely performance, and maximization of net
revenues to benefit the public purpose described in this Chapter. All
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contracts entered into by the Director shall be subject to the approval of the
Commission.

ARTICLE 7
tate lotter nd
Section 8880.61 State Lottery Fund

(a) A special fund to be known as the "State lLottery Fund" is created within
the State Treasury which is continuously appropriated for carrving out
the purposes of this Chapter. The fund shall receive all proceeds from
the sales of lottery tickets or shares, the temporary line of credit for
{nitial start-up costs, and all other moneys credited to the Lottery from
any other source. The Treasurer shall designate & depository to receive
lottery proceeds for transmission to the State Treasury and for depos:it
in the State lottery Fund.

(b) Except as provided in this Chapter, moneys in the General Fund or any
other State fund shall not be transferred to the State lottery Fund or
otherwise used to support the California State Lottery or the Lottery
Comzission or to pay the debts, obligations, or encuxbrances of the Stz:e
lotrery Fund e¢r the Commission.

Section 8880.62 Types of Disbursements from the State Lottery Fund

Funds shall be disbursed from the State Lottery Fund by the State Controller
for any of the following purposes:

n

(a) the payment of prizes to the holders of valid lottery tickets or share

’

(b) expenses of the lottery,’

(¢) repayment of any funds advanced from the temporary line of credit to the
Comnission from the State General Fund for initial start-up costs and the
interest on any such funds advanced,

(d) transfer of funds from the State Lottery Fund to the benefit of the
public purpose established in this Chapter.

Section 8880.63 Prize Payments ;

As mnearly as practicel, 50% of the total projected revenue, computed on &
year-round basis for each Lottery Game, accruing from the sales of &ll lottery
tickets or shares from that lottery Game shall be apportioned for pavmen: of
prizes.

Section 8880.64 Expenses

Expenses of the lLottery shall include all costs incurred in the operation and
administration of the Llottery and all costs resulting from any contracts
entered into for the purchase or lease of goods and services required by the
lottery, including but not limited to, the costs of supplies, materials,
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tickets, independent audit services, independent studies, data transmission,
advertising, promotion, incentives, public relations, comrunications, compen-
sation paid to the lottery Game Retailers, bonding for Lottery Game Retailers,
printing, distribution of tickets or shares, reimbursement of costs of
services provided to the California State Lottery by other povernmental
entities, and for the costs for any other goods and services necessary for
effectuating the purposes of this Chapter. No more than 16% of the to:al

annual revenues accruing from the sale of &ll lottery tickets and shares fros
all lottery Games shall be expended for the payment of the expenses of the

lottery.

Section 8880.65 Transfer of Net Revenues

The funds remaining in the State Lottery Fund after accrual of all revenues to
the State lottery Fund, and after accrusl of all obligations of the Lottery
for prizes, expenses, and the repayment of any funds advanced from the
terporary line of credit for initial start-up costs and interest thereon shall
be deemed to be the net revenues of the Lottery. The net revenues of the
lottery shall be transferred from the State lLottery Fund not less than
quarterly to the California State Lottery Education Fund.

Section 8880.66 Intergovernmental Reinbursements for Services

The Commission shall reimburse all other governmental entities for any and ell
services necessary to effectuate the purpose of this Chapter provided by such
governmental entities to the State lLottery Commission.

Section 8B80.67 State Controller Audits

The State Controller shall conduct quarterly and annual post-audits of
accounts and transactions of the Comrission and other special post-audits
the State Controller deems necessary. The Controller or his agents conducti
ar. audit under this Chapter shall have access and authority to examine any an
&ll records of the Commission, its distributing agencies, Lottery Contractors.
and Lottery Game Retailers.

,1 v 'J

1

ARTICLY 8

Miscellaneous

Section B880.68 Taxes

No State or local taxes shall be imposed upon the sale of lottery tickets or
shares of the Califormia State lottery or any prize awarded by the Californis
State Lottery.

Section 8880.69 Preemption of local laws
It is the intent of this Chapter that all matters related to the operation of
the Lottery as established hereby be governed solely pursuant to this Chapter

and be free from regulation and legislation of local governments, including &
city, city and county, or county.
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Section 8880.70 Lawful Activity

Any other State or Jocal law providing any penalty, disability, restriction,
or prohibition for the possession, manufacture, transportstion, distribution,
advertising, or sale of any lottery tickets or shares shall not apply to the
tickets or shares of the Californis State lottery.

A business or entity may manufacture, assemble, repair, wmaintain, print or .
otherwise produce and transport varlous devices, paraphernalia, equipment,
tickets or other products which are used in a state lottery.

Section 8880.71 Restrictions

No person shall be selected, sappointed, or hired to be a Comrissioner,
Director, deputy director, or Cocxzission employee who has been convicted of a
felony or any gambling-related offense.

The following sections &4, 5, and 6 are numbered as they appeared in the
lottery Initiative passed by the voters and in the Chaptered version contained
in the California Statutes of 1984. Sections 4 through 6 are not codified in
the California Government Code.

SECTION 4

There is hereby established a tecporary line of credit to be drawn from the
State General Fund to the State Lottery Fund established by this Chapter in
the amount of §16,500,000.00 wvhich is continuously appropriated for carrying
out the purposes of this Chapter. This line of credit may be drawn upon by
the California State Lottery only during the twelve months after the effective
date of the Act and only for the purpose of financing the initial start-up of
the lottery. The lottery may dravw upon all or part of this temporary line of
credit. Any funds advanced from the temporary line of credit shall be repeid
to the State General Fund within twelve months of the advance of said funds.
In addition, interest shall be paid at an annual interest rate of 10&t on funds
advanced from the temporary line of credit commencing on the day funds arve
advanced.

SECTION 5

No provision of this Act may be changed except to further its purpose by a
bill passed by a vote of two-thirds of the membership of both houses of the
Llegislature and signed by the Governor. ;

ECTION 6

If any provision of this Act or the application thereof to any person or
circurstances is held invalid, such 4nvalidity shall not affect other
provisions or applications of the Act which can be given effect without the
invalid provision or application, and to this end the provisions of this Act
are severable.
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ane ovisio
Section 470 of Penal Code 1s axended to read:

470. Every person who, with intent to defraud, signs the name of another
person, or a fictitous person, knowing that he or she has no authority so to
do, to, or falsely makes, alters, forges, or counterfeits, any charter,
letters patent, deed, lease, Iindenture, writing obligatory, will, testament,
codicil, bond, covenant, bank bill or note, post note, check, draft, bill of
exchange, contract, promissory note, due bill for the payment of money ecr
property, receipt for money or property, passage ticker, lottery ticke: or
share purporting to be issued under the California State lottery Act cf 198,
trading stamp, power of attorney, or any certificate of any share, right, or
interest in the stock of any corporation or association, or any controller’s
warrant for the payment of money at the treasury, county order or warran:z, or
request for the payment of money, or the delivery of goods or chattels of any
kind, or for the delivery of any instrument of writing, or acquittance,
release, or receipt for money or goods, or e&ny acquittance, release, cr
discharge of any debt, account, sult, action, demand, or other thing, real or
personal, or any transfer or assurance of money, certificate of shares of
stocks, pgoods, chattels, or other property whatever, or any letter c¢f
attorney, or other power to receive money, or to receive or transfer
certificates of shares to stock or annuities, or to let, lease, dispose c?f,
alien, or convey any goods, chattels, lands, or tenements, or other estate
real or personal, or &ny acceptance or indorsement of any bill of exchange
promissory mnote, draft, order, or any assignment of any bond, writin
obligatory, promissory note, or other contract for money or other property; o
counterfeits or forges the seal or handwriting of another; or wu=zters,
publishes, passes, or attempts to pass, &s true and genuine, any of the
above-named false, &altered, forged, or counterfeited matters, as above
specified and described, knowing the same to be false, altered, forged, or
counterfeited, with intent to prejudice, damage, or defraud any person; or
who, with intent to defraud, alters, corrupts, or falsifies any record of anx
will, codicil, conveyance, or other instrument, the record of which is by I
evidence, or any record of any judgment of a court or the return of ary
officer to any process of any court, is guilty of forgery.

o -

Section 475 of Penal Code is amended to read:

475. Every person who has in his or her possession, or receives from ancther
person, any forged promissory note or bank bill, or bills, or any
counterfeited trading stamp, or stamps, or lottery ticket or share purporting
to be issued under the California State Lottery Act of 1984, or tickets or
shares, for the payment of money or property, with the intention to pass the
same, or to permit, cause, or procure the same to be uttered or passed, wit!
the intention to defraud any person, knowing the same to be forged er
counterfeited, or has or keeps in his or her possession any blank or
unfinished note or bank bill made in the form or similitude of any promissory
note or bill for payment of money or property, made to be issued by any
incorporated bank or banking company, or any blank or unfinished check, money
order, or traveler’'s check, made in the form or similitude or any check, money
order,or traveler’s check, whether the parties thereto are real or fictitious,
with intention to fill up and complete the blank and unfinished note or bill,
check, money order, or traveler’'s check, or to permir, or cause, or procure
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the same to be filled up and completed in order to utter or pass the same, or
to permit, or cause, or procure the same to be uttered or passed, to defraud
any person, {is punishable by imprisonment 4n the state pPrison, or by
imprisonment in the county jail for not more than one year.

Section 11105.01 of Penal Code is amended to read:

11105.01. In addition to furnishing state summary criminal  Thistcry .
information to the persons and entities set forth in Section 11105 and subject
to the requirements and conditions set forth in that section, the Attorney
General shall furnish state summary criminal history information to the
Director, the Deputy Director for Security, and lottery security officers of
the California State Lottery.
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- APPENDIX B

ETHI1CAL CONDUCT GUIDELINE
CALIFORN1A STATE LOTTERY

Statement of activities that are inconsistent, incompatible, or in conilict with
ducies as an officer or employee of the Californis State lottery.
Incompatible Activities and Ethical Conduct Policies

The,Directive B86-36 issued on April 1B, 1986 was adopted anc approved by the
California State Lottery in compliance with the provisions ol Governmen: Code,
Sec-ion 19990. Tne f{following pguidelines of the standards of ethical conduc:
expected are applicable to and shail be followed by every emplovee and cfficer,
including the Commissioners and the Director, of the Cali fornia State lottery

(CsL).
Exarples of Incompatible Activities

Using the prestige or influence of an office or employmen:t with the Celifornia
taze lLottery for the employee's private gain or advantage, or the private gain* or
advantage of another.

Using time, facilities, equipment or supplies of the CSL for the employee’'s privacze
gein* or advantage, or the private gain* or advantage ol another.

Using confidential information acquired by virtue of employment by the CSL for the
employee’s private gain* or advantage, or the private geain* or advantege of
gnother.

Receiving or accepting money or any other considerstion f£rom anvone other than the
State for providing any service, performing any work, supporting eany advice,
cffering any help, or taking any action which the emplovee would be required or
expected to render in the regular course ol hours of State employment or as a par:
of the employee's duties with the CSL

Providing any service, performing any work, supplying any acdvice, coffering anv
help, oz taking any action other than as & State empioyee Knoving
service, work, advice, bhelp, or action may later be subject, cdirectly o
incdirectly, to <the control, inspection, review, audit or enforcement by <zthe
erployee or by tne CSL.
keceiving or accepting, directly or indirectly, any gifz, including monlies, eny
sexrvice, gratuiry, favor, ent er_alnmen~, hospitelity, loan, or any ozher thing of

alue, fror anyone doing or seeking to do business of any kind with the CSi, unlecss
avthorized by the Director as being of dirinutive value (of such smell value <o
ceen it of mo conseguence). )

'

Ingaging in eny activity or employment, in addition to emplovmen: by the CSL, which
will so interfere with hezlth or efficiency or have such time demands as To prevent
tne employee from performing the duties of that person's job with the CSL in an
eZficient and cepable manner.
Keving & financizl interest** in or Dbeing employed by any person or entity
vrich provides goods or services to the CSL, being a CSL Game Retziler, or who has

*0Otner than selary as CSL employee.
#*Financial interests are those that an employee can materially affect through the
conduct of her/nis cffice.



provided goods or services to the CSL or been a CSL Came Ketailer at any time
during the prececing two vears, without first obtaining the written consent of the
Director, or the Director's designee, who; after examining the facis of the
proposed interest OT erplovment, determines that this interest or emplovmen: is no:
jnconsistent, incompatible, or in conflict with the emplovee’'s duties with the CSL

The spouse or child of the oflicer or emplovee living in the same househcld also
shall no: have any such interest or emplovment without the writiler. consent ol the

Director.

The above standards shall not prohibit the acceptance by an emplovee of items of
norinal value, such as food or beverages, while attending & professional seminar or
conference as part of assipned official duties where such items are furnishec eas
part of the seminar or conference to all in attendance anc the even:t is open to the
public to attenc.

Other Considerations

Llthough it is not the intent of the CS5L to unnecessarily limit nor restrict other
ermployment by ermployees that does not interfere with or confilict with their
official duties and responsibilities, each emplovee shall advise the Director in
writing of all other employmen:t for compensation in which the employee is engagec,

including self-employment, Such informstion concerning this employment as
requested by the Director, or the Director’'s designee, shall promp:tly be surrlied
by the erployee. Tne purpose of obtaining this informstien is so thae: <the

Director, or the designee of the Director, may evaluate the employment to deterrine
whether there is or may be & confilict with cfficial duties and responsibtilities end
the steps that are reguired to eliminate the conflict.

Each employee shell advise the Director in writing of the employee's membership in
or volunteer work for any civic or fratermel organization vhich is applying for or
is a CS_L Game Retailer, promp:ly supplying such information concerning tris
activity as reguested by the Director or the designee of the Director, fc- <the
purpose of ewvaluating the membership or work to determine whether there is cor meay
be a conflict with official duties and responsibilities and the steps that are
reguired to eliminate the conflict.

Erployees ave advised that the CSL Act of 19B4 provides that:

"t (loztery) ticket cr shzre shell not be purchased by, and a prize shzll nc: be

pzidé to & member of the Comrission or to any officer or employee oi the Commission
or to any spouse, child, brother, sister, or parent of such person.” (Government
Code, Section BEBD.22(h).)

Tnis provision cf the Act does not apply to "in-law" or "step"” relationships (e.g..

stepparent, stepchild, mother-in-law, etc.). 7Rt does apply to formzl adoptive
relationships. -

Ir.is pronibition applies regardless of where the spouse or reletive resides.

This statement &né the specific activities set forth herein shall not be construed
as the sole provisions of law or administrative rules that must be observed by the
emplovees ©f the CSL. Tne Director or the Commission may specify additionazl
prohibited activities generally or for designated individuals by an order directed
to the individuzl or persons to whom it applies.




FEPPINDIX C

NONDISCRIMINATION CLAUSE
(ocp - 2)

During the performance of this controct, the recipient,
contractor and its subcontractors shall not deny the
contract’s benefits to any person on the basis of rellgion,
color, ethnic group identification, sex, age, physical or
mental disability, nor shall they discriminate unlawfully
ogainst any employee or applicant for employment because
of race, religion, color, national origin, ancestry,
physical handlcap, mental disability, medical condition,
marital stotus, age or sex, Contractor shall insure that
the evaluation and treatment of employees and applicants
for employment are free of such discrimination,

Contractor shall comply with the provisions of the Fair
Emgloyment and Housing Act (Government Code, Section

125300 et seq.), the regulations promulgated thereunder
(California Administrative Code, Title 2, Section 7285.,0

et seq.), the provisions of Article 9.5, Chaopter 1, Part 1,
Division 3, Title 2 of the Government Code (Government
Code, Sections 11135-11139.5) and the regulations or stand-
0rg§ ?dopted by the awarding State agency to implement such
article.

Recipient, contractor and i{ts subcontractors shall give

~ written notice of their obligations under this clause to

labor organizations with which they have a collective
bargaining or other agreement, |
The contractor shall include the nondiscrimination ond

compliance provisions of this clause in all subcontraocts
to perform work under the contract,

. 178 (NEW 5-83)



STD.

STATEMINT OF COsL | ANCE

(hereinsfter referred te as

(Company Name)
*'prospective contractor’) hereby cer;ifies. ucless specificelly
exerpted, cormplimnce with Government Code Sectiorn 12990 and
Califorzia Adzinistrative Code, Title II, Divisiqn 4, Chapter 5
in parters relating to the development, irplementatiop and waip-
tenance of a poodiscricination ﬁrogra:. Prospective cociraztor

agrees pot te unlaviully discririnate ageinst any exployee or

[ ]

pplicents for employment because of race, religion, ecolor,

+iczel origin, ancestry, physicel hendicep, wedical cenidition,

b

1 status, sex or age (over forty).

P
8!
pa
e
m

"hereby swezr thet I &=

L

(Nexoe ¢f Offdcirel)
duly suzhorized to legpally bind the prospective coniractor to
the above deszribed certificardon. I am fully awvare that this

cerzification executed on ir the cow=cy
(Date)

of - 1gs made under the penalty of perjury
(Cozty)

under the lavs of the Siate of Celifornia.

Signeture

Title

19 (NEW 3-33)



APPENDIX B

CORRESPONDENCE REGARDING THE BUSINESS
INVOLVEMENT OF A LOTTERY CONTRACTOR
IN SOUTH AFRICA

This appendix includes correspondence among the several parties involved
in the review of a Lottery contractor's statements regarding business
involvement in South Africa.

These documents include the following:

1.

September 11, 1986 1letter from Bally to the California State
Lottery.

September 17, 1986 letter from Assembly Government Organization
Committee to Bally.

October 1, 1986 1letter from Bally to the Assembly Government
Organization Committee.

October 10, 1986 letter from Bally to the Assembly Government
Organization Committee.

October 14, 1986 1letter from Scientific Games, Inc. to the
California State Lottery.

October 29, 1986 letter from the Assembly Committee on Government
Organization to the Commission on California State Government
Organization and Economy.

November 8, 1986 1letter from Scientific Games, Inc. to the
Chairman, Assembly Committee on Government Organization.

November 25, 1986 letter from the Assembly Committee on Government
Organization to Scientific Games, Inc.
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11, 1986

Mx. Mark Michalko
California State Lotte:y
Sacramernts, California
Dear Mr. Michalko:

1« has ccoe to the attention of the Company that an issue
has arisen regarding the concuct of business by the
Ccopany in South Africa. It is my information thaz this
issue has been raised in an atiempPt to protest the recent
California Instant Lottezy Contract award tc the
Company's scitsidiary, Scientific Games, Inc.

Bs Secretary and

Generzl Counsel of the Company, 1
represant to you

that neither the Cecmpany, Scientific
Cares, Inc., ncr any other subsidiary, division cr
affiliats of the Ccmpany hes ary invesiments, assets,
offices or emplovees in Scuth Africa, Furtherxr, the
Company, including its subsidiaries, affiliates and
divisions, is not engaged inh business in that country,
we further understand that allegations have bean made
that products cf the Company have been obsezved in
operaticn in Scuth africa. For your informa:ion, the
Company has no sales force and directs no sales effor:ts
in that country. Anyv sales of Company products {n South
africa would have been made through indepencent
distrzibutors c¢f the Cozpany's procducis, As ycu can
aporeciate, once products are gold to an independent
distributcr, the Corpany has no further contzo. over the
ultimate destination of such products.

1f you would like to discuss this matter or regquire
further information, please contact the undersigned.

Very truly yocurs,

BALLY MANUFACTURING CORPORATICN
Nell E. Jenkins

Secretary and Gerneral Counsel
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September 17, 18E€

Mr. Neil E. Jerkins

Secretary and Gereral
Coursel

Bally Menufacturing
Corporation

8700 W. Bryn Mewr

Chicego, I1lincis 60631

Deer pF. Jenkins:nz;&

As you are eawere, the Califernia State Legislature is very
concerned about the deteriorating situation in Scuth Africs andg
the violations of humen rights conducted by the minority
government of that nation.

With the leadership of our Covernor, George Deukmelian and
Ascembly Member Maxine waters, California has enacted the
touchest divestment law in the nation to pressure that governmert
towards necessary charnge.

In writing and at a recent hearing before the Assembly and Sernczte
Governmental Organizaticn Committees, Scientific Games has
assured us that neither it nor its perent compary, Bally Mznufac-
turing does any business in South Africa.

Allegatiocns have been made, however, that Bally dces, in fact,
engage in business activities with South African firms end

companies.
I would like you to clarify the record.

] must stress that the Assembly Gcvernmental Organization
Cormittee is interested in the "spirit" not just the letter of
the law. For example, if the business activity occurs in any of
the so called “homelands”™ established by the South African



Mr. Jenkins
September 17, 1986
Page 2

minority government we consider it to have occurred in South
Africa. If South Africans came to the United States for
trairinc, we consider that doing business with South Africa.

1 am sure you will want to answer the followingo questions as scon
2s possible. I would appreciate a response by October 1, 198€,
so that the lLegislature, the Little Hoover Commission, and the
California Lottery Commission can have adeauate time to review
your response,

The questicns:

1) Hes Bally sold gaming devices directly tc purchasers located
in South Africa or the South African homelands? If so, when
did such sales occur?

2) Hazs Eally sold gaming devices or other prcducts which it knew
or had reason to know were destined for South Africa?

3) Is BRally aware of the locations of its gaming devires in
Seuth Africa?

4) Do Rally slot machires, as manufactured at the factory,
accept South African coins or do they have to be converted to
do so? If conversion dces occur, when and where does this
happen?

5) Do Bally products shipped to South Africa require certifi-
cates of origin? If so, who provides these certificates and
to whom are they delivered?

€) Has Bally ever provicded or does Bally provide maintenance
services for its gaming devices located in Souvth Africa? if
so, how and when are such services provided?

7) Has Bally provided or does Bally provide training services
for persons or entities which provide maintenance services
for Bally gaming devices in South Africa? If so, when and
how have such services been provided? If not, how are
maintenance services provided?

£) Has Bally provided or cdces Bally provide security services or
training for security services with respect to gamino devices
in South Africa? If so, how and where are these services

provided?



Mr.

Jenkins

September 17, 1986
Page 3

9)

10)

11)

12)

13)

14)

15)

16)

17)

18)

19)

J¢ David Mercer International, of Reno, Nevada ("DMI"),
presently Bally's exclusive worldwice distributor of Bally's
products, including gaming devices such as slot machines? 1If
not, who are Bally's other distributors of its preoducts?

To Bally's knowledce, has DMI sold, arranged for sale or
arranged shipment of Bally gaming devices to customers in
South Africa?

Has Bally shipped products or arranged for shipment of
products sold to or through DM] directly to Socuth African
destinations? If not, was Bally aware prior to shipment that
any such products were destined for South Africa?

Did Bally ever discuss the marketing, sale or distribution of
Bally products in South Africa with DMI or any other
distributor?

Does DM generally purchase Rally products for its cwn
account and teke title to the products prior to resale? Has
DM] arrarged or coordinated sales of Bally products without
takino title to the prcducts?

On what basis has BRally delivered or does Bally deliver its
products which are sold to DMI? How are shipments to the
ultimate purchaser of the products made? To whom are
invoices sent upon shipment of such products?

Coes DMI sell directly to the ultimete purchaser of the
precucts scld by Bally? 1f not, by what means are Bally
products distributed and sold to the end user?

Has Bally shipped or does Bally ship or arrange for shipment
of products directly to DMI's purchasers?

s DMI a public compary? Who are the shareholders or part-
ners owning an interest in DMI of five percent or creater?
Where is DMI incorporated or qualified to do business?

Has Rally maintained or does Bally maintain any ownership
interest in DM! (including any subsidiary or affiliate of
DM]1)? Has DMI maintained or does DM] maintain ary cwnership
interest in Bally (including any subsidiary or affiliate of

Bally)?

Do any employees, officers, directors or shareholders of
Bally serve as employees, officers or directors of pMI?  If




Mr. Jenkins
Septerber 17, 1986
Page 4

so, what are the names and titles of such persons? Do any
shareholders of Bally own shares or partnership interests of
pMI1? 1f so, what are the names and interest owned by such
persons in each company?

Thank you for your attention to this matter.

Sincerely,

C-

GARY A. COMIT, Chairman
GAC:mlh

cc Assembly Governmental Organization

Committee Members

Senate Governmental Organization
Cemmittee Members

Californie Lottery Commission

Little Hoover Commissicn

Scientific Games

Mr. Nick Konovaloff
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DOCUMENT 3

F.ez

October 1, 1986

Mr. Gary A. Condit

Chairman

Assembly Committee on Governmental
Organization

California Legislature

State Capitol

Sacrarento, California 953514

Dear ¥r., Condit:

1 have just returned to my office from an exiended

business trip out of the country and acknowiedge receipt

of your letter dated September 17, 1986. I wiil respong

to your letter at the earliest possible date.

Very truly yours,

BALLY MANUFACTURING CORPORATION

WAleFE

Neil E. Jenkins
Becretary and General Counsel

NEJ/mts

BY TELECOPY




4 -

vy wartartng DOCUMENT 4 . )
Corpotar.in
Law Department UCT |A |385

8700 W Bryn Maw:

Crecag: himoe 506D

312 39%°30D October 10, 1986

% Mr. Gary A. Condit

Chairman
VE Senki Assembly Committee on Governmental
Nell B Jonkins , Organization
Secretary anc Genere’ Counse! . X .
Csry A Gsan California Legislature
Assziaalr Senera’ State Capitol

Co.nse a-C Asesta~! Sezrelzty . : :
Miches! B. McMurTry Sacramento, California 95814

Assiliate Gerere:

Cou.mse =g Pzz-r Jourse Dear Mr. Condit:

Carol R Stone

éif:@gyf‘ As 1 advised you in my letter dated October 1, 1986, 1
Linds B Motz was out o0f the <country during the latter part of
Ass s'zrt Henerd’ September and, therefore, unasble to respond to vour
Courmes letter dazted September 17, 1986. I have now gathered

all of the information responsive to the reguests
contained in your letter and have attached that infor-
mation, in question and answer form, on Exhibit 1
attached hereto.

However, prior to addressing the =specifics of your
guestions, 1 should like to comment on the substeance of
your letter as well as certain information which I
believe to be relevant to the issue at hand.

As I previously made clear to the California Lottery
Commission in my letter dated September 11, 1986, the
Company is not engaged 1in business 1in South africa.
The Company's last transaction with a South African
firm was the sale of 30 slot machines by a foreign
subsidiary which occurred in June, 1984. You have
suggested that allegations have been made to the con-
trary. I would appreciate your advising me at your
convenience as to the exact nature of those allegations
as well as the source of the allegations. Based upon
news articles published in wvarious California papers
during the period September 11 through September 13,
1986, copies of which are attached for your reference
as Exhibit 2, it appears that such allegations have
been made by representatives of Lottery Procducticn
Services ("LPS"), a competitor of the Company's sub-
sidiary, Scientific Games. As you may be aware, LPS 1is
an affiliate of Dittler Brothers, Inc., a company which
has been engaged in acrimonious litigation with
Scientific Games for over a year. As a result of a
finding in that litigation that Dittler Brothers
engaged in fraud in its dealings with Scientific Games,



Mr. Gary A. Condit
October 10, 1986
Page TwoO

Dittler has been prohibited from doing business with
the California Lottery. In addition, Scientific Games
was awarded compensatory and punitive damages in the
amount of §5.6 million as a result of the commission of
fraud. LPS was formed by Dittler's parent corporation,
Southam, Inc., in an effort to stay 1in the lottery
business after the State of California decided nct to
do business with Dittler because of the finding of
fraud. It is my understanding that LPS' offices are
located in Dittler's printing plant in Oakwood,
Georgia. LPS could realize a direct economic gain if
the California Lottery were to rescind its contract
award to Scientific Games. In fact, one of Dittler's
lead trial attorneys in the litigation with Scientific
Games, Mr. Eugene Partain, has been cited as one of the

sources of this "information" with respect to Bally.
One could certainly guestion the motives of LPS and its
representatives in making such allegations. I think

you will agree that the news articles are misleading at
best and that the allegations are completely unfounded.

in your letter you have made reference to the recently
enacted California divestment law. You have also
suggested that your Committee 1s interested 1in the
spirit as well as the letter of the law and have pro-
vided examples of your interpretation of that new
statute. I have now had the opportunity to review the
recently adopted 1legislation introduced by Assembly
Member Maxine Waters as Assembly Bill No. 134 and
signed into law by Governor Deukmejian as "Chapter 5
(Commencing with Section 16640) to Part 2 of Division 4
of Title 2 of the Government Code, Relating to Invest-
ments." In adopting the divestment law, the
Legislature has prohibited the investment of state
trust moneys in business firms that have business
operations in South Africa or business arrangements
with the government of South Africa. Business opera-
tions are defined in the new law as "the maintenance of
equipment, facilities, personnel or any other apparatus
of business or commerce, including the ownership or
possession of real or personal property located in
South Africa". Business arrangements are defined as
"projects, vendors, undertakings, contractual rela-
tions, or other efforts requiring on-going or periodic
performance by either or both parties™. Based on the
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Mr. Gary A. Condit
October 10, 1986
Page Three

aforesaid definitions and consistent with my previous
representations, Bally has no business operations in
South Africa or business arrangements with the
government of South Africa. Bally would, therefore,
gqualify as a suitable investment for the state trust
moneys referenced in the new law. Clearly, Bally is in
conformance with the "spirit" of the divestment law.

It is obvious that your Committee has been supplied
with false information by a disgruntled competitor in
an effort to tarnish the good name and reputation of
the Company and 1its subsidiary, Scientific Games, and
to jeopardize the business relaticnship between the
State of California and Scientific Games. We respect-
fully request that the Committee confirm in writing
that neither Bally nor Scientific Games has acted 1in
violation of the spirit as well &s the letter of the
California divestment law as to Scuth Africa and that
the public record be made clear that the Committee hes
been mislead by what could most charitably be described
as an over zealous competitor.

We trust that after reviewing the attached information
the Committee will be in a position to dispose of this
matter expeditiously. 1If, however, you should reguire
further information or <clarification of the enclcsed,
please do not hesitate to contact the undersigned.

Very truly yours,
BALLY MANUFACTURING CORPORATION

L5

Neil E. Jenkins
Secretary and General Counsel

NEJ/mts
Enclosures

BY FEDERAL EXPRESS

cc: Mr. Mark Michalko, California Lottery Commission
(w/ enclosures)



1)

4)

5)

Exhibit 1

Has Bally sold gaming devices directly to purchasers located in
Scuth Africe or the South African homelands?

Yes.
1f so, when did such sale occur?

On September 14, 1982, the Bally Gaming Division sold 18
machines directly to a casino in South Africa. In addition,
from 1977 to 1984, the Company sold and shipped machines to its
Belgian subsidiary, Bally Continental, which in turn sold such
machines to customers in South Africa. During that eight year
period, the total number of machines sold was 694. Bally
Continental ceased business operations in 1985.

Has Bally sold gaming devices or other products which it knew
or had reason to know were destined for South Africa?

From 1983 to 1986, the Company sold machines to an independent

distributor, David Mercer International, which to the Cecmpany's
knowledge were destined for South Africa. The total number of

such machines was approximately 540.

1s Bally aware of the locations of its gaming devices in South
Africa?

The Company has reason to believe its machines were sold to
various casinos in South Africa.

Do Bally slot machines, as manufactured at the factory, accept
South African coins or do they have to be converted to do so?

Yes, the slot machines accept various currency including South
African coins out of the factory.

If conversion does occur, when and where does this happen?
N/A.

Do Bally products shipped to South Africa reguire certificates
of origin?

To the best knowledge of the Company, they do not.

1f so, who provides these certificates and to whom are they
delivered?

N/A.



6)

7)

9)

Has Bally ever provided or does Bally provide maintenance
services for its gaming devices located in South Africe?

No.

1f so, how and when are such services provided?
N/A.

Has Bally provided or does Bally provide training services for
persons or entities which provide maintenance services for
Bally gaming devices in South Africa?

In 1985, the Company provided one of its independent
distributors with an instructor for a training class for slot
machine mechanics which was held in West Germany. The Company
now has reason to believe that one attendee at the seminar,
which was sponsored by the Company's. independent distributor,
was an employee of a casino in South Africa. The Company was
reimbursed for the expenses of providing this service to i:s
distributor by such distributor.

1f so, when and how have such services been provided?

See above response.

1f not, how are maintenance services provided.

See above response.

Has Bally provided or does Bally provide security services or
training for security services with respect to gaming devices
in South Africa?

No.

1f so, how and where are these services provided?

N/A.

is David Mercer International, of Reno, Nevada ("DMI"),
presently Bally's exclusive worldwide distributor of Bally's
products, including gaming devices such as slot machines?

No.

I1f not, who are Bally's other distributors of its products?
See attached list of distributors of Bally gaming machines.
(Note: Bally's amusement game products are distributed by

approximately 50 independent distributors within the United
States and 12 independent distributors outside of the United

States.)

-2



10)

11)

12)

13)

14)

15)

To Bally's knowledge, has DMI sold, arranged for sale or
arranged shipment of Bally gaming devices to customers in South
Africa?

Yes.

Has Bally shipped products or arranged for shipment of products
sold to or through DMI directly to South African destinations?

Yes.

If not, was Bally aware prior to shipment that any such
products were destined for South Africa.

N/A.
Did Bally ever discuss the marketing, sale or distribution of
Bally products in South Africa with DMI or any other

distributor?

The distribution agreement between Bally and DMI references
sales to South Africa among other territories throughcut the
world.

Does DMI generally purchase Bally products for its ocwn account
and take title to the products prior to resale?

Yes.

Has DMI arranged or coordinated sales of Bally products without
taking title to the products?

Not to the best of the Company's knowledge.

On what basis has Bally delivered or does Bally deliver its
products which are sold to DMI?

See answer to 13 above.

How are shipments to the ultimate purchaser of the products
made?

In the ordinary course of business, shipments are made directly
to the ultimate purchaser by Bally FOB the Bally plant in
Bensenville, Illinois via common carrier.

To whom are invoices sent upon shipment of such products?

Invoices are sent directly to DMI.

Does DMI sell directly to the ultimate purchaser of the
products sold by Bally?

Yes.



16)

17)

18)

19)

1f not, by what means are Bally products distributed and solad
to the end user?

N/A.

Has Bally shipped or does Bally ship or arrange for shipment of
products directly to DMI's purchasers?

See answer to 14 above.
1s DMI a public company?
To the Company's best knowledge, DMI is not a public company.

who are the shareholders or partners owning an interest in DMI
of five percent or greater?

To the Company's best knowledge, the shareholders are David
Mercer, Robert Weiss and Roger Rearick.

Where is DMI incorporated or quealified to do business?
To the Company's best knowledge, DMI is incorporated in Nevadsz.

Has Bally maintained or does Bally maintain any ownership
interest in DMI (including any subsidiary or affiliate of DMI)?

No.

Has DMI maintained or does DMI maintain any ownership interest
in Bally (including any subsidiary or affiliate of Bally)?

None known.

Do any employees, officers, directors or shareholders of Bally
serve as employees, officers or directors of DMI?

No employees, officers or directors of Bally serve as
employees, officers or directors of DMI. Bally is a publicly
held corporation with approximately 60,000 shareholders and,
therefore, cannot say with certainty whether any officers,
directors or employees of DMI are shareholders of Bzlly.
Robert Weiss of Sparks, Nevada is listed in the Company's most
recent shareholder list as the holder of 5 shares of common
stock. There are approximately 30,000,000 shares outstanding.

If so, what are the names and titles of such persons?

N/A.




Do any shareholders of Bally own shares or partn i
interests of DMI? partnership

See above response.

1f so, what are the names and interest owned b
such -
each company? Y persons in

See above response.




INDEPENDENT DISTRIBUTORS
OF BALLY GAMING MACHINES

Mr. Sim Teck Teok
A. B. Sim Amusement Services

Mr. Victor Haim
R. H. Belam Company, Inc.

Mr. Ooi Aik Bin
Bally Malaysia Sendirian Berhad

Mr. Eric Rahn
Atlantic Maritime

Mr. Frankie Tan
Alan Frankie Electronics Specialist

My. David Mercer
David Mercer International Inc.

Mr. Genrges Santa Maria
Bally France

Mr. Yeoh Chew Lim
Union Trading Company



Exhibit 2
Exhibit £

CA-D75 sarpa

ﬂ ! ~ .
(K)231.8 ENTO BEE

02 (S)z88. 947

SEPTEMRER 44 158¢

CLIPPED BY Bacon-g

L'ottery firm linked to S. Africa

it would ban fuiure and renewed investments not con-
Amociated Press v tracts with firms doing business there.

The corpcration that cwns the company printing Cali- However, the sccuracy of Bally's report to & leg:sla-
forniia Lottery tickets does business in South Africa. con-  tive committee could affect the relations of jts subsidiary
trary to what it toid state officials, a competitor said  with California.

Wednesday. Tae iotiery-authorizing ballot initiative of 1984 re-
. Represeniatives of Lottery Production Services, an qQuires ethical bebavior by lottery contractors. The
unsuccessful bidder on California contracts. said in an clause was used to drop a subcontractor, Dittler
interview they have rece;ved a report from sources they Brotbers, whick allegedly overcharged for materials.

could no! disciose in South Africa detalling the pumber Lottery Production Services was formed as a sister
of Bally Manufacturicg Corp. slot machines that bave Company to Dittier to bid on California Lottery coa-

— : tracts. LPS currently ts protesting against a ticket-print-
been 50IC either durectly or indirectly for use there.

: ing contract awarded to Scientific Games, which is up

And Assemblhywoman Maxine Waters, 8 Los Angeles > '

PO . S aiuad s for final approval by the Lottery Commission or Friday.
Democral sai¢ in 80 interview that she has received un- LPsS E Paraln to! ‘
firmed information from two sources ihat Ba'ly deals artorney Eugene Parialn toic jotlery commissica-
con’ Uy with South Afmcar busineases : ers last week (hal evidence had surfaced thal “there bad
@recuy with SoJtb Africar busi ; . been purchases of Bally slot machines by the Holiday
> Bally, which owns the state’s Joftery ticket supplier, . a
Scientific Gam old officials receatly that peither it Inns in Transki.” South Africa.
-—-g:———.-,-———ﬁ—-‘l - : “There are apparestly 2,300 slot machines Ia South Af-

gor Scientific Games does any business in that country. :
Scientific Games spokesman Leon TutUe said Wednes- rica. and it is believed that 80 percent of them are Bally

dzy tbat Baliy has no direct sales in South Africa, but
seils to independent distributors who may have done

devices.” Partain said.
Assemblywoman Waters mid that “information did
come to me from two different sources that they do. in

business there fact. have an involvemen! manufacturing gaming ma-
- He said Scientific Games has absolutely no connec-  chines for placement In South Africa. Some of these ma-
tons or involvement with South Africa. chines are manufactured somewbere in Tahoe.

- Legistation pending before Gov. Deukmejian orders  =I's my understanding that they do sell directly to
lbe d‘vsumn O{ AD mlm“ed ’11 b"“on ‘n state lDVeSl- Sou(h Afnm I have mfomU°n op aumbers and where
ments from firms doing business with South Africa. The they were sold bu! ... I have pot had time tc dea! with
degisiation would not affect the Jottery in this case since  {1." she said. /
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Firm wins
$48 million
lottery deal

Panel discounts
South Africa ties

SACRAMENTO (AP) — The state
Lottery Commission yesterday tac-
ftly dismnissed reports that the
owner of the firm printing lottery
tickets does business in racist South
Africa by approving a ticket-print.
ing contract worth as much as $48
milliop for the company.

With little debate, jottery com- -

missiopers swarded the contract to
the Georgia-based firm of Scientific
Games Inc.
Scientific Games owned by
y Manpufacturing Corp., engh
peered the baliot inrtdative autbor:
iring the lottery in' 1984 and landed
the initial ticket-printing coptract
Lottery Production Services, one
of the unsuccessful bidders on
California Lotiery contracts said
this week §t had recetved a repory
from sources it could pot reveal in
South Africa, detailing the number
of Bally slot machines that have
been poid either directly or indi
rectly for use there
LPS President William Ardell
told commissioners yesterday that a
South African attorney, hired by
his company, reported that the slot
machines bad been altered to ac-
cept that country’s coins by secur-
personne! Bally trained in the
nited Statex
State Amerbh-woman Maxine
Waters, 8 Los Angeles Democrat,
mid this week she would ook fnto
upconfirmed information she bas
received from two sources that
Bally deabs directly with South
African busineases. L

;
£
:
i

g
:
4

~ Altbough “commissioners
skipped debating the South African
matter, Lottery Director Mark
Mickalko mid after the session that |

* e did bot bave any copcerns sbout
the fsvue in light of Bally's letter.
~Obviously, #t would be of con-
cern if we found out they were

bving.” Michalke said
/o
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Bally does work

in South Africa,
competitor says

ASOC B0 Pias s

- SACRAMENTO — The corpo-
rebon t{hat owns the company
printing California Lotieny tickets
docs business in South Afnca.
conirary 18 what it 10id staic offi-
cials. a competitor said Wednes-
day.

Reprosentatives of Lotiery Pro-

duction Scrvices. an unsuccessful
bidder on Cahiformia contracts.
said 1n an anterview that they
have recrined a report from
sources.  whom they would not
disclose, 1in South Afnca detailing
the rumbyer of Bally Manufactur-
wng Comp_stot machines tRal Mave
buecn sold cither directly or inds-
rectly for use therc.
- Assemblywoman Maxine Wa-
iers. a Los Angeies Democrat,
said 1n an intenview that she has
reccived unconfirmed informa-
non from two sources that Bally
deals directly with South Afrmcan
busincsses

Bally, which owns California’s

lotien nicker supplier. Sacentific
Osmes. 101d state officials recent-
Iv that neither it nor Scientific
Gamcs does any business in
South Africa.
“~Serentific Games spokesman
deon Tutile sa1d 1n an interview
Rednesday ghat his company has
Bx3utehy no connections or m-
Yovement with South Afnca. He
Jee said Bally has no direct sales
wmBouth Afnica, but sells to inde-
Engem ribulors who may
K&Vt done business there.

~-2>As a result. some (Bally slot
mechines) may be there (in South
&frca) | don't really know,” Tut-
Bw=d -
%ulh _Afnca’s racist policies
Weve s1PEd international contro-
wassy and, g California, there is
BSdanoc .pending before Gov.
orge Deukmejian to get an esti-
od $11} billion in siate invest-
mesls out of firms doing business
8§ Sowth Africa
¢ kepalation would not affect
fhedotiery in this case since it
wonld ben future and renewed in-
Béflments. _not contracts with
Broms dosgaebusiness in South Af-
'

mowcvcr‘ the accuracy of Bal-
s report 1o a legisiation commit-
{ee on 1its volvement in South
Afnica could affect the futyre rela-
nons of 1ts subsidiary wath Cah-
forma.

The louery-authonzing ballot
imtiative of (984 requircs ethical
behavior by lotiery contraciors.
The clausc was used 1o drop a
subcontracior, Dnttler Brothers,
which purponedly ovcrcharged
for maicrials.

Loticry Production Services
was formad as a sister company 10
Duttier 10 bid on California Lot-
tcrny contracts. but has been un-
successful so far. Lotiery Produc-
tion Scrvices is currently
protcsting against a icket-printing
vontract award to Scaentific
Games. which is up for final ap-
proral by the Lotiery Commis-
sion on Friday.

Lotiery Production Semvices at-
tormey Eugene Panain 1oid lottery
comrmussioners last week that evi-
dence had surfaced that ““there

“had been purchases of Bally slot

machines by the Holiday Inns in
Transke1.” South Africa. “The
first lot in 1968 ... A second ot
in February of this year. and the
third o4 1s presently on order.

“Therc are apparently 2.300
siot machines in South Afnca,
and it is believed that 80 percent
of them are Bally devices.”

Lottery Production Services
President William Ardall said
Wednesday that he had received a
report from South Africa, the on-
gin of which he would not dis-
close in order to protect the
source, that details the numbers
and locations of hundreds of Bally
slot machines in the country.

Among the greatest concenira-
tions of machines hisied in the re-
port. which The Associated Press
oblained, 1s 100 or more at the
Sun City Casino in Bo-
phuthaiswana.

Assemblywoman Waters said
that “information did come 10 me
from two different sources that
(Bally does), in fact, have an in-
volvement manufacturing gaming
machines for placermnent in South
Afnica. Some of these machines
are manufactured somewhere in
Tahoe. -

“It's my understanding that
they do sell directly to South Afni-
ca. | have information on num-
bers and where they were sold but
-.. I have not had iime 10 deal

with 11." s



DOCUMENT 2
SCIENTIFIC GAMES., INC

135 TECHNOLOGY PARKWAY

NORCROSS, GEORGIA 30092-2999. US A

TELEX 543646 SC! GAMES

October 14, 1986 TELEPHONE: (4041 446-0666
CABLE: GAMES

Mr. Gary A. Condit

Chairman

Assembly Cormittee on Govermental Organization
California Legislature .

State Capitol

Sacramento, CA 95814

Dear Mr. Condit:

As you are aware, Scientific Games, Inc., a subsidiary of Bally Manufacturing
Corporation, was recently awarded a 15 month contract by the California Lottery
for instant game tickets. The award to Scientific Games was contested by
Lottery Production Services, Inc. (known as "LPS"), the sister corporation of
Dittler Brothers, Inc., the former printer of Scientific Games' tickets for
California. Dittler/LPS protested the contract award to Scientific Games and
falsely alleged in connection with the protest that Bally does business in South
Africa. Bally responded to this allegation with its letter of September 11,
1986 from Neil E. Jenkins, Secretary and General Counsel of Bally, to Mark
Michalko, Director of the Lottery, stating for the record that Bally is not
engaged in business in South Africa:

. "As Secretary and General Counsel of the Campany, I represent
to you that neither the Company, Scientific Games, Inc., rmor
any other subsidiary, division or affiliate of the Company has
any investments, assets, offices or employees in South Africa.
Further, the Company, including its subsidiaries, affiliates
and divisions, is not engaged in business in that oountry.”

You then sent your letter of September 17, 1986 to Mr. Jenkins with 19 specific
qguestions to further clarify the 1ssue. Your letter was answered by Mr.
Jenkins' letter of October 10, 1986. Again, Bally confirmed that it is not
doing business in South Africa. On behalf of Scientific Games, I would like to
speak in some detail to the circumstances surrounding the foregoing exchange of
letters and the issues raised by them.

THE FULL-SERVICE LOTTERY COMPANY

ASSOCIATE MEMBER. INTERNATIONAL ASSOCIATION OF STATE LOTTERIES
ASSOCIATE MEMBER. NORTH AMERICAN ASSOCIATION OF STATE AND PROVINCIAL LOTTERIES

A SUBSIDIARY OF Q.q MANUFACTURING CORPORATION



SCIENTIFIC GAMES Mr. Gary A. Condit
October 14, 1986

Page 2

We presume that your inquiries relate to recently enacted provisions of
California law governing State investments. The relevant California statute
(Assembly Bill No. 134) pertains to the divestment by State trust funds of
investments in firms that have business operations in South Africa or business
arrangements with the govermment of South Africa. However, it is clear that a
ticket procurement by the California Lottery is far removed from investment or
divestment decisions relating to California trust funds. Moreover, we are
unaware of any camparable inguiry by your Committee on Govermmental Organization
directed to any other lottery vendor. Several questions then arise. Why were
Scientific Games and its parent singled out? Why was the Lottery singled out
among State agencies? Why was the most recent procurement singled out? We
believe the answer 1is simply that Dittler/LPS, a disgruntled competitor of
Scientific Games with which we are engaged in an acrimonious lawsuit, has
provided your office with false information in an effort to gain a short-term
campetitive advantage over Scientific Games in the recent lottery procurement.
We regret that you and your staff have been brought into a controversy between a
lottery vendor and its former printer. We regret that the dismantling of
apartheid in South Africa, which is a matter of genuine moral concern to
Scientific Games and its employees, has became the focus of a lottery
procurement in California. We are dismayed that our competitor and its parent
would use the moral issue of apartheid in an effort to obtain economic advantage
over Scientific Games. I think that you will find, upon full examination of the
record, that Bally and Scientific Games have an exemplary policy concerning
South Africa, as compared to Southam, Inc. (the Canadian-based parent of
Dittler/LPS), and as also compared to other companies with which the State of
California does business.

It is meaningful that Dittler and LIPS are subsidiaries of a company which does
business in South Africa. The parent of Dittler is Southam, Inc., a Canadian
corporation, which has extensive publishing interests throughout the world.
Southam publications are sold in South Africa in the normal course of Southam's
business. It is not surprising to us that this fact was not disclosed to you by
Dittler/LPS, its attorneys or lobbyists, because Dittler's lack of corporate
integrity was confirmed by a recent finding of fraud against Dittler. As you
may be aware, Scientific Games was awarded over $5,600,000 in compensatory and
punitive damages for fraud cammitted against it by Dittler. As a direct result
of that finding, Dittler was barred fram doing business with the Lottery.
Southam, however, in an effort to evade and avoid this debarment, simply
incorporated another printing company, LPS, which submitted a competing bid for
the most recent lottery procurement. Based on this course of conduct, it is not
surprising that Southam does business in South Africa or that Dittler/LPS failed
to inform you of that fact. It is also not surprising that they raised an
easily refutable false charge against Bally in an effort to gain a short-term
competitive advantage in the recent lottery procurement.
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In fairness to Dittler, LPS and Southam, it should be stated that many companies
which do business with the State of California also & business in South Africa
on a regular basis. Some of the more abwious examples are IBM and Ford Motor
Company. Others include Moore Corporation Limited, the parent of Response
Graphics, a bidder in the recent lottery procurement, and Beatrice, the parent
of webcraft Games, Inc., another bidder in the recent procurement. Moore, for
instance, has South African employees, facilities, investments and revenues.
Beatrice has similar offices, investments, facilities and revenuves. I think you
will find of interest a recent article from Barmn s, dated April 28, 1986 (copy
enclosed), which lists Standard & Poor 500 companies with employees in South
Africa. Included in this list are many companies which do business with
California. Is your Committee planning to make similar inquiry of Southam,
Moore, Beatrice and these other companies as you have done with Rally? In the
same article is anothex list of Standard & Poor 500 companies without employees
in South Africa. Please note that Bally is on this list.

We regret that you have been drawn into this extended controversy concerning
South Africa by our campetitor, Dittler/LPS. Matters of moral importance and
genuine national concern should not be used as weapons in a bidding contest
brought by a disgruntled losing bidder. We believe that an apology is owed to
you by Dittler/LPS, and we also believe that apology could be initiated by a
disclosure request fram you to Dittler/LPS and Southam similar to the earlier
one directed to Bally.

we hope that this letter, together with the earlier letter of Mr. Jenkins, has
set the record straight and that the real reason for this matter having come to
your attention is now clear.

Very truly vyours,

f%7//7//

C. Gray Bethea, Jr.
Vice President ard
General Counsel
CGB/1w
Enclosure
cc: Assembly Goverrmental Organization
Committee Members
Senate Govermmental Organization
Committee Members
California Lottery Commissioners
M. Mark Michalko, Esq.
Nancy Sweet, Esqg.
Dr. John R. Koza
Neil E. Jenkins, Esq.
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S THE fuss and furor over
“shannes” on college cam-

puses ttlustrates, the controversy
cver U'S invesiment in South
Affica won't go away The stu-
dents insist that therr schools
eadowments seil the shares of
wompdnies that do business in
South Africa By sc doung they
and vther proponents of divesi-
ment contend. a blow will be
strudk against aparthed

Thoese who tahe the opposite
stand b cite ethival grounds
1o sunpont ther postion. claim-
irg that drvesiment woudd hun
Sk South Africans In addi-
tion  they point out that the
whool: and other nstitutions
are Hiducianes The eliminanion
o shares of companies with a
South african connecton. they
clarm would enfards diminsh
the manes asalable for scholar-
ships and g siew of wonthwhile
academic acuviites

The competing ethical con-
sderdnons dpear most profes-
sivnd! oheervers Rave raken it as
2 goer that the last argement
was right But they may have 1o
tevie therr view in hpht of 2
study vompaning the refause
roriormance of Amenican
stwks In companies that do
bovness tn South Afnica with
those tha: gon't

From the beginning of 1984
through the end of last month.
an sndey of companies without
empi.vees in South Afnca was
ep ol ssuming reinsesiment
of drvidends An ander of com-
pamies insolved in South Atrnca
way up jusi 437, and underper:
formed n seven of the nine
quariers .

The index was developed by
Bosion Co. a subwdiary of
~ Amencan Express that manages
$i25 miihon under the con-
straint that no funds be invesied
i compames insohved in South
Africa The Bosion SAFE
(South Afnca Free Equity) In-
dex. which the company plans
to update daily. 15 designed w
proside 3 way for anvesiment
managers operat:ng under that
snciure 10 compare thewr per-
formancve to the overall market
of stovks ehgible for such n-
veument

Rixchard Crowell the man-
ager of Bosion's siructured an-

An Anti-Apartheid Portfolio

It Has Done Better Than the Market

RRIS

By FLOYD NO

vestment products division. says
signs are that 2 lot more money
15 going 10 be managed under
that restnction. since a number
of university. church and public
funds have promised gradual
divesiment over the nexi few
years The sum cocld grow from
around $i dillion ai preseni to
$50 brlhon. he says

“It's simply another form of
social investing but it 15 much
more encompassing.” he ex-
plains noung that some inves-
tors have long wanied tc keep
investments out of cenain n-
dustnes. such as 1obacco and
hiquor or. especially dunng the
Vietnam war defense

Most 1nstituicns. even pub-
he pension funds. are as vet
unwiiling to simply walk away
{rom i1n>esiments 1n compames
they don's approve of. They say
therr fiducian duty s 0 make
profitable and prudemt invest-
ments. regardiess of where a
company docs business.

Fot any insutunion that does
want to divesi. the decision s
not as easy as ot might seem
Figuring out whuch companmes
sell booze or bombs 15w turns
out. a lot simpier than deter-
mining which firms are pure
retative 1o South Afnca Seme

Comparing Performance
Secir Disiriating S&P W Bosion SAFT lades
Funsnce . % 105
Heald 7 s
Consumer Noo-Durables 11 3]
Corsumer Services 1 19
Consumer Durables 4 3
Energy 1 [
Transporation 3 S
Technology 12 6
Basic Industres 9
Capital Goods 10 10
Utibues 13 20
P/E 12.1x 12 x
Yoeid 3 6% 155
Dindend Groseth (last S vears) 71 R4
EPS Growth (last § years) 92 163
Sowcrr Bomns Co ot S1ondeard & Poer 1

Sowce Besor Co

Boston Co. uses a relatisely
simple cnierion Does & com-
pany have emplosees in South
Afnca® If so o doesn’t quahfy
That's a rule with some interest-
ing exclusions. If you buy South
Afncan goods. or even allow
them 10 buy your products
through independent distnibu-
tors. vou may sull quahfy Butdf
you have even one empicyee tn
the country. even if vou're &

companses. and together have
Just 857 of the 1al market
capuahizaton of the S&P 00
The vther 123 stocks make up
the rest Of 1he 10 stocks with
the fargest marker capitaliza-
ton. only No & Sears and No 9
BellScuth are deemed South
Afnca-free The others— 1B M.
Exxon. General Elecine. Gen-
eral Motors. AT&T. Roval
Duich DuPont and Ford—are

minor &ifference in relstne 7ot
formance Ac can B seen 1100
the acvompanv.ng tuble the
Boston SAFE Indey hoy o B
oserreptenenidtion  feidine 1
the overall SKP 5o af Ll
and vonsumer-servve firms b
has 2 much lower cencenititn.

Ists inciude companres that  model empleyer. you're on the  all resincted —
hasve signed the Sullvan Pnncr- restncied hist. It s cerainhy going too far
ples on doing business i the 1 assert that the mere fact of ;
couniry. of are paring for audits It apphes that cmenon o poninvolvementin South Atnica ! .
10 assure they are in compli-  the 300 stocks 1n the S&P 500.  has been the key to better mar- 4
ance Othens bar any company and comes up with 377 that do ket performance. alihough the ’
that sells 1o the country. or qualify as South Afnca-free  small amount of dinesiment that
buys from 1t Bui thes tend 10 be the smaller  has occurred could have made a
. 7o . o o
S&P 500 Companies With Employees in South Africa
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ol energr and lechnolops risues

As it happen: any apvesung
strategs  that favored wthves
and consumer >ihs and dowan-
giadsd encrgy and technolegy
aver the past couple of sean
w. h! have done relausely well
Crowel!! als. thinks the greater
wrluence of emall carvalization
stonks Rat helned  althowugh
over this strerck smatl stk
Bave generslls noi been the
merher are they were in the
te:¢ ‘Sevenues  and  early
‘Biphnies

The Boston SAFE Index
e the SAP S0 1 caprtatiza-
ton-weighied.  meaning  the
targes stocks tn it Rave the big-
ger etfeq on the indev Of the
i vompanies an ot w bk a mar-
Ler carnshrsanon of more than
Si Baoen e ate jegronal
bell operating compenies
wtt hive been sterhing pet-
terniers and onh ong Amove
" oer o company Bl ocontresn
he resrnicted ha anciudes 24
(Ompenics with 3 capnalizauon

T4t deast St tithon five of

Jhare oil companies

Buston Co did nor put the
indey tegether 1o prove a point
about the windom of imvesung
in Sccth At 2 onh e provade
a bherch et ' measure the
pertermat e ! oar egqutly man.
agzee Parrel fror puving shXhs
1IN verraties Jomng bunness in
tha country A Crowel! netes
a manager runnung & ponfohlie
free of such wues dunmp the
lavi coupie of veare would have
heor Luite ihels 10 ouiperiorm
the SAP Lr hureoonemac Gir-
umaan.es, tether then the
Maeriager deserve most of the
crec:t

Sull the Boston Co stuéy v
sutc 10 strengiher the hand of
the dinestment camp
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CHAIRMAN

October 29, 198¢
Sacramento, California

Mr. Nathan Shapell, Chairman
Commission on California State

Government Organization and Economy
1127 - 11th Street, Suite 550
Sacramento, CA 95814

Dear Mr. Shapeil:

I regret that I will rct be able to attend your Commission's hearing or
October 29, 1986.

I am writing this letter because of myv concern that legislative committees
may have been misled earlier this year about the involvement of a Lottery
contractor, or its parent company, in conductinc business in South Africea.

On June 24, 1986, the Assembly and Senate Governmental Organization
Committees, while meeting in a joint session, were told that neither
Scientific Games ror its parent corporation, Bally Manufacturing
Corperation, dees any business in South Africa. {See attached pages 84-85
of the Legislative hearing: A+tachment A). Also, Scientific sent a letter
confirming this representatior to the Director of the Lottery Commission on
the same day (See letter from Robert Mote, Executive Vice President and
Chief Legal Officer, Scientific Games, June 24, 1986: Attachment B).

After receiving informetion that Ballv Manufacturing Corporation mey be
conducting business in South Africa, I sent a letter dated September 17,
1986, to that company asking if it is doing business in South Africa.

In response to my letter, I was advised in an October 10, 1986 letter by
Mr. Neil Jenkins, Secretary and General Counsel, Bally Manufacturing
Corporation, that Bally "is not engaged in business in South Africa.”

A close examination of Bally's detailed responses, which accompanied their
letter, contradict the assertions made in the main body of the letter. The



Mr. Nathan Shapell (10/29/86) - page 2

Bally Corporation admits that it has been selling gaming mechines to David
Mercer Interrational, a distributor with which Bally has a distribution
agreement, which the Bally Corporation knew were destined for South Africa.
David Mercer International is the apparent exclusive supplier of Bally
machines for South Africa. In fact, Bally admits the machines are shipped
directly by Bally FOB the Bally plant in I1linois via a common carrier to
the ultimate purchaser in South Africa.

This is doing business in South Africa to my understanding.

The responses from Scientific Games and the Bally Manufacturing Corporation
appear to make an attempt to limit the scope of my inquiry to the recently
enacted Divestment Act. This is not and never has been the intent of the
committee's questions. The committee's inquiry was whether Rally or
Scientific Games are doing business in South Africa.

The issue to me is whether the Legislature and the Lottery Commission were
misled. If so, should the Lottery Commission suspend a contract for
misleading statements which constitute dishonest conduct under the
provisions of the Lottery Act and whether this conduct compromises the
integrity cf the State Lottery.

In the near future, my committee will hold follow-up hearirgs on many of
the matters which are the subject of today's hearing, includirg¢ bid
procurement and evaluation pclicies of the State Lottery.

1 want to compliment your Commiscion for this hearing on the State Lottery.
The testimony and data will no doubt play an important part in the upcomino
legislative hearings.

Sincerely,

GARY A. CONDIT
GAC :mhs
Enclosures

cc Little Hoover Commission Members

Assembly Governmental Organization
Committee Members

Senate Governmental Organization
Committee Members

California Lottery Commission

M. Mark Michalko

Bally Manufacturing Corporation

Scientific Games

Mr. Nick Konovaloff



Attachment A

ASSEMBLY AND SENATE COMMITTEES
ON
GOVERNMENTAL ORGANIZATION

TRANSCRIPT OF PROCEEDINGS
Joint Hearing on

| THE CALIFORNIA STATE LOTTERY

STATE CAPITOL
JUNE 24, 1986

ASSEMBLY COMMITTEE MEMBERS PRESENT:

Gary A. Condit, Chairman
Frank Hill, Vice Chairman

Rusty Areias

Elihu Harris

Lucy Killea

Sunny Mojonnier
Maxine Waters

SENATE COMMITTEE MEMBERS PRESENT:
Ralph C. Dills, Chairman

Alfred Alquist
Robert Beverly
John Foran
Bill Greene
ASSEMBLY STAFF PRESENT: SENATE STAFF PRESENT:
Mike Lynch, Principal Consultant Lindsay W. Miller, Principal Consultant
Manuel Hernandez, Principal Consultant Steve Hardy, Senior Consultant
Teri Hanna, Committee Secretary Art Terzakis, Associate Consultant

No. 080J
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UNIDENTIFIED VOICE: ( Inaudible).

SENATOR GREENE: What is it?

MS. FONTENETTE: Barton, Burton ... -- in the industry
they go by ...

SENATOR GREENE: Will you please come forward to tell
us?

CHAIRMAN CONDIT: While this gentleman is coming up, I
want to remind the committee that there are 5 or 6 people who've
been sitting in the audience during this portion of the agenda

who would like to come up and make some statements, so I would

SENATOR GREENE: He's going to write that name down.

CHAIRMAN CONDIT: Are you finished, Senator?

SENATOR GREENE: Yes.

CHAIRMAN CONDIT: What I would like to do, if I may, is
bring them up.

ASSEMBLYWOMAN WATERS: Are any of these minority
participants in this (inaudible).

MR. GUTIERREZ: I would have to direct that ...

CHAIRMAN CONDIT: Do you have an answer?

SENATOR GREENE: Where's their headquarters?

CHAIRMAN CONDIT: We have two questions that have not
been answered for Ms. Waters -- the South African question and
this ...

MR. GUTIERREZ: Mr. Condit, I just received the answer
with respect to the South Africa question, and also, Senator

Dills, I would like to correct the statement that you made with

...84—




respect to the Georgia litigation. I have just been handed a

letter from Scientific Games, in response to my June 12th letter,
and I would like to read that for the record to correct any.

CHAIRMAN CONDIT: Why don't you just tell us what the
letter says and then submit it?

MR. GUTIERREZ: Okay. With respect to the South Africa
question, neither Scientific Games nor its parent corporation,
Bally Manufacturing Corporation does any business, whatsoever, in
South Africa.

Secondly, in terms of the Georgia litigation, today, the
Scientific Games people advise that they've just been advised,
telephonically, that the auditor has denied the emergency motion
of Scientific Games. The auditor did not discuss, nor disturb,

the prior findings of Gott versus Dittler, and did not issue any

new injunctions, so that is to correct the earlier statement that
was made that the auditor, somehow, changed the findings of
fraud. He did not even address those.

CHAIRMAN CONDIT: Well, it's the finding of fraud that
are stayed at this point by the Court, is that correct? That
doesn't change anything at all. I didn't hear that indication
from him. Well, let's not get back into that. We have an
enormous -- I mean you're going to come back at some time and
we're going to talk about that some more.

I want to ask -- I know there are people in the audience
that have been waiting a long time to come up. I would like to
hear from several of you that have seen what's going on; try not

to duplicate what you've heard said up here. If you've got a

_85_



Attachment B

Jdune 24, 1986

M. Mark Michalko
California State Lottery
600 North 10th Street
Sacramento, CA 95814

Dear Mr. Michalko:

We have just been advised telephonically that the auditor has cenied
our emergency motion. The auditor did not discuss or disturb the
prior f1n01ngs of fraud against Dittler and did not issue any new
injunctions. Ratner, the auditor simply denied in pertinent par:
the cross motions filed by both parties. As a result, we are unadle
to provice the assurances reguired by your letter of June 12, 1986,
In twe event of a dezision by the Lottery to renid the contra»., the
diter has suggested that appropriate relief should be sought from
Ju“:e williams (rather than the auditor) to extend Jucae W1lllams
June 4 order al lowing Scientific to bid alone in Pennsylvania to any
California reczid.

When we obtain a cooy of the auditor's ruling in this regard cor any
further informaticn, we will supply it to you.

uly yours,

Hllhe

Rdoert L. Mote

Executive Vice President and
Chief Legal Officer

Scientific Games, Inc.
RLM/rm

Very

P-s. In response to an inquiry raised at the hearing,
please be advised that neither Scientific Games nor its
parent corporation, Bally Manufacturing Corporation, does
any business in South Africa.



DOCUMENT 7

SCIENTIFIC GAMES, INC.

135 TECHNOLOGY PARKWAY

NORCROSS. GEORGIA 30092-2999. U.S.A.

TELEX: 543646 SCI GAMES

November 8, 1986 " TELEPHONE: (404) 446-0666
CABLE: GAMES

NOV 21 1986

Assemblyman Gary A. Condit

Chairman

Assembly Committee on Govermental Organization
California Legislature

State Capitol

Sacramento, CA 95814

Dear Assemblyman Condit:

In Neil Jenkins' October 20 letter to you, Mr. Jenkins referred to your
September 17 statement that allegations have been made about Bally doing
business in South Africa. Mr. Jenkins asked: "I would appreciate your advising
me at your convenience as to the exact nature of those allegations as well as
the source of the allegations.”

In Gray Bethea's October 14 letter to you, Mr. Bethea advised that Southam,
Moore and Beatrice all do direct business with South Africa, unlike Bally. He
asked if you are "planning to make similar inquiry of Southam, Moore, and
Beatrice, and these other companies as you have done with Bally" and requested
you to send "a disclosure request to Dittler/LPS and Southam similar to the
earlier one directed to Bally."”

To date, we have received no response to either letter. We would appreciate
your responding by Friday, November 14, 1986. Thank you.

Youp9 truly,

obert L. Mote
Executive Vice President and
Chief Legal Officer

RLM/vh

THE FULL-SERVICE LOTTERY COMPANY

ASSOCIATE MEMBER. INTERNATIONAL ASSOCIATION OF STATE LOTTERIES
ASSOCIATE MEMBER. NORTK AMERICAN ASSOCIATION OF STATE AND PROVINCIAL LOTTERIES

A SUBSIDIARY OF Jedy MANUFACTURING CORPORATION
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ELIHU HARRIS A 0 - PRINCIPAL CONSULTANT
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CARRY STRLING Gouernmental Organization

SALLY TANNER
CURTIS TUCKER

FRANK VICENCIA GARY A. CONDIT

MAXINE WATERS
CHAIRMAN

November 25, 1986
Sacramento, California

Robert L. Mote

Executive Vice President and
Chief Legal Officer

Scientific Games, Inc.

135 Technology Parkway

Norcross, Georgia 30092-2999

Dear Mr. Mote:

In reference to your recent letter, the issue before the
Governmental Organization Committee recarding South Africa and
Scientific Games rests solely on the statements made by
Scientific Games to the Legislature's Committees on Governmental
Organization statinc that neither Scientific Games, nor its
parent corporation Bally Manufacturing, does any business in
South Africe.

It is clear from the background information provided by the Bally
Manufacturing Corporatior that Rally has extensive dealinrgs in
Scuth Africa. The only remaining cuestions are whether
Scientific Games' and Bally's statements to California
governmental entities were deliberate misrepresentations
constituting sufficient reasons to invoke Sections 8880.24 and
8880.35 of the Government Code (the California State Lottery Act)
and, if so, should California revoke Scientific Games' contract
with the Lottery Commission.

Sincerely,

c—“:‘ﬂ
GARY A. COMDIT

GAC:mls
cc: Little Hoover Commission



