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Legislative Post Audit Committee

Legislative Division of Post Audit

The Legislative Post Audit Committee and its
audit agency, the Legislative Division of Post Audit, are
the audit arm of Kansas government. The programs
and activities of State government now cost about $11
billion a year. As legislators and administrators try
increasingly to allocate tax dollars effectively and make
government work more efficiently, they need information
to evaluate the work of government agencies. The audit
work performed by Legislative Post Audit helps provide
that information.

We conduct our audit work in accordance with
applicable government auditing standards set forth by
the U. S. Government Accountability Office. These stan-
dards pertain to the auditor’s professional qualifications,
the quality of the audit work, and the characteristics of
professional and meaningful reports. These audit stan-
dards have been endorsed by the American Institute of
Certified Public Accountants and adopted by the Legisla-
tive Post Audit Committee.

The Legislative Post Audit Committee is a
bipartisan committee comprising five senators and
five representatives. Of the Senate members, three
are appointed by the President of the Senate and two
are appointed by the Senate Minority Leader. Of the
representatives, three are appointed by the Speaker of
the House and two are appointed by the House Minority
Leader.

As part of its audit responsibilities, the Division
is charged with meeting the requirements of the Legisla-
tive Post Audit Act which address audits of financial
matters. Those requirements call for two major types of
audit work.

First, the Act requires an annual audit of the
State’s financial statements. Those statements, pre-
pared by the Department of Administration’s Division of
Accounts and Reports, are audited by a certified public
accounting firm under contract with the Legislative Divi-
sion of Post Audit. The firm is selected by the Contract
Audit Committee, which comprises three members of
the Legislative Post Audit Committee (including the
Chairman and Vice-Chairman), the Secretary of Admin-
istration, and the Legislative Post Auditor. This audit

work also meets the State’s audit responsibilities under
the federal Single Audit Act.

Second, the Act provides for a regular audit
presence in every State agency by requiring that audit
work be conducted at each agency at least once every
three years. Audit work done in addition to the annual
financial statement audit focuses on compliance with le-
gal and procedural requirements and on the adequacy of
the audited agency’s internal control procedures. These
compliance and control audits are conducted by the
Division’s staff under the direction of the Legislative Post
Audit Committee.

LEGISLATIVE POST AUDIT COMMITTEE

Senator Les Donovan, Chair
Senator Anthony Hensley
Senator Nick Jordan
Senator Derek Schmidt
Senator Chris Steineger

Representative John Edmonds, Vice-Chair
Representative Tom Burroughs
Representative Peggy Mast
Representative Bill McCreary
Representative Tom Sawyer

LEGISLATIVE DIVISION OF POST AUDIT

800 SW Jackson

Suite 1200

Topeka, Kansas 66612-2212

Telephone (785) 296-3792

FAX (785) 296-4482

E-mail: LPA@Ipa.state.ks.us

Website: http://kslegislature.org/postaudit
Barbara J. Hinton, Legislative Post Auditor

The Legislative Division of Post Audit supports full access to the services of State government for all citizens.
Upon request, Legislative Post Audit can provide its audit reports in large print, audio, or other appropriate
alternative format to accommodate persons with visual impairments. Persons with hearing or speech disabilities
may reach us through the Kansas Relay Center at 1-800-766-3777. Our office hours are 8:00 a.m. to 5:00 p.m.,

Mondav throuah Fridav.
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November 6, 2006

To:  Members, Legislative Post Audit Committee

Senator Les Donovan, Chair Representative John Edmonds, Vice-Chair
Senator Anthony Hensley Representative Tom Burroughs

Senator Nick Jordan Representative Peggy Mast

Senator Derek Schmidt Representative Bill McCreary

Senator Chris Steineger Representative Tom Sawyer

This report contains the findings and conclusions from the completed financial-
compliance audit of the Kansas Lottery covering fiscal year 2006. This audit was conducted by
Berberich Trahan & Co., a certified public accounting firm under contract with the Legislative
Division of Post Audit.

We would be happy to discuss this report with any legislative committees, individual

legislators, or other State officials.

Barbara J. Hinton
Legislative Post Auditor






KANSAS LOTTERY
(A COMPONENT UNIT OF THE STATE OF KANSAS)

NOTES TO FINANCIAL STATEMENTS
(Continued)

Summeary of Significant Accounting Policies (Continued)

Pending Governmental Accounting Standards Board Statements (Continued)

GASB Statement No. 45, “Accounting and Financial Reporting by Employers for
Postemployment Benefits Other Than Pensions”, was issued in June 2004, This statement
establishes standards for the measurement, recognition and display of other postemployment
benefits (OPEB) expense/expenditures and related liabilities (assets), note disclosures, and, if
applicable, required supplementary information in the financial reports of state and local
governmental employers. The term “other postemployment benefits” refers to postemployment
benefits other than pension benefits and includes (a) postemployment healthcare benefits and, (b)
other types of postemployment benefits (i.e., ife insurance) if provided separately from a pension
plan. The provisions of this statement are effective for periods beginning after December 15,
2007.

Reclassification

Certain prior year balances have been reclassified to conform to the current year presentation.

Cash

Cash, other than petty cash and imprest funds, is part of the common cash pool in the State
Treasury. The Pooled Money Investment Board invests funds of the comumon cash pool in excess
of that necessary to meet current obligations. Collateral is required for deposits made by the
commmon cash pool that are not covered by federal deposit insurance. The fair value of the
collateral must equal 100 percent of the uninsured deposit and is held by the State Treasurer or an
independent third party in the State Treasurer’s name. At least monthly, the State Treasurer
determines that the fair value of the collateral is adequate. Earnings on investments are retained
by the State of Kansas. At June 30, 2006 and 2005, the Lottery’s share in the State’s common
cash pool was $ 9,790,456 and $ 4,976,065 respectively.

The Lottery maintains its imprest fund cash in one commercial bank. The amount on deposit at
June 30, 2006 and 2005 exceeded the insurance limits of the Federal Deposit Insurance
Corporation by approximately $ 16,000 and $ 26,000, respectively.
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KANSAS LOTTERY
(A COMPONENT UNIT OF THE STATE OF KANSAS)

NOTES TO FINANCIAL STATEMENTS

Capital Assets

(Continued)

Property and equipment consisted of the following at June 30, 2006 and 2005:

Fiscal Year 20006:

Data processing equipment
Office furniture, fixtures, and equipment
Vehicles and other

Accumulated depreciation

Fiscal Year 2005:

Data processing equipment
Office forniture, fixtures, and equipment
Vehicles and other

Accumulated depreciation

Beginning Ending
Balance Increases Decreases RBalance
$ 2,693,377 $ 57,701 $ - $ 2,751,078
812,420 - - 812,420
527,629 161,217 49,435 639,411
$ 4,023,426 $ 218,918 $ 49,435 $ 4,202,909
$(3,790,989) ${176,412) $(44,339)  $({3,923,0632)
Beginning Ending
Balance Increases Decreases Balance
$ 2,688,118 $ 5,259 $ - $ 2,693,377
793,920 18,500 - 812,420
538,035 - 10,406 527,629
$ 4,020,073 $ 23,739 $ 10,406 $ 4,033,426
$(3,550,026) $(243,213) § {(2,250) $(3,790,989)

Commitments

The Lottery leases office and warehouse space in both Topeka and Great Bend under operating
leases from unrelated parties. Minimum future lease payments by fiscal year are as follows:

2007 S 472,135
2008 472,135
2009 4,600

$ 948,870
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KANSAS LOTTERY
(A COMPONENT UNIT OF THE STATE OF KANSAS)

NOTES TO FINANCIAL STATEMENTS
{Continued)

Commitments { Continued)

It is anticipated that as leases expire they will be replaced with new leases.

The Lottery incurred office, warehouse and miscellaneous rental expense of approximately
$ 475,582 and $ 461,637 under operating leases for the years ended June 30, 2006 and 2005,
respectively.

The Lottery has contracted with a service burean which provides computer services for on-line
games and instant-win validation. The duration of the current contract is through June 30, 2008.
Future fees, calculated on cumulative net on-line sales (gross, less cancels, coupons, free tickets
and rejected tickets) through June 30, 2008 are 5.12 percent, with no fee for validation of instant
win games.

Contingencies

Zero Coupon Bonds

Powerball prizes awarded to the grand prize winner are payable in annual installments over 20
years. Prizes awarded to grand prize winners after November 2, 1997 are payable in annual
installments over 25 years. The first payment is made by the Lottery within weeks of the
drawing. Treasury zero coupon bonds that provide payments corresponding to the Lottery’s
obligation to these winners are purchased by the Multi-State Lottery (MUSL). MUSL holds
these bonds in an account for the Lottery, cashes the bonds when due, and wires the money to the
Lottery on or before the anniversary date of the winner. The investments and related prize
liabilities for winners of these games are excluded from these financial statements.

Prior to 1998, the MUSL had purchased zero coupon bonds for the Lottery to fund future
installment payments aggregating $§ 224,979,000. The total purchase price of these bonds was
$ 117,288,823, During fiscal year 2001, a cash out option was offered to these prize winners as a
result of Congressional changes in the United States Internal Revenue Code of 1986, as
amended, specifically Section 451(h). These cash out options were taken by six prize winners in
the amount of approximately $ 43,500,000. Total future installments outstanding at June 30,
2006 and 20035 are $ 24,455,000 and $ 34,789,000, respectively.
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KANSAS LOTTERY
(A COMPONENT UNIT OF THE STATE OF KANSAS)

NOTES TO FINANCIAL STATEMENTS
(Continued)

Contingencies (Continued)

MUSL Prize Reserves

The Lottery is a member of the MUSL, which consists of 29 state and district lotteries. MUSL
operales the Powerball game, a semiweekly 5 out of 53 plus 1 out of 42 lotto game. The grand
prize is determined on a parimutuel basis, payable over a set number of years. A cash option
became available on November 2, 1997. The remaining prizes are set cash prizes. Each MUSL
member sells Powerball tickets through its retailers and makes weekly wire transfers to the
MUSL. The weekly transfer amount consists of 50 percent of weekly sales less actual set cash
prizes paid by the Lottery. The prize pool for all Powerball prize categories consists of 50
percent of each drawing period’s sales, until the grand prize is funded to the annuitized amount
guaranteed by the MUSL. When the grand prize fund reaches the guaranteed anmuitized amount,
then 48 percent of sales becomes part of the prize pool and 2 percent of sales is placed in the
prize reserve fund. The MUSL has placed a § 75,000,000 cap on the prize reserve account and a
$ 25,000,000 cap on the set prize reserve account. Once the prize reserve accounts exceed the
designated caps, the excess will become part of the prize pool. The prize reserve account serves
as a contingency reserve fund to protect the MUSL in case of unforeseen, but valid liabilities for
grand prize claims or for set prizes.

The Powerball prize reserve and set prize reserve account monies are refundable to MUSL
members if the MUSL disbands or if a member withdraws from MUSL. Members leaving
MUSL must wait one year before receiving their refund. At June 30, 2006 and 2005, the prize
reserve account had a balance of $§ 75,178,923 and $ 73,049,064, respectively, of which the
Lottery’s contribution was $ 1,810,500 and § 1,946,500, respectively. The set prize reserve at
June 30, 2006 and 2005 had a balance of § 24,941,590 and $ 24,999,967, respectively, of which
the Lottery’s contribution was $ 532,500 and $ 572,500, respectively.

The 2 by 2 prize reserve monies are refundable to MUSL members if the MUSL disbands or if a
member withdraws from MUSL. Members leaving MUSL must wait one year before receiving
their refund. At June 30, 2006 and 2005, the prize reserve account had a balance of § 280,972
and $ 224,929, respectively, of which the Lottery’s contribution was $ 122,318 and $ 110,443,
respectively.
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KANSAS LOTTERY
(A COMPONENT UNIT OF THE STATE OIF KANSAS)

NOTES TO FINANCIAL STATEMENTS
(Continued)

Contingencies {Continued)

MUSL Prize Reserves (Continued)

The Hot Lotto prize reserve monies are refundable to MUSL members if the MUSL disbands or
if a member withdraws from MUSL. Members leaving MUSL must wait one year before
receiving their refund. At June 30, 2006, the prize reserve account had a balance of § 1,616,069,
of which the Lottery’s contribution was $ 204,613.

The Lofttery has contributed to an account with MUSL which is used to pay certain operating
expenses incurred by member lotteries for the Powerball game. With certain restrictions, the
balances in this account are refundable to the member lotteries upon termination of the member’s
agreement with MUSL or upon the disbanding of MUSL. At June 30, 2006 and 2005, the
Lottery’s portion of the balance of this account was $ 671,460 and § 499,955, respectively, and is
reported as a receivable.

Win for Life

The Lottery purchases anmuity contracts from insurance companies in the name of the Win for
Life game jackpot prize winners. In the event an insurance company defaults on its payments,
the Kansas Life and Health Insurance Guarantee Association (KLHIGA) will make the payments.
The KLLHIGA was statutorily created, as set forth in X.S.A. 40-3008, subsection (o), to provide
coverage in the event an insurance company defaults. The Lottery remains contingently liable for
the payment of the lifetime prizes in the event the insurance companies and the KLHIGA fail to
meet their obligation.

Annuity contracts have been purchased for lifetime prize payments. The approximate remaining

prize payments are $ 553,500. Prize payments are due in varying amounts through September
2048 or the life of the individuals.

Litigation
There may, at times, be claims and/or lawsuits to which the Lottery is a party. The Lottery

management and legal counsel anticipate that the potential claims against the Lottery would not
materially affect the financial position of the Lottery.
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KANSAS LOTTERY
(A COMPONENT UNIT OF THE STATE OF KANSAS)

NOTES TO FINANCIAL STATEMENTS
(Continued)

Risk Management

The Lottery’s risk management activities for workers’ compensation and unemployment are
recorded in the State Workers’ Compensation Self-Insurance Fund and the Employment Security
Fund, funds of the State of Kansas. The Lottery contributes to these funds based upon annual
assessed rates.

Employees are offered various health insurance coverage programs of the State. The Lottery’s
contribution toward single member coverage ranges from 85 percent to 97 percent, based on
salary level and tobacco usage of the employee.

State agencies are not allowed to purchase or carry insurance on any property owned by the State
or its agencies, except as expressly and specifically authorized by statute. Currently, none of the
exceptions apply to property of the Lottery. The State has had no problem in resolving losses in
the past through utilization of resources available at the time the loss occurred. The Lottery
retains liability for property and equipment damage.

Tort claims involving Lottery employees are subject to the Kansas Tort Claims Act (K.S.A. 75-
6101, ef seq.). '

Employees’ faithful performance is covered by commercial insurance. There has been no

significant reduction in insurance coverage. Seftlements have not exceeded insurance coverage
in the past three years.
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KANSAS LOTTERY
(A COMPONENT UNIT OF THE STATE OF KANSAS)

NOTES TO FINANCIAL STATEMENTS
(Continued)

Payments to the State of Xansas

Pursuant to the Act, the Director of Accounts and Reports of the State of Kansas shall transfer
monies in the Lottery operating fund to the State Gaming Revenue fund (the fund), at least
monthly, in an amount equal to the monies in such fund in excess of those needed for payment of
Lottery expenses, payment of compensation to retailers and transfers to the prize payment fund as
certified by the Executive Director of the Lottery. For the years ended June 30, 2006 and 2005,
the State Legislature set a minimum amount of transfers to the fund of $ 66,288,000 and
$ 63,540,000, respectively. In addition, for the years ended June 30, 2006 and 2005, mandated
transfers were made to the fund of $ 717,113 and § 701,164, respectively, from proceeds of
special veterans’ games and mandated transfers of § 83,496 and $ 1,168,277, respectively, were
made to the State General Fund. Total transfers to the State of Kansas of $ 67,088,609 and
$ 65,409,441 were made for the years ended June 30, 2006 and 2005, respectively, of which
$ 5,755,113 and § 4,790,000 were unpaid as of June 30, 2006 and 2005, respectively. _'

Pension Plan

Plan description. The Lottery participates in the Kansas Public Employees Retirement System
(KPERS), a cost-sharing, multiple-employer defined benefit pension plan as provided by K.S.A.
74-4901, et seq. KPERS provides retirement benefits, life insurance, disability income benefits,
and death benefits. Kansas law establishes and amends benefit provisions. KPERS issues a
publicly available financial report that includes financial statements and required supplementary
information. That report may be obtained by writing to KPERS (611 South Kansas Avenue,
Suite 100; Topeka, Kansas 66603-3803) or by calling 1-800-228-0366.

Funding policy. K.S.A. 74-4919 establishes the KPERS member-employee contribution rate at
four percent of covered salary. Eligible employees are considered full-time with one year of
service. The employer collects and remits member-employee contributions according to the
provisions of Section 414(h) of the Internal Revenue Code. State law provides that the employer
contribution rate be determined annually based on the results of an annual actuarial valuation.
KPERS is funded on an actuarial reserve basis. State law sets a limitation on annual increases in
the contribution rates for KPERS employers. The employer rates established by statute for
calendar years 2006 and 2005 are 5.27 and 4.87 percent, respectively. The Lottery contributions
to KPERS for the years ending June 30, 2006, 2005 and 2004, were approximately $ 203,000,
$ 166,000 and $ 129,000, respectively, equal to 100% of the statutorily required contributions for
gach year.
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KANSAS LOTTERY
(A COMPONENT UNIT OF THE STATE OF KANSAS)

NOTES TO FINANCIAL STATEMENTS
(Continued)

Budget and Actual Comparison

As discussed in Note 1, the Lottery prepares an annual budget of expenses on a cash plus
encumbrance basis. The operating and cost of sales (COS) expenses are currently on a no-limit
basis, with the exception of Kansas Incentive Program (KSIP) and official hospitality line
items.

The operating fund currently has a no-limit appropriation. The no-limit allows the budget to be
prepared to reflect the operating and COS requirements of increasing sales and doing business
as a lottery. The prize fund has had a no-limit appropriation for several years allowing the
flexibility needed for paying winners’ claims. Each year the current year budget is revised and
the next year’s budget is prepared. The completed budget document is submitted to the
Department of Budget, and must have the approval of the Govemor and Legislature.

At June 30, 2006, there were only two separate line items budgeted: KSIP appropriations and
official hospitality. Actual expenses on a budgetary basis were § 235,038 for KSIP
appropriations out of the budgeted amount of § 331,267. Actual expenses on a budgetary basis
for official hospitality were § 1,677 out of the budgeted amount of § 5,000 on a budgetary basis
for the year ended June 30, 2006.
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REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING AND ON COMPLIANCE
~ AND OTHER MATTERS BASED ON AN AUDIT OF FINANCIAL STATEMENTS PERFORMED
IN ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS

Legislative Post Audit Committee
Kansas State Legislature:

We have audited the financial statements of the Kansas Lottery, a component unit of the State of Kansas, as of

and for the year ended June 30, 2006, and have issued our report thereon dated September 15, 2006. We '
conducted our audit in accordance with auditing standards penerally aceepted in the United States of America

and the standards applicable to financial audits contained in Government Auditing Standards, issued by the

Comptroller General of the United States.

Internal Control Over Financial Reporting :
In plarming and performing our audit, we considered the Kansas Lottery's internal conirol over financial reporting

in order to determine our auditing procedures for the purpose of expressing our gpinion on the financial
statements and not to provide an opinion on the internal control over financial reporting. Our consideration of
the internal control over financial reporting would not necessarily disclose all matters in the internal control that
might be material weaknesses. A material weakness is a reportable condition in which the design or operation of
one or more of the internal control .components does not reduce to a relatively low level the risk that
misstatements caused by error or fraud in amounts that would be material in relation to the financial statements
being audited may occur and not be detected within a timely period by employees in the normal cotirse of
performing their assigned functions. We noted no matters involving 'the intemal control over financial reporting
and its operation that we consider to be material weaknesses.

Compliance and Other Matters ‘

As part of obtaining reasonable assurance about whether the Kansas Lottery's financial statements are free of
material misstatement, we performed tests of its compliance with certain provisions of laws, regulations and
contracts and grant agreements, noncompliance with which could have a direct and material effect on the
determination of financial statement amounts. However, providing an opinion on compliance with those
provisions was not an objective of our audit and, accordingly, we do not express such an opinion. The results of
our tests disclosed no instances of noncompliance or other matters that are required to be reported under
Government Auditing Standards.

This report is intended solely for the information and use of management and the Legislative Post Audit
_ Committee of the Kansas State Legislature and is not intended to be-and should not be used by anyone other than
those specified pal ties.

September 13, 2006 RSM McGladrey Network

An Independently Owned iember
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