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WEST VIRGINIA LEGISLATURE

Performance Evaluation and Research Division

Building 1, Room W-314

1900 Kanawha Boulevard, East
Charleston, West Virginia 25305-0610
(304) 347-4890

(304) 347-4939 FAX

The Honorable Edwin J. Bowman
State Senate

129 West Circle Drive

Weirton, West Virginia 26062

The Honorable Vicki V. Douglas
House of Delegates

Building 1, Room E-213

1900 Kanawha Boulevard, East
Charleston, West Virginia 25305-0470

Dear Chairs:

December 3, 2000

John Sylvia
Director

Pursuant to the West Virginia Sunset Law, we are transmitting an Update of the Preliminary
Performance Review of the West Virginia Lottery, which will be presented to the Joint Committee
on Government Operations on Sunday, December 3, 2000. The issue covered herein is “7The West
Virginia Lottery Has Adequate Controls to Assure the Payout Rate From Video Lottery Games Is

Within the Rate Required by Statute.”

We conducted an exit conference on November 21, 2000 with the Lottery Commission. We
received the agency response on November 22, 2000.

Let me know if you have any questions.

JS/wse

7

W

J @fhn

Joint Committee on Government and Finance
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Review Objective, Scope and Methodology

The West Virginia Lottery was created on April 13, 1985 by passage of the state Lottery Act.
Since its inception, it has contributed over $638 million to the state funds. The director of the state
lottery office is appointed by the Governor and holds broad authority to administer the system in a
manner which will provide the state with a highly efficient operation. A seven member Lottery
Commission is also appointed by the governor, with the advice and consent of the Senate. The
Director and the Commission together provide oversight and management.

A Preliminary Performance Review of the West Virginia Lottery was presented to the Joint
Committee in December 1997. That review compared the West Virginia Lottery’s revenues with
other states’ lotteries. The report concluded that West Virginia Lottery revenues compare favorably
with that of other states. The Legislative Auditor made no recommendations in the 1997 report.

This is a Further Inquiry Update, authorized and required by WVC §4-10-5a(2). WVC
§4-10-11a requires the Joint Committee on Government Operations to conduct compliance
monitoring and allows it to direct a further inquiry update of any agency scheduled for termination
under article ten, section five-a of the Sunset Law. This further inquiry was conducted to determine
if the Lottery has controls in place to assure that the payout rate for video lottery gaming at four West
Virginia racetracks is within the range set by statute. The Legislative Auditor interviewed Lottery
officials, conducted a site inspection of Lottery headquarters, including the secure computer center;
and reviewed annual reports, meeting minutes, accounting procedures and financial documents. The
time period of this further inquiry includes fiscal years 1999 and 2000.
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Issue Area 1: The West Virginia Lottery Has Adequate Controls to Assure

the Payout Rate From Video Lottery Games Is Within the
Rate Required by Statute.

This further inquiry of the West Virginia Lottery Commission examines if video lottery
games have a payout rate of 80% to 95% of the amount wagered as required by (WVC §29-22A-
6(14)(c)(1). In addition, the inquiry examines the Lottery’s internal controls to determine if it can
monitor the payout rates of video games. The findings of this report are that for the most part, video
games pay out at the appropriate rate, and monitoring controls are in place by which the
Lottery can identify games that do not pay out at the appropriate rate. Table 1 illustrates the
payout rates for each race track for the last two years. The standard lottery industry theory behind
offering a high payout rate is that the higher the payout rate, the more consumers will play. This has
the potential to increase a facility’s net profit. The Lottery has monitoring capability which allow
it to address games that are significantly outside the required payout rate.

Table 1
Video Lottery Payout Rates Per Track
FY 1999 FY 2000
Amount Amount Payout Amount Amount Payout

Racetrack Played Won Rate Played Won Rate
Mountaineer 1,007,104,067 924,967,767 92% 1,418,139,869 1,299,959,008 92%
Park
Wheeling 457,389,441 418,452,205 91% 635,354,688 581,051,816 91%
Downs
Tri-State
Greyhound 295,732,542 272,427,600 92% 391,340,398 359,856,141 92%
Park
Charles Town 565,260,175 519,078,733 92% 936,008,758 856,791,054 92%
Races
Totals 2,325,486,225 | 2,134,926,305 | 92% 3,380,843,713 3,097,658,019 | 92%

The Legislature passed the Racetrack Video Lottery Act in 1994, making video lottery
terminals available in the state’s four racetracks, subject to the passage of local referendums. In
1994, three racetracks opened with 1,200 video lottery machines. The fourth racetrack began video
gaming in 1997. As of 1999, there were 4,655 video lottery machines approved for play-at the
racetracks. Video lottery sales were 48.5% of the total 1999 sales.

Video lottery is a self-activated video version of lottery games. The keyboard operated
games allow a player to place bets for the chance to be awarded credits which can either be redeemed
for cash or replayed as additional bets. The coin operated games allow a player to use coins or
tokens to place bets for the chance to receive either coin or token awards or replay. Whether the
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player obtains credits for cash or receives coins or tokens, it is referred to as a “payout.” The payout
rate is the total winnings of the game divided by the total money played. The Legislature determined
the payout rate for video lottery games between eighty and ninety-five percent.

The Lottery Commission set the rate of payout between eighty and ninety-three percent.
Payout rates average between 88 and 93 percent, except blackjack which the Commission has
allowed to pay out as high as 95 percent. In order to increase the payout rate above 95% or decrease
it to below 80%, legislation is required. The Lottery Commission may only adjust the payout rate,
within the parameters set by statute, by a majority vote.

In order to determine whether payout rates are consistent with statute, the Legislative Auditor
requested payout rate data from the Lottery for the 1999 and 2000 fiscal years. The agency provided
general data by racetrack for the full fiscal years. Asshown in Table 1, payout rates at each racetrack
during this period were either 91 or 92%, falling within the rate as set by the Lottery Commission
and the West Virginia Code. The total payout rate for the combined racetracks was 92% over the
last two fiscal years.

Lottery Oversight of Payout Rates

The West Virginia Lottery’s oversight process of payout rates begins before the video lottery
terminals are installed at the racetracks. Management at the individual racetracks select the games
they wish to offer to the public. The machines are bought or leased from manufacturers who hold
permits issued annually by the Lottery Commission. Currently, there are six manufacturers of video
lottery machines approved by the Lottery Commission.

The manufacturer is responsible for programming the game chip or EPROM (Erasable
Programmable Read Only Memory) to set the payout rate. The Lottery’s Security Division receives
the EPROMs from the manufacturer. They are then tested by Gaming Laboratories International,
Inc. (GLI) anindependent contractor. GLI certifies that the EPROM will assure that the video lottery
game will have a payout rate consistent with the statute over the life of the game. Under the
supervision of lottery security, the approved chips are installed in 30 to 50 video lottery terminals
for a seven-day test period. Only after successful completion of the test period are all of the
remaining terminals connected.

If the Lottery Commission wants to change the payout rate of a game, the EPROM chip must
be physically removed from the video terminal. A new chip would have to be placed in the game
with the new payout rate. The payout rate is set solely by the game chip. A chip is only removed
if it is determined to be defective or the track requests a new set of games. Only Lottery Security
have the keys to access the part of the machine - the logic area - that houses the chip. See Appendix
B for the Lottery’s complete EPROM change procedure. The Lottery is notified via its computer
system when the logic area is accessed.

The Lottery is able to generate reports that show payout totals for each game operated at the
four licensed racetracks by day, week or month. A sample from one of these reports is shown in
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Appendix C. The Legislative Auditor requested a ten-month payout rate report from September 1,
1999 through June 30, 2000. These detailed reports show that the Lottery game machines, or
individual terminals, are providing payout rates in the percentage range required by state law. The
data show that some games fall below or above the 80 - 95% payout range. Of 292 game models,
which are made by a specific manufacturer, seven or 2% fell out of the range. Two of the game
models were below the statutory rate, and the remaining five were paying a higher payout rate than
95%. The following table shows the seven game model types and the number of terminals that were
not paying game players within the statutory range.

Table 2
Game Models Not Within the Statutory 80 - 95% range
September 1, 1999 - June 30, 2000

Game Model Number of Terminals Percentage
with Game Model Payout
Diamond Tens 4 71.44
Keno* 136 79.10
Cats N Dogs 7 97.81
Black Tie 1 95.50
Wild 5 Times Pay 10 96.61
Keno* 30 96.49
Dbl Blackjack 4 104.6
* Keno is listed two times because each model type is made by a different
manufacturer and has a different credit denomination.

The Legislative Auditor recognizes that the West Virginia Code states that the payout rate
must fall within the statutory range within the expected lifetime of the terminal, which according
to Lottery officials is approximately six or seven years. With the changeover to coin drop machines
in 1999, many of the older machines were replaced before the estimated six-year life span. In
addition, the game chip can be changed within a machine, thus a terminal could hypothetically last
seven years, but have had the game chip changed several times. It is the Legislative Auditor’s
opinion that this two-year sample from fiscal years1999 and 2000, along with the detailed ten month
detailed data, are satisfactory evidence that video lottery games are paying out the required rates.
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Conclusion

The West Virginia Lottery ensures the appropriate payout rate required by statute is achieved
for video lottery games. The Lottery Commission also has adequate controls to monitor payout rates
and identify games that are not paying out at an appropriate rate. Video lottery games are controlled
by the EPROM computer game chip that is tested by GLI, an independent consultant who certifies
that the game is in compliance with the appropriate payout rate. In addition, the Lottery has security
measures in place which prevent access to the game chip area without assistance by Lottery security.
Payout rate data provided by the West Virginia Lottery show a 92% payout rate from fiscal years
1999 and 2000. In addition, a detailed analysis of payout rates by game model type also shows that
the individual game types are following the trend of falling within the required statutory rate.
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WEST VIRGINIA LEGISLATURE

Performance Evaluation and Research Division

Building 1, Room W-314 B —— John Sylvia
1900 Kanawha Boulevard, East Director
Charleston, West Virginia 25305-0610
(304) 347-4890

(304) 347-4939 FAX

November 17, 2000

Joe Palmer, Cabinet Secretary
Department of Tax and Revenue
Building 1, Room W-300

1900 Kanawha Boulevard, East
Charleston, WV 25305

Dear Mr. Palmer:

Attached is a draft copy of a Further Inquiry Review of the West Virginia Lottery which
will be reported to the Joint Committee on Government Operations during the December 3, 2000
interim. We will contact you as to the time and location of the meeting as soon as we are notified.
In addition, an exit conference is scheduled for 10 a.m. on Tuesday, November 21, 2000 to
discuss the contents of the report with the Lottery Commission. A written response will be
included in the final draft to be distributed to committee members. The Lottery Commission has
agreed to deliver such response by noon on November 27, 2000.

Should you have any questioné, please feel free to contact me. Thank you.
Sincerely,

John Sylvia

. Joint Committee on Government and Finance T
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APPENDIX B

Video Terminal EPROM Change Procedure
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West Virginia Lottery
" Video Terminal EPROM Change Procedure

Security Division Procedures

Prior to Arriving at the Track

e Written approval of software isreceived from an independent testing lab,
Gaming Laboratories, Inc.

e Security Division receives approved EPROM’s from the manufacturer.
Example: IGT, VLC, Autotote, etc.

e The approved EPROM’s are tested for the correct signature using a
Kobetron. The Kobetron is an instrument used to verify the signature of ap
EPROM. Gaming Laboratories, Inc provides the signature for the EPROM
to the Security Division.

At the Track

Under the supervision of lottery security, the approved EPROM’s are installed in
30-50 video lottery terminals at a designated racetrack for a 7-day test period
(Policy Statement 97-01). After the test period, ali of the remaining terminals will
be completed.

« Lottery security will check with lottery computer room personnel to make
sure they have obtained the proper reports and the terminals have been
disabled.

e The main door on the video lottery terminal is opened and a audit door ticket
from each terminal is obtained. This door ticket is stapled to the seal change
form. The coins out terminals do not have door tickets.

e The terminal is powered down.

« Lottery security personnel will fill out the Machine Entry Log Books located
inside the terminal. »

» Lottery security personnel will cut the security seal attached to the logic area.

e Lottery Security personnel will unlock the logic board or door.

e The licensed technician will change the EPROM?’s on the logic board and
clear chip (zero the soft meters) the terminal. The clear chip is controlled
and maintained by lottery security personnel.

e Lottery security personnel will complete the seal change form.

e After the EPROM’s are changed, lottery security personnel will close and
lock the logic area.

» Lottery security personnel will attach security seal to the logic area.

« Lottery security personnel will notify the computer room personnel the chip
change is complete. Computer room personnel will enable the terminal or
terminals.

October [9, 1999
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Security personnel will verify the terminal is in gaming and appears to be
functioning properly.

The EPROM’s, which were removed, are secured by lottery security and
returned to the appropriate manufacturer.

Data Processing Procedures

Upload EPROM signature into the central computer. Upload can occur from
either the EPROM itself or a file on tape. EPROMsS and/or tape will be
shipped directly from GLL

Set up terminal configuration associated with the new EPROM into the
appropriate central computer system database.

Load EPROMs into test terminals located in the Lottery computer room.
Bring terminals up and verify that signatures calculate to value received
from GLIL

Play games and verify that terminal is communicating and that financial
data received by the central computer is correct.

When notified by security personnel, terminals that will receive new
EPROMSs are disabled.

Change records in the central system database to reflect the file associated

‘with new EPROMs.

After notified by security persornel that EPROMs have been changed,
enable the terminals and verify that they are communicating with thie central
computer system.

October 19, 1999
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APPENDIX C

Sample Video Lottery Performance Report
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NS
PO. BOX 2067 - LOTTG,?] PHONE: 304-338-0500

CHARLESTON, WV 25327 FAX: 304-558-3321

Cecil H. Underwood John C. Musgrave
Governor Director

November 21, 2000
John Sylvia, Director
Performance Evaluation and Research Division
Office of the Legislative Auditor
Building 1, Room W-314
Charleston, West Virginia 25305

Subject: UPDATE OF THE PRELIMINARY PERFORMANCE REVIEW
OF THE WEST VIRGINIA LOTTERY

Dear Mr. Sylvia:

My staff and I have completed a review of your Division’s draft Update document. We have met
recently with Senior Research Analyst Denny Rhodes and Research Analyst Shannon Riley to discuss the
draft. At the meeting, I told your staff that the West Virginia Lottery has no objections to the draft report
as written. We believe it fairly represents the subject matter being studied by your Division.

Operating of a state lottery, especially one with video lottery games, is a very technology-intense
enterprise. Your staff is to be commended for understanding the methodology and machine capabilities at
an early stage of their review. I was especially pleased they appreciate that the statistical confidence levels
of payout percentages increase with the number of games played and that games played 100,000 times or a
million times are the truer indicators of an accurate payout percentage than are games that have been
played only five-or-ten thousand times.

I hope that members of the Joint Committee on Government Operations agree with your report’s
conclusion that the Lottery properly monitors video lottery game payout percentages. I also hope that the
members of the committee would sponsor a continuation bill to grant the West Virginia Lottery the
maximum six years before our next sunset date.

Smcerely,

/ ; 48 le“\ww
John C. MusgrL

. Directof
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