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STATE OF NORTH CAROLINA

Office of the State Auditor

2 S. Salisbury Street
20601 Mail Service Center
Raleigh, NC 27699-0601
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AUDITOR’S TRANSMITTAL

The Honorable Beverly Eaves Perdue, Governor
Members of the North Carolina General Assembly
North Carolina State Lottery Commission

This report presents the results of the financial statement audit of the North Carolina
Education Lottery (the Lottery), an enterprise fund of the State of North Carolina, for the
period ended June 30, 2009. Cherry, Bekaert, and Holland, L.L.P. performed this audit under
contract with the Office of the State Auditor and their report is submitted herewith.

General Statute 18C-116 requires the State Auditor to conduct an annual audit of the Lottery’s
accounts and transactions. General Statute 147-64.7 allows the State Auditor to obtain the
services of independent public accountants to carry out its duties and functions.

North Carolina General Statutes require the State Auditor to make audit reports available to
the public. Copies of audit reports issued by the Office of the State Auditor may be obtained
through one of the options listed in the back of this report.

oo A vl

Beth A. Wood, CPA
State Auditor
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Independent Auditors’ Report

To the Commissioners
North Carolina Education Lottery
Raleigh, North Carolina

We have audited the accompanying statements of net assets of the North Carolina Education Lottery (NCEL), a
major enterprise fund of the State of North Carolina as of June 30, 2009, 2008 and 2007, and the related
statements of revenues, expenses and changes in fund net assets and cash flows for the years then ended.
These financial statements are the responsibility of the NCEL’'s management. Our responsibility is to express an
opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted 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. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and the significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinions.

As discussed in Note 2, the financial statements present only the NCEL and do not purport to, and do not, present
fairly the financial position of the State of North Carolina, as of and for the years ended June 30, 2009, 2008, and
2007, and the changes in its financial position and its cash flows for the years then ended in conformity with
accounting principles generally accepted in the United States of America.

In our opinion, the financial statements referred to above present fairly, in all material respects, the respective
financial position of the NCEL as of June 30, 2009, 2008 and 2007, and the respective changes in its financial
position and cash flows for the years then ended in conformity with accounting principles generally accepted in
the United States of America.

In accordance with Government Auditing Standards, we have also issued our report dated October 15, 2009 on
our consideration of the NCEL'’s internal control over financial reporting and on our tests of its compliance with
certain provisions of laws, regulations, contracts, grant agreements and other matters. The purpose of that report
is to describe the scope of our testing of internal control over financial reporting and compliance and the results of
that testing, and not to provide an opinion on the internal control over financial reporting or on compliance. That
report is an integral part of an audit performed in accordance with Government Auditing Standards and should be
considered in assessing the results of our audit.

The management’s discussion and analysis is not a required part of the basic financial statements but is
supplementary information required by the Governmental Accounting Standards Board. We have applied certain
limited procedures, which consisted principally of inquiries of management regarding the methods of
measurement and presentation of the required supplementary information. However, we did not audit the
information and express no opinion on it.

CHERRY, BEKAERT & HOLLAND, L.L.P.

UM\QM Y Nag g

Raleigh, North Carolina
October 15, 2009
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NORTH CAROLINA EDUCATION LOTTERY
MANAGEMENT'S DISCUSSION AND ANALYSIS
June 30, 2009, 2008 and 2007

The following is a discussion and analysis of the financial performance of the North Carolina Lottery
Commission [aka, North Carolina Education Lottery (NCEL)] for the fiscal years ended June 30, 2009,
2008 and 2007 and should be read in conjunction with the financial statements, including the
footnotes. This report consists of three parts: management’s discussion and analysis, the basic
financial statements and the notes to the financial statements. Included below and on the following
pages are the financial highlights, summary of contributions to the state, and summary results of
operations for years ended June 30, 2009, 2008 and 2007.

Financial Highlights

For fiscal year 2009, gross ticket sales again surpassed $1 billion representing a $214.9 million dollar
increase over 2008. Total revenues earned for the NC Education Lottery fund were $413.9 million,
which represented an increase of $65.6 million over fiscal year 2008. Other significant financial
highlights include the following:

e Due to a full year of enhanced instant prize payouts, gross instant tickets sales for fiscal year
2009 grew by 25.6% over 2008.

e During the fiscal year we introduced two new instant games with chances to win lifetime
annuities.

e We launched our third daily draw online game, Carolina Pick 4 in April.

e This year we increased the number of retailers to over 6,000 and provided service to our
retailers on a regular basis.

e We created 45 new instant scratch-off games and released them every two to four weeks.

Overview of the Financial Statements

This financial report is designed to inform the public and other interested parties of the financial results
of the NCEL and show its accountability in meeting the legislated mandate to generate funds to further
the goal of providing enhanced educational opportunities. Accordingly, the focus of the financial
statements is determining funds available for payment to the State’s Education Lottery Fund. It is
important to note that most financial statement balances have a direct or indirect relationship to
revenue. As lottery sales increase, the amount paid to the State’s Education Lottery Fund also
increases. Similarly, increases in revenues generally result in direct increases to cost of sales
including, but not limited to, prize expense, retailer commission expense and gaming system vendor
charges.

The NCEL is a major enterprise fund of the primary government of the State of North Carolina. The
financial statements were prepared on the accrual basis of accounting in a manner similar to a private
business entity. The principal operating revenues of the NCEL are sales of lottery products to
retailers. Operating expenses include the cost of prizes, retailer commissions, gaming system vendor
charges, personnel, and other administrative expenses.

Included in this report are the Statements of Net Assets as of June 30, 2009, 2008 and 2007, the
Statements of Revenues, Expenses, and Changes in Fund Net Assets for the periods ended
June 30, 2009, 2008 and 2007, and the Statements of Cash Flows for the periods ended
June 30, 2009, 2008 and 2007.

As established in House Bill 1023, Section 18C-164, the NCEL transfers its net assets to the Office of
State Budget and Management (OSBM) for credit to the State’s Education Lottery Fund. Education
Lottery Funds are distributed by OSBM in the following manner:
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MANAGEMENT'S DISCUSSION AND ANALYSIS
June 30, 2009, 2008 and 2007

“(1) A sum equal to fifty percent (50%) to support reduction of class size in early grades to class
size allotments not exceeding 1:18 in order to eliminate achievement gaps and to support
academic prekindergarten programs for at-risk four-year-olds who would otherwise not be
served in a high-quality education program in order to help those four-year-olds be prepared
developmentally to succeed in school.

(2) A sum equal to forty percent (40%) to the Public School Building Capital Fund in accordance
with G.S. 115C-546.2.

(3) A sum equal to ten percent (10%) to the State Educational Assistance Authority to fund college
and university scholarships in accordance with Article 35A of Chapter 115C of the General
Statutes.”

Total Assets

Total assets at the end of fiscal year 2009 were $62 million compared to $81 million at the end of fiscal
year 2008, representing a decrease of $19 million.

Current assets decreased from $79 million in 2008 to $61 million in 2009, representing a decrease of
$18 million. This decline mainly resulted from a $9 million decrease in accounts receivable in 2009
from 2008. This primarily represents amounts due from retailers for settlement of packs of tickets less
commissions and prizes paid by the retailers. The reduction is essentially due to the timing of the end
of the accounting week for billing and collections from our retailers at year end. Electronic Funds
Transfer is used to sweep receivables weekly from retailer bank accounts that are set up in trust for
the NCEL.

Current assets were also affected by a $5.5 million decrease in cash and cash equivalents, which
consist of deposits held by the State Treasurer in the State Treasurer's Short Term Investment
portfolio. These decreases were due to the transfers to the State Education Fund before year-end.

The Short Term Investment portfolio has the general characteristics of a demand deposit account in
that participants may deposit additional cash at any time and may withdraw cash at any time without
prior notice or penalty. All deposits are combined with other State agencies and invested by the State
Treasurer until needed to cover disbursements. Investments are limited to those authorized for the
State’s General Fund, pursuant to NC General Statute 147-69.1. Interest earned of $3.6 million on
these balances is recorded as non-operating revenue. Earnings on the accounts are credited on a
monthly basis. The allocable share of the revenues arising from State Treasurer’s Securities Lending
Collateral program transactions are also included as non-operating revenue.

The NCEL'’s investment in capital assets, net of accumulated depreciation in 2009 was $1.3 million
which is approximately $177,000 lower than 2008. The majority of capital asset investments were
during our first full year of operation in 2007. The investment in capital assets includes game
equipment, data processing equipment, telephone equipment, software and fixtures. The
capitalization of all items including equipment, computers, and furniture follows North Carolina’s Office
of State Controller’'s policies. The NCEL defines capital assets as assets with an initial unit cost of
$5,000 or greater and an estimated useful life of two or more years. Capital assets are carried at cost
less accumulated depreciation.

Additional information on the NCEL'’s capital assets can be found in Notes 2F and 5D to the financial
statements.
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The activity for capital assets for the year ended June 30, 2009 was (in thousands):

Balance Balance
Category July 1, 2008 Increases Decreases June 30, 2009
Capital assets, depreciable
Furniture $ 29 $ - $ - $ 29
Equipment 2,239 367 - 2,606
Motorized equipment 67 - - 67
Total capital assets, depreciable 2,335 367 - 2,702
Less accumulated depreciation for:
Furniture 11 7 - 18
Equipment 813 523 - 1,336
Motorized equipment 24 14 - 38
Total accumulated depreciation 848 544 - 1,392
Total capital assets, depreciable, net 1,487 (177) - 1,310
Capital assets, net $ 1,487 $ a77) $ - $ 1,310

Total Liabilities

Total current liabilities for the NCEL were $61 million in 2009 decreasing by $19 million from 2008.
The reduction in current liabilities resulted from a significantly lower prize liability from the previous
year. Current liabilities also consist of trade payables to vendors, and obligations under State
Treasurer's Security Lending Agreements. See Total Assets for an explanation of the State
Treasurer's Security Lending Agreements. More detailed information can be found in Note 2D in the
financial statements.

Noncurrent liabilities are Accrued Paid Time Off or Compensated Absences. A liability is recorded to
reflect the balances for unpaid Paid Time Off (PTO) earned, which is provided to employees for use
whenever vacation, sick leave, personal leave or bereavement leave is requested and approved.
Current and noncurrent liability for Accrued Paid Time Off is shown below in thousands.

Current Long Term
Beginning Earned Used Ending Liability Portion

$ 1,152 $ 1,112 $ 990 $ 1274 $ 43 $ 1231

Net Assets and Changes in Net Assets

As required in the Lottery Act, net revenues of the NCEL are transferred quarterly to the NC Education
Lottery Fund at the Office of State Budget and Management. At year end, Net Revenues/Assets are
zero for the NCEL. There are no changes in the Net Assets from year to year.
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Condensed Statement of Net Assets (in thousands)

2009 2008 2007

ASSETS
Total Current Assets $ 60,968 $ 79,443 $ 118,760
Capital Assets, Depreciable (Net) 1,310 1,487 1,282
Total Assets 62,278 80,930 120,042
LIABILITIES
Total Current Liabilities 61,047 79,835 119,258
Noncurrent Liabilities 1,231 1,095 784
Total Liabilities 62,278 80,930 120,042
NET ASSETS

Invested in Capital Assets 1,310 1,487 1,282

Unrestricted Net Assets (1,310) (1,487) (1,282)
Total Net Assets $ - $ - $ -

Current liabilities consist of “Due to Other Funds” in the amount of $6.6 million. Of this amount,
$6.5 million represents the remaining amount of the “Net Revenues” and “50% of Unclaimed Prizes”
for Fiscal Year 2009 not yet transferred to the NC Education Fund as of June 30, 2009, but will be
transferred during Fiscal Year 2010. The remainder is due other state agencies for services provided
to the NCEL. Additional information on the Due to Other Funds is found in Note 6C to the financial
statements.

Revenues

Operating revenues consist of gross sales, fees and licenses.

Sales

Total gross lottery ticket sales for the fiscal year 2009 were approximately $1.293 billion as compared
to $1.078 billion in fiscal year 2008 and $885.5 miillion in fiscal year 2007. This represents an increase
of almost $215 million over 2008 and $408 million over 2007.

Gross instant ticket sales increased significantly during fiscal year 2009, up $163 million over one year
ago. The 25.6% increase is attributable to several factors. The NCEL launched three $10 Instant
Scratch-off mega games; $130 Million Cash Blockbuster, Lifetime Riches, and $500,000 Jackpot, with
prize payouts between 73% and 74%. The extremely successful merchandise game, Harley-Davidson
Instant Scratch-Off was reintroduced and provided players the chance to win one of nine Harley-
Davidson Fat Bob Motorcycles, cash, and merchandise. This game was also launched by giving away
a motorcycle as part of a promotion at a Charlotte Bobcats game. Also, the NCEL launched its Deal
or No Deal Instant Scratch-Off licensed game, which awarded players the opportunity to travel to
Hollywood and play in an un-televised version of the popular game show with Howie Mandel.

On-line sales during fiscal year 2009 grew by $52 million to $494 million. Fiscal year 2008 on-line
sales were $442 million. On-line sales benefited from two jackpots over $200 million for POWERBALL
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during the year. The largest single sales day for POWERBALL was November 20, 2008 with sales of
$3.0 million. Carolina Pick 3's additional daytime drawing occurred for the entire fiscal year resulting
in a 42% increase in Carolina Pick 3 sales over the previous year. The Carolina Cash 5 promotion
“Get Truckin™ offered players the chance to win one of five Ford F150 Lariats and provided the NCEL
a 5% increase in sales during the promotional window. The Carolina Cash 5 top prize exceeded
$820 thousand in October and again in April, resulting in an increase of on-line sales. The NCEL also
launched its newest daily online game, Carolina Pick 4 on April 17™ 2009, which had sales of
$15.8 million to the end of the fiscal year.

The following chart depicts the distribution of sales by product for the fiscal years ended
June 30, 2009, 2008 and 2007.

Nonoperating Revenues consist of investment earnings from the Short Term Investment Fund held at
the State Treasurer’s office and Multi-State Lottery Association (MUSL) dividends received.

Expenses

Section 18C-162, NC General Statutes stipulates no more than 8% of the total annual revenues shall
be allocated for payment of expenses of the Lottery. Advertising expenses shall not exceed 1% of the
total annual revenues.
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The following chart shows the major components of NCEL operating expenses and transfers as a
percentage of total revenues for the June 30, 2009, 2008 and 2007 fiscal years:

Commigsions s onioul sted based onthw parcend of 35 o2 (all olivers esloulstad besed on perosntege of Reverws)
therdlors may nol S00iE

Prizes, commissions and gaming vendor charges all directly relate to sales. As expected, as sales
have increased, and so have these expenses. In fiscal year 2009, prizes, commissions and gaming
vendor charges increased to $843 million from $681 million in 2008. The other expenses, which
consist of advertising, salary and benefits, professional fees, rent, maintenance, bad debt,
depreciation and transfers, have decreased to 4% of Total Annual Revenues from 5% the previous
year. Fiscal year 2009, 2008 and 2007 administrative expenses were $34 million, $29 million and $27

million respectively.
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Condensed Statement of Revenues and Expenses (in thousands)

2009 2008 2007
Operating Revenues:
Gross Sales $ 1,293,020 $ 1,078,082 $ 885,575
Less: Prize Tickets (9,580) (29,733) (23,901)
Fees and Licenses 4,663 4,782 4,521
Total Operating Revenues 1,288,103 1,053,131 866,195
Operating Expenses:
Salaries, Wages, and Benefits 14,694 13,793 12,279
Lottery Prizes 731,690 588,485 451,792
Retailer Commissions 90,366 75,371 61,932
Gaming Systems Services 20,599 17,286 14,315
Advertising 11,172 8,619 7,810
Marketing 1,751 1,220 953
Other Services 2,975 2,576 3,038
Furniture, Fixtures, and Equipment 249 240 1,433
Depreciation 544 382 391
Other General and Administrative Expenses 2,750 1,674 1,490
Total Operating Expenses 876,790 709,646 555,433
Operating Income 411,313 343,485 310,762
Nonoperating Revenues (Expenses):
Investment Earnings and
Other Miscellaneous Revenue (Expense) 4,251 8,897 8,544
Compulsive Gambling Contribution (1,000) (1,000) (1,000)
Unclaimed Prizes to NC Education Lottery Fund (19,901) (16,789) (8,037)
Net Revenues to NC Education Lottery Fund (394,028) (331,521) (306,317)
Miscellaneous Nonoperating Expenses (635) (3,072) (3,952)
Total Nonoperating Revenues (Expense) (411,313) (343,485) (310,762)
Net Income - - -
Net Assets $ - $ - $ -

Budget and Economic Outlook

On June 23, 2009, the Commission approved the Fiscal Year 2010 budget for the NCEL to provide a
projected $370 million to the State’s Education Lottery Fund. This projected budget is a 4% decrease
from the fiscal year 2008 budget of $385.5 million for transfer to the State’s Education Lottery Fund.
The reason for a budgeted decrease in return to Education reflects the current economic conditions in
the State of North Carolina, and its impact on lottery ticket sales. As per the General Assembly Fiscal
Research Division: “The nation has been mired in the longest, sustained period of economic
contraction since the depression of the 1930s. “Also “North Carolina is expected to see a continued
decline in Gross State Product for this fiscal year and a modest rebound that is well below the long-
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term average the following year.” Therefore, the NCEL has constructed a conservative budget and
sales forecast for the upcoming fiscal year.

At inception, the NCEL did not have a formal documented revenue forecasting methodology due to a
lack of sales history. Beginning with the fiscal year 2009 budget, the NCEL applied a more formal
approach to forecasting revenues. Forecasted sales figures are based on the recent sales trends by
product. They are then adjusted by a future performance factor determined by senior staff and
reflective of game performance, game changes, and uncertainty in the market. The NCEL completed
writing a strategic plan in fiscal year 2009 which will benefit the organization now and in the future.

A focus of the Commission is to ensure sound operations, and is apparent in audits conducted by
outside firms. The Commission has undergone several audits this fiscal year. Delehanty Consulting
LLC, an independent security organization, conducted our second security audit and determined that
the controls designed by the North Carolina Education Lottery are adequate and operating as
intended.

For the third consecutive year, the State Auditor contracted with an outside CPA firm to conduct the
fiscal year financial audit, which resulted in an unqualified opinion.

Requests for Information

Any request for information about this report should be sent to the Public Information Officer at the
North Carolina Education Lottery, 2100 Yonkers Road, Raleigh, North Carolina 27604.
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NORTH CAROLINA EDUCATION LOTTERY

Statements of Net Assets (in thousands)
June 30, 2009, 2008 and 2007

2009 2008 2007
ASSETS
Current Assets:
Cash and Cash Equivalents:
Cash $ 119 % 7% 62
Pooled Cash 33,124 38,680 49,503
Receivables:
Accounts Receivable 4,919 13,728 11,054
Interest Receivable 138 418 406
Inventory 293 910 795
State Treasurer's Security Lending Collateral 22,375 25,632 56,940
Total Current Assets 60,968 79,443 118,760
Capital Assets, Depreciable (Net):
Furniture and Equipment 2,702 2,335 1,748
Accumulated Depreciation (1,392) (848) (466)
Total Capital Assets, Depreciable (Net) 1,310 1,487 1,282
Total Assets 62,278 80,930 120,042
LIABILITIES
Current Liabilities:
Accounts Payable 29,406 48,221 56,308
Accrued Payroll 332 405 16
Other Payables 2,266 1,956 3,333
Accrued Paid Time Off - Current 43 57 80
Due to Other Funds 6,625 3,564 2,581
Obligations Under State Treasurer's Security Lending Agreements 22,375 25,632 56,940
Total Current Liabilities 61,047 79,835 119,258
Noncurrent Liabilities:
Accrued Paid Time Off 1,231 1,095 784
Total Liabilities 62,278 80,930 120,042
NET ASSETS
Invested in Capital Assets 1,310 1,487 1,282
Unrestricted Net Assets (1,310) (1,487) (1,282)
Total Net Assets $ - 0% -8 -

See Notes to the Financial Statements.
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NORTH CAROLINA EDUCATION LOTTERY

Statements of Revenues, Expenses and Changes in Fund Net Assets (in thousands)
Years Ended June 30, 2009, 2008 and 2007

Operating Revenues:
Gross Sales
Less: Prize Tickets
Fees and Licenses

Total Operating Revenues

Operating Expenses:
Salaries, Wages, and Benefits
Lottery Prizes
Retailer Commissions
Gaming Systems Services
Advertising
Marketing
Other Services
Furniture, Fixtures, and Equipment
Depreciation
Other General and Administrative Expenses

Total Operating Expenses
Operating Income

Nonoperating Revenues (Expenses):
Investment Earnings and Other Miscellaneous Revenue
Compulsive Gambling Contribution
Unclaimed Prizes to NC Education Lottery Fund
Net Revenues to NC Education Lottery Fund
Miscellaneous Nonoperating Expenses

Total Nonoperating Revenues (Expense)
Net Income
Change in Net Assets

Net Assets Beginning, July 1

Net Assets Ending, June 30

See Notes to the Financial Statements.
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2009 2008 2007
1,293,020 $ 1,078,082 $ 885,575
(9,580) (29,733) (23,901)
4,663 4,782 4,521
1,288,103 1,053,131 866,195
14,694 13,793 12,279
731,690 588,485 451,792
90,366 75,371 61,932
20,599 17,286 14,315
11,172 8,619 7,810
1,751 1,220 953
2,975 2,576 3,038
249 240 1,433
544 382 391
2,750 1,674 1,490
876,790 709,646 555,433
411,313 343,485 310,762
4,251 8,897 8,544
(1,000) (1,000) (1,000)
(19,901) (16,789) (8,037)
(394,028) (331,521) (306,317)
(635) (3,072) (3,952)
(411,313) (343,485) (310,762)




NORTH CAROLINA EDUCATION LOTTERY

Statements of Cash Flows (in thousands)

Years Ended June 30, 2009, 2008 and 2007

CASH FLOWS FROM OPERATING ACTIVITIES
Receipts from Customers
Payments to Employees and Fringe Benefits
Payments for Prizes, Benefits and Claims
Payments to Vendors and Suppliers
Other Receipts/Payments

Net Cash Flows Provided by Operating Activities

CASH USED FOR NONCAPITAL FINANCING ACTIVITIES
Transfers to State Education Fund
Transfers to Other State Agencies

Total Cash Used for Noncapital Financing Activities

CASH USED FOR CAPITAL AND RELATED FINANCING ACTIVITIES

Acquisition and Construction of Capital Assets
Proceeds from Sale of Capital Assets

Total Cash Used for Capital and Related Financing Activities

CASH PROVIDED FROM INVESTING ACTIVITIES
Investment Earnings

Total Cash Provided from Investing Activities
Net Increase/(Decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents at Beginning of Year

Cash and Cash Equivalents at End of Year

RECONCILIATION OF OPERATING INCOME TO NET CASH
PROVIDED BY OPERATING ACTIVITIES

Operating Income
Adjustments to Reconcile Operating Income to Cash Provided by
Operating Activities:
Depreciation Expense
Nonoperating Income - MUSL Dividend
Other Nonoperating Income
(Increase) Decrease in Assets:
Accounts Receivable
Inventories
Increase (Decrease) in Liabilities:
Accounts Payable
Accrued Payroll and Related Liabilities
Other Liabilities

Total Cash Provided by Operating Activities

NONCASH INVESTING, CAPITAL, AND FINANCING ACTIVITIES

Assets Acquired through the Assumption of a Liability

See Notes to the Financial Statements.
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2009 2008 2007
1,206591 $ 975,093 $ 803,256
(14,644) (13,117) (11,924)
(751,430) (598,203) (406,235)
(37,688) (31,484) (30,964)
8 548 569
402,837 332,837 354,702
(410,868) (347,327) (325,397)
(1,000) (1,000) (1,013)
(411,868) (348,327) (326,410)
(367) (587) (1,059)
- - 10

(367) (587) (1,049)
3,886 5,267 3,822
3,886 5,267 3,822
(5,512) (10,810) 31,065
38,755 49,565 18,500
33243 $ 38755 $ 49,565
411313 $ 343485 $ 310,762
545 382 391

7 544 554

1 2 6

8,809 (2,674) (1,007)

617 (115) (795)
(18,549) (9,481) 44,436
50 677 355

44 17 -
402,837 $ 332837 $ 354,702
22375 % 25632 % 56,940
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NORTH CAROLINA EDUCATION LOTTERY
NOTES TO FINANCIAL STATEMENTS (in thousands)
June 30, 2009, 2008 and 2007

NOTE 1 - ORGANIZATION

The North Carolina State Lottery Commission [aka, North Carolina Education Lottery (NCEL)] was created
with the enactment of House Bill 1023 effective August 31, 2005 as an independent, self-supporting, and
revenue-raising agency of the State of North Carolina (the State). The NCEL commenced operations on
March 30, 2006 with the sale of instant scratch-off tickets. In March 2006, the NCEL joined the Multi-State
Lottery Association (MUSL) composed of a group of U.S. lotteries that combine jointly to sell on-line
POWERBALL lottery tickets. POWERBALL sales began on May 30, 2006. Carolina Pick 3 online game
sales began on October 6, 2006, Carolina Cash 5 online game sales began on October 27, 2006. A second
daily (Monday through Saturday) Carolina Pick 3 drawing was added on March 31, 2008. Carolina Pick 4
online game sales began on April 17, 2009.

The purpose of the NCEL is to generate funds to further the goal of providing enhanced educational
opportunities, to support school construction, and to fund college and university scholarships. The
operations of the NCEL are overseen by a nine member commission, five of whom are appointed by the
Governor and four of whom are appointed by the General Assembly.

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

A. Reporting Entity:

For financial reporting purposes, the North Carolina Education Lottery is a major enterprise fund of the
primary government of the State of North Carolina and is reported as such in the Comprehensive Annual
Financial Report (CAFR) of the State. These financial statements for the NCEL are separate and apart
from those of the State of North Carolina and do not present the financial position of the State nor changes
in the State’s financial position and cash flows.

B. Basis of Presentation:

The financial statements are prepared on the accrual basis of accounting in a manner similar to a private
enterprise. The NCEL elected to apply all applicable Governmental Accounting Standards Board (GASB)
pronouncements as well as Financial Accounting Standards Board (FASB) pronouncements and
Accounting Principles Board (APB) opinions issued on or before November 30, 1989, unless those
pronouncements conflict with or contradict GASB pronouncements. As permitted by GASB Statement
Number 20, the NCEL elected not to apply FASB statements or interpretations issued on or after
November 30, 1989, unless specifically adopted by GASB.

As an enterprise fund, the NCEL is accounted for using the “economic resources” measurement focus. This
means that all the assets and liabilities related to its operations are included on its statement of net assets,
and its operating statement includes all revenues (increases) and expenses (decreases) in total assets.
The NCEL distinguishes operating from non-operating revenues and expenses. Operating revenues and
expenses generally relate to the NCEL'’s primary ongoing operations of selling lottery tickets and redeeming
prizes; all revenues and expenses not meeting this definition are reported as non-operating. The principal
operating revenues of the NCEL are charges to retailers for sales of lottery products. The significant
operating expenses include the cost of prizes, commissions, gaming system vendor charges, personnel,
and other administrative expenses.

C. Cash and Cash Equivalents:

Cash and cash equivalents include regional office deposited operating funds, imprest funds, and deposits
held by the State Treasurer in the State Treasurer’s Short Term Investment portfolio. The Short Term
Investment portfolio maintained by the State Treasurer has the general characteristics of a demand deposit
account in that participants may deposit additional cash at any time and also may withdraw cash at any time
without prior notice or penalty.



NORTH CAROLINA EDUCATION LOTTERY
NOTES TO FINANCIAL STATEMENTS (in thousands)
June 30, 2009, 2008 and 2007

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

D. State Treasurer’'s Securities Lending Collateral:

While the NCEL does not directly engage in securities lending transactions, it deposits certain funds with the
State Treasurer’'s Short-Term Investment Fund which participates in securities lending activities. Based on
the State Treasurer’s allocation of these transactions, the NCEL recognizes its allocable share of the assets
and liabilities related to these transactions on the accompanying financial statements as “State Treasurer's
Securities Lending Collateral” and “Obligations Under State Treasurer's Securities Lending Agreements.”
The NCEL'’s allocable share of these assets and liabilities is based on the NCEL'’s year end deposit balance
per the State Treasurer’s records.

Based on the authority provided in General Statutes 147-69.3(e), the State Treasurer lends securities from
its investment pool to brokers-dealers and other entities (borrowers) for collateral that will be returned for the
same securities in the future. The Treasurer’s securities custodian manages the securities lending program.
During the year, the Treasurer’s custodian lent U.S. government and agency securities, GNMAs, corporate
bonds and notes for collateral. The Treasurer's custodian is permitted to receive cash, U.S. government
and agency securities, or irrevocable letters of credit as collateral for the securities lent.

The collateral is initially pledged at 102 percent of the market value of the securities lent, and additional
collateral is required if its value falls to less than 100 percent of the market value of the securities lent.
There are no restrictions on the amount of loans that can be made. Substantially all security loans can be
terminated on demand by either the State Treasurer or the borrower.

Additional details on the State Treasurer’s securities lending program are included in the State of North
Carolina’s Comprehensive Annual Financial Report. An electronic version of this report is available by
accessing the North Carolina Office of the State Controller’s Internet home page http://www.ncosc.net/ and
clicking on “Financial Reports,” or by calling the State Controller's Financial Reporting Section at
(919) 981-5454.

E. Allowance for Doubtful Accounts:

An allowance for doubtful accounts has not been established because there are no indications of significant
delinquencies from the collection of retailer accounts as of June 30, 2009, 2008 and 2007.

F. Capital Assets:

The NCEL defines capital assets as assets with an initial unit cost of $5,000 or greater and an estimated
useful life of two or more years. This definition conforms to the policy of the NC Office of State Controller.
Depreciation is computed using the straight-line method over the estimated lives of the assets. The NCEL
uses the half year convention. When assets are retired or otherwise disposed of, the cost and related
accumulated depreciation will be removed from the books and any resulting gain or loss reflected in
operations of the period of disposal. Capital assets are carried at cost less accumulated depreciation. The
estimated useful lives by general category are as follows:

Category Years
Equipment 5-7
Furniture 5
Computers and Software 3-5
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NORTH CAROLINA EDUCATION LOTTERY
NOTES TO FINANCIAL STATEMENTS (in thousands)
June 30, 2009, 2008 and 2007

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

G. Game Revenue Recognition:

For the NCEL's on-line games, POWERBALL, Carolina Cash 5, Carolina Pick 4, Carolina Pick 3, and raffles
offered, revenue is recognized at the time of sale on a daily basis. For instant games, revenue is
recognized at the time a pack of tickets is settled (See Note 3A.1 — Game Revenue).

H. Lottery Prize Expense Recognition:

For POWERBALL, Carolina Cash 5, Carolina Pick 4, Carolina Pick 3, and for raffles, prize expense is
recorded at 50 percent of sales on a daily basis. For instant games, prize expense is accrued based on the
final production prize structure percentage provided by the gaming vendor for each game and recorded daily
on value of packs settled. Certain games include free tickets (prize tickets) which entitle the holder to
exchange one instant ticket for another of equal value. For the instant games with prize tickets, the final
prize structure percentage used is adjusted to eliminate the value of the prize tickets. Prize expense for
merchandise prizes is recognized as prizes are fulfilled.

|. Use of Estimates:

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities as of the dates of the
financial statements and the reported amounts of revenues and expenses during the reporting periods.
Actual results could differ from those estimates.

NOTE 3 — REVENUE

A. Operating Revenue:

1. Game Revenue:

Instant packs are settled manually by the retailer or automatically by the gaming system 21 days after pack
activation, whichever is earlier. Operating revenues are reduced by the value of prize tickets validated
during a period.

Gross revenue 2009 2008 2007

Instant $ 798,676 $ 635,880 $ 490,564
On-line 494,435 442,299 395,011
Bad debt write off (86) (89) -
Damaged tickets 5) (8) -
Total $ 1,293,020 $ 1,078,082 $ 885,575

2. Fees and Licenses:

The majority of Fees and Licenses represent a weekly retailer communication fee charged to active retailers
for terminal satellite communications and an application fee for new retailers and changes in ownership.
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NORTH CAROLINA EDUCATION LOTTERY
NOTES TO FINANCIAL STATEMENTS (in thousands)
June 30, 2009, 2008 and 2007

NOTE 3 — REVENUE (continued)

B. Non-operating Revenue:

The cash accounts of the NCEL are Short-term Investment Fund (STIF) Accounts which are interest bearing
accounts held with the NC State Treasurer. Investments are limited to those authorized for the State’s
General Fund, pursuant to NC General Statute 147-69.1. The interest earned on these balances is
recorded as non-operating revenue, and is $3,608, $5,278 and $4,044 for the years ended June 30, 2009,
2008 and 2007, respectively. The allocable share of the revenue arising from the State Treasurer's
Securities Lending Collateral program is included as investment earnings. This also reflects a dividend from
MUSL of $7, $544 and $554 for the years ended June 30, 2009, 2008 and 2007, respectively. The
remaining $1, $3 and $7 for the years ended June 30, 2009, 2008 and 2007, respectively, is composed of
miscellaneous items.

NOTE 4 — EXPENSES

A. Operating Expenses:

1. Lottery Prize Expense:

Prize Expense 2009 2008 2007

Instant $ 474,111 $ 350,165 $ 257,460
On-line 237,678 221,531 194,332
50% of unclaimed prizes 19,901 16,789 -
Total $ 731,690 $ 588,485 $ 451,792

2. Retailer Commissions:

Commissions 2009 2008 2007

Instant $ 55,788 $ 44,441 $ 34,308
On-line 34,578 30,930 27,624
Total $ 90,366 $ 75,371 $ 61,932
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NORTH CAROLINA EDUCATION LOTTERY

NOTES TO FINANCIAL STATEMENTS (in thousands)

June 30, 2009, 2008 and 2007

NOTE 4 — EXPENSES (continued)

3. Other Services:

The principal expenses included are: security services, background checks, communications, legal services,
travel, financial audit services, network support, and costs for temporary employees.

Other Senvices 2009 2008 2007
Security senices $ 10 $ 17 $ 407
Background checks 849 699 701
Communications, including wiring 1,032 708 769
Legal senices 14 79 139
Travel 104 92 102
Other 966 981 920
$ 2,975 $ 2,576 $ 3,038

4. Furniture, Fixtures, and Equipment;

To operate a lottery, numerous items of equipment, furniture, and ticket dispensers are required. Most of
these items were one time purchases to be replaced as needed at various points in the future. These items
were also below our threshold for capitalization (see Note 5D — Capital Assets) and therefore expensed. The
total for these expenses was $249 in Fiscal Year 2009, $240 in Fiscal Year 2008 and $1,433 in Fiscal Year

2007.

5. Leases — Buildings and Offices:

The NCEL has entered into various operating leases through the North Carolina State Department of
Administration for building and office facilities. These leases are for initial terms of seven to ten years.
Projected lease payments for these facilities are:

Year Ending Amount
2010 $ 878
2011 890
2012 646
2013 644
2014 639

2015-2019 1,455
Total $ 5,152

The total space rental costs for the year ended June 30, 2009 was $858, $838 for the year ended
June 30, 2008, and $836 for the year ended June 30, 2007.

B. Non-operating Expenses:

The allocable share of the expenses arising from State Treasurer’s Securities Lending Collateral program
transactions, totaling $635, $3,072 and $3,939 for the years ended June 30, 2009, 2008 and 2007,
respectively, are also included as non-operating expense.
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NORTH CAROLINA EDUCATION LOTTERY
NOTES TO FINANCIAL STATEMENTS (in thousands)
June 30, 2009, 2008 and 2007

NOTE 4 — EXPENSES (continued)

C. Transfers Out:

There were three significant transfers out of the NCEL which are considered nonoperating expenses.
$1,000 was transferred to the NC Department of Health and Human Services for a gambling addiction
education and treatment program as stipulated in the North Carolina Lottery Act for years ended
June 30, 2009, 2008 and 2007 (Note 7C).

The second transfer is $19,854, $16,789 and $8,037 for the years ended June 30, 2009, 2008 and 2007,
respectively, from unclaimed prizes during the year; the remaining $47 will be transferred during
October 2009. The North Carolina State Lottery Act requires the NCEL to transfer “Fifty percent (50%)” of
unclaimed prizes to the NC Education Lottery Fund each year (Note 7B).

The third transfer is in compliance with the North Carolina State Lottery Act. This Act requires all “Net
Revenues” of the NCEL to be transferred to the NC Education Lottery Fund for the educational purposes set
forth in the legislation. Of the $394,028, $331,521 and $306,317 of June 30, 2009, 2008 and 2007 “Net
Revenues” (see Note 12), respectively, $387,474, $328,020 and $303,774, respectively, was actually
transferred to the NC Education Lottery Fund. The remaining was recorded as a payable to the State, but
remained in the NCEL. The remaining $6,554, $3,501 and $2,543 for the years ended June 30, 2009, 2008
and 2007, respectively, were transferred subsequent to year-end. NC General Statute 18C states: “The
funds remaining in the North Carolina State Lottery Fund after receipt of all revenues to the Lottery Fund
and after accrual of all obligations of the Commission for prizes and expenses shall be considered to be the
net revenues of the North Carolina State Lottery Fund.”

NOTE 5 — ASSETS

A. Cash:

The cash and cash equivalents balances at June 30, 2009, 2008 and 2007 include no undeposited receipts
on hand.

Unless specifically exempt, the NCEL is required by North Carolina General Statute 147-77 to deposit
moneys received with the State Treasurer or with a depository institution in the name of the State Treasurer.
Except as noted above, all NCEL funds are deposited with the State Treasurer. The NCEL has no deposit
policy concerning credit risk, as all deposits are held by the State Treasurer.

At June 30, 2009, 2008 and 2007, respectively, $33,124, $38,680 and $49,503 of the amount shown on the
Statements of Net Assets as cash and cash equivalents represents the NCEL'’s equity position in the State
Treasurer's Short-Term Investment Fund. The Short-Term Investment Fund (a portfolio within the State
Treasurer's Investment Pool, an external investment pool that is not registered with the Securities and
Exchange Commission and does not have a credit rating) had a weighted average maturity of 1.8, 2.9 and
1.6 years as of June 30, 2009, 2008 and 2007, respectively. Assets and shares of the Short-Term
Investment Fund are valued at amortized cost, which approximates fair value. Deposit and investment risks
associated with the State Treasurer's Investment Pool (which includes the State Treasurer's Short-Term
Investment Fund) are included in the State of North Carolina’s Comprehensive Annual Financial Report. An
electronic version of this report is available by accessing the North Carolina Office of the State Controller's
Internet home page http://www.ncosc.net/ and clicking on “Financial Reports” or by calling the State
Controller's Financial Reporting Section at (919) 981-5454.
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NORTH CAROLINA EDUCATION LOTTERY
NOTES TO FINANCIAL STATEMENTS (in thousands)
June 30, 2009, 2008 and 2007

NOTE 5 — ASSETS (continued)

B. Accounts Receivable:

Accounts Receivable primarily represents amounts due from retailers for settlement of packs of tickets less
commissions and prizes paid by the retailers. Electronic Funds Transfer is used to collect receivables
weekly from retailer bank accounts that were set up in trust for the NCEL.

C. Inventory:

Inventory for the NCEL consists of all merchandise prizes that are paid for before distribution, inventory is
reduced as prizes are fulfilled. Inventory as of June 30, 2009 was $293, $910 as of June 30, 2008, and $795

as of June 30, 2007.

D. Capital Assets:

The activity for capital assets for the year ended June 30, 2009 was:
Balance Balance
Category July 1, 2008 Increases Decreases June 30, 2009
Capital assets, depreciable
Furniture $ 29 $ - $ - $ 29
Equipment 2,239 367 - 2,606
Motorized equipment 67 - - 67
Total capital assets, depreciable 2,335 367 - 2,702
Less accumulated depreciation for:
Furniture 11 7 - 18
Equipment 813 523 - 1,336
Motorized equipment 24 14 - 38
Total accumulated depreciation 848 544 - 1,392
Total capital assets, depreciable, net 1,487 (177) - 1,310
Capital assets, net $ 1,487 $ (277) $ - $ 1,310
The activity for capital assets for the year ended June 30, 2008 was:
Balance Balance
Category July 1, 2007 Increases Decreases June 30, 2008
Capital assets, depreciable
Furniture $ 29 $ - $ - $ 29
Equipment 1,652 587 - 2,239
Motorized equipment 67 - - 67
Total capital assets, depreciable 1,748 587 - 2,335
Less accumulated depreciation for:
Furniture 4 7 - 11
Equipment 450 363 - 813
Motorized equipment 12 12 - 24
Total accumulated depreciation 466 382 - 848
Total capital assets, depreciable, net 1,282 205 - 1,487
Capital assets, net $ 1,282 $ 205 $ - $ 1,487
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NORTH CAROLINA EDUCATION LOTTERY
NOTES TO FINANCIAL STATEMENTS (in thousands)
June 30, 2009, 2008 and 2007

NOTE 5 — ASSETS (continued)

The activity for capital assets for the year ended June 30, 2007 was:

Balance Balance
Category July 1, 2006 Increases Decreases June 30, 2007
Capital assets, nondepreciable
Improvements in progress $ 194 $ - $ 194 $ -
Total capital assets, nondepreciable 194 - 194 -
Capital assets, depreciable
Furniture - 29 - 29
Equipment 484 1,179 11 1,652
Motorized equipment 22 45 - 67
Total capital assets, depreciable 506 1,253 11 1,748
Less accumulated depreciation for:
Furniture - 4 - 4
Equipment 74 377 1 450
Motorized equipment 2 10 - 12
Total accumulated depreciation 76 391 1 466
Total capital assets, depreciable, net 430 862 10 1,282
Capital assets, net $ 624 $ 862 $ 204 $ 1,282

Equipment expenditures for 2009 include Carolina Pick 4 draw machines and an upgraded telephone
system. Equipment expenditures for 2008 include storage area networks (SAN) in Greensboro and Raleigh
offices for disaster recovery and improvement of network efficiency. In 2007 numerous items of equipment
were purchased since it was the first full year of operations.

NOTE 6 — LIABILITIES

A. Accounts Payable:

This primarily represents trade payables to vendors, prize liabilities, and POWERBALL low-tier liability. At
year-end, June 30, 2009, 2008 and 2007, the balances were:

Type Account 2009 2008 2007
Trade payables to vendors $ 4,607 $ 3,413 $ 3,109
Instant prize liability 8,987 25,434 35,633
Prize liability- unused unclaimed prizes 7,294 9,279 8,037
POWERBALL low-tier liability 3,449 5,318 4,563
Prize liability — breakage 5,068 4,742 4,943
Other 1 35 23
Total accounts payable $ 29,406 $ 48,221 $ 56,308
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NORTH CAROLINA EDUCATION LOTTERY
NOTES TO FINANCIAL STATEMENTS (in thousands)
June 30, 2009, 2008 and 2007

NOTE 6 — LIABILITIES (continued)

B. Other Payables:

This represents amounts due MUSL of $2,108, $1,846 and $3,255 for the years ended June 30, 2009, 2008
and 2007, respectively for the NCEL's share of POWERBALL jackpot prizes. The remainder resulted from
federal and state withholding on prize payments, and various clearing accounts.

C. Due to Other Funds:

As explained in Note 4C, $6,554, $3,501 and $2,543 for the years ended June 30, 2009, 2008 and 2007,
respectively, represents the amounts of the “Net Revenues” and “50% of Unclaimed Prizes” for the year not
yet transferred to the NC Education Fund as of June 30, but will be transferred subsequent to year-end.
The remainder is due to other state agencies for services provided to the NCEL.

D. Accrued Paid Time Off:

Paid time off (PTO) is provided to employees for use whenever vacation, sick leave, personal leave or
bereavement leave is requested and approved. Under this policy, every calendar year, on January 1%, a
specific amount of PTO will be credited to Director's and above PTO accounts. All other employees’ PTO
accounts will be credited on a monthly basis as earned. Employees must be employed at least one year to
receive pay for accrued leave balances. Directors and above will be paid out accrued leave balances upon
separation provided they have attained a minimum of six (6) months’ service on the date of separation.

Activity for the year ended June 30, 2009:

Current Long Term
Beginning Earned Used Ending Liability Portion
$ 1,152 $ 1,112 $ 990 $ 1,274 $ 43 $ 1,231
Activity for the year ended June 30, 2008:
Current Long Term
Beginning Earned Used Ending Liability Portion
$ 864 $ 1,839 $ 1,551 $ 1,152 $ 57 $ 1,095
Activity for the year ended June 30, 2007:
Current Long Term
Beginning Earned Used Ending Liability Portion
$ 524 $ 943 $ 603 $ 864 $ 80 $ 784
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NORTH CAROLINA EDUCATION LOTTERY
NOTES TO FINANCIAL STATEMENTS (in thousands)
June 30, 2009, 2008 and 2007

NOTE 7 — OTHER IMPORTANT ITEMS

A. Deposits with Multi-State Lottery Association (MUSL):

MUSL is a voluntary association created for the purpose of administering joint, multi-jurisdictional lottery
games, such as POWERBALL. Through June 30, 2009, MUSL includes 30 state lotteries, the District of
Columbia and the U.S. Virgin Islands. The chief executive officer of each member lottery serves on the
MUSL board of directors.

As a member of MUSL, the NCEL is required to contribute to various prize reserve funds maintained by
MUSL. These contributions are included in the 50% prize expense computed on POWERBALL sales. The
net amount of the 50% prize expense less the amount required to pay low-tier prizes within the State is paid
to MUSL. This payment is to cover the NCEL'’s share of current jackpot prizes based on the NCEL'’s percent
of sales for each drawing and the NCEL'’s share of the prize reserve fund. The prize reserve fund serves as
a contingency reserve to protect all MUSL members including the NCEL from unforeseen prize liabilities. All
prize reserve funds remitted, and the related interest earnings, will be returned to the NCEL upon leaving
MUSL, less any portion of unanticipated prize claims which may have been paid from the fund. As of June
30, 2009, 2008, and 2007, the NCEL had been credited with $6,906, $4,505 and $2,369 in the MUSL prize
reserve funds.

B. Unclaimed Prizes:

As of June 30, 2009 and 2008, the NCEL had unclaimed prizes from both online and instant games. The
first POWERBALL draw after the NCEL started selling tickets was on May 31, 2006, and therefore, the
NCEL began recognizing unclaimed prizes on November 27, 2006 (180 days after the first draw). The first
Carolina Pick 3 unclaimed prizes were recorded on April 4, 2007 and the first unclaimed prizes for Carolina
Cash 5 were recorded on April 25, 2007. Unclaimed prizes for Carolina Pick 4 were not recorded, since the
end of the fiscal year was less than 180 days after the first draw. The NCEL closed fifty two instant games
during the 2009 fiscal year resulting in $29,953 in unclaimed prizes.

Game Type 2009 2008 2007
Instant $ 29,953 $ 22,792 $ 9,586
POWERBALL 5,594 7,598 5,748
Carolina Cash 5 2,322 1,892 333
Carolina Pick 3 1,933 1,150 408
Raffle - 73 -
Total unclaimed prizes $ 39,802 $ 33,505 $ 16,075

C. Compulsive Gambling Contribution:

By North Carolina General Statute the NCEL must make “a transfer of $1,000 annually to the Department of
Health and Human Services (DHHS) for gambling addiction education and treatment programs.” (See Note
4C)

D. Limitations on Operating and Advertising Expenses:

As established in North Carolina General Statute 18C-162(a)(3); “No more than eight percent (8%) of the
total annual revenues, as described in this Chapter, shall be allocated for payment of expenses of the
Lottery. Advertising expenses shall not exceed one percent (1%) of the total annual revenues.” The one
percent for advertising expenses is included in the eight percent maximum for Lottery expenses. Total
annual revenues include proceeds from the sale of lottery tickets, interest earned by the NCEL, and all other
funds credited to the Lottery from any source.
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NORTH CAROLINA EDUCATION LOTTERY
NOTES TO FINANCIAL STATEMENTS (in thousands)
June 30, 2009, 2008 and 2007

NOTE 8 — RISK MANAGEMENT

The NCEL is exposed to various risks of loss related to torts; theft of, damage to, and the destruction of
assets; errors and omissions; injuries to employees; and natural disasters. The NCEL participates in the
State’s Risk Management Program for property, liability, crime and automobile coverage, and pays an
annual premium for this coverage. The Lottery has not experienced any losses during the year ended
June 30, 2009.

The types of coverage, limits, and deductibles as of June 30, 2009 are described below (the following chart
is not shown in thousands).

Type Coverage Limits ($) Deductible ($) Comments
Public officers and employee liability 1,000,000/5,000,000 | The first 150,000 | State is self-insured up
/1,000,000 per to $1,000,000; excess
person is paid by | up to $5,000,000 is with
the Commission. | a private insurer.
All risk — property contents 3,506,848 5,000
Auto — liability 1,000,000 per
person/
10,000,000 per
accident
Auto — comp/collision 29,470 50 Comp. deductible
100 Collision deductible
Theft, disappearance, destruction 250,000 2,500 Inside premises
Theft, disappearance, destruction 50,000 2,500 Outside premises
Computer fraud 5,000,000 75,000 +10% over $75,000
Employee dishonesty 5,000,000 75,000 +10% over $75,000
Forgery and alteration 100,000 2,500
Robbery and safe burglary —
money/securities 500,000 1,000

Employees and retirees are provided health care coverage by the State of North Carolina’s Comprehensive
Major Medical Plan. This employee benefit plan is funded by employer and employee contributions.

The North Carolina Workers’ Compensation Program provides benefits to workers injured on the job. All
employees of the State are included in the program. When an employee is injured, the NCEL'’s primary
responsibility is to arrange for and provide the necessary treatment for work related injury. The State is self-
insured for workers’ compensation. A third party administrator processes workers’ compensation claims.
State agencies, including the NCEL, contribute to a fund administered by the office of the State Controller to
cover their workers’ compensation claims. The third party administrator receives a per case administration
fee and draws down State funds to make medical and indemnity payments on behalf of the State in
accordance with the North Carolina Workers’ Compensation Act.

Term life insurance of $25 to $50 is provided to eligible employees. This self-insured death benefit program
is administered by the Department of the State Treasurer and funded via employer contributions. The
employer contribution rate was .16% for the current fiscal year.

Additional details on State-administered risk management programs are disclosed in the State of North
Carolina’s Comprehensive Annual Financial Report. An electronic version of this report is available by
accessing the North Carolina Office of the State Controller’s Internet home page http://www.ncosc.net/ and
clicking on “Financial Reports,” or by calling the State Controller's Financial Reporting Section at
(919) 981-5454.
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NORTH CAROLINA EDUCATION LOTTERY
NOTES TO FINANCIAL STATEMENTS (in thousands)
June 30, 2009, 2008 and 2007

NOTE 9 — PENSION AND DEFERRED COMPENSATION PLANS

A. Retirement Plan:

Each permanent full-time employee, as a condition of employment, is a member of the Teachers’ and State
Employees’ Retirement System (TSERS) and is automatically enrolled in the Teachers’ and State
Employees’ Retirement System.

The Teachers’ and State Employees’ Retirement System is a cost sharing multiple-employer defined benefit
pension plan established by the State to provide pension benefits for employees of the State, its component
units and local boards of education. The plan is administered by the North Carolina State Treasurer.

Benefit and contribution provisions for the Teachers’ and State Employees’ Retirement System are
established by North Carolina General Statutes 135-5 and 135-8 and may be amended only by the North
Carolina General Assembly. Employer and member contribution rates are set each year by the North
Carolina General Assembly based on annual actuarial valuations.

For the years ending June 30, 2009, 2008 and 2007, respectively, the NCEL had a total payroll of $11,696,
$10,862 and $9,720, of which $11,240, $10,340 and $9,677 was covered under the Teachers’ and State
Employees’ Retirement System. Total employer and employee contributions for pension benefits for the
year ended June 30, 2009, 2008 and 2007 were $915, $805 and $621, respectively. Required employer
contribution rates for the years ended June 30, 2009, 2008 and 2007, were 3.36%, 3.05% and 2.66%,
respectively, while employee contributions were 6% each year. The NCEL made 100% of its annual
required contributions for the years ended June 30, 2009, 2008, and 2007, which were $378, $313, and
$257, respectively.

The Teachers’ and State Employees’ Retirement System’s financial information is included in the State of
North Carolina’s Comprehensive Annual Financial Report. An electronic version of this report is available by
accessing the North Carolina Office of the State Controller’'s Internet home page http://www.ncosc.net/ and
clicking on “Financial Reports,” or by calling the State Controller's Financial Reporting Section at
(919) 981-5454.

B. Supplemental Retirement Income Plan:

IRC Section 401(k) Plan — All full-time employees are eligible to enroll in the Supplemental Retirement
Income Plan, a defined contribution plan, created under Internal Revenue Code Section 401(k). All costs of
administering the Plan are the responsibility of plan participants. The Plan is provided by Prudential
Retirement, administered by the NC Department of the State Treasurer and sponsored by the State of North
Carolina. The effective date of participation was January 30, 2006. The voluntary contributions by
employees amounted to $206, $194, and $115 for the years ended June 30, 2009, 2008 and 2007,
respectively.

C. Deferred Compensation Plan:

IRC Section 457 Plan — The State of North Carolina offers its permanent employees a deferred
compensation plan created in accordance with Internal Revenue Code Section 457 through the North
Carolina Public Employee Deferred Compensation Plan (the “Plan”). The Plan permits each participating
employee to defer a portion of his or her salary until future years. The deferred compensation is available to
employees upon separation from service, death, disability, retirement or financial hardships if approved by
the Board of Trustees of the Plan. The Board, a part of the North Carolina Department of State Treasurer,
maintains a separate fund for the exclusive benefit of the participating employees and their beneficiaries, the
North Carolina Public Employee Deferred Compensation Trust Fund. The Board also contracts with an
external third party to perform certain administrative requirements and to manage the trust fund's assets. All
costs of administering and funding the Plan are the responsibility of the Plan participants.
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NOTES TO FINANCIAL STATEMENTS (in thousands)
June 30, 2009, 2008 and 2007

NOTE 9 — PENSION AND DEFERRED COMPENSATION PLANS (continued)

The effective date of participation was January 30, 2006. The voluntary contributions by employees
amounted to $44, $67 and $50 for the years ended June 30, 2009, 2008 and 2007.

NOTE 10 — OTHER POSTEMPLOYMENT BENEFITS

A. Health Care for Long-Term Disability Beneficiaries and Retirees:

The NCEL participates in the Comprehensive Major Medical Plan (the Plan), a cost-sharing, multiple-
employer defined benefit health care plan that provides postemployment health insurance to eligible former
employees. Eligible former employees include long-term disability beneficiaries of the Disability Income
Plan of North Carolina and retirees of the Teachers’ and State Employees’ Retirement System. Coverage
eligibility varies depending on years of contributory membership service in the retirement system prior to
disability or retirement.

The Plan’s benefit and contribution provisions are established by Chapter 135-7, Article 1, and Chapter 135,
Article 3, of the General Statutes and may be amended only by the North Carolina General Assembly. The
Plan does not provide for automatic post-retirement benefit increases.

By General Statute, a Retiree Health Benefit Fund (the Fund) has been established as a fund in which
accumulated contributions from employers and any earnings on those contributions shall be used to provide
health benefits to retired and disabled employees and applicable beneficiaries. By statute, the Fund is
administered by the Board of Trustees Teachers’ and State Employees’ Retirement System and
contributions to the fund are irrevocable. Also by law, Fund assets are dedicated to providing benefits to
retired and disabled employees and applicable beneficiaries and are not subject to the claims of creditors of
the employers making contributions to the Fund. Contribution rates to the Fund, which are intended to
finance benefits and administrative expenses on a pay-as-you-go basis, are determined by the General
Assembly in the Appropriations Bill.

For the current fiscal year the NCEL contributed 4.1% of the covered payroll under the Teachers’ and State
Employees’ Retirement System. Required contribution rates for the years ended June 30, 2008 and 2007,
were 4.1% and 3.8%, respectively. The NCEL made 100% of its annual required contributions to the Plan
for the years ended June 30, 2009, 2008, and 2007, which were $461, $421, and $368, respectively. The
NCEL assumes no liability for retiree health care benefits provided by the programs other than its required
contribution.

Additional detailed information about these programs can be located in the State of North Carolina’s
Comprehensive Annual Financial Report. An electronic version of this report is available by accessing the
North Carolina Office of the State Controller's Internet home page http://www.ncosc.net/ and clicking on
“Financial Reports,” or by calling the State Controller’s Financial Reporting Section at (919) 981-5454.

B. Long-Term Disability:

The NCEL participates in the Disability Income Plan of North Carolina (DIPNC), a cost-sharing, multiple-
employer defined benefit plan, to provide short-term and long-term disability benefits to eligible members of
the Teachers’ and State Employees’ Retirement System. Benefit and contribution provisions are
established by Chapter 135, Article 6, of the General Statutes, and may be amended only by the North
Carolina General Assembly. The plan does not provide for automatic post-retirement benefit increases.

Disability income benefits are funded by actuarially determined employer contributions that are established
in the Appropriations Bill by the General Assembly. For the fiscal year ended June 30, 2009, the NCEL
made a statutory contribution of .52% of covered payroll under the Teachers’ and State Employees’
Retirement System to the DIPNC. Required contribution rates for the years ended June 30, 2009, 2008 and
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NOTE 10 — OTHER POSTEMPLOYMENT BENEFITS (continued)

2007 were .52%, .52% and .52%, respectively. The NCEL made 100% of its annual required contributions
to the DIPNC for the years ended June 30, 2009, 2008, and 2007, which were $58, $54, and $50,

respectively. The NCEL assumes no liability for long-term disability benefits under the Plan other than its
contribution.

Additional detailed information about the DIPNC is disclosed in the State of North Carolina’s Comprehensive
Annual Financial Report. An electronic version of this report is available by accessing the North Carolina
Office of the State Controller's Internet home page http://www.ncosc.net/ and clicking on “Financial
Reports,” or by calling the State Controller’s Financial Reporting Section at (919) 981-5454.

NOTE 11 — LITIGATION

As of June 30, 2009, the NCEL is not, nor anticipates being, a party to any litigation.

NOTE 12 - ALLOCATION OF TOTAL ANNUAL REVENUES/TRANSFERS TO NC EDUCATION
LOTTERY FUND

2009
Lottery Ticket Sales $ 1,293,020
Fees and Licenses 4663
Investment Earnings and Other Revenues 4,251

Total Annual Revenue 1,301,934
Less Prize Tickets (__9,580) 1% Of Total Annual Revenue

Total Net Revenue 1,292,354
Prize Expense (731,690) 56% Of Total Annual Revenue
Advertising ( 11,272) 1% Of Total Annual Revenue
All Other Expenses and Transfers (45,197)

Total Section 18C-162.a.3 (_56,369) 4% Of Total Annual Revenue
Commissions (per 18C-142) ( 90,366) 7% Of Lottery Ticket Sales
Unclaimed Prizes to NC Education Lottery Fund 19,901
Net Revenues to NC Education Lottery Fund 394,028

Total Revenues to NC Education Fund $ 413929 32% Of Total Annual Revenue
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NOTE 12 - ALLOCATION OF TOTAL ANNUAL REVENUES/TRANSFERS TO NC EDUCATION

LOTTERY FUND (continued)

Lottery Ticket Sales

Fees and Licenses

Investment Earnings and Other Revenues
Total Annual Revenue

Less Prize Tickets
Total Net Revenue

Prize Expense

Advertising
All Other Expenses and Transfers
Total Section 18C-162.a.3

Commissions (per 18C-142)

Unclaimed Prizes to NC Education Lottery Fund
Net Revenues to NC Education Lottery Fund
Total Revenues to NC Education Fund

Lottery Ticket Sales

Fees and Licenses

Investment Earnings and Other Revenues
Total Annual Revenue

Less Prize Tickets
Total Net Revenue

Prize Expense
Advertising
All Other Expenses and Transfers
Total Section 18C-162.a.3
Commissions (per 18C-142)
Unclaimed Prizes to NC Education Lottery Fund

Net Revenues to NC Education Lottery Fund
Total Revenues to NC Education Fund

2008

$ 1,078,082
4,782

8,897

1,091,761

(__29,733)

1,062,028
( 588,485)
(  8,619)

(41,243)
(__49,862)

( 75371)

16,789

331,521

$ 348,310

2007

$ 885,575
4,521

8,544

898,640

(__23,901)

874,739

( 451,792)

(  7810)
(38851
(___46,661)

(61,932
8,037

306,317

$ 314,354
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NOTE 12 - ALLOCATION OF TOTAL ANNUAL REVENUES/TRANSFERS TO NC EDUCATION

LOTTERY FUND (continued)

In accordance with Section § 18C-162 of the NCEL Act: Allocation of revenues.

@)

(b)

(©

The Commission shall allocate revenues to the North Carolina State Lottery Fund in order to
increase and maximize the available revenues for education purposes, and to the extent
practicable, shall adhere to the following guidelines:

(1) At least fifty percent (50%) of the total annual revenues, as described in this Chapter, shall
be returned to the public in the form of prizes.

(2) At least thirty-five percent (35%) of the total annual revenues, as described in this Chapter,
shall be transferred as provided in G.S. 18C-164.

(3) No more than eight percent (8%) of the total annual revenues, as described in this
Chapter, shall be allocated for payment of expenses of the Lottery. Advertising expenses
shall not exceed one percent (1%) of the total annual revenues.

(4) No more than seven percent (7%) of the total annual revenues, as described in this
Chapter, shall be allocated for compensation paid to lottery game retailers.

To the extent that the expenses of the Commission are less than eight percent (8%) of total
annual revenues, the Commission may allocate any surplus funds:

(1) Toincrease prize payments; or

(2) To the benefit of the public purposes as described in this chapter.

Unclaimed prize money shall be held separate and apart from the other revenues and allocated
as follows:

1) Fifty (50%) to enhance prizes under subdivision (a)(1) of this section.

2) Fifty (50%) to the Education Lottery Fund to be allocated in accordance with
G.S. 18C-164(c).(2005-344, s. 1; 2005-276, s. 31.1(r); 2007-323, s.5.2(c).)

Additionally, in accordance with Section 8§ 18C-142 of the NCEL Act, Compensation for lottery game
retailers, “The amount of compensation paid to lottery game retailers for their sales of lottery tickets or
shares shall be seven percent (7%) of the retail price of the tickets or shares sold for each lottery game.”

§ 18C-161. Types of income to the North Carolina State Lottery Fund.

(1) All proceeds from the sale of lottery tickets or shares.
(2)  The funds for initial start-up costs provided by the State.
(3)  All other funds credited or appropriated to the Commission from any sources.

(4) Interest earned by the North Carolina Lottery Fund.

As of September 30, 2009 the NCEL transferred $407.4 million and $344.8 million for the years ended

June 30,

2009 and 2008, respectively, to the NC Education Lottery Fund. As explained in Note 4C,

$6.5 million and $3.5 million for the years ended June 30, 2009 and 2008, respectively, is the amount of the
“Net Revenues” and “50% of Unclaimed Prizes” for the year not yet transferred to the NC Education Fund
as of June 30, but will be transferred during the subsequent fiscal year.
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NOTE 13 — CHANGES IN FINANCIAL ACCOUNTING AND REPORTING

For the fiscal year ended June 30, 2009, the NCEL implemented the following pronouncements issued by
the Governmental Accounting Standards Board (GASB):

GASB Statement No. 55, The Hierarchy of Generally Accepted Accounting Principles for State and
Local Governments.

GASB Statement No. 56, Codification of Accounting and Financial Reporting Guidance Contained
in the AICPA Statements on Auditing Standards.

GASB Statement No. 55, the statement incorporates the hierarchy of generally accepted accounting
principles (GAAP) for state and local governments into the GASB’s authoritative literature. It is
intended to make it easier for preparers of state and local government financial statements to identify
and apply the “GAAP hierarchy,” which consists of sources of accounting principles used in the
preparation of financial statements so that they are presented in conformity with GAAP and the
framework for selecting those principles.

GASB Statement No. 56 is part of the GASB’s effort to codify all generally accepted accounting
principles for state and local governments so that they derive from a single source. This is intended to
make it easier for preparers of state and local government financial statements to identify and apply
relevant accounting guidance.

For the fiscal year ended June 30, 2010, the NCEL anticipates implementing the following pronouncement
issued by the Governmental Accounting Standards Board (GASB):

GASB Statement No. 51, Accounting and Financial Reporting for Intangible Assets.

GASB Statement No. 51, the Statement provides needed guidance regarding how to identify, account
for, and report intangible assets.

NOTE 14 — CONTINGENCIES

The NCEL has a potential commitment to the Internal Revenue Service (IRS) for an assessment made
under IRC Section 6651 for the late deposit of withheld federal income tax. As of July 23, 2009, the
commitment amount was less than $400. This potential commitment results from an accounting processing
change made in early 2008 that resulted in a short delay in remitting withheld income tax to the IRS. The
NCEL, with the assistance of the North Carolina Office of the State Controller, has provided to the
IRS-Office of Appeals documentation and other relevant information we believe fully justifies the abatement
of this late deposit penalty. As of October 15, 2009, the NCEL has not received a response from the
IRS-Office of Appeals.

31



[ This Page Left Blank Intentionally ]

32



CERTIFIED PUBLIC

ACCOUNTANTS &
CONSULTANTS

Independent Auditors’ 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

To the Commissioners
North Carolina Education Lottery
Raleigh, North Carolina

We have audited the accompanying statements of net assets of the North Carolina Education Lottery
(NCEL), a major enterprise fund of the State of North Carolina as of June 30, 2009, 2008 and 2007,
and the related statements of revenues, expenses, and changes in fund net assets and cash flows for
the years then ended, and have issued our report thereon dated October 15, 2009. We conducted our
audits in accordance with auditing standards generally accepted 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.

As discussed in Note 2, the financial statements present only the NCEL and do not purport to, and do
not, present fairly the financial position of the State of North Carolina, as of and for the years ended
June 30, 2009, 2008, and 2007, and the changes in its financial position and its cash flows for the
years then ended in conformity with accounting principles generally accepted in the United States of
America.

Internal Control over Financial Reporting

In planning and performing our audit, we considered the NCEL’s internal control over financial
reporting as a basis for designing our audit procedures for the purpose of expressing our opinion on
the financial statements, but not for the purpose of expressing an opinion on the effectiveness of the
NCEL'’s internal control over financial reporting. Accordingly, we do not express an opinion on the
effectiveness of the NCEL's internal control over financial reporting.

A control deficiency exists when the design or operation of a control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis. A significant deficiency is a control deficiency, or combination of
control deficiencies, that adversely affects the NCEL’s ability to initiate, authorize, record, process, or
report financial data reliably in accordance with generally accepted accounting principles such that
there is more than a remote likelihood that a misstatement of the NCEL's financial statements is more
than inconsequential will not be prevented or detected by the NCEL'’s internal control.

A material weakness is a significant deficiency, or combination of significant deficiencies, that results
in more than a remote likelihood that a material misstatement of the financial statements will not be
prevented or detected by the NCEL's internal control.

Our consideration of the internal control over financial reporting was for the limited purpose described
in the first paragraph of this section would not necessarily identify all deficiencies in internal control
that might be significant deficiencies or material weaknesses. We did not identify any deficiencies in
internal control over financial reporting that we consider to be material weaknesses, as defined above.
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Compliance and Other Matters

As part of obtaining reasonable assurance about whether the NCEL'’s financial statements are free of
material misstatement, we performed tests of its compliance with certain provisions of laws,
regulations, 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 honcompliance 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, the Commissioners, others
within the organization, and the State of North Carolina and is not intended to be and should not be
used by anyone other than these specified parties.

CHERRY, BEKAERT & HOLLAND, L.L.P.

UN"\Q\LA Y N L.

Raleigh, North Carolina
October 15, 2009
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ORDERING INFORMATION

Audit reports issued by the Office of the State Auditor can be obtained from the web site at
www.ncauditor.net. Also, parties may register on the web site to receive automatic email
notification whenever reports of interest are issued. Otherwise, copies of audit reports may be
obtained by contacting the:

Office of the State Auditor

State of North Carolina

2 South Salisbury Street

20601 Mail Service Center

Raleigh, North Carolina 27699-0601

Telephone:  919/807-7500

Facsimile: 919/807-7647
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