COMMONWEALTH OF PENNSYLVANIA

PENNSYLVANIA LIQUOR CONTROL BOARD
Harrisburg, Pennsylvania 17124-000{

April 24, 2017

The Honorable Seth M. Grove

State Representative, 196th Legislative District
7 East Wing

Harrisburg, PA 17120

Dear Representative Grove:

The Pennsylvania Liquor Control Board (PLCB) received your letter dated Jan. 24", in which you
asked a series of questions regarding the financial metrics and operational efficiencies of the
agency. We appreciate the opportunity to discuss how the PLCB is ensuring that the agency is
maximizing the revenue it produces, and controlling operational costs, in order to fund critical
state programs while providing outstanding value to our customers. We also appreciate the time
you afforded us to respond to your inquiries.

As you know, the PLCB is not funded with a General Fund appropriation, but rather through an
executive authorization from the proceeds of the State Stores Fund. In Fiscal Year (FY) 2016-17,
the agency will transfer $217 million to the General Fund to support essential state services. This
figure does not include the transfers made to other state agencies, as described more fully below.
We trust that the dialogue during the House Appropriations Committee hearing on March 2™
helped answer many of the questions that you and the committee members had regarding the PLCB
as you prepare to make decisions about the FY 2017-18 state budget.

The PLCB budget submission to the House Appropriations Committee, which was submitted prior
to the March 2" hearing, includes much of the information requested in your letter. Consequently,
for brevity and consistency, this response, when appropriate, references the budget submission,
with corresponding page number(s). An additional copy of the PLCB’s budget submission is
attached for your convenience,

1. Program Performance — Key Performance Indicators and Cost Drivers

In contrast to other state agencies, the PLCB prepares detailed financial statements that outline the
financial results of the business, which is the fundamental key performance indicator that guides
the business operations of the PLCB. These financial reports are publicly available on the PLCB
website, www.lcb.pa.gov. Page 10 of our budget submission includes a specific discussion of the
various performance measures that we utilize to assess outcomes in terms of controlling costs and
increasing sales. Additionally, we develop an annual business plan and budget for each program
area. Our Finance office meets quarterly with each program area to examine actual costs for the
quarter in comparison to the plan and discuss any current or anticipated variances.
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On the regulatory side of the agency, the PLCB ensures responsiveness to licensees through our
new online licensing and regulatory portal, PLCB+. This online system has eliminated paper forms
and expedited the review of licensing matters by reducing the delay associated with sending hard
copies of information through the mail. Further, PLCB+ allows users to access their account 24/7
to update information, pay fees and apply for special permits.

The most significant cost drivers for the PLCB, as explained on page 6 of our budget submission,
are personnel services, which are largely outside of the control of the agency as a result of
Commonwealth-negotiated employee direct and indirect compensation. Also, outside of the
control of the PLCB are higher pension, worker’s compensation, and other post-employment
benefit (OPEB) costs for employees. While operational expenses have increased as well, those
costs are mostly correlated to the PLCB’s increased sales growth of approximately four percent
per year over the past few years,

2. New Programs/Initiatives

As discussed throughout our budget submission, including the FY 2017-18 initiatives section on
page 7, the primary focus of our recent and future initiatives involves the continued
implementation of Acts 39, 85 and 166. Many of these initiatives were legislatively mandated in
Act 39, and consequently must be implemented regardless of any cost-benefit analysis (i.e.,
developing new license applications and investigating them, ensuring that holders of wine
expanded permits are properly stocked with wine they wish to sell, etc.). Other discretionary
portions of the 2016 liquor reforms, such as the operation of additional Fine Wine and Good Spirits
(FWGS) stores on Sundays and selling PA lottery tickets through self-service Lottery machines
continue to be assessed and modified based on customer response to these programs. The future
development of a customer relations management program will be evaluated based on
implementation costs and the potential to increase sales.

3. Agency Line Item Review

Pages 3-7 and 16 of the PLCB budget submission include the breakdown of the agency’s executive
authorization request by major object and includes a narrative description of the changes. The
increase in the executive authorization, as noted before, largely reflects costs outside of the control
of the PLCB, including increasing personnel costs. Additionally, the agency has encountered costs
associated with the unanticipated implementation of Act 39 and higher operational expenses from
increased freight, store rent, and credit/debit card fees. To ensure the PLCB’s personnel resources
reflect the operational needs of the agency, especially in light of the changes from the 2016 liquor
reforms, we have undertaken an ongoing comprehensive review of vacant positions to determine
whether there is a compelling business need to fill those respective positions.

As mentioned previously, the agency produces detailed financial statements that include a
comparative operating statement, which details revenues, expenditures and changes in the State
Store Fund position compared to the previous fiscal year. The fiscal year end reports are publicly
available on the PLCB website under “news and reports.”
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Page 39 of the budget submission provides a statement of cash receipts and disbursements which
includes the projected cash balance at the end of FY 2016-17 and a further five years of estimates
based on the assumptions listed in the footnotes on that page. Additionally, attached is the most
recent financial audit of the State Stores Fund and the Liquor License Fund that details cash flow.

4. GO TIME (Continuous Improvement / Lean Government)

Attached is a spreadsheet of GO TIME savings over the past two fiscal years with a brief
description of each item. The savings from GO TIME initiatives did not fund specific items, but
rather contributed to the continuing efforts of the PLCB to limit operating expenses through
operational efficiencies and innovative business strategies.

5. Federal Funds
The PLCB does not receive federal funds.
6. Contracts (non-personnel)

Pages 17-34 of our budget submission includes the requested information regarding consulting
contracts in fiscal year 2015-16 and 2016-17, as well as 2017-18.

7. Lapsed Funds

Page 5 of our budget submission outlines the executive authorizations and corresponding lapses
of funds for the past three fiscal years. Historical lapses for the executive authorization specific to
the purchase of liquor are also listed in the PLCB budget submission on page 37.

8. Regulations

With the advent of Acts 39, 85 and 166, the PLCB anticipates updating its regulations to conform
with these acts. Act 39 amended more than 35 sections of the Liquor Code and added several more,
and Act 166 amended 17 sections of the Liquor Code, including some of the same sections
amended in Act 39, and added another new section. As a result of these comprehensive changes,
the process of aligning PLCB regulations is anticipated to be a multi-year endeavor.

In FY 2015-16, the PLCB promulgated six regulatory amendments. The regulations did not result
in any significant fiscal impact to the PLCB or the regulated community.

e Conversion of Suspension into a Fine (40 PA Code § 7.10)

o The statutory authority for this regulation is 47 P.S. § 2-207(}).

o This regulation increased the minimum fines acceptable to the PLCB when an unserved
license suspension is converted to a fine at the request of an applicant. The regulation
impacts only those licensees with unserved suspensions that want to transfer the license
after incurring a suspension.
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Economic Development Licenses (40 PA Code § 3.105)

o The statutory authority for this regulation is 47 P.S. § 2-207(i).

o This regulation further clarified the criteria that an economic development restaurant
license applicant must meet to prove that he or she has “exhausted reasonable means
for obtaining a suitable license within the county.” [47 P.S. § 4-461 (b.1)(1)).

Responsible Alcohol Management Program (40 PA Code § § 5.211, 5.232, 5.233)

o The statutory authority for this regulation is 47 P.S. § 4-471.1 and 47 P.S. § 2-207(i).

o This regulation permitted third parties to develop a training curriculum to meet the
requirements of the Responsible Alcohol Management Program (RAMP) and provide
those materials to the Bureau of Alcohol Education for approval.

Right to Occupy (40 PA Code § § 7.2 and 7.4)

o The statutory authority for this regulation is 47 P.S. § 2-207(1).

o This regulation recognized that a lease or deed is not the only way to establish the right
to occupy a proposed licensed premises. As part of the application process, an applicant
must prove its right to occupy the proposed licensed premises, which may include a
lease or deed or through a contract with the owner of the premises.

Discount Pricing Practices (40 PA Code § 13.102)

o The statutory authority for this regulation is 47 P.S. § 2-207(i).

o This regulation was amended to align PLCB regulations with changes that were made
to the Liquor Code related to the hours in which licensees may discount the sale of
alcohol at its licensed premises (i.e., happy hours).

Posting Requirements for Extension (40 PA Code § 7.22)

o The statutory authority for this regulation is 47 P.S. § 2-207(i).

o This regulation was amended as a result of changes to the Liquor Code. Regulations
had previously required applicants for an extension of the licensed premises to post
notice of the application filing for 15 days. An amendment to the Liquor Code increased
the posting period to 30 days and the regulation was amended accordingly.

In FY 2014-135, the PLCB promulgated one regulatory amendment. The regulation did not result
in any significant fiscal impact to the PLCB or the regulated community.

Breweries (40 PA Code § 3.93)

o The statutory authority for this regulation is 47 P.S. § 4-446(a)(1) and 47 P.S. § 2-207(i)

o This regulation, which was requested by the industry, permitted brewery licensees to
serve their own beer for consumption on the licensed premises under certain conditions
without needing to also acquire a brewery pub license from the PLCB. Accordingly, a
brewery licensee must have seating for at least 10 customers and must make food
available in order to serve its beer for on-premises consumption.



Grove Response Letter
April 24,2017
Page 5

9. Augmentations

While the PLCB does not receive augmented funds in the form of interagency transfers from other
agencies, the PLCB does make significant transfers to other state agencies. In FY 2015-16, the
PLCB’s transfers to other Commonwealth agencies included:

e $26.1 million to the Pennsylvania State Police Bureau of Liquor Control Enforcement.

¢ §$3.3 million provided to support the Department of Drug and Alcohol Programs (an
increase of $1.6 million over the prior fiscal year).

e $9.7 million transferred to other Commonwealth agencies that billed the agency for
services provided:

o $2 million to the Office of Administration (OA) for consolidated data services and
another $2.4 million for classification and pay services, strategic services/SEAP, SAP-
based services, and telecommunication charges.

o §1.0 million to the Department of General Services (DGS) for real estate and shared
services, employee self and tort insurance, warehouse and distribution services, and
Capitol Complex services.
$2.7 million to the Auditor General.
$1.1 million to the Civil Service Commission.
$368,000 to Payroll Operations.
$164,000 to Treasury.

0000

10. Fines/Settlements/Litigation

The PLCB is involved in two ongoing litigation cases. The first case involves the now shuttered
wine kiosk program. While the agency recovered its costs for this program, the manufacturer of
the kiosks, Simple Brands, sued the PLCB for alleged breach of contract. The litigation, which
remains in discovery phase, has resulted in approximately $500,000 in legal fees and expenses.

Second, the agency is engaged in litigation against World Transportation, Inc. (WTI), who
previously served as the PLCB’s Philadelphia warehouse contractor. WTI essentially went out of
business and defaulted in its obligations, which required the PLCB to procure an emergency
contract with XTL, Inc., the current warehouse vendor, to run the Philadelphia distribution
operations. The litigation, which remains in discovery phase, has resulted in about $440,000 in
legal fees and expenses.

11. Information Technology Modernizations/Contracts

As previously referenced, in May 2016 the PLCB launched PLCB+, which transformed almost 70
paper processes into a paperless online system. The PLCB received the 2016 Control States Best
Practices Award from Stateways magazine, in part, because of the innovation demonstrated by the
development of PLCB+. The PLCB expects to save an estimated $4.3 million from efficiencies
created by PLCB+ over the next few years.
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While the PLCB does not have any information technology contracts specifically associated with
modernization efforts, current contracts do provide for production support with opportunities to
engage in system upgrades. For example, the PLCB is currently working with OA, Unisys, IBM
and Oracle to improve our disaster recovery capabilities. Also, the PLCB is in the process of
modernizing our data warehouse approach by replacing the current Oracle Retail Data Warehouse
with a Power BI/Microsoft Azure solution. This modernization will provide the PLCB with a more
comprehensive data warehouse product.

All PLCB information technology contracts are actively managed, invoiced and reviewed monthly
to ensure costs are controlled, and PLCB staff assigns the specific tasks associated with the
implementation of the contract.

The PLCB has actively engaged in the use of consolidated enterprise services and contracts. As a
significant user of merchant services for credit card processing, the PLCB collaborated with the
Office of Budget, DGS and other state agencies to negotiate a merchant service agreement with
First Data Services and Santander Bank. The volume of transactions processed by the PLCB
helped to lower the transaction fee costs across other state agencies. Additionally, the PLCB
lowered operating costs for hosting our current information technology platforms by consolidating
the services through PA Compute Services. This consolidation resulted in approximately $3
million in savings. The PLCB also partners with OA on master agreements for a variety of
information technology products, which produce significant savings when compared to the PLCB
purchasing those services independently.

I hope that this information is helpful to answer the questions included in your letter. Please do not
hesitate to contact me at 717-346-8402 with any additional questions or clarifications.

Sincerely, % ? %
Christop%er L. Herrington, Esq.

Director of Legislative & Governmental Affairs
Attachments

cc:  The Honorable Stanley Saylor, Chairman, House Appropriations Committee
The Honorable Joseph Markosek, Minority Chairman, House Appropriations Committee
The Honorable Adam Harris, Chairman, House Liquor Control Committee
The Honorable Paul Costa, Minority Chairman, House Liquor Control Committee
Tim Holden, Chairman
Mike Negra, Board Member
Michael Newsome, Board Member
Charlie Mooney, Executive Director
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Mission Statement

The Pennsylvania Liquor Control Board serves as the commonwealth’s
responsible seller of wines and spirits, regulates Pennsylvania’s beverage alcohol
industry, and promotes social responsibility and alcohol education, while
maximizing financial returns for the benefit of all Pennsylvanians.




LIQUOR CONTROL BOARD
SUMMARY BY FUND AND EXECUTIVE AUTHORIZATION

The Pennsylvania Liquor Control Board regulates the manufacture, possession, sale, consumption, importation, use, storage, transportation and
delivery of liquor, alcohol and malt or brewed beverages in the Commonwealth.

The dollar amounts shown below include executive authorizations from and augmentations to the State Slores Fund, a special enterprise fund.

They are reflected herein as "Other Funds". The sole soutce of operating funds for the Liquor Control Board's operations is the Governor's Executive
Authorization of Expenditure from the revenues and retained earnings of the State Stores Fund.

The State Stores Fund serves as the general operating fund for the Liquor Control Board. This fund receives revenues from the sale of goods
through State Liquor Stores, fees not credited to the Liquor License Fund, fines and penalties for law violations by licensees, and losses and damages
recovered, Expenditures cover all cosls associaled with the operation and administration of all PLCB functions as outlined and prescribed by the
Pennsylvania Liquor Code. In addition, the fund also provides monies to the Pennsylvania State Police for enforcement of the Liquor Code Law, the
Departiment of Drug and Alcohol Programs for alcohol abuse programs, the Office of Auditor General for auditing services, and the Office of the
Comptroller assigned to the PLCB for accounting services. Annual profit transfers are made from this fund to the General Fund.

($ Amounts in Thousands)

Actual Available Budgeted
2015-16 2016-17 2017-18

STATE STORES FUND
General Operations (EA) § 516,618 $ 538,385 $ 570,565
Purchase of Liquor (EA) 1,332,250 1,386,000 1,425,000
Comptroller Operations (EA) 5,552 5,419 5,690
Transfer of Profits to General Fund (EA) 100.000 216,400 185,100
LIQUOR CONTROL BOARD TOTAL....................... $1,954 420 $2,146,204 $2,186,355



EXECUTIVE AUTHORIZATION:

GENERAL OPERATIONS (AGENCY TOTAL)

Page # of Governor's Execulive Budget:
Pp. E32,1-[32.8

I

11,

SUMMARY FINANCIAL DATA

State Funds

Federal Funds

Other Funds (State Stores)
Total

DETAIL BY MAJOR OBJECT
General Operations

Personnel

State Funds

Federal Funds

Other Funds (State Stores)
Total

Operating

State Funds

Federal Funds

Other Funds (State Stores)
Total

Fixed Assets

State Funds

Federal Funds

Other Funds (State Stores)
Total

Grants and Subsidies
State Funds

Federal Funds

Other Funds (State Stores)
Total

($ Amounts in Thousands)

Actual Available Budgeted Budgeted vs.
2015-16 2016-17 2017-18 Available
5 0 5 0 5 0 $ 0

0 0 0 0

516,018 538,385 570,565 32,180

$516,618 $538,385  § 570,565 $ 32,180
(8 Amounts in Thousands)

Actual Available Budgeted Budgeted vs.
2015-16 2016-17 2017-18 Available
b 0 3 0 $ 0 i 0

0 0 0 0

307,607 318.656 340,740 22,084
$307,607 $318,656 $340,740 $ 22,084
$ 0 b 0 b 0 $ 0

0 0 0 0
194,235 204,158 212,921 8,763
$194,235 $204,158 $212,921 $ 8,763
$ 0 b 0 3 0 3 0
0 0 0 0

13,276 14,071 13.704 (367)

$ 13,276 $14,071 ~ § 13,704 ¥ (367
$ 0 3 0 3 0 $ 0
0 0 0 0
1,500 1,500 3,200 1,700
5 1,500 $ 1,500 $ 3,200 $ 1,700




EXECUTIVE AUTHORIZATION:
GENERAL OPERATIONS (AGENCY TOTAL)
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III. IHISTORY OF LAPSES
1Iv. COMPLEMENT INFORMATION
State Funds

Federal Funds
Other Funds (State Stores)
Total

# Positions
Salary
Benefits

% Benefits

Salary

# Positions
Wages
Benefits

% Benefils

£

# Positions
Salary/Wages
Benefits

% Bencfits

Taotal

Fiscal Year
2015-16
2014-15
2013-14

Dec. 31, 2015
Authorized Tilled
0 0
0 0
3270 3,104
3,270 3,104

3,270
139,878,000
126,017,000

90.1%

2,720

32,208,000

9,504,000
29.5%

5,990
172,086,000
135,521,000

78.8%

(3 Amounts in Thousands)

Authorization
$516,618
$484,958
$452,970

Dec. 31, 2016
Authorized Tilled
0 0

3,395
140,108,000
128,855,000

92.0%

3,076
33,788,000
15,905,000

47.1%

6,471
173,896,000
144,760,000

83.2%

Lapse
$19,130

$ 5,960
$12,074

Budgeted
Authorized Tilled

0 0
0 0

3,395 3,055

3,395
150,875,000
141,146,000

93.6%

3,046
36,357,000
12,362,000

34.0%

6,441
187,232,000
153,508,000

82.0%




EXLCUTIVE AUTHORIZATION: . Page # of Governor's Excentive Budget:
GENERAL OPERATIONS (AGENCY TOTAL) Pp. £32.1-K£32.8

V. PROGRAM DESCRIPTION

In conformance with the Pennsylvania Liquor Code, The Pennsylvania Liquor Control Board (PLCB) serves as the commonwealth’s responsible
seller of wines and spirits, regulates Pennsylvania’s beverage alcohol industry, and promotes social responsibility and aleohol education, while
maximizing financial returns for the benefit of all Pennsylvanians. Funds to cover the general operating expenditures of the Liquor Control Board are
generated by the sale of wine and spirts and come from the Slate Stores Fund.

The PLCB regulates the manufacture, importation, sale, distribution, and disposition of alcohol in the commonsvealth, The agency does not sell
malt and brewed beverages, rather it regulates those sales through the licensing of distributors and other refailers. The agency is responsible for
wholesale operations of wine and spirits, which licensees may pick up from slate-operated Fine Wine & Good Spirits retail stotes or licensee service
centers, or have wine and spirits delivered from PLCB distribution centers. All package sales of spirits in Pennsylvania, with the exception of those
sold at licensed distilleries, are made through Fine Wine & Good Spirits stores operated by the PLCB. Most wine sales are also made through the
PLCB’s more than 600 Fine Wine & Good Spirits stores, although wine can now also be purchased — in limited quantities — from properly licensed
and permitted private market relailers.

In 2016, the most comprehensive changes to Pennsylvania’s Liquor Code since Prohibition were signed into law, transformatively changing
the beverage alcohol landscape in Pennsylvania, Among the most significant changes brought about by Acts 39, 85 and 166 of 2016 were direct
shipping of wine to residents; wine-to-go sales at restaurant and hotel licensees, including grocery and convenience stores; Pennsylvania Loltery sales
and expanded Sunday and holiday hours at Fine Wine & Good Spirits stores; new marketing opportunitics including a customer relations management
program; and distributors” ability to sell beer in any size package, including six packs, growlers and single bottles.

The changes are voluminous and affect not only licensees, but also how the PLCB conducls its business operations in general, along with its
revenues and profits.

For FY 2017-18, the PLCB is submitting a budget request of $570,565,000 for the general operations of the PLCB, which is funded through an
executive authorization to spend from revenues of the State Stores Fund. This request will allow the Board to continue to operate more than 600 retail
stores, which provide wines and spirits to the consuming public and licensees, and three distribution center locations, which deliver wines and spirits
to both PLCB stores and licensees. This request represents an increase of $32,180,000 or 6.0% from the fiscal year 2016-17 Executive Authorization
of $538,385,000. This request has an increase of $22.1 million for personnel services (+6.9%). Salary and wage increases of $13.3 million ($7.7%)
reflect the costs for contract changes, the October/2016 (2.75%) GSI and Management pay schedule changes (4%) and the July/2017 GSI (2.0%), as
well as the full-year cost for the complement increase (125 salaried positions) for Act 39. Benefit rate changes account for the remaining 8.8 million
(6.0%) requested increase for personnel services,
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This request reflects an increase of $8.8 million for operational expenses (+4.3%). Store leases, credit and debit card usage fees, and freight
and warehousing costs are directly correlated to our sales growth of 4% over the last few years. Act 39°s wine-to-go provision has already added
several hundred licensed wine-to-go retailers utilizing the PLCB’s direct delivery program. This change is expected fo significantly increase the
number of warehouse deliveries and be a cost-driver of PLCB freight and warehousing costs. These three operating expense items represent nearly
$140 million or two-thirds of the PLCB’s operational expense request. The grants increase of $1.7 million to $3.2 million reflecis the two new $1
million grants created by Act 39 for the PA Malt and Brewed Beverage Board and the PA Wine Marketing and Research Program Board, in addition
to the long-standing alcohol education grants. Several other ongoing business needs that are critical to the PLCB’s continued growth and successful
implementation of 2016 statute changes are noted in the FY 2017-18 initiatives below.

FY 2017-18 Initiatives

Implementation and confinucd support of the changes and initiatives resulting from Acts 39, 85 and 166 of 2016 will be a multi-year
commitment to the following business operations: developing and growing a Wholesale Operations division in support of wine-to-go sales by
licensed, permitted private retailers; expanding Sunday store openings and hours; implementing and supporting Pennsylvania Lottery sales
in more than 300 stores; negotinting more competitive product acquisition costs with wine and spirits suppliers on an ongoing basis;
development of » new Special Liguor Order (SLO) sales process; development of a customer relationship management (CRM) program;
regular auctions of expired restaurant liquor licenses; and confinued licensing support of new license types and processes (wine expanded
permits and reports, divect wine shipper licenses and reports, license surcharge, “E” to “R” conversions, easino licenses and other changes).
These acts required changes to our licensing system (PLCB+) and our Oracle systems, most of which are expected to be completed during FY 2016-
17. All of the costs of these system changes have not been completely identified and were not explicitly funded in the FY 2016-17 re-budget request.
Some of the PLCB’s planned 2016-17 initiatives will possibly be deferred due to staffing and resource limitations and the focus to implement the Act
39 changes. Although all of the FY 2017-18 initiatives listed below (except Support Services) were also listed as FY 2016-17 projectsfinitiatives, the
funds requesicd for FY 2017-18 do not reflect any expected deferments of efforts on these particular projects. As costs are more clearly quantified,.a
review of these changes and other FY 2016-17 projects/initiatives will be performed to determine if supplemental spending authorization is needed for

FY 2016-17.

The PLCB transferred $1.5 million in funds to DGS in FY 2015-16 for the capital project to replace the NWOB'’s existing fire alarm system.
However due to delays with DGS, this project is nol expected to be started until 2017. Due to extended nature of that project, the replacement of the
NWOB’s windows ($1.5M) is being deferred until FY 2018-19.
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FY17-18
Initiative $ (MIL)
Support Services (POS, RMS & EBS) 30 *
e-Commerce Consolidations (ie Public Sites Enhancements) 1.6 *
18MS Upgrade/Patching 1.5
Data Insights {Retail/EBS/ Data Whse Replacement) 15
Customer Relationship Mgmt (CRM) 1.5
Video Surveillance System (VSS) 15 *
Retail Point of SALES (POS) Enhancements 04
$11.0

* projects/initiatives started in FY 16-17

The PLCB remains commitled to customer service excellence and social responsibility in all facets of our operation while maintaining a
strong revenue stream for the Commonwealth.

The primary revenue source for the State Stores Fund is the PLCB’s sale of wine and spirits. Sales and tax revenue in fiscal year 2015-16
totaled $2.431 billion, an increase of $95.1 million or 4.1% over fiscal year 2014-15. Sales for 2016-17 and 2017-18 are projected to grow at an annual
compounded rate of 4.7%. Given the significant changes brought about to Pennsylvania’s beverage alcohol marketplace in the second half of 2016,
meaningful long-term sales projections cannot be made until time allows consumer purchase patterns and sales trends to change, develop and be-

measured,

These revenues cover the cost of merchandise inventory maintained and sold at the stores and all costs of operating the PLCB. After payment
of these operating expenses, the PLCB generated $583.6 million in profit transfers and Commonwealth taxes for the General Fund, an increase of $39.0
million or 7.2% for fiscal year 2015-16. In addition to the profit transfer and taxes, the PLCB also covers the costs of the PA State Police Bureau of
Liquor Control Enforcement, which in fiscal year 2015-16 was $26.1 million vs. $25.7 million the previous year. Additionally, $3.3 million was
allocated to the Pennsylvania Depariment of Drug and Alcohol Programs, $4.6 million in license fees was returned to local municipalities, and $8.7
million in local sales tax was collected and fully remitted to Philadelphia and Allegheny counties.

Although Act 39 and Act 85 provided enhancements of State Stores Fund revenue sources through new licenses and a license surcharge, the
auction of expired restaurant licenses, pricing flexibility and expanded Sunday sales, they also decreased State Stores Fund revenues with SL.O mark-
up reductions, the loss of sales tax commissions and the threat of wine sales cannibalization by private retailers. Additionally, Act 39 created two new
grant programs funded from the State Stores Fund. Some of the revenues to be achieved through the 2016 liquor law changes likely won’t be realized
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at all (casino liquor license revenue) or until additional time passes. Revenue from the first restaurant license auction will not be collected until near
the end of FY 2016-17, it will take time and continual negotiations to gain significant concessions (hrough flexible pricing, a customer relations
managementi programm won’t deliver dividends until FY 17-18 or FY 18-19, and consumers’ adaptations to expanded Sunday hours and Pennsylvania
Lottery sales in Fine Wine & Good Spirits stores will take time to develop.

For fiscal year 2016-17, the PLCB will transfer a combined $216.4 million including regular profit and enhanced proceeds from Act 39, but to
do so will require a one-time withdrawal of State Stores Fund cash reserves for a portion of the transfer. For fiscal year 2017-18, the PLCB plans to
transfer $185.1 million including State Stores Fund profits, Act 39 enhanced proceeds and Pennsylvania Lottery commissions.
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V. 1. PROGRAM DESCRIPTION — Performance Measures

The most cffective program performance measures used by the Liquor Control Board are those that report the financial results of the business
enferprise we operate. Monthly financial statements prepared in accordance with Generally Accepted Accounting Principles provide information on
gross sales, taxes collected, cost of goods sold, operating expenses, and net income. Those financial results are measured against established goals,
reviewed by management, and appropriate action taken. With the ERP-based operating system, the Board has developed dashboard measures and key
performance indicators that enhance the Board’s ability to control expense growth through increased visibility on variances from planned expense and
revenue goals as well as having the necessary data stream to maximize returns on product investment and placement. New tools have been developed
for improved forecasting of income and cash flow. In addition to financial information, various other performance measures are regularly reported to
PLCB operating managers. Increased use of business ratios, such as Expense to Net Sales and Sales per Square Foot, are utilized for comparative
purposes with increased emphasis on market impact of store relocations, closings and openings to maximize service level to the customer base.
Comparative measures are utilized to monitor daily store performance by tracking sales challenges, inventory shrink and other measures. Models have
been developed to analyze the effectiveness of our advertising expenditure allowing us to maximize advertising benefits.

The PLCB devotes significant resources to improve the efficiency of regulatory services to licensees. Program performance measures used
include the number of applications processed, furnaround timme, inquiries handled personally or by telephone, fees processed and detailed monitoring
of investigative activities. Our alcohol education and abuse prevention programs continue to grow and improve. Measures of program pecformance
include the number of owners/managers/servers completing Responsible Alcohol Management Training (RAMP) seminars and number of alcohol
education materials distributed to the targets of our various alcohol education programs as well as definable ineasurements for activities funded through

our grani programs.
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V.2. Recent Legislative Changes — Act 39 and Act 85 of 2016

Act 39 of 2016 made historic reforms to the Pennsylvania Liquor Code and represents the most expansive change to the state’s liquor taws since the
end of Prohibition. From product procurement and matketing, to wholesale operations and licensing, Act 39 transformed the PLCB and the alcoholic

-beverage industry in Pennsylvania. With only 60 days to establish the necessary infrastructure and policies, the PLCB immediately sct to work to
ensure the Act was quickly and successfully implemented.

Given the significant breadth of the Act 39 reforms across the business and regulatory areas of the agency, the PLCB recognized the need for
organizational changes to effectively manage resources and align our agency structure with the opportunities provided by the Act. The PL.CB established
a Program Management Office and contracted with a project manager to track tasks, budgets and progress for each Act 39 deliverable. A new Office
of Wholesale Operations was created to manage the new wine-to-go wholesale business. We contracted with a consultant to advise the agency on the
development and implementation of pricing policies, and we hired a [ull-time pricing coordinator to manage and execuie pricing strategies and to assist
the product selection category managers in supplier negotiations. We hired a consultant to assist the agency with developing its customer relationship
management (CRM) program.

I LICENSE APPLICATIONS

Before a single bottle of wine could be shipped under the new direct wine shipper license or sold under a wine expanded permit, the PL.CB had to
create the licensing applications for all new licenses and permits that the act created. Prior o the bill being signed into law, the PLCB began a transition
to an online regulatory and licensing system, known as PLCB+, which allows licensees to apply for permits and licenses 24/7 and has made the
application process paperless. The myriad of licensing changes made by Act 39 required technical modifications to PLCB+. The PLCB’s Bureau of
Licensing coordinated with our vendor, Computronix, to make all the necessary changes before the effective date of the Act without any disruption to
current licensing operations.

On August 8, 2016, the effeclive dale of the Act, Licensing began accepting applications through PLCB+ for wine cxpanded permits, direct wine
shipper licenses, ealing place license conversions, casino liquor licenses, and a number of new permits for Pennsylvania producers. The task then
turned to evaluating, investigating and approving all of these new permits and licenses. The efficiencies created by PLCB+ helped to ensure prompt
implementation of the licensing provisions of Act 39.
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As of February 17, 2017, the tally of major new license and permit applications is:

Wine Expanded Permits: 414 applications received and 380 issued

Direct Wine Shipper Licenses: 907 applications received and 854 issued
Casino Liquor Licenses: 0 applications received

Eating place license conversions: 36 applications received and 31 approved

e o ¢ o

II. WINE EXPANDED PERMITS / WHOLESALE OPERATIONS

The advent of wine-to-go sales by permit holders created a new wine wholesale business for the PLCB. The apency established the Office of Wholesale
Operations {o act as a liaison to holders of wine expanded permits. In addition to a director, this office consists of three wholesale business developers
who manage the wholesale business accounts and serve as a resource to address the needs of our wholesale customers. In early August 2016, the PLCB
started meeting with grocery chains to begin collaboratively planning for wine-to-go sales across Pennsylvania. As a result of these meetings, a pilot
program was developed to test and refine processes for forecasling product needs, planning replenishment orders and delivering wine.

Currently, Wholesale Operations is collaboratively working with holders of wine expanded permits, including approximately 173 grocery stores and
21 convenience stores currently selling wine-to-go. Based on sales data through February 18, approximately 2 million units of wine have been sold
to permit holders, representing almost $22 million in sales.

Planning is the key to success as the PLCB adjusts its product procurement plans to accommodate both its Fine Wine & Good Spirils retail customers
and wine expanded permit holders. The PLCB’s Licensee Online Order Portal (LOOP) and the Licensee Delivery Program (LDP), both developed in
2015, are essential to efficiently serving our licensed customers. Licensees submit orders through LOOP, which can be done online 24/7 at the
convenience of the licensee. Wholesale customers receive product either by direet delivery from a PLCB distribution center or by designating a Licensee
Service Center as the pick-up location.

Further, in pattnership with one of the licensed grocery store chains, the PLCB piloted a backhaul program that allows a wholesale customer to pick
up product at a PLCB distribution center and route it through their supply chain, This program reduces transportation costs and adds efficiencies for
both the PL.CB and the wholesale customer. This is just one example of how the agency is collaborating with our customers to improve processes and
efficiency.
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I1L. SUNDAY SALES

Act 39 allows the PLCB to open as many of its Fine Wine & Good Spirits stores on Sundays as deemed appropriate, and it gave the agency complele
discretion over hours of operation. Before Act 39, the PLCB could only open 25% of its stores on Sundays, and only from noon to 5 p.m. The PLCB
has aggressively moved to enhance consumer convenience tlwough the opening of additional stores on Sundays. Prior to Act 39, we operated 188
stores on Sundays. That number now stands at 331 as of February 21, 2017, representing more than 50% of the PL.CB’s stores. Further, the PLCB has
expanded Sunday storc hours at those locations to 11 am. to 7 p.m. We:will assess whether additional locations and expanded hours are necessary in
the future, especially during the busy holiday scason, to accommodate demand and enhance consumer convenience.

IV. LOTTERY SALES

The sale of Pennsylvania Lottery tickets at Fine Wine & Good Spirits stores was also authorized by Act 39. The PLCB acted rapidly to establish the
necessary infrastructure to implement this provision. The PLCB began discussions with the Pennsylvania Lotfery in 2015 to develop the necessary
requirements and procedures in anticipation of legislative authorization to permit lotlery sales. Consequently, the PLCB was well-positioned to quickly
execute this opportunity. As a result, as of February 21, 2017, there were 312 Fine Wine & Good Spirits stores with Lottery machines. Proceeds from
Lottery sales are deposited initially into the State Stores Fund and are then subsequently transferred to the General Fund.

V. DIRECT SHIPMENT OF WINE

Act 39 allows in-state and out-of-state wine producers oblaining a direct wine shipper license to sell and deliver up to 36 cases of any wine per year to
a resident’s home or business address for his or her personal consumption. As of February 17, 2017, 854 licenses had been issued to both in-state and
aut-of-state wine producers. Direct wine shipments are subject to the 6% sales tax and a $2.50 per gallon Wine Excise Tax. Pursuant to Act 39,
proceeds from the Wine Excise Tax are paid directly to the Department of Revenue by the licensee, (i.e. - the taxes do not pass through the State Stores

Fund).
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VI.  AUCTION O EXPIRED LICENSES

Act 39 of 2016, and subsequently Act 85, provided the PLCB with the authority to auction about 1,200 restaurant licenses that expired or lapsed since
the year 2000. Act 85 gave the PLCB the discretion to decide how and when these auctions should be conducted. The first auction was publicly
announced in September. The auction was conducted through a sealed bid process and consisted of 40 licenses in 21 different counties.

The seated bids were publicly opened on October 31, 2016. Bids were received for 37 of the 40 licenses. Notices of Sclection were sent out to the
highest bidders, who had until mid-November to submit bid payments or withdraw and allow the PLCB to proceed to the sccond highest
bidder. Winning bids ranged from $51,500 for a license in Somerset County to $556,000 for a license in Cumberland County. Assuming that all 37
license applications are received and approved, approximately $7.79 million in revenue will come out of escrow and be deposited into the State Stores
Fund and then subsequently transferred to the General Fund.

A second auction is planned for March 2017, This auction will include 50 expired licenses in 48 counties from a more diverse selection of counties to
test the markets in those respective locations. Bids are due March 3, 2017, and the winners will be determined the following week.

The initial auctions are intended to test the license marketplace in the various counties and determine how the licenses were received, as well as the
process itself. The PLCB did not want to flood the market with too many licenses at onrce and risk the devaluation of current licenses, or fail to maximize
the financial return to the Commonwealth from the auction.

VII. BRICING

Prior to Acts 39 and 85, the Liquor Code limited the ability of the PLCB to use its economies of scale — as one of the largest buyers of wines and spirits
in the world ~ to negotiate product acquisition costs or assess different markups on products. These restrictions on pricing largely stemmed from the
provision in the Liquor Code that mandated a proportional markup on items sold by the PLCB. As a result of the proportional pricing provision, the
PLCB was required to apply an equal percentage markup across its product portfolio. For listed items sold in our stores, suppliers used the uniform
markup structure to work backward from their manufacturer’s suggested retail price (MSRP) to atrive at the product acquisition costs quoted to the
PLCB. Acquisition costs were not negotiated at all, and the formulaic approach favored suppliers who were able to manipulate the formula,

Acts 39 and 85 provided exceptions to the proportional pricing mandate the PLCB’s best-selling, limited purchase, and discontinued items. Act 39
authorized the PLCB to “price its best-selling items and limited purchase items in a manner that maximizes the return on the sale of those items.” Act
85 further defined “best-selling items” as “the 150 most sold brands and product types of wine and the 150 most sold brands and product types of liquor
as measured by the total number of units sold on a six-month basis calculated every January 1 and July 1.” The 150 best-sclling items, as defined by
Act 85, include 86 percent of the PLCB wine portfolio and 91 percent of the spirits portfolio (by unit sales). These provisions allow our buyers to
individually negotiate product acquisition costs and retail shelf prices with suppliers to maximize financial returns to the Commonwealth and achieve

more competitive retail prices.
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PLCB product selection category managers conducted individual meetings with more than 80 suppliers of products eligible for flexible pricing under
Acts 39 and 85. These meetings consisted of a review of the changes in the Liquor Code resuiting from Acts 39 and 85; discussion of the opportunities
for volumettric sales growth; and an examination of each supplier’s portfolio of items cligibic for flexible pricing with regard to product acquisition
cosls, sales volume and retail price. Calegory managers asked each supplier to consider lowering costs for each item identified as having opportunity
for a reduced cost based on analysis of the data we obtained. Conversations included discussion of how to achieve these reductions through marketing
plan changes, sale price allowance adjustmenis and innovative marketing to achieve sales growth. The PLCB approached each pricing meeting and
negotiation as a collaborative partnership with cach supplier, seeking to establish costs that are fair to all parties. Each supplier was asked to formally
respond to our request for lower costs. While many suppliers embraced the new pricing laws and have negotiated costs in good faith, some refused to
respond to the PLCB’s initial negotiations, including some of the state’s largest vendors of top-selling products. As a result, the Board members took
the next step of individually meeting with these suppliers to discuss pricing and engage in meaningful dialogue on reducing acquisition costs.

The PLCB will, on a perpetual basis, negotiate with all suppliers subject to flexible pricing in order to achieve lower cost of goods while achieving
competitive pricing and maximizing Commonwealth revenue.

With regard fo items ordered via Special Liquor Order (SLO), Act 39 capped the PLCB’s markup on such items to not more than 10% of the cost of
acquisition. For the licensees, the Act also removed the statutory 10% discount that licensees receive for such purchases. Tn accordance with the
provisions of Act 39, the PLCB changed the prices in its system for SLO items effective August 8, 2016.

VIII. FUTURE IMPLEMENTATION

Two significant provisions of Act 39 are planned for future implementation: (1) the creation of a customer relationship management (CRM) program;
and (2) the development of a new special liquor order (SLO) platform that accommodales direct delivery from suppliers.

Act 39 specifically allows the PLCB to develop a customer relationship management (CRM) program, which often incentivizes membership and grows
sales through loyalty programs and coupons. The PLCB is currently evaluating options in developing a CRM program for Fine Wine & Good Spirits.

The PLCB will also be completing the development of a new system for processing Special Liquor Orders (SLOs). Act 39 limited the PLCB’s
markup on SLO items to 10% of the cost of the item, and also allowed orders to be sent directly to the customer rather than requiring SLOs to be
picked up from Fine Wine & Good Spirits stores. The new SLO platform will replace the current system in which SLOs are placed by individual
consumers or vendors by phone or directly at a Fine Wine & Good Spirits store. It will also allow, in accordance with Act 39, shipment of SLO
orders directly to the customer if the vendor permits delivery.,
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VI. EXPLANATION OF CHANGES (3 Amounts in theusands)
PERSONNEL
1. Increased funding for cost of Commonwealth-negotiated employee direct and indirect compensation 22,084
Subtotal — Personnel Change: 22,084
OPERATING EXPENSE
1. Increased funding for assorted operational expenses including freight, store rent, and
credit/debit card fees 8.763
Subtotal — Operating Expense Change: 8,763
FIXED ASSETS
I, Slightly decreased funding for information technology capital spending
367
Subtotal — Fixed Asset Change: (367)
GRANTS
1. Increased funding request for Alcohol Education Grants to Schools and Municipalities 1,700
Subtotal — Grants Change 1,700
State Stores Fund - Total Change: 32,180)

VII. OTHER INFORMATION

1. TY 2015-16 Obligations — There was no carryover of FY 15-16 obligations into FY 16-17.
2. TY 2016-17 Supplemental Authorization — No request for supplemental funding for FY 16-17 has occurred as of February 15, 2017,
3. Restricted Receipts — No restricted receipts are received or budgeted for the general operations of the Liquor Control Board.
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VIII.

1. FISCAL YEAR 2015-16

2015-16

2015-16

2015-16

2015-16

2015-16

2015-16

CONSULTING CONTRACTS

63002655

63009040

63009401

63009409

63009668

063010541

o5

55

188,264.00

832,063.69

70,623.00

13,500.00

467,645.48

219,149.85

SkillNet Solutions, Inc.
1151 Sonora Cowtt, Suite 2
Sunnyvale, CA 94086

Deloitte Consulting LLP
300 Corporale Center Drive
Camp Hill, PA 17011-1760

Pennsylvania State Universily
Facilities Engineering Services
University Park, PA 16802

Healthier Resources Inc.
211 W. Matthews Suite 203
Matthews, NC 28105-1310

Momentum, Inc,
2120 Market St., Suite 100
Camp Hill, PA 17011

Avantce RSI, LLLC
1111 Broadhollow Rd., Suite 100
Farmingdale, NY 11735-4819

Provide installation, configuration,
and deployment services for
Oracle Retail Point of Service
solution

Update Oracle application stack
to the latest available approved
patch and provide ongoing

Energy and engineering surveys
to improve energy management
for PLCB owned and leased sites
application support services

Operational/BI Reporting and
Communications Lead to serve
as a Subject Matter Expert duting
the Oracle Upgrade project

Deliver and monitor web based
training through subscription
based web application for bars,
clubs, and restaurants

Provide support, upgrades, and other

services for Robocom Inventory

Management System software, hard-

ware, and equipment at the PLCB’s
threc Distribution Centers
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VIII. CONSULTING CONTRACTS

1. FISCAL YEAR 2015-16 {continued)

2015-16 63010878
2015-16 63011078
2015-16 63011124
2015-16 63011140
2015-16 63011180

$

2

&%

55,666.00

96,000.00

891,759.28

14,000.00

7,425.60

AAMVA
4301 Wilsen Blvd., Ste. 400
Arlington, VA 22203-1867

Grinsfelder Software Company
DBA Winecomnect, Inc

1330 Quincy St. NE, Suite 301
Minneapolis, MN 55413-1541

ACI Worldwide Corp.
6060 Coventry Drive
Elkhormn, NE 68022

CBCC
P. O. Box 2447
Boothwyn, PA 19061-8447

Dell Marketing, LP
4319 Collections Center Dr.
Chicago, IL 60093-0001

Network connectivity through
online data exchange through
AAMVA’s VAN enabling secure
electronic transmission of liquor
purchase orders to liquor vendors

Provide a multi-tiered winc and
spirits data services for all
PLCB prodlucts

Software license for payment switch
services and recurring costs for
debit, credit and gift cards

Support for Customs software
enabling Comptroller to transmit
PLCB import product shipment
m_m:m to Homeland Security

and FDA for clearance

Software assurance for Microsoft
VLA Center Configuration Manager.
Assess deploy and update servers
and devices
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VIII. CONSULTING CONTRACTS

1. FISCAL YEAR 2015-16 (continued)

2015-16 63012322 3 2,027,204.26
2015-16 63012837 $ 29,000.00
2015-16 63013294 b 874,794.96
2015-16 63013356 $ 2,656.00
2015-16 63013422 3 40,941.00

Computronix USA, Inc
3900 S. Wadsworth Blvd.
Suite 510

Lakewood, CO 80235-2208

CliftonLarsonAilen, LLP
945 E. Park Drive, Suite 202
Harrisburg, PA 17111-2804

Deloitte Consulting LLP
300 Corporate Center Drive
Camp Hill, PA 17011-1760

Tierney & Partners, Inc.

DBA Tierney Communications
200 S. Broad St., 10" Floor
Philadelphia, PA 19102

Tierney & Partners, Inc

DBA Tierney Communications
200 S. Broad St., 10" Floor
Philadelphia, PA 19102

Provide scalable, hosted
Regulatory Affairs software system
that is a single gateway for
businesses and individuals to apply
for and manage beverage alcohol
licenses and permits,

Provide ERP controls
validation services

Migrate PLCB applications
1o OA Data Centers

Oversee production and associated
costs for radio advertisements by
third party companies

Holiday advertising campaign
planning and reporting
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Provide consulting and knowledge
transfer services to maintain,
support and monitor enterprise
PIN pads as part of the mandated
Point of Service upgrade

Database administrator

to design, develop, and implement
databases to support ERP and
Point of Service environments

Provide Oracle ERP production
suppott and enhancement services
for PLCB Point of Sale Operations

Provide Oracle ERP production
support and enhancement services
for PLCB financial operations

Provide Oracle production
support and enhancement services

Staff augmentation senior program
manager to assist with changes to
eCommerce site
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