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STATE OF WASHINGTON

DEPARTMENT OF LABOR AND INDUSTRIES

P.O. Box 44000 ¢ Olympia Washington 98504-4000

October 23, 2015

The Honorable Jay Inslee, Governor
Honorable Members of the Legislature
Director of Office of Financial Management
Washington State Citizens

Olympia, Washington 98504

RE: Comprehensive Annual Financial Report

The Revised Code of Washington 51.44.115 requires the Department of Labor & Industries
(L&I) to publish a Comprehensive Annual Financial Report (CAFR) for the Workers’
Compensation Program within six months of the close of each fiscal year. This report is
published to fulfill that requirement for the fiscal year ended June 30, 2015.

L&l is fully responsible for the completeness and reliability of the information contained in this
report, based upon a comprehensive framework of internal controls established for this purpose.
Because the cost of internal controls should not exceed anticipated benefits, the objective is to
provide reasonable, rather than absolute, assurance that the financial statements are free of any
material misstatements.

The State Auditor has issued an unmodified (“clean”) opinion on the Workers’ Compensation
Program financial statements for the year ended June 30, 2015. The independent auditor’s report
is located at the front of the financial section of this report.

Management’s Discussion and Analysis (MD&A) immediately follows the independent auditor’s
report and provides a narrative introduction, overview, and analysis of the basic financial
statements. The MD&A complements the information provided in this letter of transmittal and
should be read together with it.

PROFILE OF WORKERS’ COMPENSATION PROGRAM

L&I, an agency of Washington State, is responsible for managing the state’s workers’
compensation system; enforcing the Washington Industrial Safety and Health Act; providing
safety and health consultations and information; enforcing wage and hour, child labor and family
leave requirements; managing the state’s Crime Victims’ Compensation Program; registering
contractors and apprentices; inspecting electrical work, elevators, boilers and factory-assembled
structures; and issuing licenses for certain skilled trades.
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L&I headquarters is located at 7273 Linderson Way SW in Tumwater, Washington. There are 18
additional L&lI field offices across Washington State that enables us to respond to specific needs
in different localities.

The workers’ compensation system has existed in Washington State for 104 years. Washington
was one of the first states to enact workers’ compensation laws. Our state’s Workmen’s
Compensation Act, established on July 28, 1911, was designed to protect workers and employers
from injustice and financial hardship arising from work-related injuries in extremely hazardous
work. In 1923, Washington became one of only two states where workers pay a portion of the
insurance premiums.

Washington’s workers’ compensation insurance was provided solely through the State Fund until
1971, when the system underwent a major overhaul. In 1971, the Legislature expanded the scope
of coverage to virtually all workers and created an option for qualified employers to self-insure.
The Self-Insurance Program allows employers with sufficient financial resources to self-insure,
thus paying the cost of claims for their injured workers from their own funds and assuming
significant responsibility for their own claims administration. The workers of self-insured
employers are entitled to the same rights and benefits as those workers insured by the State Fund
managed by L&I. There are approximately 355 employers who are self-insured, covering
approximately one-quarter of all workers in Washington.

During the 2011 legislative session, the Legislature passed another historic workers’
compensation reform designed to improve outcomes for injured workers, reduce disability and
cut costs for the state’s Workers’ Compensation Program. Included in this reform were the
creation of the Stay at Work and Structured Settlement Programs and the Medical Provider
Network, and the expansion of the Centers of Occupational Health and Education (COHES).

The State Fund also has an optional financial incentive program, called Retrospective Rating, to
help qualifying employers reduce their industrial insurance costs through safety and return-to-
work efforts. Employers who join the Retrospective Rating Program receive partial refunds if
their claim costs are lower than expected, but must pay additional premiums if their claim costs
are higher than expected.

The State Fund Workers’ Compensation Program covers approximately 174,000 employers and
2.69 million workers statewide. Total premiums assessed in the State Fund during fiscal year
2015, including both the employer and worker portions, were $2.33 billion. Over 82,000 claims
were accepted in fiscal year 2015; about 80 percent of the accepted claims were for medical
treatment only and received no compensation for time off work or disability-related benefits.
Approximately 38,500 claims are active in any given month, of which about 17,700 are receiving
time-loss benefits, many of which involve long-term disability and complex medical issues. In
fiscal year 2015, retraining plans were completed by 474 injured workers who were not able to
return to any type of work after injury.


http://www.lni.wa.gov/ClaimsIns/Providers/ProjResearchComm/OHS/default.asp
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BUDGET CYCLE

The Workers’ Compensation Program operates as an enterprise fund made up of seven accounts
that are financed and operated in a manner similar to private business entities. The budget
operates on a two-year cycle beginning on July 1 of each odd-numbered year. The biennial
budget for administering the program is appropriated and allotted through Washington State’s
legislative process. The final 2013-2015 appropriated budget for administering the Workers’
Compensation Program was $614,964,326, which included $552,366,000 that was appropriated
to L&I. This budget includes $16,812,000 of federal funds dedicated to the Safety & Health
Assessment & Research for Prevention (SHARP) Program and the Division of Occupational
Safety and Health (DOSH). The allotted administering budget for fiscal year 2015 for the
Worker’s Compensation Program was $305,116,558, and the portion of the total fiscal year 2015
budget that was allotted for L&I was $273,940,000.

The benefit expense portions of the accounts that make up the program are non-appropriated and
non-allotted. Premiums collected from employers and workers and investment earnings finance
the cost of providing medical coverage, time-loss payments, and disability benefits to qualifying
individuals sustaining work-related injuries and illnesses, as well as Stay at Work
reimbursements, and structured settlements.

LOCAL ECONOMY AND IMPACT ON LABOR & INDUSTRIES

Washington is comprised of ten major metropolitan areas and vast regions of wilderness and
farmland. Of the ten metropolitan areas, six are west of the Cascade Mountains. The
Seattle/Tacoma /Bellevue metropolitan area alone accounts for 60 percent of the state’s non-farm
employment and an even higher share of the state’s real Gross Domestic Product (GDP).

Workers’ compensation insurance covers all industries in the state of Washington. The economy
of Washington was once dominated by commercial airplane manufacturing (Boeing), logging,
and agriculture. More recently, a vibrant high-tech industry has developed, including such
worldwide companies as Microsoft and Amazon.com. Other Washington companies, such as
Starbucks, Costco, Paccar, and Nordstrom, all have national reputations. Most of the largest
companies in the state are self-insured.

CURRENT ECONOMIC ACTIVITY AND OUTLOOK

The recession, which ended in the summer of 2009, was followed by a slow and uneven
recovery. However, in the last few years, the U.S. has had solid economic growth and has
outperformed most, if not all, of its counterparts in the developed world. Despite a contracted
GDP in the first three months of calendar year 2015, the outlook for the near future remains
optimistic. Positive signs include robust job growth, low unemployment rates, active home sales
and construction, and upbeat consumer confidence.
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The downside risks to the U.S. economic growth include:

e A strong dollar that could suppress exports and low oil prices that could discourage
investment in oil-related sectors.

e Concerns over when and how the Federal Reserve will increase interest rates and the
impact on the equity market, housing market, business investments, consumer
expenditures, and many other areas.

e A recent Greek debt crisis and its impact on the European economic recovery and
financial stability.

e Slower growth in the world’s second largest economy (China) and an unexpected
recession of the world’s third largest economy (Japan).

In fiscal year 2015, U.S. employers added over 200,000 new jobs in 10 out of 12 months, and for
the whole year, the economy added 2,935,000 new jobs, the best performance since 2000. The
unemployment rate dropped to 5.3 percent in June 2015, the lowest rate since April 2008. In
Washington, the state added a total of 109,600 new jobs in the first 11 months, an average of
9,964 jobs each month, outperforming the monthly average of 6,275 new jobs created in fiscal
year 2014. The unemployment rate fell to 5.4 percent in May 2015, down from 6.1 percent in
June 2014. The Seattle/Bellevue/Everett metropolitan area registered a 4.1 percent jobless rate in
May 2015, the lowest since May 2008.

Washington’s credit rating remains in good standing in fiscal year 2015 as a result of the state’s
healthy economy and strong financial management. The most current ratings by Moody’s,
Standard and Poor’s (S&P), and Fitch all indicate the high quality of the state’s General
Obligation Bonds (Aal/AA+/AA+) with a stable outlook.

Housing/construction?

In fiscal year 2015, overall home prices slowed after a rapid post-recession growth. However,
home sales remained robust, thanks to low interest rates and decent job growth. Sales of new
single-family houses in May 2015 were at a seasonally adjusted annual rate of 546,000, which
was 19.5 percent above the May 2014 estimate of 457,000 and 35.5 percent above the pace of
403,000 recorded in July 2014. Existing home sales increased in May to a seasonally adjusted
annual rate of 5.35 million, their highest pace in nearly 6 years. As of May 2015, the seasonally
adjusted annual rate sales have exceeded 5 million in 8 out of the last 11 months. The National
Association of Home Builders’ (NAHB) housing market index, a gauge of home sales and
expectations for future home building, stood above 50 in each month of fiscal year 2015,
indicating builders’ continued confidence in the housing market. In Washington State, the total
housing units authorized by building permits have averaged 3,131 per month in the first 11
months of fiscal year 2015, a significantly faster pace than the monthly average of 2,623 in fiscal
year 2014. Regional home prices continued to rise, but at a slower pace. In April 2015, the

! China’s economy grew at a 6-year low pace of 7 percent in the period between January and March 2015. Japan fell
into a recession after its economy contracted for two consecutive quarters between April and September 2014, but
has slowly recovered since then.

2 At the time this report was prepared, most housing data for June 2015 was not available. Therefore, the most recent
monthly data was May 2015.



State of Washington Workers’ Compensation Program

S&P/Case-Shiller Seattle home price index rose 7.5 percent from a year earlier, a solid increase,
but below the recent 13.2 percent year-over-year gain registered in September 2013.

Large Employers

On July 17, 2014, Microsoft announced the biggest layoff in its 39-year history, cutting 18,000
jobs, which is about 14 percent of its workforce, over the next 12 months. At least 1,351 job
losses were expected to occur in the Puget Sound region. Despite the challenges of a strong U.S.
currency and sluggish PC market, the company managed a 6 percent increase in revenue in the
3" quarter of fiscal year 2015 (ended March 31, 2015) over the same quarter last year. After
posting a 3 percent increase in the previous quarter, Boeing reported that its revenue in the first
quarter of calendar year 2015 increased 8 percent to $22.1 billion, reflecting higher demand by
commercial airlines. At the June 2015 Paris Air Show, Boeing announced it won orders and
commitments worth $50.2 billion for 331 aircraft, compared with $57 billion for 421 aircraft
announced by Airbus. About $18.6 billion of Boeing’s orders were firm orders, slightly higher
than Airbus’s firm orders of $16.3 billion.

Small Businesses

In the U.S., small business job creation has been solid during fiscal year 2015. The Advanced
Data Processing, Inc., employment record showed an average of 110,000 new jobs per month for
small businesses (1-49 employees) in fiscal year 2015, better than the average of 83,000 jobs
each month in fiscal year 2014. The Paychex Information Handling Services’ (IHS) Small
Business Jobs Index also stayed above 100 in the past 12 months, indicating sustained job
growth. According to the Paychex/IHS’s June 2015 report, Washington regained the top spot
among the 20 largest states, and Seattle moved up to fourth place among the 20 largest metro
areas in index value which reflects small business employment growth over time.

Financial markets

Over the last 12 months, the U.S. stock market achieved smaller gains than in the prior year, with
the S&P 500 up 7.5 percent and the Dow up 7 percent, compared with 22 percent and 12.9
percent, respectively, in the prior year. The NASDAQ had a better year with a 15 percent gain.
Mortgage rates eased in recent months, as the 30-year average rate fell to as low as 3.67 percent
and 3.71 percent in January and February 2015, down from 4.16 percent at the close of fiscal
year 2014.

Workers” Compensation Impacts

The positive economic news, especially related to the labor market, will likely mean increased
workers’ compensation premiums in the coming year as businesses increase hiring and worker
hours. On the other hand, workers’ compensation exposure will also increase as a result of the
employment growth and longer work hours.

The overall wage growth will also translate into increased time-loss and pension costs for most
workers injured before July 1, 2014. These benefits are required to be recalculated each year to
reflect the change in the state's average wage. In Washington, the average annual wage increased
nearly 4.2 percent to $54,829 in 2014. This was the largest percentage increase since 2007. In
light of this, L&I increased time-loss and pension benefit payments by 4.168 percent for eligible
workers, effective July 1, 2015.
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Legislation, which mandates a phased-in increase in minimum wage to $15 per hour in the city
of Seattle, took effect on April 1, 2015. The new minimum wage law is expected to have the
largest effect on the restaurant and retail industries, although the jury is still out as to the extent
to which this may affect premiums and exposure in these industries. The implementation of the
Affordable Care Act will also likely impact workers’ compensation benefits and medical costs,
although the exact effect is unknown.

Medical inflation (Consumer Price Index for medical care) remained moderate with an annual
average growth rate of 2.4 percent (12-month percent change as of May 2015), slightly above
last year’s average of 2.3 percent. But over longer time horizons, the medical inflation rate in the
last two years had declined significantly from a 10-year peak of 4.6 percent in 2008 and an
average of 3.3 percent during the 5-year period 2009-2013. This downward trend will likely help
hold down medical costs on workers’ compensation claims.

It is widely anticipated that the Federal Reserve will raise interest rates in December 2015.
Should this occur, it would be the first rate hike in almost a decade and would have a mixed
impact on workers’ compensation carriers’ investment returns. As a result, the premium rates
that insurance carriers charge might need to be readjusted to ensure sufficient financial assets to
cover benefit costs.

LONG-TERM FINANCIAL PLANNING

In 2012, L&I adopted a 10-year plan to increase the contingency reserve from 13 to 15 percent of
liabilities, while reducing the rate used to discount pension liabilities from 6.5 to 4.5 percent by
2023. The “contingency reserve” refers to any surplus remaining (similar to net position) on the
statutory financial statements prepared in accordance with the National Association of Insurance
Commissioners statutory accounting principles for the Industrial Insurance Fund. L&I took the
first step to reduce the pension discount rate in April of 2015, moving from 6.5 to 6.4 percent. A
rate increase of 0.8 percent for workers’ compensation premiums was implemented in January
2015 to offset the increase in liabilities from the discount rate adjustment, to protect against wage
inflation, and to help build the contingency reserve.

L&I’s goal for fiscal year 2016 is to increase the contingency reserve balance from $1,225
million in the Industrial Insurance Fund to $1,293 million by increasing premium rates and
reducing costs by $35 to $70 million. By the end of calendar year 2016, L&I plans to reduce the
discount rate from 6.4 percent to between 6.25 and 6.4 percent.
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RELEVANT FINANCIAL POLICIES

L&I has an established investment policy designed to maintain solvency of the Workers’
Compensation Program’s accounts and to keep premium rates stable. The Washington State
Investment Board (WSIB) manages the L&I portfolio and meets regularly to make decisions on
improving investment results while striking a balance between risk and return.

MAJOR INITIATIVES

Governor Jay Inslee has directed state agencies to measure performance, improvements,
innovation, engagement, transparency and accountability in state government. In response, L&l
is focused on five goal areas:

Make workplaces safe.

Help injured workers heal and return to work.

Make it easy to do business with L&lI.

Help honest workers and businesses by cracking down on the dishonest ones.
Ensure L&I is an employer of choice.

L&TI’s efforts to make workplaces safe involve reducing the rate of injury and fostering a culture
of safety in the workplace. Data shows that the agency is making a difference. A 10-year L&l
study that started in 1999 shows that an agency safety inspection or consultation results in
reductions in compensable workers’ compensation claims ranging from 6.4 to 12.9 percent,
depending on the type of business. Subsequent surveys conducted from 2012 to 2013 shows that
those earlier numbers continue to hold up.

L&I is helping injured workers heal and return to work by creating a culture where employers,
workers, medical providers, vocational experts, and L&I staff are all focused on maintaining the
workers’ connection to the workforce, along with their motivation to return to work. Using data
to identify the most at-risk injured workers allows L&I’s Early Return to Work staff in the field
to quickly reach out to the worker and their employer to develop light-duty work options. We are
working closely with private sector vocational professionals to identify services most likely to
result in a return to work when opportunities with the worker’s employer of injury appear to be
exhausted. In addition, the agency has partnered with the Employment Security Department to
work together to provide services to injured workers motivated to return to work, and to make
sure the hand-off from workers’ compensation to unemployment insurance is quick and simple.

In an effort to make it easier to do business with L&I, informational materials have become
clearer, processes have been improved based on customer expectations, and new computer
applications now allow employers to pay workers' compensation quarterly premiums and
businesses to purchase licenses online. In addition, L&l has worked hard to ensure that
Washington’s businesses aren’t faced with the challenge of wildly fluctuating workers’
compensation rates. The agency has been able to do that, in part, thanks to efficiencies within the
organization. L&l pledged to help rebuild reserves by saving up to $70 million through
administrative efficiencies, and the agency exceeded that goal in fiscal year 2015 by actually
saving $515 million — and this work continues.
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L&I is cracking down on unscrupulous business practices by improving methods for identifying
illegal activities. L&l created an Underground Economy Advisory Committee to develop
strategies for improving the effectiveness of combatting the underground economy. The agency
is also stepping up its efforts to publicize the state’s prosecution of fraudulent workers, providers
and employers. During plea bargain negotiations, some of the plaintiffs have actually indicated
they would rather pay a higher fine than have a press release sent out about their business. The
agency refuses to negotiate away the public’s right to know about criminal proceedings, but the
offer demonstrates that such publicity can be a powerful prevention tool.

In order to ensure that L&I is an employer of choice, L&I continues to encourage and promote
safety, well-being, and a culture of trust, as well as to provide employees with opportunities to
grow and learn. L&I is continuing to use Lean to empower employees to make decisions that
affect their work. Employee-led Lean projects have reduced time for claim processing, improved
relationships with customers, streamlined our collections process, and reduced burden on staff.

L&I has recently launched a multi-year enterprise initiative - Business Transformation. The
objective of the initiative is to engage staff to transform our business processes, culture, and
technology so that we can successfully achieve our mission and continue to meet customer
expectations in the future. We are currently in the first phase of the initiative which will establish
the 10-year vision and develop a roadmap to help us achieve this vision.

AWARDS AND ACKNOWLEDGEMENTS

The Government Finance Officers Association of the United States and Canada (GFOA)
awarded a Certificate of Achievement for Excellence in Financial Reporting to L&I for its CAFR
for the fiscal year ended June 30, 2014. A copy of the Certificate of Achievement is included in
the introductory section of the CAFR. This was the fifth consecutive year that L&I received this
prestigious award. In order to be awarded a Certificate of Achievement, a governmental unit
must publish an easy-to-read and efficiently-organized CAFR. This report must satisfy both
generally accepted accounting principles and applicable legal requirements.

A Certificate of Achievement is valid for a period of one year only. We believe that our current

CAFR continues to meet the Certificate of Achievement Program’s requirements, and we are
submitting it to the GFOA to determine its eligibility for another certificate.

10
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As in the work and service we provide every day, this CAFR represents our commitment to
maintain excellence in financial reporting, and the financial statements are in conformance with
the highest standards of financial accountability. The preparation of this report could not have
been accomplished without the professionalism and dedication demonstrated by the financial and
management personnel of L&I, the Washington State Office of Financial Management (OFM),
and the WSIB.

Sincerely,

ey

Joel Sacks © -
Director Deputy Director for

Financial Management
/é///fc \

Vickie Kennedy
Assistant Director for
Insurance Services
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Washington State Auditor’s Office

INDEPENDENT AUDITOR’S REPORT ON FINANCIAL STATEMENTS

October 23, 2015

Mr. Joel Sacks, Director
Department of Labor and Industries
Olympia, Washington

REPORT ON THE FINANCIAL STATEMENTS

We have audited the financial statements of the Workers Compensation Program, an enterprise fund of
the state of Washington, as of and for the year ended June 30, 2015, and the related notes to the financial
statements, which collectively comprise the Program’s basic financial statements as listed on the table of
contents

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in
accordance with accounting principles generally accepted in the United States of America; this includes
the design, implementation, and maintenance of internal control relevant to the preparation and fair
presentation of financial statements that are free from material misstatement, whether due to fraud or
error.

Auditor’s Responsibility

Our responsibility is to express an opinion on these financial statements based on our audit. We did not
audit the financial statements of the Labor and Industries’ Funds of the state of Washington as managed
by the Washington State Investment Board, which include the Program’s investments and related
investment income as discussed in Note 3. These investments represent 94 percent, 100 percent and 8
percent, respectively, of the assets, net position, and total revenues of the Program. Those financial
statements were audited by other auditors whose report thereon has been furnished to us, and our opinion,
insofar as it relates to the amounts included for the Workers’ Compensation Program of the state of
Washington, is based solely on the report of the other auditors.

We conducted our audit 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 from material
misstatement.

19



An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in
the financial statements. The procedures selected depend on the auditor’s judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or error.
In making those risk assessments, the auditor considers internal control relevant to the Program’s
preparation and fair presentation of the financial statements in order to design audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of
the Program’s internal control. Accordingly, we express no such opinion. An audit also includes
evaluating the appropriateness of accounting policies used and the reasonableness of significant
accounting estimates made by management, as well as evaluating the overall presentation of the financial
statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for
our audit opinion.

Opinion

In our opinion, based on our audit and the report of the other auditors, the financial statements referred to
above present fairly, in all material respects, the financial position of the Workers Compensation
Program, an enterprise fund of the state of Washington, as of June 30, 2015, and the changes in financial
position and cash flows thereof for the year then ended in accordance with accounting principles
generally accepted in the United States of America.

Matters of Emphasis

As discussed in Note 1, the financial statements of the Workers Compensation Program, an enterprise
fund of the state of Washington, are intended to present the financial position, and the changes in
financial position, and where applicable, cash flows of only the respective portion of the activities of the
state of Washington that is attributable to the transactions of the Program. They do not purport to, and do
not, present fairly the financial position of the state of Washington as of June 30, 2015, the changes in its
financial position, or where applicable, its cash flows for the year then ended in conformity with
accounting principles generally accepted in the United States of America. Our opinion is not modified
with respect to this matter.

Other Matters
Required Supplementary Information

Accounting principles generally accepted in the United States of America require that the management’s
discussion and analysis, Reconciliation of Claims Liabilities by Plan, pension trust fund information be
presented to supplement the basic financial statements. Such information, although not a part of the basic
financial statements, is required by the Governmental Accounting Standards Board who considers it to be
an essential part of financial reporting for placing the basic financial statements in an appropriate
operational, economic or historical context. We have applied certain limited procedures to the required
supplementary information in accordance with auditing standards generally accepted in the United States
of America, which consisted of inquiries of management about the methods of preparing the information
and comparing the information for consistency with management’s responses to our inquiries, the basic
financial statements, and other knowledge we obtained during our audit of the basic financial statements.
We do not express an opinion or provide any assurance on the information because the limited procedures
do not provide us with sufficient evidence to express an opinion or provide any assurance.

20



Supplementary and Other Information

Our audit was conducted for the purpose of forming an opinion on the financial statements that
collectively comprise the Program’s basic financial statements. The accompanying information listed as
combining financial statements and supplementary information is presented for purposes of additional
analysis and is not a required part of the basic financial statements. Such information is the responsibility
of management and was derived from and relates directly to the underlying accounting and other records
used to prepare the financial statements. This information has been subjected to auditing procedures
applied in the audit of the basic financial statements and certain additional procedures, including
comparing and reconciling such information directly to the underlying accounting and other records used
to prepare the financial statements or to the financial statements themselves, and other additional
procedures in accordance with auditing standards generally accepted in the United States of America. In
our opinion, based on our audit, the procedures performed as described above, and the report of other
auditors, the information is fairly stated, in all material respects, in relation to the basic financial
statements taken as a whole.

The information identified in the table of contents as the Introductory, Schedules of Undiscounted Claims
Development Information, and Statistical Sections, is presented for purposes of additional analysis and is
not a required part of the basic financial statements of the Program. Such information has not been
subjected to the auditing procedures applied in the audit of the basic financial statements and,
accordingly, we do not express an opinion or provide any assurance on it.

OTHER REPORTING REQUIRED BY GOVERNMENT AUDITING STANDARDS

In accordance with Government Auditing Standards, we have also issued our report dated October 23,
2015 on our consideration of the Program’s internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts and 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 internal control
over financial reporting or on compliance. That report is an integral part of an audit performed in
accordance with Government Auditing Standards in considering the Program’s internal control over
financial reporting and compliance.

JAN M. JUTTE, CPA, CGFM
ACTING STATE AUDITOR
OLYMPIA, WA
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State of Washington Workers’ Compensation Program

Management’s Discussion and Analysis

Our management’s discussion and analysis of the state of Washington Workers’ Compensation
Program’s Comprehensive Annual Financial Report provides an overview of the Workers’
Compensation Program’s financial activities for the fiscal year ended June 30, 2015. The
information included here should be considered along with the transmittal letter, which can be
found on pages 3-11 of this report, and the accompanying basic financial statements and notes to
the basic financial statements, which follow this narrative.

Financial Highlights

e Total assets and deferred outflows of resources increased $215 million from the prior
fiscal year, mainly due to increases in investments of $131 million and an increase in
securities lending collateral of $64 million.

e Total liabilities and deferred inflows of resources increased $751 million from the prior
year, mostly due to increases in claims payable of $629 million and the initial recognition
of the net state employee pension liability of $102 million in accordance with
Governmental Accounting Standards Board Statement 68 Accounting and Financial
Reporting for Pensions.

e Total revenues earned decreased $765 million from the prior year, mainly due to
decreases in realized and unrealized gains on debt and equity securities, partially offset
by an increase in net premiums and assessments.

e Total expenses incurred decreased $123 million from the prior year, primarily due to a
$144 million decrease in claims expense, partially offset by an increase in operating
expenses.

e Total net deficit increased $536 million from the prior year, mainly due to the recognition
of the net state employee pension liability and an increase in the deficit of the
Supplemental Pension Fund resulting from an increase in claims payable.

Overview of the Basic Financial Statements

The Workers” Compensation Program is accounted for as an enterprise fund of the state of
Washington, reporting business activities under the accrual basis of accounting, much like a
private business enterprise.

These basic financial statements report the financial condition and results of operations for seven
accounts, including the Accident, Medical Aid, Pension Reserve, Supplemental Pension, Second
Injury, Self-Insured Employer Overpayment Reimbursement, and Industrial Insurance Rainy
Day Fund Accounts, known collectively as the Workers” Compensation Program. The Accident,
Medical Aid, and Pension Reserve Accounts represent the Workers” Compensation Program
Industrial Insurance Fund, or Basic Plan.
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The Rainy Day Fund was created by the Legislature during the 2011 session to hold transfers
from the Accident and Medical Aid Accounts when assets for those accounts combined are
between 10 and 30 percent in excess of their funded liabilities. There has been no activity since it
was created in 2011.

For the fiscal year ended on June 30, 2015, the basic financial statements show financial position
and results of operations at the roll-up level. Detailed financial information for the individual
accounts can be found in the Supplementary Information on pages 88-91 of this financial report.

This discussion and analysis serves as an introduction to the Workers’ Compensation Program’s
basic financial statements, which consist of the following components:

The Statement of Net Position presents information on the program’s assets, deferred
outflows of resources, liabilities, deferred inflows of resources, and net position. It
reflects the program’s financial position as of June 30, 2015. It can be found on page 35
of this report.

The Statement of Revenues, Expenses, and Changes in Net Position shows how the
program’s net position changed during the fiscal year. It presents both operating and
nonoperating revenues and expenses for the fiscal year. It can be found on page 36 of this
report.

The Statement of Cash Flows reflects cash collections and cash payments to arrive at the
net increase or decrease in cash and cash equivalents during the fiscal year. It can be
found on page 37 of this report.

The Notes to the Basic Financial Statements are an integral part of the basic financial
statements and provide additional information that is essential to a full understanding of
the information provided in the Workers’ Compensation Program’s financial statements.
They can be found on pages 39-80 of this report.
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State of Washington Workers’ Compensation Program

Financial Analysis of the Workers’ Compensation Program

Statement of Net Position
(dollars in millions)

June 30,2015  June 30,2014 $ Change % Change

Assets and Deferred Outflows
of Resources

Current assets $ 936 $ 872 $ 64 7.3%
DOE assets, noncurrent 5 5 - 0.0%
Investments, noncurrent 14,634 14,503 131 0.9%
Capital assets, net 72 67 5 7.5%
Deferred outflows from pensions 15 - 15 100.0%
Total Assets and Deferred

Outflows of Resources 15,662 15,447 215 1.4%

Liabilities and Deferred Inflows
of Resources

Current liabilities 2,272 2,249 23 1.0%
Noncurrent liabilities 23,266 22,582 684 3.0%
Deferred inflows from pensions 44 - 44 100.0%
Total Liabilities and Deferred

Inflows of Resources 25,582 24,831 751 3.0%
Net Position (Deficit)

Net investment in capital assets 67 59 8 13.6%
Unrestricted (9,987) (9,443) (544) (5.8%)
Total Net Position (Deficit)* $ (9,920) $ (9,384) $  (536) (5.7%)

*The June 30, 2014 net position in the MD&A has not been restated.

Current assets - Current assets increased by $64 million during fiscal year 2015, largely due to
an increase in securities lending collateral. Securities lending collateral increased because
demand for borrowing securities increased from the previous year.

DOE assets - DOE assets consist of cash received and amounts due from the U.S. Department of
Energy to pay pension benefits to Hanford nuclear production complex workers injured on the
job. The asset amount stayed about the same from fiscal year 2014 to fiscal year 2015.
Additional information can be found in Note 1 of this report.

Noncurrent investments - Noncurrent investments increased during fiscal year 2015 by $131
million. The most significant changes in the investment balances are from an increase of $294
million in debt securities, which was partially offset by a decrease of $171 million in short-term
investments.
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e Additional debt securities were purchased with the proceeds from rebalancing the short-
term and equity portfolios. Also, cash collected from operations and net investment
income received was reinvested within the fixed income portfolio. This increase was
partially offset by decreases in the market value of debt securities resulting from global
low interest rates due to central bank policies, slow economic growth, and low inflation.
Fixed income performance was positive for the year, as interest earned from coupon
payments was greater than the decline in market value of the bond holdings.

e Short-term investments fluctuate within policy targets from year-to-year, depending on
trading volumes, cash needs of the Workers’ Compensation Program, and market
conditions.

Current liabilities - Current liabilities, other than claims payable, decreased during fiscal year
2015 by $28 million, mainly due to the decrease in the payable for securities of $137 million,
offset by an increase in obligations under securities lending collateral of $64 million. The
payable for securities had a balance of $147 million of June 30, 2014, and only a $10 million
balance as of June 30, 2015. The payable for securities represents the amount owed for the
purchase of investment securities as of the end of the fiscal year that will not be paid until July.
Securities lending collateral increased, because demand for borrowing securities increased from
the previous year.

Claims payable - Claims payable liabilities include benefit and claim administration expense
liabilities. Claims payable, included in current and noncurrent liabilities, was $25,066 million at
the end of fiscal year 2015, an increase of $629 million, or 2.6 percent, when compared to the
previous fiscal year. This increase is primarily due to a net increase in benefit liabilities. Benefit
liabilities increased $594 million, as shown by the table below.

Schedule of Changes in Benefit Liabilities (Included in Claims Payable) *

(in millions)
June 30, 2015 June 30, 2014

Benefit liabilities, beginning of year $ 23898 $ 23,098
New liabilities incurred, current year 1,948 1,772
Development on prior years

Change in reserve discount 301 490

Change in discount rate 37 -

Other development on prior liabilities 334 530
Claim payments (2,026) (1,992)
Change in benefit liabilities 594 800
Benefit liabilities, end of year $ 24,492  $ 23,898

* Excludes claim administration expense liabilities
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It is expected that benefit liabilities will change every year due to normal activities, such as
adding the current accident year liabilities, discounting existing liabilities, and paying claims.
This fiscal year, benefit liabilities increased as a result of the following managerial decisions that
have no direct relationship to claim operations:

e L&I has a plan to reduce the pension discount rate from 6.5 percent to 4.5 percent by
2023. During fiscal year 2015, the pension discount rate was reduced from 6.5 to 6.4
percent, which increased liabilities by $37 million.

e The mortality assumptions underlying the calculation of pension liabilities were
developed by the Office of the Insurance Commissioner and have been used since 1987,
but these assumptions do not consider the gender of the recipient. The Department of
Labor & Industries implemented updated mortality tables on April 1, 2015, that include
separate tables by gender, which increased benefit liabilities by $163 million.

e When the Legislature passed the Workers’ Compensation reforms in 2011, the
Department of Labor & Industries (L&I) estimated the potential savings from the reforms
and recognized the savings, reducing liabilities. Now that the reforms are operational and
the savings are reflected in claims data, the benefit liabilities were increased $83 million
to avoid double counting the 2011 reform savings. The final adjustment was made in
fiscal year 2015.

In addition, the liabilities in the Supplemental Pension Account increased $127 million as a
result of the decision in the Crabb v. Department of Labor & Industries case. As a part of the
2011 workers’ compensation reforms, the Washington Legislature included a one-time cost-of-
living adjustment (COLA) freeze to benefit payments for fiscal year 2014 and delayed first
COLA:s for all claims with injury dates after June 30, 2011, until the second July 1% after the
injury. Until this change, injured workers received COLA on the first July 1* following the date
of injury. The department applied these changes to all COLA recipients, including injured
workers receiving compensation at the statutory maximum amount. When this was challenged,
the trial court held that the COLA changes did not apply to workers receiving the maximum
benefit rate, and the Court of Appeals agreed with the trial court.

The increases in benefit liabilities explained above were partially offset by decreases in benefit
liabilities from new information on previously-estimated liabilities. Medical claims are closing
faster, and there were significantly fewer active medical claims than expected, resulting in a
$444 million decrease in liabilities.

Total net position (deficit) - The Workers’ Compensation Program’s deficit increased $536
million during fiscal year 2015, ending the year with a deficit balance of $9,920 million. This
deficit consists of an $11,590 million deficit in the Supplemental Pension Account, offset by net
position balances in the other Workers’ Compensation Program Accounts. The total net position
deficit increase is mainly due to the recognition of the net pension liability and an increase in the
deficit of the Supplemental Pension Fund as the result of an increase in claims payable liabilities.
Additional detail regarding the Supplemental Pension Account deficit can be found in Note 8 of
this report.
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Changes in Net Position
(dollars in millions)
Fiscal Year Ended Fiscal Year Ended
June 30, 2015 June 30, 2014  $ Change % Change

Operating Revenues

Premiums and assessments, net $ 2337 $ 2200 $ 137 6.2%
Miscellaneous revenue 57 54 3 5.6%
Total Operating Revenues 2,394 2,254 140 6.2%
Nonoperating Revenues
Earnings on investments 215 1,120 (905) (80.8%)
Other revenues 8 8 - 0.0%
Total Revenues 2,617 3,382 (765) (22.6%)
Operating Expenses
Salaries and wages 150 145 5 3.4%
Employee benefits 55 58 3) (5.2%)
Personal services 11 5 6 120.0%
Goods and services 83 76 7 9.2%
Travel 4 4 - 0.0%
Claims 2,667 2,811 (144)  (5.1%)
Depreciation 7 7 - 0.0%
Miscellaneous expenses 41 34 7  20.6%
Total Operating Expenses 3,018 3,140 (122)  (3.9%)
Nonoperating Expenses
Interest expense - 1 (1) (100.0%)
Total Expenses 3,018 3,141 (123)  (3.9%)
Income (Loss) before Transfers (401) 241 (642) (266.4%)
Net Transfers - - - 0.0%
Change in Net Position (Deficit) (401) 241 (642) (266.4%)
Net Position (Deficit) - Beginning of Year, as restated (9,519) (9,625) 106 (1.1%)
Net Position (Deficit) - End of Year $ (9,920) $ (9,384) $ (536) (5.7%)

Premiums and assessments, net - Net premium and assessment revenues during fiscal year
2015 were $2,337 million compared to $2,200 million for fiscal year 2014, an increase of $137
million. This increase resulted from additional hours reported by employers, more hours reported
by businesses in higher rate classes, and a premium rate increase in the Medical Aid Account,
effective January 1, 2015. In fiscal year 2014, employers reported 3,388 million hours worked,;
this figure increased to 3,538 million hours for fiscal year 2015. There has been a steady growth
of quarterly standard premiums for 18 quarters since December 31, 2010.

Earnings on investments - The earnings on investments decreased $905 million from the prior
fiscal year. Decreased realized and unrealized gains and losses as described in the paragraphs
below, partially offset by a $14 million increase in interest and dividends earnings, accounts for
this change.
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e Realized and unrealized gains and losses for debt securities decreased $591 million as
compared to fiscal year 2014. Realized gains were higher in fiscal year 2014, mostly
due to the sale of TIPS as a result of an asset allocation policy change. Unrealized gains
decreased $371 million due to bond market prices that decreased as a result of the global
low interest rate environment created by central bank policies, slow economic growth,
and low inflation. The fair market value of debt securities moves in the opposite
direction to changes in interest rates. Rising interest rates result in decreasing bond
market prices, while falling rates cause bond prices to increase. There were unrealized
losses of $364 million during fiscal year 2015 and unrealized gains of $7 million in
fiscal year 2014.

e Equity realized and unrealized gains in fiscal year 2015 decreased $328 million as
compared to the prior fiscal year. Unrealized gains were $29 million and realized gains
were $18 million for equities in fiscal year 2015, while unrealized and realized gains
were $334 million and $41 million, respectively, in fiscal year 2014. The Workers’
Compensation Program’s U.S. equity portfolio returned 7.4 percent and the international
equity portfolio returned -4.8 percent during the current fiscal year. The U.S. equity
market continued its strong relative performance in fiscal year 2015. The stronger
economic environment and tighter monetary conditions relative to other developed
countries contributed to U.S. market outperformance.

The following chart provides additional detail on the distribution of revenues by source during
fiscal year 2015.

Fiscal Year 2015 Revenues by Source

Operating Grants
and Miscellaneous

Revenue
V
Investment Earnings

8.2%

Premiums
89.3%
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Claims expense - Claims expense for fiscal year 2015 decreased $144 million, or 5.1 percent, as
compared to fiscal year 2014. Claims expense include two main components: payments to
beneficiaries and the change in claims payable.

Claim payments to beneficiaries increased by $48 million, or 2.4 percent, when compared to the
prior year. The increase is explained by the following:

e The Accident Account’s $4 million increase in claim payments to beneficiaries resulted
from increasing exposure as a result of the increase in the number of hours worked and
increased average payments per claim, partially offset by a decrease in the number of
active claims.

e The Medical Aid Account’s $11 million increase in claim payments to beneficiaries is
due to increasing exposure as a result of the increase in the number of hours worked and
an increase in medical inflation, which is the average medical costs per claim, offset by
fewer active claims that are more than 13 years old.

e The Pension Account’s claim payments to beneficiaries increased $27 million, mainly
because of higher numbers of pensioners receiving benefits, together with higher average
monthly benefits.

e The Supplemental Pension Account’s $6 million increase in claim payments to
beneficiaries is mainly due to changes in the state’s average annual wage, which is the
basis for the increase in the cost of living adjustments paid by the Supplemental Pension
Account. The change to the average wages from 2012 to 2013 was 2.02 percent, which
affected the cost of living adjustments paid during fiscal year 2015.

The other main component of claims expense is the change in claims payable. In fiscal year
2015, claims payable increased $629 million, as discussed in the claims payable explanation
above.

Operating expenses - Operating expenses for fiscal year 2015, other than claims expense, were
$351 million as compared to $329 million in fiscal year 2014, a $22 million, or 6.7 percent,
increase. Higher operating expenses in fiscal year 2015 resulted from one-time information
technology projects. There was an increase in miscellaneous expenses due to an increase in
grants awarded by the Safety & Health Investment Program. This caused increases in expenses
for personal services, goods and services, and salary and wages.
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The following chart provides additional detail on the distribution of operating expenses by type
during fiscal year 2015.

Fiscal Year 2015 Operating Expenses by Type

Miscellaneous ~ Salaries and Wages Employee Benefits
Depreciation_____ 1.4% y 1.8%

0.2% Personal Services

0.4%

Goods and Services
2.7%

Travel
0.1%

Claims_———
88.4%

Capital Asset and Debt Administration

Capital assets - Capital assets, net of accumulated depreciation, as of June 30, 2015, was $72
million. This reflects a net increase of $5 million from the previous year. This net increase is
mainly due to an increase in internally developed software to improve customer service.
Additional information on capital assets can be found in Note 1.D.6 and Note 6 of this report.

Bonds payable - Bond proceeds provided funding for the acquisition and construction of the
building and grounds for L&I’s headquarters in Tumwater. As of June 30, 2015, the Workers’
Compensation Program had $4 million in outstanding bonds payable. Scheduled principal
payments in the amount of $4 million were paid during fiscal year 2015. Additional information
on the bonds can be found in Note 7.A and Note 7.C of this report.

Requests for Information
This report is designed to provide a general overview of the Workers’ Compensation Program
and illustrate the program’s financial condition to interested parties. If you have questions about

this report or need additional financial information, please contact the Chief Accounting Officer
at the Department of Labor & Industries, P.O. Box 44833, Olympia, Washington 98504-4833.
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In accordance with the Revised Code of Washington (RCW) 51.44.115, L&l also publishes a
Statutory Financial Information Report for the Industrial Insurance Fund (State Fund) annually.
This report is prepared in compliance with statutory accounting practices and principles.

The Workers’ Compensation Program Comprehensive Annual Financial Report and Statutory
Financial Information Report for the Industrial Insurance Fund are also available at L&I’s
website at http://www.Ini.wa.gov/Claimsins/Insurance/L earn/StateFund/Reports/.
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Statement of Net Position
June 30, 2015

ASSETS AND DEFERRED OUTFLOWS OF RESOURCES

ASSETS
Current Assets

Cash and cash equivalents
DOE trust cash and investments

Collateral held under securities lending agreements

Receivables, net of allowance

Receivables from other state accounts and agencies
Receivables from other governments

Inventories

Prepaid expenses
Total Current Assets

Noncurrent Assets

DOE trust cash and investments, noncurrent

DOE trust receivable
Investments, noncurrent

Capital assets, net of accumulated depreciation

Total Noncurrent Assets

Total Assets

DEFERRED OUTFLOWS OF RESOURCES

Deferred outflows from pensions

Total Assets and Deferred Outflows of Resources

LIABILITIES, DEFERRED INFLOWS OF RESOURCES,
AND NET POSITION (DEFICIT)

LIABILITIES

Current Liabilities
Accounts payable
Deposits payable
Accrued liabilities

Obligations under securities lending agreements

Bonds payable, current

Payable to other state accounts and agencies

Due to other governments

Unearned revenues

DOE trust liabilities

Claims payable, current
Total Current Liabilities

Noncurrent Liabilities

Claims payable, net of current portion
Bonds payable, net of current portion

Other long-term liabilities
DOE trust long-term liabilities
Other post-employment benefits

Net pension liability for employee retirement plans

Total Noncurrent Liabilities

Total Liabilities

DEFERRED INFLOWS OF RESOURCES

Deferred inflows from pensions

NET POSITION (DEFICIT)
Net investment in capital assets

Unrestricted

Total Net Position (Deficit)

The notes to the basic financial statements are an integral part of this statement.
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74,517,932
738,132
68,487,374
788,643,400
106,927
1,084,830
233,126
2,071,027

935,882,748

1,938,370
3,284,320
14,634,116,443
71,645,196

14,710,984,329

15,646,867,077

14,867,961

15,661,735,038

8,851,646
9,376,808
212,913,202
68,487,374
4,050,000
6,769,634
4,120
1,061,230
738,132
1,959,663,000

2,271,915,146

23,106,486,000
9,460,027
5,222,690
42,573,000
102,263,881

23,266,005,598

25,537,920,744

43,614,883

67,595,196
(9,987,395,785)

(9,919,800,589)




State of Washington Workers’ Compensation Program

Statement of Revenues, Expenses, and Changes in Net Position

OPERATING REVENUES

For the Fiscal Year Ended June 30, 2015

Premiums and assessments, net of refunds

Miscellaneous revenue
Total Operating Revenues

OPERATING EXPENSES

Salaries and wages
Employee benefits
Personal services
Goods and services
Travel

Claims
Depreciation

Miscellaneous expenses

Total Operating Expenses

Operating Income (Loss)

NONOPERATING REVENUES (EXPENSES)
Earnings on investments

Other revenues
Interest expense

Total Nonoperating Revenues (Expenses)

Change in Net Position

Net Position (Deficit) - July 1, as restated
Net Position (Deficit) - June 30

The notes to the basic financial statements are an integral part of this statement.
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$ 2,337,482,699
56,714,026
2,394,196,725

150,277,872
55,396,920
11,303,684
82,416,116

4,145,181
2,666,452,126
7,184,192
41,040,635
3,018,216,726

(624,020,001)

215,556,771
7,840,473
(255,152)
223,142,092

(400,877,909)

(9,518,922,680)

$ (9,919,800,589)



State of Washington Workers’ Compensation Program

Statement of Cash Flows
For the Fiscal Year Ended June 30, 2015

CASH FLOWS FROM OPERATING ACTIVITIES
Receipts from customers
Payments to/for beneficiaries
Payments to employees
Payments to suppliers
Other
Net Cash Flows from Operating Activities

CASH FLOWS FROM NONCAPITAL FINANCING ACTIVITIES
Operating grants received
License fees collected

Net Cash Flows from Noncapital Financing Activities

CASH FLOWS FROM CAPITAL AND RELATED FINANCING ACTIVITIES

Interest paid
Principal payments on bonds payable
Acquisitions of capital assets
Net Cash Flows from Capital and Related Financing Activities

CASH FLOWS FROM INVESTING ACTIVITIES
Purchases of trust investments
Receipt of interest and dividends
Investment expenses
Proceeds fromsale of investment securities
Purchases of investment securities

Net Cash Flows from Inwvesting Activities

Net change in cash and cash equivalents
Cash & cash equivalents, July 1 (includes trust cash of $194,012)
Cash & cash equivalents, June 30 (includes trust cash of $202,942)

CASH FLOWS FROM OPERATING ACTIVITIES
Operating income (loss)

Adjustments to Reconcile Operating Income
to Net Cash Flows from Operating Activities
Depreciation

Change in Assets: Decrease (Increase)
Receivables
Inventories
Prepaid expenses

Change in Liabilities: Increase (Decrease)
Claims and judgments payable
Accrued liabilities

Net Cash Flows from Operating Activities

NON CASH INVESTING, CAPITAL AND FINANCING ACTIVITIES
Increase (Decrease) in fair value of investments

The notes to the basic financial statements are an integral part of this statement.
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2,301,098,822
(2,043,975,565)
(198,941,146)
(93,779,621)
53,995,019
18,397,509

7,834,218
103,932
7,938,150

(324,530)
(3,820,000)
(12,348,875)
(16,493,405)

8,930
488,132,106
(4,383,119)
5,260,572,057

(5,770,415,969)

(17,085,995)

(7,243,741)
81,964,615
74,720,874

(624,020,001)

7,184,192

(42,573,903)
71,184
(1,835,724)

628,615,000

50,956,761
18,397,509

(334,994,116)
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Note 1 - Summary of Significant Accounting Policies

The accompanying basic financial statements of the Workers” Compensation Program of the
state of Washington were prepared in conformity with generally accepted accounting principles
(GAAP). The Washington State Office of Financial Management (OFM) is the primary authority
for the Workers’ Compensation Program accounting and reporting requirements. OFM has
adopted the pronouncements of the Governmental Accounting Standards Board (GASB), which
is the accepted standard-setting body for establishing governmental accounting and financial
reporting principles nationwide. Following is a summary of the significant accounting policies:

1.A. Reporting Entity

The Department of Labor & Industries (L&I), an agency of Washington State and a part of the
primary government, administers and enforces laws and regulations in accordance with Titles 43
and 51 of the Revised Code of Washington (RCW) and Title 296 of the Washington
Administrative Code (WAC). The provisions of Title 51 RCW require all employers, unless
excluded or exempted, to secure coverage for job-related injuries and illnesses either by paying
insurance premiums to the Workers” Compensation Program or by self-insuring. Direct private
insurance is not authorized, although self-insurers are permitted to reinsure up to 80 percent of
their obligations.

The Workers’ Compensation Fund is classified as an enterprise fund of the state of Washington.
The accompanying basic financial statements present only the activity of the Workers’
Compensation Program and do not present the financial position, results of operations, or cash
flows of L&I or the state of Washington. L&I’s financial report is included in the basic financial
statements of the Comprehensive Annual Financial Report of the state of Washington. A copy of
the report may be obtained from the Statewide Accounting Division of the Office of Financial
Management at P.O. Box 43127, Olympia, WA 98504-3127. A copy can also be obtained from
the OFM website at http://ofm.wa.gov/cafr.

1.B. Basic Financial Statements
The Workers’ Compensation Fund consists of the following seven enterprise accounts:

The Accident Account pays compensation directly to injured workers for lost wages during
temporary disability and for permanent partial disability awards. It also pays costs for vocational
retraining and for structured settlements. In addition, the Accident Account pays to the Pension
Reserve Account the present value of pensions awarded to survivors of fatally injured workers
and workers who are permanently and totally disabled.

Revenues for this account are from employer-paid premiums based on individual employers’
reported payroll hours and are reported net of refunds. Employers may elect to have their
premiums retrospectively rated with an annual adjustment for up to three years following the
plan year based on individual employers’ actual losses incurred. This may result in either a
rebate of premiums paid or an assessment of additional premiums due. The premium adjustment
calculation considers both the Accident and Medical Aid Accounts’ experience and premiums
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together. However, retrospective premium adjustments are financed entirely through the
Accident Account.

On behalf of injured workers, the Medical Aid Account pays for the cost of medical services,
vocational rehabilitation services, and Stay at Work reimbursements. Revenues for this account
come mostly from equal contributions from employers and employees; employers are required to
withhold half of their medical aid premium from their employees’ wages.

The Pension Reserve Account pays benefits to the surviving spouse or dependent of fatally
injured workers and to all permanently and totally disabled workers or their surviving spouse or
dependents. This includes benefits for pensions awarded to employees of self-insured employers.
Funding for pension payments is generated by transfers from the Accident and Second Injury
Accounts and reimbursements from self-insured employers. The funds are invested in securities
to cover payments for the expected life of the injured worker or survivor(s).

The three accounts described above are referred to as the Industrial Insurance Fund, the
Workers” Compensation Program Basic Plan, or the State Fund. The Accident, Medical Aid, and
Pension Reserve Accounts are maintained on an actuarially solvent basis; however, a cash flow
basis is used for the surety bond components of the Pension Reserve Account. Self-insured
employers have the option to guarantee pension-related benefits with a surety bond or to fund the
benefits with cash.

The Supplemental Pension Account provides for a supplemental cost-of-living adjustment
(COLA) to injured workers and their dependents receiving disability payments. Per RCW
51.32.073, this account operates on a current payment basis, and no assets are allowed to
accumulate for the future servicing of claim payments.

COLA and time-loss payment increases are based on the increase in the state’s average wage
during the preceding calendar year and are made effective in July of the following year.
Revenues for COLA payments arise from assessments to State-Fund-insured and self-insured
employers; half of the assessment is deducted from employees’ wages.

The Second Injury Account is used to pay pension costs on claims where a permanent total
disability is at least partially caused by a prior injury and to fund job modifications for some
temporarily disabled workers. It is funded by self-insured assessments for self-insured pension
claims, transfers from the Accident Account to the Pension Reserve Account for State-Fund-
insured pensions, and transfers from the Medical Aid Account to pay for job modification and
other claims. An allowance for future second injury benefit payments is contained within the
Accident and Medical Aid Accounts’ claims liabilities for State-Fund-insured claims. Therefore,
the Second Injury Account does not carry any claims liabilities.

The Self-Insured Employer Overpayment Reimbursement Account reimburses self-insured
employers for benefits overpaid during the pendency of board or court appeals in which the self-
insured employer prevails and has not recovered. The revenue for this account comes from self-
insured employer assessments.
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The Industrial Insurance Rainy Day Fund Account was created by the Legislature during the
2011 session to hold transfers from the Accident and Medical Aid Accounts when assets for
those accounts combined are between 10 and 30 percent in excess of their funded liabilities.
Primarily, balances in this account will be used to reduce future rate increases or aid businesses
in recovering from or during economic recessions. The account did not have any activity during
fiscal year 2015 or a balance on June 30, 2015.

L&I presents the following basic financial statements: Statement of Net Position; Statement of
Revenues, Expenses, and Changes in Net Position; and the Statement of Cash Flows.

Statement of Net Position — This statement presents assets, deferred outflows of resources,
liabilities, and deferred inflows of resources for the Workers’ Compensation Program in order of
liquidity. Net position is classified into three categories:

e Net investments in capital assets — Consists of capital assets, net of accumulated
depreciation, reduced by the outstanding balances of bonds, mortgages, notes, or other
borrowings that are attributable to the acquisition, construction, or improvement of those
assets.

e Restricted — Consists of restricted assets reduced by liabilities and deferred inflows of
resources related to those assets.

e Unrestricted — Consists of the net amount of assets, deferred outflows of resources,
liabilities, and deferred inflows of resources that are not included in the determination of
net investment in capital assets or the restricted component of net position.

Statement of Revenues, Expenses, and Changes in Net Position — This statement presents the
activity and changes in net position of the Workers’ Compensation Program. Activity is
distinguished between operating and non-operating revenues and expenses.

Operating revenues for the Workers’ Compensation Program consist mainly of premiums and
assessments collected, net of refunds. Operating expenses consist of claims paid to covered
individuals, claims adjustment expenses, and administrative expenses. All revenues and expenses
not meeting this definition are reported as non-operating, including interest expense and
investment gains and losses.

Statement of Cash Flows — This statement reports cash collections and payments for the
Workers’” Compensation Program to arrive at the net increase or decrease in cash and cash
equivalents for the fiscal year.

The preparation of the basic financial statements in conformity with GAAP requires management

to make estimates and assumptions that affect the amounts reported in the basic financial
statements and accompanying notes. Actual results may differ from those estimates.
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1.C. Measurement Focus and Basis of Accounting

Measurement focus describes the types of transactions and events reported in an account’s
operating statement. The Workers’ Compensation Program’s seven accounts are accounted for
using the economic resources measurement focus, much like that of a private-sector business.
With this measurement focus, all assets and liabilities associated with the operations of the
accounts are included in the Statement of Net Position. Operating statements present increases
(i.e., revenues) and decreases (i.e., expenses) in total net position with a focus on transactions
and events that have increased or decreased the accounts’ total economic resources during the
period.

The basis of accounting determines the timing of the recognition of transactions and events. All
accounts of the Workers’ Compensation Program are reported on using the accrual basis of
accounting. Under the accrual basis of accounting, revenues are recognized when earned and
expenses are recognized when incurred.

1.D. Assets, Liabilities, and Net Position
1.D.1. Cash and Cash Equivalents

Cash and cash equivalents are reported on the accompanying Statement of Net Position and
Statement of Cash Flows. Cash includes cash in banks, cash on deposit with the Office of the
State Treasurer (OST), and cash on hand. Cash equivalents are pooled investments and include
short-term, highly-liquid investments that are both readily convertible to cash and mature within
three months of the date acquired.

Under RCW 43.08.015, OST has the statutory responsibility to ensure the effective cash
management of the state’s public funds. RCW 43.84.080 authorizes the Treasurer to invest
available cash and includes a list of eligible investments. OST invests Workers’ Compensation
Program cash surpluses where funds can be disbursed at any time without prior notice or penalty.
As a result, the cash balances of accounts with surplus pooled balances are not reduced for these
investments.

1.D.2. DOE Trust Cash and Investments

Per RCW 51.04.130, the U.S. Department of Energy has contracted with the Workers’
Compensation Program to pay benefits to Hanford nuclear production complex workers injured
on the job. Funds provided in advance by the U.S. Department of Energy to cover the pension
liability determined by the Workers’ Compensation Program are restricted assets and recorded as
“DOE trust cash and investments.” The remaining pension liability not covered by DOE trust
cash and investments is recorded as “DOE trust receivable.”

As of June 30, 2015, trust cash and investments of $738,132, representing the estimated current

liability to L&I for the reimbursement of pension payments to Hanford injured workers, are
classified as current assets on the Statement of Net Position. The remaining balance of trust cash
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and investments amounted to $1,938,370 and is classified under noncurrent assets. Trust
investments were invested in one-year U.S. Treasury Notes.

1.D.3. Investments

Noncurrent investments are reported at fair value. Fair values are based on published market
prices, quotations from national security exchanges, and security pricing services.

1.D.4. Receivables and Payables

Current receivables arose in the ordinary course of business and consist of amounts due for
workers’ compensation premiums, investment interest receivable, and other miscellaneous
receivables. Receivables are recorded when they can be reasonably estimated and have been
earned (i.e., overpayment has occurred, service has been performed, or the time period has
passed). Receivables due for workers’ compensation premiums for the quarter ended June 30,
2015, are estimated. All receivables are reported net of an allowance for accounts estimated to be
uncollectible. Current accounts receivable are generally expected to be collected within one year
following the end of the fiscal year.

The Workers’ Compensation Program uses the allowance method for establishing an allowance
for uncollectible receivables. Management regularly reviews receivables and adjusts the
allowance based on weighted average percentages calculated from a historical analysis of past
collection activity. The allowance percentages are determined based on age category and
collection activity for each receivable. Interest accrues on overdue accounts receivable at the rate
of 1 percent per month. When an account is deemed uncollectible, it is written off against the
allowance; however, such accounts are not forgiven until allowed by law. The Workers’
Compensation Program does not require collateral for its accounts receivable except for self-
insurance pension receivables.

The Workers” Compensation Program establishes claims liabilities (unpaid loss and loss
adjustment expense liabilities) based on estimates of the ultimate cost of claims (including future
claims adjustment expenses) that have been reported but not resolved and claims that have been
incurred but not reported. The length of time for which such costs must be estimated varies
depending on the type of benefit involved. Because actual claim costs depend on complex
factors, such as inflation, changes in doctrines of legal liabilities, claim adjudication, and
judgments, the actual ultimate claim costs may differ from the estimates. In accordance with
GASB Statement No.10, the claims liabilities are reported net of recoveries.

Claims payable are recomputed quarterly using a variety of actuarial and statistical techniques.
These techniques are used to produce current estimates that reflect recent settlements, claim
frequency, expected inflation, and other economic, legal, and social factors. Adjustments to
claims payable are charged or credited to claims expense in the periods in which they are made.

In the Accident Account, the incurred but not-yet-awarded pensions are discounted at a rate

between 4.5 and 6.4 percent from the anticipated payment dates back to the anticipated time of
award and 1.5 percent from the anticipated time of award to the evaluation date. All other
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Accident, Medical Aid, and Supplemental Pension Account claim liabilities are discounted at 1.5
percent. The claim liabilities in the Pension Reserve Account are discounted at 6.4 percent.

The actuaries estimate accrued retrospective premium annual adjustments for unadjusted
enrollment periods by reviewing historical participation and return patterns. The historical
averages are used to arrive at an estimate of net retrospective return premiums for unadjusted
periods. Cumulative return premiums for periods from the first annual adjustment through the
third annual adjustment are system-generated, and the accruals are the difference between the
cumulative returns and the amount already returned. The third annual retrospective adjustment is
final. Retrospective return premiums due to employers are netted with additional premiums due
from employers and recorded as a liability in the Accident Account.

1.D.5. Inventories and Prepaid Expenses

Consumable inventories consisting of expendable materials and supplies held for consumption
are valued and reported in the Statement of Net Position at weighted average cost if the fiscal
year-end balance on hand at an inventory control point exceeds $50,000. The Workers’
Compensation Program expenses consumable inventories when used.

Prepaid expenses are certain types of services that will benefit future accounting periods and are
accounted for using the consumption method. The portion of services used during a period is
recorded as an expense. The remaining balance is reported as an asset until consumed. As of
June 30, 2015, prepaid expenses amounted to $2,071,027.

1.D.6. Capital Assets

Capital assets are tangible or intangible assets held and used in the Workers’ Compensation
Program operations which have a service life of more than one year and meet the state’s
capitalization policy. In accordance with OFM policy, it is the Workers’ Compensation
Program’s policy to capitalize:

e Allland

e Buildings, building improvements, improvements other than buildings, and leasehold
improvements with a cost of $100,000 or greater

e Infrastructure with a cost of $100,000 or greater

e Intangible assets, either purchased or internally developed, with a cost of $1,000,000 or
greater and that are “identifiable” by meeting either of the following conditions:

o The asset is capable of being separated or divided and sold, transferred, licensed,
rented, or exchanged; or

o The asset arises from contractual or other legal rights, regardless of whether those
rights are transferable or separable
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e All capital assets acquired with a Certificate of Participation

e All other capital assets with a unit cost (including ancillary costs) of $5,000 or greater,
unless otherwise noted

Capital assets are recorded at cost. Capital asset costs include the purchase price plus those costs
necessary to place the asset in its intended location and condition for use. Normal maintenance
and repair costs that do not materially add to the value or extend the life of capital assets are not
capitalized.

The value of assets constructed for use in the Workers’ Compensation Program includes all
direct construction costs and indirect costs such as agency project management costs that are
related to the construction. Net interest cost incurred during the period of construction, if
material, is capitalized.

Depreciation is calculated using the straight-line method over the estimated useful lives of the
assets. The cost and related accumulated depreciation of capital assets that have been disposed of
are removed from the accounting records.

Generally, estimated useful lives are as follows:

e Buildings and building components 5 to 50 years
e Furnishings, equipment, and collections 3 to 50 years
e Other improvements 3 to 50 years
e Infrastructure 20 to 50 years
e Intangible assets with definite useful lives 3to 50 years

1.D.7. Compensated Absences

Workers’ Compensation Program employees accrue vested annual leave at a variable rate based
on years of service. In general, accrued annual leave cannot exceed 240 hours at the employee’s
anniversary date.

Employees accrue sick leave at the rate of one day per month without limitation on the amount
that can be accumulated. Sick leave is not vested; i.e., the Workers” Compensation Program does
not pay employees for unused sick leave upon termination except upon employee death or
retirement. At death or retirement, the Workers’ Compensation Program is liable for 25 percent
of the employee’s accumulated sick leave. In addition, the Workers” Compensation Program has
a sick leave buyout option in which each January, employees who accumulate sick leave in
excess of 480 hours may redeem sick leave earned but not taken during the previous year at the
rate of one day’s pay in exchange for each four days of sick leave.
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The Workers’ Compensation Program recognizes the expense and accrues a liability for annual
leave and estimated sick leave buyout, including related payroll taxes and applicable benefits, as
the leave is earned. It is the Workers’ Compensation Program’s policy to liquidate unpaid
compensated absences outstanding at June 30 with future resources rather than advance funding
it with currently available expendable financial resources.

1.E. Other Information
1.E.1. Risk Management

The state of Washington operates a self-insurance liability program pursuant to RCW 4.92.130.
The state’s policy is generally not to purchase commercial insurance for the risk of losses to
which it is exposed. Instead, the state’s management believes it iS more economical to manage its
risks internally and set aside assets for claims settlement in the Risk Management Fund, an
internal service fund. A limited amount of commercial insurance is purchased for certain
liabilities and to limit the exposure to catastrophic losses. Settled claims resulting from these
risks have not exceeded commercial insurance coverage in any of the past ten years. Otherwise,
the self-insurance liability program services all claims against the state for injuries and property
damage to third parties.

The Workers” Compensation Program participates in the state’s self-insurance liability program,
in proportion to its anticipated exposure to liability losses, to manage its various risks of loss
related to torts; theft of, damage to, and destruction of assets; errors and omissions; and natural
disasters.

1.E.2. Interfund/Interagency Activities

The Workers’ Compensation Program engages in reciprocal and non-reciprocal
interfund/interagency activities that may include an element of indirect cost. Reciprocal
interfund/interagency activity is the internal counterpart to exchange and exchange-like
transactions. Non-reciprocal activity is non-exchange in nature and includes both transfers and
reimbursements.

Note 2 - Accounting and Reporting Changes

Reporting Changes

Effective for fiscal year 2015 reporting, the Workers’ Compensation Program adopted the
following new standards issued by the GASB:

Statement No. 68 Accounting and Financial Reporting for Pensions. GASB Statement No. 68
requires governmental employers with employees participating in defined benefit pension plans
that are administered through trusts or equivalent arrangements to report their proportionate
share of the net pension liability (or net assets, if the plan net position exceeds the total pension
liability) on the face of their accrual-based financial statements.
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Statement No. 71 Pension Transition for Contributions Made subsequent to the Measurement
Date. GASB Statement No. 71 addresses an issue regarding application of the transition
provisions of Statement No. 68. The issue relates to amounts associated with contributions, if
any, made by a state or local government employer to a defined benefit pension plan after the
measurement date of the government’s beginning net pension liability.

Prior Period Adjustment
The Workers” Compensation Program recorded a reduction to the beginning net position balance

as a result of implementing GASB Statement No. 68. Net Position (Deficit) at July 1, 2014, has
been restated as follows:

Net Position (Deficit) at June 30, 2014, as previously reported $ (9,384,401,234)
Prior Period Adjustment (134,521,446)
Net Position (Deficit) at July 1, 2014, as restated $ (9,518,922,680)

Note 3 - Deposits and Investments

3.A. Deposits

Custodial credit risk for deposits is the risk that, in the event of a depository financial
institution’s failure, the Workers’ Compensation Program would not be able to recover its
deposits. See Note 1.D.1 for more information on cash and cash equivalents.

The Workers’ Compensation Program minimizes custodial credit risk by restrictions set forth in
state law. Statutes require state agencies to deposit funds in financial institutions that are
physically located in Washington unless otherwise expressly permitted by statute and authorized
by the Washington Public Deposit Protection Commission (PDPC). The PDPC, established
under chapter 39.58 RCW, makes and enforces regulations and administers a collateral pool
program to ensure that public funds are protected if a financial institution becomes insolvent.
Securities pledged are held by a trustee agent for the benefit of the collateral pool.

OST manages the deposits for the Workers’ Compensation Program. At June 30, 2015, $74.7
million of the Workers” Compensation Program’s deposits with financial institutions were either
insured or collateralized, with the remaining $2.5 million uninsured/uncollateralized. The
Federal Deposit Insurance Corporation (FDIC) covers the Workers’ Compensation Program’s
insured deposits, and the PDPC provides collateral protection.
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3.B. Investments
3.B.1. Summary of Investment Policies
Under RCW 43.33A.030, trusteeship of the Workers’ Compensation Program’s investments is
vested in the voting members of the Washington State Investment Board (WSIB). The
Legislature established a standard of care for investment of these funds in RCW 43.33A.140.
Additionally, the WSIB and its staff must comply with other state laws, such as the Ethics in
Public Service Act, chapter 42.52 RCW, as it makes investment decisions and seeks to meet its
investment objectives.
In accordance with RCW 43.33A.110, the Workers” Compensation Program portfolios are to be
managed to limit fluctuations in workers’ compensation premiums, and, subject to this purpose,
achieve a maximum return at a prudent level of risk. Based on this requirement, the objectives
are to:

e Maintain the solvency of the accounts.

e Maintain premium rate stability.

e Ensure that sufficient assets are available to fund the expected liability payments.

e Subject to the objectives above, achieve a maximum return at a prudent level of risk.

Eligible Investments - Eligible investments are securities and deposits that are in accordance
with the WSIB’s investment policy and chapter 43.33A RCW. Eligible investments include:

e U.S. equities

e International equities

e U.S. Treasuries and government agencies
e Credit bonds

e Mortgage-backed securities rated investment grade, as defined by Barclays Capital
Global Family of Fixed Income Indices

e Asset-backed securities rated investment grade, as defined by Barclays Capital Global
Family of Fixed Income Indices

e Commercial mortgage-backed securities rated investment grade, as defined by Barclays
Capital Global Family of Fixed Income Indices

e Investment grade non-U.S. dollar bonds
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Investment Restrictions - To meet stated objectives, investments of the Workers’
Compensation Program are subject to the following constraints:

e All assets under the management of the WSIB are to be invested to maximize return at a
prudent level of risk, in accordance with RCW 43.33A.110 and RCW 43.33A.140.

e No corporate fixed income issue cost shall exceed 3 percent of the fund’s fair value at the
time of purchase, nor shall its fair value exceed 6 percent of the fund’s fair value at any
time.

e Asset allocations are to be reviewed every three to four years or sooner if there are
significant changes in funding levels or the liability durations.

e Assets are to be rebalanced across asset classes when the fair value of the assets falls
outside the policy ranges. The timing of any rebalancing will be based on market
opportunities, cash flows, and the consideration of transaction costs; therefore, they need
not occur immediately.

e Sector allocation for U.S. equities should be within a range of 55 to 65 percent.
Allocation for international equities should be within a range of 35 to 45 percent.

e The benchmark and structure for U.S. equities will be the broad U.S. stock market as
defined by the Morgan Stanley Capital International (MSCI) U.S. Investable Market
Index. The benchmark and structure for international equities will be the MSCI All
Country World Ex U.S. Investable Market Index. Both portfolios will be 100 percent
passively managed in commingled index funds. The commingled funds may use futures
for hedging or establishing a long position.

e Sector allocation of fixed income investments are to be managed within prescribed
ranges. These targets are long-term in nature. Deviations may occur in the short term as a
result of interim market conditions. However, if a range is exceeded, the portfolios must
be rebalanced to the target allocations as soon as it is practical. Target allocations for the
fixed income sectors:

U.S. Treasuries and government agencies 5 to 25 percent
Credit bonds 20 to 80 percent
Asset-backed securities 0 to 10 percent
Commercial mortgage-backed securities 0 to 10 percent
Mortgage-backed securities 0 to 25 percent

50



State of Washington Workers’ Compensation Program

e Total market value of below investment grade credit bonds (as defined by Barclays
Capital Global Family of Fixed Income Indices) shall not exceed 5 percent of the total
market value of the funds. Although below investment grade mortgage-backed, asset-
backed, and commercial mortgage-backed securities may not be purchased, portfolio
holdings that are downgraded to those levels or are no longer rated may continue to be
held.

e Total market value of below investment grade mortgage-backed, asset-backed, and
commercial mortgage-backed securities should not exceed 5 percent of total market value
of the funds.

3.B.2. Securities Lending

The Workers” Compensation Program participates in securities lending programs with the WSIB
and the OST to increase investment income. At June 30, 2015, the Workers” Compensation
Program had $68,151,292 of cash collateral received in the Accident and Pension Reserve
Accounts invested through the WSIB. There was $336,082 of cash collateral received in the
Medical Aid and the Supplemental Pension Accounts invested through OST.

Securities Lending — WSIB

State law and WSIB policy permit the Workers’ Compensation Program to participate in
securities lending programs to augment investment income. The WSIB has entered into an
agreement with State Street Corporation to act as agent for the Workers” Compensation Program
in securities lending transactions. As State Street Corporation is the custodian bank for the
Workers’ Compensation Program, it is counterparty to securities lending transactions.

The fair value of the securities on loan at June 30, 2015, was approximately $102.6 million. The
Workers’ Compensation Program reports securities on loan on the Statement of Net Position in
their respective categories. At June 30, 2015, cash collateral received totaling $68.2 million is
reported as a securities lending obligation, and the fair value of the reinvested cash collateral
totaling $68.2 million is reported as security lending collateral in the Statement of Net Position.
Securities received as collateral for which the Workers” Compensation Program does not have
the ability to pledge or sell unless the borrower defaults are not reported as assets or liabilities in
the Statement of Net Position. Total securities received as collateral at June 30, 2015, was $38.3
million.

During fiscal year 2015, debt securities were loaned and collateralized by the Workers’
Compensation Program’s agent with cash and U.S. government or U.S. agency securities,
including U.S. agency mortgage-backed securities (exclusive of letters of credit). When the
loaned securities had collateral denominated in the same currency, the collateral requirement was
102 percent of the fair value, including accrued interest, of the securities loaned. All other
securities were required to be collateralized at 105 percent of the fair value, including accrued
interest, of the loaned securities.
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As of June 30, 2015, the Workers’ Compensation Program held the following securities from
reinvestment of cash collateral and securities received as collateral:

Collateral Held Under Securities Lending
June 30, 2015
(in thousands)

Non Cash
Cash Collateral Collateral Total
Mortgage-backed $ - % 38305 $ 38,305
Repurchase agreements 23,703 - 23,703
Yankee CD 15,880 - 15,880
Cash equivalents and other 28,568 - 28,568
Total Collateral Held $ 68,151 $ 38305 $ 106,456

Securities lending transactions can be terminated on demand either by the Workers’
Compensation Program or the borrower. As of June 30, 2015, the collateral held had an average
duration of 22.5 days and an average weighted final maturity of 79.7 days. Because the securities
lending agreements were terminable at will, their duration did not generally match the duration
of the investments made with the cash collateral. Non-cash collateral cannot be pledged or sold
absent borrower default. No more than 20 percent of the total on-loan value can be held by a
specific borrower. Collateral investment guidelines specifically prohibit European-domiciled
holdings. There are no restrictions on the amount of securities that can be lent.

Securities were lent with the agreement that they would be returned in the future for exchange of
the collateral. State Street Corporation indemnified the Workers’ Compensation Program by
agreeing to purchase replacement securities or return the cash collateral in the event a borrower
failed to return the loaned securities or pay distributions thereon. State Street Corporation’s
responsibilities included performing appropriate borrower and collateral investment credit
analyses, demanding adequate types and levels of collateral, and complying with applicable
federal regulations concerning securities lending.

During fiscal year 2015, there were no significant violations of legal or contractual provisions
and no failures by any borrowers to return loaned securities or to pay distributions thereon.
Further, the Workers’ Compensation Program incurred no losses during fiscal year 2015
resulting from a default by either the borrowers or the securities lending agents.

Securities Lending — OST

State statutes permit OST to lend its securities to broker-dealers and other entities with a
simultaneous agreement to return the collateral for the same securities in the future. OST has
contracted with Citibank, N.A. as a lending agent and receives a share of income earned from
this activity. The lending agent lends securities and receives collateral, which can be in the form
of cash or other securities. The collateral, which must be valued at 102 percent of the value of the
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loaned securities, is priced daily and, if necessary, action is taken to maintain the
collateralization level at 102 percent.

The cash is invested by the lending agent in accordance with investment guidelines approved by
OST. The securities held as collateral and the securities underlying the cash collateral are held by
the custodian. One option available to the lending agent is to invest cash collateral into an OST
account in the Local Government Investment Pool (LGIP). The LGIP portfolio is invested in a
manner generally consistent with a Rule 2a-7 money market fund, as currently recognized by the
Securities and Exchange Commission (17CFR.270.2a-7). Rule 2a-7 funds are limited to high
quality obligations with limited maximum and average maturities, the effect of which is to
minimize both market and credit risk. At June 30, 2015, the Workers” Compensation Programs’
cash collateral totaled $336,082, all of which was invested in the LGIP.

Contracts require the lending agent to indemnify OST if the borrowers fail to return securities
and if the collateral is inadequate to replace the securities lent, or if the borrower fails to pay
OST for income distributed by the securities’ issuers while the securities are on loan. OST
cannot pledge or sell collateral securities received unless the borrower defaults. At June 30,
2015, the fair value of securities on loan for the Workers’ Compensation Program totaled
$328,051.

OST investment policy requires that any securities on loan be made available by the lending
agent for next day liquidity at the option of OST. During fiscal year 2015, OST had no credit risk
exposure to borrowers because the amounts owed to the borrowers exceeded the amounts the
borrowers owed OST.

There were no violations of legal or contractual provisions or any losses resulting from a default
of a borrower or lending agent during the fiscal year.

3.B.3. Interest Rate Risk

Interest rate risk is the risk that changes in interest rates over time will adversely affect the fair
value of an investment. While the Workers” Compensation Program does not have a formal
policy relating to interest rate risk, the risk is managed within the Workers’ Compensation
Program portfolio using effective duration, which is the measure of a debt investment’s exposure
to fair value changes arising from changes in interest rates. Increases in prevailing interest rates
generally translate into decreases in fair values of fixed income investments. As of June 30,
2015, the Workers’ Compensation Program portfolio durations were within the prescribed
duration targets.
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The schedule below provides information about the interest rate risks associated with the
Workers’ Compensation Program investments as of June 30, 2015. The schedule displays
various asset classes held by maturity in years, credit ratings, and effective duration. All debt
securities are reported using average life within the portfolio. The average life is a calculated
estimate of the average time (in years) until maturity for these securities, taking into account

possible prepayments of principal.

Schedule of Maturities and Credit Ratings
June 30, 2015

(dollars in thousands)

Maturity Effective
Less than More than  Credit Duration
Investment Type Fair Value 1 year 1-5years 6-10years  10years Rating (years)
Mortgage and other asset-backed securities $ 1,893,746 $ 295992 $ 1,405,828 $ 117,915 $ 74,011 Mulipl  3.02
Corporate bonds 8,969,474 468,390 3,350,231 1,885,623 3,265,230 Multiple  7.46
U.S. government and agency securities 1,210,817 7,005 891,546 25,133 287,133  Aaa 7.05
Foreign government and agencies 529,299 38,280 282,285 152,755 55,979 Multiple  4.91
12,603,336 $ 809,667 $ 5,929,890 $ 2,181,426 $ 3,682,353

Investments Not Required to be Categorized

Commingled investment trusts 1,895,746
Cash and cash equivalents 135,026
Total investments not categorized 2,030,772
Total* $ 14,634,108

*This total does not tie to Investments, noncurrent on the Statement of Net Position. This schedule includes only WSIB investments.
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Investments with multiple credit ratings at June 30, 2015, are presented using the Moody’s rating
scale as follows:
Multiple Credit Rating Disclosure
June 30, 2015

(in thousands)
Investment Type
Moody's Mortgage and Foreign
Equivalent Credit Other Asset- Corporate Government and Total
Rating Backed Securities Bonds Agency Securities Fair Value
Aaa $ 1,845,424 $ 480,823 $ 150,888 $ 2,477,135
Aa2 48,322 83,699 51,950 183,971
Aa3 - 1,240,437 197,778 1,438,215
Al - 896,830 37,408 934,238
A2 - 1,276,296 - 1,276,296
A3 - 1,410,431 - 1,410,431
Baal - 1,274,530 14,453 1,288,983
Baa2 - 916,326 50,164 966,490
Bal or lower - 1,390,102 26,658 1,416,760
Total Fair Value $ 1,893,746 $ 8,969,474 $ 529,299 $ 11,392,519

3.B.4. Credit Risk

Credit risk is the risk that an issuer or other counterparty to an investment will not fulfill its
obligations. The Workers’ Compensation Program investment policies limit the fixed income
securities to investment grade or higher at the time of purchase. Investment grade securities are
those fixed income securities with a Moody’s rating of Aaa to Baa or a Standard and Poor’s
rating of AAA to BBB. The rated debt investments of the Workers’ Compensation Program as of
June 30, 2015, were rated by Moody’s and/or an equivalent national rating organization.

Concentration of Credit Risk - Concentration of credit risk is the risk of loss attributed to the
magnitude of an investment in a single issuer. The Workers’ Compensation Program policy
states that no corporate fixed income issue cost shall exceed 3 percent of the fund’s fair value at
the time of purchase, nor shall its fair value exceed 6 percent of the fund’s fair value at any time.
There was no concentration of credit risk as of June 30, 2015.

Custodial Credit Risk (Investments) - Custodial credit risk is the risk that, in the event that a
depository institution or counterparty fails, the Workers’ Compensation Program would not be
able to recover the value of its deposits, investments, or collateral securities. The Workers’
Compensation Program does not have a policy relating to custodial credit risk. The WSIB
mitigates custodial credit risk by having its investment securities (excluding cash, cash
equivalents, and repurchase agreements held as securities lending collateral) registered and held
in the name of the WSIB for the benefit of the Workers’ Compensation Program.
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3.B.5. Foreign Currency Risk

Foreign currency risk is the risk that changes in exchange rates will adversely affect the fair
value of an investment or a deposit. The Workers’ Compensation Program does not have a
formal policy to limit foreign currency risk. The only security held by the Workers’
Compensation Program with foreign currency exposure at June 30, 2015, consisted of $695.0
million invested in an international commingled equity index fund.

The following schedule presents the exposure of the Workers” Compensation Program to foreign
currency risk. The schedule is stated in U.S. dollars.

Workers' Compensation Program
Foreign Currency Exposure by Country
June 30, 2015

(in thousands)

Foreign Currency Denomination Equity Securities

Australia- Dollar $ 33,301
Brazil-Real 10,714
Canada-Dollar 47,376
Denmark-Krone 8,477
E.M.U.-Euro 145,065
Hong Kong-Dollar 53,555
India-Rupee 12,703
Japan-Yen 119,409
Mexico-Peso 6,555
New Taiwan-Dollar 20,695
Singapore-Dollar 7,590
South Africa-Rand 11,765
South Korea-Won 23,356
Sweden-Krona 15,350
Switzerland-Franc 43,557
United Kingdom-Pound 102,342
Miscellaneous Foreign Currencies 33,158
Total $ 694,968

3.B.6. Derivatives

To manage its exposure to fluctuations in interest and currency rates while increasing portfolio
returns, the Workers” Compensation Program is authorized to utilize various derivative financial
instruments, including collateralized mortgage obligations, financial futures, forward contracts,
interest rate and equity swaps, and options.
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Derivative transactions involve, to varying degrees, market and credit risk. The Workers’
Compensation Program mitigates market risks arising from derivative transactions by requiring
collateral in cash and investments to be maintained equal to the securities positions outstanding,
and thereby prohibiting the use of leverage or speculation. Credit risks arising from derivative
transactions are mitigated by selecting and monitoring creditworthy counterparties and collateral
issuers.

Domestic and foreign passive equity index fund managers may also utilize various derivative
securities to manage exposure to risk and increase portfolio returns. Information on the extent of
use and holdings of derivative securities by passive equity index fund managers is unavailable.
At June 30, 2015, the only derivative securities held directly by the Workers’ Compensation
Program were collateralized mortgage obligations (CMOs) of $1.3 billion.

3.B.7. Reverse Repurchase Agreements

State law permits the Workers” Compensation Program to enter into reverse repurchase
agreements, i.e., a sale of securities with a simultaneous agreement to repurchase them in the
future at the same price plus a contract rate of interest. The fair value of the securities underlying
reverse repurchase agreements normally exceeds the cash received, providing the dealers a
margin against a decline in fair value of the securities. If the dealers default on their obligations
to resell these securities to the state or provide securities or cash of equal value, the Workers’
Compensation Program would suffer an economic loss equal to the difference between the fair
value plus accrued interest of the underlying securities and the agreement obligation, including
accrued interest. There were no reverse repurchase agreements entered into during fiscal year
2015, and there were no liabilities outstanding as of June 30, 2015.
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Note 4 - Receivables

Receivables at June 30, 2015, consisted of the following:

Receivables
June 30, 2015
Current Receivables
Premiums receivable

Actual premiums receivable $ 143,870,945
Estimated premiums receivable 614,920,000
Estimated self-insurance premiums receivable 52,637,552
Total Premiums Receivable 811,428,497
Other receivables
Receivable from overpayments 1,899,079
Investment interest receivable 112,356,059
Safety fines and penalties receivable 12,185,111
Miscellaneous receivables 3,221,151
Total Current Receivables, Gross 941,089,897
Less: Allowance for uncollectible receivables 152,446,497
Total Current Receivables, Net of Allowance $ 788,643,400

'Estimated premiums receivable represents premiums due for the quarter ended June 30, 2015. Premium amounts
were estimated by L&I actuaries, to be collected for the Accident, Medical Aid, and Supplemental Pension
Accounts.

“Estimated self-insurance premiums receivable represents estimated assessment receivables accrued for the quarter
ended June 30, 2015, based on prior employer quarterly reports. This amount also includes pension receivables,
experting, and accounts receivable balances.
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Note 5 - Interfund/Interagency Balances

Receivables from other state accounts and agencies as of June 30, 2015, consisted of the
following:

Receivables From Other State Accounts and Agencies
June 30, 2015

General Fund $ 1,104
L&I accounts* 5,985
Other state agencies 99,838
Total Receivables From Other

State Accounts and Agencies $ 106,927

*Receivables or payables within the Workers' Compensation Program
are not included in the above totals.

All balances are expected to be received within one year from the date of the basic financial
statements. These balances resulted from goods and services provided prior to June 30, 2015.

Payables to other state accounts and agencies as of June 30, 2015, consisted of the following:

Payables To Other State Accounts and Agencies
June 30, 2015

General Fund $ 232,141
L&I accounts™ 429,754
Other state agencies 6,107,739
Total Payables To Other State

Accounts and Agencies $ 6,769,634

*Receivables or payables within the Workers' Compensation Program
are not included in the above totals.

All balances are expected to be paid within one year from the date of the basic financial
statements. These balances resulted from goods and services received prior to June 30, 2015, and
paid after the fiscal year ended.
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Note 6 - Capital Assets

Capital asset activity for the fiscal year ended June 30, 2015, was as follows:

Capital Assets Activity
Fiscal Year 2015
Beginning Ending
Balance Balance
July 1, 2014 Increases Decreases  June 30, 2015

Capital Assets Not Being Depreciated:

Land and collections $ 3,239,748 $ - $ - $ 3,239,748
Construction in progress 10,661,241 11,353,294 (10,831,897) 11,182,638
Total Capital Assets Not Being Depreciated 13,900,989 11,353,294 (10,831,897) 14,422,386
Capital Assets Being Depreciated:
Buildings and building components 65,133,602 - - 65,133,602
Accumulated depreciation (28,994,962) (1,353,501) - (30,348,463)
Net Buildings and Building Components 36,138,640 (1,353,501) - 34,785,139
Furnishings, equipment, and collections 64,842,760 1,161,931 (1,829,569) 64,175,122
Accumulated depreciation (62,474,765) (993,661) 1,658,690 (61,809,736)
Net Furnishings, Equipment, and Collections 2,367,995 168,270 (170,879) 2,365,386
Other improvements 1,289,262 - - 1,289,262
Accumulated depreciation (707,175) (20,408) - (727,583)
Net Other Improvements 582,087 (20,408) - 561,679
Total Capital Assets Being Depreciated, Net 39,088,722 (1,205,639) (170,879) 37,712,204
Intangible assets - definite useful lives 24,082,987 10,665,539 - 34,748,526
Accumulated amortization (10,421,300) (4,816,620) - (15,237,920)
Total Capital Assets Being Amortized, Net 13,661,687 5,848,919 - 19,510,606

Total Capital Assets, Net of Depreciation and Amortization $ 66,651,398 $ 15,996,574 $ (11,002,776) $ 71,645,196

For fiscal year 2015, the total depreciation expense was $7,184,192.

Note 7 - Noncurrent Liabilities

7.A. Bonds Payable

The Workers’ Compensation Program is responsible for semi-annual payments on a certain
portion of two series of general obligation bonds issued by the state of Washington between
1993 and 2007. The bond proceeds provided funding for the acquisition and construction of the
building and grounds known as L&I’s headquarters in Tumwater, Washington, and refunding of
general obligation bonds previously outstanding. The federal arbitrage regulations do not apply
to the Workers’ Compensation Program.
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The terms of the bond payment obligations are as follows:

e The General Obligation Bonds of Series R-93B
The Workers’ Compensation Program is required to make annual principal and semi-
annual interest payments, with the final payment due in fiscal year 2016. The principal
amount of these bonds outstanding was $2,575,000 at June 30, 2015, with coupon interest
rates of 5.7 percent. The original amount of this bond issue was $19,960,000 in fiscal
year 1993.

e The General Obligation Bonds of Series R-2007C
The Workers’ Compensation Program is required to make annual principal and semi-
annual interest payments, with the final payment due in fiscal year 2016. The principal
amount of these bonds outstanding was $1,475,000 at June 30, 2015, with coupon interest
rates of 5 percent. The original amount of this bond issue was $6,635,000 in fiscal year
2007.

In fiscal year 2015, the Workers’ Compensation Program paid $3,820,000 in principal and
$324,530 in interest on these bonds. Since a portion of the interest paid was for the prior year,
total fiscal year 2015 interest expense was $255,152.

There are no covenants related to the Workers’ Compensation Program’s obligation for these
bonds.

Debt Refunding

When advantageous and permitted by statute and bond covenants, the State Finance Committee
authorizes the refunding of outstanding bonds. When the state refunds outstanding bonds, the net
proceeds of each refund issued are used to purchase U.S. government securities. These securities
are placed in irrevocable trusts with escrow agents to provide for all future debt service payments
on the refunded bonds. As a result, the refunded bonds are considered defeased, and the liability
has been removed from the Statement of Net Position. There were no debt refundings in fiscal
year 2015.
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7.B. Claims Payable

The following schedule presents the changes in claims liabilities (unpaid claims and claim
adjustment expense liabilities) for the past two fiscal years for the Workers’ Compensation
Program:

Changes in Claims Liabilities
June 30, 2015 and 2014

Claims Payable June 30, 2015 June 30, 2014
Unpaid claims and claim adjustment expenses at beginning of fiscal year $ 24,437534,000 $ 23,627,560,000
Incurred claims and claim adjustment expenses
Provision for insured events of the current fiscal year 2,102,923,000 1,910,196,000
Increase in provision for insured events of prior fiscal years 711,211,000 1,043,312,000
Total Incurred Claims and Claim Adjustment Expenses 2,814,134,000 2,953,508,000
Payments
Claims and claim adjustment expenses attributable to
Events of the current fiscal year 300,862,000 296,885,000
Insured events of prior fiscal years 1,884,657,000 1,846,649,000
Total payments 2,185,519,000 2,143,534,000
Total Unpaid Claims and Claim Adjustment Expenses at Fiscal Year End $ 25,066,149,000 $ 24,437,534,000

Current portion
Noncurrent portion

1,959,663,000 $ 1,907,912,000
23,106,486,000 $  22,529,622,000

© &H

At June 30, 2015, $36.1 billion of unpaid loss and loss adjustment expense liabilities are
presented at their net present and settlement value of $25.0 billion. These claims are discounted
at an assumed interest rate of 1.5 percent (for time-loss and medical), and 4.5 to 6.4 percent (for
pension) to arrive at a settlement value.

The claims and claim adjustment liabilities of $25.0 billion, as of June 30, 2015, include $11.8
billion for supplemental pension COLAs that are funded on a current basis per RCW 51.32.073.
Management believes the funding is in compliance with the statute. The remaining claim
liabilities of $13.2 billion are fully funded by a diverse portfolio of fixed income instruments,
equity index funds, and cash, managed by the WSIB.
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7.C. Changes in Current and Noncurrent Liabilities

Current and noncurrent liability activity for the fiscal year ended June 30, 2015, was as follows:

Current and Noncurrent Liability Activity
Fiscal Year 2015

Beginning Ending o Noncurrent
Balance Balance Due Within Balance
Current and Noncurrent Liabilities July 1, 2014 Additions Reductions June 30, 2015 One Year? June 30, 2015

Claims payable, current & noncurrent  $ 24,437,534,000 $ 2,814,134,000 $ (2,185,519,000) $ 25,066,149,000 $ 1,959,663,000 $ 23,106,486,000

Bonds payable
General obligation bonds
Series R-93B 5,005,000 - (2,430,000) 2,575,000 2,575,000
Series R-2007C 2,865,000 - (1,390,000) 1,475,000 1,475,000
Total Bonds Payable 7,870,000 - (3,820,000) 4,050,000 4,050,000
Other current and noncurrent liabilities
Compensated absences® 13,945,050 13,047,889 (13,302,789) 13,690,150 4,230,123 9,460,027
DOE trust liabilities 6,181,767 - (220,945) 5,960,822 738,132 5,222,690
Other postemployment benefits 32,299,000 12,558,000 (2,284,000) 42,573,000 - 42,573,000
Net pension liability, as restated 147,718,950 11,357,318 (56,812,386) 102,263,881 - 102,263,881
Total Other Current and
Noncurrent Liabilities 200,144,767 36,963,207 (72,620,120) 164,487,853 4,968,255 159,519,598
Total Current and
Noncurrent Liabilities $ 24,645,548,767 $ 2,851,097,207 $ (2,261,959,120) $ 25,234,686,853 $ 1,968,681,255 $ 23,266,005,598

"Compensated absences due within one year are included in accrued liabilities on the Statement of Net Position.
*There are other current liabilities that are not included in the table above.

7.D. Operating Leases

The Workers” Compensation Program leases land, office facilities, office and computer
equipment, and other assets under a variety of operating lease agreements. Although lease terms
vary, most leases are subject to appropriation from the State Legislature to continue the
obligation. Since the possibility of not receiving funding from the Legislature is remote, leases
are considered noncancelable for financial reporting purposes. Certain operating leases are
renewable for specified periods. Management expects that the leases will be renewed or replaced
by other leases.
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The following schedule presents future minimum payments for operating leases as of June 30,
2015:

Future Minimum Payme nts
June 30, 2015

Operating Leases
(by Fiscal Year)

2016 8,554,761
2017 6,892,870
2018 4,258,546
2019 2,726,244
2020 2,212,250

Total Future Minimum Lease Payments $ 24,644,671

The total operating lease rental expense for fiscal year 2015 was $ 10,748,463.

Note 8 - Deficit

At June 30, 2015, the Workers” Compensation Program had a deficit of $9.9 billion. This is a
result of a $11.6 billion deficit in the Supplemental Pension Account at June 30, 2015, offset by a
combined $1.7 billion net position in the total Basic Plan, Second Injury Account, and the Self-
Insured Employer Overpayment Reimbursement Account. The Workers’ Compensation Program
Basic Plan is funded based on rates that will keep the plan solvent in accordance with recognized
actuarial principles. Supplemental COLA adjustments granted for time-loss and disability
payments, however, are funded on a pay-as-you-go basis. According to RCW 51.32.073, the
Supplemental Pension Account is allowed to collect only enough revenue to provide for current
payments. At June 30, 2015, non-current claims payable in the Supplemental Pension Account
was $11.3 billion.

The following table summarizes the change in deficit balance for the Supplemental Pension
Account during fiscal year 2015.

Supplemental Pension Account
Net Position (Deficit)

Balance, July 1, 2014 $ (11,293,376,590)
Fiscal year 2015 activity (296,470,103)
Balance, June 30, 2015 $ (11,589,846,693)
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Note 9 - Retirement Plans and Net Pension Liability

Workers’ Compensation Program employees participate in the Washington State Public
Employees’ Retirement System (PERS) and Teachers’ Retirement System (TRS) administered
by the Department of Retirement Systems (DRS).

The table below shows the net pension liability, deferred outflows of resources, and deferred
inflows of resources reported on June 30, 2