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STATE OF WASHINGTON

DEPARTMENT OF LABOR AND INDUSTRIES

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

October 24, 2014

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, 2014.

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, 2014. 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.

Following the MD&A are the basic financial statements, notes to the basic financial statements,
the required supplementary information, and the combining and individual account financial
schedules, the independent actuarial opinion, and the statistical section.

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. L&I headquarters is located at 7273
Linderson Way SW in Tumwater, Washington. There are 18 additional L&I field offices across
Washington State that enable us to respond to specific needs in different localities.

The workers’ compensation system has existed in Washington State for 103 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 also assuming
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.

The state also has an optional financial incentive program, called the Retrospective Rating
Program, to help qualifying employers insured with the State Fund 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 169,000 employers and approximately
2.58 million workers statewide. Total premiums assessed in fiscal year 2014, including both the
employer and worker portions, in the State Fund were $1.86 billion. Over 86,000 claims were
accepted in fiscal year 2014; about 80 percent of the accepted claims were for medical benefits
only and received no compensation for time off work or disability-related benefits.
Approximately 40,000 claims are active in any given month, of which about 18,000 are receiving
time-loss benefits, many of which involve long-term disability and complex medical issues. In
the same year, retraining plans were completed by 501 injured workers who were not able to
return to any type of work after injury.

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 2014 for the
Worker’s Compensation Program was $309,847,768, and the portion of the total fiscal year 2014
budget that was allotted for L&I was $278,426,000.

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, only four are east of the Cascade Mountains. The
Seattle/Bellevue/Everett/Tacoma metropolitan area alone accounts for more than half of the
state’s non-farm employment.

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, and Nordstrom, have national reputations. Most of these larger companies 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. Although growth remains modest, the pace of growth appears to be consistent. As of
the summer of 2014, the national economy continues to advance at a moderate pace despite a
first quarter contraction. Positive signs include 200,000 or more new jobs added each month for
the last five months across industry sectors, a six-year low unemployment rate of 6.1 percent in
June, and a record high stock market.

Risks to the recovery are still mainly from outside the state and from a slow United States (U.S.)
Gross Domestic Product (GDP) growth. Risks include:

a slow recovery and high unemployment rate in the Euro area since the recession.

a growth slowdown in Asia, especially in China.

political unrest in the Middle East and Ukraine.

a recent flattening out in housing activity, especially in the existing home sales market.

As of November 2013, Washington had recovered all of the 189,200 jobs that it lost during the
recession. Over the 12 months from May 2013-May 2014, the state added 62,800 new jobs (8"



largest job gain in the nation), and the unemployment rate fell 0.9 percentage point. By May
2014, Washington’s unemployment rate was 6.1 percent, compared with 7.0 percent in May
2013. The Seattle/Bellevue/Everett metropolitan area registered a 5.0 percent jobless rate in May
2014, down from 5.3 percent 12 months earlier, and the Seattle city jobless rate was 4.9 percent
in 2013, which was the third lowest among the 50 largest cities based on Census 2000
population.

Moody’s and Fitch continued to rate Washington’s credit outlook as stable on June 11, 2014,
after lawmakers balanced the state’s books by passing a $33.5 billion budget in late June 2013.
Together with Standard & Poor’s, they affirm the state’s top-tier rating (Aal/AA+/AA+) with a
stable outlook.

Housing/construction

Over the past year, housing activity, reflected by overall home prices and home sales,
experienced a slower increase after rapid post-recession growth. U.S. monthly new home sales,
by contrast, recorded a 6.3 percent gain in May from the same month a year earlier. The National
Association of Home Builders (NAHB) housing market index is a gauge of home sales and
expectations for future home building. June’s NAHB index stood at 49 percent and was the fifth
consecutive month with the reading below 50, which means more builders said the overall
condition was bad rather than good. However, it improved significantly from the post-recession
low of 15 recorded in the summer of 2009. In Washington State, the total housing units
authorized by building permits averaged 2,598 per month in the first five months of 2014, which
is higher than the monthly average of the final quarter of 2013. Regional home prices continue to
rise but at a slower pace compared with 2013. In April 2014, Seattle area home prices were 11.2
percent higher than the same month last year.

Large Employers

Despite challenges with the 787, Boeing’s first quarter revenue increased 8 percent to a total of
$20.5 billion, reflecting higher commercial deliveries. The company delivered 181 commercial
planes during the second quarter of 2014, a 7.1 percent increase from the same period a year ago.
The price of Microsoft stock reached $40 in March, 2014, the highest since its last stock split in
2003.

Small Business

Small business confidence has been increasing. The National Federation of Independent
Business (NFIB) small business optimism index increased for the third month in a row in May to
96.6, followed by a 1.6 point drop reported in June. Small business employment improved as
well. A monthly, up-to-date measure of change in small business employment in the U.S., the
Paychex IHS Small Business Jobs Index analyzes year-over-year worker count changes, trending
the results to reveal movement in small business employment. An upward trend represents a
strengthening job market, while a downward trend is a sign of a slowdown. In July, the index
reported the U.S. 12-month index number change at 0.34 percent. Washington and the Seattle
Metropolitan Statistical Area (MSA) remain top ranks in this index among states/MSAs, with
0.87 percent and 0.93 percent 12-month change, respectively.



Financial markets

In the first half of 2014, the U.S. stock market had a much smaller gain after a record run last
year, with the Standard & Poor’s (S&P) 500 up 6 percent and the Dow Industrial up 1.5 percent.
Meanwhile, the Nasdaq Indices registered a healthy 5.5 percent gain so far this year. Mortgage
rates eased in recent months, as the 30-year average rate fell to 4.19 and 4.16 percent in May and
June, respectively, from last year’s peak of 4.49 percent recorded in September. The average rate
of 4.23 percent in the second quarter was lower than the average of 4.36 percent for the quarter
prior, but significantly higher than the 3.69 percent for the same quarter last year.

Workers’ Compensation Impacts

The positive economic news will likely mean increased workers’ compensation premiums over
the coming year as businesses increase hiring and worker hours. According to the U.S. Bureau of
Labor Statistics, the average annual pay in Washington State and the U.S. shows an upward trend
in the past ten years, despite a short period of stagnation due to the recession. Statewide, the
average annual wage in 2013 increased 2 percent, or $1,040, over 2012 to $52,635. On June 26,
2014, L&I announced that time-loss and pension benefit payments would increase by 2 percent
for most workers injured before July 1, 2013, based on the change in the state's average wage. It
is unclear how the implementation of the nation’s highest minimum wage of $15 in the Seattle
area and the implementation of the Affordable Care Act may impact workers’ compensation
benefits and medical costs. Interest rates are still expected to rise slowly, limiting the rates of
return that workers’ compensation carriers are likely to earn on their investments. This puts
increased pressure on premium rates to cover benefit costs.

LONG-TERM FINANCIAL PLANNING

A number of new initiatives have been implemented to help workers return to work sooner and
assist employers with reducing the risk of work-related injuries. These efforts are designed to
reduce the potential for injured workers to become permanently disabled, thus, and lower long-
term disability claims. In addition, L&I adopted a nine-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. A rate increase of 2.7 percent for workers’ compensation
premiums was implemented in January 2014 to offset the increase in liabilities from the discount
rate adjustment, to protect against wage inflation, and to help build the contingency reserve.

RELEVANT FINANCIAL POLICIES

L&l 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 and striking a balance between risk and return.



MAJOR INITIATIVES

Governor Jay Inslee 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&l.

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

ISAE I

L&I’s efforts to make workplaces safe involve reducing the rate of injury in the workplace, and
fostering a culture of safety in the work environment. In fiscal year 2014, a new logging safety
initiative was implemented, 7,000 work sites over various industries were inspected, and 6,000
young workers were introduced to the Injured Young Worker Speakers Program.

L&l 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. In fiscal
year 2014, claim processors were added to our claims units, allowing claim managers to focus on
complex cases. Two more Centers of Occupational Health and Education were added, the Stay at
Work Awareness Campaign increased new employer participation in the Stay at Work program,
and by May 2014, over 20,000 providers were part of a new provider network.

In an effort to make it easier to do business with L&I, informational material has 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. As a result, online filing of quarterly reports has increased from 52
percent in 2011 to 90 percent in 2014.

L&l 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.

In order to ensure 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.

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, 2013. A copy of the Certificate of Achievement is included in



the introductory section of the CAFR. This was the fourth 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.

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, and the
WSIB.

Sincerely,

0 kb WORE
Joel Sacks U Rahdi Warick

Director Deputy Director for
Financial Management

Vickie Kennedy
Assistant Director for
Insurance Services
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Washington State Auditor
Troy Kelley

INDEPENDENT AUDITOR’S REPORT
October 24, 2014

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

REPORT ON FINANCIAL STATEMENTS

We have audited the accompanying financial statements of the Workers’” Compensation
Program, an enterprise fund of the state of Washington, as of and for the year ended June 30,
2014, and the related notes to the financial statements, which collectively comprise the
Program’s basic financial statements as listed in 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 95 percent, 100 percent and 33 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 on the
report of the other auditors.

Insurance Building, P.O. Box 40021 « Olympia, Washington 98504-0021 « (360) 902-0370 « TDD Relay (800) 833-6388
17



We conducted our audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free from material misstatement.

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, 2014, 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.

Other Matters
Required Supplementary Information

Accounting principles generally accepted in the United States of America require that the
management’s discussion and analysis on pages 21 through 30, schedules of claims development
information on pages 69 and 70 and reconciliation of claims liabilities by plan on page 71 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 and the other auditors 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.

18



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 on pages 75 through 77
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 by us and the other auditors. In our opinion, based on our audit, the procedures
performed as described above, and the report of the 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 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.

Sincerely,

T ey X il s

TROY KELLEY
STATE AUDITOR
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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, 2014. The
information included here should be considered along with the transmittal letter, which can be
found on pages 3-9 of this report, and the accompanying basic financial statements and notes to
the basic financial statements, which follow this narrative.

Financial Highlights

Condensed Financial Snapshot

(in millions)
As of and For the As of and For the
Fiscal Year Fiscal Year
Ended June 30, 2014 Ended June 30,2013 $ Change % Change
Total Assets $ 15447 $ 14249 $ 1,198 8.4%
Total Liabilities 24,831 23,874 957 4,0%
Total Revenues Earned 3,382 2,404 978 40.7%
Total Expenses Incurred 3,141 3,340 (199) (5.9%)
Total Net Position (Deficit) (9,384) (9,625) 241 2.5%

e Total assets increased $1,198 million from the prior fiscal year, mainly due to increases
in investments of $1,121 million and receivables of $83 million.

e Total liabilities increased $957 million from the prior year, mostly due to increases in
claims payable of $810 million and unsettled trade payables of $147 million.

e Total revenues earned increased $978 million, mainly due to increases in net premiums
and assessments and realized and unrealized gains on debt and equity securities.

e Total expenses incurred decreased $199 million from the prior year, primarily due to a
$204 million decrease in claims expense offset by an increase of $7 million from prior
year operating expenses incurred.

e Total net position (deficit) decreased $241 million largely due to an improvement in the
net position of the State Fund, offset by an increase in the deficit of the Supplemental
Pension Fund.

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.
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State of Washington Workers” Compensation Program

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.

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. Primarily, balances in this
account will be used to reduce future rate increases or aid businesses in recovering from or
during economic recessions. There is no activity to report for this account during fiscal year
2014,

For the fiscal year ended on June 30, 2014, 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 75-77 of this financial report.

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

The Statement of Net Position provides information about the program’s assets and
liabilities and reflects the program’s financial position as of June 30, 2014. It can be
found on page 33 of this report.

The Statement of Revenues, Expenses, and Changes in Net Position reflects both
operating and nonoperating revenues and expenses for the fiscal year. It can be found on
page 34 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 35 of this report.

The Notes to the Basic Financial Statements are an integral part of the basic financial
statements and are essential to a full understanding of the Workers’” Compensation
Program’s financial position and results of operations presented in the basic financial
statements. They can be found on pages 37-65 of this report.
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Financial Analysis of the Workers’ Compensation Program

Statement of Net Position
(in millions)

June 30,2014  June 30,2013 $Change % Change

Assets

Current assets $ 872 $ 793 $ 79 10.0%
DOE assets, noncurrent 5 5 - 0.0%
Investments, noncurrent 14,503 13,382 1,121 8.4%
Capital assets, net 67 69 (2) (2.9%)
Total Assets 15,447 14,249 1,198 8.4%
Liabilities

Current liabilities 2,249 2,046 203 9.9%
Noncurrent liabilities 22,582 21,828 754 3.5%
Total Liabilities 24,831 23,874 957 4.0%
Net Position (Deficit)

Net investment in capital assets 59 58 1 1.7%
Unrestricted (9,443) (9,683) 240 2.5%
Total Net Position (Deficit) $ (9,384) $ (9,625) $ 241 2.5%

Current assets - Current assets increased during fiscal year 2014 by $79 million. This change
largely resulted from increases in cash and cash equivalents of $17 million and receivables of
$83 million, offset by a decrease in securities lending collateral of $23 million. Cash and cash
equivalents increased as a result of normal changes from cash flow from operations and cash
needs. Most of the receivables increase is from the estimated premiums due for the current
quarter ending June 30, 2014. The estimated premium receivables have increased compared to
June 30, 2013, mainly as a result of an increase in the number of hours reported by employers,
the premium rate increase which was effective January 1, 2014, and more hours reported by
businesses in higher-rated classes. Securities lending collateral decreased because demand for
borrowing securities was low.

DOE assets - DOE assets are receivables and funds provided 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 2013 to fiscal year 2014.
Additional information can be found in Note 1 of this report.

Noncurrent investments - Noncurrent investments increased during fiscal year 2014 by $1,121

million. The most significant changes in the investment balances are from increases of $880
million in debt securities, $156 million in equities, and $85 million in short-term investments.
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e Debt securities increased largely due to a strong bond markets that resulted in unrealized
gains. Also, the equity income portfolio was rebalanced, and approximately $220 million
was transferred to the fixed income portfolio. In January 2014, the Washington State
Investment Board voted to eliminate the strategic asset allocation to U.S. Treasury
Inflation Protection Securities (TIPS) and increase the allocation to other debt investment
types. TIPS can still be purchased as part of the government allocation. As a result,
$1,754 million of TIPS were sold and the proceeds were invested in other debt securities.
The remaining increase is from net investment income received and reinvested within the
fixed income portfolio.

e Equities increased due to positive investment returns in the public equity markets. The
equity portfolio returned 24.0 percent during fiscal year 2014, compared to an 18.5
percent increase during fiscal year 2013. The increase was offset by sales in equity
securities as a result of rebalancing our assets.

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, increased during fiscal year
2014 by $147 million, mainly due to the increase of $147 million in unsettled trade payable.
Unsettled trade payable is the amount owed for the purchase of investment securities at June 30,
2014, which was not paid until July. There was no unsettled trade payable at the end of the last
fiscal year.

Claims payable - The claims payable includes benefit liabilities and claim administration
expense liabilities. The claims payable (included in current and noncurrent liabilities) was
$24,438 million at the end of fiscal year 2014, compared to $23,628 million for the previous
fiscal year, an increase of $810 million or 3.40 percent. This increase is primarily due to a net
increase in benefit liabilities. Benefit liabilities increased $800 million, as shown by the table
below.

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

(in millions)
June 30, 2014 June 30, 2013

Benefit liabilities, beginning of year $ 23,098 3 22,060
New liabilities incurred, current year 1,772 1,783
Development on prior years

Change in reserve discount 490 566

Change in discount rate - (473)

Other development on prior liabilities 530 1,128
Claim payments (1,992) (1,966)
Change in benefit liabilities 800 1,038
Benefit liabilities, end of year $ 23,898 $ 23,098

* 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. In
addition, benefit liabilities also changed due to management decisions to refine our actuarial
estimates. This fiscal year, benefit liabilities increased as a result of the following managerial
decisions that have no direct relationship to claim operations:

e In the past, the total permanent disabilities (TPD) liabilities were discounted using the
same discount rate as the pension discount rate of 6.5 percent. L&I has a plan to reduce
the pension discount rate from 6.5 percent to 4.5 percent by 2023. The future TPD benefit
liabilities were increased $154 million as a result of early adoption of the planned gradual
reduction in the pension discount rate over the next nine years.

e It was previously assumed that when a claim was still active at or after 13 years of age,
these claims were included in the calculation of pension liabilities which are discounted
using a 6.5 percent discount rate. A decision was made to assume that these claims will
receive time-loss until they close. This model change for 13-year plus claims resulted in
increased liabilities of $102 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, benefit liabilities were increased to avoid double
counting the 2011 reform savings.

Total net position (deficit) - The Workers’ Compensation Program’s deficit decreased $241
million during fiscal year 2014, ending the year with a deficit balance of $9,384 million. The
total net position deficit decrease is mainly due to an increase in premium revenues and
investment earnings and a decrease in claims expense, as compared to the prior fiscal year. This
deficit consists of an $11,293 million deficit in the Supplemental Pension Account, offset by net
position balances in the Accident, Medical Aid, and Pension Reserve Accounts of $648 million,
$909 million, and $274 million, respectively. The Second Injury and Self-Insured Overpayment
Reimbursement Accounts have a combined net position balance of $78 million. 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
(in millions)
Fiscal Year Ended  Fiscal Year Ended
June 30, 2014 June 30, 2013 $ Change % Change

Operating Revenues

Premiums and assessments, net $ 2,200 $ 2,124 % 76 3.6%
Miscellaneous revenues 54 47 7 14.9%
Total Operating Revenues 2,254 2,171 83 3.8%
Nonoperating Revenues
Earnings on investments 1,120 224 896 400.0%
Other revenues 8 9 1) (11.1%)
Total Revenues 3,382 2,404 978 40.7%
Operating Expenses
Salaries and wages 145 140 5 3.6%
Employee benefits 58 54 4 7.4%
Personal services 5 9 4) (44.4%)
Goods and services 76 79 (3) (3.8%)
Travel 4 4 - 0.0%
Claims 2,811 3,015 (204) (6.8%)
Depreciation 7 9 2) (22.2%)
Miscellaneous expenses 34 29 5 17.2%
Total Operating Expenses 3,140 3,339 (199) (6.0%)
Nonoperating Expenses
Interest expense 1 1 - 0.0%
Total Expenses 3,141 3,340 (199) (6.0%)
Income (Loss) before Transfers 241 (936) 1,177 125.7%
Net Transfers - - - 0.0%
Change in Net Position (Deficit) 241 (936) 1,177 125.7%
Net Position (Deficit) - Beginning of Year (9,625) (8,689) (936) 10.8%
Net Position (Deficit) - End of Year $ (9,384) $ (9,625) $ 241 2.5%

Premiums and assessments, net - Net premium and assessment revenues during fiscal year
2014 were $2,200 million compared to $2,124 million for fiscal year 2013, an increase of $76
million, as a result of an increase in the number of 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, 2014. In fiscal year 2013, employers reported 3,270 million hours
worked; this figure increased to 3,388 million hours for fiscal year 2014. There has been a steady
growth of quarterly standard premiums for 14 quarters since December 31, 2010. The increase
during the 14 quarters was approximately 13 percent.

Earnings on investments - The earnings on investments increased $896 million from the prior
fiscal year almost entirely due to increases in realized and unrealized gains and losses as
described in the paragraphs below. Also contributing to the increase was a $12 million increase
in interest and dividends earnings.
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e Realized and unrealized gains and losses for debt securities increased $795 million as
compared to fiscal year 2013. The realized gains increased $187 million mostly due to
the sale of TIPS as a result of an asset allocation policy change. Unrealized gains
increased $608 million as a result of the global low interest rate environment. 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. During fiscal year 2014, interest rates declined, resulting
in bond unrealized gains of $7 million, while in fiscal year 2013, interest rates
increased, resulting in bond unrealized losses of $601 million. The total difference
between fiscal year 2014 and 2013 is a $608 million increase.

e Equity realized and unrealized gains in fiscal year 2014 increased $89 million as
compared to the prior fiscal year. Unrealized gains were $334 million and realized gains
were $41 million for equities in fiscal year 2014, while unrealized and realized gains
were $273 million and $13 million in fiscal year 2013, respectively. For the second
straight year, equity markets in developed countries overcame much of the uncertainty
that has plagued the macroeconomic environment recently and delivered positive
returns. The Workers’ Compensation Program’s U.S. equity portfolio returned 25.1
percent, and the international equity portfolio returned 22.4 percent during the current
fiscal year.

The following chart provides additional detail on the distribution of revenues by source during
fiscal year 2014.

Fiscal Year 2014 Revenues by Source

Operating Grants and
Miscellaneous
Revenue

1.8%

Investment Earnings /
33.1%

Premiums
65.1%
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Claims expenses - Claims expenses for fiscal year 2014 decreased $204 million, or 6.8 percent,
as compared to fiscal year 2013. Claims expenses include two main components: payments to
beneficiaries and the change in claims payable. Claim payments to beneficiaries increased
slightly by $11 million, or 0.6 percent, when compared to the prior year. Claim payments to
beneficiaries in the Pension Reserve and Supplemental Pension Accounts increased by $23
million and $19 million, respectively, but were partially offset by decreases of $19 million in the
Accident Account and $13 million in the Medical Aid Account. The net increase of $11 million
is explained by the following:

e The Accident Account’s 3.1 percent decrease in claim payments to beneficiaries mostly
resulted from lower time-loss payments because of fewer active time-loss claims being
paid.

e The Medical Aid Account’s 2.2 percent decrease in claim payments to beneficiaries is
mostly due to low medical growth and a small increase to average medical payments per
claim. It was also a result of fewer active time-loss claims this year as compared to last
year. However, the Stay at Work claim payments to employers increased due to more
claimants receiving benefits.

e The Pension Account’s claim payments to beneficiaries increased 6.2 percent, mainly
because of higher numbers of pensioners receiving benefits, together with higher average
monthly benefits.

e The Supplemental Pension Account’s 4.8 percent 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 2011 to 2012 was 3.41 percent, which
affected the cost of living adjustments paid during fiscal year 2014.

The other main component of claim expenses is the change in claims payable. In fiscal year
2014, claims payable increased $810 million, as discussed above. In fiscal year 2013, claims
payable increased $1,031 million, mainly due to a change in long-term inflation rate assumption,
discount rate reduction, and other development on prior liabilities. The total decrease in the
change in claims payable between fiscal years 2014 and 2013 equals $221 million.

Operating expenses - Operating expenses for fiscal year 2014, other than claims expenses, were
$331 million as compared to $324 million in fiscal year 2013, a $7 million, or 2.3 percent,
increase. Higher operating expenses in fiscal year 2014 were mainly due to increases in salary
and employee benefit expenses, resulting from the restoration of the 3 percent salary reduction
implemented in the prior biennium, 29 new full-time equivalents for various programs, and an
increase of 1.98 percent in L&I’s employer contribution rate for employee pensions.
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The following chart provides additional detail on the distribution of operating expenses by type
during fiscal year 2014.

Fiscal Year 2014 Operating Expenses by Type
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Capital Asset and Debt Administration

Capital assets - Capital assets, net of accumulated depreciation, as of June 30, 2014, was $67
million. This reflects a net decrease of $2 million from the previous year. This net decrease is
mainly due to the current year’s depreciation expense of $7 million, offset by a $5 million
increase in internally developed software primarily related to reform programs. 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, 2014, the Workers’
Compensation Program had $8 million in outstanding bonds payable. Scheduled principal
payments in the amount of $4 million were paid during fiscal year 2014. Additional information
on the bonds can be found in Note 7.A and Note 7.C of this report.

Potentially Significant Matters with Future Impacts
L&I has a nine-year plan to steadily rebuild the workers’ compensation insurance contingency
reserve to a range between 13 and 15 percent of liabilities (less securities lending obligations). In

order to maintain the actuarial solvency of the funds while keeping reasonable limits on rate
fluctuations, L&I’s goal for fiscal year 2015 is to increase the contingency reserve balance from
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$950 million in the Industrial Insurance Fund up to $1,032 million by increasing rates and
reducing costs by $35 to $70 million. 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.

Currently, L&I discounts pension liabilities using a 6.5 percent discount rate. L&I plans to
gradually decrease the pension liability discount rate from 6.5 to 4.5 percent over a nine-year
period, as previously discussed. By the end of calendar year 2015, L&I plans to reduce the
discount rate to a range between 6.2 and 6.3 percent.

In addition, the mortality assumptions underlying the calculation of pension liabilities, developed
by the Office of Insurance Commissioner and used since 1987, do not consider the gender of the
recipient. L&I has developed updated mortality tables, including separate tables by gender, and
intends to implement them during fiscal year 2015.

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.

In accordance with the Revised Code of Washington (RCW) 51.44.115, L&I 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/Default.asp.
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Basic Financial Statements
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Statement of Net Position
June 30, 2014

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

LIABILITIES AND NET POSITION (DEFICIT)
LIABILITIES
Current Liabilities
Accounts payable
Deposits payable
Accrued liabilities
Obligations under securities lending agreements
Bonds payable, current
Payables 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
Total Noncurrent Liabilities
Total Liabilities
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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$

81,770,603
720,472
4,417,991
782,306,277
1,296,970
1,011,623
304,309
235,304

872,063,549

1,950,695
3,510,600
14,502,551,215
66,651,398

14,574,663,908

15,446,727,457

3,482,319
10,440,288
310,970,955
4,417,991
3,820,000
6,299,659
23,495
538,410
720,472
1,907,912,000

2,248,625,589

22,529,622,000
4,050,000
11,070,807
5,461,295
32,299,000

22,582,503,102

24,831,128,691

58,781,398
(9,443,182,632)

$ (9,384,401,234)
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Statement of Revenues, Expenses, and Changes in Net Position

For the Fiscal Year Ended June 30, 2014

OPERATING REVENUES
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 (Lo0ss)

NONOPERATING REVENUES (EXPENSES)
Earnings on investments
Other revenues
Interest expense

Total Nonoperating Revenues (Expenses)

Income Before Transfers
Transfers in
Transfers out
Net Transfers
Increase in Net Position
Net Position (Deficit) - July 1
Net Position (Deficit) - June 30

The notes to the basic financial statements are an integral part of this statement.
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$ 2,200,410,278

53,985,664

2,254,395,942

145,431,265
58,366,7