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Summary of Significant
Accounting Policies

The accompanying financial statements of the state of
Washington have been prepared in conformity with
generally accepted accounting principles (GAAP). The
Office of Financial Management (OFM) is the primary
authority for the state’s accounting and reporting
requitements. OFM has adopted the pronouncements of
the Governmental Accounting Standards Board (GASB),
which is nationally accepted as the standard-setting body
for establishing governmental accounting and financial
reporting principles. Following is a summary of the
significant accounting policies:

A. REPORTING ENTITY

In defining the state of Washington for financial reporting
purposes, management considers: all funds, organizations,
institutions, agencies, departments, and offices that are
legally part of the state (the primary government) and
organizations that are financially accountable to the state.
Additionally, other organizations that do not meet the
financial accountability criteria may be included in the
reporting entity if the nature and significance of their
relationship with the state are such that exclusion would
cause the state’s financial statements to be misleading.

Financial —accountability —exists when the primary
government appoints a voting majority of an
organization’s governing body and is either (1) able to
impose its will on that organization or (2) there is a
potential for the organization to provide specific financial
benefits to, or impose specific financial burdens on, the
primary government. The primary government is also
financially accountable if an organization is fiscally
dependent on and there is a potential for the organization
to provide specific financial benefits to, or impose specific
financial burdens on, the primary government regardless
of whether the organization has (1) a separately elected
governing board, (2) a governing board appointed by a
higher level of government, or (3) a jointly appointed
board. An organization is fiscally dependent if it is unable
to determine its budget without another government
having the substantive authority to approve or modify that
budget, to levy taxes or set rates or charges without
substantive approval by another government, or to issue
bonded debt without substantive approval by another
government. The organization has a financial benefit or
burden relationship with the primary government if, for
example, any one of these conditions exists: (1) the
primary government is legally entitled to or can access the
organization’s resources; (2) the primary government is
legally obligated or has otherwise assumed the obligation
to finance or provide financial support to the organization;
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(3) the primary government is obligated in some manner
for the debt of the organization.

Based on these criteria, the following are included in the
financial statements of the primary government:

State Agencies. Except as otherwise described herein, all
state elected offices, departments, agencies, commissions,
boards, committees, authorities, councils (agencies), and all
funds and subsidiary accounts of the state are included in
the primary government. Executives of these agencies are
either elected, directly appointed by the Governor,
appointed by a board which is appointed by the Governor,
or appointed by a board which is in part appointed by the
Governor. Additionally, a small number of board positions
are established by statute or independently elected.

The Legislature creates these agencies, assigns their
programs, approves operational funding, and requires
financial accountability. The Legislature also authorizes all
bond issuances for capital construction projects for the
benefit of state agencies. The legal liability for these bonds
and the ownership of agency assets resides with the state.

Colleges and Universities. The governing boards of the
five state universities, the state college, and the 34 state
community and technical colleges are appointed by the
Governor. The governing board of each college and
university appoints a president to function as chief
administrator. The Legislature approves budgets and
budget amendments for the appropriated funds of each
college and university, which include the state’s General
Fund as well as certain capital projects funds. The State
Treasurer issues general obligation debt for major campus
construction  projects. However, the colleges and
universities are authorized to issue revenue bonds.

The University of Washington (UW) and Washington
State University issue general revenue bonds that are
payable from general revenues, including student tuition,
grant indirect cost recovery, sales and services revenue, and
investment income. All other revenue bonds issued by
colleges and universities pledge the income derived from
acquired or constructed assets such as housing, dining, and
parking facilities. These revenue bonds are payable solely
from, and secured by, fees and revenues detived from the
operation of constructed facilities. The legal liability for the
bonds and the ownership of the college and university
assets reside with the state.

Colleges and universities do not have separate corporate
powers and sue and are sued as patt of the state with legal
representation provided through the state Attorney
General’s Office. Since the colleges and universities are
legally part of the state, their financial operations, including
their blended component units, are reported in the state’s
financial statements using the fund structure prescribed by
GASB.



Retirement Systems. The state of Washington, through
the Department of Retitement Systems, administers eight
retirement systems for public employees of the state and
political subdivisions: the Public Employees’ Retirement
System, the Teachers’ Retitement System, the School
Employees’ Retirement System, the Law Enforcement
Officers’ and TFire Fighters’ Retitement System, the
Washington State Patrol Retirement System, the Public
Safety Employees’ Retirement System, the Judicial
Retitement System, and the Judges’ Retitement Fund. The
director of the Department of Retitement Systems is
appointed by the Governor.

There are three additional retirement systems administered
outside of the Department of Retirement Systems. The
Volunteer Fire Fighters’ and Reserve Officers’ Relief and
Pension Fund is administered through the State Board for
Volunteer Fire Fighters and Reserve Officers, which is
appointed by the Governor. The Judicial Retirement
Account is administered through the Administrative
Office of the Courts under the direction of the Board for
Judicial Administration. The Higher Education Retirement
Plan Supplemental Defined Benefit Plans are administered
by the state’s colleges and universities.

The Legislature establishes laws pertaining to the creation
and administration of all public retirement systems. The
participants of the public retirement systems, together with
the state, provide funding for all costs of the systems based
upon actuarial valuations. The state establishes benefit
levels and approves the actuarial assumptions used in
determining contribution levels.

All of the aforementioned retirement systems are included
in the primary government’s financial statements.

Blended Component Units

Blended component units, although legally separate
entities, are part of the state’s operations in substance.
Accordingly, they are reported as part of the state and
blended into the appropriate funds. Financial
information for the state’s blended component units may
be obtained from the Office of Financial Management,
Accounting Division, P.O. Box 43127, Olympia, WA,
98504-3127. The following entities are blended in the
state’s financial statements:

Tobacco Settlement Authority. The Tobacco
Settlement Authority (TSA) was created by the
Legislature in March 2002, as a public instrumentality
separate and distinct from the state. It is governed by a
five-member board appointed by the Governor. It was
created solely for the purpose of issuing bonds to
securitize a portion of the state’s future tobacco
settlement revenue. Proceeds of the debt instrument
were transferred to the state to help fund health care,
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long-term care, and other programs of the state. Refer to
Note 7.A for additional information.

Association of University Physicians. The University
of Washington Physicians (UWP) was established for the
exclusive benefit of the University of Washington School
of Medicine (UWSOM). UWP employs UWSOM faculty
and bills and collects for their clinical services as an agent
for UWSOM.

UW Medicine Neighborhood Clinics. The UW
Medicine Neighborhood Clinics (Neighborhood Clinics)
were established for the exclusive benefit of the
University’s School of Medicine, UWP and its affiliated
medical centers, Harborview Medical Center, and the
University of Washington Medical Center. The
Neighborhood Clinics were organized to coordinate and
develop patient care in a community clinical setting. They
enhance the academic environment of UWSOM by
providing additional sites of primary care practice and
training for faculty, residents, and students.

Washington Biomedical Research Properties I and
I1, and Washington Biomedical Research Facilities 3
were formed to acquire, construct, or renovate certain
real properties for the benefit of the University of
Washington in fulfilling its educational, medical, or
scientific research missions.

Tumwater Office Properties and FYI Properties were
formed to design and construct office facilities to house
state employees. The facilities were financed with tax-
exempt obligations that meet the requirements of
Revenue Ruling 63-20 and Revenue Procedure 82-26
issued by the Internal Revenue Service.

Discrete Component Units

Discretely presented component units are reported in a
separate column in the government-wide financial
statements. Discretely presented component units are
legally separate from the state and primarily serve or
benefit those outside of the state. They are financially
accountable to the state, or have relationships with the
state such that exclusion would cause the reporting entity’s
financial statements to be misleading or incomplete. These
entities are reported as discrete component units because
state officials either serve on or appoint the members of
the governing bodies of the authorities. The state also has
the ability to influence the operations of the authorities
through legislation.

The state’s component units each have a year-end of June
30 with the exception of the Washington Economic
Development Finance Authority and the Washington
Health Benefit Exchange which have a December 31 yeat-
end.



The following entities are discretely presented in the
financial statements of the state in the component unit’s
column:

The Washington State Housing Finance Commission,

the Washington Higher Education Facilities
Authority, the Washington Health Care Facilities
Authority, and the Washington Economic

Development Finance Authority (financing authorities)
were created by the Legislature in a way that specifically
prevents them from causing the state to be liable or
responsible for their acts and obligations, including, but
not limited to, any obligation to pay principal and interest
on financing authority bonds. The financing authorities
cannot obligate the state, either legally or morally, and the
state has not assumed any obligation of, or with respect to,
the financing authorities.

Financial reports of these financing authorities may be
obtained from each authority at the following addresses:

Washington Health Care Facilities Authority
410 11th Avenue SE, Suite 201

PO Box 40935

Olympia, WA 98504-0935

Washington State Housing Finance Commission
Washington Higher Education Facilities Authority
Washington Economic Development Finance Authority
1000 Second Avenue, Suite 2700

Seattle, WA 98104-1046

The Washington State Public Stadium Authority
(PSA) was created by the Legislature to acquire, construct,
own, and operate a football/soccer stadium, exhibition
center, and parking garage. Construction was completed in
2002. PSA capital assets, net of accumulated depreciation,
total $296.6 million. The state issued general obligation
bonds for a portion of the cost of the stadium
construction. The total public share of the stadium and
exhibition center cost did not exceed $300 million from all
state and local government funding sources, as required in
statute.

Project costs in excess of $300 million were the
responsibility of the project’s private partner, First & Goal,
Inc. The bonds are being repaid through new state lottery
games, a state sales tax credit, extension of the local
hotel/motel tax, and parking and admissions taxes at the
new facility.

Financial reports of the PSA may be obtained at the
following address:

Washington State Public Stadium Authority
CenturyLink Field & Event Center

800 Occidental Avenue South, #700
Seattle, WA 98134
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The Washington Health  Benefit Exchange
(Exchange) was created by the Legislature to implement
a central marketplace for individuals, families, and small
employers to shop for health insurance and access federal
tax credits pursuant to the Patient Protection and
Affordable Care Act of 2010. Federal grant funding
financed the Exchange design, development, and
implementation phases as well as the first full year of
operation during 2014. Beginning in 2015, the Exchange is
to be self-sustaining through Medicaid program cost
reimbursements, premium tax assessments, and other
assessments.

Financial reports of the Exchange may be obtained at the
following address:

Washington Health Benefit Exchange
810 Jetferson Street SE
Olympia, WA 98501

Northwest Hospital was created January 1, 2010, under
an affiliation agreement between UW Medicine and
Northwest Hospital and Medical Center (Northwest
Hospital). UW Medicine is an academic medical center
comprised of UW School of Medicine, UW
Neighborhood Clinics, UW Medical Center, Harborview
Medical Center, Association of University Physicians, as
well as the University’s membership in the Seattle Cancer
Care Alliance and the Children’s University Medical
Group.

Northwest Hospital is a 281-bed full service acute care
hospital. The University is the sole corporate member of
Northwest Hospital. Financial reports of Northwest
Hospital may be obtained at the following address:

Northwest Hospital
1550 N. 115th Street
Seattle, WA 98133-9733

Valley Medical Center was created July 1, 2011, through
a strategic alliance between UW Medicine and Public
Hospital District No. 1 of King County. Valley Medical
Center owns and operates a 321-bed full service acute care
hospital and 45 clinics located throughout southeast King
County. Financial reports of Valley Medical Center may be
obtained at the following address:

Valley Medical Center
400 S. 43td Street
Renton, WA 98055

Joint Ventures

In 1998, the University of Washington Medical Center
(Medical Center) entered into an agreement with Seattle
Children’s Hospital and Fred Hutchinson Cancer Research
Center to establish the Seattle Cancer Care Alliance



(SCCA). Each member of the SCCA has a one-third
interest. The mission of the SCCA is to eliminate cancer as
a cause of human suffering and death and to become
recognized as the premier cancer research and treatment
center in the Pacific Northwest. The SCCA integrates the
cancer research, teaching, and clinical cancer programs of
all three institutions to provide state-of-the-art cancer care.
Under the agreement, the Medical Center provides the
patient care to all adult inpatients of the SCCA.

Inpatient Services — The SCCA operates a 20-bed unit
located within the Medical Center in which its adult
inpatients receive care. The fiscal intermediary has
determined that the 20-bed unit qualifies as a hospital
within a hospital for Medicare reimbursement purposes.
The SCCA provides medical oversight and management of
the inpatient unit. Under agreements, the Medical Center
provides inpatient care services to the SCCA including
necessary personnel, equipment, and ancillary services.

Outpatient Services — The SCCA operates an ambulatory
cancer care service facility in Seattle. The Medical Center
provides various services to the SCCA’s outpatient facility
including certain pharmacy, laboratory, and pathology
services as well as billing, purchasing, and other
administrative services.

The state accounts for the Medical Center’s interest in
SCCA under the equity method of accounting. Income of
$5.0 million was recorded in fiscal year 2015, bringing the
total equity investment to $107.7 million which is
recognized in the state’s financial statements in the Higher
Education Student Services Fund.

Separate financial statements for SCCA may be obtained
from:

Seattle Cancer Care Alliance
825 Eastlake Avenue East
PO Box 19023

Seattle, WA 98109-1023

The University of Washington and Seattle Children’s
Hospital established Children’s University Medical
Group (CUMG) to assist the organizations in carrying out
their pediatric patient care, charitable, educational, and
scientific missions.

Separate financial statements for CUMG may be obtained
from:

Children’s University Medical Group
4500 Sand Point Way NE, Suite 100
Seattle, WA 98105
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B. GOVERNMENT-WIDE AND FUND FINANCIAL
STATEMENTS

Government-wide Financial Statements

The state presents two basic government-wide financial
statements: the Statement of Net Position and the
Statement of Activities. These government-wide financial
statements report information on all non-fiduciary
activities of the primatry government and its component
units. The financial information for the primary
government is distinguished between governmental and
business-type activities. Governmental activities generally
are financed through taxes, intergovernmental revenues,
and other non-exchange revenues. Business-type activities
are financed in whole or in part by fees charged to external
parties for goods and services.

Statement of Net Position. The Statement of Net
Position presents the state’s non-fiduciary assets, deferred
outflows of resources, liabilities, deferred inflows of
resources, and net position. As a general rule, balances
between governmental and business-type activities are
eliminated.

Statement of Activities. The Statement of Activities
reports the extent to which each major state program is
supported by general state revenues or is self-financed
through fees and intergovernmental aid. For governmental
activities, a major program is defined as a function. For
business-type activities, a major program is an identifiable
activity.

Program revenues offset the direct expenses of major
programs. Direct expenses are those that are clearly
identifiable within a specific function or activity. Program
revenues are identified using the following criteria:

e Charges to customers for goods and services of the
program. A customer is one who directly benefits from
the goods or services or is otherwise directly affected
by the program, such as a state citizen or taxpayer, or
other governments or nongovernmental entities.

e Amounts received from outside entities that are
restricted to one or more specific programs. These
amounts can be operating or capital in nature.

e Earnings on investments that are restricted to a specific
program are also considered program revenues.

General revenues consist of taxes and other items not
meeting the definition of program revenues.



Generally, the effect of internal activities is eliminated.
Exceptions to this rule include charges between the
workers’ compensation insurance programs and various
other state programs and functions. Elimination of these
charges would distort the direct costs and revenues
reported for the various activities involved.

Fund Financial Statements

The state uses 642 accounts that are combined into 51
rollup funds. The state presents separate financial
statements for governmental funds, proprietary funds, and
fiduciary funds. Major individual governmental funds and
major individual proprietary funds are reported in separate
columns in the fund financial statements, with nonmajor
funds being combined into a single column regardless of
fund type. Internal service and fiduciary funds are reported
by fund type. Major funds include:

Major Governmental Funds:

General Fund is the state’s ptimary operating fund.
This fund accounts for all financial resources and
transactions not accounted for in other funds.

Higher Education Special Revenue Fund primarily
accounts for tuition, student fees, and grants and
contracts treceived for educational and research
putposes.

Higher Education Endowment Permanent Fund
accounts for gifts and bequests that the donors have
specified must remain intact. Each gift is governed by
various restrictions on the investment and use of the
income earned on investments.

Major Enterprise Funds:
e Workers’ Compensation Fund accounts for the
workers' compensation program that provides medical,
time-loss, and disability benefit payments to qualifying
individuals sustaining work-related injuries.

Unemployment Compensation Fund accounts for
the unemployment compensation program. It accounts
for the deposit of funds, requisitioned from the Federal
Unemployment Trust Fund, to provide services to
eligible participants within the state and to pay
unemployment benefits.

Higher Education Student Services Fund is used
by colleges and universities principally for bookstore,
cafeteria, parking, student housing, food service, and
hospital business enterprise activities.
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e Guaranteed Education Tuition Program Fund
accounts for Washington’s Guaranteed Education
Tuition (GET) Program. GET is a qualified tuition
program under Section 529 of the Internal Revenue

Code.

The state includes the following governmental and
proprietary fund types within nonmajor funds:

Nonmajor Governmental Funds:

e Special Revenue Funds account for the proceeds of
specific  revenue (other than trusts for
individuals,  private  organizations, or  other
governments, or for major capital projects) that are
restricted or committed to expenditures for specific
purposes. These include a variety of state programs
including public safety and health assistance programs;
natural resource and wildlife protection and
management programs; the state’s transportation
programs which include the operation of the state’s
ferry system, and maintenance and preservation of
interstate and non-interstate highway systems; driver
licensing, highway and non-highway operations, and
capital improvements; K-12 school construction; and
construction and loan programs for local public works

projects.

sources

Debt Service Funds account for the accumulation of
resources that are restricted or committed to
expenditures for, and the payment of, principal and
interest on the state’s bonds issued in support of
governmental activities.

Capital Projects Funds for financial
resources that are restricted or committed to
expenditures for the acquisition, construction, or
improvement of major state-owned capital facilities
(other than highway infrastructure or those financed by
proprietary funds).

account

Common School Permanent Fund accounts for the
principal derived from the sale of timber. Interest
earned is used for the benefit of common schools.

Nonmajor Proprietary Funds:

Enterprise Funds account for the state’s business
type operations for which a fee is charged to external
users for goods or services including: the state lottery,
vocational/education  programs
institutions, and other activities.

at  cotrectional



e Internal Service Funds account for the provision of
legal, motor pool, data processing, risk management,
health insurance, and other services by one department
or agency to other departments or agencies of the state
on a cost-reimbursement basis.

The state reports the following fiduciary funds:

Pension (and other employee benefit) Trust Funds
are used to report resources that are required to be held
in trust by the state for the members and beneficiaries
of defined benefit pension plans, defined contribution
pension plans, and other employee benefit plans.

Investment Trust Fund accounts for the external
portion of the Local Government Investment Pool,
which is reported by the state as the sponsoring
government.

Private-Purpose Trust Fund is used to report trust
arrangements, other than pension and investment
trusts, under which principal and income benefit
individuals,  private  organizations, or  other
governments such as the administration of unclaimed

property.

Agency Funds account for resources held by the state
in a custodial capacity for other governments, private
organizations, ot individuals.

Operating and Nonoperating Revenues and
Expenses. The state’s proprietaty funds make a
distinction between operating and nonoperating revenues
and expenses. Operating revenues and expenses generally
result from providing goods and services directly related to
the principal operations of the funds. For example,
operating revenues for the state’s workers’ compensation
and health insurance funds consist of premiums and
assessments collected. Operating expenses consist of
claims paid to covered individuals, claims adjustment
expenses, costs of commercial insurance coverage, and
administrative expenses. All revenues and expenses not
meeting this definition are reported as nonoperating,
including interest expense and investment gains and losses.

C. MEASUREMENT FOCUS AND BASIS OF
ACCOUNTING

For government-wide reporting purposes, the state uses
the economic resources measurement focus and the
accrual basis of accounting. Revenues are recorded when
earned and expenses are recorded when a liability is
incurred, regardless of the timing of the related cash flows.
Property taxes are recognized as revenue in the year for
which they are levied. Grants and similar items ate
recognized as revenue as soon as all eligibility requirements
imposed by the provider have been met.
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For fund statement reporting purposes, the state uses the
current financial resources measurement focus and
modified accrual basis of accounting for governmental
funds. With the current financial resources measurement
focus, generally only current assets and current liabilities
and deferred outflows of resources and deferred inflows of
resources are included on the governmental funds balance
sheet. Operating statements for these funds present
inflows (i.e., revenues and other financing sources) and
outflows (i.c., expenditures and other financing uses) of
expendable financial resources.

Under the modified accrual basis of accounting, revenues
are recognized when susceptible to accrual (i.e., when they
become both measurable and available). “Measurable”
means the amount of the transaction can be reasonably
estimated. “Available” means collectible within the current
period or soon enough thereafter to be used to pay
liabilities of the current period. Primary revenues that are
determined to be susceptible to accrual include sales taxes,
business and occupation taxes, motor fuel taxes, federal
grants-in-aid, and charges for services.

Revenues from property taxes are determined to be
available if collectible within 60 days. Taxes imposed on
exchange transactions are accrued when the underlying
exchange transaction occurs if collectible within one year.
Revenue for timber cutting contracts is accrued when the
timber is harvested. Revenues from licenses, permits, and
fees are recognized when received in cash. Revenues
related to expenditure-driven grant agreements are
recognized when the qualifying expenditures are made,
provided that the availability criteria are met. Expenditure-
driven grant revenue is considered available if it can be
collected by the state at the same time cash is disbursed to
cover the associated grant expenditure. Pledges are accrued
when the eligibility requirements are met and resources are
available. All other accrued revenue sources ate
determined to be available if collectible within 12 months.

Property taxes are levied in December for the following
calendar year. The first half-year collections are due by
April 30, and the second half-year collections are due by
October 31. Since the state is on a fiscal year ending June
30, the first half-year collections are recognized as revenue,
if collectible within 60 days of the fiscal year end. The
second half-year collections are recognized as receivables
offset by unavailable revenue. The lien date on property
taxes is January 1 of the tax levy year.

Under modified accrual accounting, expenditures atre
generally recognized when the related liability is incurred.
However, unmatured interest on general long-term
obligations is recognized when due and certain liabilities
including compensated absences, other postemployment
benefits, and claims and judgments are recognized when
the obligations are expected to be liquidated with available
spendable financial resources.



The state reports both unavailable and unearned revenues
on its governmental fund balance sheet. Unavailable
revenues arise when a potential revenue does not meet
both the “measurable” and the “available” criteria for
revenue recognition in the current period. Unearned
revenues arise when resoutces are received by the state
before it has a legal claim to them, such as when grant
monies are received prior to incutring qualifying
expenditures/expenses.

All proprietary and trust funds are accounted for using the
economic resources measurement focus. With this
measurement focus, all assets, liabilities, deferred outflows
of resources, and deferred inflows of resources associated
with the operations of these funds are included on their
respective  statements of net position. Operating
statements present increases (i.e., revenues) and decreases
(i.e., expenses) in total net position.

All proprietary and trust funds are reported using the
accrual basis of accounting. Under the accrual basis of
accounting, revenues are recognized when earned and
expenses are recognized when incurred.

D. ASSETS, LIABILITIES, DEFERRED
OUTFLOWS/INFLOWS OF RESOURCES AND
NET POSITION/FUND BALANCE

1. Cash and Investments

Investments of surplus or pooled cash balances are
reported on the accompanying Statements of Net Position,
Balance Sheets, and Statements of Cash Flows as “Cash
and Pooled Investments.” The Office of the State
Treasurer invests state treasury cash surpluses where funds
can be disbursed at any time without prior notice or
penalty. For reporting purposes, pooled investments ate
stated at fair value or amortized cost, which approximates
fair value. For purposes of reporting cash flows, the state
considers cash and pooled investments to be cash
equivalents. Pooled investments include short-term,
highly-liquid investments that are both readily convertible
to cash and are so near their maturity dates that they
present insignificant risk of changes in value because of
changes in interest rates.

The method of accounting for noncurrent investments
varies depending upon the fund classification. Investments
in the state’s Local Government Investment Pool (LGIP),
an external investment pool operated in a manner
consistent with the Securities and Exchange Commission’s
Rule 2a-7 of the Investment Company Act of 1940, are
reported at amortized cost which approximates fair value.
The Office of the State Treasutrer prepares a stand-alone
LGIP financial report. A copy of the report is available
from the Office of the State Treasurer, PO Box 40200,
Olympia,  Washington =~ 98504-0200,  online  at:
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http:/ /www.tre.wa.gov/documents/lgipCafr/lgipCafrFY1
5.pdf, or phone number (360) 902-9000. TTY users dial
711 to be connected to the state TTY operator.

In the absence of readily ascertainable fair values, certain
pension trust fund investments, including real estate and
private equity, are reported at fair value based on the
individual investment’s capital account balance at the
closest available reporting period, adjusted for subsequent
activity. At June 30, 2015, these alternative investments are
valued at $32.06 billion. Because of the inherent
uncertainties in the estimation of fair value, it is possible
that the estimates will change.

All other noncurrent investments are reported at fair value.
Fair values ate based on published matrket prices,
quotations from national security exchanges and security
pricing services, or by the respective fund managers for
securities that are not actively traded. Privately held
mortgages are valued at cost, which approximates fair
value. Additional disclosure describing investments is
provided in Note 3.

2. Receivables and Payables

Receivables in the state’s governmental fund type accounts
consist primarily of taxes and federal revenues. Receivables
in all other funds have arisen in the ordinary course of
business. Receivables are recorded when either the asset or
revenue recognition criteria (refer to Note 1.C) have been
met. All receivables are reported net of an allowance for
accounts estimated to be uncollectible.

For government-wide reporting purposes, amounts
recorded as interfund/interagency receivables and payables
are ecliminated in the governmental and business-type
activities columns on the Statement of Net Position,
except for the net residual balances due between the
governmental and business-type activities, which are
reported as internal balances. Amounts recorded in
governmental and business-type activities as due to or
from fiduciary funds have been reported as due to or from
other governments.

3. Inventories and Prepaids

Consumable inventories, consisting of expendable
materials and supplies held for consumption, are valued
and reported in the state’s financial statements if the fiscal
year-end balance on hand at an inventory control point is
estimated to be $50,000 or more. Consumable inventories
are valued at cost using either the first-in, first-out or
weighted average methods. Donated consumable
inventories are recorded at fair market value.

All merchandise inventories are considered reportable for
financial statement purposes. Merchandise inventories are
valued at cost using the first-in, first-out method.


http://www.tre.wa.gov/documents/lgipCafr/lgipCafrFY15.pdf
http://www.tre.wa.gov/documents/lgipCafr/lgipCafrFY15.pdf

Inventories of governmental funds are valued at cost and
recorded using the consumption method. Proprietary
funds expense inventories when used or sold.

For governmental fund financial reporting, inventory
balances are also recorded as a reservation of fund balance
indicating that they do not constitute “available spendable
resources” except for $7.0 million in federally donated
consumable inventories, which are offset by unearned
revenue because they are not earned until they are
distributed to clients.

Prepaid items are those certain types of supplies and/or
services (not inventory) that are acquired or purchased
during an accounting period but not used or consumed
during that accounting period.

In governmental fund type accounts, prepaid items ate
generally accounted for using the purchases method.
Under the purchases method, prepaid items are treated as
expenditures when purchased and residual balances, if any,
at year-end are not accounted for as assets.

In proprietary and trust fund type accounts, prepaid items
are accounted for using the consumption method. The
portion of supplies or services consumed or used during a
period is recorded as an expense. The balance that remains
is reported as an asset until consumed or used.

4. Restricted Assets

Certain cash, investments, and other assets ate classified as
restricted assets on the Statement of Net Position and
Balance Sheet because their use is limited by debt
covenants, escrow arrangements, or other regulations.

5. Capital Assets
Capital assets are tangible and intangible assets held and
used in state operations, which have a service life of more

than one year and meet the state’s capitalization policy.

It is the state’s policy to capitalize:

e All land, including land use rights with indefinite lives
acquired with the purchase of the underlying land, and
ancillary costs;

e The state highway system operated by the Department
of Transportation;

e Infrastructure, other than the state highway system,
with a cost of $100,000 or more;

e Buildings, building improvements, improvements other

than buildings, and leasehold improvements with a cost
of $100,000 or more;
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e Intangible assets, either purchased or internally
developed, with a cost of $1 million or more that are
identifiable by meeting one of the following conditions:
O The asset is capable of being separated or divided

and sold, transferred, licensed, rented, exchanged;

The asset arises from contractual or other legal
rights, regardless of whether those rights are
transferable or separable;

All capital assets acquired with Certificates of
Participation, a debt financing program administered
by the Office of the State Treasurer; and

e All other capital assets with a unit cost (including
ancillary costs) of $5,000 or greater, or collections
with a total cost of $5,000 or greater except for assets
held by the University of Washington (UW). The
capitalization threshold for all other capital assets held
by the UW is $2,000.

Assets acquired by capital leases are capitalized if the
assets’ fair market value meets the state’s capitalization
thresholds described above.

Purchased capital assets are valued at cost where historical
records are available and at estimated historical cost where
no historical records exist. Capital asset costs include the
purchase price plus those costs necessary to place the asset
in its intended location and condition for use (ancillary
costs). Normal maintenance and repair costs that do not
materially add to the value or extend the life of the state’s
capital assets are not capitalized.

Donated capital assets are valued at their estimated fair
market value on the date of donation, plus all appropriate
ancillary costs. When the fair market value is not practically
determinable due to lack of sufficient records, estimated
cost is used. Where necessary, estimates of original cost
and fair market value are derived by factoring price levels
from the current period to the time of acquisition.

The value of assets constructed by agencies for their own
use includes all direct construction costs and indirect costs
that are related to the construction. In enterprise and trust
funds, net interest costs (if material) incurred during the
period of construction are capitalized. In fiscal year 2015,
$86.9 million in interest costs were incurred, and $7.7
million net interest costs were capitalized.

State agencies are not required to capitalize art collections,
library reserve collections, and museum and historical
collections that are considered inexhaustible, in that their
value does not diminish over time, if all of the following
conditions are met:



e The collection is held for public exhibition, education,
or research in furtherance of public service, rather than
financial gain.

e The collection is protected, kept unencumbered, cared
for, and preserved.

e The collection is subject to policy requirements that the

proceeds from sales of collection items be used to
acquire other items for the collection.

Depreciation/amottization is calculated using the straight-
line method over the estimated useful lives of the assets.

Generally, estimated useful lives are as follows:

Buildings & building components 5-50 years
Furnishings, equipment & collections 3-50 years
Other improvements 3-50 years
Intangibles 3-50 years
Infrastructure 20-50 years
The cost and telated accumulated depreciaton/

amortization of disposed capital assets are removed from
the accounting records.

The state capitalizes the state highway system as a network
but does not depreciate it since the system is being
preserved approximately at or above a condition level
established by the state. That condition level is
documented and disclosed. Additionally, the highway
system is managed using an asset management system that
includes:

e Maintenance of an up-to-date inventory of system
assets;

e Performance of condition assessments of the assets at
least every three years with summarization of the
results using a measurement scale; and

o Annual estimation of the amount to maintain and

preserve the assets at the condition level established
and disclosed.

All state highway system expenditures that preserve the
useful life of the system are expensed in the period
incurred. Additions and improvements that increase the
capacity or efficiency of the system are capitalized. This
approach of reporting condition instead of depreciating
the highway system is called the modified approach.

For government-wide financial reporting purposes, capital
assets of the state are reported as assets in the applicable
governmental or business-type activities column on the
Statement of Net Position. Depreciation/amortization
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expense related to capital assets is reported in the
Statement of Activities.

Capital assets and the related depreciation/amortization
expense are also reported in the proprietary fund financial
statements.

In governmental funds, capital assets are not capitalized in
the accounts that acquire or construct them. Instead,
capital acquisitions and construction are reflected as
expenditures in the year assets are acquired or construction
costs are incurred. No depreciation/amottization is
reported.

6. Deferred Outflows/Inflows of Resources

In addition to assets, the Balance Sheet and Statement of
Net Position will sometimes report a separate section for
deferred outflows of resources. This separate financial
statement eclement represents a consumption of fund
equity that applies to a future period(s) and so will not be
recognized as an outflow of resources (expense/
expenditure) until then. The category of deferred outflow
of resources reported in the government-wide and
proprietary fund statements of net position relates to debt
refunding, pensions, and hedging derivative instruments.

Deferred outflows on debt refunding result when the net
carrying value of refunded debt exceeds its reacquisition
price. This amount is deferred and amortized over the
shorter of the life of the refunded or refunding debt.

Deferred outflows on pensions are recorded when actual
earnings on pension plan investments exceed projected
earnings and are amortized to pension expense using a
systematic and rational method over a closed five-year
period. Deferred outflows on pensions also include the
difference between expected and actual experience with
regard to economic or demographic factors; changes of
assumptions about future economic, demographic, or
other input factors; or changes in the state’s proportionate
share of net pension liability. These are amortized over the
average expected remaining service lives of all employees
that are provided with pensions through each pension
plan. State contributions to pension plans made
subsequent to the measurement date are also deferred and
reduce net pension liability in the subsequent year.

Deferred outflows on hedging derivative instruments
represent the unrealized loss in fair value of the contract at
fiscal year end.

In addition to liabilities, the Balance Sheet and Statement
of Net Position will sometimes report a separate section
for deferred inflows of resources. This separate financial
statement element represents an acquisition of fund equity
that applies to a future period(s) and so will not be
recognized as an inflow of resources (revenue) until that



time. Deferred inflows of resources reported by the state
relate to unavailable revenue, debt refunding, pensions,
and hedging derivative instruments.

Unavailable revenue arises only under the modified accrual
basis of accounting, and so is reported only on the
governmental funds balance sheet. Governmental funds
report deferred inflows for unavailable revenues primarily
from two sources: taxes and long-term receivables. These
amounts are recognized as inflows of resources in the
petiods that the amounts become available.

Deferred inflows on refunding result when the
reacquisition price of the refunding debt exceeds the net
carrying value of the refunded debt. This amount is
deferred and amortized over the shorter of the life of the
refunded or refunding debt.

Deferred inflows on pensions are recorded when projected
earnings on pension plan investments exceed actual
earnings and are amortized to pension expense using a
systematic and rational method over a closed five-year
period. Deferred inflows on pensions also include the
difference between expected and actual experience with
regard to economic or demographic factors; changes of
assumptions about future economic, demographic, or
other input factors; or changes in the state’s proportionate
share of net pension liability. These are amortized over the
average expected remaining service lives of all employees
that are provided with pensions through each pension
plan.

Deferred inflows on hedging derivative instruments
represent the unrealized gain in fair value of the contract at
fiscal year end.

7. Compensated Absences

State employees accrue vested vacation leave at a variable
rate based on years of service. In general, accrued vacation
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, ie., the state does
not pay employees for unused sick leave upon termination
except upon employee death or retirement. At death or
retirement, the state is liable for 25 percent of the
employee’s accumulated sick leave. In addition, the state
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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It is the state’s policy to liquidate its compensated absences
obligation with future resources rather than advance
funding it with available spendable financial resources.

For government-wide reporting purposes, the state reports
compensated absences obligations as liabilities in the
applicable governmental or business-type
columns on the Statement of Net Position.

activities

For fund statement reporting purposes, governmental
funds recognize an expenditure for annual and sick leave
when it is payable, i.e., upon employee’s use, resignation,
or retitement. Proprietary and trust funds recognize the
expense and accrue a liability for annual leave and
estimated sick leave buyout, including related payroll taxes
and benefits, as applicable, as the leave is earned.

8. Long-Term Liabilities

In the government-wide and proprietary fund financial
statements, long-term obligations of the state are reported
as liabilities on the Statement of Net Position. Bonds
payable are reported net of applicable original issuance
premium or discount. When material, bond premiums and
discounts are deferred and amortized over the life of the
bonds.

For governmental fund financial reporting, the face (par)
amount of debt issued is reported as other financing
sources. Premiums and discounts on original debt issuance
are also reported as other financing sources and uses,
respectively. Issue costs are reported as debt service
expenditures.

9. Fund Equity

In governmental fund type accounts, fund equity is called
“fund balance.” Fund balance is reported in classifications
which reflect the extent to which the state is bound to
honor constraints on the purposes for which the amounts
can be spent. Classifications include:

¢ Nonspendable fund balance represents amounts that
are either not in a spendable form or are legally or
contractually required to remain intact.

e Restricted fund balance represents amounts for which
constraints are placed on their use by the state
constitution, enabling legislation, or external resource
providers such as creditors, grantors, or laws or
regulations of other governments.

e Committed fund balance represents amounts that can
only be used for specific purposes pursuant to
constraints imposed by state law as adopted by the
state Legislature. The commitment remains in place
until the Legislature changes or eliminates the state law.



e Assigned fund balance represents amounts that are
intended for a specific purpose by management, but
are neither restricted nor committed. Generally,
assighment is expressed by joint legislative and
executive staff action.

e Unassigned fund balance represents the residual
amount for the General Fund that is not contained in
the other classifications. Additionally, any deficit fund
balance within the other governmental fund types is
reported as unassigned.

When resources meeting more than one of the
classifications (excluding nonspendable) are comingled in
an account, assuming that the expenditure meets the
constraints of the classification, the assumed order of
spending is restricted first, committed second, and finally
assigned.

For government-wide reporting as well as in proprietary
funds, fund equity is called net position. Net position is
comprised of three components: net investment in capital
assets; restricted; and unrestricted.

e Net investment in capital assets consists of capital
assets, net of accumulated depreciation and reduced by
outstanding balances of bonds, notes, and other debt
that are attributed to the acquisition, construction, or
improvement of those assets. Deferred outflows of
resources and deferred inflows of resources that atre
attributable to the acquisition, construction, or
improvement of those assets or related debt are
included in this component of net position.

e Restricted net position consists of restricted assets
reduced by liabilities and deferred inflows of resources
related to those assets. Assets are reported as restricted
when constraints are placed on asset use either by
external parties or by law through constitutional
provision or enabling legislation.

e Unrestricted net position is the net amount of the
assets, deferred outflows of resources, liabilities, and
deferred inflows of resources that does not meet the
definition of the two preceding categories.

When both restricted and unrestricted resources are
available for use, it is the state’s policy to use restricted
resources first and then use unrestricted resources as they
are needed.

In fiduciary funds, net assets are held in trust for
individuals and external organizations.
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E. OTHER INFORMATION

1. Insurance Activities

Workers’ Compensation. Title 51 RCW establishes the
state of Washington’s workers’ compensation program.
The statute requires all employers to secure coverage for
job-related injuries and diseases, with few exceptions,
through the Workers’ Compensation Fund or through
self-insurance.

Direct private insurance is not authorized, although self-
insurers are permitted to reinsure up to 80 percent of their
obligations through private insurers.

The Workers” Compensation Fund, an enterprise fund, is
used to account for the workers’ compensation program
which provides time-loss, medical, vocational, disability,
and pension benefits to qualifying individuals sustaining
work-related injuries or illnesses. The main benefit plans of
the workers” compensation program are funded based on
rates that will keep these plans solvent in accordance with
recognized actuarial principles. The supplemental pension
plan supports cost-of-living adjustments (COLA) granted
for time-loss and disability payments; however, these are
funded on a pay-as-you-go basis. By statute, the state is
only allowed to collect enough revenue to fund the current
COLA payments.

Premiums are based on individual employers’ reported
payroll hours and insurance rates based on each
employer’s risk classification(s) and past experience, except
for the Supplemental Pension Fund premiums which are
based on a flat rate per hours worked independent of risk
class or past experience. In addition to its regular premium
plan which is required for all employers, the Workers’
Compensation Fund offers a voluntary retrospective
premium-rating plan under which premiums are subject to
three annual adjustments based on group and individual
employers’ loss experience. Initial adjustments to the
standard premiums are paid to or collected from the
groups and individual employers approximately ten
months after the end of each plan year.

The Department of Labor and Industries, as administrator
of the workers’ compensation program, establishes claims
liabilities based on estimates of the ultimate cost of claims
(including future claims adjustment expenses) that have
already occurred. The length of time for which such costs
must be estimated vaties depending on the benefit
involved. Because actual claims costs depend on such
complex factors as inflation, changes in doctrines of legal
liabilities, claims adjudication, and judgments, the process
used in computing claims liabilities does not necessarily
result in an exact amount.



Claims payable ate recomputed quartetly using a variety of
actuarial and statistical techniques. These techniques ate
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.

The Department of Labor and Industries prepares a stand-
alone financial report for its Workers’” Compensation
Program. Copies of the report that include financial
statements and required supplementary information may
be obtained by writing to Washington State Department of
Labor and Industries, PO Box 44833, Olympia,
Washington 98504-4833 or by visiting their website at:
http://www.Ini.wa.gov/ClaimsIns/Insurance/ILearn/State

Fund/Reports/Default.asp.

Risk Management. The state of Washington operates a
self-insurance liability program pursuant to RCW 4.92.130.
The state manages its tort claims as an insurance business
activity rather than a general governmental activity. 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 mote
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 liabilities arising from the
operations of the Washington state ferries, employee
bonds, 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 fiscal
years. Otherwise, the self-insurance lability program
services all claims against the state for injuries and property
damage to third parties. The majority of state funds and
agencies participate in the self-insurance liability program
in proportion to their anticipated exposure to liability
losses.

Health Insurance. The state of Washington administers
and provides medical, dental, basic life, and basic long-
term disability insurance coverage for eligible state
employees. In addition, the state offers coverage to K-12
districts, educational service districts, tribal
political ~ subdivisions, and employee
organizations representing state civil service workers. The
state establishes eligibility requirements and approves plan
benefits of all participating health care organizations.
Because the state and its employees are the predominant
participants in the employee health insurance program, it is
accounted for in an internal service fund, the Employee

school
governments,

Insurance Fund.

The state’s share of the cost of coverage for state
employees is based on a per capita amount determined
annually by the Legislature and allocated to state agencies.
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The Health Care Authority, as administrator of the health
care benefits program, collects this monthly “premium”
from agencies for each active employee enrolled in the
program. State employees self pay for coverage beyond the
state’s contribution. Cost of coverage for non-state
employees is paid by their respective employers. Most
coverage is available on a self-paid basis to former
employees and employees who are temporarily not in pay
status.

Most coverage is also available on a self-paid basis to
eligible retirees. In accordance with the provisions of
GASB Statement No. 43, an agency fund, the Retiree
Health Insurance Fund, is used to account for the retiree
health insurance program. For additional information,
refer to Note 12.

The state secures commercial insurance for certain
coverage offered, but self-insures the risk of loss for the
Uniform Medical Plan. The Uniform Medical Plan
enrolled 64 percent of the eligible subscribers in fiscal year
2015. Claims ate paid from premiums collected, and claims
adjudication is contracted through a  third-party
administrator.

Considerations in calculating liabilities include frequency of
claims, administrative costs, industry inflation trends,
advances in medical technology, and other social and
economic factors. Liabilities include an amount for claims
incurred but not reported.

2. Postemployment Benefits

COBRA. In compliance with federal law, the
Consolidated Omnibus Budget Reconciliation Act of 1985
(COBRA), the state offers health and dental benefits on a
temporary basis to qualified beneficiaries whose benefit
coverage would otherwise end because of a qualifying
event such as loss of employment. COBRA coverage is
available on a self-paid basis and is the same medical and
dental coverage available to state employees.

Medical Expense Plan. As disclosed in Note 1.D, at the
time of separation from state service due to retitement or
death, the state offers a 25 percent buyout of an
employee’s accumulated sick leave. Individual state
agencies may offer eligible employees a medical expense
plan (MEP) that meets the requirements of the Internal
Revenue Code. Agencies offering an MEP deposit the
retiring employee’s sick leave buyout in the MEP for
reimbursement of medical expenses.

Retirement Benefits. Refer to Note 11 Retitement Plans
and Note 12 Other Postemployment Benefits.


http://www.lni.wa.gov/ClaimsIns/Insurance/Learn/StateFund/Reports/Default.asp
http://www.lni.wa.gov/ClaimsIns/Insurance/Learn/StateFund/Reports/Default.asp

3. Interfund/Interagency Activities

The state engages in two major categoties of interfund/
interagency  activity: reciprocal and  nonreciprocal.
Reciprocal interfund/interagency activity is the internal
counterpart to exchange and exchange-like transactions
and includes both interfund loans and setrvices provided
and used. Nonreciprocal activity is nonexchange in natutre
and includes both transfers and reimbursements.

4. Donor-restricted Endowments

The state of Washington reports endowments in higher
education endowment permanent These
accounts are established outside of the state treasury for
use by the higher education institutions. There is no state

accounts.
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law that governs endowment spending; rather, the policies
of individual university and college boards govern the
spending of net appreciation on investments.

Under the current spending policy, distributions to
programs approximate an annual percentage rate of 4
percent of a five-year rolling average of the endowment’s
market valuation.

The net appreciation available for authorization for
expenditure by governing boards totaled $577.6 million.
This amount is reported as restricted for expendable
endowment funds on the government-wide Statement of
Net Position.



Accounting, Reporting, and Entity
Changes

Reporting Changes. Effective for fiscal year 2015
reporting, the state adopted the following new standards

issued by the Governmental Accounting Standards Board
(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.

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.

Fund Reclassification. During fiscal year 2015, it was
determined that an account should be reclassified to a
capital projects type fund because bond proceeds now
comprise the majority of its resources. Accordingly, the
beginning fund balance in the General Fund was reduced
by $14.4 million and the beginning fund balance of the
State Facilities Fund, a nonmajor capital projects fund, was
increased by $14.4 million. Additionally an account was
reclassified to a special revenue fund type as it now has a
dedicated revenue source. This resulted in a beginning
fund balance reduction of $672 thousand in the General
Fund and an increase of $672 thousand in the Human
Services Fund, a nonmajor special revenue fund.

Also during fiscal year 2015, an agency was abolished and
its accounts receivable were transferred to another agency
that recorded the accounts receivables in a different fund.
As a result the beginning fund balance of the Central
Administrative and Regulatory Fund, a nonmajor special
revenue fund, was reduced by $19 thousand, and fund
balance of the Higher Education Facilities Fund, a
nonmajor capital projects fund, was increased by $19
thousand.

Prior Period Adjustment. The state recorded a reduction
to the beginning net position balance in the following
funds as a result of implementing GASB Statement No.
68:
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e Major Proprietary Funds: Worker’s
Compensation $134.5 million, Higher Education
Student Services $295.5 million, and Guaranteed
Education Tuition Program $1.2 million;

e Nonmajor Proprietary Funds: Lottery $7.0
million, Institutional $10.4 million, and Other
Activities $25.6 million;

e Internal Service Funds: General Services $115.0
million, Data Processing Revolving $41.6
million, and Higher Education Revolving $31.7
million.

e Component Units: Public Stadium Authority, a
major component unit, $129 thousand; and the
Washington State Housing Finance Commission
and the Washington State Health Care Facilities
Authority, both nonmajor component units,
$3.7 million and $311 thousand, respectively.

The University of Washington (UW) posted a beginning
balance adjustment to correct for both over accruing and
incorrectly allocating employee benefits. The adjustment
increased fund balance in the Higher Education Special
Revenue Fund, a major governmental fund, by $74.4
million ($63.7 million to cotrect the over accrual and $10.7
million to correct the under allocation to other funds);
decreased fund balance in the Higher Education Student
Services Fund, a major proprietary fund, by $9.2 million,
and decreased fund balance in the Higher Education
Revolving Fund, an internal service fund, by $1.5 million.

The Department of Commerce recorded a prior period
adjustment in order to propetly offset long-term loans
receivables with non-spendable fund balance rather than
unavailable revenue. This resulted in increases to fund
balance in the following nonmajor special revenue funds:
$82.7 million in the Central Administrative and Regulatory
Fund, $517.1 million in the Human Services Fund, and
$259.7 million in the Local Construction and Loan Fund.

The Department of Natural Resources recorded a prior
period adjustment to record three previously unrecorded
local bank accounts which increased fund balance in the
Central Administrative and Regulatory Fund, nonmajor
special revenue fund, by $3.2 million.

The beginning net position of Valley Medical Center, a
major component unit, was increased by $2.5 million to
record a component unit that was previously not reported.

The beginning net position of Northwest Hospital, a
major component unit, was increased by $2.7 million to
record a component unit that was previously not reported.



Governmental Capital Assets and Long-term obligations to record previously unrecorded capital assets
Obligations. The state recorded a beginning balance and long-term obligations.

adjustment to long-term obligations associated with

governmental funds of $2.85 billion as a result of the The UW posted a beginning balance adjustment of $127.0
implementation of GASB Statement No. 68. million to governmental long-term obligations to properly

reflect outstanding debt.

The Department of Transportation recorded a prior

petiod adjustment of $94.3 million to governmental capital

assets, and $9.4 million to governmental long-term

Fund equity at July 1, 2014, has been restated as follows (expressed in thousands):

Fund equity (deficit) at Fund equity (deficit)
June 30, 2014, as Fund Prior Period as restated,
previously reported Reclassification Adjustment July 1,2014
Governmental Funds:
General S 1,826,141 S (15,056) S - S 1,811,085
Higher Education Special Revenue 2,628,295 - 74,383 2,702,678
Higher Education Endowment 3,385,643 - - 3,385,643
Nonmajor Governmental 5,571,060 15,056 862,733 6,448,849
Proprietary Funds:
Enterprise Funds:
Workers' Compensation (9,384,408) - (134,522) (9,518,930)
Unemployment Compensation 3,815,039 - - 3,815,039
Higher Education Student Services 1,447,141 - (304,660) 1,142,481
Guaranteed Education Tuition Program 160,990 - (1,209) 159,781
Nonmajor Enterprise 83,235 - (43,067) 40,168
Internal Service Funds 268,649 - (189,860) 78,789
Fiduciary Funds:
Private Purpose Trust 2,386 - - 2,386
Local Government Investment Pool 8,661,007 - - 8,661,007
Pension and Other Employee Benefit Plans 87,286,888 - - 87,286,888
Component Units:
Public Stadium 316,851 - (129) 316,722
Health Benefit Exchange 37,229 - - 37,229
Valley Medical Center 211,893 - 2,500 214,393
Northwest Hospital 99,707 - 2,691 102,398
Nonmajor Component Units 150,177 - (4,018) 146,159
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Deposits and Investments
A. DEPOSITS

Custodial Credit Risk. Custodial credit risk is the risk
associated with the failure of a depository financial
institution. In the event of a depository financial
institution’s failure, it is the risk that the state would not be
able to recover its deposits or collateralized securities that
are in the possession of the outside parties.

The state 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 of the Revised Code of Washington
(RCW), makes and enforces regulations and administers a
collateral pool program to ensure 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.

At June 30, 2015, $1.21 billion of the state’s deposits with
financial institutions were insured or collateralized, with
the remaining $9.0 million uninsured/uncollateralized.

B. INVESTMENTS - PENSION AND OTHER
EMPLOYEE BENEFIT TRUST FUNDS
(PENSION TRUST FUNDS)

1. Summary of Investment Policies

Under RCW 43.33A.030, trusteeship of the pension trust
funds is vested within the voting members of the
Washington State Investment Board (WSIB). The
Legislature has 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, in making investment decisions and
seeking to meet investment objectives.

The pension trust funds consist of retirement
contributions from employer and employee participants in
the Washington State Retitement System and related
earnings on those contributions. The Retirement System is
administered by the Department of Retirement Systems.
The WSIB has exclusive control of the investment of all
money invested in the pension trust funds.

In accordance with RCW 43.33A.110, the WSIB manages
the pension fund portfolio to achieve maximum return at a
prudent level of risk. The WSIB establishes asset allocation
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targets that must be considered at all times when making
investment decisions. The asset mix may deviate from the
target. Deviations greater than predetermined acceptable
levels require rebalancing back to the target. When an asset
class exceeds its range, the goal of rebalancing is to meet
the target allocation within consideration of the other
remaining asset classes.

Eligible Investments. The WSIB is authorized by statute
as having investment management responsibility for
pension trust funds. The WSIB is authorized to invest as
provided by statute (chapter 43.33A RCW) and WSIB
policy in the following: U.S. treasury bills; discount notes;
repurchase agreements; reverse repurchase agreements;
banker’s acceptances; commercial paper; guaranteed
investment contracts; U.S. government and agency
(government sponsored corporations eligible for collateral
purposes at the Federal Reserve) securities; non-U.S. dollar
bonds; investment grade corporate bonds; non-investment
grade corporate bonds; publicly traded mortgage-backed
securities; privately placed mortgages; private placements
of corporate debt; U.S. and foreign common stock; U.S.
preferred stock; convertible securities; private equity
including but not limited to investment corporations,
partnerships, and limited liability companies for venture
capital, leveraged buy-outs, real estate, and other tangible
assets, or other forms of private equity; asset-backed
securities; and derivative securities including futures,
options, options on futures, forward contracts, and swap
transactions. There were no violations of these investment
restrictions during fiscal year 2015.

Commingled Trust Fund. Pension trust funds are
invested in the Commingled Trust Fund (CTF). The CTF
is a diversified pool of investments used as an investment
vehicle for 14 separate retitement plans and one
supplemental pension funding account. These plans hold
shares in the CTF which represent a percentage ownership
in the pool of investments. Plans are allowed to purchase
or sell shares in the CTF, based on the fair value of the
underlying assets, on the first business day of each month.

In addition to share ownership in the CTF, each
retirement plan holds short-term investments that are used
to manage each plan’s cash needs.

The CTF consists of the Public Employees’ Retitement
System (PERS) Plans 1, 2, and 3, Teachers’ Retirement
System (TRS) Plans 1, 2, and 3, School Employees’
Retitement System (SERS) Plans 2 and 3, Law
Enforcement Officers’ and Fire Fighters’ Retirement Plans
1 and 2, Washington State Patrol Retirement System Plans
1 and 2, Public Safety Employees’ Retitement System Plan
2, Volunteer Fire Fighters’ and Reserve Officers’ Relief
and Pension Fund, and the Higher Education Retirement
Supplemental Benefit Fund. PERS Plan 3, TRS Plan 3, and
SERS Plan 3 are hybrid defined benefit/defined
contribution plans. The participants of those plans have



the option to direct their contributions to the CTF or
invest their defined contributions in other external options
not managed by the WSIB.

CTF Investment Policies and Restrictions. The CTF is
comprised of public markets equities, fixed income
securities, private equity investments, tangible assets, real
estate, and an innovation portfolio. The CTF’s
performance objective is to exceed the return of two
custom benchmarks, each consisting of public indices
weighted according to asset allocation targets.

The asset allocation for the CTF is formally reviewed at
least every four years. The allocation policy is reviewed
more frequently if there has been a fundamental change in
the structure of the capital markets or in the undetlying
cash flow or liability structure of the pension trust funds.

When market values fall outside policy ranges, assets are
rebalanced first by using normal cash flows and then
through reallocations of assets across asset classes. In cases
of a major rebalancing, the pension trust funds can utilize
futures, forward contracts, and options in order to
maintain exposure within each asset class and reduce
transaction costs. Major rebalancing can occur to bring
asset classes within their target ranges or when the pension
trust funds are transitioning managers.

To achieve the performance and diversification objectives
of the pension trust funds, the public markets equity
program seeks to achieve the highest return possible
consistent with prudent risk management and the desire
for downside protection, with passive equity strategies as
the default whenever strategies with better risk/return
profiles cannot be identified; provide diversification to the
pension trust funds’ overall investment program; maintain
liquidity in public equity; and maintain transparency into all
public equity strategies to the extent possible.

The public markets equity portion of the pension trust
funds invests in publicly traded equities globally, including
equity securities in the U.S., developed non-U.S., and
emerging markets. The program has a global benchmark,
currently the Morgan Stanley Capital International All
Country World Investable Market Index. A mix of external
managers approved by the WSIB is used to manage the
program. Passive management delivers broad diversified
equity market exposure at low cost and is used when active
managers cannot be identified and monitored
appropriately. Passive management is also used when it is
considered an appropriate  alternative to  active
management, typically in more efficient markets. Active
management is used when the pension trust funds can
identify, access, and monitor successful managers in
markets that are less efficient. Active management seeks to
enhance the tisk/return profile of the program.
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The fixed income segment is managed to achieve the
highest return possible consistent with the desire to
control asset volatility, emphasize high yield to maturity
opportunities to add value through active management,
provide diversification to the overall investment program,
and to meet or exceed the return of the Barclays Capital
Universal Bond Index, with volatility similar to or less than
the index.

RCW 43.33A.140 prohibits a corporate fixed income issue
cost from exceeding 3 percent of the CTF’s market value
at the time of purchase, and 6 percent of its market value
thereafter. However, the WSIB manages with a more
restrictive concentration constraint, limiting exposure to
any corporate issuer to 3 percent of the CTT fixed income
portfolio’s market value at all times.

The fixed income portfolio is constrained by policy from
investing more than 1 percent of the portfolio’s par
holdings in any single issuer with a quality rating below
investment grade (as defined by Batclays Capital Global
Family of Fixed Income Indices). Total market value of
below investment grade credit bonds (as defined by
Barclays Capital Global Family of Fixed Income Indices)
shall not exceed 15 percent of the market value of the
fixed income portfolio. Although below investment grade
mortgage-backed, asset-backed, or 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. The total market value of below
investment grade mortgage-backed, asset-backed, and
commercial mortgage-backed securities shall not exceed 5
percent of the market value of the fixed income portfolio.
The duration of the portfolio (the sensitivity of the
portfolio’s fair value to changes in the level of interest
rates) is targeted to be within plus or minus 20 percent of
the duration of the Barclays Capital Universal Index.

The major sector allocations of the fixed income portfolio
are limited to the following ranges: U.S. treasuries and
government agencies — 10 percent to 45 percent, credit
bonds — 10 percent to 80 percent, asset-backed securities —
0 percent to 10 percent, commercial mortgage-backed
securities — 0 percent to 10 percent, and mortgage-backed
securities — 5 percent to 45 percent.

Pension trust funds can be invested in any appropriate
private equity investment opportunity that has the
potential for returns superior to traditional investment
opportunities and which is not prohibited by the WSIB’s
policies or by law. These investment types are generally
divided into venture capital, corporate finance, growth
equity, special situations, distressed, mezzanine, and other
investments. Private equity investments are made through
limited partnership or direct investment vehicles.



The private equity investment portfolio is managed to
meet or exceed the returns of the Russell 3000 by 300
basis points in the long term. To meet the return and plan
objectives, the private equity portfolio has diversified
investments in companies in a variety of growth stages.
The portfolio also includes a broad cross-section of
opportunities in different industries and geographic
regions.

The primary goal of the tangible asset portfolio is to
generate a long-term, high quality, stable income stream.
The secondary goal is to generate appreciation
approximately commensurate with inflation. The structure
of the investments is primarily targeted to those funds,
separate accounts, or tangible asset operating companies
providing the WSIB with the most robust governance
provisions related to acquisitions, dispositions, debt levels,
and ongoing operational decisions for annual capital
expenditures. The tangible asset portfolio invests in a
number of sectors, but the primary focus is infrastructure,
timber, and natural resource rights (oil and natural gas).

The WSIB’s current return objective for tangible assets
calls for a target benchmark of 4 percent above the U.S.
Consumer Price Index over a long-term investment
horizon defined as at least five years.

The WSIB’s real estate program is an externally managed
pool of selected partnership investments, intended to
provide alternative portfolio  characteristics when
compared to traditional stock and bond investments. The
majority of the WSIB’s partnerships invest in institutional-
quality real estate assets that are leased to third parties. The
income generated from bond-like lease payments coupled
with the hard asset qualities of commercial real estate
combine to generate returns that are expected to fall
between the return expectations for fixed income and
equities over the long term. The real estate portfolio is
managed to deliver risk-adjusted returns that are consistent
with the WSIB’s long-term return expectations for the
asset class.

The WSIB’s real estate partnerships typically invest in
private real estate assets that are held for long-term income
and appreciation. Many of the WSIB’s investment
partnerships do not involve co-investment with other
financial entities, thereby providing the WSIB with control
provisions, related transactions, and ongoing operational
decisions for annual capital expenditures.

Volatility in the real estate portfolio is minimized through a
combination of factors. First, the majority of the WSIB’s
partners own real estate assets in a private investment form
which are not subject to public market volatility. Second,
real estate capital is diversified among a host of partners
with varying investment styles. Third, partnership assets
are invested in numerous economic regions, including
foreign markets, and in various property types. Finally, the
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WSIB’s partners invest at different points within the
properties’ capital structure and life cycle.

The WSIB’s real estate portfolio current benchmark seeks
to earn an 8 percent annual investment return over a
rolling 10-year period.

The innovation portfolio investment strategy is to provide
the WSIB with the ability to invest in assets that fall
outside of traditional asset classes and to provide the
WSIB with comfort and demonstrated success before
committing large dollar amounts to the strategy. The
overall benchmark for the innovation portfolio is the
weighted average of the undetlying benchmark for each
asset in the portfolio.

Currently, there are three investment strategies in the
innovation portfolio, two involving private partnerships
and one investing in public equities.

2. Unfunded Commitments

The WSIB has entered into a number of agreements that
commit the pension trust funds, upon request, to make
additional investment purchases up to predetermined
amounts. As of June 30, 2015, the pension trust funds had
unfunded commitments of $11.26 billion, $7.39 billion,
$1.97 billion, and $22.0 million in private equity, real estate,
tangible assets, and the innovation portfolio, respectively.

3. Securities Lending

State law and board policy permit the pension trust funds
to patticipate 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 pension trust funds in securities lending transactions.
As State Street Corporation is the custodian bank for the
pension trust funds, it is counterparty to securities lending
transactions.

The fair value of the securities on loan at June 30, 2015,
was approximately $1.4 billion. The pension trust funds
report securities on loan in their respective categories in
the Statement of Net Position. At June 30, 2015, cash
collateral received totaling $843.1 million is reported as
securities lending obligation, and the fair value of the
reinvested cash collateral totaling $843.1 million is reported
as security lending collateral in the Statement of Net
Position. Securities received as collateral for which the
pension trust funds do not have the ability to pledge or sell
unless the borrower defaults are not reported as assets and
liabilities in the Statement of Net Position. Total securities
received as collateral at June 30, 2015, was $638.4 million.

During the fiscal year, debt and equity securities wete
loaned and collateralized by the pension trust funds’ agent
with cash, US. 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.

The following table summarizes the securities held by the
pension trust funds from reinvestment of cash collateral
and securities received as collateral at June 30, 2015 (in
millions):

Treasuries $358.2
Mortgage-backed 342.0
Repurchase agreements 293.2
Cash equivalents and other 291.7
Yankee CD 196.4

Total collateral held $1,481.5

During fiscal year 2015, securities lending transactions
could be terminated on demand by either the pension trust
funds or the borrower. As of June 30, 2015, the cash
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 could not be pledged or sold absent borrower
default. No more than 20 percent of the total on loan
value could be held by a specific borrower. Collateral
investment guidelines specifically prohibit European
domiciled holdings. There are no restricions 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 pension trust funds 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
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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 pension trust funds
incurred no losses during fiscal year 2015 resulting from a
default by either the borrowers or the securities lending
agents.

4. 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. The risk is managed within the portfolios
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.

While the pension trust funds do not have a formal policy
relating to interest rate risk, the pension trust funds’ fixed
income investments are actively managed to meet or
exceed the return of the Barclays Capital Universal Index,
with a duration target within plus or minus 20 percent of
the duration of the portfolio’s performance benchmark. As
of June 30, 2015, the duration of the pension trust funds’
fixed income investments was within the duration target of
this index.

The two schedules below provide information about the
interest rate risks associated with the pension trust funds’
investments as of June 30, 2015. The schedules display
various asset classes held by maturity in years, effective
duration, and credit ratings. All debt securities are reported
using the 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.



Pension Trust Funds
Schedule of Maturities and Effective Duration
June 30, 2015

(expressed in thousands) Maturity
Effective
Less than 1 More than 10 Duration
Investment Type Fair Value Year 1-5 Years 6-10 Years Years (in years)
Mortgage and other asset-backed securities 1,585,736 $ 537,516 $ 1,013,488 S 19,968 S 14,764 2.42
Corporate bonds 9,127,577 450,265 4,102,531 3,126,281 1,448,500 5.97
U.S. government and agency securities 6,061,063 560,577 4,430,546 764,764 305,176 4.09
Foreign government and agency securities 1,084,595 - 478,760 399,336 206,499 5.76
Total investments categorized 17,858,971 $ 1,548,358 $10,025,325 $ 4,310,349 $ 1,974,939 5.01*
Investments not required to be categorized:
Cash and cash equivalents 2,152,831
Equity securities 29,776,692
Alternative investments 32,055,690
Total investments not categorized 63,985,213
Total Investments 81,844,184
* Excludes cash and cash equivalents
Credit ratings of investments are presented using the Moody’s rating scale as follows:
Pension Trust Funds
Investment Credit Ratings
June 30, 2015
(expressed in thousands)
Investment Type
Mortgage
and Other Foreign
Asset- Government
Moody's Backed Corporate and Agency Total Fair
Credit Rating Securities Bonds Securities Value
Aaa $1,576,671 S 448,883 S 154,624 S 2,180,178
Aal - 17,690 58,243 75,933
Aa2 - 108,170 53,744 161,914
Aa3 - 685,548 161,701 847,249
Al 765 549,410 - 550,175
A2 - 683,167 - 683,167
A3 - 835,879 79,636 915,515
Baal - 1,189,824 45,837 1,235,661
Baa2 7,205 1,328,324 304,354 1,639,883
Baa3 - 2,274,568 169,859 2,444,427
Bal or lower 1,095 1,006,114 56,597 1,063,806
Total $1,585,736  $9,127,577 S 1,084,595 $11,797,908
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5. Credit Risk

Credit risk is the risk that an issuer or other counterparty
to an investment will not fulfill its obligations. The pension
trust funds’ 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 pension trust funds as of June 30,
2015, wete rated by Moody’s and/ ot 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 policy of the pension
trust funds states no corporate fixed income issue cost
shall exceed 3 percent of cost at the time of purchase or 6
percent of fair value thereafter of the fund, and no high
yield issues shall exceed 1 percent of cost or 2 percent of
fair value of the fund. There was no concentration of
credit risk exceeding these policy guidelines as of June 30,
2015.

Custodial Credit Risk. Custodial credit risk is the risk
that, in the event a depository institution or counterparty
fails, the pension trust funds would not be able to recover
the value of their deposits, investments, or collateral
securities that are in the possession of an outside party.
The pension trust funds do not have a policy relating to
custodial credit risk. The WSIB mitigates custodial credit
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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 pension trust
funds.

6. 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 pension trust funds do not have a formal
policy to limit foreign currency risk. The WSIB manages
their exposure to fair value loss by requiring their
international securities investment managers to maintain
diversified portfolios by sector and by issuer to limit
foreign currency and security risk.

The following schedule presents the exposure of the
pension trust funds’ investments to foreign currency risk.
The schedule provides information on deposits and
investments held in various foreign cutrencies. Private
equity and real estate are presented according to the
financial reporting currency of the individual funds. This is
not a presentation of currency exposure relating to the
underlying holdings. The schedule is stated in U.S. dollars.
In addition, the CTT has foreign cutrency exposure at June
30, 2015, of $822.6 million invested in wvarious
international commingled equity index funds.



Pension Trust Funds

Foreign Currency Exposure by Country

June 30, 2015

(expressed in thousands)

Foreign Currency
Denomination

Australia-Dollar
Brazil-Real
Canada-Dollar
Chile-Peso
China-Yuan
Columbia-Peso
Denmark-Krone
E.M.U.-Euro

Hong Kong-Dollar
India-Rupee
Indonesia-Rupiah
Japan-Yen
Malaysia-Ringgit
Mexico-Peso

New Israel-Shegel
New Taiwan-Dollar
New Zealand-Dollar
Norway-Krone
Philippines-Peso
Singapore-Dollar
South Africa-Rand
South Korea-Won
Sweden-Krona
Switzerland-Franc
Thailand-Baht
Turkey-Lira

United Kingdom-Pound

Other
Total

Investment Type in U.S. Dollar Equivalent

Open Foreign

Cash and Cash Debt Equity Alternative Exchange
Equivalents Securities Securities Assets Contracts-Net Total
S 7,133 $ 292,665 S 470,618 $ 26,129 $ 253 S 796,798
233 242,801 130,843 - - 373,877
11,495 - 725,668 - (1,405) 735,758
- 63,980 5,329 - - 69,309
278 57,614 - - - 57,892
- 102,035 - - - 102,035
287 - 206,437 - (629) 206,095
1,821 - 3,104,461 2,379,773 4,138 5,490,193
1,985 - 662,835 - - 664,820
250 109,523 147,604 - - 257,377
137 50,618 62,726 - - 113,481
16,097 - 2,342,284 - (2,769) 2,355,612
7 56,526 62,924 - - 119,457
65 102,866 64,422 - (18) 167,335
219 - 43,715 - (153) 43,781
1,272 - 166,792 - - 168,064
120 - 12,842 - 14 12,976
1,042 - 64,357 - 128 65,527
4 38,989 24,615 - - 63,608
1,241 - 171,501 - (5) 172,737
507 - 121,421 - 13 121,941
289 - 223,738 - - 224,027
800 - 440,279 - (371) 440,708
(25) - 942,733 - 187 942,895
(1) 45,837 53,360 - - 99,196
- 51,599 73,003 - - 124,602
12,274 - 2,283,906 - 5,754 2,301,934
127 77,178 54,315 - (3) 131,617
S 57,657 S 1,292,231 S 12,662,728 $ 2,405,902 S 5,134 S 16,423,652
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7. Derivatives

Pension trust funds are authorized to utilize various
derivative financial instruments including financial futures,
forward contracts, interest rate swaps, credit default swaps,
equity swaps, and options. Derivative transactions involve,
to varying degrees, market and credit risk. At June 30,
2015, the pension trust funds held investments in financial
futures and forward currency contracts that are recorded at
fair value with changes in value recognized in investment
income in the Statement of Changes in Net Position in the
period of change. The derivative instruments are
considered investment derivatives and not hedging
derivatives.

Derivatives ate generally used to achieve the desired
market exposure of a security, index, or currency; adjust
portfolio duration; or rebalance the total portfolio to the
target asset allocation. Derivative contracts are instruments
that derive their value from underlying assets, indices,
reference interest rates, or 2 combination of these factors.

A derivative instrument could be a contract negotiated on
behalf of the pension trust funds and a specific
counterparty. This would typically be referred to as an over
the counter (OTC) contract, such as forward contracts.
Alternatively, a derivative instrument, such as futures,
could be listed and traded on an exchange and referred to
as “exchange traded.”

Inherent in the use of OTC derivatives, the pension trust
funds are exposed to counterparty credit risk on all open
OTC positions. Counterparty credit risk is the risk that a
derivative counterparty may fail to meet its payment
obligation under the derivative contract. As of June 30,
2015, the pension trust funds counterparty risk was not
deemed to be significant.

Futures contracts standardized, exchange-traded
contracts to purchase or sell a specific financial instrument
at a predetermined price. Gains and losses on futures
contracts are settled daily based on a notional (underlying)

are
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principal value and do not involve an actual transfer of the
specific instrument. The exchange assumes the risk that
the counterparty will not pay and requires margin
payments to minimize such risk. Futures are generally used
to achieve the desired market exposure of a security or
index or to rebalance the total portfolio.

Forward currency contracts are agreements to exchange
the cutrency of one country for the currency of another
country at an agreed-upon price and settlement date.
These forward commitments are not standardized and
carry counterparty credit risk due to the possible
nonperformance by a counterparty. The maximum
potential loss is the aggregate face value in U.S. dollars at
the time the contract was opened; however, the likelihood
of such loss is remote.

At June 30, 2015, the pension trust funds had outstanding
forward currency contracts with a net unrealized gain of
$5.1 million. The aggregate forward currency exchange
contracts receivable and payable were $1.96 billion and
$1.96 billion, respectively. The contracts have vatying
maturity dates ranging from August 12, 2015, to
September 16, 2015.

At June 30, 2015, the pension trust funds’ fixed income
portfolio held derivative securities consisting of
collateralized mortgage obligations with a fair value of
$91.9 million. Domestic and foreign passive equity index
fund managers may also utilize various detivative securities
to manage exposure to tisk and increase portfolio returns.
Information on the extent of use and holdings of
derivative securities by passive equity index fund managers
is unavailable.

Derivatives which are exchange traded are not subject to
credit risk. The counterparty credit ratings for forward
currency contracts that are subject to credit risk
outstanding at June 30, 2015, had a credit rating of no less
than A3 using Moody’s rating scale.



The following schedule presents the significant terms for derivatives held as investments by the pension trust funds:

Pension Trust Funds
Derivative Investments
June 30, 2015

(expressed in thousands)

Changes in Fair

Value - Included in Fair Value -
Investment Investment
Income (Loss) Derivative
Amount Amount Notional

Futures Contracts:
Bond index futures S 25,674 S (3,555) S 841,300
Equity index futures (3,766) (8,476) 18,048
Total $ 21,908 S (12,031) S 859,348
Forward Currency Contracts S 55,941 S 5,146 S 1,960,628

8. Reverse Repurchase Agreements — None.

C.INVESTMENTS - WORKERS’
COMPENSATION FUND

1. Summary of Investment Policies

Under RCW 43.33A.030, trusteeship of the Workers’
Compensation Fund 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, in making investment decisions and
seeking to meet investment objectives.

The Workers’ Compensation Fund consists of
contributions from employers and their employees
participating in the state workers’ compensation program,
and related earnings on those contributions. The workers’
compensation program provides medical, time-loss, and
disability benefit payments to qualifying individuals
sustaining work-related injuties.

In accordance with state laws, the Workers” Compensation
Fund investments are managed to limit fluctuations in the
industrial insurance premiums and, subject to this purpose,
achieve a maximum return at a prudent level of risk. Based
on this requirement, the order of the objectives is:

e Maintain the solvency of the funds.
e Maintain premium rate stability.

e TFEnsure sufficient assets are available to fund the
expected liability payments.
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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 US. equities.

e International equities.

e US. 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.

Investment Restrictions. To meet stated objectives,

investments of the Workers’ Compensation Fund are
subject to the following constraints:



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.

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.

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.

Assets ate 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.

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

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.

Sector allocation of fixed income investments must be
managed within the following prescribed ranges: U.S.
treasuries and government agencies — 5 percent to 25
percent, credit bonds — 20 percent to 80 percent, asset-
backed securities — O percent to 10 percent, commercial
mortgage-backed securities — 0 percent to 10 percent,
and mortgage-backed securities — 0 percent to 25
percent. 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.

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

B-72

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

2. Securities Lending

State law and WSIB policy permit the Workers’
Compensation Fund 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 Fund in
securities lending transactions. As State Street Corporation
is the custodian bank for the Workers’” Compensation
Fund, 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 Fund treports securities on loan in 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 Fund does not
have the ability to pledge or sell unless the borrower
defaults are not reported as assets and 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 Fund'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 securit