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 to our agents,
 & in our community.



Chief Executive Officer

s we enter our 36th year of providing workers’ comp 
coverage to the employers of Kentucky, I find myself 

reflecting on all we have accomplished and how much our 
company, and the insurance industry as a whole, has changed.  
Like many other industries, insurance is changing at the speed 
of light.  The way we do business today is quite different than it 
was when KESA opened its doors.  There is one thing, however, 
that hasn’t changed and that is the caliber and commitment of 
the KESA team.  We have 56 insurance professionals who bring 
their knowledge, experience, and intelligence to KESA every day.  
We stand strong because we stand together.
 
Together, we look forward in this rapidly changing world and 
constantly reimagine and re-evaluate how we operate and how 
we respond to our customers.  Strengthening our operational 
efficiency has become a primary focus, which includes assessing 
and leveraging technology and streamlining our internal 
processes.  In 2015, we rolled out our updated website to make 
it easier than ever for our customers to find the information they 
need.  We invested in advanced underwriting technology so our 
veteran underwriters have the best possible tools to price each 
account with precision.  We also employed the latest advances 
in video streaming, so our insureds can provide interactive 
safety training and testing to their employees.
Together, we continue our long-standing record for financial 

stability.  We believe being strong and steady wins the race and 
our financial results bear that out.  We closed 2015 with our 
earned premiums totaling $59,761,488.  Our cash and invested 
assets grew to $209,983,737, up from $207,595,411 a year 
ago, and our members’ equity totaled $54,309,089, which is 
up from last year’s $46,485,119.  Our insured payrolls reached 
$5,486,156,820 and our member count grew to 7,135 from 
7,069 last year.  Our strong financial results year after year are 
a testament to KESA’s commitment to being the best provider of 
workers’ comp in Kentucky.
 
I will leave you with one of my favorite quotes that exemplifies 
KESA’s business philosophy.  It is a simple but powerful 
statement from Helen Keller,  “Alone we can do so little; together 
we can do so much.”
 
Thank you for partnering with KESA.

A
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“Working together for over 36 years, the KESA  
team brings extensive knowledge, experience  
and intelligence to KESA everyday. We stand  
strong because we stand together.”

Gregory L. Buie 
Chief Executive Officer
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Report of independent auditors 
 
Board of Trustees
KESA, The Kentucky Workers’ Compensation Fund
Louisville, Kentucky  

We have audited the accompanying financial statements of KESA, The Kentucky Workers’ Compensation Fund (the Fund) which comprise the 
balance sheets as of December 31, 2015 and 2014, and the related statements of comprehensive income and changes in members’ equity and 
cash flows for the years then ended and the related notes to the financial statements.
 
management’s Responsibility for the financial statements
Management is responsible for the preparation and fair presentation of these financial statements in accordance with accounting principles 
generally accepted in the United States of America; this includes the design, implementation, and maintenance of internal control relevant to the 
preparation and fair presentation of financial statements that are free from material misstatement, whether due to fraud or error.
 
auditor’s Responsibility
Our responsibility is to express an opinion on these financial statements based on our audits.  We conducted our audits in accordance with 
auditing standards generally accepted in the United States of America.  Those standards require that we plan and perform the audits to obtain 
reasonable assurance about whether the financial statements are free from material misstatement.

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

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion. 
 
opinion
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of KESA, The Kentucky 
Workers’ Compensation Fund as of December 31, 2015 and 2014, and the results of its operations and its cash flows for the years then ended in 
conformity with accounting principles generally accepted in the United States of America.
 
Raleigh, North Carolina
April 19, 2016
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   2015 2014
Assets  
 Bonds $151,776,928 $138,156,272 
 Equities 32,692,803 28,544,962 
 Cash and short-term investments 25,514,006 40,894,178 
 Prepaid reinsurance premiums 922,849 901,377 
 Deferred policy acquisition costs 3,045,405 3,180,844 
 Accrued interest and dividends 718,858 699,083 
 Agents’ balances or uncollected premiums 17,420,588 18,449,453 
 Reinsurance recoverable on paid losses 102,176 213,943 
 Reinsurance recoverable on loss and loss 
  adjustment expenses 8,886,371 8,611,099 
 Furniture and equipment, net 802,125 727,616 
 Other assets 683,705 583,022 
  
  Total Assets $242,565,814 $240,961,849
  
Liabilities and Members’ Equity
 Case basis loss and loss adjustment 
  expense reserves $62,365,552 $62,566,805 
 Incurred but not reported loss and loss 
  adjustment expense reserves 92,488,193 95,849,837 
 Loss and loss adjustment expense reserves 154,853,745 158,416,642 
  
 Unearned premiums 22,579,532 23,249,489 
 Advance premiums 2,937,138 3,109,780 
 Commissions payable and other  
  similar charges 1,541,623 1,653,571 
 Accounts payable and accrued expenses 1,353,841 1,375,838 
 Special fund tax payable 1,651,473 1,760,891
 Current federal income taxes payable 854,222 847,092 
 Net deferred tax liability 1,395,382 2,961,435 
 Ceded premiums payable 1,089,769 1,101,992 
  
  Total Liabilities 188,256,725 194,476,730 
  
 Members’ Equity  
 Retained earnings 50,441,662 39,465,036 
 Accumulated other comprehensive  
  income, net of tax 3,867,427 7,020,083 
  
  Total Members’ Equity 54,309,089 46,485,119 
  
 Total Liabilities and Members’ Equity $242,565,814 $240,961,849 

See accompanying notes.
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   2015 2014 
Revenues   
 Direct premiums earned $59,761,488 $60,538,332  
 Ceded premiums earned (5,650,135) (5,755,527)  
 Net investment income earned 4,242,547 3,976,889  
 Net realized capital gains 2,645,048 1,412,767 

  Total Revenues 60,998,948 60,172,461 

Expenses   
 Loss and loss adjustment expenses  
  incurred, net 30,677,044 37,915,283  
 Commissions 7,226,423 7,323,717  
 Other underwriting expenses incurred 6,451,259 6,396,262 

  Total Expenses 44,354,726 51,635,262 

 Income before income tax expense 16,644,222 8,537,199  
 Income tax expense 5,667,596 2,767,814 

  Net Income 10,976,626 5,769,385 

 Other Comprehensive Income:   
 Unrealized holding (losses) gains on  
  available-for-sale securities, net of income  
  tax benefit (expense) of  
  $724,779 and ($1,473,744) (1,406,924) 2,860,855  
Less reclassification adjustment for realized  
  gains included in net income, net of income  
  tax of $899,316 and $480,341 (1,745,732) (932,426)  
 Other comprehensive (loss) income, net of tax (3,152,656) 1,928,429 

total Comprehensive income 7,823,970 7,697,814  
 Beginning Members’ Equity 46,485,119 38,787,305 

Ending Members’ Equity $54,309,089 $46,485,119 
 
See accompanying notes.
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     2015 2014 
Cash from operating activities    
 Net income $10,976,626 $5,769,385  
 Adjustments to reconcile net income to net  
 cash provided by operating activities:  
  Depreciation 293,545 287,849  
  Net realized capital gains (2,645,048) (1,412,767) 
  Amortization of premiums and discounts, net 300,120 362,504  
  Deferred federal income taxes 58,043 (161,993)  
  increase (decrease) in cash due to changes in  
   Deferred policy acquisition costs 135,439 8,407  
   Prepaid reinsurance premiums (21,472) (75,936)  
   Current federal income taxes recoverable 7,130 (2,730,314)  
   Accrued interest and dividends (19,775) 30,886  
   Agents’ balances or uncollected premiums 1,028,865 (979,053)  
   Reinsurance recoverable on paid losses 111,767 (107,516)  
   Reinsurance recoverable on loss and loss  
    adjustment expenses (275,272) 326,188  
   Other assets (100,683) (25,515)  
   Loss and loss adjustment expense reserves (3,562,897) 4,059,384  
   Unearned premiums (669,957) 422,588  
   Advance premiums (172,642) 137,302  
   Commissions payable and other similar charges (111,948) 259,377  
   Accounts payable and accrued expenses (21,997) 277,486  
   Ceded premiums payable (12,223) 513,888  
   Special fund tax payable (109,418) 24,675  
  net cash from operating activities 5,188,203 6,986,825 

Cash from investing activities  
    Purchases of investments $(70,023,788) $(31,961,733) 
 Proceeds from sales and maturities  
  of investments 49,823,407 32,805,197 
 Purchase of furniture and equipment (367,994) (302,748)  
   net cash from investing activities (20,568,375) 540,716 
  net change in cash and short-  
   term investments (15,380,172) 7,527,541 
  
Cash and short-term investments, beginning of year 40,894,178 33,366,637  
  
Cash and short-term investments, end of year $25,514,006 $40,894,178  
 
Supplemental disclosures of cash flow information:  
 Cash paid during the year for income taxes $5,600,000 $5,640,000  
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Note A: Description of The Fund

Organization

KESA, The Kentucky Workers’ Compensation Fund (“the Fund”), was organized January 1, 1980 as a self-insurance fund administered by 
Trustees, who are primarily members of the Kentucky Employers Safety Association, Inc. The purpose of the Fund is to provide insurance to 
members for workers’ compensation risks.  The Fund is not intended to be a profit-making entity.

The Fund’s by-laws and certain statutes of the Commonwealth of Kentucky state that premiums are to be collected in an amount necessary 
to provide the Fund sufficient monies to pay claims based upon statutory requirements.  The Trustees are restricted from utilizing any of the 
premiums collected for any purpose unrelated to the Fund’s self-insurance program.  Dividends may not be approved or paid until at least 36 
months after the expiration of the self-insurance term, and can only be paid from surplus funds not required for payment of claims or other 
liabilities.  Payment of dividends must be approved by the Kentucky Department of Insurance. 

It is the Trustees’ intent to apply excess premium arising from a self-insurance term as an offset against premium deficiencies which may arise 
from other self-insurance terms. Any excess premium remaining after the above application may be refunded at the discretion of the Trustees at 
the end of the 36-month period.  If the assets of the Fund are not sufficient to permit the Fund to discharge its liabilities and to maintain required 
reserves, the Fund may assess its members for the amount necessary to eliminate the deficiency.

Note B: Summary of Significant Accounting Policies

Basis of Reporting

The financial statements of the Fund have been prepared on the accrual basis of accounting in conformity with accounting principles generally 
accepted in the United States of America (GAAP). The Fund follows accounting and reporting policies for insurance enterprises.

Financial Statement Estimates

The preparation of financial statements in conformity with GAAP requires management to make estimates and assumptions that affect the 
amounts reported in the financial statements and accompanying notes.  Such estimates and assumptions could change in the future, as more 
information becomes known which could impact the amounts reported and disclosed herein.

Material estimates that are particularly susceptible to significant change in the near term relate to the determination of unpaid loss and loss 
adjustment expenses. In connection with the determination of unpaid loss and loss adjustment expenses, management uses the methodology 
described later in this footnote.

Management believes that the liability for unpaid loss and loss adjustment expenses is adequate. While management uses available information 
to estimate unpaid loss and loss adjustment expenses, future changes to the liability may be necessary based on claims experience and 
changing claims frequency and severity conditions, as well as changes in doctrines of legal liability and damage awards in Kentucky.  The future 
changes will be charged or credited to earnings when they occur.

noTes To finanCial sTaTemenTs
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Note B: Summary of Significant Accounting Policies, continued

Investments

Investment securities are classified upon acquisition as held-to-maturity, trading or available-for-sale. Currently, all of the Fund’s investments 
are classified as available-for-sale securities. Available-for-sale securities are those securities that would be available to be sold in the future in 
response to liquidity needs, changes in market interest rates and asset-liability management strategies.  Available-for-sale securities are reported 
at fair values, with unrealized gains and losses, excluding certain securities with derivatives as discussed subsequently, excluded from earnings 
and reported as a separate component of members’ equity, in accumulated other comprehensive income, net of tax.  Fair values of bonds 
and equity securities are determined on the basis of dealer or market quotations or comparable securities on which quotations are available.  
Amortization of premiums and accretion of discounts are recorded using a method that approximates a level yield. The specific-identification 
method is used to determine the cost of securities.  

Other‑Than‑Temporary Impairment of Investments

An investment is considered impaired when the fair value of the investment is less than its cost or amortized cost. When an investment is 
impaired, the Fund must make a determination as to whether the impairment is other-than-temporary (OTTI), and if this review suggests such 
decline is other-than-temporary, the carrying value is reduced to its fair value through an adjustment to earnings. Factors considered in identifying 
OTTI include: (1) for debt securities, whether the Fund intends to sell the investment or whether it is more likely than not that the Fund will be 
required to sell the security prior to an anticipated recovery in value; (2) for equity securities, the Fund’s ability and intent to retain the investment 
for a period of time sufficient to allow for an anticipated recovery in value; (3) the likelihood of the recoverability of principal and interest for debt 
securities (i.e., whether there is a credit loss) or cost for equity securities; (4) the length of time and extent to which the fair value has been less 

than amortized cost for debt securities or cost for equity securities; and (5) the financial condition, near-term and long-term prospects for 
the issuer, including the relevant industry conditions and trends, and implications of rating agency actions and offering prices. 

KESA’s Loss Prevention program reached over 10,000 
employees with our SAFETY WORKS™ Training Center 
courses. We sent monthly safety information to over 
7,500 policyholders and have over 600 policyholders 
that participate in our safety education and awareness 
initiatives.  Together, we’re creating safer workplaces 
by building awareness to prevent workplace injuries.

Together
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Note B: Summary of Significant Accounting Policies, continued

Derivative Instruments

GAAP requires that every derivative instrument be recorded on the accompanying balance sheets as an asset or liability measured at 
its fair value and that changes in the derivative’s fair value will be recognized currently in earnings unless specific hedge accounting 
criteria are met.  The Fund invests in derivative instruments as part of the overall investment strategy to diversify its portfolio. A limited 
number of the Fund’s investments are defined as derivatives under GAAP. These investments are considered embedded derivative 
instruments and have not been designated as hedges; accordingly, the changes in fair values are recorded through the realized capital 
gains and losses in earnings.  See Note C for further detail regarding derivative instruments.

Cash and Short‑Term Investments

Cash and short-term investments in the financial statements include cash on hand, cash in bank, money market accounts, and U.S. 
Treasury notes with a maturity of three months or less.  The Fund maintains its cash balances at one financial institution. The FDIC 
secures accounts up to $250,000. Management monitors balances in excess of insured limits and believes they do not represent a 
significant credit risk to the Fund.

Agents’ Balances or Uncollected Premiums

The Fund includes in agents’ balances or uncollected premiums the unpaid balance of premium due from members that are payable 
in full on the effective date of the insurance policy or in installments under the Fund’s installment payment plan. The Fund also 
includes earned but unbilled premium, which represents an estimate of the additional premium to be billed upon 
expiration, audit and adjustment of the policy based on experience. Agents’ balances or uncollected premiums 
are shown on the accompanying balance sheets net of 
an allowance for doubtful accounts of approximately 
$251,532 and $296,118 at December 31, 2015 
and 2014, respectively.  Amounts are charged to 
the allowance at the point they are determined to be 
uncollectible. 

noTes To finanCial sTaTemenTs
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Note B: Summary of Significant Accounting Policies, continued

Premiums Earned, Advance Premiums and Unearned Premiums

Premiums are based on the total covered payroll of participating employers earned on a pro-rata basis over the policy coverage period, 
net of ceded reinsurance.  Unearned premiums are calculated on a pro-rata basis and represent the portion of premiums written that 
is applicable to the unexpired risk of policies in-force.  In the event that total expected future losses and expenses exceed unearned 
premiums at the balance sheet date, the Fund records a premium deficiency reserve through a charge to current operations.  The 
Fund considers anticipated investment income in determining if a premium deficiency exists.  There was no premium deficiency at 
December 31, 2015 and 2014.  

Earned premiums do not include Kentucky Special Fund tax assessments which are invoiced and collected along with insurance 
premiums.  These assessments are remitted quarterly to the Kentucky Workers’ Compensation Funding Commission.  Advance 
premiums represent the portion of premiums received prior to a policy’s effective date.

Deferred Policy Acquisition Costs

Commissions and other costs of acquiring insurance that vary with and are directly related to successful policies are deferred under 
GAAP and are amortized over future periods as the related premiums are earned, generally equal to or less than one year.  

Unpaid Loss and Loss Adjustment Expenses

The liability for loss and loss adjustment expenses includes unpaid claims and expenses associated with settling claims, including 
legal fees.  The liability for unpaid loss and loss adjustment expenses is based on claims adjusters’ evaluations of individual claims, 

management’s evaluation, and actuarial review of experience with 
respect to the probable number and nature of claims arising from 

losses that have been incurred but have not 
yet been reported. The liability represents 
the estimated ultimate cost of settling the 

claims, including the effects of inflation 
and other societal and economic factors. 

Any adjustments resulting from the 
settlement of losses will be 

reflected in earnings at 
the time the adjustments 
are determined. The Fund 
discounts the liability 
based on discount factors 
established by the 
Internal Revenue Service. 

noTes To finanCial sTaTemenTs

Together
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Note B: Summary of Significant Accounting Policies, continued

Reinsurance

Reinsurance recoverables (including amounts related to claims incurred but not reported) and prepaid reinsurance premiums are 
reported as assets.  Estimated reinsurance recoverables are recognized in a manner consistent with the liabilities relating to the 
underlying reinsurance agreements.  

Reinsurance does not discharge the Fund from its primary liability to policyholders and claimants and, to the extent that a reinsurer 
is unable to meet its obligations, the Fund would be liable.  The Fund reviews and monitors the financial condition of prospective 
reinsurers, in addition to its existing reinsurers.

Property and Equipment

Property and equipment are stated at cost less accumulated depreciation. Depreciation is calculated using estimated service lives 
ranging from three to seven years, utilizing the straight-line method.  Accumulated depreciation was $5,245,694 and $5,021,851 
as of December 31, 2015 and 2014, respectively. Depreciation expense was $293,545 and $287,849 during 2015 and 2014, 
respectively.

Advertising

Advertising costs are expensed as incurred. Total advertising expenses included in underwriting expenses are $213,185 and $228,707 
for 2015 and 2014, respectively.

Income Taxes

Income taxes are accounted for under the asset and liability method.  Deferred income taxes are provided for cumulative temporary 
differences between the balances of assets and liabilities determined under GAAP and balances determined for tax reporting purposes.  
Deferred tax assets are reduced by a valuation allowance when, in the opinion of management, it is more likely than not that some 
portion or all of the deferred tax assets will not be realized. The Fund is exempt from state income taxes.

The Fund accounts for uncertain tax positions in accordance with the income tax accounting guidance. The Fund has analyzed filing 
positions in the federal jurisdiction where it is required to file tax returns as well as the open tax years in this jurisdiction.  The Fund 
believes that its federal income tax, filing positions, and deductions would be sustained upon audit and does not anticipate any 
adjustments that will result in a material change to its financial position.  Therefore, no reserves for uncertain tax positions have been 
recorded, nor have any federal income tax related interest or penalties been incurred for the years ended December 31, 2015 and 
2014.  

Comprehensive Income

In addition to net income, comprehensive income includes unrealized gains and losses on certain investment securities, net of tax.  

Subsequent Events

The Fund has evaluated subsequent events through April 19, 2016, the date on which these financial statements were available to be 
issued, and considered any relevant matters in the preparation of the financial statements.

noTes To finanCial sTaTemenTs

We’ve traveled from one end of Kentucky to the other.  We spend every day talking to agents about KESA’s 
financial stability, high-level customer service, in-house claims handling, SAFETY WORKS™ program, website 
capabilities, and more. Together, we’re on a mission to tell our agents and policyholders why KESA is the best 
choice in workers’ compensation.

Together
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Note C: Investments

Investments, carried in the accompanying balance sheets at estimated fair value, consist of the following as of December 31, 2015:

  Amortized Unrealized Unrealized Realized Gains Realized Losses
  Cost Gains Losses on derivatives on derivatives Fair value
U.S. government and 
 agency securities $39,490,324 $266,165 $133,118 $                   - $                   - $39,623,371

Corporate securities 26,523,573 772,782 202,456 - - 27,093,899 

Municipal securities 1,000,000 146,650 - - - 1,146,650

Convertible bonds 12,582,265 140,400 145,339 1,175,648 398,298 13,354,676

Asset-backed securities 7,941,607 69,499 18,872 - - 7,992,234

Commercial mortgage-  
 backed securities 24,886,989 413,404 116,585 - - 25,183,808

Residential mortgage-  
 backed securities 50,102,493 738,070 488,014 - - 50,352,549
 
 Total bonds 162,527,251 2,546,970 1,104,384 1,175,648 398,298 164,747,187
      
 Mutual funds - US equities 8,740,572 42,500 45,604 - - 8,737,468 
 Mutual funds - Non US equities 2,847,006 189,304 - - - 3,036,310
 Equity securities 16,976,344 4,354,363 414,491 103,897 101,088 20,919,025 
       
  Total equity securities 28,563,922 4,586,167 460,095 103,897 101,088 32,692,803 
    
      Total Investments $191,091,173 $7,133,137 $1,564,479 $1,279,545 $499,386 $197,439,990 
 

Included in the above table in U.S. government and agency securities are investments with a carrying value of $12,970,259 that are reported as short-term investments on the 
accompanying balance sheets as of December 31, 2015.

Investments, carried in the accompanying balance sheets at estimated fair value, consist of the following as of December 31, 2014:

  Amortized Unrealized Unrealized Realized Gains Realized Losses
  Cost Gains Losses on derivatives on derivatives Fair value
U.S. government and 
 agency securities $33,261,340 $575,080 $100,036 $                   - $                   - $33,736,384 

Corporate securities 26,487,919 990,022 67,325 - - 27,410,616 

Municipal securities 1,000,000 144,710 - - - 1,144,710 

Convertible bonds 11,598,185 186,726 33,844 1,221,013 402,250 12,569,830

Asset-backed securities 10,020,991 95,578 9,666 - - 10,106,903

Commercial mortgage-  
 backed securities 26,368,791 518,782 110,195 - - 26,777,378

Residential mortgage-  
 backed securities 36,606,705 1,015,818 222,787 - - 37,399,736 
  
 Total bonds 145,343,931 3,526,716 543,853 1,221,013 402,250 149,145,557 
       
 Mutual funds - US equities 1,478,754 40,135 31,733 - - 1,487,156 
 Mutual funds - Non US equities 1,143,682 426,736 - - - 1,570,418
 Equity securities 18,302,093 7,282,409 355,083 397,596 139,627 25,487,388 
       
 Total equity securities 20,924,529 7,749,280 386,816 397,596 139,627 28,544,962 
     
      Total Investments $166,268,460 $11,275,996 $930,669 $1,618,609 $541,877 $177,690,519

 
Included in the above table in U.S. government and agency securities are investments with a carrying value of $10,989,285 that are reported as short-term investments on the 
accompanying balance sheets as of December 31, 2014.14
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Note C: Investments, continued

Proceeds from the sale, maturity and paydown of investments in bonds during 2015 were $32,368,996; gross gains of $2,435,822 
and gross losses of $486,096 were realized on those sales.  Proceeds from the sale, maturity and paydown of investments in bonds 
during 2014 were $28,824,387; gross gains of $630,172 and gross losses of $718,022 were realized on those sales.

Proceeds from the sale of mutual funds and equity securities during 2015 were $17,454,412; gross gains of $3,002,053 and gross 
losses of $2,603,303 were realized on those sales.  Proceeds from the sale of mutual funds and equity securities during 2014 were 
$3,980,810; gross gains of $1,132,859 and gross losses of $78,793 were realized on those sales.

The Fund invests in convertible bonds and preferred stocks, the convertible features of which are accounted for as derivative 
instruments.  These securities are not held for hedging purposes, but instead are incorporated into the investment portfolio to gain 
exposure to a market that is affected by both bond and equity movements.  

The fair values of the convertible features of bonds and preferred stocks included in bonds and equities in the December 31, 2015 
balance sheet are $3,013,399 and $602,779, respectively.  The fair values of the convertible features of bonds and preferred 
stocks included in bonds and equities in the December 31, 2014 balance sheet are $3,097,131 and $1,046,675, respectively.  The 
mark-to-market impact of these derivatives on earnings, before tax, was a gain of $296,573 during the year ended December 31, 
2015, and a gain of $446,551 during the year ended December 31, 2014.

The amortized cost and estimated fair value of investments in bonds at December 31, 2015, by contractual maturity, are shown below.  
Actual maturities may differ from contractual maturities because borrowers may have the right to call or prepay obligations with or 
without call or repayment penalties. 

 Amortized  
 Cost Fair value 

Maturity:   
  In 2016 $1,334,524 $1,454,071 
  In 2017-2020 35,679,753 36,504,217  
  In 2021-2025 27,088,309 27,217,274 
  Due after 2025 2,523,317 3,072,774 
  Mortgage and asset-backed securities 82,931,089 83,528,591 

Total bonds $149,556,992 $151,776,927   
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Note C: Investments, continued

The gross unrealized gains and losses on, and the cost and fair value of equities, segregated by industry type, are summarized as follows 
as of December 31, 2015:

  Unrealized Unrealized Realized Gains Realized Losses
 Cost Gains Losses on derivatives on derivatives Fair value

American depository receipts $497,789 $13,395 $9,117 $                   - $                   - $502,067 
Consumer discretionary 2,822,434 450,784 162,253 - - 3,110,965 
Consumer staples 1,277,202 127,372 2,244 - - 1,402,330 
Energy 594,954 52,083 22,480 - - 624,557 
Financials 1,272,054 513,320 37,403 - - 1,747,971 
Health care 1,204,985 601,589 14,938 - - 1,791,636 
Industrials 2,861,729 724,176 89,671 - - 3,496,234 
Information technology 3,723,683 1,503,153 37,792 - - 5,189,044 
Materials 374,376 121,166 12,291 - - 483,251 
Preferred stock 2,347,138 247,324 26,302 103,897 101,088 2,570,969 
Mutual funds - US equities 8,740,572 42,500 45,604 - - 8,737,468 
Mutual funds - Non US equities 2,847,006 189,305 - - - 3,036,311 
      
Totals $28,563,922 $4,586,167 $460,095 $103,897 $101,088 $32,692,803 
 

       

The gross unrealized gains and losses on, and the cost and fair value of equities, segregated by industry type, are summarized as follows 
as of December 31, 2014:

  Unrealized Unrealized Realized Gains Realized Losses
 Cost Gains Losses on derivatives on derivatives Fair value

American depository receipts $748,231 $139,577 $             - $                   - $                   - $887,808 
Consumer discretionary 2,077,808 670,371 157,449 - - 2,590,730 
Consumer staples 746,270 221,410 - - - 967,680 
Energy 1,302,930 438,730 160,646 - - 1,581,014 
Financials 3,124,902 1,046,040 10,917 - - 4,160,025 
Health care 2,122,019 1,195,924 2,344 - - 3,315,599 
Industrials 2,460,001 1,623,094 4,787 - - 4,078,308 
Information technology 2,205,057 1,286,828 16,055 - - 3,475,830 
Materials 252,528 95,881 - - - 348,409 
Telecommunications 212,814 72,365 - - - 285,179 
Preferred stock 3,049,533 492,189 2,885 397,596 139,627 3,796,806 
Mutual funds - US equities 1,478,755 40,134 31,733 - - 1,487,156 
Mutual funds - Non US equities 1,143,681 426,737 - - - 1,570,418 
      
Totals $20,924,529 $7,749,279 $386,815 $397,596 $139,627 $28,544,962 
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Note C: Investments, continued

At December 31, 2015 and 2014, unrealized losses on bonds and equity securities were as follows:

At december 31, 2015:                          Less than 12 Months                           12 Months or More                                             total    

  Unrealized  Unrealized  Unrealized
 Fair value Loss Fair value Loss Fair value Loss
Bonds: 
U.S. government and 
   agency securities $10,375,482 $133,118 $                - $            - $10,375,482 $133,118  
Corporate securities 8,105,367 196,148 981,961 6,308 9,087,328 202,456  
Convertible bonds 5,566,255 130,890 157,636 14,449 5,723,891 145,339  
Asset-backed securites 4,189,278 10,169 2,090,356 8,703 6,279,634 18,872  
Commercial mortgage- 
   backed securities 12,281,560 71,480 2,041,829 45,105 14,323,389 116,585 
Residential mortgage- 
   backed securities 28,810,747 302,784 5,209,716 185,230 34,020,463 488,014  
      
Equity:      
Mutual funds 8,575,294 43,215 25,719 2,389 8,601,013 45,604  
Equity securities 3,978,870 379,272 150,755 35,219 4,129,625 414,491  
 
Total $81,882,853 $1,267,076 $10,657,972 $297,403 $92,540,825 $1,564,479 

At december 31, 2014:                          Less than 12 Months                           12 Months or More                                             total    

  Unrealized  Unrealized  Unrealized
 Fair value Loss Fair value Loss Fair value Loss
Bonds: 
U.S. government and 
   agency securities $1,321,544 $538 $4,022,660 $99,498 $5,344,204 $100,036  
Corporate securities 3,807,396 17,431 4,329,925 49,894 8,137,321 67,325 
Convertible bonds 1,807,245 30,070 187,330 3,774 1,994,575 33,844  
Asset-backed securites 5,012,163 9,666 - - 5,012,163 9,666 
Commercial mortgage- 
   backed securities 3,893,500 4,692 6,783,259 105,503 10,676,759 110,195 
Residential mortgage- 
   backed securities 1,438,213 791 11,727,914 221,996 13,166,127 222,787  
      
Equity:      
Mutual funds 1,253,689 31,733 - - 1,253,689 31,733 
Equity securities 1,410,422 64,069 635,856 291,014 2,046,278 355,083  
     
Total $19,944,172 $158,990 $27,686,944 $771,679 $47,631,116 $930,669
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Note C: Investments, continued

Management evaluates securities for other-than-temporary impairments on at least a yearly basis and more frequently when economic 
or market concerns warrant such evaluation in the manner described in Note B.

These unrealized losses relate principally to current interest rates for similar types of securities.  Bond fair values are subject to 
fluctuation based on, among other things, changes in interest rates.  In analyzing an issuer’s financial condition, management considers 
whether the securities are issued by the federal government, its agencies, or other governments, whether downgrades by bond rating 
agencies have occurred, and the results of reviews of the issuer’s financial condition. The Fund did not recognize any OTTI charges 
during 2015 and 2014.

As required by the Kentucky Department of Insurance, the Fund has pledged securities with a fair value of $16,874,948 and 
$16,189,173 as collateral for the payment of workers’ compensation claims as of  December 31, 2015 and 2014, respectively.  The 
amount pledged is to remain under the joint control of the Fund and the Kentucky Department of Insurance for the exclusive payment 
of any liability for workers’ compensation claims reported through December 31, 2015.

Major categories of the Fund’s 2015 and 2014 net investment income are summarized as follows:

 2015 2014 
Bonds $3,434,581 $3,312,431  
Equities 774,014 640,904 
Cash and short-term investments 33,952 23,554 
  
net investment income $4,242,547 $3,976,889 
 

Current accounting guidance establishes a three-level hierarchy, which prioritizes the inputs to valuation techniques used to measure 
fair value.  The fair value hierarchy gives the highest priority to quoted prices in active markets for identical assets (Level 1), the next 
priority to quoted prices for identical assets in inactive markets or similar assets in active markets (Level 2) and the lowest priority to 
unobservable inputs (Level 3).
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Note C: Investments, continued

The following tables presents the Fund’s investment securities within the fair value hierarchy, indicating the objectivity and reliability 
of the inputs used to value those securities at December 31, 2015 and 2014.

At december 31, 2015 Level 1 Level 2 Level 3 Fair value  
U.S. government and agency securities $38,500,383 $1,122,987 $                   - $39,623,370 
Corporate securities - 27,093,899 - 27,093,899 
Municipal securities - 1,146,650 - 1,146,650 
Convertible bonds - 13,354,676 - 13,354,676 
Asset-backed securities - 7,992,234 - 7,992,234 
Commercial mortgage-backed securities - 25,183,808 - 25,183,808 
Residential mortgage-backed securities - 50,352,549 - 50,352,549 
Mutual funds - US equities 8,737,468 - - 8,737,468 
Mutual funds - Non US equities 3,036,311 - - 3,036,311 
Equity securities 18,350,894 2,568,131 - 20,919,025 
 
Total assets at fair value $68,625,056 $128,814,934 $                   - $197,439,990 
 

At december 31, 2014 Level 1 Level 2 Level 3 Fair value  
U.S. government and agency securities $31,578,293 $2,158,091 $                   - $33,736,384
Corporate securities - 27,410,616 - 27,410,616
Municipal securities - 1,144,710 - 1,144,710
Convertible bonds - 12,569,830 - 12,569,830
Asset-backed securities - 10,106,903 - 10,106,903
Commercial mortgage-backed securities - 26,777,378 - 26,777,378
Residential mortgage-backed securities - 37,399,736 - 37,399,736
Mutual funds - US equities 1,487,156 - - 1,487,156 
Mutual funds - Non US equities 1,570,418 - - 1,570,418 
Equity securities 21,690,583 3,796,805 - 25,487,388 
    
Total assets at fair value $56,326,450 $121,364,069 $                   - $ 177,690,519
 

At the end of each reporting period, the Fund evaluates whether or not any event has occurred or circumstances have changed 
that would cause an instrument to be transferred between Levels 1 and 2.  No such transfers were made during 2015 or 2014.  
The Fund did not have any investments classified as Level 3 investments as of December 31, 2015 or 2014, and there were no 
transfers into or out of Level 3 during each year.
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Note D: Unpaid Loss and Loss Adjustment Expenses

Activity in the liability for unpaid loss and loss adjustment expenses is summarized as follows:

  2015 2014

Balance, January 1 $158,416,642 $154,357,258 
Less reinsurance recoverable (8,611,099) (8,937,287) 
  Net balance at January 1 149,805,543 145,419,971 

Add provisions for claims occurring in:  
  Current year 48,620,195 50,168,371 
  Prior years (17,943,151) (12,253,088)  
Total incurred during the year 30,677,044 37,915,283 
  
Deduct payments for claims, net of reinsurance    
 Current year 13,563,232 13,090,753 
 Prior years 20,951,981 20,438,958 
Total paid 34,515,213 33,529,711 

Net balance, December 31 145,967,374 149,805,543
Plus reinsurance recoverable 8,886,371 8,611,099
Balance, December 31 $154,853,745 $158,416,642 

The reconciliation above shows favorable development of $17,943,151 emerged during 2015 in the reserves for unpaid losses and LAE recorded at 
December 31, 2014, as a result of re-estimations.  This favorable development is related to most accident years but weighted more toward accident 
years 2010 - 2014.  The reconciliation above shows favorable development of $12,253,088 emerged during 2014 in the reserves for unpaid losses 
and LAE at December 31, 2013.  This favorable development is related to most accident years but weighted more toward accident years 2004-2005 
and 2012-2013. Decreases of this nature occur as the result of claim settlements during the current year, and additional information received 
regarding individual claims causes changes from the original estimates of the cost of these claims.

The aggregate liability has been discounted using discount factors over the anticipated payment periods to reflect the time value of money. At 
December 31, 2015 and 2014, the Fund discounted its aggregate liability using an interest rate of 1.68% and 1.79%, respectively. At December 
31, 2015 and 2014, loss and loss adjustment expense reserves, net of reinsurance, have been discounted by approximately $18,882,115 and 
$21,176,007, respectively. Of the discount, approximately $2,857,545 and $3,221,345 relate to current year incurred losses for 2015 and 2014, 
respectively.
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Note E: Federal Income Taxes

The Fund files its federal income tax return as “an insurance company other than a life insurance company” under Section 831 of the 
Internal Revenue Code.  In lieu of state income taxes, state regulators require that group self-insurers pay premium-based taxes in 
support of the Commonwealth of Kentucky Special Fund.

As described in Note B, deferred income taxes are provided for temporary differences resulting from the recognition of income and 
expenses in different periods for financial statement and income tax purposes.  GAAP requires an asset and liability approach to 
financial accounting and reporting for income taxes.  The difference between the financial statement and tax bases of assets and 
liabilities is determined annually. Valuation allowances are established, if necessary, to reduce the deferred tax asset to the amount 
that will more likely than not be realized.  There are no valuation allowances against deferred tax assets at December 31, 2015 or 
2014.

The difference between federal income taxes computed at 34%, the statutory rate, and federal income tax expense is due primarily to 
the Fund’s investments in tax exempt securities, allowed dividend received deduction and non-deductible expenses.

The net income tax expense of $5,667,596 for the year ended December 31, 2015 is comprised of a current income tax expense of 
$5,609,553 and a deferred income tax expense of $58,043.  The net income tax expense for the year ended December 31, 2014 of 
$2,767,814 is comprised of a current income tax expense of $2,929,807 and a deferred income tax benefit of $161,993.

Significant components of the deferred tax assets and deferred tax liabilities at December 31 are presented below:

  2015 2014) 
Deferred tax assets:   
 Unearned premiums $1,714,774 $1,765,103  
 Allowance for doubtful accounts 85,521 100,680 
  
 Total deferred tax assets 1,800,295 1,865,783 
  
Deferred tax liabilities:   
 Unrealized capital gains 1,893,315 3,517,411 
 Deferred acquisition costs 1,035,438 1,081,487  
 Other 266,924 228,320 
  
 Total deferred tax liabilities 3,195,677 4,827,218 
  
 Net deferred tax liability $(1,395,382) $(2,961,435)  

As of December 31 2015, the Fund does not have 
any unused operating loss carry-forwards available 
to offset future taxable income.
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Note F: Reinsurance

The Fund uses reinsurance to limit exposure to large losses.  Reinsurance permits the recovery of a portion of claims from reinsurers, 
although it does not discharge the Fund from the primary liability as direct insurer. Reinsurance recoveries on paid claims during 2015 
and 2014 were $186,151 and $258,068, respectively.

For the years ended December 31, 2015 and 2014, the Fund carried reinsurance, which provided statutory limits in excess of 
$1,000,000 per occurrence.  Aggregate reinsurance provides coverage if the total losses of the Fund exceed an established loss fund.  
The Fund has not purchased aggregate insurance since 2002 and is not required to carry aggregate coverage or obtain a waiver as 
long as members’ equity is equal to 30% or more of earned premiums.

Note G: Deferred Policy Acquisition Costs

Activity in the reserve for deferred policy acquisition costs for the years ended December 31 was as follows:
 
 2015 2014)
 
Balance, as of January 1 $3,180,844 $3,189,251 
  
Policy acquisition costs deferred 7,090,984 7,315,310  
Amortization charged to income (7,226,423) (7,323,717) 
  
Balance, as of December 31 $3,045,405 $3,180,844 
 

Note H: Retirement Plan

The Fund has a 401(k) savings plan which allows eligible employees to contribute up to the maximum amount allowed by the Internal 
Revenue Service.  The Fund will match one hundred percent of each participant’s elective contribution up to four percent of their 
compensation.  The Fund’s matching contribution was $142,071 and $137,947 in 2015 and 2014, respectively.
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Note I: Commitments

The Fund leases various equipment and office space under operating leases.  Total rental expense in 2015 and 2014 was $585,123 
and $583,944, respectively.  The following schedule details future minimum lease payments as of December 31, 2015 for operating 
leases with initial lease terms in excess of one year.

 
  Rental Cost  
 
 2016 $296,258 
 2017 211,872 
 2018 203,682 
 2019 199,539 
 2020 149,301 

  $1,060,652 
 

Note J: Concentration of Credit Risk

The Fund evaluates the financial condition of its excess insurers and monitors concentrations of credit risk arising from similar 
geographic regions, activities, or economic characteristics of the reinsurers to minimize its exposure to significant losses from excess 
insurer insolvency.  At December 31, 2015 and 2014, reinsurance recoverables with carrying values of $8,988,547 and $8,825,042, 
respectively, were associated with multiple excess insurers with a rating of “A” or better by A.M. Best Company.  The Fund maintains 
no collateral or other security for reinsurance recoverable subject to credit risk.

Note K: Contingencies

The Fund is involved in various lawsuits on behalf of members involving compensatory insurance claims.  Estimates of these potential 
liabilities have been taken into consideration in determining the reserve for reported claims, and any payments resulting from these 
claims will be charged to such reserve (see Note D).
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We have served meals to hundreds of homeless and 
at-risk individuals in our community. We have helped 
with mailings, cleaned toys, crafted holiday treasures, 
and assisted adults with special needs. Together, 
we’re making a difference.

Together
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KESA, The Kentucky Workers’ Compensation Fund, is a not-for-
profit fund that has been writing workers’ compensation coverage 
for Kentucky employers for 36 years. With over 7,100 members 
and approximately $60,000,000 in premiums, KESA is one of 
the largest and most financially stable providers of workers’ 
compensation in the state.

KESA is sponsored by the Kentucky Employers’ Safety Association. 
The sole purpose of the association is to promote safety and 
health in the workplace. 

Financially stable

While other workers’ comp providers have come and gone, 
KESA has stood strong for 36 years. Our longevity stems from 
our commitment to be a fiscally responsible fund. KESA is 
regulated by the Kentucky Department of Insurance, which 
performs periodic comprehensive audits. We are required to 
submit actuarial reporting as well as financial reporting annually 
to assess our strength and integrity as a self-insured fund. In 
addition to state regulation, a member-elected Board of Trustees 
oversees KESA and closely monitors the fund’s activities.

KESA’s formula is simple. We keep our administrative expenses 
in check and make optimum use of each premium dollar through 
strategic investments. From our efficient in-house claims 
handling to our tight accounting controls to the way we invest our 
members’ funds, KESA is a watchful guardian of our members’ 
money. KESA delivers the strong financial performance our 
members can trust.

not-For-profit

Unlike conventional insurance companies with ambitious profit 
goals, KESA is a not-for-profit fund. If we collect more premiums 

than needed for administrative and claims costs, we return 
the unused premiums to our members by lowering premiums, 
increasing members’ equity, or paying dividends.

Some companies have shied away from workers’ comp funds 
because of a fund’s right to assess additional premiums. 
KESA works diligently every day to negate any possibility of an 
assessment. First and foremost, KESA reserves properly for all 
claims activity, meaning we set aside an appropriate amount 
of funds to cover claims to their ultimate cost. KESA properly 
evaluates and prices each account and we educate each 
member in safety and loss prevention. KESA also uses a portion 
of premiums to purchase excess insurance - insurance provided 
by another carrier that assumes a part of the financial liability 
of catastrophic claims - and KESA strategically invests premium 
dollars, which generates investment income that is used to offset 
expenses.

Local

KESA’s only objective is to write workers’ comp coverage in 
the Commonwealth of Kentucky. That means, like you, we live 
here and work here. We’ve traveled the state many times over 
to handle claims, offer safety and loss prevention seminars, and 
meet with our members and agents. KESA has been writing 
coverage in Kentucky for 36 years, which means we know the 
key people in workers’ comp - the doctors and other medical 
providers, lawyers, and administrative law judges. That means 
KESA knows the right person to call to get you the help you need. 
KESA knows Kentucky.

aboUT Kesa
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