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We Keep Kentucky Working

The KESA Belief Statements

We believe in making decisions based on integrity 
not profitability.

We believe an injured employee deserves respect and we 
show respect through prompt and courteous service.

We believe it is our responsibility, along with our 
members and agents, to keep the workforce of Kentucky 
at work.

We believe there is not now, nor will there be in the 
future, a better, more value-based, or more conscientious 
workers’ compensation provider than KESA.
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 My friend Max here may not look like a customer service expert, but he has taught me 
more about the service discipline and attitude than any book, class, or seminar possibly could.  
 What we strive to do here at KESA - and what Max seems to do intuitively - is serve our 
customers with courtesy, accuracy, and promptness.  Now, I know excellent customer service is a buzz phrase 
that is tossed around like an old sock these days and most companies purport to provide excellent 

customer service.  Certainly some succeed, but we all know first-hand how many 
disappoint.  Several companies even have entire customer service 

departments staffed with highly trained customer service specialists.  We 
don’t do that here at KESA.  We don’t believe the way to best serve 

our customers is to send a handful of team members to a 
customer service training program, give them workbooks 
and tutorials and the like, and then expect them to answer 
every phone call and handle every request.  At KESA, 
our brand of customer service is systemic and intrinsic.  Each 
and every KESA employee in his or her respec-
tive capacity considers customer service excellence as 

their primary job responsibility.  We provide the tools, the 
access to key infomation, and the support that allows our team mem-

bers to focus on our customers’ needs.  Plus, at KESA we offer a work environ-
ment that bolsters employee satisfaction and minimizes attrition, which translates

into experienced, enthusiastic team members who happily and knowledgeably assist our customers.  And, as 
Max tells me, that’s what customer service excellence is all about. 

At your service.

Gregory L. Buie
Executive DirectorMax
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 Without a doubt, my most important customer service 
task is to ensure that KESA’s financial standings remain strong 
and that our integrity and ethics remain irrefutable.  Our 
�005 audited financial statements are testimony to our fiscal 
responsibility and our prevailing commitment to our members 
to grow our fund steadily, slowly, and to the benefit of all who 
place their trust in KESA.
 We closed �005 with our earned premiums reaching 
$68,338,�79, up over ��% from $59,779,035 at the close of �00�.  Our cash and invested assets grew to 
$�06,888,���, up ��% from $88,356,7�9 a year ago, and our members’ equity increased to $8,573,6�� from 
last year’s $7,�53,967.  Our insured payrolls topped $�,095,�5�,3�5 and our member count hit �,90�.
 Clearly KESA continues on the right path to building a successful, strong group self-insured workers’ 
compensation fund.  Our tenacious, scrupulous approach to financial reporting, our commitment to con-
stantly improving our IT functions, and our timeless management philosophy of focusing on you, our trea-
sured customer, propels KESA toward our goal of becoming the preeminent workers’ compensation provider 
in the Commonwealth of Kentucky.  Thank you for partnering with us.

  In �005 we made a sizeable investment in our IT function by 
converting our software system to a fully integrated, Windows-based 
policy, claims, and financial administration system.  Our software allows us 
to track all of our customers’ data through the complete workers’ compensa-
tion business cycle - from the initial application of a new member through 
policy issuance, to billing, auditing, policy renewal, loss control initiatives, 
and claims interface.  By better organizing our data and making it quickly  

and easily accessible internally to our employees and externally 
through our web site, we are able to provide 

optimal service to our complete customer base.  

Building Our Knowledge

Financial Strength

& Max
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Independent Auditors’ Report

Board of Trustees
KESA, The Kentucky Workers’
  Compensation Fund
Louisville, Kentucky

We have audited the accompanying balance sheets of KESA, The Kentucky Workers’ Compensation Fund 
(the Fund) as of December 3�, �005 and �00�, and the related statements of income, comprehensive 
income and changes in members’ equity and cash flows for the years then ended. These financial state-
ments are the responsibility of the Fund’s management. 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 audit to obtain reasonable assurance 
about whether the financial statements are free of material misstatement. An audit includes examining, 
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit 
also includes assessing the accounting principles used and significant estimates made by management, as 
well as evaluating the overall financial statement presentation.  We believe that our audits provide a rea-
sonable basis for our opinion.  

In our opinion, the financial statements referred to above present fairly, in all material respects, the finan-
cial position of the Fund as of December 3�, �005 and �00�, 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.

April ��, �006
Lexington, Kentucky

Dean, Dorton & Ford, PSC
�06 West Vine Street • Suite 600
Lexington, KY �0507
(859) �55-�3�� • (859) �55-0��5 Fax
info@ddfky.com
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KESA, THE KENTUCKY WORKERS’ COMPENSATION FUND

Balance Sheet
 December 3�, �005 and �00�

 2005 2004
Assets
Investments $ 86,578,586 $ 83,�57,75�
Cash and cash equivalents �0,309,5�5 �,898,965
Accrued interest and dividends 8�3,�60 7��,55�
Premiums receivable, net �6,075,36� �0,�05,309
Reinsurance receivables and recoverables 9,588,600 8,357,�3�
Federal income taxes receivable 837,�68 -
Deferred federal income taxes �,69�,�8� �,5�9,�67
Furniture and equipment, net  3,09�,668 �,��3,�93
Other assets �0�,5�� �73,���

 Total assets $ 140,103,191 $ ��0,569,785

Liabilities and Members’ Equity
Unpaid losses and loss adjustment expenses:
 Reported losses $ �0,809,3�� $ 38,�89,5��
 Incurred but not reported losses 58,876,089 39,5�5,9�9
 Unallocated loss adjustment expenses �,359,800 �,359,800
  Total unpaid losses and loss adjustment expenses �0�,0�5,��0 80,095,�63

Unearned premiums ��,�79,9�9 �5,066,058
Advance premiums  �,3�9,0�� �,995,760
Reinsurance payable 796,0�� �,0�5,998
Commissions payable �97,9�� �69,���
Accounts payable and accrued expenses �,�96,099 9��,778
Federal income taxes payable - �6�,�96
Special Fund tax payable �,385,3�� 3,569,3��
  Total liabilities �3�,5�9,567 ��3,��5,8�8
Members’ equity 8,573,6�� 7,�53,967

  Total liabilities and members’ equity $ 140,103,191 $ ��0,569,785

See accompanying notes.
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KESA, THE KENTUCKY WORKERS’ COMPENSATION FUND

Statement of Income, Comprehensive Income
and Change in Members’ Equity

Years ended December 3�, �005 and �00�

   2005 2004
Revenues:
 Premiums earned $ 68,338,�79 $ 59,779,035
 Net investment income 3,305,600 �,�6�,�08
 Net realized (losses) gains on investments (607,66�) 58,�60

  Total revenues 71,036,117 6�,�98,603

Expenses:
 Losses and loss adjustment expenses, net  5�,907,89� �6,563,��3
 Excess insurance premiums 3,�87,7�8 �,98�,009
 Commissions 8,�0�,73� 7,�73,70�
 Underwriting expenses 3,935,�3� 3,557,683

  Total expenses 68,533,786 60,�76,6�6

  Income before income taxes �,50�,33� �,0��,987

Provision (benefit) for income taxes:  
 Current �,3�9,095 �6�,673
 Deferred (809,�7�) ���,�09
  Total income tax provision  539,6�� 68�,88�

  Net income 1,962,710 �,337,�05

Other comprehensive income, net of tax:
 Unrealized losses on securities available 
  for sale, net of reclassification adjustment (8�3,053) (55�,3��)
Total comprehensive income �,��9,657 78�,78�

Members’ equity, beginning of year 7,�53,967 6,669,�86

Members’ equity, end of year $ 8,573,624 $ 7,�53,967

See accompanying notes.
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KESA, THE KENTUCKY WORKERS’ COMPENSATION FUND

Statement of Cash Flows
Years ended December 3�, �005 and �00�

 2005 2004
Cash flows from operating activities:  
Net income  $ �,96�,7�0 $ �,337,�05
Adjustments to reconcile net income to net cash
 provided by operating activities:
 Depreciation �58,7�7 �30,�55
 Net realized losses (gains) on investments  607,66� (58,�60)
 Amortization of premiums and discounts, net �8�,853 �57,958
 Loss on sale of furniture and equipment  30,8�5  -
 Bad debt expense 35�,73� ��6,679
 Increase (decrease) in cash due to changes in:
  Accrued interest and dividends (�08,609) (�06,�87)
  Premiums receivables, net 3,778,��7 (5,0��,�0�)
  Reinsurance receivables and recoverables (�,�3�,366) 3,985,580
  Deferred federal income taxes (7�0,7�5) ���,�09
  Other assets �68,87� (��6,�73)
  Unpaid losses and loss adjustment expenses ��,9�9,9�7 �5,557,705
  Unearned premiums (�,586,�09) 5,98�,9��
  Advance premiums 333,�6� �0�,65�
  Reinsurance payable (��9,97�) (8�,653)
  Commissions payable ��8,�98 (6,57�)
  Accounts payable and accrued expenses �5�,3�� �06,33�
  Federal income taxes  (�,099,66�) (8�8,�08)
  Special Fund tax payable (�,�83,999) 9�3,9�7

   Net cash provided by operating activities 22,966,207 ��,8��,36�

Cash flows from investing activities:  
Purchases of investments (�9,�60,�76) (90,630,860)
Proceeds from sales and maturities of investments �3,97�,776 6�,��3,6�9
Purchase of furniture and equipment (�,�67,9�7) (90�,��6)
 Net cash used in investing activities (7,555,6�7) (30,39�,�57)

 Net increase (decrease) in cash and cash equivalents �5,��0,560 (7,579,096)

Cash and cash equivalents, beginning of year �,898,965 ��,�78,06�

Cash and cash equivalents, end of year $ 20,309,525 $ �,898,965

See accompanying notes.
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KESA, THE KENTUCKY WORKERS’ COMPENSATION FUND

Notes to Financial Statements
1.  Description of the Fund

KESA, The Kentucky Workers’ Compensation Fund (the Fund) was organized January �, �980 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 insur-
ance to members for workers’ compensation risks.  The Fund is not intended to be a profit-making entity.

The Fund’s bylaws and certain statutes of the Commonwealth of Kentucky state that premiums are to be collected in an amount neces-
sary 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 workers’ compensation for a period of at least 36 months after the expira-
tion of the self-insurance term.  

It is the Trustees’ intent to apply excess premiums arising from a self-insurance term as an offset against premium deficiencies which 
may arise from other self-insurance terms.  Any excess premiums remaining after the above application may be refunded at the discre-
tion 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.

Following is a description of the most significant risks facing workers’ compensation insurers and how KESA mitigates those risks:

Legal and Regulatory Risk

Legal and regulatory risk is the risk that changes in state laws or in the regulatory environment in which an insurer operates will occur 
and create additional losses or expenses not anticipated by the insurer in pricing its products.  KESA is exposed to this risk because 
substantially all of its business is written in Kentucky, thus increasing its exposure to a single jurisdiction.  This risk is reduced by under-
writing and loss adjusting practices that identify and minimize the adverse impact of this risk.

Credit Risk

Credit risk is the risk that issuers of securities owned by an insurer will default or that other parties, including reinsurers, that owe the 
insurer money will not pay.  KESA minimizes this risk by adhering to a conservative investment strategy, by utilizing a financially sound 
reinsurer, by maintaining credit and collection policies, and by providing an allowance for any amounts deemed uncollectible.

Interest Rate Risk

Interest rate risk is the risk that interest rates will change and cause a decrease in the value of an insurer’s investments.  KESA mitigates 
this risk by attempting to match the maturity schedule of its assets with the expected payouts of its liabilities.  To the extent that liabili-
ties come due more quickly than assets mature, an insurer would have to sell assets prior to maturity and recognize a gain or loss.

2.  Summary of Significant Accounting Policies

Basis of Presentation

The Fund uses the accrual basis of accounting.  Under this method, revenues are recognized in the accounting period in which they are 
earned and expenses are recognized in the period incurred.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States of America 
(GAAP) requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities and the dis-
closure of contingent assets and liabilities as of the date of the financial statements, and the reported amounts of revenues and expenses 
during the reporting period.  Actual results could differ from those estimates.

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

Management believes that the liability for unpaid losses and loss adjustment expenses is adequate.  While management uses available 
information to estimate unpaid losses 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 expenses when they occur.

During �005 and �00�, the Fund reduced redundancies in its estimated incurred but not reported losses by approximately $�.5 mil-
lion and $5 million, respectively.  After discounting, the effect of this change was to decrease losses and loss adjustment expenses and 
increase net income for �005 and �00� by approximately $�.�5 million and $�.� million and (net of taxes) $8�5,000 and $�.8 million, 
respectively.
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KESA, THE KENTUCKY WORKERS’ COMPENSATION FUND

Notes to Financial Statements, continued
2.  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 invest-
ments are held 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 securi-
ties are reported at fair value, with unrealized gains and losses excluded from earnings and reported as a separate component of mem-
bers’ equity, net of deferred tax.  Equity securities are carried at quoted market values.  Fair values of fixed maturities and equity securi-
ties are determined on the basis of dealer or market quotations or comparable securities on which quotations are available.  The Fund 
regularly evaluates all of its investments based on current economic conditions, credit loss experience and other specific developments.  
If there is a decline in a security’s net realizable value that is determined to be other than temporary, it is treated as a realized loss and 
the cost basis of the security is reduced to its estimated fair value.  

Amortization of premiums and accretion of discounts are recorded using a method that approximates a level yield.  The specific iden-
tification method is used to determine the cost of securities.  The Fund considers anticipated investment income in determining if a 
premium deficiency exists.

Derivative Instruments

Statement of Financial Accounting Standards No. �33 “Accounting for Derivative Instruments and Hedging Activities” (SFAS �33), 
requires that every derivative instrument be recorded on the balance sheet as an asset or liability measured at its fair value and that 
changes in the derivative’s fair value 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 SFAS �33.  These investments are considered embedded derivative instruments and have 
not been designated as hedges; accordingly, the changes in market values are recorded in earnings.  The mark-to-market impact of these 
derivatives on earnings was a loss of $�3�,3�� and a gain of $�89,336 as of December 3�, �005 and �00�, respectively.

Cash and Cash Equivalents

Cash and cash equivalents 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.

Allowance for Doubtful Accounts

The Fund estimates its allowance for doubtful accounts as 0.5% of written premiums each year, adjusted subsequently based on a quali-
tative analysis of individual account billing and payment history.  Premiums receivable are shown on the balance sheet net of an allow-
ance for doubtful accounts of approximately $55�,000 and $�70,000 at December 3�, �005 and �00�, respectively. 

Furniture and Equipment

Furniture and equipment are stated at cost less accumulated depreciation.  Depreciation is computed using the straight-line method.  
Accumulated depreciation was $755,678 and $�,058,�86 as of December 3�, �005 and �00�, respectively.  Depreciation expense was 
$�58,7�7 and $�30,�55 as of December 3�, �005 and �00�, respectively.

Premium Revenue, Advance Premiums and Unearned Premiums

Premium revenue is based on the total covered payroll of participating employers and is recognized as earned on a pro rata basis over 
the policy coverage period.  The unearned portion of such premiums is recorded as unearned premiums on the accompanying balance 
sheet.  Advance premiums represent the portion of premiums received prior to the policy’s effective date.

Earned premiums are recorded as revenue net of the 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.

Unpaid Losses and Loss Adjustment Expenses

The provision for losses and loss adjustment expenses includes paid and unpaid claims and expenses associated with settling claims, 
including legal fees.  The liability for unpaid losses and loss adjustment expenses is based on claims adjusters’ evaluations of individual 
claims and management’s evaluation and an 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 set-
tling the claims, including the effects of inflation and other societal and economic factors.  Any adjustments resulting from the settle-
ment of losses will be reflected in earnings at the time the adjustments are determined.
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KESA, THE KENTUCKY WORKERS’ COMPENSATION FUND

Notes to Financial Statements, continued
2.  Summary of Significant Accounting Policies, continued

Reinsurance

In the normal course of business, the Fund seeks to reduce the loss that may arise from catastrophes or other events that cause 
unfavorable underwriting results by reinsuring certain levels of risk in various areas of exposure with other insurance enterprises or 
reinsurers. Excess insurance premiums, losses and loss adjustment expenses are accounted for on bases consistent with those used in 
accounting for the original policies issued and the terms of the reinsurance insurance contracts.

Advertising

Advertising costs are expensed as incurred.  Total advertising expenses included in underwriting expenses are $��0,555 and $�9�,668 
for �005 and �00�, 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.  
The Fund is exempt from state income taxes.

Comprehensive Income

Accounting principles generally accepted in the United States of America require that recognized revenue, expenses, gains and losses 
be included in net income.  Although certain changes in assets and liabilities, such as unrealized gains and losses on available-for-sale 
securities are reported as a separate component of the equity section of the balance sheet, such items, along with net income, are com-
ponents of comprehensive income.

Reclassifications

Certain �00� amounts have been reclassified to conform to the �005 presentation with no effect on net income or members’ equity.

3.  Investments

The amortized cost and fair value of securities, with gross unrealized gains and losses, follows:

 Amortized Gross Unrealized  Gross Unrealized  Fair
 Cost Gains Losses Value  
December 31, 2005
U.S. government and agency securities $ �8,8�6,8�9 $ 3��,�98 $ (��7,9��) $ �8,7��,�05
Corporate securities 7,600,��0 63,790 (�09,737) 7,�5�,�93
Municipal securities �8,366,89� ��,38� (3�5,096) �8,073,�80
Convertible bonds 8,0��,38� 570,780 (�75,559) 8,��9,603
U.S. Treasury notes and bonds �0,55�,7�6 �3,063 (�7�,699) �0,3�3,090
U.S. Treasury bills �,5�3,��� - - �,5�3,���

Total fixed maturities 75,933,503 �,0��,��5 (�,��0,003) 75,53�,7�5
Convertible preferred stock �,6�9,9�� �8,�0� (95,6�7) �,57�,679
Equity securities 9,3��,993 6�3,036 (�63,837) 9,�7�,�9�

      Total $ 86,905,420 $ 1,652,653 $ (1,979,487) $ 86,578,586

December 31, 2004 
U.S. government and agency securities $ 33,538,305 $ 50�,5�9 $ (3�8,5�0) $ 33,7��,3��
Corporate securities 8,583,655 36�,870 (�9,�37) 8,9�9,388
Municipal securities �3,300,373 �56,930 (56,3�0) �3,�00,983
Convertible bonds 6,�33,9�0 37�,6�5 (3�,708) 6,�7�,837
U.S. Treasury notes and bonds �,�77,�7� �,��0 (8,�50) �,�73,�3�
U.S. Treasury bills �,999,8�� - - �,999,8��

Total fixed maturities 66,033,�66 �,�00,36� (��5,��5) 66,988,505
Convertible preferred stock �,63�,35� 9,850 (56,�57) �,58�,7�7
Bond mutual funds 6,66�,55� - (�73,��3) 6,�9�,�09
Equity securities 8,���,�9� 359,3�8 (87,5�6) 8,393,093

      Total $ 82,450,463 $ 1,769,542 $ (762,251) $ 83,457,754



��

KESA, THE KENTUCKY WORKERS’ COMPENSATION FUND

Notes to Financial Statements, continued
3.  Investments, continued

Proceeds from sales and maturities of investments during �005 and �00� were $�3,97�,776 and $6�,��3,6�9, respectively; gross gains of 
$�03,8�� and $�,0��,�00 and gross losses of $�,0��,�83 and $95�,6�0, respectively, were realized on those sales.  

The amortized cost and fair value of investments at December 3�, �005, by contractual maturity, are shown below.  Expected maturities 
may differ from contractual maturities because certain borrowers may have the right to call or prepay obligations with or without call or 
repayment penalties.  The average rate of assumed investment yield in effect for �005 and �00� was �.3�% and 3.70%, respectively.

 Amortized Fair
 Cost Value

Due in one year or less $ 6,837,�50 $ 6,8�8,659
Due after one year through five years �0,77�,��� �0,5��,369
Due after five years through ten years ��,399,�39 ��,39�,�70
Due after ten years 35,9�6,000 35,769,��7

 $ 75,933,503 $ 75,53�,7�5

As required by the Kentucky Office of Insurance, the Fund has pledged surety in the amount of $8,�7�,�00 as collateral for the pay-
ment of workers’ compensation claims.  The amount pledged is to remain under the joint control of the Fund and the Kentucky 
Office of Insurance, for the exclusive payment of any liability for workers’ compensation claims due through December 3�, �005.  As of 
December 3�, �00�, the amount pledged was $6,66�,55�. 

4.  Unpaid Losses and Loss Adjustment Expenses

Activity in the liability for unpaid losses and loss adjustment expenses, before discounting, is summarized as follows:

 2005 2004

Balance at January � $ 99,07�,3�7 $ 77,650,9�8
Less reinsurance recoverable (7,968,66�) (8,965,96�)
Net balance at January � 9�,�05,686 68,68�,95�

Incurred related to:
 Current year 5�,�9�,5�3 �8,998,�3�
 Prior years �,753,999 �,39�,506
  Total incurred 5�,9�6,5�� 5�,390,937

Paid related to:
 Current year ��,36�,��� ��,87�,756
 Prior years �9,060,99� �7,097,��9
  Total paid 30,��5,�35 �8,970,�05

Net balance at December 3� ��3,6�7,093 9�,�05,686
Plus reinsurance recoverable 8,770,�98 7,968,66�
Balance at December 31 $ 122,397,591 $ 99,074,347

The aggregate liability has been discounted using discount factors over the anticipated payment periods to reflect the time value of 
money.  At December 3�, �005 and �00�, the Fund discounted its aggregate liability using a 3.5% interest rate applied over the Fund’s 
historical payment patterns of approximately �6 and �5 years, respectively.  At December 3�, �005 and �00�, reserves for estimated 
claims and claims adjustment expenses have been discounted by approximately $�0,35�,000 and $�8,979,000, respectively.  Of the dis-
count, approximately $5,735,000 and $5,63�,000 relate to current year incurred losses for �005 and �00�, respectively.

5.  Federal Income Taxes

The Fund files its federal income tax return as “an insurance company other than a life insurance company” under Section 83� of the 
Internal Revenue Code.  In lieu of state income taxes, state regulations require that the group self-insurers pay premium-based taxes in 
support of the Commonwealth of Kentucky Special Fund.

The difference between federal income taxes computed at 3�%, the statutory rate, and federal income tax expense is due primarily to 
the Fund’s investments in tax exempt securities.
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KESA, THE KENTUCKY WORKERS’ COMPENSATION FUND

Notes to Financial Statements, continued
5.  Federal Income Taxes, continued

Significant components of the deferred tax assets and deferred tax liabilities at December 3�, �005 and �00� are presented below:

 2005 2004
Deferred tax assets:  
 Net unrealized losses on securities available-for-sale $ �90,��� $ -
 Advance and unearned premiums �,687,0�0 �,8�0,�0�
 Allowance for doubtful accounts �87,�0� 60,8�3
 Capital loss carryforward �65,767 �59,�6�
 Loss reserves ��5,3�7 -
 Other - -
  Total deferred tax assets �,7�5,609 �,�60,�09

Deferred tax liabilities:
 Net unrealized gains on securities available-for-sale - ���,�89
 Loss reserves - 33�,957
 Other 5�,3�7 3�,796
  Total deferred tax liabilities 5�,3�7 6�0,9��

  Net deferred tax assets $ 2,694,282 $ 1,549,267

At December 3�, �005, the Fund had capital loss carryforwards of approximately $�,556,000 that will expire at various times through 
�009.  The Fund paid federal income taxes of $�,350,000 and $�,���,08� in �005 and �00�, respectively.  The Fund’s pre-tax income 
for income tax purposes was more than that reported in the financial statements by approximately $�,7��,000 and $�,830,000 for the 
years ended December 3�, �005 and �00�, respectively. 

6.  Reinsurance Coverage

The Fund uses excess insurance agreements to limit its exposure to payment of claims.  Excess insurance permits the recovery of a 
portion of claims from excess insurers, although it does not discharge the Fund from the primary liability as direct insurer.  Aggregate 
excess insurance provides coverage if the total losses of the Fund exceed an established loss fund.

For the years ended December 3�, �005 and �00�, the Fund carried specific excess insurance, which provided statutory (unlimited) 
limits in excess of $�,000,000 per occurrence.  The Fund has not purchased aggregate insurance since �00� but has obtained a waiver of 
the requirement to purchase aggregate insurance coverage from the Kentucky Office of Insurance.

Although the purchase of reinsurance coverage does not discharge the Fund from its primary liability to its members, the reinsurance 
company that assumes the coverage assumes the related liability, and it is the practice of organizations such as the Fund for account-
ing purposes to treat insured risks, to the extent of reinsurance coverage, as though they were risks for which the Fund is not liable.  
However, the Fund remains contingently liable in the event its reinsurer is unable to meet their contractual obligation.

Excess insurance premiums were $3,�87,7�8 and $�,98�,009 for the years ended December 3�, �005 and �00�, respectively.  
Reinsurance recoveries on paid claims during �005 and �00� were $�9�,�09 and $3,755,575, respectively.  The estimated recoverables 
on claims were $8,770,�98 and $7,968,66� in �005 and �00�, respectively.  See Note � for further information.

7.  Comprehensive Loss

The amount of other comprehensive loss and the related income tax components are as follows as of December 3�:

 2005 2004

Unrealized holding losses arising during the year $ (�,885,0�5) $ (778,395)
Reclassification adjustment for losses (gains) realized on investments 607,66� (58,�60)

 Other comprehensive loss  (�,�77,353) (836,855)
Related income tax benefit  �3�,300 �8�,53�

 Other comprehensive loss, net of tax $ (843,053) $ (552,324)
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Notes to Financial Statements, continued
8.  Retirement Plan

The Fund has a �0�(k) savings plan which allows eligible employees to contribute up to the maximum 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 compensa-
tion.  The Fund’s matching contribution was $80,903 and $73,806 in �005 and �00�, respectively.

9.  Commitments

 The Fund leases office space under a noncancellable operating lease which expires on August 3�, �0�0.  Rental expense under this lease 
was $�68,663 and $�5�,3�� for �005 and �00�, respectively.  The Fund has the option to renew the lease for an additional five-year 
term.  The expected future minimum rental commitments under the lease are as follows:

�006 $ �87,��5

�007  �87,��5

�008  �87,��5

�009  �87,��5

�0�0  ���,8�0 

 $ 873,670

In October �00�, the Fund entered into a license agreement with a software company to update and improve its operating systems.  
Under terms of the license agreement, the Fund is to pay certain amounts as conversion milestones are reached.  As of December 3�, 
�005, the Fund has paid this license fee in its entirety.  The operating system was placed in service on October �, �005 and is included 
in furniture and equipment.

10.  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 �).

11.  Concentration of Credit Risk

At various times during the year, the Fund’s cash in bank balance exceeded the federally insured limits.  As of December 3�, �005 and 
�00�, the Fund’s uninsured cash balance totaled $58�,737 and $���,��3, respectively.

The Fund evaluates the financial condition of its reinsurers 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 reinsurer insolvency.  
At December 3�, �005 and �00�, reinsurance receivables with a carrying value of $9,588,600 and $8,357,�3� were associated with mul-
tiple reinsurers with a rating of A or better by A.M. Best Company.  The Fund maintains no collateral or other security for financial 
instruments subject to credit risk. 
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