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DEPARTMENT OF EMPLOYEE TRUST FUNDS
801 West Badger Road

Madison, WI  53702

CORRESPONDENCE MEMORANDUM

DATE: June 11, 2003

TO: Employee Trust Funds Board
Wisconsin Retirement Board
Teachers Retirement Board

FROM: Robert C. Willett, CPA
Chief Trust Financial Officer

SUBJECT: December 31, 2002 Financial Report

Attached are the financial reports as of December 31, 2002 for all benefit plans administered by
the Department of Employee Trust Funds.  The reports show comparative income statements and
balance sheets for 1998 through 2002.  Data for 1998 through 2001 is from the final audited
financial statements.  The 2002 data is currently being audited by the Legislative Audit Bureau.

I've also included some additional explanation of selected data in the statements which may need
further clarification, or that you may find noteworthy.

I will be at your June 19 meeting to present this report and answer any questions you may have.
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Transaction Amortization Account
Market Recognition Account

The transaction amortization account (TAA) and market recognition account (MRA) are
reflected as a reserve for market value adjustments in the financial statements for all of the
programs invested in the fixed retirement investment trust, including Fixed Retirement, Police &
Firefighter Retirement, Milwaukee Special Death Benefit, Income Continuation Insurance, Duty
Disability Insurance, Accumulated Sick Leave Conversion, and Long-Term Disability Insurance.

The charts below shows the year-end balance, after annual distributions, of the TAA and,
beginning in 2000, the MRA.  These charts illustrate the steady growth of the TAA over many
years, and its rapid depletion following the Act 11 distribution, the conversion to the MRA, and
the market downturn.  1998 was the all time high year-end TAA balance ($11.5 billion) and the
balance as a percent of the total fixed trust fund (23.6%).  At the end of 2002, the combined
TAA / MRA had a negative balance of almost $8 billion.
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Pension Funds

Combined Pension Funds (Statement 1)
This statement combines the Fixed Retirement Fund, Variable Retirement Fund, and the Police
& Firefighters Retirement Fund (s. 62.13).

- Contributions � During 2002 the trend of employers prepaying prior service obligations
accelerated.  189 employers prepaid almost $359 million of their prior service liability. 
Many of these employers took advantage of low interest rates to issue Pension Obligation
Bonds for their liability.  This trend will continue in the current year as numerous employers,
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including the State of Wisconsin, make plans to pay off their prior service obligation.

The following chart shows the actual contributions received by year, as well as the
contributions which were not collected because of the Act 11 employer contribution credits.

WRS Contributions
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- Annuity Benefit Payments - Annuity benefit payments exceeded $2.6 billion in 2002, an
increase of just 6% over 2001 compared to an average annual increase of 15.3% in the three
previous years.  The 2001 fixed dividend of 3.3% and variable adjustment of minus 14.0%
were significant factors in slowing the rate of increase in overall annuity payments. 

Annuity Payments
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7,159 new annuities were begun in 2002, down from 7,609 new annuities in 2001.  This
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decrease is likely a combination of the economic slowdown causing some participants to
delay their retirement plans, along with the surge of retirements from Act 11 slowing. 
The 7,700 new annuities in 2000 following the passage of Act 11 was the highest number
of new annuities ever initiated in one year.

New Annuities
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The following chart shows the cumulative effect of post-retirement annuity increases versus the
cost of living (CPI-U) for the last forty years.  The chart shows that cumulative fixed dividends
have exceeded the cost of living for those annuitants retiring in 1971 and later.  Cumulative
variable annuity increases have exceeded the cost of living for annuitants who retired before
1995.  Those annuitants who began a variable annuity after 1995 have had the variable portion of
their annuities reduced below the original amount.

WRS Post Retirement Increases Compared to CPI
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- Prior Service Contributions Receivable � This is the amount of the unfunded actuarial
accrued liability (UAAL) due from employers.  The balance of the UAAL decreased
significantly in 2002 because the employers issued Pension Obligation Bonds to pay off their
UAAL balances.

WRS UAAL Balance
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Fixed Retirement Fund (Statement 2)
- Investment Income - The report shows an investment loss of  $4.5 billion in 2002.  This is a

combination of $2.5 billion recognized as current income and $7.0 billion in losses being
deferred to future years in the market recognition account balance.  The $2.5 billion current
income resulted in a fixed effective earnings rate of 5.0% and no fixed dividend. 

- The chart below shows the relationship between total investment income earned and the
investment income actually recognized in a year.  In any year, the difference between total
income and recognized income is the net addition to or distribution from the transaction
amortization account.

Fixed Fund Investment Income

-6.0
-4.0
-2.0
0.0
2.0
4.0
6.0
8.0

10.0

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

B
ill

io
ns

 $

Recognized Investment Income Total Investment Income



6

- Total Fund Balance - The total fixed retirement fund balance decreased by $5.8 billion, or 
11% in 2002.  This was a combination of a $4.5 billion investment loss and $1.3 billion of
benefits and expenses in excess of contributions.  The chart below shows the individual
reserves making up the total fund balance.  It is important to note that although the total
Fixed Trust Fund balance has declined in each of the last two years, the individual annuity,
employer and employee reserves have grown each year as the balance in the TAA has been
distributed into the other reserves.

Fixed Fund Reserves
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The chart below shows the non-investment related cash flows for the Fixed Trust Fund.  Benefits
and expenses first exceeded contributions in 1994, requiring the use of investment income to
meet benefit obligations.  By 2002, benefits and expenses exceeded contributions by over one
billion dollars. It is expected that in approximately five years the cash flow required for benefit
payments will exceed the income received from investments (interest and dividends) and
investments will have to be liquidated to provide the necessary resources for benefit payments.
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Fixed Trust Fund - Non-Investment Cash Flow
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- Reserve for Undistributed Earnings - This reserve is the investment earnings that have not
yet been distributed to participant accounts and reserves.  Investment earnings are distributed
to the fixed reserves in tenths of a percent.  The Undistributed Earnings account balance of
$20.6 million is less than 0.1% of reserves, and cannot be distributed.  This balance will be
added to the 2003 investment earnings and used in determining the 2003 effective earnings
rate.

Variable Retirement Fund (Statement 3)
- Investment Income - Variable fund investments lost $1.4 billion in 2002.  This loss resulted

in an effective rate of negative 23% for 2002 compared to the effective rate of negative 9%
in 2001.  The chart below shows the volatility of the variable fund investment income. 
While investment income in the variable fund is only slightly more volatile than the fixed
fund, the absence of a smoothing mechanism, such as the TAA/MRA, results in the full
volatility of the fund being passed directly to the reserves and the participants each year.

Variable Fund Investment Earnings
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- Total Fund Balance - The total variable fund balance decreased by over $1.65 billion, or
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26.3% in 2002.  The decrease resulted from an investment loss of $1.35 billion less $300
million in benefits and expenses in excess of contributions.  The chart below shows the rapid
decline in the variable fund during the market downturn of the last three years. 

Variable Fund Reserves
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- Reserve for Undistributed Earnings - This reserve is the accumulated investment earnings
that have not yet been distributed to participant accounts and reserves.  Investment earnings
are distributed to the variable reserves in full percentages.  The Undistributed Earnings
account balance of negative $22.6 million is only (0.5%) of reserves, and cannot be
distributed.  The balance will be subtracted from the 2003 investment earnings and used in
determining the 2003 effective earnings rate.

Police & Firefighters (Statement 4)
- No further explanation of the report.

Milwaukee Special Death Benefit (Statement 5)
- Insurance Premiums � Effective January 1, 2003 all of the assets of the Milwaukee Special

Death Benefit Program were transferred to Minnesota Life Insurance Company in exchange
for permanent life insurance for all remaining members of this plan. 

General Fund (Statement 6)
- Annuity Benefit Payments - Supplemental benefits paid to the oldest annuitants were $3.8

million in 2002, down from $4.5 million in 2001.  Payments are expected to continue
dropping rapidly to approximately $3.2 million in 2003 and $2.7 million in 2004.

Insurance Funds
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Duty Disability (Statement 7)
- Contributions - Employer contributions increased by 4.4% in 2002, and 157% since 1993. 

These increases are the result of contribution rate changes intended to eliminate the
program's actuarial deficit.  Duty Disability contribution rates are experience-rated by
employer, so new claims from an employer may result in increases in that employer's
contribution rate.

- Annuity Benefit Payments - This expense is the actuarial value of all future benefit
payments for disability claims incurred during 2002, not just the actual payments made
during the year.

- Estimated Future Claims - This is the actuarial value of all future benefit payments for
disability claims incurred during 2002 and prior years. 

- Total Fund Balance - The fund balance deficit was decreased by 0.6% in 2002.  Despite this
minor improvement, the unfunded liability for this program remains in excess of $200
million, with a funded ratio of only 43%.  Actuarial projections are that the current
contribution rate will fully fund the program in approximately 18 years.
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Long-Term Disability Insurance (Statement 8)
- Contributions - Contributions for LTDI are set by the actuary and collected from the

Wisconsin Retirement System.  No premiums are collected directly from employers or
participants.  Required contributions have been suspended since 1999 in recognition of the
high overall funding level for the program.
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- Insurance Claims - This expense is the actuarial value of all future benefit payments for
disability claims incurred during 2002, not just the actual payments made during the year. 

- Estimated Future Claims - This is the actuarial value of all future benefit payments for
disability claims incurred during 2002 and prior years.

- Total Fund Balance - The LTDI fund balance declined by 19.7% in 2002.  Despite this
decline, the program remains extremely well funded.  A rapid buildup of assets in the early
years of the program assures that adequate reserves will be available for benefits as the
transition from the existing WRS disability program to LTDI takes place. 

Long-Term Disability Insurance
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Income Continuation Insurance (Statement 9)
- Insurance Claims �This expense is the actuarial value of all future benefit payments for

disability claims incurred during 2002, not just the actual payments made during the year. 

- Estimated Future Claims - This is the actuarial value of all future benefit payments for
disability claims incurred during 2002 and prior years. 

- Fund Balance - The ICI unreserved fund balance continued to decline in 2002 as a result of
increased claims payments and the investment losses.  Despite the decline, assets are still
approximately 125% of liabilities. The funding objective for the ICI program is to maintain
reserves between 100 and 125% of liabilities.
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Income Continuation Insurance
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Health Insurance (Statement 10)
- No further explanation of the report.

Life Insurance (Statement 11)
- No further explanation of the report.

Other Benefit Plans

Employee Reimbursement Accounts (Statement 12)
- No further explanation of the report.

Accumulated Sick Leave Conversion (Statement 13)
- Contributions � Contributions for 2002 were down 42% from 2001.  This was the result of a

contribution �holiday� enacted by the Legislature for the period from July 2002 through June
2003.

- Fund Balance � The contribution holiday in effect during 2002 and 2003 has reversed the
steady progress that had been made in funding the benefit obligations for this program.  At
the end of 2001, before the contribution holiday went into effect, plan assets covered
approximately 67% of plan liabilities.  At the end of 2002, assets had dropped to 60% of
liabilities.  It is expected that by the end of the holiday on June 30, 2003, assets will account
for only 55% of plan liabilities.

Under current Board policies, the contribution rate for Accumulated Sick Leave Conversion
will have to rise to achieve full funding as scheduled.  The State has shown interest in issuing
bonds to fund the entire unfunded liability for the program, including the contributions
withheld during the holiday.
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Accumulated Sick Leave Conversion Credits
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Deferred Compensation (Statement 14)
- Investments - Total investments declined by 7.9% during 2002.  This amount was the sum

of net new deferrals of $43 million less the investment loss of $134 million.

Administration (Statement 15)
- No further explanation of the report.


