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Weather-related events have impacted Harleysville
Group’s results over the past several years. Harleysville
Group is attempting to reduce the impact of catastrophes
by achieving greater geographic distribution of risks,
reducing exposure in catastrophe-prone areas and through
reinsurance. Effective January 1, 1997, Harleysville Group
entered into a reinsurance agreement with Mutual where-
by Mutual reinsures accumulated catastrophe losses in a
quarter up to $15,750,000 ($16,200,000 in 1998) in excess
of $1,750,000 ($1,800,000 in 1998) in return for a reinsur-
ance premium. The agreement excludes catastrophe
losses resulting from earthquakes or hurricanes. Under this
agreement, Harleysville Group ceded to Mutual premiums
earned of $2.6 million and losses incurred of $1.6 million
for 1997. Effective for one year from July 1, 1997, the
Company’s subsidiaries, and Mutual and its wholly-owned
subsidiaries are reinsured under a catastrophe reinsurance
treaty that provides coverage for 85% of up to $147 million
in excess of a retention of $20 million for any given
catastrophe. Harleysville Group’s 1998 pooling share of
this coverage would be 85% of up to $105.8 million in
excess of a retention of $14.4 million for any given
catastrophe. Accordingly, pursuant to the terms of the
treaty, the maximum recovery would be $125 million for
any catastrophe involving an insured loss of $167 million
or greater. Harleysville Group’s 1998 pooling share of this
maximum recovery would be $90 million for any catastro-
phe involving an insured loss of $120 million or greater.
The treaty includes reinstatement provisions providing
for coverage for a second catastrophe and requiring
payment of an additional premium in the event of a first
catastrophe occurring.

1996 Compared to 1995

Premiums earned increased $138.2 million for the year
ended December 31, 1996. Of such increase, $76.7 million
was due to the increased pooling participation. Excluding
the effect of this change, the premiums earned from pooled
business increased $30.5 million for the year ended
December 31, 1996 due to an increase in commercial lines
business. The remaining increase of $31.0 million was due
to growth in Lake States, primarily from its expansion into
the neighboring states of Indiana, Illinois and Wisconsin.

Investment income increased $9.6 million for the year
ended December 31, 1996 resulting from an increase
in invested assets. Such increase was primarily provided
by a $117.8 million cash transfer received for various
insurance liabilities assumed January 1, 1996 in connection
with the increase in Harleysville Group’s pool participation.

Realized investment gains increased $0.9 million for the
year ended December 31, 1996 primarily resulting from
sales of equity securities.

Income before income taxes decreased $21.3 million
for the year ended December 31, 1996 primarily due to
higher losses from severe weather, partially offset by the
higher investment income and realized investment gains.
Harleysville Group’s GAAP combined ratio increased
to 108.4% for the year ended December 31, 1996 from
104.0% for the year ended December 31, 1995.

The 1996 results were adversely affected by Hurricanes
Fran and Bertha that both struck the North Carolina coast
and resulted in losses of $13.0 million. In January 1996,
a blizzard and related storms resulted in losses of $15.2
million. Together, these losses totaled $28.2 million
($0.66 per basic share after taxes) and adversely affected
Harleysville Group’s 1996 combined ratio by 4.6 points.
Excluding this impact, the GAAP combined ratio improved
0.2 points due to improved results in the personal
automobile line of business.

Harleysville Group recognized favorable development in
the provision for insured events of prior years of $35.0
million and $10.9 million in 1996 and 1995, respectively.
The increase relates to lower than expected claim severity
in the workers compensation and automobile lines of
business.

The 1996 effective tax expense rate declined to 8.6%
compared to 21.5% in 1995 primarily due to tax-exempt
investment income comprising a higher proportion of
income before income taxes in 1996.

Year 2000

Harleysville Group is in the process of comprehensively
assessing and modifying, where necessary, its computer
applications to ensure their functionality with respect
to the year 2000 millennium change. This process began
in 1996 with an assessment of the basic transaction
processing systems, which include the policy issuance,
billing and claims systems. The modifications of these
systems is planned to be completed and tested during
the second half of 1998. Currently, Harleysville Group is
completing detailed plans for the remaining work to be
done. As most of Harleysville Group’s computer systems
have been internally developed, Harleysville Group
primarily is utilizing internal resources through redeploy-
ment of existing information technology resources. Costs
incurred have not been material and, at present, are not
expected to be material in any single future year.

Year 2000 computer problems create risk for Harleysville
Group because of unforeseen problems in computer
systems of its own and of third parties with whom Har-
leysville Group does business. Failure of the Harleysville
Group or third party computer systems could have a
material impact on Harleysville Group’s ability to conduct
its business.

Harleysville Group is in the process of reviewing the
coverages provided under insurance policies it under-
writes to evaluate the potential impact on future results
of operations, if any, of year 2000 computer problems.

New Accounting Standards

In 1997, Statement of Financial Accounting Standards
(SFAS) No. 130, “Comprehensive Income,” was issued
and established standards for the reporting and disclosure
of comprehensive income and its components (revenues,
expenses, gains and losses). The statement requires
that all items that are required to be recognized under
accounting standards as components of comprehensive
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income be reported in a financial statement that is
displayed with the same prominence as other financial
statements. The statement requires that an enterprise (a)
classify items of other comprehensive income by their
nature in a financial statement and (b) display the accumu-
lated balance of other comprehensive income separately
from retained earnings and additional paid-in capital in
the equity section of a statement of financial position.
The statement is effective for fiscal years beginning after
December 31, 1997. Harleysville Group will adopt the
statement in 1998.

In 1997, SFAS No. 131, “Disclosures about Segments of
an Enterprise and Related Information,” was issued and
established standards for the way public business enter-
prises report information about operating segments in
annual financial statements. The statement requires that
those enterprises report selected information about
operating segments in interim financial reports issued
to shareholders. It also establishes standards for related
disclosures about products and services, geographic areas
and major customers. The statement is effective for fiscal
years beginning after December 15, 1997. Harleysville
Group is in the process of determining the effect of this
statement upon its financial reporting requirements.

Liquidity and Capital Resources

Liquidity is a measure of the ability to generate sufficient
cash to meet cash obligations as they come due. Harleys-
ville Group’s primary sources of cash are premium
income, investment income and maturing investments.
Cash outflows can be variable because of uncertainties
regarding settlement dates for liabilities for unpaid losses
and because of the potential for large losses either
individually or in the aggregate. Accordingly, Harleysville
Group maintains investment and reinsurance programs
generally intended to provide adequate funds to pay
claims without forced sales of investments. Harleysville
Group models its exposure to catastrophes and has the
ability to pay claims without selling held to maturity
securities even for events having a low probability (less
than 1%). In recent years, Harleysville Group has experi-
enced more frequent catastrophes than in prior years
and has been able to pay claims without liquidating any
investments. Harleysville Group has also considered
scenarios of declines in revenue and increases in loss
payments and has the ability to meet cash requirements
under such scenarios without selling held to maturity
securities. Harleysville Group’s policy with respect to fixed
maturity investments is to purchase only those that are of
investment grade quality.

Net cash provided by operating activities was $89.8
million and $207.0 million for 1997 and 1996, respectively.
The decrease in net cash provided by operating activities
in 1997 primarily reflects the effect of amendments to
the pooling agreement with Mutual. Cash transfers of
$29.0 million and $117.8 million were received effective
January 1, 1997 and 1996, respectively, by Harleysville
Group related to the various liabilities assumed in connec-
tion with such amendments.

Net cash used by investing activities was $84.9 million
and $206.6 million for 1997 and 1996, respectively. The
lower amount in 1997 reflects the investment of the cash
provided by operating activities.

Financing activities used net cash of $5.6 million in 1997
compared to $1.5 million in 1996. The change was
primarily due to an increase in dividend payments and
a decrease in the issuance of common stock as Mutual
did not reinvest its dividend from the Company.

The Company maintained $3.8 million of cash and
marketable securities at the holding company level at
December 31, 1997, which is available for general
corporate purposes including dividends, debt service,
capital contributions to subsidiaries and acquisitions.
Harleysville Group has no material commitments for
capital expenditures as of December 31, 1997.

As a holding company, the Company’s principal source
of cash for the payment of dividends is dividends from its
subsidiaries. The Company’s insurance subsidiaries are sub-
ject to state laws that restrict their ability to pay dividends.

Applying the current regulatory restrictions as of De-
cember 31, 1997, $24.1 million would be available for
distribution to the Company by its subsidiaries without
prior regulatory approval until September 30, 1998, after
which $57.8 million would be available for distribution
to the Company without prior approval. In 1997, the
Company’s insurance subsidiaries paid dividends of $31.7
million which the Company used to purchase Minnesota
Fire. See the Business-Regulation section of the Com-
pany’s 1997 Form 10-K which includes a reconciliation
of net income and shareholders’ equity as determined
under statutory accounting practices to net income and
shareholders’ equity as determined in accordance with
generally accepted accounting principles. Also, see Note 9
of the Notes to Consolidated Financial Statements.

The National Association of Insurance Commissioners has
adopted risk-based capital (RBC) standards that require
insurance companies to calculate and report statutory
capital and surplus needs based on a formula measuring
underwriting, investment and other business risks
inherent in an individual company’s operations. These
RBC standards have not affected the operations of Har-
leysville Group since each of the Company’s insurance
subsidiaries has statutory capital and surplus in excess of
RBC requirements.

Harleysville Group had off-balance-sheet credit risk related
to $59.0 million of premium balances due to Mutual from
agents at December 31, 1997.

Impact of Inflation

Property and casualty insurance premiums are established
before the amount of losses and loss settlement expenses,
or the extent to which inflation may affect such expenses,
are known. Consequently, Harleysville Group attempts,
in establishing rates, to anticipate the potential impact of
inflation. In the past, inflation has contributed to increased
losses and loss settlement expenses.
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CONSOLIDATED BALANCE SHEETS (in thousands, except share data)

December 31, 1997 1996

Assets
Investments:

Fixed maturities:
Held to maturity, at amortized cost (fair value $643,951 and $606,770) $ 611,604 $ 587,979
Available for sale, at fair value (cost $660,911 and $583,449) 689,806 598,193

Equity securities, at fair value (cost $79,221 and $55,473) 121,830 69,932
Short-term investments, at cost, which approximates fair value 28,350 35,175

Total investments 1,451,590 1,291,279
Cash 1,460 2,120
Receivables:

Premiums 83,948 73,963
Reinsurance 78,750 80,163
Accrued investment income 21,253 19,527

Total receivables 183,951 173,653
Deferred policy acquisition costs 72,076 68,779
Prepaid reinsurance premiums 14,504 5,444
Property and equipment, net 24,778 22,157
Deferred income taxes 18,906 30,963
Other assets 33,930 28,217

Total assets $1,801,195 $1,622,612

Liabilities and Shareholders’ Equity
Liabilities:

Unpaid losses and loss settlement expenses $ 868,393 $ 796,820
Unearned premiums 298,625 281,366
Accounts payable and accrued expenses 72,427 60,966
Debt 97,440 97,715
Due to affiliate 17,795 15,500

Total liabilities 1,354,680 1,252,367

Shareholders’ equity:
Preferred stock, $1 par value, authorized

1,000,000 shares; none issued
Common stock, $1 par value, authorized

80,000,000 shares; shares issued and
outstanding 1997, 28,821,973 and 1996, 14,139,862 28,822 14,140

Additional paid-in capital 113,646 121,033
Net unrealized investment gains, net of deferred income taxes 46,478 18,982
Retained earnings 257,569 216,090

Total shareholders’ equity 446,515 370,245

Total liabilities and shareholders’ equity $1,801,195 $1,622,612

See accompanying notes to consolidated financial statements.

Harleysville Group
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CONSOLIDATED STATEMENTS OF INCOME (in thousands, except per share data)

Year Ended December 31, 1997 1996 1995
Revenues:

Premiums earned $624,905 $615,197 $477,042
Investment income, net of investment expense 81,783 78,008 68,445
Realized investment gains 6,541 3,182 2,245
Other income 10,950 11,038 10,817

Total revenues 724,179 707,425 558,549

Losses and expenses:
Losses and loss settlement expenses 439,488 468,490 335,496
Amortization of deferred policy acquisition costs 157,591 154,320 123,019
Other underwriting expenses 50,108 43,965 37,764
Interest expense 6,597 6,548 6,811
Other expenses 3,114 2,727 2,817

Total expenses 656,898 676,050 505,907

Income before income taxes 67,281 31,375 52,642
Income taxes 13,209 2,695 11,311

Net income $ 54,072 $ 28,680 $ 41,331

Per common share:
Basic earnings $ 1.89 $ 1.03 $ 1.53

Diluted earnings $ 1.86 $ 1.02 $ 1.51

Cash dividends $ .44 $ .40 $ .36

See accompanying notes to consolidated financial statements.

Harleysville Group
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY (dollars in thousands)

For the Years Ended December 31, 1997, 1996 and 1995

Net
Additional Unrealized

Common Stock Paid-in Investment Retained
Shares Amount Capital Gains (Losses) Earnings Total

Balance at December 31, 1994 13,364,062 $13,364 $103,851 $(7,276) $166,985 $276,924
Net income 41,331 41,331
Issuance of common stock:

Incentive plans 144,295 144 1,770 1,914
Dividend Reinvestment Plan 209,729 210 5,524 5,734

Tax benefit from stock
options exercised 374 374

Cash dividends paid (9,751) (9,751)
Change in unrealized investment

gains (losses), net 28,483 28,483

Balance at December 31, 1995 13,718,086 13,718 111,519 21,207 198,565 345,009
Net income 28,680 28,680
Issuance of common stock:

Incentive plans 234,470 235 4,249 4,484
Dividend Reinvestment Plan 187,306 187 4,776 4,963

Tax benefit from stock
options exercised 489 489

Cash dividends paid (11,155) (11,155)
Change in unrealized investment

gains (losses), net (2,225) (2,225)

Balance at December 31, 1996 14,139,862 14,140 121,033 18,982 216,090 370,245
Net income 54,072 54,072
Issuance of common stock:

Incentive plans 303,682 304 5,161 5,465
Dividend Reinvestment Plan 15,984 16 500 516

Tax benefit from stock
options exercised 1,314 1,314

Cash dividends paid (12,593) (12,593)
Two-for-one stock split 14,362,445 14,362 (14,362)
Change in unrealized investment

gains (losses), net 27,496 27,496

Balance at December 31, 1997 28,821,973 $28,822 $113,646 $46,478 $257,569 $446,515

See accompanying notes to consolidated financial statements.

Harleysville Group



26

CONSOLIDATED STATEMENTS OF CASH FLOWS (in thousands)

Year Ended December 31, 1997 1996 1995

Cash flows from operating activities:
Net income $ 54,072 $ 28,680 $ 41,331
Adjustments to reconcile net income to net cash

provided by operating activities:
Change in receivables, unearned premiums,

prepaid reinsurance and due to affiliate (132) 6,282 8,717
Increase in unpaid losses and

loss settlement expenses 2,502 56,914 42,853
Deferred income taxes (159) (6,655) 845
(Increase) decrease in deferred policy acquisition costs 841 (9,670) (6,619)
Amortization and depreciation 1,794 1,430 1,151
Gain on sale of investments (6,541) (3,182) (2,245)
Other, net 8,430 15,380 3,460
Cash from change in intercompany pooling agreement 29,002 117,800

Net cash provided by operating activities 89,809 206,979 89,493

Cash flows from investing activities:
Held to maturity investments:

Purchases (36,419) (97,062) (25,492)
Maturities 28,630 19,279 25,739
Sales 4,766

Available for sale investments:
Purchases (139,859) (244,185) (140,176)
Maturities 28,970 69,829 20,931
Sales 57,427 37,724 66,250

Net sales (purchases) or maturities of
short-term investments 11,042 8,951 (33,802)

Acquisition, net of cash (32,920)
Purchases of property and equipment (1,767) (1,182) (2,078)

Net cash used by investing activities (84,896) (206,646) (83,862)

Cash flows from financing activities:
Issuance of common stock 7,295 9,936 8,022
Repayment of debt (275) (250) (2,230)
Dividends paid (12,593) (11,155) (9,751)

Net cash used by financing activities (5,573) (1,469) (3,959)

Increase (decrease) in cash (660) (1,136) 1,672
Cash at beginning of year 2,120 3,256 1,584

Cash at end of year $ 1,460 $ 2,120 $ 3,256

See accompanying notes to consolidated financial statements.

Harleysville Group
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NOTE 1 — DESCRIPTION OF BUSINESS AND
SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Description of Business

Harleysville Group consists of Harleysville Group
Inc. and its subsidiaries (all wholly owned). Those
subsidiaries are:

Great Oaks Insurance Company (Great Oaks)

Harleysville-Atlantic Insurance Company (Atlantic)

Harleysville Insurance Company of New Jersey (HNJ)

Huron Insurance Company (Huron)

Lake States Insurance Company (Lake States)

Mid-America Insurance Company (Mid-America)

Minnesota Fire and Casualty Company
(Minnesota Fire)

New York Casualty Insurance Company (New
York Casualty)

Worcester Insurance Company (Worcester)

Harleysville Ltd., a real estate partnership that owns
the home office

Harleysville Group is approximately 54% owned by
Harleysville Mutual Insurance Company (Mutual).

Harleysville Group underwrites property and casualty
insurance, including auto, homeowners, commercial
multi-peril, workers compensation and other lines of
business, that is marketed primarily in the eastern and
midwestern United States through independent agents.

Principles of Consolidation and
Basis of Presentation

The accompanying financial statements include the
accounts of Harleysville Group prepared in conformity
with generally accepted accounting principles, which
differ in some respects from those followed in reports
to insurance regulatory authorities. All significant
intercompany balances and transactions have been
eliminated in consolidation.

The preparation of financial statements in conformity
with generally accepted accounting principles requires
management to make estimates and assumptions that
affect the reported amounts of assets and liabilities, the
disclosure of contingent assets and liabilities at the date
of the financial statements, and the reported amounts
of revenues and expenses during the reporting period.
Actual results could differ from these estimates.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Investments

Accounting for fixed maturities depends on their
classification as held to maturity, available for sale or
trading. Fixed maturities classified as available for sale
are carried at fair value, with unrealized gains or losses
credited or charged directly to a separate component of
shareholders’ equity.

Investments in fixed maturities that are classified as
held to maturity are carried at amortized cost. Equity
securities are carried at fair value. There were no
investments classified as trading. Short-term investments
are recorded at cost, which approximates fair value.

Realized gains and losses on sales of investments are
recognized in net income on the specific identification
basis. Unrealized investment gains or losses, net of
applicable income taxes, are reflected directly in
shareholders’ equity and, accordingly, have no effect
on net income.

Premiums

Premiums are recognized as revenue ratably over the
terms of the respective policies. Unearned premiums are
calculated on the monthly pro rata basis.

Policy Acquisition Costs

Policy acquisition costs, such as commissions,
premium taxes and certain other underwriting and
agency expenses that vary with and are directly related
to the production of business, are deferred and amortized
over the effective period of the related insurance policies.
The method followed in computing deferred policy
acquisition costs limits the amount of such deferred
costs to their estimated realizable value, which gives
effect to the premium to be earned, related investment
income, losses and loss settlement expenses, and certain
other costs expected to be incurred as the premium is
earned.

Losses and Loss Settlement Expenses

The liability for losses and loss settlement expenses
represents estimates of the ultimate unpaid cost of all
losses incurred which includes the gross liabilities to
Harleysville Group’s policyholders plus the net liability
to Mutual under the pooling agreement. See Note 3(a).
Such estimates may be more or less than the amounts
ultimately paid when the claims are settled. These
estimates are periodically reviewed and adjusted as
necessary; such adjustments are reflected in current
operations.

Harleysville Group
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NOTE 1 — (continued)

Stock-based Compensation

Stock-based compensation plans are accounted for
under the provisions of Accounting Principles Board
(APB) Opinion No. 25, “Accounting for Stock Issued
to Employees,” and related interpretations. As such,
compensation expense would be recorded on the date
of a stock option grant only if the current market price
of the underlying stock exceeded the exercise price.
For disclosure purposes, pro forma net income and
earnings per share are provided in accordance with
Statement of Financial Accounting Standards (SFAS)
No. 123, “Accounting for Stock-Based Compensation.”

Property and Equipment

Property and equipment are carried at cost less
accumulated depreciation. Depreciation is calculated
primarily on the straight-line basis over the estimated
useful lives of the assets (40 years for buildings and
three to 15 years for equipment).

Income Taxes

Deferred income tax assets and liabilities are recog-
nized for the future tax consequences attributable to
differences between the financial statement carrying
amounts of existing assets and liabilities and their
respective tax bases.

Earnings Per Share

In 1997, SFAS No. 128, “Earnings Per Share,” was
issued and replaced the calculation of primary and
fully diluted earnings per share with basic and diluted
earnings per share. Basic earnings per share are com-
puted by dividing earnings by the weighted average
number of common shares outstanding during the year.
For Harleysville Group, basic and primary earnings per
share do not differ for the years presented. Diluted
earnings per share includes the dilutive effect of the
stock option and stock purchase plans described in
Note 11. Share and per share amounts have been
retroactively adjusted to reflect a two-for-one stock
split in 1997.

NOTE 2 — ACQUISITION

On October 1, 1997, Harleysville Group Inc. acquired
Minnesota Fire, a property and casualty insurance
company conducting business primarily in Minnesota
and neighboring states, for $33,986,000 in cash. The
acquisition was accounted for as a purchase and resulted
in goodwill of $7,028,000 which is being amortized over
40 years on the straight-line basis. The consolidated
financial statements include the results of operations of
Minnesota Fire from the date of acquisition. Pro forma
consolidated results of operations are not presented
because the amounts are not materially different from
Harleysville Group’s historical results. Supplemental
cash flow information for the acquisition is as follows:

(in thousands)

Fair value of assets $112,795
Liabilities assumed 78,809

Cash paid 33,986
Less cash acquired 1,066

$ 32,920

NOTE 3 — TRANSACTIONS WITH AFFILIATES

(a) Underwriting

The insurance subsidiaries participate in a reinsurance
pooling agreement with Mutual whereby such sub-
sidiaries cede to Mutual all of their insurance business
and assume from Mutual an amount equal to their
participation in the pooling agreement. All losses
and loss settlement expenses and other underwriting
expenses are prorated among the parties on the basis of
participation in the pooling agreement. The agreement
pertains to all insurance business written or earned on or
after January 1, 1986. Harleysville Group’s participation
in the pooling agreement was 60% for 1995. Beginning
January 1, 1996, Harleysville Group’s participation
increased to 65% and Pennland Insurance Company
(Pennland), a subsidiary of Mutual, became a participant
in the pooling arrangement. Pennland writes Pennsylva-
nia personal automobile business which had earned
premiums of $63.0 million in 1996. Lake States was
not a participant in the pooling agreement in 1996 or
1995. Beginning January 1, 1997, Harleysville Group’s
participation increased to 70% and Lake States became
a participant in the pooling arrangement. Minnesota
Fire was acquired as of October 1, 1997 and became a
participant in the pool as of January 1, 1998, at which
time Harleysville Group’s participation increased to 72%.
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In connection with these changes in pool participation,
Harleysville Group received cash and investments from
Mutual of $14,962,000, $29,002,000 and $117,800,000,
which related to the various insurance liabilities assumed
on January 1, 1998, 1997 and 1996, respectively. These
liabilities consist of the following at January 1:

1998 1997 1996

(in thousands)
Unpaid losses and
loss settlement
expenses $12,392 $28,318 $ 93,966

Unearned premiums 2,271 441 22,225
Other liabilities 299 243 1,609

$14,962 $29,002 $117,800

Because this agreement does not relieve Harleysville
Group of primary liability as the originating insurer,
there is a concentration of credit risk arising from
business ceded to Mutual. However, the reinsurance
pooling agreement provides for the right of offset and
the net balance with Mutual is a liability at December 31,
1997 and 1996. Mutual has an A. M. Best rating of “A”
(Excellent) and, in accordance with certain state
regulatory requirements, maintained $334.0 million
(fair value) of investments in a trust account to secure
liabilities under the reinsurance pooling agreement at
December 31, 1997.

The following amounts represent reinsurance transac-
tions between Harleysville Group and Mutual under the
pooling arrangement:

1997 1996 1995

(in thousands)

Ceded:
Premiums written $533,311 $394,787 $366,763

Premiums earned $532,456 $383,593 $349,280

Losses incurred $381,650 $280,421 $254,842

Assumed:
Premiums written $609,270 $537,648 $417,472

Premiums earned $617,899 $505,921 $398,778

Losses incurred $ 433,886 $ 386,009 $ 277,182

Net assumed from
Mutual:

Unearned
premiums $ 25,453 $ 34,937 $ 14,405

Unpaid losses and
loss settlement

expenses $205,756 $205,790 $ 96,007

Effective January 1, 1997, Harleysville Group entered
into a reinsurance agreement with Mutual whereby
Mutual reinsures accumulated catastrophe losses in
a quarter up to $15,750,000 ($16,200,000 in 1998) in
excess of $1,750,000 ($1,800,000 in 1998) in return
for a reinsurance premium. The agreement excludes
catastrophe losses resulting from earthquakes or hurri-
canes, and supplements the existing external catastrophe
reinsurance program. Under this agreement, Harleysville
Group ceded to Mutual premiums earned of $2,615,000
and losses incurred of $1,616,000 for 1997.

(b) Property

Harleysville Ltd. leases the home office to Mutual
which shares most of the facility with Harleysville
Group. Rental income under the lease was $2,754,000,
for both 1997 and 1996 and $2,750,000 for 1995 and is
included in other income after elimination of intercom-
pany amounts of $1,639,000, $1,552,000 and $1,405,000
in 1997, 1996 and 1995, respectively.

(c) Management Agreements

Harleysville Group Inc. received $5,992,000, $6,628,000
and $6,944,000 of management fee income in 1997,
1996 and 1995, respectively, under agreements whereby
Harleysville Group Inc. provides management services
to Mutual and other affiliates.

(d) Intercompany Balances

Intercompany balances are created primarily from the
pooling arrangement (settled quarterly), allocation of
common expenses, collection of premium balances
and payment of claims (settled monthly). No interest
is charged or received on intercompany balances due
to the timely settlement terms and nature of the items.
Interest expense on the loan from Mutual described in
Note 8 was $1,275,000, $1,212,000 and $1,360,000 in
1997, 1996 and 1995, respectively.

Harleysville Group had off-balance-sheet credit risk
related to approximately $59,000,000 of premium bal-
ances due to Mutual from agents at both December 31,
1997 and 1996.
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NOTE 4 — INVESTMENTS

The amortized cost and estimated fair value of invest-
ments in fixed maturity and equity securities are as
follows:

December 31, 1997 Gross Gross Estimated
Amortized Unrealized Unrealized Fair

Cost Gains Losses Value

(in thousands)
Held to maturity:

US Treasury
securities and
obligations of
US government
corporations
and agencies $ 10,295 $ 527 $ (14) $ 10,808

Obligations of
states and
political
subdivisions 333,946 19,250 353,196

Corporate
securities 267,194 13,081 (497) 279,778

Mortgage-backed
securities 169 169

Total held
to maturity 611,604 32,858 (511) 643,951

Available for sale:
US Treasury

securities and
obligations of
US government
corporations
and agencies 92,742 2,655 (84) 95,313

Obligations of
states and
political
subdivisions 287,507 16,667 (113) 304,061

Corporate
securities 141,750 2,705 (71) 144,384

Mortgage-backed
securities 138,912 7,137 (1) 146,048

Total available
for sale 660,911 29,164 (269) 689,806

Total fixed
maturities $ 1,272,515 $62,022 $ (780) $1,333,757

Total equity
securities $ 79,221 $43,049 $ (440) $ 121,830

December 31, 1996 Gross Gross Estimated
Amortized Unrealized Unrealized Fair

Cost Gains Losses Value

(in thousands)
Held to maturity:

US Treasury
securities and
obligations of
US government
corporations
and agencies $ 9,298 $ 509 $ (63) $ 9,744

Obligations of
states and
political
subdivisions 322,283 12,113 (265) 334,131

Corporate
securities 256,164 9,469 (2,972) 262,661

Mortgage-backed
securities 234 234

Total held
to maturity 587,979 22,091 (3,300) 606,770

Available for sale:
US Treasury

securities and
obligations of
US government
corporations
and agencies 99,325 2,334 (671) 100,988

Obligations of
states and
political
subdivisions 229,744 10,381 (30) 240,095

Corporate
securities 129,141 1,469 (1,150) 129,460

Mortgage-backed
securities 125,239 3,304 (893) 127,650

Total available
for sale 583,449 17,488 (2,744) 598,193

Total fixed
maturities $1,171,428 $39,579 $ (6,044) $1,204,963

Total equity
securities $ 55,473 $15,920 $ (1,461) $ 69,932
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The amortized cost and estimated fair value of fixed
maturity securities at December 31, 1997, by contractual
maturity, are shown below.  Expected maturities may
differ from contractual maturities because borrowers
may have the right to call or prepay obligations with or
without call or prepayment penalties.

Estimated
Amortized Fair

Cost Value

(in thousands)

Held to maturity:
Due in one year or less $ 12,568 $ 12,623
Due after one year

through five years 110,777 116,227
Due after five years

through ten years 280,588 296,072
Due after ten years 207,502 218,860

611,435 643,782
Mortgage-backed

securities 169 169

611,604 643,951

Available for sale:
Due in one year or less 39,128 39,403
Due after one year

through five years 130,152 134,354
Due after five years

through ten years 153,514 160,225
Due after ten years 199,205 209,776

521,999 543,758

Mortgage-backed
securities 138,912 146,048

660,911 689,806

Total fixed maturities $1,272,515 $1,333,757

The amortized cost of fixed maturities on deposit with
various regulatory authorities at December 31, 1997
and 1996 amounted to $17,665,000 and $11,312,000,
respectively.

A summary of net investment income is as follows:

1997 1996 1995

(in thousands)
Interest on fixed

maturities $ 79,765 $ 75,204 $ 67,428
Dividends on

equity securities 1,345 776 478
Interest on short-term

investments 1,626 2,917 1,316

Total investment income 82,736 78,897 69,222
Investment expense 953 889 777

Net investment income $81,783 $ 78,008 $ 68,445

Realized gross gains (losses) from investment sales and
redemptions and the change in difference between fair
value and cost of investments, before applicable income
taxes, are as follows:

1997 1996 1995

(in thousands)
Fixed maturity securities:

Held to maturity:
Gross gains $ 255 $ 178 $ 194
Gross losses (3) (2) (44)

Available for sale:
Gross gains 1,263 69 3,079
Gross losses (223) (323) (769)

Equity securities:
Gross gains 6,934 4,716 485
Gross losses (1,685) (1,456) (700)

Net realized investment
gains $ 6,541 $ 3,182 $ 2,245

Change in difference
between fair value
and cost of
investments(1):

Fixed maturity
securities $27,707 $(27,903) $94,179

Equity securities 28,150 10,222 5,052

Total $55,857 $(17,681) $99,231

Income taxes on realized investment gains were
$2,289,000, $1,114,000 and $786,000 for 1997, 1996 and
1995, respectively. Deferred income taxes applicable
to net unrealized investment gains included in share-
holders’ equity were $25,026,000 and $10,221,000 at
December 31, 1997 and 1996, respectively.

During 1995, Harleysville Group sold Kmart Corp.
bonds that had been classified as held to maturity due to
a significant deterioration in the issuer’s creditworthiness.
These bonds had an amortized cost of $4,690,000, and
the sale resulted in a realized gain of $76,000. There
were no other sales from the held to maturity portfolio.

Harleysville Group has not held or issued derivative
financial instruments.

(1) Parentheses indicate a net unrealized decline in fair value.
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NOTE 5 — REINSURANCE

In the ordinary course of business, Harleysville Group
cedes insurance to, and assumes insurance from,
insurers to limit its maximum loss exposure through
diversification of its risks. See Note 3(a) for discussion
of reinsurance with Mutual. Reinsurance contracts do
not relieve Harleysville Group of primary liability as
the originating insurer. After excluding reinsurance
transactions with Mutual under the pooling arrangement,
the effect of Harleysville Group’s share of other reinsur-
ance on premiums written and earned is as follows:

1997 1996 1995

(in thousands)

Premiums written:
Direct $620,330 $659,053 $505,198
Assumed 28,871 37,369 40,655
Ceded (32,264) (35,679) (40,375)

Net premiums written $616,937 $660,743 $505,478

Premiums earned:
Direct $628,330 $616,543 $475,984
Assumed 30,559 37,684 40,728
Ceded (33,984) (39,030) (39,670)

Net premiums earned $624,905 $615,197 $477,042

Losses and loss settlement expenses are net of
reinsurance recoveries of $18,401,000, $26,907,000
and $19,117,000 for 1997, 1996 and 1995, respectively.

NOTE 6 — PROPERTY AND EQUIPMENT

Property and equipment consisted of land and
buildings with a cost of $28,060,000 and $25,565,000,
and equipment with a cost of $7,281,000 and $5,647,000
at December 31, 1997 and 1996, respectively. Accumu-
lated depreciation related to such assets was $10,563,000
and $9,055,000 at December 31, 1997 and 1996, respec-
tively.

Rental expense under leases with non-affiliates amounted
to $2,941,000, $2,497,000 and $2,152,000 for 1997, 1996
and 1995, respectively. Operating lease commitments
were not material at December 31, 1997.

NOTE 7 — LIABILITY FOR UNPAID LOSSES AND
LOSS SETTLEMENT EXPENSES

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

1997 1996 1995

(in thousands)
Liability at January 1 $796,820 $645,941 $603,088

Less reinsurance
recoverables 78,120 69,288 67,636

Net liability
at January 1 718,700 576,653 535,452

Net liability of
acquired company 34,836

Incurred related to:
Current year 469,216 503,489 346,383
Prior years (29,728) (34,999) (10,887)

Total incurred 439,488 468,490 335,496

Paid related to:
Current year 198,554 220,669 129,446
Prior years 229,225 199,740 164,849
Adjustments to

beginning reserves
resulting from
change in pool
participation
percentage (28,318) (93,966)

Total paid 399,461 326,443 294,295

Net liability at
December 31 793,563 718,700 576,653
Plus reinsurance

recoverables 74,830 78,120 69,288

Liability at
December 31 $868,393 $796,820 $645,941

Harleysville Group recognized favorable development
in the provision for insured events of prior years of
$29,728,000, $34,999,000 and $10,887,000 in 1997, 1996
and 1995, respectively. The favorable development in
1997 and 1996 primarily related to lower than expected
claim severity in the workers compensation and auto-
mobile lines of business. The 1995 favorable develop-
ment primarily related to lower than expected claim
severity in workers compensation.
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In establishing the liability for unpaid losses and loss
settlement expenses, management considers facts
currently known and the current state of the law and
coverage litigation. Liabilities are recognized for known
losses (including the cost of related litigation) when
sufficient information has been developed to indicate
the involvement of a specific insurance policy, and
management can reasonably estimate its liability. In
addition, liabilities have been established to cover
additional exposures on both known and unasserted
losses. Estimates of the liabilities are reviewed and
updated continually.

The property and casualty insurance industry has
received significant publicity about environmental-
related losses from exposures insured many years ago.
Since the intercompany pooling agreement pertains to
insurance business written or earned on or after January
1, 1986, Harleysville Group has not incurred significant
environmental-related losses.

NOTE 8 — DEBT

Debt is as follows:

December 31, 1997 1996

(in thousands)

Notes, 6.75%, due 2003 $75,000 $75,000
Demand term-loan payable

to Mutual, LIBOR plus
1%, due 1998 18,500 18,500

Economic Development
Corporation (EDC)
Revenue Bond obligation 3,940 4,215

$97,440 $97,715

The fair value of the notes was $75,517,000 and
$73,267,000 at December 31, 1997 and 1996, respec-
tively, based on quoted market prices for the same or
similar debt. The carrying value of the remaining debt
approximates fair value.

The EDC obligation is secured by Lake States’ building.
Interest is payable semiannually at a variable rate (3.85%
at December 31, 1997) equal to the market interest rate
that would allow the bonds to be remarketed at par
value. The bonds are subject to redemption prior to
maturity in 2006 at levels dependent upon the occur-
rence of certain events.

Interest paid was $6,493,000, $6,446,000 and $6,716,000
in 1997, 1996 and 1995, respectively.

NOTE 9 — SHAREHOLDERS’ EQUITY

A source of cash for the payment of dividends is
dividends from subsidiaries. Harleysville Group Inc.’s
insurance subsidiaries are required by law to maintain
certain minimum surplus on a statutory basis, and are
subject to risk-based capital requirements and to regula-
tions under which payment of a dividend from statutory
surplus is restricted and may require prior approval of
regulatory authorities. Applying the current regulatory
restrictions as of December 31, 1997, $24,061,000 would
be available for distribution to Harleysville Group Inc.
without prior approval until September 30, 1998, after
which $57,808,000 would be available for distribution
to Harleysville Group Inc. without prior approval.

The following table contains selected information for
Harleysville Group Inc.’s property and casualty insurance
subsidiaries, as determined in accordance with prescribed
statutory accounting practices:

December 31, 1997 1996 1995

(in thousands)

Statutory capital
and surplus $398,468 $326,455 $303,675

Statutory unassigned
surplus $264,199 $209,199 $185,202

Statutory net income $ 59,658 $ 15,332 $ 36,063

NOTE 10 — INCOME TAXES

The components of income tax expense (benefit) are as
follows:

1997 1996 1995

(in thousands)

Current $13,368 $ 9,350 $10,466
Deferred (159) (6,655) 845

$13,209 $ 2,695 $11,311

Cash paid for federal income taxes in 1997, 1996 and
1995 was $11,564,000, $10,100,000 and $11,201,000,
respectively.
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NOTE 11 — INCENTIVE PLANS

Harleysville Group applies APB Opinion No. 25 in
accounting for its stock-based compensation plans.
Accordingly, no compensation cost has been recognized
for its fixed stock option plans and certain of its stock
purchase plans. Had compensation cost for these stock-
based compensation plans been determined under SFAS
No. 123, Harleysville Group’s net income and earnings
per share would have been reduced to the pro forma
amounts indicated below:

1997 1996 1995

(in thousands, except per share data)
Net income:

As reported $ 54,072 $ 28,680 $ 41,331
Pro forma $ 52,726 $ 27,691 $ 40,717

Basic earnings
per share:

As reported $ 1.89 $ 1.03 $ 1.53
Pro forma $ 1.85 $ .99 $ 1.50

Diluted earnings
per share:

As reported $ 1.86 $ 1.02 $ 1.51
Pro forma $ 1.82 $ .99 $ 1.49

The per share weighted-average fair value of options
granted during 1997, 1996 and 1995 was $5.36, $3.83
and $3.95, respectively. The fair value of each option
grant is estimated on the date of grant using the
Black-Scholes option-pricing model with the following
weighted-average assumptions used for grants in 1997,
1996 and 1995, respectively: dividend yield of 2.34%,
2.87% and 2.72%; expected volatility of 26.06%, 26.13%
and 29.69%; risk-free interest rate of 6.65%, 6.4% and
6.25%; and an expected life of 5.75 years for 1997 and
6.5 years for 1996 and 1995.

Fixed Stock Option Plans

Harleysville Group has an Equity Incentive Plan (EIP)
for key employees. Awards may be made in the form
of stock options, stock appreciation rights (SARs),
restricted stock or any combination of the above. The
EIP was amended in 1997 and limited future awards
to an aggregate of 4,260,946 shares of Harleysville
Group Inc.’s common stock. The plan provides that
stock options may become exercisable from six months
to 10 years from the date of grant with an option price
not less than fair market value on the date of grant.
The options normally vest 50% at the end of one year
and 50% at the end of two years from the date of grant.
SARs have not been material.

NOTE 10 — (continued)

The actual income tax rate differed from the statutory
federal income tax rate applicable to income before
income taxes as follows:

1997 1996 1995

Statutory federal income
tax rate 35.0% 35.0% 35.0%

Tax-exempt interest (15.6) (26.8) (13.0)
Other, net 0.2 0.4 (0.5)

19.6% 8.6% 21.5%

The tax effects of the significant temporary differences
that give rise to deferred tax liabilities and assets are as
follows:

December 31, 1997 1996

(in thousands)

Deferred tax liabilities:
Deferred policy

acquisition costs $25,226 $24,072
Unrealized investment gains 25,026 10,221
Other 3,755 3,501

Total deferred tax liabilities 54,007 37,794

Deferred tax assets:
Unearned premiums 19,889 19,315
Losses incurred 44,788 42,060
Tax credit carryforward 96 580
Other 8,140 6,802

Total deferred tax assets 72,913 68,757

Net deferred tax asset $18,906 $30,963

A valuation allowance is required to be established for
any portion of the deferred tax asset that management
believes will not be realized. In the opinion of manage-
ment, it is more likely than not that the benefit of the
deferred tax asset will be realized and, therefore, no
such valuation allowance has been established.
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The income tax benefit related to the difference
between the market price at the date of exercise and
the option price for non-qualified stock options was
credited to additional paid-in capital.

The Harleysville Group Inc. 1995 Directors’ Stock Option
Program provides for the granting of options to eligible
directors to purchase a maximum of 130,000 shares of
common stock. Options are granted at exercise prices
equal to fair market value on the date of grant. The
options vest and become exercisable as follows: 20%
six months after the date of grant and thereafter 20%
per year of active service. The options have a term of
10 years.

Harleysville Group maintains stock option plans for
substantially all employees and certain designated
agents. The plans provide for the granting of options
to purchase a maximum of 850,000 shares of common
stock. The plans provide that the options become
exercisable from three to 10 years from the date of
grant with an option price not less than fair market
value on the date of grant.

Information regarding activity in Harleysville Group’s
fixed stock option plans is presented below:

Weighted-
Average

Number Exercise Price
of Shares Per Share

Outstanding at
December 31, 1994 1,851,850 $10.53

Granted—1995 392,420 12.50
Exercised—1995 (260,576) 7.79
Forfeited—1995 (100,170) 13.42

Outstanding at
December 31, 1995 1,883,524 11.17

Granted—1996 313,520 13.27
Exercised—1996 (259,478) 7.16
Forfeited—1996 (40,200) 13.43

Outstanding at
December 31, 1996 1,897,366 12.01

Granted—1997 318,212 17.94
Exercised—1997 (377,622) 10.03
Forfeited—1997 (49,744) 13.43

Outstanding at
December 31, 1997 1,788,212 $13.45

Exercisable at:
December 31, 1995 1,391,302 $10.81

December 31, 1996 1,397,906 $11.67

December 31, 1997 1,292,018 $12.39

The following table summarizes information about fixed
stock options at December 31, 1997:

   Range of Exercise Prices

$4.97- $11.13- $14.00-
10.25 13.75 17.94

Options outstanding at
December 31, 1997:
Number of options 176,822 1,207,278 404,112

Weighted-average
remaining
contractual life 3.2 years 6.5 years 8.6 years

Weighted-average
exercise price $8.52 $12.94 $17.11

Options exercisable at
December 31, 1997:
Number of options 176,822 1,026,896 88,300

Weighted-average
exercise price $8.52 $12.91 $14.14

Other Stock Purchase and Incentive Plans

Harleysville Group Inc. is authorized to issue up to
1,000,000 shares of common stock under the terms of
the 1995 Employee Stock Purchase Plan. Virtually all
employees are eligible to participate in the plan, under
which a participant may elect to have up to a maximum
of 15% of his base pay withheld to purchase shares.
The purchase price of the stock is 85% of the lower of
the beginning-of-the-subscription period or end-of-the-
subscription period fair market value. Each subscription
period runs from January 15 through July 14, or July 15
through January 14. Under the plan, Harleysville Group
Inc. issued 97,424, 99,790 and 106,842 shares to
employees in 1997, 1996 and 1995, respectively.

Under Harleysville Group Inc.’s 1995 Agency Stock
Purchase Plan, eligible independent insurance agencies
may invest up to $12,500 in shares of common stock
at 90% of the fair market value at the end of each six-
month subscription period. There are 1,000,000 shares
of common stock available under the plan. There
were 38,671 and 73,864 shares issued under the plan for
which $45,000 and $69,000 of expense was recognized
in 1997 and 1996, respectively. No shares were issued
prior to 1996.
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The 1996 Directors’ Stock Purchase Plan provides for the
issuance of up to 200,000 shares of Harleysville Group
Inc. common stock to outside directors of Harleysville
Group Inc. and Mutual. The purchase price of the stock
is 85% of the lower of the beginning-of-the-subscription
period or end-of-the-subscription period fair market
value. In 1997, there were 32,538 shares issued under
the plan for which $126,000 of expense was recognized.
There were no shares issued prior to 1997.

The Harleysville Group Inc. Directors’ Equity Award
Program, which was adopted in 1996, granted directors
a one-time award totaling 45,168 shares of restricted
common stock with a fair value of $13.25 per share.
Under the terms of the program, the shares may not be
transferred until the director retires after attaining age
72, dies or becomes disabled.  The director has the
right to receive dividends and the right to vote the
shares during the restriction period. Compensation
expense of $56,000 and $31,000 associated with this
award program was recognized in 1997 and 1996,
respectively.

Harleysville Group has incentive bonus plans. Cash
bonuses are earned on a formula basis depending upon
the performance of Harleysville Group and Mutual in
relation to certain targets. Harleysville Group’s expense
for such plans was $842,000, $627,000 and $1,161,000
for 1997, 1996 and 1995, respectively.

NOTE 12 — PENSION AND OTHER BENEFIT PLANS

Harleysville Group Inc. has a pension plan that covers
substantially all full-time employees. Retirement benefits
are a function of both the years of service and level of
compensation. Harleysville Group Inc.’s funding policy
is to contribute annually an amount equal to at least
the minimum required contribution in accordance with
minimum funding standards established by ERISA.
Contributions are intended to provide not only for
benefits attributed to service to date, but also for those
expected to be earned in the future.

The following table sets forth the year-end funded status
of the plan including Mutual:

1997 1996

(in thousands)

Actuarial present value
of benefit obligations:

Accumulated benefit
obligation, including
vested benefits of
$64,392,000 and
$49,746,000 $ (67,595) $ (51,394)

Projected benefit
obligation for service
rendered to date $ (83,760) $ (66,546)

Plan assets at fair value
(primarily listed stocks
and fixed income securities) 87,154 63,161

Plan assets in excess of
(less than) projected
benefit obligation 3,394 (3,385)

Unrecognized net gain due
to past experience different
from that assumed and effects
of changes in assumptions (14,036) (2,893)

Prior service cost not yet
recognized in net periodic
pension cost 3,834 2,444

Unrecognized net transition
asset being recognized over
14 years (544) (714)

Accrued pension cost—
entire plan $ (7,352) $ (4,548)

NOTE 11 — (continued)
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The net periodic pension cost for the plan including
Mutual includes the following components:

1997 1996 1995

(in thousands)

Service cost—benefits
earned during the
period $ 3,825 $ 3,679 $ 3,123

Interest cost on projected
benefit obligation 5,270 4,548 3,938

Actual return on
plan assets (20,866) (10,273) (10,433)

Net amortization
and deferral 16,990 7,303 7,709

Net periodic pension cost:
Entire plan $ 5,219 $ 5,257 $ 4,337

Harleysville Group
 portion $ 3,365 $ 3,286 $ 2,493

In determining the actuarial present value of the
projected benefit obligation, the weighted-average
discount rate was 7.25%, 7.75% and 7.5% for 1997, 1996
and 1995, respectively. The rate of increase in future
compensation levels was 4.5% for 1997, 5.0% for 1996
and 5.5% for 1995. The expected long-term rate of
return on retirement plan assets was 8.5%.

A non-qualified unfunded Supplemental Executive
Retirement Plan provides for incremental pension
payments essentially for pension benefits that have
been reduced by legislative action. Harleysville Group’s
expense for such plan was $236,000, $218,000 and
$175,000 for 1997, 1996 and 1995, respectively.

Harleysville Group has profit-sharing plans covering
qualified employees. Harleysville Group’s expense
under the plans was $2,450,000, $1,526,000 and
$1,314,000 for 1997, 1996 and 1995, respectively.

NOTE 13 — EARNINGS PER SHARE

The computation of basic and diluted earnings per share
is as follows:

1997 1996 1995

                            (dollars in thousands, except per share data)

Numerator for basic
and diluted earnings
per share:

Net income $ 54,072 $ 28,680 $ 41,331

Denominator for
basic earnings per
share—weighted-
average shares
outstanding 28,573,192 27,844,116 27,064,742

Effect of stock
incentive plans 458,846  236,330 243,359

Denominator for
diluted earnings
per share 29,032,038 28,080,446 27,308,101

Basic earnings
per share $ 1.89 $ 1.03 $ 1.53

Diluted earnings
per share $ 1.86 $ 1.02 $ 1.51
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NOTE 14 — QUARTERLY RESULTS OF OPERATIONS (UNAUDITED)

1997 (in thousands, except per share data)

First Second Third Fourth Total

Revenues $ 180,182 $ 178,754 $ 179,893 $ 185,350 $ 724,179
Losses and expenses 167,368 162,491 159,583 167,456 656,898
Net income 10,832 13,164 15,830 14,246 54,072
Earnings per common share:

Basic $ .38 $ .46 $ .55 $ .50 $ 1.89
Diluted $ .38 $ .46 $ .54 $ .49 $ 1.86

1996 (in thousands, except per share data)

First Second Third Fourth Total

Revenues $ 172,231 $ 174,296 $ 180,307 $ 180,591 $ 707,425
Losses and expenses 173,577 159,374 178,279 164,820 676,050
Net income 873 11,735 3,508 12,564 28,680
Earnings per common share:

Basic $ .03 $ .42 $ .13 $ .45 $ 1.03
Diluted $ .03 $ .42 $ .12 $ .44 $ 1.02
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INDEPENDENT AUDITORS’ REPORT

The Board of Directors
Harleysville Group Inc.:

We have audited the accompanying consolidated balance sheets of Harleysville Group as of December 31, 1997 and
1996, and the related consolidated statements of income, shareholders’ equity, and cash flows for each of the years
in the three-year period ended December 31, 1997. These consolidated financial statements are the responsibility of
the Company’s management. Our responsibility is to express an opinion on these financial statements based on our
audits.

We conducted our audits in accordance with generally accepted auditing standards. 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 reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of Harleysville Group as of December 31, 1997 and 1996, and the results of their operations and
their cash flows for each of the years in the three-year period ended December 31, 1997, in conformity with generally
accepted accounting principles.

Philadelphia, Pennsylvania

February 16, 1998
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MARKET FOR COMMON STOCK AND
RELATED SECURITY HOLDER MATTERS

The stock of Harleysville Group Inc. is quoted on the
NASDAQ National Market System, and assigned the
symbol HGIC. At the close of business on March 3, 1998,
the approximate number of holders of record of Harleys-
ville Group Inc.’s common stock was 2,766 (counting all
shares held in nominee registration as one shareholder).

The payment of dividends is subject to the discretion
of Harleysville Group Inc.’s Board of Directors which
each quarter considers, among other factors, Harleysville
Group’s operating results, overall financial condition,
capital requirements and general business conditions.
The present quarterly dividend of $0.115 per share
paid in each of the third and fourth quarters of 1997
is expected to continue during 1998. As a holding
company, one of Harleysville Group Inc.’s sources of
cash with which to pay dividends is dividends from
its subsidiaries. Harleysville Group Inc.’s insurance
company subsidiaries are subject to state laws that
restrict their ability to pay dividends. See Note 9 of
the Notes to Consolidated Financial Statements.

The following table sets forth the amount of cash
dividends declared per share, and the high and low
bid quotations as reported by NASDAQ for Harleysville
Group Inc.’s common stock for each quarter during the
past two years.

Cash
Dividends

1997 High Low Declared

First Quarter $15.90 $14.65 $ .105
Second Quarter 17.98 16.52 .105
Third Quarter 20.98 19.10 .115
Fourth Quarter 26.52 22.00 .115

Cash
Dividends

1996 High Low Declared

First Quarter $16.00 $13.25 $ .095
Second Quarter 14.63 12.63 .095
Third Quarter 14.38 12.25 .105
Fourth Quarter 15.38 13.00 .105
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Place: Corporate Headquarters

Corporate Headquarters
355 Maple Avenue
Harleysville, PA 19438-2297
(215) 256-5000
http://www.harleysvillegroup.com

Common Stock Information
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Dividend Payment Schedule
Historically, dividends on Harleysville Group Inc.
common stock have been paid quarterly in March, June,
September and December.

Financial Information
In addition to this report and the accompanying proxy
statement, the following information can be obtained
from investor relations by telephone (215-256-5151);
by e-mail (mcummins@harleysvillegroup.com), or by
FAX (215-256-5601).
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