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MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS (“MD&A”)
(Dollars in millions, except per share data)

Forward-looking Information

Statements made in the following discussion that are not historical in nature are forward-
looking within the meaning of the Private Securities Litigation Reform Act of 1995 and are
subject to known and unknown risks, uncertainties and other factors. Horace Mann is not
under any obligation to (and expressly disclaims any such obligation to) update or revise any
forward-looking statements, whether as a result of new information, future events or otherwise.
It is important to note that the Company’s actual results could differ materially from those
projected in forward-looking statements due to a number of risks and uncertainties inherent in
the Company’s business. For additional information regarding risks and uncertainties, see
“ltem 1A. Risk Factors”. That discussion includes factors such as:

e The impact that a prolonged economic recession may have on the Company’s
investment portfolio; volume of new business for automobile, homeowners, retirement
and life products; policy renewal rates; and additional annuity contract deposit receipts.

¢ Fluctuations in the fair value of securities in the Company’s investment portfolio and the
related after tax effect on the Company’s shareholders’ equity and total capital through
either realized or unrealized investment losses.

e Prevailing low interest rate levels, including the impact of interest rates on (1) the
Company’s ability to maintain appropriate interest rate spreads over minimum fixed rates
guaranteed in the Company’s annuity and life products, (2) the book vyield of the
Company’s investment portfolio, (3) unrealized gains and losses in the Company’s
investment portfolio and the related after tax effect on the Company’s shareholders’
equity and total capital, (4) amortization of deferred policy acquisition costs and (5)
capital levels of the Company’s life insurance subsidiaries.

e The frequency and severity of events such as hurricanes, storms, earthquakes and
wildfires, and the ability of the Company to provide accurate estimates of ultimate claim
costs in its consolidated financial statements.

e The Company’s risk exposure to catastrophe-prone areas. Based on full year 2016
Property and Casualty direct earned premiums, the Company’s ten largest states
represented 57% of the segment total. Included in this top ten group are certain states
which are considered more prone to catastrophe occurrences: California, North
Carolina, Texas, South Carolina, Florida and Louisiana.

e The ability of the Company to maintain a favorable catastrophe reinsurance program
considering both availability and cost; and the collectibility of reinsurance receivables.

e Adverse changes in market appreciation, interest spreads, business persistency and
policyholder mortality and morbidity rates and the resulting impact on both estimated
reserves and the amortization of deferred policy acquisition costs.

e The Company’s ability to refinance outstanding indebtedness or repurchase shares of
the Company’s common stock.

e The Company’s ability to (1) develop and expand its marketing operations, including
agents and other points of distribution, (2) maintain and secure access to educators,
school administrators, principals and school business officials; and (3) profitably expand
its Property and Casualty business in highly competitive environments.
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e The effects of economic forces and other issues affecting the educator market including,
but not limited to, federal, state and local budget deficits and cut-backs and adverse
changes in state and local tax revenues. The effects of these forces can include, among
others, teacher layoffs and early retirements, as well as individual concerns regarding
employment and economic uncertainty.

e Changes in federal and state laws and regulations, which affect the relative tax and other
advantages of the Company’s life and annuity products to customers, including, but not
limited to, changes in IRS regulations governing Section 403(b) plans.

e Changes in public employee retirement programs as a result of federal and/or state level
pension reform initiatives.

e Changes in federal and state laws and regulations, which affect the relative tax
advantage of certain investments or which affect the ability of debt issuers to declare
bankruptcy or restructure debt.

e The Company’s ability to effectively implement new or enhanced information technology
systems and applications.

e Changes in Cybersecurity regulations as a result of state level requirements.

Executive Summary

Horace Mann Educators Corporation (“HMEC”; and together with its subsidiaries, the
“Company” or “Horace Mann”) is an insurance holding company. Through its subsidiaries,
HMEC markets and underwrites personal lines of property and casualty insurance, annuities
and life insurance in the U.S. The Company markets its products primarily to K-12 teachers,
administrators and other employees of public schools and their families.

For 2016, the Company’s net income of $83.8 million decreased $9.7 million compared
to 2015. After tax net realized investment gains were $2.3 million compared to $8.6 million a
year earlier. For the Property and Casualty segment, net income of $25.6 million decreased
$14.4 million compared to 2015. The Property and Casualty combined ratio was 101.5% for
2016, 4.5 percentage points higher than the 97.0% in 2015, primarily as a result of a 2.3 point
increase in catastrophe losses, or an increase of $15.6 million on pretax basis. One
percentage increase, or $5.5 million pretax basis, was related to a lower level of favorable prior
years’ reserve development in 2016 compared to the full year 2015. On an underlying basis,
the combined ratio increased 1.2 percentage points to 92.9%. The underlying auto combined
ratio increased 2.4 percentage points, to 105.1%, primarily as a result of higher loss frequency
and severity. This increase was somewhat offset by a 1.7 percentage point improvement in
the underlying property combined ratio, which for the full year 2016 was 68.6%. The
improvement in property results was primarily driven by the impacts of profitability
improvement initiatives, as well as, lower catastrophe reinsurance costs. The Retirement
segment’s net income was $50.7 million for 2016 which increased $7.3 million compared to
2015, primarily due to an increase in investment income that drove improvement in the net
interest spread offset by costs related to the Company’s continued infrastructure and strategic
investments. The net interest margin amount (without net realized investment gains/losses)
increased $8.1 million after tax compared to 2015, including increases in investment
prepayment activity. The impact of unlocking deferred policy acquisition costs increased
income by $2.4 million compared to 2015. In addition, income tax expense was reduced by
approximately $0.9 million related to the filing of the prior calendar year tax return. Annuity
assets under management of $6.4 billion increased 7.2% compared to a year earlier and
disciplined crediting rate management continues. Life segment net income of $16.6 million
increased $1.6 million compared to 2015 primarily as a result of an increase in investment
income and a decrease in mortality expenses in 2016.
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Premiums written and contract deposits* increased slightly compared to 2015 as growth
in the Property and Casualty and Life segments was offset by a decrease in the amount of
annuity deposits received in 2016. Property and Casualty segment premiums written
increased 4.7% compared to the prior year, primarily due to the favorable impacts from
increases in average premium per policy for homeowners and automobile, accompanied by
reductions in catastrophe reinsurance costs. Life segment insurance premiums and contract
deposits increased 5.2% compared to 2015. Annuity deposits received for Retirement
decreased 5.1%, due to the inclusion of a favorable impact of non-recurring deposits in 2015
related to changes in the Company’s employee retirement savings plans as further explained
in “Results of Operations -- Insurance Premiums and Contract Charges”.

The Company’s book value per share was $32.15 at December 31, 2016, an increase of
3.1% compared to 12 months earlier.

Critical Accounting Policies

The preparation of consolidated financial statements in conformity with U.S. generally
accepted accounting principles (“GAAP”) requires the Company's management to make
estimates and assumptions based on information available at the time the consolidated
financial statements are prepared. These estimates and assumptions affect the reported
amounts of the Company's consolidated assets, liabilities, shareholders' equity and net
income. Certain accounting estimates are particularly sensitive because of their significance to
the Company's consolidated financial statements and because of the possibility that
subsequent events and available information may differ markedly from management's
judgments at the time the consolidated financial statements were prepared. Management has
discussed with the Audit Committee the quality, not just the acceptability, of the Company's
accounting principles as applied in its financial reporting. The discussions generally included
such matters as the consistency of the Company's accounting policies and their application,
and the clarity and completeness of the Company's consolidated financial statements, which
include related disclosures. For the Company, areas most subject to significant management
judgments include: fair value measurements, other-than-temporary impairment of
investments, goodwill, deferred policy acquisition costs for investment contracts and life
insurance products with account values, liabilities for property and casualty claims and claim
expenses, liabilities for future policy benefits, deferred taxes and valuation of assets and
liabilities related to the defined benefit pension plan.

Information regarding the Company’s accounting policies pertaining to these topics is
located in the “Notes to Consolidated Financial Statements” as listed on page F-1 of this report
and is not repeated in the discussion below.

Fair Value Measurements

The fair value of a financial instrument is the estimated amount at which the instrument
could be exchanged in an orderly transaction between knowledgeable, unrelated and willing
parties. The valuation of fixed maturity securities and equity securities is more subjective
when markets are less liquid due to the lack of market based inputs, which may increase the
potential that the estimated fair value of an investment is not reflective of the price at which an
actual transaction would occur. See also “Notes to Consolidated Financial Statements -- Note
3 -- Fair Value of Financial Instruments”.
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Valuation of Fixed Maturity and Equity Securities

The fair value of the Company’s fixed maturity securities portfolio was $7,456.7 million at
December 31, 2016. For fixed maturity securities, each month the Company obtains fair value
prices from its investment managers and custodian bank, each of which use a variety of
independent, nationally recognized pricing sources to determine market valuations. Typical
inputs used by these pricing sources include, but are not limited to, reported trades,
benchmark yield curves, benchmarking of like securities, rating designations, sector groupings,
issuer spreads, bids, offers, and/or estimated cash flows and prepayment speeds. The
Company’s fixed maturity securities portfolio is primarily publicly traded, which allows for a high
percentage of the portfolio to be priced through pricing services. Approximately 90% of the
portfolio, based on fair value, was priced through pricing services or index priced using
observable inputs as of December 31, 2016. The remainder of the portfolio was priced by
broker-dealers or pricing models.

When the pricing sources cannot provide fair value determinations, the Company obtains
non-binding price quotes from broker-dealers. The broker-dealers’ valuation methodology is
sometimes matrix-based, using indicative evaluation measures and adjustments for specific
security characteristics and market sentiment. The market inputs utilized in the evaluation
measures and adjustments include: benchmark yield curves, reported trades, broker/dealer
quotes, ratings and corresponding issuer spreads, two-sided markets, benchmark securities,
bids, offers, reference data, and industry and economic events. The extent of the use of each
market input depends on the market sector and the market conditions. Depending on the
security, the priority of the use of inputs may change or some market inputs may not be
relevant. For some securities, additional inputs may be necessary.

The Company analyzes price and market valuations received and has in place certain
control processes to determine the reasonableness of the financial asset fair values. These
processes are designed to ensure (1) the values received are reasonable and accurately
recorded, (2) the data inputs and valuation techniques utilized are appropriate and consistently
applied, and (3) the assumptions are reasonable and consistent with the objective of
determining fair value.

The fair value of the Company’s equity securities portfolio was $141.6 million at
December 31, 2016. All of the portfolio was priced from observable market quotations at
December 31, 2016. Fair values of equity securities have been determined by the Company
from observable market quotations, when available. When a public quotation is not available,
equity securities are valued by using non-binding broker quotes or through the use of pricing
models or analysis that is based on market information regarding interest rates, credit spreads
and liquidity. The underlying source data for calculating the matrix of credit spreads relative to
the U.S. Treasury curve are nationally recognized indices. In addition, credit rating (or credit
quality equivalent information) of securities is also factored into a pricing matrix. These inputs
are based on assumptions deemed appropriate given the circumstances and are believed to
be consistent with what other market participants would use when pricing such securities.

At December 31, 2016, Level 3 invested assets comprised approximately 3% of the
Company’s total investment portfolio fair value. Invested assets are classified as Level 3 when
fair value is determined based on unobservable inputs that are supported by little or no market
activity and those inputs are significant to the fair value.
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Other-than-temporary Impairment of Investments

The Company's methodology of assessing other-than-temporary impairments is based
on security-specific facts and circumstances as of the balance sheet date. The Company
reviews the fair value of all investments in its portfolio on a monthly basis to assess whether an
other-than-temporary decline in value has occurred. These reviews, in conjunction with the
Company's investment managers' monthly credit reports and relevant factors such as (1) the
financial condition and near-term prospects of the issuer, (2) the length of time and extent to
which the fair value has been less than amortized cost for fixed maturity securities or cost for
equity securities, (3) for fixed maturity securities, the Company’s intent to sell a security or
whether it is more likely than not the Company will be required to sell the security before the
anticipated recovery of the amortized cost basis; and for equity securities, the Company’s
ability and intent to hold the security for the recovery of cost or if recovery of cost is not
expected within a reasonable period of time, (4) the stock price trend of the issuer, (5) the
market leadership position of the issuer, (6) the debt ratings of the issuer, and (7) the cash
flows and liquidity of the issuer or the underlying cash flows for asset-backed securities, are all
considered in the impairment assessment.

When an other-than-temporary impairment is deemed to have occurred, the investment
is written-down to fair value, with a realized loss charged to income for the period for the full
loss amount for all equity securities and the credit-related loss portion associated with impaired
fixed maturity securities. The amount of the total other-than-temporary impairment related to
non-credit factors for fixed maturity securities is recognized in other comprehensive income,
net of applicable taxes, in which the Company has the intent to sell the security or if it is more
likely than not the Company will be required to sell the security before the anticipated recovery
of the amortized cost basis. See also “Notes to Consolidated Financial Statements -- Note 1 --
Summary of Significant Accounting Policies -- Other-than-temporary Impairment of
Investments”.

Goodwill

Goodwill represents the excess of the amounts paid to acquire a business over the fair
value of its net assets at the date of acquisition. Goodwill is not amortized, but is tested for
impairment at the reporting unit level at least annually or more frequently if events occur or
circumstances change that would more likely than not reduce the fair value of a reporting unit
below its carrying amount. If the carrying amount of the reporting unit goodwill exceeds the
implied goodwill value, an impairment loss would be recognized in an amount equal to that
excess; the charge could have a material adverse effect on the Company’s results of
operations. The Company’s reporting units, for which goodwill has been allocated, are
equivalent to the Company’s operating segments. As of December 31, 2016, the Company’s
allocation of goodwill by reporting unit/segment was as follows: $28.0 million, Retirement; $9.9
million, Life; and $9.5 million, Property and Casualty. Also see “Notes to Consolidated
Financial Statements -- Note 1 -- Summary of Significant Accounting Policies -- Goodwill”.

The process of evaluating goodwill for impairment requires management to make
multiple judgments and assumptions to determine the fair value of each reporting unit,
including discounted cash flow calculations, the level of the Company’s own share price and
assumptions that market participants would make in valuing each reporting unit. Fair value
estimates are based primarily on an in-depth analysis of historical experience, projected future
cash flows and relevant discount rates, which consider market participant inputs and the
relative risk associated with the projected cash flows. Other assumptions include levels of
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economic capital, future business growth, earnings projections and assets under management
for each reporting unit. Estimates of fair value are subject to assumptions that are sensitive to
change and represent the Company’s reasonable expectation regarding future developments.
The Company also considers other valuation techniques such as peer company price-to-
earnings and price-to-book multiples.

The assessment of goodwill recoverability requires significant judgment and is subject to
inherent uncertainty. The use of different assumptions, within a reasonable range, could
cause the fair value to be below carrying value. Subsequent goodwill assessments could
result in impairment, particularly for each reporting unit with at-risk goodwill, due to the impact
of a volatile financial market on earnings, discount rate assumptions, liquidity and market
capitalization. There were no events or material changes in circumstances during 2016 that
indicated that a material change in the fair value of the Company’s reporting units had
occurred.

Deferred Policy Acquisition Costs for Investment Contracts and Life Insurance Products
with Account Values

Policy acquisition costs, consisting of commissions, policy issuance and other costs
which are incremental and directly related to the successful acquisition of new or renewal
business, are deferred and amortized on a basis consistent with the type of insurance
coverage. For all investment (annuity) contracts, deferred policy acquisition costs are
amortized over 20 years in proportion to estimated gross profits. Deferred policy acquisition
costs are amortized in proportion to estimated gross profits over 20 years for certain life
insurance products with account values and over 30 years for indexed universal life contracts
(“IUL”). See also “Notes to Consolidated Financial Statements -- Note 1 -- Summary of
Significant Accounting Policies -- Deferred Policy Acquisition Costs”.

The most significant assumptions that are involved in the estimation of annuity gross
profits include interest rate spreads, future financial market performance, business
surrender/lapse rates, expenses and the impact of realized investment gains and losses. For
the variable deposit portion of the Retirement segment, the Company amortizes deferred
policy acquisition costs utilizing a future financial market performance assumption of a 10%
reversion to the mean approach with a 200 basis point corridor around the mean during the
reversion period, representing a cap and a floor on the Company’s long-term assumption. The
Company’s practice with regard to returns on Separate Accounts assumes that long-term
appreciation in the financial market is not changed by short-term market fluctuations, but is
only changed when sustained annual deviations are experienced. The Company monitors
these fluctuations and only changes the assumption when the long-term expectation changes.
The potential effect of an increase/ (decrease) by 100 basis points in the assumed future rate
of return is reasonably likely to result in an estimated decrease/ (increase) in the deferred
policy acquisition costs amortization expense of approximately $1 million. Although this
evaluation reflects likely outcomes, it is possible an actual outcome may fall below or above
these estimates. At December 31, 2016, the ratio of deferred annuity policy acquisition costs
to the total annuity accumulated cash value was approximately 3%.
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In the event actual experience differs significantly from assumptions or assumptions are
significantly revised, the Company may be required to record a material charge or credit to
current period amortization expense for the period in which the adjustment is made. As noted
above, there are key assumptions involved in the evaluation of deferred policy acquisition
costs. In terms of the sensitivity of this amortization to two of the more significant
assumptions, based on deferred annuity policy acquisition costs as of December 31, 2016 and
assuming all other assumptions are met, (1) a 10 basis point deviation in the annual targeted
interest rate spread assumption would impact amortization between $0.25 million and $0.35
million and (2) a 1% deviation from the targeted financial market performance for the
underlying mutual funds of the Company’s variable annuities would impact amortization
between $0.20 million and $0.30 million. These results may change depending on the
magnitude and direction of any actual deviations but represent a range of reasonably likely
experience for the noted assumptions. Detailed discussion of the impact of adjustments to the
amortization of deferred acquisition costs is included in “Results of Operations for the Three
Years Ended December 31, 2016 -- Policy Acquisition Expenses Amortized”.

Liabilities for Property and Casualty Claims and Claim Expenses

Underwriting results of the Property and Casualty segment are significantly influenced by
estimates of the Company's ultimate liability for insured events. There is a high degree of
uncertainty inherent in the estimates of ultimate losses underlying the liability for unpaid claims
and claim settlement expenses. This inherent uncertainty is particularly significant for liability-
related exposures due to the extended period, often many years that transpires between a loss
event, receipt of related claims data from policyholders and ultimate settlement of the claim.
Reserves for Property and Casualty claims include provisions for payments to be made on
reported claims (“case reserves”), claims incurred but not yet reported (“IBNR”) and associated
settlement expenses (together, “loss reserves”).

The process by which these reserves are established requires reliance upon estimates
based on known facts and on interpretations of circumstances, including the Company's
experience with similar cases and historical trends involving claim payments and related
patterns, pending levels of unpaid claims and product mix, as well as other factors including
court decisions, economic conditions, public attitudes and medical costs. The Company
calculates and records a single best estimate of the reserve (which is equal to the actuarial
point estimate) as of each balance sheet date.

Reserves are re-estimated quarterly. Changes to reserves are recorded in the period in
which development factor changes result in reserve re-estimates. A detailed discussion of the
process utilized to estimate loss reserves, risk factors considered and the impact of
adjustments recorded during recent years is included in “Notes to Consolidated Financial
Statements -- Note 5 -- Property and Casualty Unpaid Claims and Claim Expenses”. Due to
the nature of the Company’s personal lines business, the Company has no exposure to losses
related to claims for toxic waste cleanup, other environmental remediation or asbestos-related
illnesses other than claims under homeowners insurance policies for environmentally related
items such as mold.
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Based on the Company’s products and coverages, historical experience, and modeling
of various actuarial methodologies used to develop reserve estimates, the Company estimates
that the potential variability of the Property and Casualty loss reserves within a reasonable
probability of other possible outcomes may be approximately plus or minus 6%, which equates
to plus or minus approximately $10 million of net income based on net reserves as of
December 31, 2016. Although this evaluation reflects the most likely outcomes, it is possible
the final outcome may fall below or above these estimates.

There are a number of assumptions involved in the determination of the Company’s
Property and Casualty loss reserves. Among the key factors affecting recorded loss reserves
for both long-tail and short-tail related coverages, claim severity and claim frequency are of
particular significance. Management estimates that a 2% change in claim severity or claim
frequency for the most recent 36 month period is a reasonably likely scenario based on recent
experience and would result in a change in the estimated net reserves of between $6.0 million
and $10.0 million for long-tail liability related exposures (automobile liability coverages) and
between $1.0 million and $3.0 million for short-tail liability related exposures (homeowners and
automobile physical damage coverages). Actual results may differ, depending on the
magnitude and direction of the deviation.

The Company’s actuaries discuss their loss and loss adjustment expense actuarial
analysis with management. As part of this discussion, the indicated point estimate of the IBNR
loss reserve by line of business (coverage) is reviewed. The Company’s actuaries also
discuss any indicated changes to the underlying assumptions used to calculate the indicated
point estimate. Any variance between the indicated reserves from these changes in
assumptions and the previously carried reserves is reviewed. After discussion of these
analyses and all relevant risk factors, management determines whether the reserve balances
require adjustment. The Company’s best estimate of loss reserves may change depending on
a revision in the underlying assumptions.

The Company’s liabilities for unpaid claims and claim expenses for the Property and
Casualty segment were as follows:

December 31, 2016 December 31, 2015
Case IBNR Case IBNR

Reserves Reserves Total (1) Reserves Reserves Total (1)

Automobile liability ............. $ 95.2 $152.5 $247.7 $ 925 $139.5 $232.0
Automobile other................ 6.9 1.8 8.7 8.4 1.5 9.9
Homeowners...................... 11.2 26.2 374 15.3 30.7 46.0
All other.....coooeeeeeeeieieeenn, 2.9 11.1 14.0 4.7 9.0 13.7
Total .coooeeeeeeeei $116.2 $191.6 $307.8 $120.9 $180.7 $301.6

(1) These amounts are gross, before reduction for ceded reinsurance reserves.

The facts and circumstances leading to the Company’s re-estimate of reserves relate to
revisions of the development factors used to predict how losses are likely to develop from the
end of a reporting period until all claims have been paid. Re-estimates occur because actual
loss amounts are different than those predicted by the estimated development factors used in
prior reserve estimates. At December 31, 2016, the impact of a reserve re-estimation resulting
in a 1% increase in net reserves would be a decrease of approximately $2 million in net
income. A reserve re-estimation resulting in a 1% decrease in net reserves would increase net
income by approximately $2 million.
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Favorable prior years’ reserve reestimates increased net income in 2016 by
approximately $5 million, primarily the result of favorable severity trends in property for
accident years 2014 and prior. The lower than expected claims emergence and resultant
lower expected loss ratios caused the Company to lower its reserve estimate at December 31,
2016.

Investment Contract and Life Policy Reserves

Liabilities for future benefits on life and annuity policies are established in amounts
adequate to meet the estimated future obligations on policies in force. Liabilities for future
policy benefits on certain life insurance policies are computed using the net level premium
method and are based on assumptions as to future investment yield, mortality and lapses.
Mortality and lapse assumptions for all policies have been based on actuarial tables which are
consistent with the Company's own experience. In the event actual experience is worse than
the assumptions, additional reserves may be required. This would result in a charge to income
for the period in which the increase in reserves occurred. Liabilities for future benefits on
annuity contracts and certain long-duration life insurance contracts are carried at accumulated
policyholder values without reduction for potential surrender or withdrawal charges. See also
“Notes to Consolidated Financial Statements -- Note 1 -- Summary of Significant Accounting
Policies -- Investment Contract and Life Policy Reserves”.

Deferred Taxes

Deferred tax assets and liabilities represent the tax effect of the differences between the
financial statement carrying value of existing assets and liabilities and their respective tax
bases. The Company evaluates deferred tax assets periodically to determine if they are
realizable. Factors in the determination include the performance of the business including the
ability to generate taxable income from a variety of sources and tax planning strategies. If,
based on available information, it is more likely than not that the deferred income tax asset will
not be realized, then a valuation allowance must be established with a corresponding charge
to net income. Charges to establish a valuation allowance could have a material adverse
effect on the Company’s results of operations and financial position. See also “Notes to
Consolidated Financial Statements -- Note 8 -- Income Taxes”.

Valuation of Liabilities Related to the Defined Benefit Pension Plan

The Company's cost estimates for its frozen defined benefit pension plan are determined
annually based on assumptions which include the discount rate, expected return on plan
assets, anticipated retirement rate and estimated lump sum distributions. A discount rate of
3.90% was used by the Company for estimating accumulated benefits under the plan at
December 31, 2016, which was based on the average yield for long-term, high grade securities
having maturities generally consistent with the defined benefit pension payout period. To set
its discount rate, the Company looks to leading indicators, including the Mercer Above Mean
Yield Curve. The expected annual return on plan assets assumed by the Company at
December 31, 2016 was 6.50%. The assumption for the long-term rate of return on plan
assets was determined by considering actual investment experience during the lifetime of the
plan, balanced with reasonable expectations of future growth considering the various classes
of assets and percentage allocation for each asset class. Management believes that it has
adopted reasonable assumptions for investment returns, discount rates and other key factors
used in the estimation of pension costs and asset values.
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To the extent that actual experience differs from the Company's assumptions,
subsequent adjustments may be required, with the effects of those adjustments charged or
credited to income and/or shareholders' equity for the period in which the adjustments are
made. Generally, a change of 50 basis points in the discount rate would inversely impact
pension expense and accumulated other comprehensive income (“AOCI”) by approximately
$0.1 million and $1.1 million, respectively. In addition, for every $1 million increase (decrease)
in the value of pension plan assets, there is a comparable pretax increase (decrease) in AOCI.
See also “Notes to Consolidated Financial Statements -- Note 11 -- Pension Plans and Other
Postretirement Benefits”.

Results of Operations for the Three Years Ended December 31, 2016

Insurance Premiums and Contract Charges

Year Ended Change From Year Ended
December 31, Prior Year December 31,
2016 2015 Percent Amount 2014
Insurance premiums written and contract
deposits (includes annuity and
life contract deposits)
Property and Casualty.............c..ccevevennne $ 634.3 $ 605.8 4.7% $28.5 $ 5844
Retirement (annuity)..........ccccocveeiiiiinennns 520.2 548.0 -5.1% (27.8) 480.6
L. et 108.0 102.7 5.2% 5.3 102.7
Total v $1,262.5 $1,256.5 0.5% 6.0 $1.167.7
Insurance premiums and contract
charges earned (excludes annuity
and life contract deposits)
Property and Casualty.............c..cceveuennne $ 6205 $ 596.0 4.1% $24.5 $ 581.8
Retirement (annuity)..........cccooceeiiiinnenns 24.9 25.4 -2.0% (0.5) 25.6
LI oo 113.7 110.5 2.9% 3.2 108.4
Total v $ 75941 $ 7319 3.7% $27.2 $ 7158

Number of Policies and Contracts in Force
(actual counts)

As of December 31,

2016 2015 2014
Property and Casualty
AULOMODIIE ... 484,915 486,939 480,777
PrOPEIY...coo et 220,137 224,531 229,072
Lo - | P OSSPSR 705,052 711,470 709,849
REtIremMENt ... 219,105 211,071 202,572
LI ettt 197,937 201,789 200,867

For 2016, the Company’s premiums written and contract deposits* of $1,262.5 million
increased $6.0 million, or 0.5%. For 2015, the Company’s premiums written and contract
deposits of $1,256.5 million increased $88.8 million, or 7.6%, compared to a year earlier, led
by growth in the Retirement segment as well as growth in the Property and Casualty segment.
Changes in the Company’s employee retirement savings plans which were effective beginning
in 2015 led to approximately $30 million of the $88.8 million increase in 2015; consolidated and
Retirement segment growth were approximately 5% and 7%, respectively, in 2015 excluding
this item. The Company’s premiums and contract charges earned increased $27.2 million, or
3.7%, compared to 2015, primarily due to increases in average premium per policy for both
homeowners and automobile. For 2015, the Company’s premiums and contract charges
earned increased $16.1 million, or 2.2%, compared to 2014 primarily due to increases in
average premium per policy for both homeowners and automobile.



Total Property and Casualty premiums written* increased 4.7%, or $28.5 million, in 20186,
compared to 2015, primarily due to increases in average written premium per policy for both
homeowners and automobile. For 2016, the Company’s full year rate plan anticipated mid-
single digit average rate increases (including states with no rate actions) for both automobile
and homeowners; average approved rate changes during 2016 were consistent with those
plans at 6.5% for automobile and 5% for homeowners.

Based on policies in force, the automobile 12 month retention rate for new and renewal
policies was 83.5% compared to 84.7% at both December 31, 2015 and 2014, respectively,
with the decrease due to recent rate and underwriting actions. The property 12 month new
and renewal policy retention rate was 87.8%, 88.3% and 87.9% at December 31, 2016, 2015
and 2014, respectively, with decrease due to recent rate and underwriting actions.

Automobile premiums written* increased 5.9%, or $23.7 million, compared to 2015. In
2016, the average written premium per policy and average earned premium per policy
increased approximately 5% and 4%, respectively, compared to a year earlier. In 2015,
automobile premiums written increased 4.8%, or $18.4 million, compared to 2014. In 2015,
the average written premium per policy and average earned premium per policy increased
approximately 3% and 2%, respectively, compared to a year earlier, which was augmented by
the 2015 increase in policies in force. The number of educator policies increased more than
the total policy count over the three year period and represented approximately 85%, 85% and
84% of the automobile policies in force at December 31, 2016, 2015 and 2014, respectively.

Homeowners premiums written* increased 2.4%, or $4.8 million, compared to 2015.
Homeowners premiums written increased 1.5%, or $3.0 million, compared to 2014. While the
number of homeowners policies in force has declined, the average written premium per policy
and average earned premium per policy each increased approximately 4%, in 2016 compared
to a year earlier. In addition, reduced catastrophe reinsurance costs benefited the current
period premiums written by approximately $1.4 million. In 2015, while the number of
homeowners policies in force declined, the average written premium per policy and average
earned premium per policy each increased approximately 3% compared to a year earlier. The
number of educator policies represented approximately 82% of the homeowners policies in
force at December 31, 2016, compared to approximately 81% at December 31, 2015 and 80%
at December 31, 2014, respectively, and has reflected more moderate declines than the
overall homeowner policies in force count. The number of educator policies and total policies
has been, and may continue to be, impacted by the Company’s risk mitigation programs,
including actions in catastrophe-prone coastal areas, involving policies of both educators and
non-educators.

The Company continues to evaluate and implement actions to further mitigate its risk
exposure in hurricane-prone areas, as well as other areas of the country. Such actions could
include, but are not limited to, non-renewal of homeowners policies, restricted agent
geographic placement, limitations on agent new business sales, further tightening of
underwriting standards and increased utilization of third-party vendor products. By June 30,
2015, the Company completed a non-renewal program to further address homeowners
profitability and hurricane exposure issues in Florida. While this program impacted the overall
policy in force count and premiums in the short-term, it reduced risk exposure concentration,
reduced overall catastrophe reinsurance costs and is expected to improve homeowners
longer-term underwriting results. The Company continues to write policies for tenants in
Florida. The Company also authorized its agents to write certain third-party vendors’
homeowners policies in Florida.
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For 2016, total annuity deposits* received decreased 5.1%, or $27.8 million, compared to
the prior year, primarily due to changes in the Company’s employee retirement savings plans
which resulted in non-recurring deposits received in 2015. The 2016 decrease reflected a
7.6% decrease in recurring deposit receipts and a 3.3% decrease in single premium and
rollover deposit receipts. Excluding the 2015 non-recurring item, the remaining 2016 decrease
was minimal. For 2015, total annuity deposits received increased 14.0%, or $67.4 million,
compared to the prior year, including a 22.6% increase in recurring deposit receipts and an
8.7% increase in single premium and rollover deposit receipts.

In addition to external contractholder deposits, annuity new recurring deposits include
contributions and transfers by Horace Mann’s employees into the Company’s 401(k) group
annuity contract. The Company’s employee retirement savings plans are described in “Notes
to Consolidated Financial Statements -- Note 11 -- Pension Plans and Other Postretirement
Benefits”. Note that deposits into the Company’s employee 401(k) group annuity contract are
not reported as “sales”.

In 2016, new deposits to fixed accounts of $356.6 million decreased 4.4%, or $16.5
million, and new deposits to variable accounts of $163.6 million decreased 6.5%, or $11.3
million, compared to the prior year, including the impact of the 2015 non-recurring employee
retirement savings plans item described above. In 2015, new deposits to fixed accounts of
$373.1 million increased 9.7%, or $33.1 million, and new deposits to variable accounts of
$174.9 million increased 24.4%, or $34.3 million, compared to the prior year.

Total annuity accumulated value on deposit of $6.4 billion at December 31, 2016
increased 7.2% compared to a year earlier, reflecting the increase from new deposits received
as well as favorable retention. Accumulated value retention for the variable annuity option was
94.7%, 94.3% and 94.0% for the 12 month periods ended December 31, 2016, 2015 and
2014, respectively; fixed annuity retention was 94.6%, 94.8% and 94.5% for the respective
periods.

Variable annuity accumulated balances of $1.9 billion at December 31, 2016 increased
6.8% compared to December 31, 2015, reflecting a positive impact from financial market
performance over the 12 months partially offset by net balances transferred from the variable
account option to the guaranteed interest rate fixed account option. Compared to 2015,
Retirement segment contract charges earned decreased 2.0%, or $0.5 million. Variable
annuity accumulated balances of $1.8 billion at December 31, 2015 decreased 0.7%
compared to December 31, 2014, reflecting minimal impact from financial market performance
over the 12 months and net balances transferred from the variable account option to the
guaranteed interest rate fixed account option partially offset by net positive cash flows.
Retirement segment contract charges earned decreased 0.8%, or $0.2 million, compared to
2014.

Life segment premiums and contract deposits* for 2016 increased 5.2%, or $5.3 million,
compared to the prior year, including the favorable impact of new ordinary life business growth.
Life segment premiums and contract deposits for 2015 were equal to the prior year, including
the favorable impact of new ordinary life business growth offset by a modest decline in group
life premiums. The ordinary life insurance in force lapse ratio was 4.3%, 4.1% and 4.0% for
the 12 months ended December 31, 2016, 2015 and 2014, respectively.
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Sales*

For 2016, Property and Casualty new annualized sales premiums increased 5.5%
compared to 2015, as 5.7%, or $4.8 million, growth in new automobile sales was accompanied
by growth in homeowners sales of 4.7%, or $0.8 million, compared to the prior year.

While the 2016 annuity new business levels were lower than in the prior year period, the
Company’s Retirement segment new business levels continued to benefit from agent training
and marketing programs, which focus on retirement planning, and build on the positive results
produced in recent years. Annuity sales by Horace Mann’s agency force decreased 2.1%
compared to 2015, primarily due to the impact in 2015 of non-recurring, non 401(k) rollover
deposits from the Company’s employee retirement savings plans. Sales from the independent
agent distribution channel, which represent approximately 9.2% of total annuity sales in 2016
and are largely single premium and rollover annuity deposits, decreased approximately 17.6%
compared to a year earlier. As a result, total Horace Mann annuity sales from the combined
distribution channels decreased 3.7%, or $13.8, compared to 2015.

Overall, the Company’s new recurring deposit business (measured on an annualized
basis at the time of sale, compared to the reporting of new contract deposits which are
recorded when cash is received) decreased 6.3% compared to 2015, and single premium and
rollover deposits decreased 3.3% compared to the prior year. In February 2014, the Company
expanded its annuity product portfolio by introducing a fixed indexed annuity contract. This
new product continues to be well received by the Company’s customers and represented
approximately one-third of total annuity sales for both 2016 and 2015. Previously, the
Company offered indexed annuity products underwritten by third-party vendors.

The Company’s introduction of new educator-focused portfolios of term and whole life
products in recent years, including a single premium whole life product, as well as the October
2015 introduction of the Company’s IUL product have contributed to an increase in sales of
proprietary life products. For 2016, sales of Horace Mann’s proprietary life insurance products
totaled $15.6 million, representing an increase of 43.1%, or $4.7 million, compared to the prior
year, including an increase of $3.8 million for single premium sales.

Distribution

At December 31, 2016, there was a combined total of 666 Exclusive Agencies and
Employee Agents, compared to 735 at December 31, 2015 and 755 at December 31, 2014.
The Company continues to expect higher quality standards for agents and agencies to focus
on improving both customer experiences and agent productivity in their respective territories.
Growth in new automobile sales and life sales reflects improvement in average agency
productivity. The dedicated sales force is supported by the Company’s Customer Contact
Center which provides a means for educators to begin their experience directly with the
Company, if that is their preference. The Customer Contact Center is also able to assist
educators in territories which are not currently served by an Exclusive Agency.

As mentioned above, the Company also utilizes a nationwide network of Independent
Agents who comprise an additional distribution channel for the Company’s 403(b) tax-qualified
annuity products. The Independent Agent distribution channel included 272 authorized agents
at December 31, 2016. During 2016, this channel generated $32.8 million in annualized new
annuity sales for the Company compared to $39.8 million for 2015 and $34.4 million for 2014,
with the new business primarily comprised of single and rollover deposit business over the
three year period.
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Net Investment Income

For 2016, pretax net investment income of $361.2 million increased 8.6%, or $28.6
million, (7.9%, or $17.7 million, after tax) compared to 2015. While asset balances in the
Retirement segment continue to grow, overall investment results reflected an increase in
investment prepayment activity and favorable returns on alternative investments, partially
offset by the impact of the current low interest rate environment. For 2015, pretax net
investment income of $332.6 million increased 0.8%, or $2.8 million, (0.7%, or $1.5 million,
after tax) compared to 2014. Average invested assets increased 5.6% over the 12 months
ended December 31, 2016. The average pretax yield on the total investment portfolio was
5.21% (3.47% after tax) for 2016, compared to the pretax yield of 5.06% (3.39% after tax) and
5.32% (3.57% after tax) for 2015 and 2014, respectively. During 2016, management
continued to identify and purchase investments, including a modest level of alternative
investments, with attractive risk-adjusted vyields without venturing into asset classes or
individual securities that would be inconsistent with the Company’s overall conservative
investment guidelines.

Net Realized Investment Gains and Losses (Pretax)

For 2016, net realized investment gains were $4.1 million compared to net realized
investment gains of $12.7 million and $10.9 million in 2015 and 2014, respectively. The net
gains and losses in all periods were realized primarily from ongoing investment portfolio
management activity and, when determined, the recognition of other-than-temporary
impairment.

For the year ended December 31, 2016, the Company’s net realized investment gains of
$4.1 million included $23.3 million of gross gains realized on security sales and calls partially
offset by $8.1 million of realized losses primarily on securities that were disposed of during
2016 and $11.1 million of other-than-temporary impairment charges recorded largely on Puerto
Rico and energy sector fixed maturity securities, as well as some equity securities.

For the year ended December 31, 2015, the Company’s net realized investment gains of
$12.7 million included $39.6 million of gross gains realized on security sales and calls partially
offset by $7.4 million of realized losses on securities that were disposed of during 2015 and
$19.5 million of other-than-temporary impairment charges recorded largely on energy sector
and Puerto Rico fixed maturity securities and one unrelated equity security.

For the year ended December 31, 2014, the Company’s net realized investment gains of
$10.9 million included $26.7 million of gross gains realized on security sales and calls partially
offset by $9.4 million of realized losses on securities that were disposed of during 2014,
primarily mortgage-backed and municipal securities, and the $6.4 million other-than-temporary
charge recorded largely on energy sector securities in the fourth quarter.

The Company, from time to time, sells securities subsequent to the balance sheet date
that were considered temporarily impaired at the balance sheet date. Such sales are due to
issuer specific events occurring subsequent to the balance sheet date that result in a change
in the Company’s intent to sell an invested asset.
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Fixed Maturity Securities and Equity Securities Portfolios

The table below presents the Company’s fixed maturity securities and equity securities
portfolios by major asset class, including the ten largest sectors of the Company’s corporate
bond holdings (based on fair value). Compared to December 31, 2015, credit spreads were
tighter across most asset classes at December 31, 2016 and U.S. Treasury rates increased,
which resulted in net unrealized investment gains to be flat in the Company’s fixed maturity

securities holdings.

Fixed maturity securities
Corporate bonds

Banking and Finance ................
Insurance ..........ccoccooviiiiieenen.
Energy (1) .cocooveeieeeeeeceieeee
Healthcare, Pharmacy...............
Real estate ........cccccvviniieennnn.
Technology .......cccoeeeeeeiiiiiieeen.
Utilities .....ooiee e
Transportation...........c.cceeueeeee.
Telecommunications .................
Natural gas........cccceveveiiinnn.
All Other Corporates (2)............

Total corporate bonds........

Mortgage-backed securities
U.S. Government and federally

Municipal bonds (4) .........ccoeueneee.

Government bonds

U.S. e
Foreign.......cccooiiiiiiii

Collateralized debt obligations (5)

Asset-backed securities................

Total fixed maturity securities...............cccceveenieennn,

Equity securities
Non-redeemable preferred stocks

Common StockS.........eevveeeeveeveennnns
Closed-end fund ..........ccevvvvvevvennens

(1) At December 31, 2016, the fair value amount included $13.9 million which were non-investment grade.

(2) The All Other Corporates category contains 19 additional industry classifications. Gaming, broadcast and media, food
and beverage, consumer products and retail represented $428.9 million of fair value at December 31, 2016, with the
remaining 13 classifications each representing less than $34.0 million.

(3) At December 31, 2016, 100% were investment grade, with an overall credit rating of AA, and the positions were well

diversified by property type, geography and sponsor.

(4) Holdings are geographically diversified, approximately 40% are tax-exempt and 78% are revenue bonds tied to essential
services, such as mass transit, water and sewer. The overall credit quality of the municipal bond portfolio was AA- at

December 31, 2016.

(5) Based on fair value, 96% of the collateralized debt obligation securities were rated investment grade by Standard and
Poor’s Corporation (“S&P”) and/or Moody’s Investors Service, Inc. (“Moody’s”) at December 31, 2016.

December 31, 2016

Number of
Issuers

97
51
48
39
35
28
39
22
23

112
107

14

E L3
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Amortized
Fair Cost or
Value Cost
$ 709.8 $ 6823
260.9 240.8
221.8 208.7
168.2 161.6
162.5 156.8
161.8 158.8
159.3 140.9
156.3 150.4
123.8 115.8
96.5 93.1
589.4 563.7
2,810.3 2,672.9
442 .4 412.9
503.8 508.5
70.4 69.2
1,769.4 1,648.3
467 .1 458.7
98.7 93.9
667.7 662.9
626.9 624.8
$7.456.7 $7.152.1
$ 50.0 $ 523
72.2 61.7
19.4 20.0
$ 1416 $ 1340
$7.508.3 $7.286.1

I QM

Pretax Net
Unrealized

Gain (Loss)

$ 275
20.1
131

6.6
5.7




At December 31, 2016, the Company’s diversified fixed maturity securities portfolio
consisted of 2,465 investment positions, issued by 1,929 entities, and totaled approximately
$7.5 billion in fair value. This portfolio was 95.9% investment grade, based on fair value, with
an average quality rating of A. The Company’s investment guidelines generally limit single
corporate issuer concentrations to 0.5% of invested assets for “AA” or “AAA” rated securities,
0.35% of invested assets for “A” or “BBB” rated securities, and 0.2% of invested assets for
non-investment grade securities.

The following table presents the composition and value of the Company’s fixed maturity
securities and equity securities portfolios by rating category. At December 31, 2016, 94.7% of
these combined portfolios were investment grade, based on fair value, with an overall average
quality rating of A. The Company has classified the entire fixed maturity securities and equity
securities portfolios as available for sale, which are carried at fair value.

Rating of Fixed Maturity Securities and Equity Securities (1)

(Dollars in millions)

December 31, 2016

Percent
of Total
Fair Fair Amortized
Value Value Cost or Cost
Fixed maturity securities
SR 8.3% $ 620.8 $ 611.6
N N 2 SRR 35.5 2,648.4 2,533.5
A et e e e e e et et e e e nnneee s 23.6 1,759.6 1,663.9
12 ] PR 28.4 2,118.7 2,038.5
2 PR 24 176.4 174.7
PR 1.0 76.3 79.5
(610702 gl [o Y RSP 0.2 10.9 10.6
N0 A = (T ) PR 0.6 45.6 39.8
Total fixed maturity SECUItIES.........cooiiiiiiiiii e 100.0% $7.456.7 $7.152.1
Equity securities

S SRR - - -
PSP - - -
A e e e e e e t—e e e — e e e e beeeeatteeeaanreeeennreeenn - - -
1] 2] = SRR 35.3% $ 500 $ 523
2 PR - - -
B et - - -
CCC OF IOWET ...ttt ettt e et e e st e e e e naeeeeans - - -
[N\ [0 =1 Yo [ SO UPPRRN 64.7 91.6 81.7
Total equity SECUMLIES .......cceeiiiiiiie e 100.0% $ 1416 $ 1340
TOtAD e, $7,598.3 $7.286.1

(1) Ratings are as assigned primarily by S&P when available, with remaining ratings as assigned on an equivalent basis by
Moody’s. Ratings for publicly traded securities are determined when the securities are acquired and are updated
monthly to reflect any changes in ratings.

(2) At December 31, 2016, the AA rated fair value amount included $467.1 million of U.S. Government and federally
sponsored agency securities and $522.8 million of mortgage- and asset-backed securities issued by U.S. Government
and federally sponsored agencies.

(3) This category primarily represents private placement and municipal securities not rated by either S&P or Moody'’s.

At December 31, 2016, the fixed maturity securities and equity securities portfolios had a
combined $76.0 million pretax of gross unrealized investment losses on $2,302.4 million fair
value related to 731 positions. Of the investment positions (fixed maturity securities and equity
securities) with gross unrealized investment losses, 12 were trading below 80% of the carrying
value at December 31, 2016 and were not considered other-than-temporarily impaired. These
positions had fair value of $15.2 million, representing 0.2% of the Company’s total investment
portfolio at fair value, and had a gross unrealized investment loss of $6.6 million.
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The Company views the unrealized investment losses of all of the securities at
December 31, 2016 as temporary. Future changes in circumstances related to these and
other securities could require subsequent recognition of other-than-temporary impairment.

Benefits, Claims and Settlement Expenses

Year Ended Change From Year Ended
December 31, Prior Year December 31,
2016 2015 Percent Amount 2014
Property and Casualty ..............ccccovveeeeveevennns, $464.1 $420.3 10.4% $43.8 $399.5
Retirement (annuity) .........ccoccevieeineeeee 3.9 3.2 21.9% 0.7 2.2
LifE e 73.1 72.9 0.3% 0.2 66.7
TOtal i $541.1 $496.4 9.0% 44.7 $468.4
Property and Casualty catastrophe
losses, included above (1).......ccceecviiiriieeenn, 60.0 444 35.1% $15.6 37.5

(1) See footnote (1) to the table below.
Property and Casualty Claims and Claim Expenses (“losses”)

Year Ended December 31,
2016 2015 2014

Incurred claims and claim expenses:
Claims occurring in the current year .............cooeveveeveeeeeeennne. $471.1 $432.8 $416.5
Decrease in estimated reserves for claims

OCCUITING iN PriOr YEArs (2) .....ccevecuevieeeeeeieciieeeee e e (7.0) (12.5) (17.0)
Total claims and claim expenses incurred...................... $46441 $420.3 $399.5
Property and Casualty loss ratio:
LI = 1 SRR 74.8% 70.5% 68.7%
Effect of catastrophe costs, included above (1) ..........ccccec... 9.7% 7.4% 6.5%
Effect of prior years’ reserve development,
included above (2).........coooiiiiiii -1.1% -2.1% -2.9%
(1) Property and Casualty catastrophe losses were incurred as follows:
2016 2015 2014
Three months ended
March 31 .o $ 127 $ 105 $ 6.3
JUNE 30 o 27.3 21.3 23.5
September 30, 8.4 5.0 5.7
December 31, 11.6 7.6 2.0
Total full YEar.........ccvevvivieiie e $ 60.0 $ 444 $ 375

(2) Shows the amounts by which the Company decreased its reserves in each of the periods indicated for claims occurring
in previous years to reflect subsequent information on such claims and changes in their projected final settlement costs

indicating that the actual and remaining projected losses for prior years are below the level anticipated in the previous
December 31 loss reserve estimate.

2016 2015 2014
Three months ended
March 371 ..o $ (2.0) $ 4.0 $ 4.0
JUNE 30 .. (1.6) 3.2) (3.0)
September 30.......cviviiiiee e (0.7) (2.8) (4.4)
December 31.......uviiiiieeiee e (2.7) (2.5) (5.6)
Total full year...........coocvviieeiieiieee e $ (7.0) $ (12.5) $ (17.0)
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For 2016, the Company’s benefits, claims and settlement expenses increased $44.7
million, or 9.0%, compared to the prior year primarily reflecting increases in Property and
Casualty current accident year loss severity and frequency -- specifically, in automobile -- and
catastrophe costs, partially offset by a reduction in homeowners current accident year non-
catastrophe losses and a $4.0 million decrease in life mortality costs. In 2015, the Company’s
benefits, claims and settlement expenses increased $28.0 million, or 6.0%, compared to the
prior year primarily reflecting increases in Property and Casualty current accident year loss
severity -- specifically, in automobile -- and catastrophe costs, as well as a $4.5 million
increase in life mortality costs.

For 2016, 2015 and 2014, the favorable development of prior years’ Property and
Casualty reserves of $7.0 million, $12.5 million and $17.0 million, respectively, for each year
was the result of actual and remaining projected losses for prior years being below the level
anticipated in the immediately preceding December 31 loss reserve estimate. In 2016, the
favorable development was predominantly the result of favorable severity trends in property for
accident years 2014 and prior. For 2015, the favorable development was primarily for accident
years 2013 and prior and predominantly the result of favorable severity trends in homeowners
loss emergence, accompanied by favorable severity and frequency trends in automobile loss
emergence. For 2014, the favorable development was primarily for accident years 2011 and
prior and predominantly the result of favorable frequency and severity trends in automobile
loss emergence.

For 2016, the automobile loss ratio of 80.2% increased by 4.8 percentage points
compared to the prior year, including (1) the impact of catastrophe costs that resulted in a 1.7
percentage point increase, (2) the impacts of higher current accident year non-catastrophe
losses for 2016 primarily driven by loss severity and accompanied by an increase in loss
frequencies and (3) development of prior years’ reserves that had a 0.8 percentage point less
favorable impact in the current year, partially offset by the favorable impact of rate actions
taken in recent years. The homeowners loss ratio of 63.9% for 2016 increased 2.4 percentage
points compared to a year earlier, including favorable current accident year non-catastrophe
experience offset by development of prior years’ reserves that had a 0.8 percentage point less
favorable impact in the current year and high catastrophe costs. Catastrophe costs
represented 24.2 percentage points of the homeowners loss ratio for 2016 compared to 20.4
percentage points for 2015.

Interest Credited to Policyholders

Year Ended Change From Year Ended
December 31, Prior Year December 31,
2016 2015 Percent Amount 2014
Retirement (anNUity)..........ccccoveveveeeeeeeene, $147.3 $138.7 6.2% $8.6 $132.5
Lif@ wuvrrrriririeiti 44.7 441 1.4% _0.6 43.6
TOAL e $192.0 $182.8 5.0% $9.2 $1761

Compared to 2015, the 2016 increase in Retirement segment interest credited reflected
a 7.6% increase in average accumulated fixed deposits, at an average crediting rate of 3.55%.
Compared to a year earlier, the 2015 increase in Retirement segment interest credited
reflected a 7.7% increase in average accumulated fixed deposits, partially offset by a 6 basis
point decline in the average annual interest rate credited to 3.56%. Life insurance interest
credited increased slightly in both 2016 and 2015 as a result of the growth in reserves for life
insurance products with account values.
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The net interest spread on fixed annuity assets under management measures the
difference between the rate of income earned on the underlying invested assets and the rate of
interest which policyholders are credited on their account values. The net interest spreads for
the years ended December 31, 2016, 2015 and 2014, were 193 basis points, 184 basis points
and 204 basis points, respectively. The interest spread increased due to an increase in
investment prepayment activity as well as favorable returns within the Company’s alternative
investment portfolio and a continuation of disciplined crediting rate management, partially
offset by pressures of the low interest rate environment.

As of December 31, 2016, fixed annuity account values totaled $4.5 billion, including
$4.3 billion of deferred annuities. As shown in the table below, for approximately 87%, or $3.7
billion of the deferred annuity account values, the credited interest rate was equal to the
minimum guaranteed rate. Due to limitations on the Company’s ability to further lower interest
crediting rates, coupled with the expectation for continued low reinvestment interest rates,
management anticipates fixed annuity spread compression in future periods. The majority of
assets backing the net interest spread on fixed annuity business is invested in fixed maturity
securities.

The Company actively manages its interest rate risk exposure, considering a variety of
factors, including earned interest rates, credited interest rates and the relationship between the
expected durations of assets and liabilities. Management estimates that over the next 12
months approximately $530 million of the Retirement segment and Life segment combined
investment portfolio and related investable cash flows will be reinvested at current market
rates. As interest rates remain at low levels, borrowers may prepay or redeem the securities
with greater frequency in order to borrow at lower market rates, which could increase
investable cash flows and exacerbate the reinvestment risk.

As a general guideline, for a 100 basis point decline in the average reinvestment rate
and based on the Company’s existing policies and investment portfolio, the impact from
investing in that lower interest rate environment could further reduce Retirement segment net
investment income by approximately $1.5 million in year one and $5.3 million in year two,
further reducing the net interest spread by approximately 3 basis points and 11 basis points in
the respective periods, compared to the current period annualized net interest spread. The
Company could also consider potential changes in rates credited to policyholders, tempered by
any restrictions on the ability to adjust policyholder rates due to minimum guaranteed crediting
rates.

The expectation for future net interest spreads is also an important component in the
amortization of deferred policy acquisition costs. In terms of the sensitivity of this amortization
to the net interest spread, based on deferred policy acquisition costs as of December 31, 2016
and assuming all other assumptions are met, a 10 basis point deviation in the current year
targeted interest rate spread assumption would impact amortization between $0.25 million and
$0.35 million. This result may change depending on the magnitude and direction of any actual
deviations but represents a range of reasonably likely experience for the noted assumption.
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Additional information regarding the interest crediting rates and balances equal to the
minimum guaranteed rate for deferred annuity account values is shown below.

December 31, 2016
Deferred Annuities at

Total Deferred Annuities Minimum Guaranteed Rate
Percent of
Percent Accumulated Total Deferred Percent Accumulated
of Total Value (“AV”) Annuities AV of Total Value
Minimum guaranteed interest rates:
Lessthan 2% ......coovveiiiii 23.5% $1,003.6 48.2% 13.1% $ 483.8
Equal to 2% but less than 3%.........c.cceee... 7.2 308.6 82.8% 6.9 2554
Equal to 3% but less than 4%.........c.cccc..... 14.2 606.7 99.8% 16.4 605.1
Equal to 4% but less than 5%....................... 53.7 2,290.2 100.0% 62.1 2,290.2
5% or higher ........coooevieiieeee e 1.4 55.5 100.0% 1.5 55.5
TOtal e 100.0% $4,264.6 86.5% 100.0% $3,690.0

The Company will continue to be disciplined in executing strategies to mitigate the
negative impact on profitability of a sustained low interest rate environment. However, the
success of these strategies may be affected by the factors discussed in “ltem 1A. Risk
Factors” in this Annual Report on Form 10-K and other factors discussed herein.

Policy Acquisition Expenses Amortized

Amortized policy acquisition expenses were $96.7 million for 2016 compared to $98.9
million and $93.8 million for the years ended December 31, 2015 and 2014, respectively. The
decrease in 2016 was largely attributable to the Retirement segment including the impact of
the unlocking of deferred policy acquisition costs (“unlocking”) offset by the growth in
premiums and related commissions for the Property and Casualty segment. At December 31,
2016, Retirement segment unlocking resulted in a $0.3 million decrease in amortization
compared to a $3.4 million increase in amortization a year earlier. For the prior period, the
impact was largely due to financial market performance. For the Life segment, unlocking
resulted in an immaterial change in amortization at December 31, 2016, 2015 and 2014.

Operating Expenses

In 2016, operating expenses of $173.1 million increased $15.7 million, or 10.0%,
compared to 2015. In 2015, expenses reflected a reduction in incentive compensation
expense with the maijority of the cost reduction benefiting the Property and Casualty segment.
The 2016 expense level was consistent with management’'s expectations as the Company
makes expenditures related to customer service and infrastructure improvements, which are
intended to enhance the overall customer experience and support favorable policy retention
and business cross-sale ratios. In 2015, operating expenses of $157.4 million decreased $4.7
million, or 2.9%, compared to 2014.

The Property and Casualty expense ratio of 26.7% for 2016 increased 0.2 percentage
points compared to the prior year expense ratio of 26.5%, or slightly below management’'s
expectations for 2016. The 2015 incentive compensation expense reduction reduced the
expense ratio for 2015 by 0.4 percentage points. The Property and Casualty expense ratio
was 27.4% for 2014.
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Interest Expense and Debt Retirement Costs

In June 2015, the Company repaid its outstanding $75.0 million 6.05% Senior Notes
upon maturity initially utilizing funds borrowed under its existing Bank Credit Facility. In
November 2015, the Company issued $250.0 million face amount of 4.50% Senior Notes due
2025. The Company used the net proceeds from this issuance to redeem all its outstanding
6.85% Senior Notes due April 15, 2016 and to repay in full the $113.0 million of outstanding
borrowings under its Bank Credit Facility. The combined impact of these transactions reduced
interest expense in 2016 by $1.3 million compared to 2015 and $1.1 million in 2015, compared
to 2014.

The redemption of the 6.85% Senior Notes in 2015 resulted in a pretax charge of $2.3
million, largely due to the make-whole premium.

Income Tax Expense

The effective income tax rate on the Company’s pretax income, including net realized
investment gains and losses, was 26.6%, 27.8% and 28.7% for the years ended December 31,
2016, 2015 and 2014, respectively. Income from investments in tax-advantaged securities
reduced the effective income tax rates 8.5, 7.9 and 7.1 percentage points for 2016, 2015 and
2014, respectively. In 2016, income tax expense was reduced by approximately $0.9 million
related to the filing of the prior calendar year tax return; this item primarily benefited the
Retirement segment.

The Company records liabilities for uncertain tax filing positions where it is more likely
than not that the position will not be sustainable upon audit by taxing authorities. These
liabilities are reevaluated routinely and are adjusted appropriately based on changes in facts or
law. The Company has no unrecorded liabilities from uncertain tax filing positions.

At December 31, 2016, the Company’s federal income tax returns for years prior to 2013
are no longer subject to examination by the IRS. Management does not anticipate any
assessments for tax years that remain subject to examination to have a material effect on the
Company’s financial position or results of operations.

Net Income

For 2016, the Company’s net income of $83.8 million decreased $9.7 million compared
to 2015. After tax net realized investment gains were $2.3 million compared to $8.6 million a
year earlier. Additional detail is included in the “Executive Summary” at the beginning of this
MD&A.

For 2015, the Company’s net income of $93.5 million represented a decrease of $10.7
million compared to 2014 reflecting improvement in current accident year non-catastrophe
results for homeowners, pressure on automobile results primarily due to loss severity, a higher
level of life mortality losses and a negative impact due to the unlocking of Retirement segment
deferred policy acquisition costs. Net income in 2015 was also reduced by debt retirement
costs.

For 2014, the Company’s net income of $104.2 million declined $6.7 million compared to
2013, as improvements in Property and Casualty segment and Retirement segment results, as
well as solid earnings in the Life segment, were offset by a decrease in net realized investment
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gains. After tax net realized investment gains of $6.9 million were $7.5 million less than in
2013. For the Property and Casualty segment, net income of $46.9 million increased $2.5
million compared to 2013. The Property and Casualty combined ratio was 96.1% for 2014, a
0.2 percentage point improvement compared to 96.3% for 2013.

Net income (loss) by segment and net income per share were as follows:

Year Ended Change From Year Ended
December 31, Prior Year December 31,
2016 2015 Percent Amount 2014
Analysis of net income (loss) by segment:
Property and Casualty............ccccoceeiiienieennnn. $256 $40.0 -36.0% $(14.4) $ 46.9
Retirement ...........cccoooviiiiiiii e 50.7 43.4 16.8% 7.3 45.3
LI e 16.6 15.0 10.7% 1.6 17.5
Corporate and Other (1)........ccocevvveeeeeeiicinnns (9.1) (4.9) -85.7% (4.2) (5.5)
NEt iNCOME ..o, $838 $935 -10.4% $ (9.7) $104.2
Effect of catastrophe costs, after tax,
included above..........ccccoveiiiiiiie $(39.1) $(28.9) 35.3% $10.2 $ (24.4)
Effect of net realized investment gains,
after tax, included above.........ccccccceeeeereennnnnn. $ 23 $ 86 -73.3% $ (6.3) $ 69
Effect of debt retirement costs,
after tax, included above............cccccceeeeieennnes $ - $ (1.5) N.M. $ (1.5) $ -
Diluted:
Net income pershare..............c.ccocveveeenennnn. $2.02 $2.20 -8.2% $(0.18) $ 247
Weighted average number of shares
and equivalent shares (in millions) ............. 41.5 42.4 -2.1% (0.9) 42.2
Property and Casualty combined ratio:
TOtal oo 101.5% 97.0% N.M. 4.5% 96.1%
Effect of catastrophe costs,
included above ...........cccccciiiiiiiii, 9.7% 7.4% N.M. 2.3% 6.5%
Effect of prior years’ reserve
development, included above .................... -1.1% -2.1% N.M. 1.0% -2.9%

N.M. - Not meaningful.

(1) The Corporate and Other segment includes interest expense on debt, realized investment gains and losses, corporate
debt retirement costs, certain public company expenses and other corporate-level items. The Company does not
allocate the impact of corporate-level transactions to the insurance segments, consistent with the basis for
management’s evaluation of the results of those segments.

As described in footnote (1) to the table above, the Corporate and Other segment
reflects corporate-level transactions. Of those transactions, net realized investment gains and
losses may vary notably between reporting periods and are often the driver of fluctuations in
the level of this segment’s net income or loss. For 2016, 2015 and 2014, net realized
investment gains after tax were $2.3 million, $8.6 million and $6.9 million, respectively. In
addition, 2016 reflected a $1.3 million pretax reduction in debt interest expense as a result of
the refinancing transactions completed in 2015. The debt redemption in 2015 resulted in a
pretax charge of $2.3 million, partially offset by a $1.1 million reduction in debt interest
expense compared to 2014.

Return on average shareholders’ equity based on net income was 6.2%, 7.1% and 8.4%
for the years ended December 31, 2016, 2015 and 2014, respectively.
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Outlook for 2017

At the time of this Annual Report on Form 10-K, management estimates that 2017 full
year net income before net realized investment gains and losses will be within a range of $1.95
to $2.15 per diluted share. This projection incorporates the Company’s results for 2016 and
anticipates continued improvement in the Company’s underlying automobile combined ratio,
modeled catastrophe losses as well as modestly lower earnings in the Retirement and Life
segments reflecting lower net interest spreads, and approximately $0.10 cents of continued
strategic investing in our Retirement business that we expect will accelerate growth
momentum related to the Company’s continued modernization of technology and
infrastructure. As a result of the continued low interest rate environment, management
expects the Company’s overall portfolio yield to decline by approximately 10 basis points over
the course of 2017, impacting each of the three business segments. Within the Property and
Casualty segment, both approved and planned premium rate increases, as well as
underwriting initiatives, are expected to improve profitability margins for the automobile line
compared to 2016. The property line is anticipated to produce solid profitability, although at a
reduced level that assumes non-catastrophe weather related losses return to a more
normalized level than the comparison to 2016; and, catastrophe losses are estimated to be
lower than the 2016 level. Net income for the Retirement segment will continue to be impacted
by the prolonged interest rate environment and the 2016 net interest spread of 193 basis
points is anticipated to grade down to the low 180s through the course of 2017. Assuming
mortality costs consistent with the Company’s actuarial models, Life segment net income is
expected to decrease compared to 2016, due to net investment income pressure and the
increase in expenses. In addition to the segment-specific factors, the Company’s initiatives for
customer service and infrastructure improvements, as well as enhanced training and education
for the Company’s agency force, all intended to enhance the overall customer experience and
support further improvement in policy retention and business cross-sale ratios, will continue
and result in a moderate increase in expense levels compared to 2016.

As described in “Critical Accounting Policies”, certain of the Company’s significant
accounting measurements require the use of estimates and assumptions. As additional
information becomes available, adjustments may be required. Those adjustments are charged
or credited to income for the period in which the adjustments are made and may impact actual
results compared to management’'s estimate above. Additionally, see “Forward-looking
Information” and “ltem 1A. Risk Factors” in this Annual Report on Form 10-K concerning other
important factors that could impact actual results. Management believes that a projection of
net income including net realized investment gains and losses* is not appropriate on a forward-
looking basis because it is not possible to provide a valid forecast of net realized investment
gains and losses, which can vary substantially from one period to another and may have a
significant impact on net income.

Liquidity and Financial Resources
Off-Balance Sheet Arrangements

At December 31, 2016, 2015 and 2014, the Company did not have any relationships with
unconsolidated entities or financial partnerships, such as entities often referred to as structured
finance or special purpose entities, which would have been established for the purpose of
facilitating off-balance sheet arrangements or for other contractually narrow or limited
purposes. As such, the Company is not exposed to any financing, liquidity, market or credit
risk that could arise if the Company had engaged in such relationships.
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Investments

Information regarding the Company’s investment portfolio, which is comprised primarily
of investment grade, fixed maturity securities, is located in “Results of Operations for the Three
Years Ended December 31, 2016 -- Net Realized Investment Gains and Losses”, “ltem 1.
Business -- Investments” and in the “Notes to Consolidated Financial Statements -- Note 2 --
Investments” listed on page F-1 of this report.

Cash Flow

The short-term liquidity requirements of the Company, within a 12 month operating cycle,
are for the timely payment of claims and benefits to policyholders, operating expenses, interest
payments and federal income taxes. Cash flow generated from operations has been, and is
expected to be, adequate to meet the Company’s operating cash needs in the next 12 months.
Cash flow in excess of operational needs has been used to fund business growth, pay
dividends to shareholders and repurchase shares of HMEC’s common stock. Long-term
liquidity requirements, beyond one year, are principally for the payment of future insurance and
annuity policy claims and benefits, as well as retirement of long-term debt.

Operating Activities

As a holding company, HMEC conducts its principal operations in the personal lines
segment of the property and casualty and life insurance industries through its subsidiaries.
HMEC's insurance subsidiaries generate cash flow from premium and investment income,
generally well in excess of their immediate needs for policy obligations, operating expenses
and other cash requirements. Cash provided by operating activities primarily reflects net cash
generated by the insurance subsidiaries. For 2016, net cash provided by operating activities
increased slightly compared to 2015, largely due to a decrease in claims and policyholder
benefits paid in 2016, partially offset by a decrease in premiums collected and an increase in
investment income collected in 2016.

Payment of principal and interest on debt, dividends to shareholders and parent
company operating expenses is largely dependent on the ability of the insurance subsidiaries
to pay cash dividends or make other cash payments to HMEC, including tax payments
pursuant to tax sharing agreements. Payments for share repurchase programs also have this
dependency. If necessary, HMEC also has other potential sources of liquidity that could
provide for additional funding to meet corporate obligations or pay shareholder dividends,
which include a revolving line of credit, as well as issuances of various securities. The
insurance subsidiaries are subject to various regulatory restrictions which limit the amount of
annual dividends or other distributions, including loans or cash advances, available to HMEC
without prior approval of the insurance regulatory authorities. The aggregate amount of
dividends that may be paid in 2017 from all of HMEC’s insurance subsidiaries without prior
regulatory approval is approximately $91 million. Although regulatory restrictions exist,
dividend availability from subsidiaries has been, and is expected to be, adequate for HMEC's
capital needs. Additional information is contained in “Notes to Consolidated Financial
Statements -- Note 10 -- Statutory Information and Restrictions” listed on page F-1 of this
report.
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Investing Activities

HMEC's insurance subsidiaries maintain significant investments in fixed maturity
securities to meet future contractual obligations to policyholders. In conjunction with its
management of liquidity and other asset/liability management objectives, the Company, from
time to time, will sell fixed maturity securities prior to maturity, as well as equity securities, and
reinvest the proceeds in other investments with different interest rates, maturities or credit
characteristics. Accordingly, the Company has classified the entire fixed maturity securities
and equity securities portfolios as “available for sale”.

Financing Activities

Financing activities include primarily payment of dividends, the receipt and withdrawal of
funds by annuity contractholders, issuances and repurchases of HMEC’'s common stock,
fluctuations in bank overdraft balances, and borrowings, repayments and repurchases related
to its debt facilities.

In 2013, one of the Company’s subsidiaries became a member of the Federal Home
Loan Bank of Chicago (“FHLB”). That subsidiary received $250.0 million under a funding
agreement in December 2013, received an additional $250.0 million in September 2014, and
received an additional $75.0 million in December 2015 with receipt of those funds reflected in
Annuity Contracts: Variable, Fixed and FHLB Funding Agreements, Deposits as a component
of the Company’s financing activities for the respective years. Exclusive of these transactions,
the Company’s annuity business produced net positive cash flows in 2016, 2015 and 2014.
For the year ended December 31, 2016, receipts from annuity contracts, also excluding the
FHLB transactions, decreased $27.8 million, or 5.1%, compared to 2015, as described in
“Results of Operations for the Three Years Ended December 31, 2016 -- Insurance Premiums
and Contract Charges”. In total, annuity contract benefits, withdrawals and net transfers to
variable annuity accumulated cash values decreased $4.8 million, or 1.4%, compared to the
prior year.

The Company’s Senior Notes due 2015 matured on June 15, 2015 and the Company
repaid the $75.0 million initially utilizing funds borrowed under its existing Bank Credit Facility.
Repayment of the Senior Notes due 2015 resulted in no debt retirement costs impacting the
Company’s net income for 2015. In November 2015, the Company issued $250.0 million
aggregate principal amount of 4.50% Senior Notes due 2025 and used the net proceeds to
redeem all of its outstanding 6.85% Senior Notes due April 15, 2016 and fully repay the $113.0
million of outstanding borrowings under the Company’s Bank Credit Facility. Repayment of the
Senior Notes due 2016 resulted in $2.3 million pretax of debt retirement costs impacting the
Company’s net income for 2015, nearly all of which required cash. The remaining net
proceeds from the issuance of the Senior Notes due 2025 were available for general corporate
purposes.
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Contractual Obligations

The following table shows the Company’s contractual obligations, as well as the
projected timing of payments.

Payments Due By Period as of December 31, 2016

More Than
Less Than 1-3 Years 3-5Years 5 Years
1 Year (2018 and (2020 and (2022 and
Total (2017) 2019) 2021) beyond)
Fixed annuities and fixed option
of variable annuities (1) .......cococveiveeeicee e $ 6,901.2 $248.8 $ 507.5 $521.2 $5,623.7
Supplemental contracts (1)(2)......cceeeeveicivieieeeennn. 1,058.0 271 299.3 43.2 688.4
Life insurance policies (1) ..ccovvereeeiieiiiiieieeeeeeeins 2,564.0 87.2 180.2 184.7 2,111.9
Property and casualty claims and claim
adjustment expenses (1) ......coeccvveveeeeeieeciinneenn. 246.6 161.4 76.0 8.4 0.8
Long-term debt obligations
Senior Notes due December 1, 2025............. 351.3 1.3 22.5 22.5 295.0
Operating lease obligations (4) ...........cccceeviierennns 11.9 2.6 5.0 2.7 1.6
TOtal e $11,133.0 $538.4 $1.090.5 $782.7 $8.721.4

(1) This information represents estimates of both the amounts to be paid to policyholders and the timing of such payments
and is net of anticipated reinsurance recoveries.

(2) Includes $575.0 million obligation to FHLB plus interest.

(3) Includes principal and interest.

(4) The Company has entered into various operating lease agreements, primarily for real estate (claims and marketing
offices in a few states, as well as portions of the home office complex) and also for computer equipment and copy
machines.

Estimated Future Policy Benefit and Claim Payments - Retirement and Life Segments

This discussion addresses the following contractual obligations disclosed above: fixed
annuities and fixed option of variable annuities, supplemental contracts and life insurance
policies. Payment amounts reflect the Company’s estimate of undiscounted cash flows related
to these obligations and commitments. Balance sheet amounts were determined in
accordance with GAAP, including the effect of discounting, and consequently in many cases
differ significantly from the summation of undiscounted cash flows.

For the majority of the Company’s Retirement and Life insurance operations, the
estimated contractual obligations for future policyholder benefits as presented in the table
above were derived from the annual cash flow testing analysis used to develop actuarial
opinions of statutory reserve adequacy for state regulatory purposes. These cash flows are
materially representative of the cash flows under GAAP. Actual amounts may vary, potentially
in a significant manner, from the amounts indicated due to deviations between assumptions
and actual results and the addition of new business in future periods.

Amounts presented in the table above represent the estimated cash payments to be
made to policyholders undiscounted by interest and including assumptions related to the
receipt of future premiums and deposits, future interest credited, full and partial withdrawals,
policy lapses, surrender charges, annuitization, mortality, and other contingent events as
appropriate to the respective product types. Additionally, coverage levels are assumed to
remain unchanged from those provided under contracts in force at December 31, 2016.
Separate Account (variable annuity) payments are not reflected due to the matched nature of
these obligations and the fact that the contract owners maintain the investment risk on such
deposits.
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See “Notes to Consolidated Financial Statements -- Note 1 -- Summary of Significant
Accounting Policies -- Investment Contract and Life Policy Reserves” listed on page F-1 of this
report for a description of the Company’s method for establishing life and annuity reserves in
accordance with GAAP.

Estimated Claims and Claim Related Payments - Property and Casualty Segment

This discussion addresses claims and claim adjustment expenses as disclosed above.
The amounts reported in the table are presented on a nominal basis, have not been
discounted and represent the estimated timing of future payments for both reported and
unreported claims incurred and related claim adjustment expenses. Both the total liability and
the estimated payments are based on actuarial projection techniques, at a given accounting
date. These estimates include assumptions of the ultimate settlement and administrative costs
based on the Company’s assessment of facts and circumstances then known, review of
historical settlement patterns, estimates of trends in claims severity, frequency and other
factors. Variables in the reserve estimation process can be affected by both internal and
external events, such as changes in claims handling procedures, economic inflation, legal
trends and legislative changes. Many of these items are not directly quantifiable, particularly
on a prospective basis. Additionally, there may be significant reporting lags between the
occurrence of a claim and the time it is actually reported to the Company. The future cash
flows related to the items contained in the table above required estimation of both amount
(including severity considerations) and timing. Amount and timing are frequently estimated
separately. An estimation of both amount and timing of future cash flows related to claims and
claim related payments is generally reliable only in the aggregate with some unavoidable
estimation uncertainty.

Capital Resources

The Company has determined the amount of capital which is needed to adequately fund
and support business growth, primarily based on risk-based capital formulas including those
developed by the NAIC. Historically, the Company's insurance subsidiaries have generated
capital in excess of such needed capital. These excess amounts have been paid to HMEC
through dividends. HMEC has then utilized these dividends and its access to the capital
markets to service and retire long-term debt, pay dividends to its shareholders, fund growth
initiatives, repurchase shares of its common stock and for other corporate purposes.
Management anticipates that the Company's sources of capital will continue to generate
sufficient capital to meet the needs for business growth, debt interest payments, shareholder
dividends and its share repurchase program. Additional information is contained in “Notes to
Consolidated Financial Statements -- Note 10 -- Statutory Information and Restrictions” listed
on page F-1 of this report.

The total capital of the Company was $1,541.2 million at December 31, 2016, including
$247.2 million of long-term debt and no short-term debt outstanding. Total debt represented
18.1% of total capital excluding net unrealized investment gains and losses (16.0% including
net unrealized investment gains and losses) at December 31, 2016, which was below the
Company's long-term target of 25%.

Shareholders' equity was $1,294.0 million at December 31, 2016, including a net
unrealized investment gain in the Company's investment portfolio of $175.7 million after taxes
and the related impact of deferred policy acquisition costs associated with investment
contracts and life insurance products with account values. The market value of the Company's
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common stock and the market value per share were $1,722.2 million and $42.80, respectively,
at December 31, 2016. Book value per share was $32.15 at December 31, 2016 ($27.79
excluding investment fair value adjustments).

Additional information regarding the net unrealized gain in the Company’s investment
portfolio at December 31, 2016 is included in “Results of Operations for the Three Years
Ended December 31, 2016 -- Net Realized Investment Gains and Losses”.

Total shareholder dividends were $44.3 million for the year ended December 31, 2016.
In March, May, September and December 2016, the Board of Directors announced regular
quarterly dividends of $0.265 per share. Compared to the full year per share dividends paid in
2015 of $1.00, the total 2016 dividends paid per share of $1.06 represented an increase of
6.0%.

In December 2011, HMEC’s Board of Directors (the “Board”) authorized a share
repurchase program allowing repurchases of up to $50,000 (the “2011 Plan”). In September
2015, the Board authorized an additional share repurchase program allowing repurchases of
up to $50,000 (the “2015 Plan”) to begin following the completion of the 2011 Plan. Both share
repurchase programs authorize the repurchase of HMEC’s common share in open market or
privately negotiated transactions, from time to time, depending on market conditions. The
share repurchase programs do not have expiration dates and may be limited or terminated at
any time without notice. During 2016, the Company repurchased 701,410 shares of its
common stock, or 1.7%, of the outstanding shares on December 31, 2015, at an aggregate
cost of $21.5 million, or an average price of $30.65 per share, under the 2011 and the 2015
Plans. Utilization of the remaining authorization under the 2011 program was completed in
January 2016. In total and through December 31, 2016, 2,799,610 shares were repurchased
under the 2011 and 2015 Plans at an average price of $25.18 per share. The repurchase of
shares was funded through use of cash. As of December 31, 2016, $29.5 million remained
authorized for future share repurchases under the 2015 Plan authorization.

In November 2015, the Company issued $250.0 million aggregate principal amount of
4.50% Senior Notes (“Senior Notes due 2025”), which will mature on December 1, 2025, at a
discount resulting in an effective yield of 4.53%. Interest on the Senior Notes due 2025 is
payable semi-annually at a rate of 4.50%. Detailed information regarding the redemption
terms of the Senior Notes due 2025 is contained in the “Notes to Consolidated Financial
Statements -- Note 7 -- Debt” listed on page F-1 of this report. For information regarding the
use of proceeds from the issuance, see “Liquidity and Financial Resources -- Cash Flow --
Financing Activities”. The Senior Notes due 2025 are traded in the open market (HMN 4.50).

As of December 31, 2016, the Company had no balance outstanding under its Bank
Credit Facility. The Bank Credit Facility provides for unsecured borrowings of up to $150.0
million and expires on July 30, 2019. Interest accrues at varying spreads relative to prime or
Eurodollar base rates and is payable monthly or quarterly depending on the applicable base
rate. The unused portion of the Bank Credit Facility is subject to a variable commitment fee,
which was 0.15% on an annual basis at December 31, 2016. On June 15, 2015, the Senior
Notes due 2015 matured and the Company repaid the $75.0 million aggregate principal
amount initially utilizing $75.0 million of additional borrowing under the existing Bank Credit
Facility. In November 2015, the Company utilized a portion of the proceeds from the issuance
of the Senior Notes due 2025, described above, to fully repay the $113.0 million outstanding
balance under the Company’s Bank Credit Facility.

F-29



To provide additional capital management flexibility, the Company filed a “universal
shelf’ registration on Form S-3 with the SEC on March 12, 2015. The registration statement,
which registered the offer and sale by the Company from time to time of an indeterminate
amount of various securities, which may include debt securities, common stock, preferred
stock, depositary shares, warrants, delayed delivery contracts and/or units that include any of
these securities, was automatically effective on March 12, 2015. Unless withdrawn by the
Company earlier, this registration statement will remain effective through March 12, 2018. The
Senior Notes due 2025, described above, were issued utilizing this registration statement. No
other securities associated with the registration statement have been issued as of the date of
this Annual Report on Form 10-K.

The Company's ratio of earnings to fixed charges (with fixed charges including interest
credited to policyholders on investment contracts and life insurance products with account
values) for the years ended December 31, 2016, 2015 and 2014 was 1.6x, 1.7x and 1.8x,
respectively. See also “Exhibit 12 -- Statement Regarding Computation of Ratios”. The
Company’s ratio of earnings before interest expense to interest expense was 10.7x, 10.9x and
11.3x for the years ended December 31, 2016, 2015 and 2014, respectively.

Financial Ratings

HMEC’s principal insurance subsidiaries are rated by S&P, Moody’s, A.M. Best
Company, Inc. (“A.M. Best”) and Fitch Ratings, Inc. (“Fitch”). These rating agencies have also
assigned ratings to the Company’s long-term debt securities. The ratings that are assigned by
these agencies, which are subject to change, can impact, among other things, the Company’s
access to sources of capital, cost of capital and competitive position. These ratings are not a
recommendation to buy or hold any of the Company’s securities.

In March 2016, A.M. Best upgraded the insurance financial strength rating of the
Company’s Property and Casualty subsidiaries to “A (Excellent)” from “A- (Excellent)”. With
the exception of the ratings by A.M. Best, assigned ratings as of February 15, 2017 were
unchanged from the disclosure in the Company’s Annual Report on Form 10-K for the year
ended December 31, 2015. In addition, in November 2016, Moody’s affirmed the A3 insurance
financial strength rating of HMEC’s Property and Casualty subsidiaries and changed the rating
outlook to positive from stable. Assigned ratings were as follows (unless otherwise indicated,
the insurance financial strength ratings for the Company’s Property and Casualty insurance
subsidiaries and the Company’s principal Life insurance subsidiary are the same):

Insurance Financial

Strength Ratings Debt Ratings
(Outlook) (Outlook)
As of February 15, 2017

S &P e A (stable) BBB (stable)
Moody’s

Horace Mann Life Insurance Company.........c...cccccvvveeennnn. A3 (positive) N.A.

HMEC’s Property and Casualty subsidiaries....................... A3 (positive) N.A.

HIMEC .. N.A. Baa(3) (positive)
A BESE .. A (stable) bbb (stable)
I Ch e A (stable) BBB (stable)

N.A. — Not applicable.
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Reinsurance Programs

Information regarding the reinsurance program for the Company’s Property and Casualty
segment is located in “ltem 1. Business -- Property and Casualty Segment -- Property and
Casualty Reinsurance”.

Information regarding the reinsurance program for the Company’s Life segment is
located in “Item 1. Business -- Life Segment”.

Market Value Risk

Market value risk, the Company's primary market risk exposure, is the risk that the
Company's invested assets will decrease in value. This decrease in value may be due to (1) a
change in the yields realized on the Company's assets and prevailing market yields for similar
assets, (2) an unfavorable change in the liquidity of the investment, (3) an unfavorable change
in the financial prospects of the issuer of the investment, or (4) a downgrade in the credit rating
of the issuer of the investment. See also "Results of Operations for the Three Years Ended
December 31, 2016 -- Net Realized Investment Gains and Losses".

Significant changes in interest rates expose the Company to the risk of experiencing
losses or earning a reduced level of income based on the difference between the interest rates
earned on the Company's investments and the credited interest rates on the Company's
insurance liabilities. See also “Results of Operations for the Three Years Ended December 31,
2016 -- Interest Credited to Policyholders”.

The Company seeks to manage its market value risk by coordinating the projected cash
inflows of assets with the projected cash outflows of liabilities. For all its assets and liabilities,
the Company seeks to maintain reasonable durations, consistent with the maximization of
income without sacrificing investment quality, while providing for liquidity and diversification.
The investment risk associated with variable annuity deposits and the underlying mutual funds
is assumed by those contractholders, and not by the Company. Certain fees that the
Company earns from variable annuity deposits are based on the market value of the funds
deposited.

Through active investment management, the Company invests available funds with the
objective of funding future obligations to policyholders, subject to appropriate risk
considerations, and maximizing shareholder value. This objective is met through investments
that (1) have similar characteristics to the liabilities they support; (2) are diversified among
industries, issuers and geographic locations; and (3) are predominately investment-grade fixed
maturity securities classified as available for sale. As of the time of this Annual Report on
Form 10-K, derivatives are only used to manage the interest crediting rate risk within the fixed
indexed annuity and indexed universal life products. At December 31, 2016, approximately
10% of the fixed maturity securities portfolio represented investments supporting the Property
and Casualty operations and approximately 90% supported the Retirement and Life business.
For discussions regarding the Company’s investments see “Results of Operations for the
Three Years Ended December 31, 2016 -- Net Realized Investment Gains and Losses” and
‘ltem 1. Business -- Investments”.

The Company’s Retirement and Life earnings are affected by the spreads between
interest yields on investments and rates credited or accruing on fixed annuity and life
insurance liabilities. Although credited rates on fixed annuities may be changed annually
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(subject to minimum guaranteed rates), competitive pricing and other factors, including the
impact on the level of surrenders and withdrawals, may limit the Company’s ability to adjust or
to maintain crediting rates at levels necessary to avoid narrowing of spreads under certain
market conditions. See also “Results of Operations for the Three Years Ended December 31,
2016 -- Interest Credited to Policyholders”.

Using financial modeling and other techniques, the Company regularly evaluates the
appropriateness of investments relative to the characteristics of the liabilities that they support.
Simulations of cash flows generated from existing business under various interest rate
scenarios measure the potential gain or loss in fair value of interest-rate sensitive assets and
liabilities. Such estimates are used to closely match the duration of assets to the duration of
liabilities. The overall duration of liabilities of the Company’s multiline insurance operations
combines the characteristics of its long duration annuity and interest-sensitive life liabilities with
its short duration non-interest-sensitive property and casualty liabilities. Overall, at December
31, 2016, the duration of the fixed maturity securities portfolio was estimated to be
approximately 5.9 years and the duration of the Company’s insurance liabilities and debt was
estimated to be approximately 7.5 years.

The Retirement and Life operations participate in the cash flow testing procedures
imposed by statutory insurance regulations, the purpose of which is to ensure that such
liabilities are adequate to meet the Company’s obligations under a variety of interest rate
scenarios. Based on these procedures, the Company’s assets and the investment income
expected to be received on such assets are adequate to meet the insurance policy obligations
and expenses of the Company’s insurance activities in all but the most extreme circumstances.

The Company periodically evaluates its sensitivity to interest rate risk. Based on
commonly used models, the Company projects the impact of interest rate changes, assuming
a wide range of factors, including duration and prepayment, on the fair value of assets and
liabilities. Fair value is estimated based on the net present value of cash flows or duration
estimates. At December 31, 2016, assuming an immediate decrease of 100 basis points in
interest rates, the fair value of the Company’s assets and liabilities would both increase, the
net of which would result in a decrease in shareholders’ equity of approximately $51 million
after tax, or 4.8%. A 100 basis point increase in interest rates would decrease the fair value of
both assets and liabilities, the net of which would result in an increase in shareholders’ equity
of approximately $4 million after tax, or 0.4%. At December 31, 2015, assuming an immediate
decrease of 100 basis points in interest rates, the fair value of the Company’s assets and
liabilities would both increase, the net of which would result in a decrease in shareholders’
equity of approximately $47 million after tax, or 4.0%. A 100 basis point increase in interest
rates would decrease the fair value of both assets and liabilities, the net of which would result
in an increase in shareholders’ equity of approximately $2 million after tax, or 0.2%. In each
case, these changes in interest rates assume a parallel shift in the yield curve. While the
Company believes that these assumed market rate changes are reasonably possible, actual
results may differ, particularly as a result of any management actions that would be taken to
attempt to mitigate such hypothetical losses in fair value of shareholders’ equity.

Interest rates continue to be at historically low levels. If interest rates remain low over an
extended period of time, management recognizes it could pressure net investment income by
having to invest insurance cash flows and reinvest the cash flows from the investment portfolio
in lower yielding securities. Moreover, issuers of securities in the Company’s investment
portfolio may prepay or redeem fixed maturity securities, as well as asset-backed and
commercial and mortgage-backed securities, with greater frequency to borrow at lower market
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rates. As a general guideline, management estimates that pretax net income in 2017 and
2018 would decrease by approximately $2.1 million (by segment: Retirement $1.5 million, Life
$0.4 million and Property and Casualty $0.2 million) and $7.4 million (by segment: Retirement
$5.3 million, Life $1.5 million and Property and Casualty $0.6 million), respectively, for each
100 basis point decline in reinvestment rates, before assuming any reduction in annuity
crediting rates on in-force contracts. In addition, declining interest rates also could negatively
impact the amortization of deferred policy acquisition costs, as well as the recoverability of
goodwill, due to the impacts on the estimated fair value of the Company’s reporting segments.

The Company has been and continues to be proactive in its investment strategies,
product designs and crediting rate strategies to mitigate the risk of unfavorable consequences
in this type of interest rate environment without venturing into asset classes or individual
securities that would be inconsistent with the Company’s conservative investment guidelines.
Lowering interest crediting rates on annuity contracts can help offset decreases in investment
margins on some products. The Company’s ability to lower interest crediting rates could be
limited by competition, regulatory approval or contractual guarantees of minimum rates and
may not match the timing or magnitude of changes in investment yields.

Based on the Company’s overall exposure to interest rate risk, the Company believes
that these changes in interest rates would not materially affect its consolidated near-term
financial position, results of operations or cash flows.

Pending Accounting Standards

There are several pending accounting standards that we have not implemented because
the implementation date has not yet occurred. For a discussion of these pending standards,
see “Notes to Consolidated Financial Statements -- Note 1 -- Summary of Significant
Accounting Policies -- Pending Accounting Standards”.

Effects of Inflation and Changes in Interest Rates

The Company's operating results are affected significantly in at least three ways by
changes in interest rates and inflation. First, inflation directly affects property and casualty
claims costs. Second, the investment income earned on the Company's investment portfolio
and the fair value of the investment portfolio are related to the yields available in the fixed
income markets. An increase in interest rates will decrease the fair value of the investment
portfolio, but will increase investment income as investments mature and proceeds are
reinvested at higher rates. Third, as interest rates increase, competitors will typically increase
crediting rates on investment contracts and life insurance products with account values, and
may lower premium rates on property and casualty lines to reflect the higher yields available in
the market. The risk of interest rate fluctuation is managed through asset/liability management
techniques, including cash flow analysis.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders
Horace Mann Educators Corporation:

We have audited the accompanying consolidated balance sheets of Horace Mann
Educators Corporation and subsidiaries (the Company) as of December 31, 2016 and 2015,
and the related consolidated statements of operations, comprehensive income (loss), changes
in shareholders’ equity, and cash flows for each of the years in the three-year period ended
December 31, 2016. In connection with our audits of the consolidated financial statements, we
also have audited financial statement schedules | to IV and VI. We also have audited the
Company’s internal control over financial reporting as of December 31, 2016, based on criteria
established in Internal Control - Integrated Framework (2013) issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO). The Company's
management is responsible for these consolidated financial statements and financial statement
schedules, for maintaining effective internal control over financial reporting, and for its
assessment of the effectiveness of internal control over financial reporting, included in the
accompanying Management’'s Annual Report on Internal Control Over Financial Reporting
(Item 9A.b.). Our responsibility is to express an opinion on these consolidated financial
statements and financial statement schedules, and an opinion on the Company's internal
control over financial reporting based on our audits.

We conducted our audits in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and
perform the audits to obtain reasonable assurance about whether the financial statements are
free of material misstatement and whether effective internal control over financial reporting was
maintained in all material respects. Our audits of the consolidated financial statements
included examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made
by management, and evaluating the overall financial statement presentation. Our audit of
internal control over financial reporting included obtaining an understanding of internal control
over financial reporting, assessing the risk that a material weakness exists, and testing and
evaluating the design and operating effectiveness of internal control based on the assessed
risk. Our audits also included performing such other procedures as we considered necessary
in the circumstances. We believe that our audits provide a reasonable basis for our opinions.

A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting
principles. A company's internal control over financial reporting includes those policies and
procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately
and fairly reflect the transactions and dispositions of the assets of the company; (2) provide
reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles, and that
receipts and expenditures of the company are being made only in accordance with
authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company's assets that could have a material effect on the financial
statements.
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Because of its inherent limitations, internal control over financial reporting may not
prevent or detect misstatements. Also, projections of any evaluation of effectiveness to future
periods are subject to the risk that controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, the consolidated financial statements referred to above present fairly, in
all material respects, the financial position of the Company as of December 31, 2016 and
2015, and the results of its operations and its cash flows for each of the years in the three-year
period ended December 31, 2016, in conformity with U.S. generally accepted accounting
principles. Also in our opinion, the related financial statement schedules, when considered in
relation to the basic consolidated financial statements taken as a whole, present fairly, in all
material respects, the information set forth therein.

Also in our opinion, the Company maintained, in all material respects, effective internal
control over financial reporting as of December 31, 2016, based on criteria established in
Internal Control - Integrated Framework (2013) issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO).

K"PMG, LCP

KPMG LLP

Chicago, lllinois
March 1, 2017
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HORACE MANN EDUCATORS CORPORATION
CONSOLIDATED BALANCE SHEETS
As of December 31, 2016 and 2015
(Dollars in thousands, except per share data)

December 31,

2016 2015
ASSETS
Investments
Fixed maturities, available for sale, at fair value
(amortized cost 2016, $7,152,127; 2015, $6,785,626) ...................... $ 7,456,708 $ 7,091,340
Equity securities, available for sale, at fair value
(cost 2016, $134,013; 2015, $95,722).....ccceeiiiiieeeciieee e 141,649 99,797
Short-term and other investments .............ccooviiiiiiiiii e, 401,015 456,893
Total INVESIMENTS ..o 7,999,372 7,648,030
(OF= 1= o [T 16,670 15,509
Deferred policy acquisition COSES..........uuuuuuuiiiiiiiiiiiiiiiiiiiiiiiieieeeeeeaeeenes 267,580 253,176
(€070 o 1T/ 1| 47,396 47,396
OthEI ASSELS ... et e e e e e e e e e e e e 321,874 292,139
Separate Account (variable annuity) assets...........cccccciiiiiiiiiiiiiieee. 1,923,932 1,800,722
TOtal @SSELS....ceeeiieiiee e $10,576,824 $10.056,972
LIABILITIES AND SHAREHOLDERS' EQUITY
Policy liabilities
Investment contract and life policy reserves............ccccooeeeeevveeeeeeenne... $ 5447969 $ 5,126,842
Unpaid claims and claim eXpenses .........cccocuiieiiiiiiiieieeiee e 329,888 323,720
Unearned PremilmMS ...ooouu. oo e e e e et e e e e e eeeeeeae e e e e eeeaeeens 246,274 232,841
Total policy liabilities ........ccoooeiiiiiiiiie e, 6,024,131 5,683,403
Other policyholder funds ... 708,950 692,652
Other HabilitieS .......ooeiee e e 378,620 368,559
LoNg-term debt ........coooiiie e 247,209 246,975
Separate Account (variable annuity) liabilities ............ccccccciiiiiiiiiiiinnnn. 1,923,932 1,800,722
Total HabilitieS.......ccuniiieiiee e 9,282,842 8,792,311
Preferred stock, $0.001 par value, authorized
1,000,000 shares; NONE ISSUEA ........cuuviuniieiiiiieeee e eaas - -
Common stock, $0.001 par value, authorized 75,000,000 shares;
issued, 2016, 64,917,683; 2015, 64,537,554 ......ccovveeeiiiiiiiieeee, 65 65
Additional paid-in capital............cccooiiiiiii e, 453,479 442,648
Retained €arningsS..........ccooiiiiiiiiiiii e 1,155,732 1,116,277
Accumulated other comprehensive income (loss), net of taxes:
Net unrealized gains on fixed maturities
and equIity SECUNTIES ......coeiiiiiiiie e 175,738 175,167
Net funded status of benefit plans............ccoooiiiiic e, (11,817) (11,794)
Treasury stock, at cost, 2016, 24,672,932 shares;
2015, 23,971,522 SNAIES .....cceeveeeeeeeeee et (479,215) (457,702)
Total shareholders' equUIty .........cccooeveiiiiiiiiieii e, 1,293,982 1,264,661
Total liabilities and shareholders' equity ............cccovveeeiiiiinnnn, $10.576.824 $10.056.,972

See accompanying Notes to Consolidated Financial Statements.
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HORACE MANN EDUCATORS CORPORATION
CONSOLIDATED STATEMENTS OF OPERATIONS
(Dollars in thousands, except per share data)

Year Ended December 31,

2016 2015 2014
Revenues
Insurance premiums and contract charges earned..... $ 759,146 $ 731,880 $ 715,760
Net investmentincome ...........cooeeiiiiiiiiiiiiiceee 361,186 332,600 329,815
Net realized investment gains .........ccccccooeviiiiiiiiinnnennn. 4,123 12,713 10,917
Other inCome ........coovvveiiiiee e 4,455 3,255 4,193
Total revenUES ........cccovvveviiiiiiiieeeeeee e, 1,128,910 1,080,448 1,060,685
Benefits, losses and expenses
Benefits, claims and settlement expenses ................. 541,004 496,364 468,426
Interest credited .........cooonieeie e 192,022 182,842 176,139
Policy acquisition expenses amortized....................... 96,732 98,919 93,817
Operating EXPENSES.......ccvvvvviiiiiiiiiiiiieeiieeeeeee e 173,112 157,411 161,992
Interest EXPENSEe .......coovveiiiiiiii i, 11,808 13,122 14,198
Debt retirement costs.......cooovuiiiiiiiii - 2,338 -
Total benefits, losses and expenses............... 1,014,678 950,996 914,572
Income before income taxes .......oooueveeeeeeeieeieeeieeeeeeen, 114,232 129,452 146,113
INCOME taX EXPENSE.....cceeeiiiiieeiieee e, 30,467 35,970 41,870
NetinCome ... $ 83,765 $ 93482 $ 104,243
Net income per share
BaSIiC...oo i, 2.04 2.23 2.50
Diluted ..o 2.02 2.20 247
Weighted average number of shares
and equivalent shares
BaSIC...ooviiiiii i 41,158,349 41,914,864 41,646,281
Diluted ....oovviieeeeeee e, 41,475,516 42,424,806 42,230,559
Net realized investment gains
Total other-than-temporary impairment
|0SSES ON SECUNLIES.......eeevveeieeeeeeee e e eee e $ (11,401 $ (23,796) $ (6,385)
Portion of losses recognized in other
comprehensive iNcome (10SS).........ccccecveeveeeieeeennnn. (290) (4,300) -
Net other-than-temporary impairment losses
on securities recognized in earnings ................. (11,111) (19,496) (6,385)
Realized gains, Net ............cocveeiveieieieee e 15,234 32,209 17,302
Total e $ 4,123 $ 12713 $ 10917

See accompanying Notes to Consolidated Financial Statements.
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HORACE MANN EDUCATORS CORPORATION
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)
(Dollars in thousands)

Year Ended December 31,

2016 2015 2014
Comprehensive income (loss)
NEt INCOME ......eviieieeeeeeee e $83,765 $ 93482 $104,243
Other comprehensive income (loss), net of taxes:

Change in net unrealized investment gains and
losses on fixed maturities and equity securities..... 571

(122,387) 163,564

Change in net funded status of benefit plans .......... (23) 1,159 (1,177)
Other comprehensive income (loss).................. 548 (121,228) 162,387
Total .o $84.313 $ (27.746) $266.630

See accompanying Notes to Consolidated Financial Statements.
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HORACE MANN EDUCATORS CORPORATION
CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS' EQUITY
(Dollars in thousands, except per share data)

Year Ended December 31,

2016 2015 2014
Common stock, $0.001 par value
Beginning balance ............cccooooiiiiiiie 65 64 64
Options exercised, 2016, 142,203 shares;
2015, 85,532 shares; 2014, 435,665 shares .............. - - -
Conversion of common stock units,
2016, 15,629 shares; 2015, 8,293 shares;
2014, 10,834 ShareS ....ocenveeeeeeeeeeeeee e, - - -
Conversion of restricted stock units,
2016, 222,297 shares; 2015, 198,681 shares;
2014, 169,444 Shares .......coouvieiiieiiiieie e, - 1 -
Ending balance............ccco 65 65 64
Additional paid-in capital
Beginning balance ... 442,648 422,232 407,056
Options exercised and conversion of common
stock units and restricted stock units...........cceveeieenil 2,696 13,605 13,906
Share-based compensation expense...........ccccvevvveenenn, 8,135 6,811 1,270
Ending balance............uveeiiiiiiiiice e, 453,479 442,648 422,232
Retained earnings
Beginning balance ... 1,116,277 1,065,318 1,000,312
NEt INCOME ..oeeeee ) 83,765 93,482 104,243
Cash dividends, 2016, $1.06 per share;
2015, $1.00 per share; 2014, $0.92 per share ........... (44,310) (42,523) (39,237)
Ending balance...........cccciii 1,155,732 1,116,277 1,065,318
Accumulated other comprehensive income (loss),
net of taxes
Beginning balance ... 163,373 284,601 122,214
Change in net unrealized investment gains and
losses on fixed maturities and equity securities....... 571 (122,387) 163,564
Change in net funded status of benefit plans ............. (23) 1,159 (1.,177)
Ending balance ... 163,921 163,373 284,601
Treasury stock, at cost
Beginning balance, 2016, 23,971,522 shares;
2015, 23,308,430 shares; 2014, 23,117,554 shares .. (457,702) (435,752) (430,341)
Acquisition of shares, 2016, 701,410 shares;
2015, 663,092 shares; 2014, 190,876 shares ............ (21,513) (21,950) (5,411)
Ending balance, 2016, 24,672,932 shares;
2015, 23,971,522 shares; 2014, 23,308,430 shares .. (479,215) (457,702) (435,752)
Shareholders' equity at end of period............................ $1,293,982 $1,264.661 $1,336,463

See accompanying Notes to Consolidated Financial Statements.
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HORACE MANN EDUCATORS CORPORATION
CONSOLIDATED STATEMENTS OF CASH FLOWS
(Dollars in thousands)

Year Ended December 31,

2016 2015 2014
Cash flows - operating activities
Premiums collected...........uueeeiieeeieeeeeeeee e, $ 710,646 $ 723,705 $ 707,275
Policyholder benefits paid ..........cccccviiiiiiiiiieeiiinnnne, (511,017) (534,359) (486,295)
Policy acquisition and
other operating expenses paid.........cccccceeeevieeeeeennnn, (277,076) (267,854) (262,765)
Federal income taxes paid............cccccevvviiiiiiiiiiinnnnnn (27,847) (24,861) (29,195)
Investment income collected.............ccccceiiiiiiien, 344,778 330,034 324,252
Interest expense paid..........ccccceeeiiiiiiiiiiicie e, (11,754) (13,521) (13,902)
(@1 = PR (20,312) (6,101) (17,437)
Net cash provided by operating activities ....... 207,418 207,043 221,933
Cash flows - investing activities
Fixed maturities
PUrchases.........coovvvvviiiiiiiiiiiiiiiieeeeeeeeeee (1,566,047) (1,490,376) (1,309,267)
SaAIES .. 429,251 445,100 261,696
Maturities, paydowns, calls and redemptions........... 799,653 683,335 451,074
Purchase of other invested assets ..............cccceevvnneen, (83,588) (38,018) (16,041)
Net cash provided by (used in)
short-term and other investments............................ 95,371 (15,890) 47,023
Net cash used in investing activities ............... (325,360) (415,849) (565,515)
Cash flows - financing activities
Dividends paid to shareholders................ccccvvvrnnnnnnnn, (44,310) (42,523) (39,237)
Proceeds from issuance of
Senior Notes due 2025 .........ouoviieiiiiiiiiieeeeeeeeee, - 246,937 -
Redemption of Senior Notes due 2016 ...................... - (127,292) -
Maturity of Senior Notes due 2015............cccoevveeeeeen, - (75,000) -
Principal repayment on Bank Credit Facility............... - (38,000) -
Acquisition of treasury stock ..., (21,513) (21,950) (5,411)
Exercise of stock options .............ccccviieiiiiiiiiiiinnnn, 3,329 1,629 8,252
Annuity contracts: variable, fixed and
FHLB funding agreements
D =T o0 T | (T 520,211 623,021 730,632
Benefits, withdrawals and net transfers to
Separate Account (variable annuity) assets ...... (349,915) (354,735) (326,374)
Life policy accounts
D= oToESY | (R 4,018 1,455 1,093
Withdrawals and surrenders...........ccccccceeeeiiieeeneeenn, (3,965) (3,985) (4,883)
Cash received (paid) related
to repurchase agreements ...........ccceevviiiiiiinenieeen, - - (25,848)
Change in bank overdrafts..........cccccoooeiiiiiiiiiiieennen, 11,248 3,083 (1,156)
Net cash provided by financing activities......... 119,103 212,640 337,068
Net increase (decrease) incash .......ccccccceooiiiiiiiieiinnnnns, 1,161 3,834 (6,514)
Cash at beginning of period ..........ccccceeeeiiiiiiiiiiiiceenee, 15,509 11,675 18,189
Cash atend of period ...........cccoueeeeeiciiie e, $ 16,670 $ 15509 $§ 11,675

See accompanying Notes to Consolidated Financial Statements.
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HORACE MANN EDUCATORS CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2016, 2015 and 2014
(Dollars in thousands, except per share data)

NOTE 1 - Summary of Significant Accounting Policies
Basis of Presentation

The accompanying consolidated financial statements have been prepared in accordance
with United States (“U.S.”) generally accepted accounting principles (“GAAP”) and with the
rules and regulations of the Securities and Exchange Commission (“SEC”), specifically
Regulation S-X and the instructions to Form 10-K. The preparation of consolidated financial
statements in conformity with GAAP requires management to make estimates and
assumptions that affect (1) the reported amounts of assets and liabilities, (2) disclosure of
contingent assets and liabilities at the date of the consolidated financial statements, and (3) the
reported amounts of revenues and expenses during the reporting period. Actual results could
differ from those estimates.

The consolidated financial statements include the accounts of Horace Mann Educators
Corporation and its wholly-owned subsidiaries (“HMEC”; and together with its subsidiaries, the
“Company” or “Horace Mann”). HMEC and its subsidiaries have common management, share
office facilities and are parties to intercompany service agreements for management,
administrative, utilization of personnel, financial, investment advisory, underwriting, claims
adjusting, agency and data processing services. Under these agreements, costs have been
allocated among the companies in conformity with GAAP. In addition, certain of the
subsidiaries have entered into intercompany reinsurance agreements. HMEC and its
subsidiaries file a consolidated federal income tax return, and there are related tax sharing
agreements. All significant intercompany balances and transactions have been eliminated in
consolidation.

The subsidiaries of HMEC market and underwrite personal lines of property and casualty
insurance products (primarily personal lines automobile and homeowners insurance),
retirement products (primarily tax-qualified annuities) and life insurance, primarily to K-12
teachers, administrators and other employees of public schools and their families. HMEC’s
principal operating subsidiaries are Horace Mann Life Insurance Company, Horace Mann
Insurance Company, Teachers Insurance Company, Horace Mann Property & Casualty
Insurance Company and Horace Mann Lloyds.

The Company has evaluated subsequent events through the date these consolidated

financial statements were issued. There were no subsequent events requiring adjustment to
the financial statements or disclosure.
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NOTE 1 - Summary of Significant Accounting Policies-(Continued)
Investments

The Company invests primarily in fixed maturity securities (“fixed maturities”). This
category includes primarily bonds and notes, but also includes redeemable preferred stocks.
These securities are classified as available for sale and carried at fair value. The adjustment
for net unrealized investment gains and losses on all securities available for sale, carried at fair
value, is recorded as a separate component of accumulated other comprehensive income
within shareholders' equity, net of applicable deferred taxes and the related impact on deferred
policy acquisition costs associated with annuity contracts and life insurance products with
account values that would have occurred if the securities had been sold at their aggregate fair
value and the proceeds reinvested at current yields.

Equity securities are classified as available for sale and carried at fair value. This
category includes nonredeemable preferred stocks and common stocks.

Short-term and other investments are comprised of short-term fixed maturity securities,
generally carried at cost which approximates fair value; derivative instruments (all call options),
carried at fair value; policy loans, carried at unpaid principal balances; mortgage loans, carried
at unpaid principal; certain alternative investments (primarily investments in limited
partnerships) which are accounted for as equity method investments; and restricted Federal
Home Loan Bank membership and activity stocks, carried at redemption value which
approximates fair value.

The Company invests in fixed maturity securities and alternative investment funds that
could qualify as variable interest entities, including corporate securities, mortgage-backed
securities and asset-backed securities. Such securities have been reviewed and determined
not to be subject to consolidation as the Company is not the primary beneficiary of these
securities because the Company does not have the power to direct the activities that most
significantly impact the entities’ economic performance.

Investment income is recognized as earned. Investment income reflects amortization of
premiums and accrual of discounts on an effective-yield basis.

Realized gains and losses arising from the disposal (recorded on a trade date basis) or
impairment of securities are determined based upon specific identification of securities. The
Company evaluates all investments in its portfolio for other-than-temporary declines in value
as described in the following section.
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NOTE 1 - Summary of Significant Accounting Policies-(Continued)
Other-than-temporary Impairment of Investments

The Company's methodology of assessing other-than-temporary impairments is based
on security-specific facts and circumstances as of the balance sheet date. Based on these
facts, for fixed maturity securities if (1) the Company has the intent to sell the fixed maturity
security, (2) it is more likely than not the Company will be required to sell the fixed maturity
security before the anticipated recovery of the amortized cost basis, or (3) management does
not expect to recover the entire cost basis of the fixed maturity security, an other-than-
temporary impairment is considered to have occurred. For equity securities, if (1) the
Company does not have the ability and intent to hold the security for the recovery of cost or (2)
recovery of cost is not expected within a reasonable period of time, an other-than-temporary
impairment is considered to have occurred. Additionally, if events become known that call into
question whether the security issuer has the ability to honor its contractual commitments, such
security holding will be evaluated to determine whether or not such security has suffered an
other-than-temporary decline in value.

The Company reviews the fair value of all investments in its portfolio on a monthly basis
to assess whether an other-than-temporary decline in value has occurred. These reviews, in
conjunction with the Company's investment managers' monthly credit reports and relevant
factors such as (1) the financial condition and near-term prospects of the issuer, (2) the length
of time and extent to which the fair value has been less than amortized cost for fixed maturity
securities or cost for equity securities, (3) for fixed maturity securities, the Company’s intent to
sell a security or whether it is more likely than not the Company will be required to sell the
security before the anticipated recovery in the amortized cost basis; and for equity securities,
the Company’s ability and intent to hold the security for the recovery of cost or if recovery of
cost is not expected within a reasonable period of time, (4) the stock price trend of the issuer,
(5) the market leadership position of the issuer, (6) the debt ratings of the issuer, and (7) the
cash flows and liquidity of the issuer or the underlying cash flows for asset-backed securities,
are all considered in the impairment assessment. When an other-than-temporary impairment
is deemed to have occurred, the investment is written-down to fair value, with a realized loss
charged to income for the period for the full loss amount for all equity securities and the credit-
related loss portion associated with impaired fixed maturity securities. The amount of the total
other-than-temporary impairment related to non-credit factors for fixed maturity securities is
recognized in other comprehensive income, net of applicable taxes, in which the Company has
the intent to sell the security or if it is more likely than not the Company will be required to sell
the security before the anticipated recovery of the amortized cost basis.

With respect to fixed maturity securities involving securitized financial assets -- primarily
asset-backed and commercial mortgage-backed securities in the Company’s portfolio -- the
securitized financial asset securities’ underlying collateral cash flows are stress tested to
determine if there has been any adverse change in the expected cash flows.
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A decline in fair value below amortized cost is not assumed to be other-than-temporary
for fixed maturity investments with unrealized losses due to spread widening, market illiquidity
or changes in interest rates where there exists a reasonable expectation based on the
Company’s consideration of all objective information available that the Company will recover
the entire cost basis of the security and the Company does not have the intent to sell the
investment before maturity or a market recovery is realized and it is more likely than not the
Company will not be required to sell the investment. An other-than-temporary impairment loss
will be recognized based upon all relevant facts and circumstances for each investment, as
appropriate.

Additional considerations for certain types of securities include the following:
Corporate Fixed Maturity Securities

Judgments regarding whether a corporate fixed maturity security is other-than-
temporarily impaired include analyzing the issuer’s financial condition and whether there has
been a decline in the issuer's ability to service the specific security. The analysis of the
security issuer is based on asset coverage, cash flow multiples or other industry standards.
Several factors assessed include, but are not limited to, credit quality ratings, cash flow
sustainability, liquidity, financial strength, industry and market position. Sources of information
include, but are not limited to, management projections, independent consultants, external
analysts’ research, peer analysis and the Company’s internal analysis.

If the Company has concerns regarding the viability of the issuer or its ability to service
the specific security after this assessment, a cash flow analysis is prepared to determine if the
present value of future cash flows has declined below the amortized cost of the fixed maturity
security. This analysis to determine an estimate of ultimate recovery value is combined with
the estimated timing to recovery and any other applicable cash flows that are expected. If a
cash flow analysis estimate is not feasible, then the market’s view of cash flows implied by the
period end fair value, market discount rates and effective yield are the primary factors used to
estimate a recovery value.

Mortgage-Backed Securities Not Issued By the U.S. Government or Federally
Sponsored Agencies

The Company uses an estimate of future cash flows expected to be collected to evaluate
its mortgage-backed securities for other-than-temporary impairment. The determination of
cash flow estimates is inherently subjective and methodologies may vary depending on facts
and circumstances specific to the security. All reasonably available information relevant to the
collectability of the security, including past events, current conditions, and reasonable and
supportable assumptions and forecasts, are considered when developing the estimate of cash
flows expected to be collected. Information includes, but is not limited to, debt-servicing,
missed refinancing opportunities and geography.
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Loan level characteristics such as issuer, FICO score, payment terms, level of
documentation, property or residency type, and economic outlook are also utilized in financial
models, along with historical performance, to estimate or measure the loan’s propensity to
default. Additionally, financial models take into account loan age, lease rollovers, rent
volatilities, vacancy rates and exposure to refinancing as additional drivers of default. For
transactions where loan level data is not available, financial models use a proxy based on the
collateral characteristics. Loss severity is a function of multiple factors including, but not
limited to, the unpaid balance, interest rate, mortgage insurance ratios, assessed property
value at origination, change in property valuation and loan-to-value ratio at origination.
Prepayment speeds, both actual and estimated, cost of capital rates and debt service ratios
are also considered. The cash flows generated by the collateral securing these securities are
then estimated with these default, loss severity and prepayment assumptions. These collateral
cash flows are then utilized, along with consideration for the issue’s position in the overall
structure, to estimate the cash flows associated with the residential or commercial mortgage-
backed security held by the Company.

Municipal Bonds

The Company’s municipal bond portfolio consists primarily of special revenue bonds,
which present unique considerations in evaluating other-than-temporary impairments, but also
includes general obligation bonds. The Company evaluates special revenue bonds for other-
than-temporary impairment based on guarantees associated with the repayment from
revenues generated by the specified revenue-generating activity associated with the purpose
of the bonds. Judgments regarding whether a municipal bond is other-than-temporarily
impaired include analyzing the issuer's financial condition and whether there has been a
decline in the overall financial condition of the issuer or its ability to service the specific
security. Security credit ratings are reviewed with emphasis on the economy, finances, debt
and management of the municipal issuer. Certain securities may be guaranteed by the mono-
line credit insurers or other forms of guarantee.

While not relied upon in the initial security purchase decision, insurance benefits are
considered in the assessments for other-than-temporary impairment, including the credit-
worthiness of the guarantor. Municipalities possess unique powers, along with a special legal
standing and protections, that enable them to act quickly to restore budgetary balance and
fiscal integrity. These powers include the sovereign power to tax, access to one-time revenue
sources, capacity to issue or restructure debt, and ability to shift spending to other authorities.
State governments often provide secondary support to local governments in times of financial
stress and the federal government has provided assistance to state governments during
recessions.

If the Company has concerns regarding the viability of the municipal issuer or its ability to
service the specific security after this analysis, a cash flow analysis is prepared to determine a
present value and whether it has declined below the amortized cost of the security. If a cash
flow analysis is not feasible, then the market's view of the period end fair value, market
discount rates and effective yield are the primary factors used to estimate the present value.
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Credit Losses

The Company estimates the amount of the credit loss component of a fixed maturity
security impairment as the difference between amortized cost and the present value of the
expected cash flows of the security. The present value is determined using the best estimate
cash flows discounted at the effective interest rate implicit to the security at the date of
purchase or the current yield to accrete an asset-backed or floating rate security. The
methodology and assumptions for establishing the best estimate cash flows vary depending on
the type of security. Corporate fixed maturity security and municipal bond cash flow estimates
are derived from scenario-based outcomes of expected restructurings or the disposition of
assets using specific facts and other circumstances, including timing, security interests and
loss severity and when not reasonably estimable, such securities are impaired to fair value as
management’s best estimate of the present value of future cash flows. The cash flow
estimates for mortgage-backed and other structured securities are based on security specific
facts and circumstances that may include collateral characteristics, expectations of
delinquency and default rates, loss severity and prepayment speeds, and structural support,
including subordination and guarantees.

Deferred Policy Acquisition Costs

The Company’s deferred policy acquisition costs (“DAC”) asset by segment was as
follows:

December 31,

2016 2015
REtIremMENt (ANMNUILY) .........coveiveiee e e et eeeete e are e e eeeees $188,117 $178,300
LT ettt e e e e e e e e e e e eane e e e anbe e e e ataeeeeneean 51,859 48,191
Property and Casualty ............ooiiiiiiiiiiiiiiee e 27,604 26,685
1o ] - | PRSP PSR $267,580 $253,176

Policy acquisition costs, consisting of commissions, policy issuance and other costs
which are incremental and directly related to the successful acquisition of new or renewal
business, are deferred and amortized on a basis consistent with the type of insurance
coverage. For all investment (annuity) contracts, deferred policy acquisition costs are
amortized over 20 years in proportion to estimated gross profits. Deferred policy acquisition
costs are amortized in proportion to estimated gross profits over 20 years for certain life
insurance products with account values and over 30 years for indexed universal life contracts.
For other individual life contracts, deferred policy acquisition costs are amortized in proportion
to anticipated premiums over the terms of the insurance policies (10, 15, 20 or 30 years). For
Property and Casualty policies, deferred policy acquisition costs are amortized over the terms
of the insurance policies (6 or 12 months).
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The Company periodically reviews the assumptions and estimates used in deferring
policy acquisition costs and also periodically reviews its estimations of gross profits, a process
sometimes referred to as “unlocking”. The most significant assumptions that are involved in
the estimation of annuity gross profits include interest rate spreads, future financial market
performance, business surrender/lapse rates, expenses and the impact of net realized
investment gains and losses. For the variable deposit portion of the Retirement segment, the
Company amortizes deferred policy acquisition costs utilizing a future financial market
performance assumption of a 10% reversion to the mean approach with a 200 basis point
corridor around the mean during the reversion period, representing a cap and a floor on the
Company’s long-term assumption. The Company’s practice with regard to returns on Separate
Accounts assumes that long-term appreciation in the financial market is not changed by short-
term market fluctuations, but is only changed when sustained deviations are experienced. The
Company monitors these fluctuations and only changes the assumption when its long-term
expectation changes.

In the event actual experience differs significantly from assumptions or assumptions are
significantly revised, the Company may be required to record a material charge or credit to
current period amortization expense for the period in which the adjustment is made. The
Company recorded the following adjustments to amortization expense as a result of evaluating
actual experience and prospective assumptions, the impact of unlocking:

Year Ended December 31,

2016 2015 2014
Increase (decrease) to amortization:
ANNUITY ..ottt te et ee et e et eaeete e eaeeteeeennaaeas $(313) $3,403 $1,224
LI ettt e e e e e e raeenane e (394) (34) (131)
B o] - | TSSO OUSPTI $(707) 3,369 1,093

Deferred policy acquisition costs for investment contracts and life insurance products
with account values are adjusted for the impact on estimated future gross profits as if net
unrealized investment gains and losses had been realized at the balance sheet date. This
adjustment reduced the deferred policy acquisition costs by $40,274 and $38,819 at December
31, 2016 and 2015, respectively. The after tax impact of this adjustment is included in
accumulated other comprehensive income (net unrealized investment gains and losses on
fixed maturities and equity securities) within shareholders' equity.

Deferred policy acquisition costs is reviewed for recoverability from future income,
including investment income, and costs which are deemed unrecoverable are expensed in the
period in which the determination is made. No such costs were deemed unrecoverable during
the years ended December 31, 2016, 2015 and 2014.

Goodwill
When the Company was acquired in 1989, intangible assets were recorded in the

application of purchase accounting to recognize goodwill. In addition, goodwill was recorded in
1994 related to the purchase of Horace Mann Property & Casualty Insurance Company.
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Goodwill represents the excess of the amounts paid to acquire a business over the fair
value of its net assets at the date of acquisition. Goodwill is not amortized, but is tested for
impairment at the reporting unit level at least annually or more frequently if events occur or
circumstances change that would more likely than not reduce the fair value of a reporting unit
below its carrying amount. A reporting unit is defined as an operating segment or a business
unit one level below an operating segment, if separate financial information is prepared and
regularly reviewed by management at that level. The Company’s reporting units, for which
goodwill has been allocated, are equivalent to the Company’s operating segments.

The allocation of goodwill by reporting unit is as follows:

REEIIEIMENT ..ot e et e et e e e et e e et e e e et e e e et e e e e e et e e reeeeeeaieeenaas $28,025
LI ettt et e ea e e aeeaate e ettt e anteeanteeanteeanteeaneeeanaeeenreeans 9,911
Property and CasUaIty ...........cooiiiiiiiiiiiiiee e a e 9,460

1o - | O TSR UPR PO $47,396

The goodwill impairment test, as defined in the accounting guidance, allows an entity the
option to first assess qualitative factors to determine whether the existence of events or
circumstances leads to a determination that it is more likely than not that the fair value of a
reporting unit is less than its carrying amount. If an entity determines it is more likely than not
that the fair value of a reporting unit is less than its carrying amount, then the entity follows a
two-step process. In the first step, the fair value of a reporting unit is compared to its carrying
value. If the carrying value of a reporting unit exceeds its fair value, the second step of the
impairment test is performed for purposes of confirming and measuring the impairment. In the
second step, the fair value of the reporting unit is allocated to all of the assets and liabilities of
the reporting unit to determine an implied goodwill value. If the carrying amount of the
reporting unit goodwill exceeds the implied goodwill value, an impairment loss would be
recognized in an amount equal to that excess. Any amount of goodwill determined to be
impaired will be recorded as an expense in the period in which the impairment determination is
made.

The Company completed its annual goodwill assessment for the individual reporting
units as of October 1, 2016 and did not utilize the option to perform an initial assessment of
qualitative factors. The first step of the Company’s analysis indicated that fair value exceeded
carrying value for all reporting units. The process of evaluating goodwill for impairment
required management to make multiple judgments and assumptions to determine the fair value
of each reporting unit, including discounted cash flow calculations, the level of the Company’s
own share price and assumptions that market participants would make in valuing each
reporting unit. Fair value estimates were based primarily on an in-depth analysis of historical
experience, projected future cash flows and relevant discount rates, which considered market
participant inputs and the relative risk associated with the projected cash flows. Other
assumptions included levels of economic capital, future business growth, earnings projections
and assets under management for each reporting unit. Estimates of fair value are subject to
assumptions that are sensitive to change and represent the Company’s reasonable
expectation regarding future developments. The Company also considered other valuation
techniques such as peer company price-to-earnings and price-to-book multiples.
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As part of the Company’s October 1, 2016 goodwill analysis, the Company compared the
fair value of the aggregated reporting units to the market capitalization of the Company. The
difference between the aggregated fair value of the reporting units and the market
capitalization of the Company was attributed to several factors, most notably market sentiment,
trading volume and transaction premium. The amount of the transaction premium was
determined to be reasonable based on insurance industry and Company-specific facts and
circumstances. There were no other events or material changes in circumstances during 2016
that indicated that a material change in the fair value of the Company’s reporting units had
occurred.

During each year from 2014 through 2016, the Company completed the required annual
testing; no impairment charges were necessary as a result of such assessments. The
assessment of goodwill recoverability requires significant judgment and is subject to inherent
uncertainty. The use of different assumptions, within a reasonable range, could cause the fair
value to be below carrying value. Subsequent goodwill assessments could result in
impairment, particularly for any reporting unit with at-risk goodwill, due to the impact of a
volatile financial market on earnings, discount rate assumptions, liquidity and market
capitalization.

Property and Equipment

Property and equipment are carried at cost less accumulated depreciation, which is
calculated on the straight-line method based on the estimated useful lives of the assets. The
estimated life for real estate is identified by specific property and ranges from 20 to 45 years.
The estimated useful lives of leasehold improvements and other property and equipment,
including capitalized software, generally range from 2 to 10 years. The following amounts are
included in Other assets in the Consolidated Balance Sheets:

December 31,

2016 2015
Property and equUipmMeENt............ccoooiiiiiiiiiie e $120,712 $107,876
Less: accumulated depreciation...............ooooiiiiiiiiie s 88,524 82,236
1] €= | SRR $ 32,188 $ 25,640

Separate Account (Variable Annuity) Assets and Liabilities

Separate Account assets represent variable annuity contractholder funds invested in
various mutual funds. Separate Account assets are recorded at fair value primarily based on
market quotations of the underlying securities. Separate Account liabilities are equal to the
estimated fair value of Separate Account assets. The investment income, gains and losses of
these accounts accrue directly to the contractholders and are not included in the operations of
the Company. The activity of the Separate Accounts is not reflected in the Consolidated
Statements of Operations except for (1) contract charges earned, (2) the activity related to
contract guarantees, which are benefits on existing variable annuity contracts, and (3) the
impact of financial market performance on the amortization of deferred policy acquisition costs.
The Company’s contract charges earned include fees charged to the Separate Accounts,
including mortality charges, risk charges, policy administration fees, investment management
fees and surrender charges.
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Investment Contract and Life Policy Reserves

This table summarizes the Company’s investment contract and life policy reserves.

December 31,

2016 2015
Investment CONtract rESEIVES ...........e.iiiiiiiiee e $4,360,456 $4,072,102
Life POLICY FESEIVES ...cooi ittt e et e e e e 1,087,513 1,054,740
1] <= | TR $5,447.,969 $5,126,842

Liabilities for future benefits on life and annuity policies are established in amounts
adequate to meet the estimated future obligations on policies in force.

Liabilities for future policy benefits on certain life insurance policies are computed using
the net level premium method including assumptions as to investment yields, mortality,
persistency, expenses and other assumptions based on the Company’s experience, including
a provision for adverse deviation. These assumptions are established at the time the policy is
issued and are intended to estimate the experience for the period the policy benefits are
payable. If experience is less favorable than the assumptions, additional liabilities may be
established, resulting in a charge to income for that period. At December 31, 2016, reserve
investment yield assumptions ranged from 3.5% to 8.0%.

Liabilities for future benefits on annuity contracts and certain long-duration life insurance
contracts are carried at accumulated policyholder values without reduction for potential
surrender or withdrawal charges. The liability also includes provisions for the unearned portion
of certain policy charges.

A guaranteed minimum death benefit (“‘GMDB”) generally provides an additional benefit
if the contractholder dies and the variable annuity contract value is less than a contractually
defined amount. The Company has estimated and recorded a GMDB reserve on variable
annuity contracts in accordance with accounting guidance. Contractually defined amounts
vary from contract to contract based on the date the contract was entered into as well as the
GMDB feature elected by the contractholder. The Company regularly monitors the GMDB
reserve considering fluctuations in the financial market. The Company has a relatively low
exposure to GMDB risk as shown below.

December 31,

2016 2015
GIVIDB IESEIVE ...ttt ettt neereste s eseete e ene e $ 225 $ 358
Aggregate in-the-money death benefits under the GMDB provision................... 32,106 35,563
Variable annuity contract value distribution based on GMDB feature:
NO QUANANTEE ... 32% 32%
Return of premium guarantee.............ccccovieiiiiiiic i 62% 62%
Guarantee of premium roll-up at an annual rate of 3% or 5%..........ccccccevuveee. __6% __6%
1o ) -SSP 100% 100%
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Reserves for Fixed Indexed Annuities and Indexed Universal Life Policies

In 2014, the Company began offering fixed indexed annuity (“FIA”) products with interest
crediting strategies linked to the Standard & Poor's 500 Index and the Dow Jones Industrial
Average. The Company purchases call options on the applicable indices as an investment to
provide the income needed to fund the annual index credits on the indexed products. These
products are deferred fixed annuities with a guaranteed minimum interest rate plus a
contingent return based on equity market performance and are considered hybrid financial
instruments under the Financial Accounting Standards Board’s (“FASB”) Accounting Standards
Codjification (“ASC”) Topic 815 “Derivatives and Hedging”.

The Company elected to not use hedge accounting for derivative transactions related to
the FIA products. As a result, the Company records the purchased call options and the
embedded derivative related to the provision of a contingent return at fair value, with changes
in fair value reported in Net realized investment gains and losses in the Consolidated
Statements of Operations. The embedded derivative is bifurcated from the host contract and
included in Other policyholder funds in the Consolidated Balance Sheets. The host contract is
accounted for as a debt instrument in accordance with ASC Topic 944 “Financial Services --
Insurance” and is included in Investment contract and life policy reserves in the Consolidated
Balance Sheets with any discount to the minimum account value being accreted using the
effective yield method. In the Consolidated Statements of Operations, accreted interest for FIA
products and benefit claims on these products incurred during the reporting period are
included in Benefits, claims and settlement expenses.

In October 2015, the Company began offering indexed universal life (“IUL”) products as
part of its product portfolio with interest crediting strategies linked to the Standard & Poor’s 500
Index and the Dow Jones Industrial Average as well as a fixed option. The Company
purchases call options monthly to hedge the potential liabilities arising in IlUL accounts. The
Company elected to not use hedge accounting for derivative transactions related to the IUL
products. As a result, the Company records the purchased call options and the embedded
derivative related to the provision of a contingent return at fair value, with changes in fair value
reported in Net realized investment gains and losses in the Consolidated Statements of
Operations. |UL policies with a balance in one or more indexed accounts are considered to
have an embedded derivative. The benefit reserve for the host contract is measured using the
retrospective deposit method, which for Horace Mann’s IUL product is equal to the account
balance. The embedded derivative is bifurcated from the host contract, carried at fair value
and included in Investment contract and life policy reserves in the Consolidated Balance
Sheets.

More information regarding the determination of fair value of the FIA and IUL embedded

derivatives and purchased call options, the only derivative instruments utilized by the
Company, is included in “Note 3 -- Fair Value of Financial Instruments”.
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Unpaid Claims and Claim Expenses

Liabilities for Property and Casualty unpaid claims and claim expenses include
provisions for payments to be made on reported claims, claims incurred but not yet reported
and associated settlement expenses. All of the Company's reserves for Property and Casualty
unpaid claims and claim expenses are carried at the full value of estimated liabilities and are
not discounted for interest expected to be earned on reserves. Estimated amounts of salvage
and subrogation on unpaid Property and Casualty claims are deducted from the liability for
unpaid claims. Due to the nature of the Company's personal lines business, the Company has
no exposure to losses related to claims for toxic waste cleanup, other environmental
remediation or asbestos-related illnesses other than claims under homeowners insurance
policies for environmentally related items such as mold.

Other Policyholder Funds

Other policyholder funds includes supplementary contracts without life contingencies
and dividend accumulations, as well as balances outstanding under the funding agreements
with the Federal Home Loan Bank of Chicago (“FHLB”) and embedded derivatives related to
fixed indexed annuities. Except for embedded derivatives, each of these components is
carried at cost. Embedded derivatives are carried at fair value. Amounts received and
repaid under the FHLB funding agreements are classified in the financing activities section
of the Company’s Consolidated Statements of Cash Flows combined with annuity contract
deposits and disbursements, respectively.

Federal Home Loan Bank Funding Agreements

In 2013, one of the Company's subsidiaries, Horace Mann Life Insurance Company
(“HMLIC”), became a member of the FHLB, which provides HMLIC with access to
collateralized borrowings and other FHLB products. As membership requires the ownership
of member stock, in June 2013, HMLIC purchased common stock to meet the membership
requirement. Any borrowing from the FHLB requires the purchase of FHLB activity-based
common stock in an amount equal to 5.0% of the borrowing, or a lower percentage -- such
as 2.0% based on the Reduced Capitalization Advance Program. For FHLB advances and
funding agreements combined, HMEC's Board of Directors has authorized a maximum
amount equal to 10% of HMLIC’s admitted assets using prescribed statutory accounting
principles. On both September 18, 2014 and December 27, 2013, the Company received
$250,000 under funding agreements and on December 28, 2015, an additional $75,000 was
received under a funding agreement. For the total $575,000 received, $250,000 matures on
September 13, 2019, $125,000 matures on December 15, 2023 and $200,000 matures on
January 16, 2026. Interest on the funding agreements accrues at an annual weighted
average rate of 0.52% as of December 31, 2016. FHLB borrowings of $575,000 are
included in Other policyholder funds in the Consolidated Balance Sheet.

F-52



NOTE 1 - Summary of Significant Accounting Policies-(Continued)
Insurance Premiums and Contract Charges Earned

Property and Casualty insurance premiums are recognized as revenue ratably over the
related contract periods in proportion to the risks insured. The unexpired portions of these
Property and Casualty premiums are recorded as unearned premiums, using the monthly pro
rata method.

Premiums and contract charges for life insurance contracts with account values and
investment (annuity) contracts consist of charges for the cost of insurance, policy
administration and withdrawals. Premiums for long-term traditional life policies are recognized
as revenues when due over the premium-paying period. Contract deposits to investment
contracts and life insurance contracts with account values represent funds deposited by
policyholders and are not included in the Company's premiums or contract charges earned.

Share-Based Compensation

The Company grants stock options and both service-based and performance-based
restricted common stock units (“RSUs”) to executive officers, other employees and Directors in
an effort to attract and retain individuals while also aligning compensation with the interests of
the Company’s shareholders. Additional information regarding the Company's share-based
compensation plans is contained in “Note 9 -- Shareholders' Equity and Common Stock
Equivalents”.

Stock options are accounted for under the fair value method of accounting using a Black-
Scholes valuation model to measure stock option expense at the date of grant. The fair value
of RSUs is measured at the market price of the Company’s common stock on the date of
grant, with the exception of market-based performance awards, for which the Company uses a
Monte Carlo simulation model to determine fair value for purposes of measuring RSU
expense. For the years ended December 31, 2016, 2015 and 2014, the Company recognized
$1,207, $1,285 and $1,270, respectively, in stock option expense as a result of the vesting of
stock options during the respective periods. For the years ended December 31, 2016, 2015
and 2014, the Company recognized $6,929, $892 and $6,132, respectively, in RSU expense
as a result of the earning and/or vesting of RSUs during the respective periods.
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In 2016, 2015 and 2014, the Company granted stock options as quantified in the table
below, which also provides the weighted average grant date fair value for stock options
granted in each year. The fair value of stock options granted was estimated on the respective
dates of grant using the Black-Scholes option pricing model with the weighted average
assumptions shown in the following table.

Year Ended December 31,

2016 2015 2014

Number of stock options granted .............cccoccciiiieiiiiiici e, 307,176 142,908 175,632
Weighted average grant date fair value of stock options granted............. $ 5.01 $ 11.18 $ 9.01
Weighted average assumptions:

Risk-free interest rate ...........ccccoeiiiiiii 1.3% 1.7% 1.9%

Expected dividend yield .............oooiiiiiiiiiiii e 3.2% 2.6% 2.5%

Expected life, iN Years. ........ooo i 4.9 7.2 5.7

Expected volatility (based on historical volatility) .............ccccceveiiiinnnen. 25.6% 42.8% 40.3%

The weighted average fair value of nonvested stock options outstanding on December
31, 2016 was $6.82. Total unrecognized compensation expense relating to the nonvested
stock options outstanding as of December 31, 2016 was approximately $2,299. This amount
will be recognized as expense over the remainder of the vesting period, which is scheduled to
be 2017 through 2020. Expense is reflected on a straight-line basis over the vesting period for
the entire award.

Total unrecognized compensation expense relating to RSUs outstanding as of
December 31, 2016 was approximately $9,517. This amount will be recognized as expense
over the remainder of the earning and vesting period, which is scheduled to be 2017 through
2020. Expense is reflected on a straight-line basis from the date of grant through the end of
the vesting period for the entire award.

Income Taxes

The Company uses the asset and liability method for calculating deferred federal income
taxes. Income tax provisions are generally based on income reported for financial statement
purposes. The provisions for federal income taxes for the years ended December 31, 2016,
2015 and 2014 included amounts currently payable and deferred income taxes resulting from
the cumulative differences in the Company's assets and liabilities, determined on a tax return
versus financial statement basis.

Deferred tax assets and liabilities include provisions for unrealized investment gains and
losses as well as the net funded status of pension and other postretirement benefit obligations
with the changes for each period included in the respective components of accumulated other
comprehensive income (loss) within shareholders' equity.
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Earnings Per Share

Basic earnings per share is computed based on the weighted average number of
common shares outstanding plus the weighted average number of fully vested restricted stock
units and common stock units payable as shares of HMEC common stock. Diluted earnings
per share is computed based on the weighted average number of common shares and
common stock equivalents outstanding, to the extent dilutive. The Company’s common stock
equivalents relate to outstanding common stock options, deferred compensation common
stock units and incentive compensation restricted common stock units, which are described in
“‘Note 9 -- Shareholders’ Equity and Common Stock Equivalents”.

The computations of net income per share on both basic and diluted bases, including
reconciliations of the numerators and denominators, were as follows:

Year Ended December 31,

2016 2015 2014
Basic:
Net income for the PEHOG............cviiiueeeeeeeee et $83,765 $ 93482 $104,243
Weighted average number of common shares
during the period (in thousands) ............ccccvveiiiiiiciiiee e, 41,158 41915 41,646
Net income pershare -basiC.......ccoooeeeieiiiiiiii $ 204 $ 223 $ 250
Diluted:
Net income for the Period..........c.coiiiiiiiiii e $83,765 $ 93,482 $104,243
Weighted average number of common shares
during the period (in thousands) ............cccovveiieiiiciiiiie e, 41,158 41,915 41,646
Weighted average number of common equivalent
shares to reflect the dilutive effect of common
stock equivalent securities (in thousands):
5 (oTe] Qo] o] i o] o - TSP RPTR PR 100 158 137
Common stock units related to deferred
compensation for employees............ccccvveeieeiiiiiiiiiiiiee e 52 55 70
Restricted common stock units related to
incentive CoOmMpPENSAtiON ...........uuuiuiuiiiiiiiiiiiiiriieririieiererererereaerererenee 166 297 378
Total common and common equivalent shares adjusted
to calculate diluted earnings per share (in thousands) ........... 41,476 42425 42,231
Net income per share - diluted.............ccoiiii i $ 202 $ 220 $ 247

Options to purchase 413,406 shares of common stock at $31.01 to $36.04 per share
were granted in 2015 through 2016 but were not included in the computation of 2016 diluted
earnings per share because of their anti-dilutive effect as a result of the effect of unrecognized
compensation cost. The options, which expire in 2025 through 2026, were still outstanding at
December 31, 2016.
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NOTE 1 - Summary of Significant Accounting Policies-(Continued)
Comprehensive Income (Loss) and Accumulated Other Comprehensive Income (Loss)

Comprehensive income (loss) represents the change in shareholders’ equity during a
reporting period from transactions and other events and circumstances from non-shareholder
sources. For the Company, comprehensive income (loss) is equal to net income plus or minus
the after tax change in net unrealized gains and losses on fixed maturities and equity securities
and the after tax change in net funded status of benefit plans for the period as shown in the
Consolidated Statements of Changes in Shareholders' Equity. Accumulated other
comprehensive income (loss) represents the accumulated change in shareholders’ equity from
these transactions and other events and circumstances from non-shareholder sources as
shown in the Consolidated Balance Sheets.

In the Consolidated Balance Sheets, the Company recognizes the funded status of
benefit plans as a component of accumulated other comprehensive income (loss), net of tax.

Comprehensive Income (Loss)

The components of comprehensive income (loss) were as follows:

Year Ended December 31,

2016 2015 2014
NEEINCOME......oceeee ettt ettt ee et ee e e $83,765 $ 93482 $104,243
Other comprehensive income (loss):
Change in net unrealized investment gains and losses
on fixed maturities and equity securities:
Net unrealized investment gains and losses on fixed
maturities and equity securities arising during the period .......... 6,144 (178,035) 264,136
Less: reclassification adjustment for net gains
included in income before income tax........c.cccoooiieiiiiiiiiiieeen. 5,176 11,667 10,943
Total, before tax .......coocveeeiiiieee e 968 (189,702) 253,193
Income tax expense (benefit) ..........ccccvveiieiiiiiiiiiiee e, 397 (67,315) 89,629
Total, Net Of taX.....cceeiieiiiie e 571 (122,387) 163,564
Change in net funded status of benefit plan obligations:
BefOre faX....uuueiiiiii e (37) 1,815 (1,810)
Income tax expense (DeNEfit)........cccvveiiciiiiiii e (14) 656 (633)
Total, Net Of taX ... (23) 1,159 (1,177)
Total comprehensive income (I0SS).........cccueveeeeeeiiiiiines $84,313 $ (27,746) $266,630
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NOTE 1 - Summary of Significant Accounting Policies-(Continued)
Accumulated Other Comprehensive Income (Loss)

The following table reconciles the components of accumulated other comprehensive
income (loss) for the periods indicated.

Unrealized
Gains and
Losses on
Fixed Maturities
and Equity Defined
Securities (1)(2) Benefit Plans (1) Total (1)
Beginning balance, January 1, 2016 ..........ccccvvieeeiiiiiiiiiee e $ 175,167 $(11,794) $ 163,373
Other comprehensive income (loss) before reclassifications.................. 3,935 (23) 3,912
Amounts reclassified from accumulated
other comprehensive iNCOMe (I0SS) .....ccvveeiieiiiiiiiie e (3,364) - (3.364)
Net current period other comprehensive income (loss) ................... 571 (23) 548
Ending balance, December 31, 2016 .........cccuiiiiiiiiiiiiee e $ 175,738 $(11,817) $ 163,921
Beginning balance, January 1, 2015 ... $ 297,554 $(12,953) $ 284,601
Other comprehensive income (loss) before reclassifications.................. (114,803) 1,159 (113,644)
Amounts reclassified from accumulated
other comprehensive iINCOMe (I0SS) .....ocvveeiiiiiiiiiiieee e (7,584) - (7,584)
Net current period other comprehensive income (loss) ................... (122,387) 1,159 (121,228)
Ending balance, December 31, 2015 . ... $ 175,167 $(11,794) $ 163,373
Beginning balance, January 1, 2014 ..o $ 133,990 $(11.776) $122214
Other comprehensive income (loss) before reclassifications.................. 170,677 (1,177) 169,500
Amounts reclassified from accumulated
other comprehensive iNCOMe (I0SS) .....cevveeviiiiiiiiieeieeeeeee e (7,113) - (7,113)
Net current period other comprehensive income (loss) ................... 163,564 (1,177) 162,387
Ending balance, December 31, 2014 .........ccoovveeeeeeecee e $ 297,554 $(12,953) $ 284,601

(1) All amounts are net of tax.

(2) The pretax amounts reclassified from accumulated other comprehensive income, $5,176, $11,667 and $10,943, are
included in net realized investment gains and losses and the related tax expenses, $1,812, $4,083 and $3,830, are
included in income tax expense in the Consolidated Statements of Operations for the years ended December 31, 2016,
2015 and 2014, respectively.

Comparative information for elements that are not required to be reclassified in their
entirety to net income in the same reporting period is located in “Note 2 -- Investments --
Unrealized Gains and Losses on Fixed Maturities and Equity Securities”.

Statements of Cash Flows

For purposes of the Consolidated Statements of Cash Flows, cash constitutes cash on
deposit at banks.

Reclassification and Retrospective Adoption

The Company has reclassified the presentation of certain prior period information to
conform to the current year’s presentation.
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NOTE 1 - Summary of Significant Accounting Policies-(Continued)
Adopted Accounting Standards
Disclosures About Short-Duration Insurance Contracts

Effective December 31, 2016, the Company adopted accounting guidance which
requires expanded disclosure regarding claims on short-duration insurance contracts, which
applies primarily to the contracts in the Company’s Property and Casualty segment.

Presentation of Debt Issuance Costs

Effective January 1, 2016, the Company adopted accounting guidance which was issued
to simplify the presentation of costs incurred to issue debt securities. The guidance requires
debt issuance costs associated with specific debt securities to be presented in the balance
sheet as a direct deduction from the carrying value of the associated debt liability, consistent
with the presentation of a debt discount. Costs incurred related to line of credit arrangements
continue to be presented as an asset in the Consolidated Balance Sheet. Also, the guidance
does not affect the recognition and measurement of debt issuance costs. The guidance
required retrospective application. As a result of this adoption, the following items in the
Company’s December 31, 2015 Consolidated Balance Sheet were each reduced by $2,371:
Other assets, Total assets, Long-term debt, Total liabilities and Total liabilities and
shareholders’ equity. Net income per share (basic and diluted) did not change as a result of
the adopted accounting change.

Pending Accounting Standards
Simplifying the Test for Goodwill Impairment

In January 2017, the Financial Accounting Standards Board (“FASB”) issued guidance to
simplify the accounting for goodwill impairment. The guidance removes Step 2 of the goodwill
impairment test, which requires a hypothetical purchase price allocation. A goodwill
impairment will now be the amount by which a reporting unit’s carrying value exceeds its fair
value, not to exceed the carrying amount of goodwill. All other goodwill impairment guidance
will remain largely unchanged. Entities will continue to have the option to perform a qualitative
assessment to determine if a quantitative impairment test is necessary. The same one-step
impairment test will be applied to goodwill at all reporting units, even those with zero or
negative carrying amounts. Entities will be required to disclose the amount of goodwill for
reporting units with zero or negative carrying amounts. Public business entities should adopt
the guidance prospectively for its annual or any interim goodwill impairment tests in fiscal
years beginning after December 15, 2019. Early application is permitted. Management
believes the adoption of this accounting guidance will not have a material effect on how it tests
goodwill for impairment.
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NOTE 1 - Summary of Significant Accounting Policies-(Continued)
Statement of Cash Flows -- Classification

In August 2016, the FASB issued guidance to reduce diversity in practice in the
statement of cash flows between operating, investing and financing activities related to the
classification of cash receipts and cash payments for eight specific issues. The FASB
acknowledged that current GAAP either is unclear or does not include specific guidance on
these eight cash flow classification issues: (1) debt prepayment or extinguishment costs; (2)
settlement of zero-coupon bonds (pertains to issuers); (3) contingent consideration payments
made after a business combination; (4) proceeds from the settlement of insurance claims
(pertains to claimants); (5) proceeds from the settlement of corporate-owned life insurance
policies; (6) distributions received from equity method investees; (7) beneficial interests in
securitization transactions (pertains to transferors) and (8) separately identifiable cash flows
and application of the predominance principle. For public business entities, the guidance is
effective for annual reporting periods beginning after December 15, 2017, including interim
periods within those years, using a retrospective approach. The guidance allows prospective
adoption for individual issues if it is impracticable to apply the amendments retrospectively for
those issues. Early application is permitted. Management believes the adoption of this
accounting guidance will not have a material effect on the classifications in the Company’s
consolidated statement of cash flows. The adoption of this accounting guidance will not have
any effect on the results of operations or financial position of the Company.

Measurement of Credit Losses on Financial Instruments

In June 2016, the FASB issued guidance to improve financial reporting by requiring
timelier recording of credit losses on loans and other financial instruments, including
reinsurance receivables, held by companies. The new guidance replaces the incurred loss
impairment methodology and requires an organization to measure and recognize all current
expected credit losses (“CECL”) for financial assets held at the reporting date based on
historical experience, current conditions, and reasonable and supportable forecasts.
Companies will need to utilize forward-looking information to better inform their credit loss
estimates. Companies will continue to use judgment to determine which loss estimation
method is appropriate for their circumstances. Credit losses related to available for sale debt
securities -- which represent over 90% of Horace Mann’s total investment portfolio -- will be
recorded through an allowance for credit losses with this allowance having a limit equal to the
amount by which fair value is below amortized cost. The guidance also requires enhanced
qualitative and quantitative disclosures to provide additional information about the amounts
recorded in the financial statements. For public business entities that are SEC filers, the
guidance is effective for annual reporting periods beginning after December 15, 2019,
including interim periods within those years, using a modified-retrospective approach. Early
application is permitted for annual reporting periods, and interim periods within those years,
beginning after December 15, 2018. Management is evaluating the impact this guidance will
have on the results of operations and financial position of the Company.
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NOTE 1 - Summary of Significant Accounting Policies-(Continued)
Employee Share-based Payment Accounting

In March 2016, the FASB issued guidance to simplify and improve the accounting for
employee share-based payment transactions. Under the new guidance, several aspects of the
accounting for share-based payment transactions are changed including: (1) the entire tax
impact of the difference between a company’s share-based payment deduction for tax
purposes and the compensation cost recognized in the financial statements (“excess tax
benefits”) will be recorded in the income statement (the additional paid-in capital pool is
eliminated) and classified with other income tax cash flows as an operating activity in the
statement of cash flows; (2) election of an accounting policy regarding forfeitures, either
retaining the current GAAP approach of estimating forfeitures or accounting for forfeitures
when they occur; (3) companies may withhold up to the maximum individual statutory tax rate
without triggering classification of the award as a liability; (4) cash paid to satisfy the statutory
income tax withholding obligation is to be classified as a financing activity in the statement of
cash flows; and (5) certain additional aspects which apply only to nonpublic entities. There are
different approaches specified for transition to the new guidance encompassing prospective,
retrospective and modified retrospective (cumulative-effect adjustment) approaches. The
guidance is effective for annual reporting periods beginning after December 15, 2016,
including interim periods within those years. Early application is permitted; however, all
components of the guidance must be implemented at the same time. Management is
evaluating the impact this guidance will have on the results of operations and financial position
of the Company.

Accounting for Leases

In February 2016, the FASB issued accounting and disclosure guidance to improve
financial reporting and comparability among organizations about leasing transactions. Under
the new guidance, for leases with lease terms of more than 12 months, a lessee will be
required to recognize assets and liabilities on the balance sheet for the rights and obligations
created by those leases. Consistent with current accounting guidance, the recognition,
measurement and presentation of expenses and cash flows arising from a lease by a lessee
primarily will depend on its classification as a finance or an operating lease. However, while
current guidance requires only capital leases to be recognized on the balance sheet, the new
guidance will require both operating and capital leases to be recognized on the balance sheet.
In transition to the new guidance, companies are required to recognize and measure leases at
the beginning of the earliest period presented using a modified retrospective approach. The
guidance is effective for annual reporting periods beginning after December 15, 2018,
including interim periods within those years. Early application is permitted. Management is
evaluating the impact this guidance will have on the results of operations and financial position
of the Company.
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NOTE 1 - Summary of Significant Accounting Policies-(Continued)
Recognition and Measurement of Financial Assets and Liabilities

In January 2016, the FASB issued accounting guidance to improve certain aspects of the
recognition, measurement, presentation and disclosure of financial instruments. Among other
things, this guidance requires public entities to measure equity investments (except those
accounted for under the equity method of accounting or those that result in consolidation of the
investee) at fair value with changes in fair value recognized in net income and to perform a
qualitative assessment to identify impairment for equity investments without readily
determinable fair values. Companies are required to apply this guidance by means of a
cumulative-effect adjustment to the balance sheet as of the beginning of the year of adoption
and, for the guidance related to equity securities without readily determinable fair values,
companies are required to apply a prospective approach to equity investments that exist as of
the date of adoption. The guidance is effective for annual reporting periods beginning after
December 15, 2017, including interim periods within those years. Early application is
permitted. The guidance will not have an impact on the Company’s financial position and
management is evaluating the impact that this guidance will have on the Company’s results of
operations.

Revenue Recognition

In May 2014, the FASB issued accounting guidance to provide a single comprehensive
model in accounting for revenue arising from contracts with customers. The guidance applies
to all contracts with customers; however, insurance contracts are specifically excluded from
this updated guidance. The guidance is effective for annual reporting periods beginning after
December 15, 2017, including interim periods within those years. Early adoption is permitted
only for annual reporting periods beginning after December 15, 2016. The Company plans to
adopt the guidance as of January 1, 2018. Management believes the adoption of this
accounting guidance will not have a material effect on the results of operations or financial
position, and related disclosures, of the Company.
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NOTE 2 - Investments

The Company’s investment portfolio includes free-standing derivative financial
instruments (currently over the counter (“OTC”) index call option contracts) to economically
hedge risk associated with its fixed indexed annuity and indexed universal life products’
contingent liabilities. The Company’s fixed indexed annuity and indexed universal life products
include embedded derivative features that are discussed in “Note 1 -- Summary of Significant
Accounting Policies -- Investment Contract and Life Policy Reserves -- Reserves for Fixed
Indexed Annuities and Indexed Universal Life Policies”. The Company's investment portfolio
included no other free-standing derivative financial instruments (futures, forwards, swaps,
option contracts or other financial instruments with similar characteristics), and there were no
other embedded derivative features related to the Company’s insurance products during the
three years ended December 31, 2016.

Net Investment Income

The components of net investment income for the following periods were:

Year Ended December 31,

2016 2015 2014
FIXEA MATUIHIES ... ettt ettt e et e et r e e e enes $342,773 $326,207 $317,756
EQUItY SECUNTIES ... 4,703 4,355 4,849
Short-term and otherinvestments............cooooiiiiiiiiiiiie e 9,668 9,187 8,459
Other invested assets (equity method investments) ............cccccceeennneen. 13,609 1,984 7,229
Total iINVeStMENt INCOME .........ooeeieee e 370,753 341,733 338,293
INVESTMENT EXPENSES ... (9,567) (9,133) (8.478)
Net investment INCOME ..........oveiiiiiiee e $361,186 $332,600 $329,815

Realized Investment Gains (Losses)

Net realized investment gains (losses) for the following periods were:

Year Ended December 31,

2016 2015 2014
FIXEA MATUMTIES. ...eeeee et e et e e e e e e e e e e e e e eraans $ 5,784 $ 10,289 $ 8,150
EQUItY SECUITIES.....vviiiiii i (608) 1,378 2,793
Short-term investments and other..............cccccoooviiiiii i, (1,053) 1,046 (26)
Net realized investment gains ... $ 4123 $ 12,713 $ 10,917

The Company, from time to time, sells invested assets subsequent to the balance sheet
date that were considered temporarily impaired at the balance sheet date. Such sales are due
to issuer specific events occurring subsequent to the balance sheet date that result in a
change in the Company’s intent or ability to hold an invested asset. The types of events that
may result in a sale include significant changes in the economic facts and circumstances
related to the invested asset, significant unforeseen changes in liquidity needs, or changes in
the Company’s investment strategy.
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NOTE 2 - Investments-(Continued)

and also includes equity securities.

Fixed Maturities and Equity Securities

The Company’s investment portfolio is comprised primarily of fixed maturity securities

The amortized cost or cost, net unrealized investment

gains and losses, fair values and other-than-temporary impairment included in accumulated
other comprehensive income (loss) (“AOCI”) of all fixed maturities and equity securities in the
portfolio were as follows:

December 31, 2016
Fixed maturity securities

U.S. Government and federally
sponsored agency obligations (2):
Mortgage-backed securities............
Other, including
U.S. Treasury securities...............
Municipal bonds ..........ccccoeiiiiiie
Foreign government bonds ...................
Corporate bonds ..........ccocvveveeeiicinineene.
Other mortgage-backed securities .........
TotalS....oveeieeiii e

Equity securities (3) .......cocceviiriiiciiinnen,

December 31, 2015
Fixed maturity securities

U.S. Government and federally
sponsored agency obligations (2):
Mortgage-backed securities............
Other, including
U.S. Treasury securities ..............
Municipal bonds ..........ccccooeiiiiiie
Foreign government bonds ....................
Corporate bonds ..........ccocveveveeeiicinineen..
Other mortgage-backed securities .........

Equity securities (3) .......ccccceviiiiiiiiiieiinen.

(1

)

@)

Amortized Unrealized Unrealized Fair OTTlin
Cost/Cost Gains Losses Value AOCI (1)
$ 412,891 $ 33,168 $ 3,640 $ 442,419 $ -
458,745 18,518 10,120 467,143 -
1,648,252 143,733 22,588 1,769,397 -
93,864 5,102 297 98,669 -
2,672,818 152,229 14,826 2,810,221 -
1,865,557 22,241 18,939 1,868,859 1,618
$7,152,127 $374,991 $70.410 $7,456,708 $1.618
$ 134,013 13,21 $ 5574 $ 141,649 $ -
$ 461,862 $ 44,413 $ 1,861 $ 504,414 $ -
532,373 21,153 7,415 546,111 -
1,553,603 165,680 10,340 1,708,943 (4,140)
67,441 6,288 112 73,617 -
2,687,376 140,873 48,834 2,779,415 -
1,482,971 16,830 20,961 1,478,840 1,382
$6,785,626 $395,237 $89,523 $7.091,340 $(2,758)
$ 095722 $ 8405 $ 4,330 $ 99797 $ -

Related to securities for which an unrealized loss was bifurcated to distinguish the credit-related portion and the portion

driven by other market factors. Represents the amount of other-than-temporary impairment losses in AOCI which was
not included in earnings; amounts also include net unrealized investment gains and losses on such impaired securities

relating to changes in the fair value of those securities subsequent to the impairment measurement date.

Fair value includes securities issued by Federal National Mortgage Association (‘FNMA”) of $196,468 and $231,294;
Federal Home Loan Mortgage Corporation (“FHLMC”) of $284,050 and $363,957; and Government National Mortgage
Association (“GNMA”) of $115,627 and $130,940 as of December 31, 2016 and 2015, respectively.
Includes nonredeemable (perpetual) preferred stocks, common stocks and closed-end funds.
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NOTE 2 - Investments-(Continued)

The following table presents the fair value and gross unrealized losses of fixed maturities
and equity securities in an unrealized loss position at December 31, 2016 and 2015,
respectively. The Company views the decrease in value of all of the securities with unrealized
losses at December 31, 2016 -- which was driven largely by changes in interest rates, spread
widening, financial market illiquidity and/or market volatility from the date of acquisition -- as
temporary. For fixed maturity securities, management does not have the intent to sell the
securities and it is not more likely than not the Company will be required to sell the securities
before the anticipated recovery of the amortized cost bases, and management expects to
recover the entire amortized cost bases of the fixed maturity securities. For equity securities,
the Company has the ability and intent to hold the securities for the recovery of cost and
recovery of cost is expected within a reasonable period of time. Therefore, no impairment of
these securities was recorded at December 31, 2016.

12 months or less More than 12 months Total
Gross Gross Gross
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses

December 31, 2016
Fixed maturity securities
U.S. Government and federally
sponsored agency obligations:
Mortgage-backed securities...... $ 76,573 $ 3,096 $ 3,235 $ 544 $ 79,808 $ 3,640

Other.....oooiii 219,372 10,120 - - 219,372 10,120
Municipal bonds ..........ccccceiiiinens 408,163 19,006 9,928 3,582 418,091 22,588
Foreign government bonds ............. 24,182 297 - - 24,182 297
Corporate bonds ..........ccccceeeeeennes 459,402 11,056 57,261 3,770 516,663 14,826
Other mortgage-backed securities .. 750,557 13,550 229,106 5,389 979,663 18,939

Total fixed
maturity securities.............. 1,938,249 57,125 299,530 13,285 2,237,779 70,410
Equity securities (1) ..c..ccoovveviieeinneenn. 56,676 4,567 7,956 1,007 64,632 5,574
Combined totals ............ $1,994,925 $61,692 $307,486 $14,292 $2,302,411 $75,984
Number of positions with a
gross unrealized loss ...................... 629 102 731

Fair value as a percentage of
total fixed maturities and
equity securities fair value............... 26.3% 4.0% 30.3%

December 31, 2015
Fixed maturity securities
U.S. Government and federally
sponsored agency obligations:
Mortgage-backed securities...... $ 48,097 $ 1,748 $ 1,595 $ 113 $ 49,692 $ 1,861

Other....cooceiie e 248,478 7,338 1,921 77 250,399 7,415
Municipal bonds ..........cccccveiiinens 168,939 5,382 21,717 4,958 190,656 10,340
Foreign government bonds ............. 11,867 112 - - 11,867 112
Corporate bonds ..........cccovveeeeeennnns 858,647 37,244 50,340 11,590 908,987 48,834
Other mortgage-backed securities .. 929,268 19,165 140,561 1,796 1,069,829 20,961

Total fixed
maturity securities.............. 2,265,296 70,989 216,134 18,534 2,481,430 89,523
Equity securities (1) .....cooovveveieeerinenn. 38,764 3,022 8,379 1,308 47,143 4,330
Combined totals ............ $2,304,060 $74,011 $224,513 $19,842 $2,528,573 $93,853
Number of positions with a
gross unrealized loss ..........c...c....... 684 78 762

Fair value as a percentage of
total fixed maturities and
equity securities fair value............... 32.0% 3.1% 35.1%

(1) Includes nonredeemable (perpetual) preferred stocks, common stocks and closed-end funds.
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NOTE 2 - Investments-(Continued)

Fixed maturities and equity securities with an investment grade rating represented 88%
of the gross unrealized loss as of December 31, 2016. With respect to fixed maturity securities
involving securitized financial assets, the underlying collateral cash flows were stress tested to
determine there was no adverse change in the present value of cash flows below the
amortized cost basis.

Credit Losses

The following table summarizes the cumulative amounts related to the Company’s credit
loss component of the other-than-temporary impairment losses on fixed maturity securities
held as of December 31, 2016 and 2015 that the Company did not intend to sell as of those
dates, and it was not more likely than not that the Company would be required to sell the
securities before the anticipated recovery of the amortized cost bases, for which the non-credit
portions of the other-than-temporary impairment losses were recognized in other
comprehensive income (loss):

Year Ended December 31,

2016 2015
Cumulative credit loss (1)

BeginninNg Of PEHOG .........cveieeeeeiee ettt et e et ere e $ 7,844 $2,877
NEW Credit [0SSES .....veeiiieiieeeee e e e e e eaen, 300 4,967
Increases to previously recognized credit [0Sses ... 5,859 -
Losses related to securities sold or paid down during the period.................. (300) -

ENd Of PErIOd ... $13,703 7,844

(1) The cumulative credit loss amounts exclude other-than-temporary impairment losses on securities held as of the periods
indicated that the Company intended to sell or it was more likely than not that the Company would be required to sell the
security before the recovery of the amortized cost basis.

Maturities/Sales of Fixed Maturities and Equity Securities

The following table presents the distribution of the Company’s fixed maturity securities
portfolio by estimated expected maturity. Estimated expected maturities differ from contractual
maturities, reflecting assumptions regarding borrowers' utilization of the right to call or prepay
obligations with or without call or prepayment penalties. For structured securities, including
mortgage-backed securities and other asset-backed securities, estimated expected maturities
consider broker-dealer survey prepayment assumptions and are verified for consistency with
the interest rate and economic environments.

December 31, 2016

Percent of
Amortized Fair Total Fair
Cost Value Value
Estimated expected maturity:

DUE IN T YEAI OF I€SS.....ecciiiiiieciee ettt $ 276,403 $ 290,811 3.9%
Due after 1 year through S years ..........cceeeiiiiiiiiiii e, 2,051,674 2,140,074 28.7%
Due after 5 years through 10 years ..........cccceeiiiiiiiiiiieeieee e 2,518,896 2,624,759 35.2%
Due after 10 years through 20 years ..........c.cccoeeeiiiiiieeeeiccieeeee e 1,397,499 1,454,057 19.5%
Due after 20 YEAIS ......veiiiee e i 907,655 947,007 12.7%
TOMAL ..ttt ettt $7,152,127 $7.456,708 100.0%

Average option-adjusted duration, in years.............cccoiiiiiiiiii e 5.9
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NOTE 2 - Investments-(Continued)

Proceeds received from sales of fixed maturities and equity securities, each determined
using the specific identification method, and gross gains and gross losses realized as a result
of those sales for each year were:

Year Ended December 31,

2016 2015 2014

Fixed maturity securities

ProCEEAS FECEIVEA ...ttt et e e e e eee e $429,251 $ 445,100 $261,696

Gross gains realized ............oooiiiiiiiiei e 15,915 22,476 13,224

Gross 10SSES realized ..........coiiiiiiiiiiii e (4,163) (5,487) (6,325)
Equity securities

Proceeds received ..o $ 21,210 $ 31,621 $ 17,194

Gross gains realized .........ooooo i 2,869 6,604 3,206

Gross 10SSES realized .......o.oooi i (935) (672) (482)

Net Unrealized Investment Gains and Losses on Fixed Maturities and Equity Securities

Net unrealized investment gains and losses are computed as the difference between fair
value and amortized cost for fixed maturities or cost for equity securities. The following table
reconciles the net unrealized investment gains and losses, net of tax, included in accumulated
other comprehensive income (loss), before the impact on deferred policy acquisition costs:

Year Ended December 31,

2016 2015 2014
Net unrealized investment gains and losses
on fixed maturity securities, net of tax
Beginning of PEIIOQ ........coveuriueeeeee et $198,714 $ 336,604 $146,489
Change in unrealized investment gains and losses....................... 3,024 (131,202) 195,413
Reclassification of net realized investment (gains)
10SSES 10 NELINCOME ....oiiiiiiiie e (3.760) (6,688) (5,298)
ENd OF PEIHOA.....cuiiitiiiicie ettt $197,978 $198,714 $336,604
Net unrealized investment gains and losses
on equity securities, net of tax
Beginning of PEriod .........ccouiiiieiiiiiie e $ 2,649 $ 6,988 $ 4,618
Change in unrealized investment gains and losses....................... 1,919 (3,443) 4,185
Reclassification of net realized investment (gains)
l0SSES t0 NELINCOME ... 395 (896) (1.815)
ENd Of PEHO... ..o i $ 4963 $ 2649 $ 6,988

Investment in Entities Exceeding 10% of Shareholders' Equity
At December 31, 2016 and 2015, there were no investments which exceeded 10% of

total shareholders' equity in entities other than obligations of the U.S. Government and
federally sponsored government agencies and authorities.
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NOTE 2 - Investments-(Continued)

Offsetting of Assets and Liabilities

The Company’s derivative instruments (call options) are subject to enforceable master

netting arrangements.

Collateral support agreements associated with each master netting

arrangement provide that the Company will receive or pledge financial collateral in the event
minimum thresholds have been reached.

The following table presents the instruments that were subject to a master netting

arrangement for the Company.

Net Amounts
of Assets/
Gross Liabilities Gross Amounts Not Offset
Amounts Presented in the Consolidated
Offset in the in the Balance Sheets
Consolidated Consolidated Cash
Gross Balance Balance Financial Collateral Net
Amounts Sheets Sheets Instruments Received Amount
December 31, 2016
Asset derivatives
Free-standing derivatives............ $8,694 $ $8,694 $ - $8,824 $(130)
December 31, 2015
Asset derivatives
Free-standing derivatives........... 2,501 2,501 2,617 (116)

Deposits

At December 31, 2016 and 2015, fixed maturity securities with a fair value of $18,119
and $18,312, respectively, were on deposit with governmental agencies as required by law in
various states in which the insurance subsidiaries of HMEC conduct business. In addition, at
December 31, 2016 and 2015, fixed maturity securities with a fair value of $620,489 and
$621,077, respectively, were on deposit with the Federal Home Loan Bank of Chicago
(“FHLB”) as collateral for amounts subject to funding agreements which were equal to
$575,000 at both of the respective dates. The deposited securities are included in “Fixed
maturities” on the Company’s Consolidated Balance Sheets.
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NOTE 3 - Fair Value of Financial Instruments

The Company is required under GAAP to disclose estimated fair values for certain
financial and nonfinancial assets and liabilities. Fair values of the Company’s insurance
contracts other than annuity contracts are not required to be disclosed. However, the
estimated fair values of liabilities under all insurance contracts are taken into consideration in
the Company’s overall management of interest rate risk through the matching of investment
maturities with amounts due under insurance contracts.

Fair value is defined as the exchange price that would be received for an asset or paid to
transfer a liability (an exit price) in the principal or most advantageous market for the asset or
liability in an orderly transaction between knowledgeable, unrelated and willing market
participants on the measurement date. In determining fair value, the Company utilizes
valuation techniques that maximize the use of observable inputs and minimize the use of
unobservable inputs. The Company categorizes its financial and nonfinancial assets and
liabilities into a three-level hierarchy based on the priority of the inputs to the valuation
technique. The three levels of inputs that may be used to measure fair value are:

Level 1 Unadjusted quoted prices in active markets for identical assets or liabilities. Level 1
assets and liabilities include fixed maturity and equity securities (both common stock
and preferred stock) that are traded in an active exchange market, as well as U.S.
Treasury securities.

Level 2 Unadjusted observable inputs other than Level 1 prices such as quoted prices for
similar assets or liabilities; quoted prices in markets that are not active; or other
inputs that are observable or can be corroborated by observable market data for the
assets or liabilities. Level 2 assets and liabilities include fixed maturity securities (1)
with quoted prices that are traded less frequently than exchange-traded instruments
or (2) values based on discounted cash flows with observable inputs. This category
generally includes certain U.S. Government and agency mortgage-backed
securities, non-agency structured securities, corporate fixed maturity securities,
preferred stocks and derivative securities.

Level 3 Unobservable inputs that are supported by little or no market activity and that are
significant to the fair value of the assets or liabilities. Level 3 assets and liabilities
include financial instruments whose value is determined using pricing models,
certain discounted cash flow methodologies, or similar techniques, as well as
instruments for which the determination of fair value requires significant
management judgment or estimation and for which the significant inputs are
unobservable. This category generally includes certain private debt and equity
investments, as well as embedded derivatives.

When the inputs used to measure fair value fall within different levels of the hierarchy,
the level within which the fair value measurement is categorized is based on the lowest level
input that is significant to the fair value measurement in its entirety. As a result, a Level 3 fair
value measurement may include inputs that are observable (Level 1 or Level 2) and
unobservable (Level 3). Net transfers into or out of each of the three levels are reported as
having occurred at the end of the reporting period in which the transfers were determined.
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NOTE 3 - Fair Value of Financial Instruments-(Continued)

The following discussion describes the valuation methodologies used for financial assets
and financial liabilities measured at fair value. The techniques utilized in estimating the fair
values are affected by the assumptions used, including discount rates and estimates of the
amount and timing of future cash flows. The use of different methodologies, assumptions and
inputs may have a material effect on the estimated fair values of the Company’s securities
holdings. Care should be exercised in deriving conclusions about the Company’s business, its
value or financial position based on the fair value information of financial and nonfinancial
assets and liabilities presented below.

Fair value estimates are made at a specific point in time, based on available market
information and judgments about the financial asset or financial liability, including estimates of
timing, amount of expected future cash flows and the credit standing of the issuer. In some
cases, the fair value estimates cannot be substantiated by comparison to independent
markets. In addition, the disclosed fair value may not be realized in the immediate settlement
of the financial asset or financial liability. The disclosed fair values do not reflect any premium
or discount that could result from offering for sale at one time an entire holding of a particular
financial asset or financial liability. In periods of market disruption, the ability to observe prices
and inputs may be reduced for many instruments. This condition could cause an instrument to
be reclassified from Level 1 to Level 2 or from Level 2 to Level 3. Potential taxes and other
expenses that would be incurred in an actual sale or settlement are not reflected in amounts
disclosed.

Investments

For fixed maturity securities, each month the Company obtains fair value prices from its
investment managers and custodian bank. Fair values for the Company’s fixed maturity
securities are based primarily on prices provided by its investment managers as well as its
custodian bank for certain securities. The prices from the custodian bank are compared to
prices from the investment managers. Differences in prices between the sources that the
Company considers significant are researched and the Company utilizes the price that it
considers most representative of an exit price. Both the investment managers and the
custodian bank use a variety of independent, nationally recognized pricing sources to
determine market valuations. Each designate specific pricing services or indexes for each
sector of the market based upon the provider’s expertise. Typical inputs used by these pricing
sources include, but are not limited to, reported trades, benchmark yield curves, benchmarking
of like securities, ratings designations, sector groupings, issuer spreads, bids, offers, and/or
estimated cash flows and prepayment speeds.

When the pricing sources cannot provide fair value determinations, the Company obtains
non-binding price quotes from broker-dealers. The broker-dealers’ valuation methodology is
sometimes matrix-based, using indicative evaluation measures and adjustments for specific
security characteristics and market sentiment. The market inputs utilized in the evaluation
measures and adjustments include: benchmark yield curves, reported trades, broker/dealer
quotes, ratings and corresponding issuer spreads, two-sided markets, benchmark securities,
bids, offers, reference data, and industry and economic events. The extent of the use of each
market input depends on the market sector and the market conditions. Depending on the
security, the priority of the use of inputs may change or some market inputs may not be
relevant. For some securities, additional inputs may be necessary.
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NOTE 3 - Fair Value of Financial Instruments-(Continued)

The Company analyzes price and market valuations received to verify reasonableness,
to understand the key assumptions used and their sources, to conclude the prices obtained
are appropriate, and to determine an appropriate fair value hierarchy level based upon trading
activity and the observability of market inputs. Based on this evaluation and investment class
analysis, each security is classified into Level 1, 2, or 3. The Company has in place certain
control processes to determine the reasonableness of the financial asset fair values. These
processes are designed to ensure (1) the values received are reasonable and accurately
recorded, (2) the data inputs and valuation techniques utilized are appropriate and consistently
applied, and (3) the assumptions are reasonable and consistent with the objective of
determining fair value. For example, on a continuing basis, the Company assesses the
reasonableness of individual security values received from pricing sources that vary from
certain thresholds.

The Company’s fixed maturity securities portfolio is primarily publicly traded, which
allows for a high percentage of the portfolio to be priced through pricing services.
Approximately 90% of the portfolio, based on fair value, was priced through pricing services or
index priced as of both December 31, 2016 and 2015. The remainder of the portfolio was
priced by broker-dealers or pricing models. When non-binding broker-dealer quotes could be
corroborated by comparison to other vendor quotes, pricing models or analyses, the securities
were generally classified as Level 2, otherwise they were classified as Level 3. There were no
significant changes to the valuation process during 2016.

At December 31, 2016, all of the equity securities portfolio was priced from observable
market quotations. Fair values of equity securities have been determined by the Company from
observable market quotations, when available. When a public quotation is not available, equity
securities are valued by using non-binding broker quotes or through the use of pricing models or
analyses that are based on market information regarding interest rates, credit spreads and
liquidity. The underlying source data for calculating the matrix of credit spreads relative to the
U.S. Treasury curve are nationally recognized indices. In addition, credit rating (or credit quality
equivalent information) of securities is also factored into a pricing matrix. These inputs are
based on assumptions deemed appropriate given the circumstances and are believed to be
consistent with what other market participants would use when pricing such securities. There
were no significant changes to the valuation process in 2016.

Short-term and other investments are comprised of short-term fixed maturity securities,
derivative instruments (all call options), policy loans, mortgage loans, and restricted FHLB
membership and activity stocks, as well as certain alternative investments which are
accounted for using the equity method and therefore excluded from the fair value tabular
disclosures.
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NOTE 3 - Fair Value of Financial Instruments-(Continued)

In summary, the following investments are carried at fair value:

Fixed maturity securities, as described above.

Equity securities, as described above.

Short-term fixed maturity securities -- Because of the nature of these assets,
carrying amounts generally approximate fair values.

Derivative instruments, all call options -- Fair values are based on the amount of
cash expected to be received to settle each derivative instrument on the reporting
date. These amounts are obtained from each of the counterparties using industry
accepted valuation models and observable inputs. Significant inputs include
contractual terms, underlying index prices, market volatilities, interest rates and
dividend yields.

FHLB membership and activity stocks -- Fair value is based on redemption value,
which is equal to par value.

The following investments are not carried at fair value; disclosure is provided:

Policy loans -- Fair value is based on estimates using discounted cash flow
analysis and current interest rates being offered for new loans.

Mortgage loans -- Fair value is estimated by discounting the future cash flows
using the current rates at which similar loans would be made to borrowers with
similar credit ratings and the same remaining maturities.

Investment Contract and Life Policy Reserves

The fair values of fixed annuity contract liabilities and policyholder account balances on
life contracts are equal to the discounted estimated future cash flows (using the Company's
current interest rates for similar products including consideration of minimum guaranteed
interest rates). The Company carries these financial liabilities at cost.

Also included in investment contract and life policy reserves are embedded derivatives
related to the Company’s indexed universal life product, which was introduced in October
2015. The fair value of these embedded derivatives is estimated to be equal to the fair value
of the current call options purchased to hedge the liability. The Company carries these
embedded derivatives at fair value.
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NOTE 3 - Fair Value of Financial Instruments-(Continued)
Other Policyholder Funds

Other policyholder funds are liabilities related to supplementary contracts without life
contingencies and dividend accumulations, as well as balances outstanding under funding
agreements with the FHLB and embedded derivatives related to fixed indexed annuities
(“FIA”). Except for embedded derivatives, each of these components is carried at cost, which
management believes is a reasonable estimate of fair value due to the relatively short duration
of these items, based on the Company’s past experience.

The fair value of the embedded derivatives, all related to the Company’s FIA products, is
estimated at each valuation date by (1) projecting policy contract values and minimum
guaranteed contract values over the expected lives of the contracts and (2) discounting the
excess of the projected contract value amounts at the applicable risk free interest rates
adjusted for the Company’s nonperformance risk related to those liabilities. The projections of
policy contract values are based on the Company’s best estimate assumptions for future
contract growth and decrements. The assumptions for future contract growth include the
expected index credits which are derived from the fair values of the underlying call options
purchased to fund such index credits and the expected costs of annual call options that will be
purchased in the future to fund index credits beyond the next contract anniversary. Projections
of minimum guaranteed contract values include the same best estimate assumptions for
contract decrements used to project policy contract values.

Long-term Debt
The Company carries long-term debt at amortized cost. The fair value of long-term debt
is estimated based on unadjusted quoted market prices of the Company’s securities or

unadjusted market prices based on similar publicly traded issues when trading activity for the
Company’s securities is not sufficient to provide a market price.
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NOTE 3 - Fair Value of Financial Instruments-(Continued)
Financial Instruments Measured and Carried at Fair Value

The following table presents the Company’s fair value hierarchy for those assets and
liabilities measured and carried at fair value on a recurring basis. At December 31, 2016,
these Level 3 invested assets comprised approximately 2.7% of the Company’s total
investment portfolio fair value.

Fair Value Measurements at

Carrying Fair Reporting Date Using
Amount Value Level 1 Level 2 Level 3
December 31, 2016
Financial Assets
Investments
Fixed maturities
U.S. Government and federally
sponsored agency obligations:
Mortgage-backed securities.............. $ 442419 $ 442419 § - $ 439,004 $ 3415
Other, including
U.S. Treasury securities................. 467,143 467,143 13,631 453,512 -
Municipal bonds..........ccccoviiiiiiiiiieeen 1,769,397 1,769,397 - 1,722,900 46,497
Foreign government bonds 98,669 98,669 - 98,669 -
Corporate bonds ..........ccccceevviieeiiciieennnee. 2,810,221 2,810,221 13,532 2,736,498 60,191
Other mortgage-backed securities............ 1,868,859 1,868,859 - 1,767,615 101,244
Total fixed maturities.................. 7,456,708 7,456,708 27,163 7,218,198 211,347
Equity securities ..........ccoccovvveeriiiiiiciieene. 141,649 141,649 98,632 43,011 6
Short-term investments ...........ccccceeeeeeeieenen. 44918 44918 44 167 - 751
Other investments ..........cccooovvvviiiieeeeeeeieenn. 20,194 20,194 - 20,194 -
B o] 7= £, 7,663,469 7,663,469 169,962 7,281,403 212,104
Financial Liabilities
Investment contract and life policy
reserves, embedded derivatives.................. 158 158 - 158 -
Other policyholder funds,
embedded derivatives ...........ccccceeeeeeieeeennnn. 59,393 59,393 - - 59,393
December 31, 2015
Financial Assets
Investments
Fixed maturities
U.S. Government and federally
sponsored agency obligations:
Mortgage-backed securities............... $ 504,414 $ 504,414  $ - $ 504,414 $ -
Other, including
U.S. Treasury securities................. 546,111 546,111 14,258 531,853 -
Municipal bonds...........cccceccviiiieeieiiinee, 1,708,943 1,708,943 - 1,678,564 30,379
Foreign government bonds....................... 73,617 73,617 - 73,617 -
Corporate bonds .........cccceeeeevciviiieneeeees 2,779,415 2,779,415 10,195 2,701,645 67,575
Other mortgage-backed securities............ 1,478,840 1,478,840 - 1,403,374 75,466
Total fixed maturities.................. 7,091,340 7,091,340 24,453 6,893,467 173,420
Equity securities ..........coccoiiiiiiiii 99,797 99,797 86,088 13,703 6
Short-term investments ............ccccceeeeeeeeeen. 174,152 174,152 169,764 4,388 -
Other investments ..........ccccoovvvvviieeeeeeeiienn, 14,001 14,001 - 14,001 -
B 0] 7= £, 7,379,290 7,379,290 280,305 6,925,559 173,426
Financial Liabilities
Investment contract and life policy
reserves, embedded derivatives.................. 14 14 - 14 -
Other policyholder funds,
embedded derivatives ...........ccccceeeeeeeeerennen. 39,021 39,021 - - 39,021
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NOTE 3 - Fair Value of Financial Instruments-(Continued)

The Company did not have any other transfers between Levels 1 and 2 during the years ended
December 31, 2016 and 2015. The following tables present reconciliations for the periods indicated for
all Level 3 assets and liabilities measured at fair value on a recurring basis.

Financial
Financial Assets Liabilities(1)
Other
Mortgage- Total
Municipal Corporate Backed Fixed Equity Short-term
Bonds Bonds Securities (2) Maturities Securities Investments Total
Beginning balance, January 1, 2016 ...  $30,379 $ 67,575 $ 75,466 $173,420 $ 6 $ - $173,426 $39,021
Transfers into Level 3 (3) ............... 17,710 27,561 39,128 84,399 - 751 85,150 -
Transfers out of Level 3 (3) ............. - (14,334) (6,694) (21,028) - - (21,028) -

Total gains or losses

Net realized investment gains

(losses) included in net

income related to

financial assets ............cccceee - (1,833) (56) (1,889) - - (1,889) -
Net realized (gains) losses

included in net income

related to financial liabilities..... - - - - - - - 5,011
Net unrealized investment gains

(losses) included in other

comprehensive income ........... (990) (205) 5,895 4,700 - - 4,700 -
Purchases.........ccccoovviiciiiiicn, - - - - - - - -
ISSUANCES......ocveeerieieeeee e, - - - - - - - 17,113
Sales.....cccueenne - - - - - - - -
Settlements - - - - - - - -
Paydowns, maturities
and distributions.............ccceceen (602) (18,573) (9,080) (28,255) - _ - (28,255) (1,752)
Ending balance, December 31, 2016 .. $46,497  $60,191 $104,659 $211.347 $ 6 $751 $212,104  $59,393
Beginning balance, January 1, 2015... $13,628 $ 74,717 $ 82,949 $171,294 $ 6 $ - $171,300 $20,049
Transfers into Level 3 (3) ..., 16,326 5,729 15,685 37,740 - - 37,740 -
Transfers out of Level 3 (3) ............. - (1,351) (9,663) (11,014) - - (11,014) -

Total gains or losses
Net realized investment gains
(losses) included in net
income related to

financial assets ....................... - 1,087 - 1,087 3) - 1,084 -
Net realized (gains) losses

included in net income

related to financial liabilities..... - - - - - - - (2,528)
Net unrealized investment gains

(losses) included in other

comprehensive income ........... 782 (1,935) (854) (2,007) 4 - (2,003) -
Purchases.........ccccoociiiiiiiiiiiecn - - - - - - - -
- - - - - - - 23,595
- (476) - (476) 1) - (477) -

Paydowns, maturities
and distributions.............ccceceen (357) (10,196) (12,651) (23,204) - _ - (23.204) (2,095)
Ending balance, December 31, 2015.. $30,379 $67.575 $ 75.466 $173.420 $ 6 $ - $173,426 $39,021

(1)  Represents embedded derivatives, all related to the Company’s FIA products, reported in Other policyholder funds in the Company’s Consolidated
Balance Sheets.

(2) Includes U.S. Government and federally sponsored agency obligations for mortgage-backed securities and other mortgage-backed securities.

(3) Transfers into and out of Level 3 during the years ended December 31, 2016 and 2015 were attributable to changes in the availability of observable
market information for individual fixed maturity securities and short-term investments. The Company’s policy is to recognize transfers into and
transfers out of the levels as having occurred at the end of the reporting period in which the transfers were determined.

At December 31, 2016, the Company impaired a Level 3 security for a $1,833 realized loss. At
December 31, 2015, there were no net realized investment gains or losses included in earnings that
were attributable to changes in the fair value of Level 3 assets still held. For the years ended
December 31, 2016 and 2015, realized gains/(losses) of ($5,011) and $2,528, respectively, were
included in earnings that were attributable to the changes in the fair value of Level 3 liabilities
(embedded derivatives) still held.
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NOTE 3 - Fair Value of Financial Instruments-(Continued)

The valuation techniques and significant unobservable inputs used in the fair value
measurement for financial assets classified as Level 3 are subject to the control processes as
previously described in this note for “Investments”. Generally, valuation techniques for fixed
maturity securities include spread pricing, matrix pricing and discounted cash flow
methodologies; include inputs such as quoted prices for identical or similar securities that are
less liquid; and are based on lower levels of trading activity than securities classified as Level
2. The valuation techniques and significant unobservable inputs used in the fair value
measurement for equity securities classified as Level 3 use similar valuation techniques and
significant unobservable inputs as those used for fixed maturities.

The sensitivity of the estimated fair values to changes in the significant unobservable
inputs for fixed maturities and equity securities included in Level 3 generally relates to interest
rate spreads, illiquidity premiums and default rates. Significant spread widening in isolation will
adversely impact the overall valuation, while significant spread tightening will lead to
substantial valuation increases. Significant increases (decreases) in illiquidity premiums in
isolation will result in substantially lower (higher) valuations. Significant increases (decreases)
in expected default rates in isolation will result in substantially lower (higher) valuations.

Financial Instruments Not Carried at Fair Value; Disclosure Required

The Company has various other financial assets and financial liabilities used in the
normal course of business that are not carried at fair value, but for which fair value disclosure
is required. The following table presents the carrying value, fair value and fair value hierarchy
of these financial assets and financial liabilities.

Fair Value Measurements at

Carrying Fair Reporting Date Using
Amount Value Level 1 Level 2 Level 3
December 31, 2016
Financial Assets
Investments
Other iNvestments ........coeeveeeeeeeeeeeeeeee, $ 151,965 $ 156,536 $ - $ - $ 156,536
Financial Liabilities
Investment contract and life policy
reserves, fixed annuity contracts ................ 4,360,456 4,280,528 - - 4,280,528
Investment contract and life policy
reserves, account values on life contracts.. 79,591 85,066 - - 85,066
Other policyholder funds ...........ccccceveeeeiiinnns 649,557 649,557 - 575,253 74,304
Long-termdebt.........ccccvviieiiiiiii s 247,209 248,191 248,191 - -
December 31, 2015
Financial Assets
Investments
Other investments ... $ 148,759 $ 153,228 $ - $ - $ 153,228
Financial Liabilities
Investment contract and life policy
reserves, fixed annuity contracts ................ 4,072,102 4,049,840 - - 4,049,840
Investment contract and life policy
reserves, account values on life contracts.. 77,429 81,360 - - 81,360
Other policyholder funds ..........ccccceceeeeriinennn. 653,631 653,631 - 575,104 78,527
Long-term debt.......cccoveiiiiiiiiiie e 246,975 252,700 252,700 - -
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NOTE 4 - Derivative Instruments

In February 2014, the Company began offering fixed indexed annuity products (“FIA”),
which are deferred fixed annuities that guarantee the return of principal to the contractholder
and credit interest based on a percentage of the gain in a specified market index. In October
2015, the Company began offering indexed universal life products (“IUL”), which also credit
interest based on a percentage of the gain in a specified market index. When deposits are
received for FIA and IUL contracts, a portion is used to purchase derivatives consisting of call
options on the applicable market indices to fund the index credits due to FIA and IUL
policyholders. For the Company, substantially all such call options are one-year options
purchased to match the funding requirements of the underlying contracts. The call options are
carried at fair value with the change in fair value included in Net realized investment gains and
losses, a component of revenues, in the Consolidated Statements of Operations.

The change in fair value of derivatives includes the gains or losses recognized at the
expiration of the option term or early termination and the changes in fair value for open
positions. Call options are not purchased to fund the index liabilities which may arise after the
next deposit anniversary date. On the respective anniversary dates of the indexed deposits,
the index used to compute the annual index credit is reset and new one-year call options are
purchased to fund the next annual index credit. The cost of these purchases is managed
through the terms of the FIA and IUL contracts, which permit changes to index return caps,
participation rates and/or asset fees, subject to guaranteed minimums on each contract's
anniversary date. By adjusting the index return caps, participation rates or asset fees,
crediting rates generally can be managed except in cases where the contractual features
would prevent further modifications.

The future annual index credits on fixed indexed annuities are treated as a “series of
embedded derivatives” over the expected life of the applicable contract with a corresponding
reserve recorded. For the indexed universal life contract, the embedded derivative represents
a single year liability for the index return.

The Company carries all derivative instruments as assets or liabilities in the
Consolidated Balance Sheets at fair value. The Company elected to not use hedge
accounting for derivative transactions related to the FIA and IUL products. As a result, the
Company records the purchased call options and the embedded derivatives related to the
provision of a contingent return at fair value, with changes in the fair value of the derivatives
recognized immediately in the Consolidated Statements of Operations. The fair values of
derivative instruments, including derivative instruments embedded in FIA and IUL contracts,
presented in the Consolidated Balance Sheets were as follows:

December 31,

2016 2015
Assets
Derivative instruments, included in Short-term
AN O NI INVESIMENES ... e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e e aan $ 8,694 $ 2,501
Liabilities
Fixed indexed annuities - embedded derivatives,
included in Other policyholder funds ..............oeviiiiiiiii e 59,393 39,021
Indexed universal life - embedded derivatives,
included in Investment contract and life policy reserves ..........cccccccoeveviiveeeeeeeeen. 158 14
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NOTE 4 - Derivative Instruments-(Continued)

In general, the change in the fair value of the embedded derivatives related to the fixed
indexed annuities will not correspond to the change in fair value of the purchased call options
because the purchased call options are one-year options while the options valued in those
embedded derivatives represent the rights of the policyholder to receive index credits over the
entire period the fixed indexed annuities are expected to be in force, which typically exceeds
10 years. The changes in fair value of derivatives included in the Consolidated Statements of
Operations were as follows:

Year Ended December 31,

2016 2015 2014
Change in fair value of derivatives (1):
Revenues
Net realized investment gains (I0SSES).........c.cccvevieieeeeeeeeeeeee e $4,024 $(1,483) $ 995
Change in fair value of embedded derivatives:
Revenues
Net realized investment gains (I0SSES).......ccuiiiiiiiiiiiiiiieieiiiiiee e (5,076) 2,529 (1,157)

(1) Includes the gains or losses recognized at the expiration of the option term or early termination and the changes in fair
value for open options.

The Company’s strategy attempts to mitigate potential risk of loss under these
agreements through a regular monitoring process, which evaluates the program's
effectiveness. The Company is exposed to risk of loss in the event of nonperformance by the
counterparties and, accordingly, option contracts are purchased from multiple counterparties,
which are evaluated for creditworthiness prior to purchase of the contracts. All of these
options have been purchased from nationally recognized financial institutions with a Standard
and Poor's/Moody’s long-term credit rating of “BBB+/Baa1” or higher at the time of purchase
and the maximum credit exposure to any single counterparty is subject to concentration limits.
The Company also obtains credit support agreements that allow it to request the counterparty
to provide collateral when the fair value of the exposure to the counterparty exceeds specified
amounts.

The notional amount and fair value of call options by counterparty and each
counterparty's long-term credit ratings were as follows:

December 31, 2016 December 31, 2015

Credit Rating (1) Notional Fair Notional Fair

Counterparty S&P Moody’s Amount Value Amount Value
Bank of America, N.A........ccvv...... A+ A1 $ 38,500 $1,934 $ 17,000 $ 5
Barclays Bank PLC....................... A- A1 66,800 1,543 7,600 137
Citigroup INC...ooevvieiiiiiiiieeeeees BBB+ Baa1 - - 17,300 845
Credit Suisse International............ A A1 65,200 4,281 12,000 167
Societe Generale...............c..c.u...... A A2 15,600 936 80,800 1,347
Total...uuveeeeieeeieieieieas $186.100 $8,694 $134,700 $2,501

(1) As assigned by Standard & Poor’s Corporation (“S&P”) and Moody’s Investors Service, Inc. (‘Moody’s”).
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NOTE 4 - Derivative Instruments-(Continued)

As of December 31, 2016 and 2015, the Company held $8,824 and $2,617, respectively,
of cash received from counterparties for derivative collateral, which is included in Other
liabilities on the Consolidated Balance Sheets. This derivative collateral limits the Company’s
maximum amount of economic loss due to credit risk that would be incurred if parties to the
call options failed completely to perform according to the terms of the contracts to $250 per
counterparty.

NOTE 5 - Property and Casualty Unpaid Claims and Claim Expenses

The following table is a summary reconciliation of the beginning and ending Property and
Casualty unpaid claims and claim expense reserves for the periods indicated. The table
presents reserves on both gross and net (after reinsurance) bases. The total net Property and
Casualty insurance claims and claim expense incurred amounts are reflected in the
Consolidated Statements of Operations. The end of the year gross reserve (before
reinsurance) balances and the reinsurance recoverable balances are reflected on a gross
basis in the Consolidated Balance Sheets.

Year Ended December 31,

2016 2015 2014
Property and Casualty segment
Gross reserves, beginning of Year (1)........covieriir e $301,569 $311,097 $275,809
Less: reinsurance recoverables ... 50,332 43,740 14,107
Net reserves, beginning of Year (2).........ccoociiiiiiiiiiiic e 251,237 267,357 261,702
Incurred claims and claim expenses:
Claims occurring in the current year............cccceeeeiiiiiiiieie e 471,099 432,811 416,512
Decrease in estimated reserves for
claims occurring in Prior YEars (3)......cccveiceeeeeeecee et e (7,000) (12,500) (17,000)
Total claims and claim expenses incurred (4)......cccccveveeeeeeiiiieeiee e 464,099 420,311 399,512
Claims and claim expense payments
for claims occurring during:
CUIMENE VBN ittt e e e e e e e e e e st e e e e e e e sntreaeeaeeeans 323,025 294,449 273,699
PriOr YEAIS ...t 145,753 141,982 120,158
Total claims and claim expense payments ...........ccccccveeeeeeiiiieerieeeeeeens 468,778 436,431 393,857
Net reserves, end Of YEar (2) ......couo i 246,558 251,237 267,357
Plus: reinsurance recoverables ... 61,199 50,332 43,740
Gross reserves, enNd Of YEAr (1) ...occiieiiiie et $307,757 $301,569 $311,097

(1) Unpaid claims and claim expenses as reported in the Consolidated Balance Sheets also include reserves for the Life and
Retirement segments of $22,131, $22,151 and $14,687 as of December 31, 2016, 2015 and 2014, respectively, in
addition to Property and Casualty segment reserves.

(2) Reserves net of anticipated reinsurance recoverables.

(3) Shows the amounts by which the Company decreased its reserves in each of the periods indicated for claims occurring
in previous periods to reflect subsequent information on such claims and changes in their projected final settlement
costs. Also refer to the paragraphs below for additional information regarding the reserve development recorded in
2016, 2015 and 2014.

(4) Benefits, claims and settlement expenses as reported in the Consolidated Statements of Operations also include
amounts for the Life and Retirement segments of $76,905, $76,053 and $68,914 for the years ended December 31,
2016, 2015 and 2014, respectively, in addition to the Property and Casualty segment amounts.
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NOTE 5 - Property and Casualty Unpaid Claims and Claim Expenses-(Continued)

Underwriting results of the Property and Casualty segment are significantly influenced by
estimates of the Company's ultimate liability for insured events. There is a high degree of
uncertainty inherent in the estimates of ultimate losses underlying the liability for unpaid claims
and claim settlement expenses. This inherent uncertainty is particularly significant for liability-
related exposures due to the extended period, often many years, that transpires between a
loss event, receipt of related claims data from policyholders and ultimate settlement of the
claim. Reserves for Property and Casualty claims include provisions for payments to be made
on reported claims (“case reserves”), claims incurred but not yet reported (IBNR”) and
associated settlement expenses (together, “loss reserves”). The process by which these
reserves are established requires reliance upon estimates based on known facts and on
interpretations of circumstances, including the Company's experience with similar cases and
historical trends involving claim payments and related patterns, pending levels of unpaid
claims and product mix, as well as other factors including court decisions, economic
conditions, public attitudes and medical costs.

The Company believes the Property and Casualty loss reserves are appropriately
established based on available facts, laws, and regulations. The Company calculates and
records a single best estimate of the reserve (which is equal to the actuarial point estimate) as
of each balance sheet date, for each line of business and its coverages for reported losses and
for IBNR losses and as a result believes no other estimate is better than the recorded amount.
Due to uncertainties involved, the ultimate cost of losses may vary materially from recorded
amounts.

The Company continually updates loss estimates using both quantitative and qualitative
information from its reserving actuaries and information derived from other sources.
Adjustments may be required as information develops which varies from experience, or, in
some cases, augments data which previously were not considered sufficient for use in
determining liabilities. The effects of these adjustments may be significant and are charged or
credited to income in the period in which the adjustments are made.

Numerous risk factors will affect more than one product line. One of these factors is
changes in claim department practices, including claim closure rates, number of claims closed
without payment, the use of third-party claim adjusters and the level of needed case reserve
estimated by the adjuster. Other risk factors include changes in claim frequency, changes in
claim severity, regulatory and legislative actions, court actions, changes in economic
conditions and trends (e.g. medical costs, labor rates and the cost of materials), the
occurrence of unusually large or frequent catastrophic loss events, timeliness of claim
reporting, the state in which the claim occurred and degree of claimant fraud. The extent of
the impact of a risk factor will also vary by coverages within a product line. Individual risk
factors are also subject to interactions with other risk factors within product line coverages.

While all product lines are exposed to these risks, there are some loss types or product
lines for which the financial effect will be more significant. For instance, given the relatively
large proportion (approximately 80% as of December 31, 2016) of the Company’s reserves
that are in the longer-tail automobile liability coverages, regulatory and court actions, changes
in economic conditions and trends, and medical costs could be expected to impact this product
line more extensively than others.
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NOTE 5 - Property and Casualty Unpaid Claims and Claim Expenses-(Continued)

Reserves are established for claims as they occur for each line of business based on
estimates of the ultimate cost to settle the claims. The actual loss results are compared to
prior estimates and differences are recorded as reestimates. The primary actuarial techniques
(development of paid loss dollars, development of reported loss dollars, methods based on
expected loss ratios and methods utilizing frequency and severity of claims) used to estimate
reserves and provide for losses are applied to actual paid losses and reported losses (paid
losses plus individual case reserves set by claim adjusters) for an accident year to create an
estimate of how losses are likely to develop over time.

An accident year refers to classifying claims based on the year in which the claim
occurred. For estimating short-tail coverage reserves (e.g. homeowners and automobile
physical damage), which comprise approximately 15% of the Company’s total loss reserves as
of December 31, 2016, the primary actuarial technique utilized is the development of paid loss
dollars due to the relatively quick claim settlement period. As it relates to estimating long-tail
coverage reserves (primarily related to automobile liability), which comprise approximately
85% of the Company’s total loss reserves as of December 31, 2016, the primary actuarial
technique utilized is the development of reported loss dollars due to the relatively long claim
settlement period.

In all of the loss estimation techniques referred to above, a ratio (development factor) is
calculated which compares current results to results in the prior period for each accident year.
Various development factors, based on historical results, are multiplied by the current
experience to estimate the development of losses of each accident year from the current time
period into the next time period. The development factors for the next time period for each
accident year are compounded over the remaining calendar years to calculate an estimate of
ultimate losses for each accident year. Occasionally, unusual aberrations in loss patterns are
caused by factors such as changes in claim reporting, settlement patterns, unusually large
losses, process changes, legal or regulatory environment changes, and other influences. In
these instances, analyses of alternate development factor selections are performed to evaluate
the effect of these factors, and actuarial judgment is applied to make appropriate development
factor assumptions needed to develop a best estimate of ultimate losses. Paid losses are then
subtracted from estimated ultimate losses to determine the indicated loss reserves. The
difference between indicated reserves and recorded reserves is the amount of reserve
reestimate.

Reserves are reestimated quarterly. When new development factors are calculated from
actual losses, and they differ from estimated development factors used in previous reserve
estimates, assumptions about losses and required reserves are revised based on the new
development factors. Changes to reserves are recorded in the period in which development
factor changes result in reserve reestimates.
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NOTE 5 - Property and Casualty Unpaid Claims and Claim Expenses-(Continued)

Claim count estimates are also established for claims as they occur for each line of
business based on estimates of the ultimate claim counts. (These counts are derived by
counting the number of claimants by insurance coverage.) The primary actuarial techniques
(development of paid claim counts, and development of reported claim counts) used to
estimate ultimate claim counts are applied to actual paid claim counts and reported claim
counts (paid claims plus individual unpaid claims set by claim adjusters) for an accident year to
create an estimate of how claims are likely to develop over time. An accident year refers to
classifying claims based on the year in which the claim occurred. The ultimate claim count
generally gives equal consideration to the results of the two actuarial techniques described.

Occasionally, unusual aberrations in claim reporting patterns or claims payment patterns
may occur. In these instances, analyses of alternate development factor selections are
performed to evaluate the effect of these factors, and actuarial judgment is applied to make
appropriate development factor assumptions needed to develop a best estimate of ultimate
claims.

See tables on the following pages of Note 5 for details of the average annual percentage
payout of incurred claims by age, also referred to as a history of claims duration and tables
illustrating the incurred and paid claims development information by accident year on a net
basis for the lines of Homeowners, Auto Liability, and Auto Physical Damage, which
represents over 97% of the Company’s incurred losses for 2016.

Numerous actuarial estimates of the types described above are prepared each quarter to
monitor losses for each line of business, including the line’s individual coverages; for reported
losses and IBNR. Often, several different estimates are prepared for each detailed
component, incorporating alternative analyses of changing claim settlement patterns and other
influences on losses, from which the Company selects the best estimate for each component,
occasionally incorporating additional analyses and actuarial judgment, as described above.
These estimates also incorporate the historical impact of inflation into reserve estimates, the
implicit assumption being that a multi-year average development factor represents an
adequate provision. Based on the Company’s review of these estimates, as well as the review
of the independent reserve studies, the best estimate of required reserves for each line of
business, including the line’s individual coverages, is determined by management and is
recorded for each accident year, then the required reserves for each component are summed
to create the reserve balances carried on the Company’s Consolidated Balance Sheets.

Based on the Company’s products and coverages, historical experience, and various
actuarial methodologies used to develop reserve estimates, the Company estimates that the
potential variability of the Property and Casualty loss reserves within a reasonable probability
of other possible outcomes may be approximately plus or minus 6% of reserves, which
equates to plus or minus approximately $10,000 of net income as of December 31, 2016.
Although this evaluation reflects the most likely outcomes, it is possible the final outcome may
fall below or above these estimates.
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NOTE 5 - Property and Casualty Unpaid Claims and Claim Expenses-(Continued)

Net favorable development of total reserves for Property and Casualty claims occurring
in prior years was $17,000 in 2014, $12,500 in 2015 and $7,000 in 2016. The favorable
development in 2014 was predominantly the result of favorable frequency and severity trends
in automobile liability loss emergence for accident years 2011 and prior. In 2015, the favorable
development was predominantly the result of favorable frequency and severity trends in
automobile liability loss emergence for accident years 2013 and prior, as well as favorable
severity trends in property for accident years 2013 and prior. In 2016, the favorable
development was predominantly the result of favorable severity trends in property for accident
years 2014 and prior.

The Company completes a detailed study of Property and Casualty reserves based on
information available at the end of each quarter and year. Trends of reported losses (paid
amounts and case reserves on claims reported to the Company) for each accident year are
reviewed and ultimate loss costs for those accident years are estimated. The Company
engages an independent property and casualty actuarial consulting firm to prepare an
independent study of the Company's Property and Casualty reserves at December 31 of each
year. The result of the independent actuarial study at December 31, 2016 was consistent with
management’s analysis and selected estimates and did not result in any adjustments to the
Company'’s recorded Property and Casualty reserves.

At the time each of the reserve analyses was performed, the Company believed that
each estimate was based upon sound methodology and such methodologies were
appropriately applied and that there were no trends which indicated the likelihood of future loss
reserve development. The financial impact of the net reserve development was therefore
accounted for in the period that the development was determined.

No other adjustments were made in the determination of the liabilities during the periods
covered by these consolidated financial statements. Management believes that, based on
data currently available, it has reasonably estimated the Company's ultimate losses.

Below is the average annual percentage payout of incurred claims by age, also referred
to as a history of claims duration:

Average Annual Percentage Payout of Incurred Claims by Age, Net of Reinsurance

Years 1 2 3 4 5 6 7 8 9 10
Homeowners ...........c.c...... 76.8% 18.4% 2.8% 1.4% 0.7% 0.2% 0.1% - 0.1% -
Auto liability ............ccccvenee. 41.0% 34.3% 13.8% 6.3% 2.4% 1.0% 0.4% 0.2% 0.1% 0.1%
Auto physical damage ....... 95.1% 4.9% - - - - - - -

The following tables illustrate the incurred and paid claims development by accident year
on a net basis for the lines of homeowners, auto liability and auto physical damage.
Conditions and trends that have affected the development of these reserves in the past will not
necessarily recur in the future. It may not be appropriate to use this cumulative history in the
projection of future performance.
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NOTE 5 - Property and Casualty Unpaid Claims and Claim Expenses-(Continued)

Homeowners
Incurred Claims and Allocated Claim Adjustment Expense, Net of Reinsurance
Year Ended December 31,

As of December 31, 2016

Total of Incurred-
But-Not-Reported

Liabilities Plus Cumulative
Accident Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Audited Expected Development Number of
Year 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 on Reported Claims Reported Claims
2007 $85,552 $ 85,725 $ 84,666 $ 85,605 $ 83,198 $ 83,266 $ 83,241 $ 83,090 $ 83,101 $ 83,111 $ - 19,298
2008 140,469 136,743 136,002 139,743 139,232 139,511 139,472 139,348 139,306 - 31,376
2009 113,274 112,280 112,970 113,096 113,357 113,230 113,216 112,900 22 20,320
2010 140,994 136,907 133,358 133,235 133,216 133,136 132,859 235 23,624
2011 150,141 150,334 150,791 148,860 148,755 148,414 358 27,676
2012 108,754 109,156 109,360 106,486 106,309 502 20,239
2013 105,584 107,489 103,982 102,406 1,023 18,066
2014 111,647 113,506 109,058 3,136 18,400
2015 111,706 115,134 4,480 17,054
2016 115,931 11,737 15,578
Total $1,165,428
Homeowners
Cumulative Paid Claims and Allocated Claim Adjustment Expense, Net of Reinsurance
Year Ended December 31,
Accident Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Audited
Year 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
2007 $59,268 $ 79,566 $ 82,272 $ 82,862 $ 82,722 $ 82,977 $ 83,028 $ 83,028 $ 83,096 $ 83,096
2008 105,401 130,888 134,235 136,923 138,802 138,992 139,121 139,224 139,256
2009 81,570 104,407 108,217 110,324 112,554 112,720 112,827 112,848
2010 98,190 124,326 129,790 132,246 132,523 132,604 132,599
2011 123,046 142,846 145,852 146,908 147,451 148,026
2012 84,260 101,566 104,203 105,156 105,561
2013 76,890 96,599 99,361 100,968
2014 83,314 103,030 105,703
2015 90,704 109,303
2016 95,772
Total 1,133,132
Outstanding prior to 2006 18
Prior years paid 23
Liabilities for claims and
claim adjustment
expenses, net of
reinsurance $ 32314
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Auto Liability
Incurred Claims and Allocated Claim Adjustment Expense, Net of Reinsurance
Year Ended December 31, As of December 31, 2016
Total of Incurred-
But-Not-Reported
Liabilities Plus Cumulative
Accident Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Audited Expected Development Number of
Year 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 on Reported Claims Reported Claims
2007 $148,884 $146,400 $144,661 $139,619 $138,148 $137,151 $136,817 $136,855 $136,745 $ 136,826 $ - 49,856
2008 144,694 145,669 142,279 149,225 141,666 140,648 139,938 139,131 138,975 2 47,932
2009 159,934 158,703 153,662 157,941 151,418 150,919 150,568 149,822 - 48,780
2010 157,712 160,058 156,369 154,222 152,483 151,653 149,818 324 49,310
2011 150,803 146,713 145,735 143,133 142,488 139,840 1,164 46,171
2012 156,448 153,815 150,336 149,347 147,594 2.849 45,615
2013 153,860 152,858 150,720 150,657 6,501 46,195
2014 155,105 157,249 158,470 8,493 47,146
2015 165,515 172,553 13,074 47,529
2016 180,380 55,506 41,220
Total $1,524,935
Auto Liability
Cumulative Paid Claims and Allocated Claim Adjustment Expense, Net of Reinsurance
Year Ended December 31,
Accident Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Audited

Year 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
2007 $56,819 $101,803 $122,129 $130,555 $134,207 $135,467 $136,056 $136,504 $136,630 $ 136,815
2008 54,750 103,370 123,062 134,377 137,980 138,539 138,758 138,875 138,962
2009 60,011 110,921 133,568 142,524 146,383 148,783 149,608 149,801
2010 63,416 118,345 137,012 144,255 147,337 148,751 149,247
2011 61,070 108,837 126,812 133,931 136,906 138,151
2012 61,279 109,574 127,185 138,641 142,916
2013 62,224 108,856 131,215 139,954
2014 61,329 117,468 139,463
2015 70,834 134,473
2016 73,073

Total 1,342,855

Outstanding prior to 2006 80

Prior years paid 451

Liabilities for claims and
claim adjustment
expenses, net of

reinsurance $ 182,162
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Auto Physical Damage

Incurred Claims and Allocated Claim Adjustment Expense, Net of Reinsurance
Year Ended December 31,

As of December 31, 2016

Total of Incurred-
But-Not-Reported

Liabilities Plus Cumulative
Accident Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Audited Expected Development Number of
Year 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 on Reported Claims Reported Claims
2007 $87,051 $86,178 $86,178 $85,515 $86,695 $86,713 $86,706 $86,694 $86,683 $ 86,680 $ - 70,280
2008 89,088 87,854 87,834 86,900 87,992 87,979 87,976 87,966 87,954 - 72,117
2009 84,539 83,515 83,202 82,635 82,000 81,986 81,972 81,963 - 72,867
2010 84,112 83,420 83,103 83,046 83,052 83,050 83,036 - 77,343
2011 86,205 85,507 86,023 85,120 85,143 85,116 - 76,113
2012 83,770 82,337 83,402 83,431 83,354 7 72,803
2013 91,448 88,856 88,672 88,627 95 75,845
2014 95,572 95,634 95,422 151 82,467
2015 99,291 97,994 139 82,335
2016 112,430 (944) 77,495
Total $902,576
Auto Physical Damage
Cumulative Paid Claims and Allocated Claim Adjustment Expense, Net of Reinsurance
Year Ended December 31,
Accident Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Unaudited Audited
Year 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
2007 $81,171 $86,439 $86,678 $86,637 $86,695 $86,713 $86,706 $86,694 $86,685 $ 86,680
2008 82,412 87,963 87,905 87,949 87,992 87,979 87,976 87,966 87,954
2009 78,456 82,117 82,039 82,015 82,000 81,985 81,973 81,963
2010 79,329 83,120 83,103 83,087 83,067 83,051 83,036
2011 83,227 85,254 85,181 85,148 85,127 85,116
2012 80,519 83,418 83,372 83,355 83,347
2013 85,110 88,688 88,580 88,532
2014 88,939 95,444 95,266
2015 92,138 97,850
2016 106,458
Total 896,202
Outstanding prior to 2006 -
Prior years paid -
Liabilities for claims and
claim adjustment
expenses, net of
reinsurance $ 6374
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The reconciliation of the net incurred and paid claims development tables to the liability
for claims and claim adjustment expenses in the Consolidated Balance Sheet is as follows:

Year Ended December 31,

2016
Property and Casualty segment
Net reserves
HOMEBOWNETS ...ttt e e e e e e $ 32,314
AULO TIADITIEY ... 182,162
AUtO PhySICal AAMAGE........eeiiiiiii ettt 6,374
Other short duration INES..........ooueiiiiiiii e 3,588
Total net reserves for unpaid claims and claim adjustment expense,
Net Of FEINSUIANCE.........coiiiiiii i 224438
Reinsurance recoverable on unpaid claims
HOMEOWNEIS ...ttt e e s e e e 375
AULO TIADITIEY ... s 50,959
Other short duration NES..........oocuuiiiiiiii e e 9,865
Total reinsurance recoverable on unpaid Claims ............ccccveeeeeiiiiiiiiiieee e, 61,199
Insurance lines other than short duration (1).........ccceiiiiiiiii e 22,131
Unallocated claims adjustment XPENSES ...........coiiuieiiiiiie e 22,120
Total other than short duration and unallocated claims
AdJUSTMENT EXPENSES...oiiiiiiiiiieie e e e e e e e e et e e e e e annneee 44,251
Gross reserves, Nd Of YA (1)....ciiueie it e $329.888
(1) This line includes Retirement and Life reserves as included in the Consolidated Balance Sheet.

NOTE 6 - Reinsurance and Catastrophes

In the normal course of business, the Company’s insurance subsidiaries assume and
cede reinsurance with other insurers. Reinsurance is ceded primarily to limit losses from large
events and to permit recovery of a portion of direct losses; however, such a transfer does not
relieve the originating insurance company of primary liability.

The Company is a national underwriter and therefore has exposure to catastrophic
losses in certain coastal states and other regions throughout the U.S. Catastrophes can be
caused by various events including hurricanes, windstorms, hail, severe winter weather,
wildfires and earthquakes, and the frequency and severity of catastrophes are inherently
unpredictable. The financial impact from catastrophic losses results from both the total amount
of insured exposure in the area affected by the catastrophe as well as the severity of the event.
The Company seeks to reduce its exposure to catastrophe losses through the geographic
diversification of its insurance coverage, deductibles, maximum coverage limits and the
purchase of catastrophe reinsurance.

The Company’s catastrophe losses incurred of approximately $60,043, $44,429 and
$37,500 for the years ended December 31, 2016, 2015 and 2014, respectively, reflected
losses from winter storm events in the first part of each year, wind/hail/tornado events in the
spring and summer months of each year, as well as losses from several storms in the latter
part of each year. The fourth quarter of 2016 also included losses from Hurricane Matthew.
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NOTE 6 - Reinsurance and Catastrophes-(Continued)

The total amounts of reinsurance recoverable on unpaid insurance reserves classified as
assets and reported in Other assets in the Consolidated Balance Sheets were as follows:

December 31,

2016 2015
Reinsurance recoverables on reserves and unpaid claims
Property and Casualty
ReINSUranCe COMPANIES. .........ccccuiiiiieeiiieciee et cte et ete s sre e sareesnnee e $10,239 $ 9,026
State iNnsurance faCilities ...........ooevvvueeiiieee e 50,960 41,306
Life and hEalth .........eiiie e 9,275 9,780
LI = L USRS $70.474 $60,112

The Company recognizes the cost of reinsurance premiums over the contract periods for
such premiums in proportion to the insurance protection provided. Amounts recoverable from
reinsurers for unpaid claims and claim settlement expenses, including estimated amounts for
unsettled claims, claims incurred but not yet reported and policy benefits, are estimated in a
manner consistent with the insurance liability associated with the policy. The effects of
reinsurance on premiums written and contract deposits; premiums and contract charges
earned; and benefits, claims and settlement expenses were as follows:

Ceded to Assumed
Gross Other from Other Net
Amount Companies Companies Amount

Year ended December 31, 2016

Premiums written and contract deposits.................... $1,280,903 $22,728 $4,324 $1,262,499

Premiums and contract charges earned.................... 777,651 22,826 4,321 759,146

Benefits, claims and settlement expenses................. 562,385 25,739 4,358 541,004
Year ended December 31, 2015

Premiums written and contract deposits.................... 1,277,066 24,737 4,184 1,256,513

Premiums and contract charges earned.................... 752,798 25,077 4,159 731,880

Benefits, claims and settlement expenses................. 508,904 16,221 3,681 496,364
Year ended December 31, 2014

Premiums written and contract deposits.................... 1,191,123 27,144 3,676 1,167,655

Premiums and contract charges earned.................... 739,281 27,276 3,755 715,760

Benefits, claims and settlement expenses................. 504,550 39,236 3,112 468,426

There were no losses from uncollectible reinsurance recoverables in the three years
ended December 31, 2016. Past due reinsurance recoverables as of December 31, 2016
were not material.

The Company maintains catastrophe excess of loss reinsurance coverage. For 2016,
the Company’s catastrophe excess of loss coverage consisted of one contract and it provided
95% coverage for catastrophe losses above a retention of $25,000 per occurrence up to
$175,000 per occurrence. This contract consisted of three layers, each of which provided for
one mandatory reinstatement. The layers were $25,000 excess of $25,000, $40,000 excess of
$50,000 and $85,000 excess of $90,000.
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NOTE 6 - Reinsurance and Catastrophes-(Continued)

For liability coverages, in 2016, the Company reinsured each loss above a retention of
$900 with coverage up to $5,000 on a per occurrence basis and $20,000 in a clash event. (A
clash cover is a reinsurance casualty excess contract requiring two or more casualty
coverages or policies issued by the Company to be involved in the same loss occurrence for
coverage to apply.) For property coverages, in 2016 the Company reinsured each loss above
a retention of $900 up to $5,000 on a per risk basis, including catastrophe losses. Also, the
Company could submit to the reinsurers two per risk losses from the same occurrence for a
total of $8,200 of property recovery in any one event.

The maximum individual life insurance risk retained by the Company is $300 on any
individual life, while either $100 or $125 is retained on each group life policy depending on the
type of coverage. Excess amounts are reinsured. The Company also maintains a life
catastrophe reinsurance program. For 2016, the Company reinsured 100% of the catastrophe
risk in excess of $1,000 up to $35,000 per occurrence, with one reinstatement. The
Company’s life catastrophe risk reinsurance program covers acts of terrorism and includes
nuclear, biological and chemical explosions but excludes other acts of war.

NOTE 7 - Debt

Indebtedness and scheduled maturities consisted of the following:

Effective
Interest Final December 31,
Rates Maturity 2016 2015

Short-term debt
Bank Credit FaCility..........c..ccooeeiiiieiiie e Variable 2019 $ - $
Long-term debt (1)
4.50% Senior Notes, Aggregate principal amount of
$250,000 less unaccrued discount of $603
and $654 and unamortized debt issuance costs
0f $2,188 and $2,371 ... 4.5% 2025 247,209 246,975

Tt e e $247,209 $246.975

(1) The Company designates debt obligations as “long-term” based on maturity date at issuance.
Credit Agreement with Financial Institutions (“Bank Credit Facility”)

In 2014, HMEC’s Bank Credit Agreement (the “Bank Credit Facility”) was amended and
restated to extend the commitment termination date to July 30, 2019 from the previous
termination date of October 6, 2015 and to decrease the interest rate spread relative to
Eurodollar base rates. The financial covenants within the agreement were not changed. The
Bank Credit Facility is by and between HMEC, certain financial institutions named therein and
JPMorgan Chase Bank, N.A., as administrative agent, and provides for unsecured borrowings
of up to $150,000. Interest accrues at varying spreads relative to prime or Eurodollar base
rates and is payable monthly or quarterly depending on the applicable base rate (Eurodollar
base rate plus 1.15%). The unused portion of the Bank Credit Facility is subject to a variable
commitment fee, which was 0.15% on an annual basis at December 31, 2016.
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NOTE 7 - Debt-(Continued)

On June 15, 2015, the Senior Notes due 2015 matured and the Company repaid the
$75,000 aggregate principal amount initially utilizing $75,000 of additional borrowing under the
existing Bank Credit Facility. In November 2015, the Company repaid the Bank Credit Facility
balance in full utilizing a portion of the net proceeds from the issuance of the 4.50% Senior
Notes due 2025, as described below.

4.50% Senior Notes due 2025 (“Senior Notes due 2025”)

On November 23, 2015, the Company issued $250,000 aggregate principal amount of
4.50% senior notes, which will mature on December 1, 2025, issued at a discount of 0.265%
resulting in an effective yield of 4.533%. Interest on the Senior Notes due 2025 is payable
semi-annually at a rate of 4.50%. The Senior Notes due 2025 are redeemable in whole or in
part, at any time, at the Company's option, at a redemption price equal to the greater of (1)
100% of the principal amount of the notes being redeemed or (2) the sum of the present
values of the remaining scheduled payments of principal and interest thereon discounted, on a
semi-annual basis, at the Treasury yield (as defined in the indenture) plus 35 basis points,
plus, in either of the above cases, accrued interest to the date of redemption.

The net proceeds from the sale of the Senior Notes due 2025 were used to (1) repay the
$113,000 balance on the Bank Credit Facility, (2) redeem the Senior Notes due 2016, as
described below, and (3) for general corporate purposes.

6.05% Senior Notes due 2015 (“Senior Notes due 2015”)

On June 15, 2015, the Senior Notes due 2015 matured and the Company repaid the
$75,000 aggregate principal amount initially utilizing $75,000 of additional borrowing under the
existing Bank Credit Facility.

6.85% Senior Notes due 2016 (“Senior Notes due 2016”)

On December 23, 2015, the Company redeemed all of its outstanding Senior Notes due
2016, $125,000 aggregate principal amount, at a cost of $127,292. The redemption was
funded utilizing a portion of the net proceeds from the issuance of the 4.50% Senior Notes due
2025.

Debt Retirement Charges

The redemption of the Senior Notes due 2016 resulted in a pretax charge to income for
the year ended December 31, 2015 of $2,338.

Covenants

The Company is in compliance with all of the financial covenants contained in the Senior
Notes due 2025 indenture and the Bank Credit Facility agreement, consisting primarily of
relationships of (1) debt to capital, (2) net worth, as defined in the financial covenants, (3)
insurance subsidiaries' risk-based capital and (4) securities subject to funding agreements and
repurchase agreements.
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NOTE 8 - Income Taxes

The income tax assets and liabilities included in Other assets and Other liabilities,
respectively, in the Consolidated Balance Sheets were as follows:

December 31,

2016 2015
Income tax (asset) liability
(LU (=0 | S $ (3,832) $ 1,000
(DY {1y LYo TSRO SRR 205,699 201,208

Deferred tax assets and liabilities are recognized for all future tax consequences
attributable to “temporary differences” between the financial statement carrying value of
existing assets and liabilities and their respective tax bases. There are no deferred tax
liabilities that have not been recognized. The “temporary differences” that gave rise to the
deferred tax balances were as follows:

December 31,

2016 2015
Deferred tax assets

Unearned premium reserve reduction ..........cccooceeeoiiiiee e $ 18,253 $ 17,402
CompeNnSation @CCIUAIS ........ciiiiiiii e e e e e e e e e 15,893 13,737
IMpPaired SECUMLIES......oce i e e e 8,214 7,635
Other comprehensive income - net funded status of pension

and other postretirement benefit obligations ...............cccoviiiiiiiiii 6,387 6,375
Discounting of unpaid claims and claim expense tax reserves............ccccccceeeuunnee.. 2,463 3,213
Postretirement benefits other than pensions ............c.cccoooeiii i, 578 664
(@ (V=TSR U= SRR - 1,189

Total gross deferred tax asSets .........oooiiiiiiiiiiiii e 51,788 50,215
Deferred tax liabilities
Other comprehensive income - net unrealized gains

on fixed maturities and equity securities ............ccccoeii i 112,311 112,934
Deferred policy acquisition COSES ........ccuuiiiiiiiiiiciee e 91,028 85,341
Life insurance future policy benefit reserve ............ccccooi i 33,145 30,177
Investment related adjustments ... 15,762 18,709
INtANGIDIE @SSELS ... 4,262 4,262
(O] (a1 o = SRS 979 -

Total gross deferred tax liabilities ............cceeveieiiiiiiiiii e, 257,487 251,423
Net deferred tax iability ............ccoviieveiiieeee e $205,699 $201,208

The Company evaluated sources and character of income, including historical earnings,
loss carryback potential, taxable income from future reversals of existing taxable temporary
differences, future taxable income exclusive of reversing temporary differences, and taxable
income from prudent and feasible tax planning strategies. Although realization of deferred tax
assets is not assured, the Company believes it is more likely than not that gross deferred tax
assets will be fully realized and that a valuation allowance with respect to the realization of the
total gross deferred tax assets was not necessary as of December 31, 2016 and 2015.

At December 31, 2016, the Company did not have any loss carryforwards or credits.
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NOTE 8 - Income Taxes-(Continued)

The components of income tax expense were as follows:

Year Ended December 31,

2016 2015 2014
Current.......ccceveveenennne. $26,359 $29,885 $32,295
Deferred.......c..ccooevvvveennnnn. 4,108 6,085 9,575
Total iINCOME taX EXPENSE.......cveveeeeiee et ee et anes $30,467 $35,970 $41.870

Income tax expense for the following periods differed from the expected tax computed by
applying the federal corporate tax rate of 35% to income before income taxes as follows:

Year Ended December 31,

2016 2015 2014
Expected federal tax on iNCOME..........ooeiiiiiieiiiieeeie e $39,981 $45,308 $51,140
Add (deduct) tax effects of:
Tax-exempt interest ... (5,789) (6,678) (6,849)
Dividend received deduction..............cccveiiiieiiiiiiiiieec e (3,985) (3,564) (3,566)
(©]( a1 S = SRRt 260 904 1,145
Income tax expense provided 0N iNCOME............c.ccveereeeeeereeieieeieeeeeannes $30,467 $35,970 $41.870

The Company’s federal income tax returns for years prior to 2013 are no longer subject
to examination by the Internal Revenue Service (“IRS”).

The Company recognizes tax benefits from tax return positions only if it is more likely
than not the position will be sustainable, upon examination, on its technical merits and any
relevant administrative practices or precedents. As a result, the Company applies a more
likely than not recognition threshold for all tax uncertainties.

The Company records liabilities for uncertain tax filing positions where it is more likely
than not that the position will not be sustainable upon audit by taxing authorities. These
liabilities are reevaluated routinely and are adjusted appropriately based upon changes in facts
or law. The Company has no unrecorded liabilities from uncertain tax filing positions.

HMEC and its subsidiaries file a consolidated federal income tax return. The federal
income tax sharing agreements between HMEC and its subsidiaries, as approved by the
Board of Directors, provide that tax on income is charged to each subsidiary as if it were filing
a separate tax return with the limitation that each subsidiary will receive the benefit of any
losses or tax credits to the extent utilized in the consolidated tax return. Intercompany
balances are settled quarterly with a final settlement after filing the consolidated federal
income tax return with the IRS.
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NOTE 8 - Income Taxes-(Continued)

A reconciliation of the beginning and ending amounts of unrecognized tax benefits,
excluding interest and penalties, is as follows:

Year Ended December 31,

2016 2015 2014
Balance as of the beginning of the year..........ccccoiiiiiiiiiii $1,039 $ 656 $ 641
Increases related to prior year tax positions..... . 348 - -
Decreases related to prior year tax positions ....... - (15) (244)
Increases related to current year tax positions 283 398 259
SeteMENtS ... - - -
Lapse Of StatUE.........uiiiiiiiiee e (76) - -
Balance as of the end of the year ..........cccccooeciiiiiiiiic e $1.594 $ 1,039 $ 656

The Company’s effective tax rate would be affected to the extent there were
unrecognized tax benefits that could be recognized. There are no positions for which it is
reasonably possible that the total amount of unrecognized tax benefit will significantly increase
within the next 12 months.

The Company classifies all tax related interest and penalties as income tax expense.

Interest and penalties were both immaterial in each of the years ended December 31,
2016, 2015 and 2014.

NOTE 9 - Shareholders' Equity and Common Stock Equivalents
Share Repurchase Programs and Treasury Shares Held (Common Stock)

In December 2011, HMEC’s Board of Directors (the “Board”) authorized a share
repurchase program allowing repurchases of up to $50,000 (the “2011 Plan”). In September
2015, the Board authorized an additional share repurchase program allowing repurchases of
up to $50,000 (the “2015 Plan”) to begin following the completion of the 2011 Plan. Both share
repurchase programs authorize the repurchase of HMEC’s common shares in open market or
privately negotiated transactions, from time to time, depending on market conditions. The
share repurchase programs do not have expiration dates and may be limited or terminated at
any time without notice.

During 2014, the Company repurchased 190,876 shares of its common stock, or 0.5% of
the outstanding shares on December 31, 2013, at an aggregate cost of $5,411, or an average
price of $28.33 per share, under the 2011 Plan. During 2015, the Company repurchased
663,092 shares of its common stock, or 1.6% of the outstanding shares on December 31,
2014, at an aggregate cost of $21,950, or an average price of $33.08 per share, under the
2011 Plan. During 2016, the Company repurchased 701,410 shares of its common stock, or
1.7% of the outstanding shares on December 31, 2015, at an aggregate cost of $21,513, or an
average price of $30.65 per share, under the 2011 and the 2015 Plans. Utilization of the
remaining authorization under the 2011 program was completed in January 2016. In total and
through December 31, 2016, 2,799,610 shares were repurchased under the 2011 and 2015
Plans at an average price of $25.18 per share. The repurchase of shares was financed
through use of cash. As of December 31, 2016, $29,511 remained authorized for future share
repurchases under the 2015 Plan authorization.
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NOTE 9 - Shareholders' Equity and Common Stock Equivalents-(Continued)
At December 31, 2016, the Company held 24,673 shares in treasury.
Authorization of Preferred Stock

In 1996, the shareholders of HMEC approved authorization of 1,000,000 shares of
$0.001 par value preferred stock. The Board of Directors is authorized to (1) direct the
issuance of the preferred stock in one or more series, (2) fix the dividend rate, conversion or
exchange rights, redemption price and liquidation preference, of any series of the preferred
stock, (3) fix the number of shares for any series and (4) increase or decrease the number of
shares of any series. No shares of preferred stock were outstanding at December 31, 2016
and 2015.

2010 Comprehensive Executive Compensation Plan

In 2010, the shareholders of HMEC approved the 2010 Comprehensive Executive
Compensation Plan (the “Comprehensive Plan”). The purpose of the Comprehensive Plan is
to aid the Company in attracting, retaining, motivating and rewarding employees and non-
employee Directors; to provide for equitable and competitive compensation opportunities,
including deferral opportunities; to encourage long-term service; to recognize individual
contributions and reward achievement of Company goals; and to promote the creation of long-
term value for the Company’s shareholders by closely aligning the interests of plan participants
with those of shareholders. The Comprehensive Plan authorizes share-based and cash-based
incentives for plan participants. In 2012, the shareholders of HMEC approved the
implementation of a fungible share pool under which grants of full value shares will count
against the share limit as two and one half shares for every share subject to a full value award.
In 2015, the shareholders of HMEC approved an amendment and restatement of the
Comprehensive Plan which included an increase of 3.25 million in the number of shares of
common stock reserved for issuance under the Comprehensive Plan. As of December 31,
2016, approximately 2.9 million shares were available for grant under the Comprehensive
Plan. Shares of common stock issued under the Comprehensive Plan may be either
authorized and unissued shares of HMEC or shares that have been reacquired by HMEC;
however, new shares have been issued historically.

As further described in the paragraphs below, outstanding stock units and stock options
under the Comprehensive Plan were as follows:

December 31,

2016 2015 2014
Common stock units related to
deferred compensation for Directors..........ccccooeiveiiiiiie i 74,058 85,200 87,993
Common stock units related to
deferred compensation for employees.............ccooecuviiieieeiiiciiiieee e 51,502 55,443 69,598
StOCK OPLIONS ... 747,032 669,693 634,437
Restricted common stock units
related to incentive compensation .............cccooiiiii e 1,419,268 1,442,325 1,590,138
10} 7= 2,291,860 2,252,661 2,382,166
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NOTE 9 - Shareholders' Equity and Common Stock Equivalents-(Continued)
Director Common Stock Units

Deferred compensation of Directors is in the form of common stock units, which
represent an equal number of common shares to be issued in the future. The outstanding
units of Directors serving on the Board accrue dividends at the same rate as dividends paid to
HMEC’s shareholders; outstanding units of retired Directors do not accrue dividends. These
dividends are reinvested into additional common stock units.

Employee Common Stock Units

Deferred compensation of employees is in the form of common stock units, which
represent an equal number of common shares to be issued in the future. Distributions of
employee deferred compensation are allowed to be either in common shares or cash.
Through December 31, 2016, all distributions have been in cash. The outstanding units
accrue dividends at the same rate as dividends paid to HMEC’s shareholders. These
dividends are reinvested into additional common stock units.

Stock Options

Options to purchase shares of HMEC common stock may be granted to executive
officers, other employees and Directors. The options become exercisable in installments
based on service generally beginning in the first year from the date of grant and generally
become fully vested 4 years from the date of grant. The options generally expire 7 to 10 years
from the date of grant. The exercise price of the option is equal to the market price of HMEC's
common stock on the date of grant resulting in a grant date intrinsic value of $0.

Changes in outstanding options were as follows:

Weighted Average Range of Options

Option Price Option Prices Vested and
per Share per Share Outstanding Exercisable
December 31, 2015.............. $24.00 $ 6.91-$33.41 669,693 281,632
Granted.......ccoooeeeeiiiieenne $31.13 $31.01-$36.04 307,176 -
Vested ....ooovveniiieiien, $22.73 $13.83-$36.04 - 137,763
Exercised.......ccccccceuveennee. $17.02 $ 6.91-$33.41 (146,278) (146,278)
Forfeited ........ccceeeviveenee. $27.53 $17.32-$32.35 (83,559) -

Expired ... - - -
December 31, 2016.............. $27.67 $13.83-$36.04 747,032 273117
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NOTE 9 - Shareholders' Equity and Common Stock Equivalents-(Continued)

Option information segregated by ranges of exercise prices was as follows:

December 31, 2016

Total Outstanding Options Vested and Exercisable Options
Weighted Weighted Weighted Weighted
Range of Average Average Average Average
Option Prices Option Price Remaining Option Price Remaining
per Share Options per Share Term Options per Share Term
$13.83-$20.75 176,688 $18.57 2.3 years 157,029 $18.32 2.3 years
$28.88-$31.13 450,674 $29.91 8.2 years 87,832 $27.50 6.2 years
$32.35-$36.04 119,670 $32.67 8.3 years 28,256 $32.39 8.2 years
Total ..... $13.83-$36.04 747,032 $27.67 6.9 years 273117 $22.73 4.1 years

The weighted average exercise prices of vested and exercisable options as of December
31, 2015 and 2014 were $19.32 and $17.20, respectively.

As of December 31, 2016, based on a closing stock price of $42.80 per share, the
aggregate intrinsic (in-the-money) values of vested options and all options outstanding were
$5,482 and $11,303, respectively.

Restricted Common Stock Units

Restricted common stock units may be granted to executive officers, other employees
and Directors and represent an equal number of common shares to be issued in the future.
The restricted common stock units vest in installments based on service or attainment of
performance criteria generally beginning in the first year from the date of grant and generally
become fully vested 1 to 5 years from the date of grant. The outstanding units accrue
dividends at the same rate as dividends paid to HMEC’s shareholders. These dividends are
reinvested into additional restricted common stock units.

Changes in outstanding restricted common stock units were as follows:

Total Outstanding Units Vested Units
Weighted Average Weighted Average

Grant Date Fair Grant Date Fair

Units Value per Unit Units Value per Unit
December 31, 2015.............. 1,442,325 $24.29 849,912 $15.51
Granted (1) ...covevveecerenee. 370,175 $31.75 - -
Vested .......cvvvvvvvvvvveevennnnns - - 262,074 $22.92
Forfeited .......c.ccccevveveurnnnn (49,310) $26.01 - -
Distributed (2)......cccoe........ (343,922) $18.28 (343,922) $18.28
December 31, 2016.............. 1,419,268 $27.63 168,064 $16.80

(1) Includes dividends reinvested into additional restricted common stock units.
(2) Includes distributed units which were utilized to satisfy withholding taxes due on the distribution.
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NOTE 10 - Statutory Information and Restrictions

The insurance departments of various states in which the insurance subsidiaries of
HMEC are domiciled recognize as net income and surplus those amounts determined in
conformity with statutory accounting principles prescribed or permitted by the insurance
departments, which differ in certain respects from GAAP.

Reconciliations of statutory capital and surplus and net income, as determined using

statutory accounting principles, to the amounts included in the accompanying consolidated
financial statements are as follows:

December 31,

2016 2015
Statutory capital and surplus of insurance subsidiaries .............ccccccoeene $ 912,336 $ 883,870
Increase (decrease) due to:
Deferred policy acquisition COSES .........ccuuiiiiiiiiiiie e 267,580 253,176
Difference in policyholder reServes............ccccoiiiiiiiiiiee i 98,360 95,536
GOOAWIIl ... 47,396 47,396
Investment fair value adjustments on fixed maturities .......................... 301,518 314,705
Difference in investment reServes. .........ccooooovviveeeei i 125,805 120,795
Federal income tax liability .............occoiieiieiiiiie e (228,090) (224,492)
Net funded status of pension and other
postretirement benefit obligations ... (18,250) (18,213)
Non-admitted assets and other, Net...........ooouiiiiiiiiiiii 22,888 21,691
Shareholders' equity of parent company and
NON-INSUrance SUDSIAIANES ..........oouuveiiiiieiiiee e 11,648 17,172
Parent company short-term and long-term debt.............ccccccoeeeiinns (247,209) (246,975)
Shareholders' equity as reported herein............c.cccoceeeeeeiieeeneennne. $1,293,982 $1,264,661
Year Ended December 31,
2016 2015 2014
Statutory net income of insurance subsidiaries............ccccccceeviiieiiieens $ 74,574 $ 87,619 $ 97,875
Net loss of non-insurance CoOMPaNIes ...........cccuuviiiieei i (5,135) (4,474) (3,906)
INTEreSt EXPENSE ...ooiiiiee e (11,808) (13,122) (14,198)
Debt retirement COStS ... - (2,338) -
Tax benefit of interest expense and other
parent company current tax adjustments.............ccccceeeeiiiiiiiiiee e 5,637 6,829 6.371
Combined NEEINCOME ......cooieiee e 63,268 74,514 86,142
Increase (decrease) due to:
Deferred policy acquisition COSES .........cccuviieriiiiiiiiiiiee e 19,442 13,249 16,828
Policyholder benefits..........ooo i 14,919 14,065 15,284
Federal income taX eXPeNSe........ooiiiiuiiiiiie e (5,312) (6,678) (10,548)
INVESTMENT FESEIVES .. .. e (1,320) 7,339 3,574
Other adjustments, Net .........ccceiiiiiii e (7,232) (9,007) (7,037)
Net income as reported herein............c.ccveeeeeeeeeee e $§ 83765 $§ 93482 $ 104,243

HMEC has principal insurance subsidiaries domiciled in lllinois and Texas. The statutory
financial statements of these subsidiaries are prepared in accordance with accounting
principles prescribed or permitted by the lllinois Department of Insurance and the Texas
Department of Insurance, as applicable. Prescribed statutory accounting principles include a
variety of publications of the National Association of Insurance Commissioners (the “NAIC”), as
well as state laws, regulations and general administrative rules.
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NOTE 10 - Statutory Information and Restrictions-(Continued)

The NAIC has risk-based capital guidelines to evaluate the adequacy of statutory capital
and surplus in relation to risks assumed in investments, reserving policies, and volume and
types of insurance business written. At December 31, 2016 and 2015, the minimum statutory-
basis capital and surplus required to be maintained by HMEC’s insurance subsidiaries was
$148,583 and $139,949, respectively. At December 31, 2016 and 2015, statutory capital and
surplus of each of the Company’s insurance subsidiaries was above required levels. The
restricted net assets of HMEC’s insurance subsidiaries were $18,119 and $18,312 as of
December 31, 2016 and 2015, respectively. The minimum statutory-basis capital and surplus
amount at each date is the total estimated authorized control level risk-based capital for all of
HMEC’s insurance subsidiaries combined. Authorized control level risk-based capital
represents the minimum level of statutory-basis capital and surplus necessary before the
insurance commissioner in the respective state of domicile is authorized to take whatever
regulatory actions considered necessary to protect the best interests of the policyholders and
creditors of the insurer. The amount of restricted net assets represents the combined fair
value of securities on deposit with governmental agencies for the insurance subsidiaries as
required by law in various states in which the insurance subsidiaries of HMEC conduct
business.

HMEC relies largely on dividends from its insurance subsidiaries to meet its obligations
for payment of principal and interest on debt, dividends to shareholders and parent company
operating expenses, including tax payments pursuant to tax sharing agreements. Payments
for share repurchase programs also have this dependency. HMEC's insurance subsidiaries
are subject to various regulatory restrictions which limit the amount of annual dividends or
other distributions, including loans or cash advances, available to HMEC without prior approval
of the insurance regulatory authorities. As a result, HMEC may not be able to receive
dividends from such subsidiaries at times and in amounts necessary to pay desired dividends
to shareholders. The aggregate amount of dividends that may be paid in 2017 from all of
HMEC'’s insurance subsidiaries without prior regulatory approval is approximately $91,000.

As disclosed in the reconciliation of the statutory capital and surplus of insurance
subsidiaries to the consolidated GAAP shareholders’ equity, the insurance subsidiaries have
statutory capital and surplus of $912,336 as of December 31, 2016, which is subject to
regulatory restrictions. The parent company equity is not restricted. At December 31, 2016,
HMEC had $4,069 of liquid assets, comprised of investments and cash, which could be used
to fund debt interest, general corporate obligations, as well as dividend payments to
shareholders. If necessary, HMEC also has other potential sources of liquidity that could
provide for additional funding to meet corporate obligations or pay shareholder dividends,
which include a revolving line of credit, as well as issuances of various securities.

At the time of this Annual Report on Form 10-K and during each of the years in the three

year period ended December 31, 2016, the Company had no financial reinsurance agreements
in effect.
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NOTE 11 - Pension Plans and Other Postretirement Benefits

The Company sponsors three qualified and two non-qualified retirement plans.
Substantially all employees participate in the 401(k) plan and through December 31, 2014
participated in the non-contributory defined contribution plan. Both the qualified and the non-
qualified defined benefit plans have been frozen since 2002. All participants in both frozen
plans are 100% vested in their accrued benefit and all non-qualified defined benefit plan
participants are receiving payment. Certain employees participate in a non-qualified defined
contribution plan.

Qualified Plans

All employees participate in the 401(k) plan and receive a 100% vested 3% “safe harbor”
company contribution based on employees’ eligible earnings. Effective January 1, 2015, the
Company began matching each dollar of employee contributions up to a 5% maximum -- in
addition to maintaining the automatic 3% “safe harbor” contribution. The new matching
company contribution vests after 5 years of service. The 401 (k) plan is fully funded.

Prior to 2015, employees participated in a defined contribution plan after one year of
service; contributions were made based on eligible earnings and years of service and were
credited to each employee’s individual plan account. The majority of employees received a
5% contribution. Accounts vested after 3 years of service. The Company terminated this fully
funded defined contribution plan on December 31, 2014 and all participant accounts became
100% vested. The maijority of plan assets were distributed to participants in 2015, with a final
settlement of all remaining participant accounts in 2016 through the purchase of qualified
individual annuities under a HMLIC group annuity contract.

In 2002, participants ceased accruing benefits for earnings and years of service in the
frozen defined benefit plan. A substantial number of those participants are former employees
of the Company who are not eligible to receive an immediate annuity benefit until age 65
and/or are not eligible for a lump sum distribution. In November 2014, the Company
announced a cash-out election period or “window” ending in December 2014, for terminated
vested participants with accrued lump sum values under $100. During the window, 385 former
employees elected to receive a total of approximately $4,200 in lump sum distributions,
resulting in approximately $1,600 of additional settlement expense in 2014. Subsequently, in
August of 2016, the Company announced a second cash-out election “window” ending in
September 2016 for all vested terminated participants, regardless of lump sum value. During
this window, 52 former employees elected to receive a total of approximately $1,400 in lump
sums distributions.

The Company’s policy for the frozen defined benefit plan is to contribute to the plan
amounts which are actuarially determined to provide sufficient funding to meet future benefit
payments as defined by federal laws and regulations.

For the two qualified plans, all assets are held in their respective plan trusts.
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NOTE 11 - Pension Plans and Other Postretirement Benefits-(Continued)
Non-qualified Plans

The non-qualified plans were established for specific employees whose otherwise
eligible earnings exceeded the statutory limits under the qualified plans. Benefit accruals
under the non-qualified defined benefit plan were frozen in 2002 and all participants are
currently in payment status. Both the non-qualified frozen defined benefit plan and the non-
qualified contribution plan are unfunded plans with the Company’s contributions made at the
time payments are made to participants.

Total Expense and Contribution Plans’ Information

Total expense recorded for the qualified and non-qualified defined contribution, 401(k),
defined benefit and supplemental retirement plans was $8,527, $8,899 and $11,850 for the
years ended December 31, 2016, 2015 and 2014, respectively.

Contributions to employees' accounts under the qualified defined contribution plan, the
401 (k) plan and the non-qualified defined contribution plan, as well as total assets of the plans,
were as follows:

Year Ended December 31,

2016 2015 2014
401(k) plan
Contributions to employees’ acCoUNts .............ccccveveeveeeeereeeeereeerene. $ 6,918 $ 6,466 $ 2,753
Total assets atthe end of the year............oco i 177,352 161,956 132,053
Qualified defined contribution plan
Contributions to employees’ acCouNts ............cccevveeriieerieeniee e - - 4,580
Total assets atthe end of the year............occovveeeiiiiiii e, - 9,118 123,008

Non-qualified defined contribution plan
Contributions to employees’ accounts ............cccooeeiiiiiiecnie e 72 122 74
Total assets atthe end of the year............occovvieiiiiiiii e -
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NOTE 11 - Pension Plans and Other Postretirement Benefits-(Continued)
Defined Benefit Plan and Supplemental Retirement Plans

The following tables summarize the funded status of the defined benefit and
supplemental retirement pension plans as of December 31, 2016, 2015 and 2014 (the
measurement dates) and identify (1) the assumptions used to determine the projected benefit
obligation and (2) the components of net pension cost for the defined benefit plan and
supplemental retirement plans for the following periods:

Supplemental

Defined Benefit Plan Defined Benefit Plans
December 31, December 31,
2016 2015 2014 2016 2015 2014
Change in benefit obligation:
Projected benefit obligation
at beginning of year ..................... $31,233 $34,279 $39,483 $ 17,004 $ 18,524 $ 16,706
Service CoSt......uiiiiiiiiiiiiiee s 650 450 360 - - -
Interest cost........ooouveeiiiiiiiiiiieel 1,244 1,189 1,679 687 654 716
Plan amendments ...........cccoccvveeeen. - - - - - -
Actuarial loss (gain).........ccccceveeeenn. (220) (1,371) 1,254 488 (845) 2,431
Benefits paid.........cccoeeviieiiiiine. (3,500) (3,314) (1,737) (1,332) (1,329) (1,329)
Settlements ........cccoiiiiis - - (6,760) - - -
Projected benefit obligation
atendofyear.......ccccoeeeveiiennnnns $29.407 $31,233 $34.279 $16,847 $17.004 $ 18,524
Change in plan assets:
Fair value of plan assets
at beginning of year ..................... $27,667 $31,408 $35,879 $ - $ - $ -
Actual return on plan assets............ 1,766 200 2,535 - - -
Employer contributions.................... - - 2,000 1.332 1,329 1,329
Benefits paid.........cccoeeviieiiiiiiee. (3,500) (3,314) (1,737) (1,332) (1,329) (1,329)
Expenses paid..........ccccceeeiiiiiiieennn. (487) (627) (509) - - -
Settlements ........cccooiiiiis - - (6,760) - - -
Fair value of plan assets at
end of Year.......ccccocoveeveveeeenennnn. $25,446 $27,667 $31.,408 $ - $ - $ -
Funded status ..........ccccceveviieeeeiiees $ (3,961) $ (3,566) $(2,871) $(16,847) $(17,004) $(18,524)
Prepaid (accrued) benefit expense...... $ 8,653 $ 9,265 $10,656 $(11,210) $(11,622) $(12,024)

Total amount recognized in
Consolidated Balance Sheets,

all in Other liabilities.......................... $ (3,961) $ (3,566) $ (2.871) $(16,847) $(17,004) $(18,524)

Amounts recognized in
accumulated other
comprehensive income
(loss) (“AOCI):

Prior service cost ......c.coveeuvereunn. $ - $ - $ - $ - $ - $ -
Net actuarial 0SS ........coevvvvveveeeens 12,613 12,831 13,527 5,637 5,382 6,500
Total amount recognized
iNAOCH ..., $12,613 $12,831 $13,527 $ 5,637 $ 5382 $ 6,500
Information for pension plans with

an accumulated benefit

obligation greater than

plan assets:
Projected benefit obligation.......... $29,407 $31,233 $34,279 $ 16,847 $ 17,004 $ 18,524
Accumulated benefit obligation .... 29,407 31,233 34,279 16,847 17,004 18,524
Fair value of plan assets.............. 25,446 27,667 31,408 - - -
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NOTE 11 - Pension Plans and Other Postretirement Benefits-(Continued)

The change in the Company’s AOCI for the defined benefit plans for the year ended
December 31, 2016 was primarily attributable to a decrease in the discount rate, partially offset
by the performance of plan assets. The change in the Company’s AOCI for the defined benefit
plans for the year ended December 31, 2015 was primarily attributable to an increase in the
discount rate, partially offset by the performance of plan assets. The change in the Company’s
AOCI for the defined benefit plans for the year ended December 31, 2014 was primarily
attributable to loss recognition in 2014, due to settlement accounting as well as loss
amortization included in net periodic benefit cost for 2014. This loss recognition was partially
offset by liability losses in 2014 due to a decrease in the discount rate as well as a change in
the mortality assumption.

Supplemental

Defined Benefit Plan Defined Benefit Plans
Year Ended December 31, Year Ended December 31,
2016 2015 2014 2016 2015 2014
Components of net periodic pension
(income) expense:
Service cost:
Benefit accrual..........ccccccueeeeee. $ - $ - $ - $ - $ - $ -
Other expenses ........ccccceeeeuenee 650 450 360 - - -
Interest cost.........ooovvveeiiiiiiiiinnnn, 1,244 1,189 1,679 687 654 716
Expected return on plan assets ... (1,675) (1,875) (2,402) - - -
Settlement 0SS ........coovvvveeerinnnnn. - - 2,668 - - -
Amortization of:
Prior service cost...........cccccc.... - - - - - -
Actuarial 10SS .........cccceveiiiieeenns 393 1,626 1,37 233 273 157
Net periodic pension expense............. $ 612 $ 1,390 3,676 $ 920 $ 927 873
Changes in plan assets and benefit
obligations included in other
comprehensive income (loss):
Prior service cost.........cccccvveeennee. $ - $ - $ - $ - $ - $ -
Net actuarial loss (gain) ............... 175 930 (1,037) 488 (845) 2,431

Amortization of:
Prior service cost...........ccccec.... - - - - - (2)
Actuarial 10SS .........cccceveveennnnne (393) (1,626) (1,371) (233) (273) (157)
Total recognized in other
comprehensive income

S Y $ (218) $ (696) $(2.408) $255 $(1,118) $2.272

Weighted average assumptions
used to determine expense:

Discountrate.......ccocoevceeiiienneene 4.20% 3.66% 4.46% 4.20% 3.66% 4.46%
Expected return on plan assets.... 6.50% 6.75% 7.50% 6.50% * *
Annual rate of salary increase...... * * * * * *

Weighted average assumptions
used to determine benefit
obligations as of December 31:

Discountrate.........coccvveeveiiiinnnnne 3.90% 4.20% 3.66% 3.90% 4.20% 3.66%
Expected return on plan assets.... 6.50% 6.75% 7.50% 6.50% * *
Annual rate of salary increase...... * * * * * *

* Not applicable.
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NOTE 11 - Pension Plans and Other Postretirement Benefits-(Continued)

The discount rates at December 31, 2016 were based on the average yield for long-term,
high-grade securities available during the benefit payout period. To set its discount rate, the
Company looks to leading indicators, including the Mercer Above Mean Yield Curve.

The assumption for the long-term rate of return on plan assets was determined by
considering actual investment experience during the lifetime of the plan, balanced with
reasonable expectations of future growth considering the various classes of assets and
percentage allocation for each asset class.

The Company has an investment policy for the defined benefit pension plan that aligns
the assets within the plan’s trust to an approximate allocation of 50% equity and 50% fixed
income funds. Management believes this allocation will produce the targeted long-term rate of
return on assets necessary for payment of future benefit obligations, while providing adequate
liquidity for payments to current beneficiaries. Assets are reviewed against the defined benefit
pension plan’s investment policy and the trustee has been directed to adjust invested assets at
least quarterly to maintain the target allocation percentages.

Fair values of the equity security funds and fixed income funds have been determined
from public quotations. The following table presents the fair value hierarchy for the Company’s
defined benefit pension plan assets, excluding cash held.

Fair Value Measurements at
Reporting Date Using

Total Level 1 Level 2 Level 3
December 31, 2016
Asset category
Equity security funds (1)
UNItEA STAES ...ttt $ 9,836 $ - $ 9,836 $ -
International............cccooooiiiiiiiiei e 2,492 - 2,492 -
Fixed income fundS .........coueiiiiieiieee e 12,402 - 12,402 -
Short-term investment funds .............oevvviiiiiiiiiiiiiiiiiiiiinns 716 _716 - -
TOAL oo $25.446 $716 $24,730 $ -
December 31, 2015
Asset category
Equity security funds (1)
UNItEA STAES ...ttt $10,844 $ - $10,844 $ -
International............cccoooiiiiiiiiie 2,681 - 2,681 -
Fixed income fuNdS .........coueiiiiiiieeee e 13,720 - 13,720 -
Short-term investments funds ..............oevviiiiiiiiiiiiiiiiiinnn, 422 _422 - -
o) 2= ORI $27,667 $422 $27,245 $ -

(1) None of the trust fund assets for the defined benefit pension plan have been invested in shares of HMEC’'s common
stock.

There were no Level 3 assets held during the years ended December 31, 2016 and
2015.

F-102



NOTE 11 - Pension Plans and Other Postretirement Benefits-(Continued)

In 2017, the Company expects amortization of net losses of $389 and $258 for the
defined benefit plan and the supplemental retirement plans, respectively, and expects no
amortization of prior service cost for the supplemental retirement plans to be included in net
periodic pension expense.

Postretirement Benefits Other than Pensions

In addition to providing pension benefits, as further described below, prior to 2015 the
Company also provided certain health care and life insurance benefits to a closed group of
eligible employees (pre-age 65 and former employees). Postretirement benefits other than
pensions of active and retired employees were accrued as expense over the employees'
service years.

As of December 31, 2006, upon discontinuation of retiree medical benefits, Health
Reimbursement Accounts (“HRAs”) were established for eligible participants and totaled
$7,310. As of December 31, 2016, the balance of the previously established HRAs was
$1,652. Funding of HRAs was $218, $523 and $252 for the years ended December 31, 2016,
2015 and 2014, respectively.

In December 2013, the Company announced the elimination of postretirement medical
coverage for all remaining eligible participants effective March 31, 2014. As a result of this
plan change, prior service cost was amortized over the average working lifetime of active
eligible participants.

In November 2014, the Company announced it would no longer sponsor the retiree
group life benefit as of December 2014 and offered a conversion option to individual policies.
This was the last remaining postretirement benefit other than pensions.

As a result of the changes in the plan for other postretirement benefits, the Company
recorded a reduction in its expenses of $2,980 for the year ended December 31, 2014.
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NOTE 11 - Pension Plans and Other Postretirement Benefits-(Continued)

The following table presents the funded status of postretirement benefits other than
pensions of active and retired employees (including employees on disability more than 2
years) as of December 31, 2014 (the measurement date) reconciled with amounts recognized
in the Company's Consolidated Balance Sheets. The tables present postretirement expenses
and liabilities only for those years in which the Company incurred expenses or accrued
liabilities.

December 31,

2014
Change in accumulated postretirement benefit obligations:
Accumulated postretirement benefit
obligations at beginning Of Year............ooi e $1,130
Changes during fiscal year:
SEIVICE COSE ...ttt ettt e e e e e ettt e e e e e e e naee e e e eaaeeeaanntaeeeaaaeaaans -
INEEIEST COST ...ttt e e e e e et e e e e e e e e s nnraeeeaaeeeaaas 46
Plan amendmeEnt........ ..o -
SEEMENTS ... . e e e e e e e a et r—aaaaeaaaas (965)
Employer payments net of participant contributions..............cccccceeiiiiii (95)
AcCtUArial (QAIN) JOSS....eueiiiiii ettt e e e e e e e e e e e e e aanaes (116)
Accumulated postretirement benefit obligations at end of year ... $ -
UNFUNAEA SEALUS .....eeiviiieie ettt e et e et e et e e seesbeeeseeessaeessseesssaennnee e $ -
Total amount recognized in Consolidated Balance Sheets,
all in Other lIabIlItIes ..........eiie e e $ -
Amounts recognized in accumulated
other comprehensive income (loss) (“AOCI”):
Prior service COSt (Credit) .......ouuieiiiie et a e $ -
Net actuarial 0SS (GAIN) ..eeeeeiiiiiiiiiie e e e e e e e e e e s et eeaeeeeeaaas -
Total amount recognized iN AOCH...........uuuiiiiiiieicee e e $ -
Year Ended
December 31,
2014
Components of net periodic benefit:
SEIVICE COSL.. ittt ettt ettt ettt et e s e e et e st e e et e e s tee e ae e e s taeeaaeeestseesabeesnteeenbeesnraennreean $ -
L1 (=T LSS oo 1= SRRSO 46
CUAIMENT GAIN.....c ettt (713)
SEtEMENT GAIN...coi i e e e e e e r e e e e e e e annaes (1,439)
Amortization Of Prior SEIVICE COSE........oiiiiiiiiiiiiiie e e (628)
AmMOrtization Of PriOr QAN .........oiiiiiie e e e e e e e e e e (246)
NEt PEMHIOIC INCOME .....oouvieiiieiie ettt ettt ettt et steesreesbeeeesneesneesbeensaesseessens $(2,980)
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NOTE 11 - Pension Plans and Other Postretirement Benefits-(Continued)
Sensitivity Analysis and Assumptions for Postretirement Benefits Other than Pensions

A one percentage point change in the assumed health care cost trend rate for each year
would change the accumulated postretirement benefit obligations as follows:

December 31,

2014
Accumulated postretirement benefit obligations
Effect of a one percentage poiNt iINCrEASE ............uviiiiiiiiiiiiee e *
Effect of a one percentage point dECrease ............eeiiiii i *
Service and interest cost components of the net
periodic postretirement benefit expense
Effect of a one percentage POiNt INCIrEASE..........ccuiviiiiii it *

Effect of a one percentage poiNt dECIEASE.........cc.uvviiiiii it

Weighted average assumptions used to determine
benefit obligations as of December 31:
(D1 ES Yoo 1 o] f = | YOS 3.66%
Healthcare COSt traNd FAtE........ccooeieeeee ettt e e e e e e e eeeeaeeees *
Rate to which the cost trend rate is assumed to decline

(UIEIMALE TrENA FALE) ..o e e e e e e et e e e e e e e e ennraeeeaeeseaannnes *
Year the rate is assumed to reach the ultimate trend rate.............cccooveeeiiiiiiii e, *

Expected return on plan @sSetS........ooov i

Weighted average assumptions used to determine net periodic
benefit cost for the years ended December 31:
(DYoo UL o 1 =1 (Y PRSP 4.46%
Healthcare CosSt trend rate ... ... ...t a e e *
Rate to which the cost trend rate is assumed to decline

(UIEIMALE trENA FALE) ... e e e e e e e et e e e e e e e s anraeeeeaeseannnnes *
Year the rate is assumed to reach the ultimate trend rate.............ccccooeeeiiiiiiii e, *

Expected return on plan @sSetS........oooiviiiiiii s

*

Not applicable.

The discount rates were based on the average yield for long-term, high-grade securities
available during the benefit payout period. To set its discount rate, the Company looks to
leading indicators, including the Mercer Above Mean Yield Curve.

2017 Contributions

In 2017, there is no minimum funding requirement for the Company’s defined benefit
plan. The following table discloses that minimum funding requirement and the expected full
year contributions for the Company’s plans.

Defined Benefit Pension Plans

Defined Supplemental
Benefit Defined Benefit
Plan Plans
Minimum funding requirement for 2017 ............ooeiiiiiiiie e $ - N/A
Expected contributions (approximations)
for the year ended December 31, 2017
as of the time of this FOrmM 10-K (1) ....coiiiiieeee e e - $1,318

N/A - Not applicable.
(1)  HMEC’s Annual Report on Form 10-K for the year ended December 31, 2016.
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NOTE 11 - Pension Plans and Other Postretirement Benefits-(Continued)
Estimated Future Benefit Payments

The Company’s defined benefit plan may be subject to settlement accounting.
Assumptions for both the number of individuals retiring in a calendar year and their elections
regarding lump sum distributions are significant factors impacting the payout patterns for each
of the plans below. Therefore, actual results could vary from the estimates shown. Estimated
future benefit payments as of December 31, 2016 were as follows:

2017 2018 2019 2020 2021 2022-2026
Pension plans
Defined benefit plan............ccco........ $2,850 $2,752 $3,043 $2,431 $2,180 $10,275
Supplemental retirement plans ......... 1,318 1,305 1,291 1,274 1,256 5,909

NOTE 12 - Contingencies and Commitments
Lawsuits and Legal Proceedings

Companies in the insurance industry have been subject to substantial litigation resulting
from claims, disputes and other matters. For instance, they have faced expensive claims,
including class action lawsuits, alleging, among other things, improper sales practices and
improper claims settlement procedures. Negotiated settlements of certain such actions have
had a material adverse effect on many insurance companies.

At the time of this Annual Report on Form 10-K, the Company does not have pending
litigation from which there is a reasonable possibility of material loss.

Assessments for Insolvencies of Unaffiliated Insurance Companies

The Company is contingently liable for possible assessments under regulatory
requirements pertaining to potential insolvencies of unaffiliated insurance companies.
Liabilities, which are established based upon regulatory guidance, have generally been
insignificant.

Leases

The Company has entered into various operating lease agreements, primarily for real
estate (claims and marketing offices in a few states, as well as portions of the home office
complex) and also for computer equipment and copy machines. Rental expenses were
$2,546, $2,872 and $2,823 for the years ended December 31, 2016, 2015 and 2014,
respectively. Future minimum lease payments under leases expiring subsequent to December
31, 2016 are as follows:

As of December 31, 2016

2022- 2027 and
2017 2018 2019 2020 2021 2026 beyond

Minimum operating lease payments..... $2,608 $2,583 $2,400 $1,598 $1,147 $1,627 $ -
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NOTE 12 - Contingencies and Commitments-(Continued)

Investment Commitments

From time to time, the Company has outstanding commitments to purchase investments
and/or commitments to lend funds under bridge loans. Unfunded commitments to purchase
investments were $135,054 and $147,139 for the years ended December 31, 2016 and 2015,

respectively.

NOTE 13 - Supplementary Data on Cash Flows

A reconciliation of net income to net cash provided by operating activities as presented in

the Consolidated Statements of Cash Flows is as follows:

Year Ended December 31,

2016 2015 2014
Cash flows from operating activities

NEEINCOME .....veee ettt ettt aeeeenes $ 83,765 $ 93,482 $104,243

Adjustments to reconcile net income to net

cash provided by operating activities:

Net realized investment gains............cccooi i (4,123) (12,713) (10,917)
Increase in accrued investment iNCOMe ..........cccooiiiiiiiieeieiiiieeen. (2,208) (2,566) (5,563)
Increase (decrease) in accrued EXpPeNSES.........occveeirrieerniireeennee 4,378 (5,798) 1,513
Depreciation and amortization ..................eueviiiiiiiiiieiiieieiiiiieieieienes 6,896 7,734 7,958
Increase in insurance liabilities ..........cccooooiiiiiiiei i, 176,315 145,313 153,423
Increase in premium receivables ............cccoveeiieiiiiiiiiiiee e, (11,496) (8,641) (3,638)
Increase in deferred policy acquisition COStS ..........ccccvvveeeeeiiiiinnnes (15,859) (8,981) (12,662)
(Increase) decrease in reinsurance recoverables......................... (481) (748) 1,570
(Decrease) increase in income tax liabilities..............occoooeenii. (1,293) 8,935 9,745
Debt retirement COStS .......ooiveeiiii e - 2,338 -
OB e (28,476) (11,312) (23,739)
Total adjustments.........c..vvvieiiiiii e 123,653 113,561 117,690
Net cash provided by operating activities .............ccc.ccveeeuenne. $207,418 $207,043 $221,933

The Company’s redemption of debt in 2015 resulted in non-cash financing charges of

$45.
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NOTE 14 - Segment Information

The Company conducts and manages its business through four segments. The three
operating segments, representing the major lines of insurance business, are: Property and
Casualty segment, primarily personal lines automobile and homeowners products; Retirement
segment, primarily tax-qualified fixed and variable annuities; and Life segment life insurance.
The Company does not allocate the impact of corporate-level transactions to these operating
segments, consistent with the basis for management’s evaluation of the results of those
segments, but classifies those items in the fourth segment, Corporate and Other. In addition to
ongoing transactions such as corporate debt service, realized investment gains and losses and
certain public company expenses, such items also have included corporate debt retirement
costs/gains, when applicable.

The accounting policies of the segments are the same as those described in “Note 1 --
Summary of Significant Accounting Policies”. The Company accounts for intersegment
transactions, primarily the allocation of operating and agency costs from the Corporate and
Other segment to the Property and Casualty, Retirement and Life segments, on a direct cost
basis.

Summarized financial information for these segments is as follows:

Year Ended December 31,

2016 2015 2014
Insurance premiums and contract charges earned
Property @and CasUaItY ..............ccooeeriiieeeceeee e ete e anea $ 620,514 $ 595,958 $ 581,828
REHIEMENT ... 24,937 25,378 25,540
L ettt e et e nare e naneennne e e 113,695 110,544 108,392
o] 2= | SO U PSR RUPOTN $ 759146 $ 731,880 $ 715,760
Net investment income
Property and Casualty ..........cccoooiiiieiiiiee e $ 38,998 $ 33,461 $ 36,790
REHIEMENT ... 249,410 228,378 222,071
L ettt et e e e saneennree e 73,567 71,614 71,865
Corporate and Other...........ooooiiiiiiiiiiee e 66 38 14
Intersegment eliminations.............c.cocoiiiiiiii i (855) (891) (925)
ORI $ 361,186 $ 332,600 $ 329815
Net income (loss)
Property and Casualty ..........c.ccccuveiieeiiiecee e $ 25,644 $ 40,043 $ 46,907
REHIEMENT ... 50,674 43,384 45,336
L ettt e et e e e naneenare e e 16,559 14,982 17,503
Corporate and Other..........oiiiiiii e (9.112) (4,927) (5,503)
o] - | USSR $ 83,765 $ 93,482 $ 104,243
December 31,
2016 2015 2014
Assets
Property @and CasUaILY ..............ccoceeuiiieeeeeee e eee e anea $ 1,110,958 $ 1,098,415 $1,107,962
REHIMEMENT ... e 7,449,777 7,001,411 6,683,473
L ettt e e nraeenneee e 1,912,771 1,862,719 1,858,150
Corporate and Other...........ooooiiiiiiiiiiee e 140,104 131,635 155,497
Intersegment eliminations.............coooiiiiiiiie e (36.786) (37,208) (36,736)
o] 2= | OO PSR RUPPT $10,576,824 $10.056,972 $9,768.346
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NOTE 14 - Segment Information-(Continued)

Additional significant financial information for these segments is as follows:

Policy acquisition expenses amortized

Property and Casualty ..o
REtiremMENt ... .o s

Income tax expense (benefit)

Property and Casualty ..o
REtiremMENt ...

L0 = | O UUPPPR

NOTE 15 - Unaudited Selected Quarterly Financial Data

Selected quarterly financial data is presented below.

Year Ended December 31,

2016

$74,950
14,635
7,147
$96,732

$ 4,627
20,334
9,775
(4,269)
$30.467

2015

$73,173
18,155
7,591
$98,919

$11,274
19,873
7,951
(3.128)
$35,970

Three Months Ended

$13,944
21,319
9,432
(2,825)

December 31,

2016
Insurance premiums written and contract deposits ...... $315,917
Total FEVENUES ..., 282,873
NEetiNCOME ..o 19,823
Per share information
Basic
NEet INCOME .....coiivieiiii e $ 048
Shares of common stock - weighted average (1).. 41,093
Diluted
Net iNCOME ......ocvviviiiceiceee e $ o048
Shares of common stock and equivalent shares -
weighted average (1)....cccceiiiiiiiiieeeieeee 41,482
2015
Insurance premiums written and contract deposits ...... $305,186
Total FEVENUES ...coooviiiiiiiiie e 276,106
NEet iNCOME ..o 21,040
Per share information
Basic
NEet INCOME .....eoivieciii e $ 0.51
Shares of common stock - weighted average (1).. 41,564
Diluted
NEet INCOME ......oiivieiiiiiie e $ 0.50
Shares of common stock and equivalent shares -
weighted average (1)....ccceeiveviiieeiiee e 42,127
2014
Insurance premiums written and contract deposits ....... $292,241
TOtal FEVENUES ....covvveeieeeeeeee e 269,157
NELINCOME ... 30,068
Per share information
Basic
NEet INCOME ......ooiviieiiecie e $ 072
Shares of common stock - weighted average (1)... 41,748
Diluted
Net iNCOME ......ocueiviiiiceieeceece e $ 0.71
Shares of common stock and equivalent shares -
weighted average (1)....ccccveeeveiiiiieieee e, 42,362

(1) Rounded to thousands.
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September 30

351,534
291,176
26,923

0.66
41,092
0.65

41,347

326,198
265,753
21,984

0.53
41,852
0.52

42,305

322,746
265,520
25,357

0.61
41,514
0.60

42,319

June 30,

$311,879
283,558
11,866

$ 0.29
41,082
$ 0.29

41,314

$319,394
268,470
16,183

$ 039
41,990
$ 038

42,425

$292,393
264,743
20,452

$ 049
41,432
$ 048

42,310

March 31,

$283,169
271,303
25,153

$ 061
41,297
$ 0.61

41,492

$305,735
270,119
34,275

$ 082
41,950
$ 081

42,300

$260,275
261,265
28,366

$ 069
41,180
$ 0.67

42,259



HORACE MANN EDUCATORS CORPORATION

SCHEDULE |

SUMMARY OF INVESTMENTS-OTHER THAN INVESTMENTS IN RELATED PARTIES

December 31, 2016

(Dollars in thousands)

Type of Investments Cost (1)

Fixed maturities
U.S. Government and federally sponsored

agency obligations ...........ccccceeeiiiiiie e $ 921,477
States, municipalities and political subdivisions......................... 1,648,252
Foreign government bonds...........cooccuiiiiiiiiiiiiiiiee e 93,864
PUDIC ULITIEIES ... 140,893
Other bONAS .......eviiii e 4,347,641

Total fixed maturity SECUritieS ........ccoeeveviciiiiiieeeeiiiieeeee, 7,152,127

Equity securities

Non-redeemable preferred stocks ..........ccccevieiiiiiiiii i, 52,294
COmMMON STOCKS ....vueeieieieiieee et 61,715
Closed-end fuNd ..........cooevviiiiiiieeeeceee e 20,004
Total equity SECUNtIES ......cceeeiiiiiiiiee e 134,013
Short-term INVEeSTMENtS .........oooveeeiiiiiie e 44918
POlCY [0@NS ...t 151,908
Derivative iNStruments ...........eeoiiiiiiieeeee e 8,694
(o] (o F=To =N T Y= o 1P PPPPPPPINY 57
(110 1= 195,438
Total INVESTMENES .......coeeeeeeeee e $7,687,155

Fair
Value

$ 946,268
1,769,398
98,669
159,328
4,483,045

7,456,708
50,048
72,233
19,368

141,649

XXX
XXX
XXX
XXX
XXX

XXX

Amount

Shown in

Balance
Sheet

$ 946,268
1,769,398
98,669
159,328
4,483,045

7,456,708

50,048
72,233
19,368

141,649

44,918
151,908
8,694
57
195,438

$7.999,372

(1) Bonds at original cost reduced by repayments and adjusted for amortization of premiums or accrual of discounts and

impairment in value of specifically identified investments.

See accompanying Report of Independent Registered Public Accounting Firm.
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HORACE MANN EDUCATORS CORPORATION
(Parent Company Only)

CONDENSED FINANCIAL INFORMATION OF REGISTRANT

BALANCE SHEETS
As of December 31, 2016 and 2015
(Dollars in thousands, except per share data)

SCHEDULE II

December 31,

2016
ASSETS
INVestMENtS and CASH ... $ 4,069
Investment in SUDSIAIANES ..........oouiiiii e 1,487,457
(01 [T = 1] Y (T 60,057
TOtal @SSES ... $1,551,583

LIABILITIES AND SHAREHOLDERS’ EQUITY

e g o I (= Y000 1o [ o] TR $ 247,209
(O 1T 1F=T o1 1= 10,392
Total liabilitieS .......ccooveeeeeeeeeeeee 257,601
Preferred stock, $0.001 par value, authorized
1,000,000 Shares; NONE ISSUE..........ccuuuiiiieieieeeeeeee e e e e eaa e -
Common stock, $0.001 par value, authorized 75,000,000 shares;
issued, 2016, 64,917,683; 2015, 64,537,554 .......cccoovvivieieiii 65
Additional paid-in capital ... 453,479
Retained arnings .......ooo i 1,155,732

Accumulated other comprehensive income (loss), net of taxes:
Net unrealized investment gains on fixed maturities

and equity SECUNLIES ........ccuviiiiiee e 175,738

Net funded status of pension benefit obligations ..............cccccceeiiiiiiinnnn. (11,817)
Treasury stock, at cost, 2016, 24,672,932 shares;

2015, 23,971,522 SNAIES ......eeeeeeeeeeee e (479,215)

Total shareholders' equity..............oooiiiiiiiii e 1,293,982

Total liabilities and shareholders' equity.........c.cccooiiiiiiiiiiiiiinen. $1,551,583

See accompanying Note to Condensed Financial Statements.

2015

$ 13,237
1,451,290
57,743

$ 246,975
10,634

257,609

65
442,648
1,116,277

175,167
(11,794)
(457.702)

1,264,661

$1.522,270

See accompanying Report of Independent Registered Public Accounting Firm.
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SCHEDULE II

HORACE MANN EDUCATORS CORPORATION
(Parent Company Only)

CONDENSED FINANCIAL INFORMATION OF REGISTRANT
STATEMENTS OF OPERATIONS
(Dollars in thousands)

Year Ended December 31,

2016 2015 2014
Revenues
Net investment iNCOME .........ccoiiiiiii e, $ 20 $ 33 $ 10
Realized investment gains..........cccccooiiiiiiii i, - - -
TOtal FEVENUES ... 20 33 10
Expenses
1] G2 =) S SRT 11,808 13,122 14,198
Debt retirement COStS.......couuiiiiiniieiee e - 2,338 -
OthEr e 5,631 5,153 5,071
Total EXPENSES.....uvviiiiiee it 17,439 20,613 19,269
Loss before income tax benefit
and equity in net earnings of subsidiaries..............ccccccceeeen, (17,419) (20,580) (19,259)
Income tax benefit..........ooiiii i (6,076) (7,202) (6,734)
Loss before equity in net earnings of subsidiaries....................... (11,343) (13,378) (12,525)
Equity in net earnings of subsidiaries..............ccccceiiii 95,108 106,860 116,768
NELINCOME ..ottt $ 83,765 $ 93482 $104,243

See accompanying Note to Condensed Financial Statements.

See accompanying Report of Independent Registered Public Accounting Firm.
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SCHEDULE II

HORACE MANN EDUCATORS CORPORATION
(Parent Company Only)
CONDENSED FINANCIAL INFORMATION OF REGISTRANT
STATEMENTS OF CASH FLOWS

(Dollars in thousands)

Year Ended December 31,

2016 2015 2014
Cash flows - operating activities
Interest expense paid ..........cccccceeenenns $(11,754) $ (13,521) $(13,902)
Federal income taxes recovered 8,914 8,413 10,030
Cash dividends received from subsidiaries............cccceoeevureeenn. 59,600 50,000 46,000
Other, net, including settlement of payables to subsidiaries.... (3.434) (4,097) (1.478)
Net cash provided by operating activities.................cc.......... 53,326 40,795 40,650
Cash flows - investing activities
Net increase (decrease) in investments..............ccccceeeiiinnee, 9,161 15,402 (4,647)
Net cash provided by (used in) investing activities................ 9,161 15,402 (4,647)
Cash flows - financing activities
Dividends paid to shareholders ...........cccccceeeeiiiiiiiiiee e, (44,310) (42,523) (39,237)
Proceeds from issuance of Senior Notes due 2025................. - 246,937 -
Redemption of Senior Notes due 2016.............ccccieeeeeiiiinen, - (127,292) -
Maturity of Senior Notes due 2015 .........ccccooiiiiiiiiie e, - (75,000) -
Principal repayment on Bank Credit Facility ...........ccccccoeenenee. - (38,000) -
Acquisition of treasury stocK ... (21,513) (21,950) (5,411)
Exercise of stock options ...........ccccooviiiiiiie e, 3,329 1,629 8,252
Net cash used in financing activities ...........c...ccoccooieeie, (62,494) (56,199) (36,396)
Net decrease in Cash...........oooii i, (7) (2) (393)
Cash at beginning of period .............cccoiiiiiiiiiciie e, 75 77 470
Cash atend of period.........cccueevieiiiiiie e, 3 68 $ /5 $ (7

See accompanying Note to Condensed Financial Statements.

See accompanying Report of Independent Registered Public Accounting Firm.
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SCHEDULE II
HORACE MANN EDUCATORS CORPORATION
(Parent Company Only)
CONDENSED FINANCIAL INFORMATION OF REGISTRANT
NOTE TO CONDENSED FINANCIAL STATEMENTS

The accompanying condensed financial statements should be read in conjunction with the
Consolidated Financial Statements and the accompanying notes thereto.

F-114



GLi-d

SCHEDULE Ill & VI (COMBINED)

HORACE MANN EDUCATORS CORPORATION

SCHEDULE Illl: SUPPLEMENTARY INSURANCE INFORMATION
SCHEDULE VI: SUPPLEMENTAL INFORMATION CONCERNING PROPERTY AND CASUALTY INSURANCE OPERATIONS

(Dollars in thousands)

Column identification for

Schedule lll: A B Cc D E F G H 1 J K
Schedule VI: A B Cc D E F G H 1 J K
Discount, Other Benefits, Claims and claim Amortization Paid
Deferred Future policy if any, policy Premium claims adjustment expenses of deferred claims
policy benefits, deducted in claims and revenue/ Net and incurred related to policy Other and claim
acquisition claims and previous Unearned benefits premium investment settlement Current Prior acquisition operating adjustment Premiums
Segment costs claim expenses _column premiums _payable earned income expenses year years costs expenses _expenses written
Year Ended December 31, 2016
Property and Casualty........... $ 27,604 $ 307,757 $ 0 $244,005 $ - $620,514  $ 38,997 $464,098 $471,098 § (7,000) $74,950 $ 90,802  $468,778 $634,319
Retirement ...........cccecvveeen. 188,117 4,372,062 XXX 671 705,603 24,937 249,410 151,185 XXX XXX 14,635 40,289 XXX XXX
Life oo 51,859 1,098,038 XXX 1,598 3,347 113,695 73,567 117,743 XXX XXX 7,147 36,806 XXX XXX
Other, including
consolidating eliminations .. N/A N/A XXX N/A N/A N/A (788) N/A XXX XXX N/A 17,023 XXX XXX
$5.777.857 xxx  $246.274 $708950  $759,146 $361.186 $733.026 XXX xxx  $96,732 $184,920 XXX XXX
Year Ended December 31, 2015
Property and Casualty........... $ 26,685 $ 301,569 $0 $230,201 % - $595,958  $ 33,461 $420,311 $432,811 $(12,500) $73,173 $ 84,785  $436,431 $605,753
Retirement .. ... 178,300 4,082,217 XXX 734 689,116 25,378 228,378 141,893 XXX XXX 18,155 32,555 XXX XXX
48,191 1,066,776 XXX 1,906 3,536 110,544 71,614 117,002 XXX XXX 7,591 35,470 XXX XXX
Other, including
consolidating eliminations .. N/A N/A XXX N/A N/A N/A (853) N/A XXX XXX N/A 20,061 XXX XXX
Total oo $253 176 $5,450,562 xxx  $232.841 $692,652 $731,880 $332,600 $679.206 XXX xxx  $98,919 $172,871 XXX XXX
Year Ended December 31, 2014
Property and Casualty........... $ 27,160 $ 311,097 $0 $220,406 $ - $581,828 $ 36,790 $399,512 $416,512  $(17,000) $71,327 $ 88,305 $393,857 $584,393
Retirement .. 143,522 3,781,260 XXX 708 603,267 25,540 222,071 134,760 XXX XXX 14,781 33,210 XXX XXX
44,400 1,035,698 XXX 2,299 3,471 108,392 71,865 110,293 XXX XXX 7,709 36,421 XXX XXX
Other, including
consolidating eliminations .. N/A N/A XXX N/A N/A N/A (911) N/A XXX XXX N/A 18.254 XXX XXX
Total oo $215,082 $5,128,055 xxx  $223413 $606,738 $715,760  $329.815 $644,565 XXX xxx  $93,817 $176,190 XXX XXX

N/A - Not applicable.

See accompanying Report of Independent Registered Public Accounting Firm.



HORACE MANN EDUCATORS CORPORATION

Column A

Year ended December 31, 2016
Life insurance in force..................
Premiums

Property and Casualty..............
Retirement ..........ccccoceeeeeee,

Total premiums........cccceeeeee.

Year ended December 31, 2015
Life insurance in force..................
Premiums

Property and Casualty..............
Retirement ..........ccccoceeeeeeei,

Total premiums............c..cc....
Year ended December 31, 2014

Life insurance in force..................
Premiums

Total premiums........ccccceeeee.

REINSURANCE

(Dollars in thousands)

SCHEDULE IV

Column B Column C Column D Column E Column F
Ceded to Assumed Percentage
Gross Other from Other Net of Amount
Amount Companies Companies Amount Assumed to Net
$17,025,125 $4,065,449 $ - $12,959,676 -
$ 632,372 $ 16,179 $4,321 $ 620,514 0.7%
24,937 - - 24,937 -
120,342 6,647 - 113,695 -
$§ 777651 $ 22,826 $4.321 $§ 750146 0.6%
$16,504,539 $3,625,946 $ - $12,878,593 -
$ 610,347 $ 18,548 $4,159 $ 595,958 0.7%
25,378 - - 25,378 -
117,073 6,529 - 110,544 -
$ 752,798 $ 25077 4,159 $ 731,880 0.6%
$15,800,701 $3,360,016 $ - $12,440,685 -
$ 599,230 $ 21,157 $3,755 $ 581,828 0.6%
25,540 - - 25,540 -
114,511 6,119 - 108,392 -
$ 739281 $ 27276 $3,755 $ 715760 0.5%

Note: Premiums above include insurance premiums earned and contract charges earned.

See accompanying Report of Independent Registered Public Accounting Firm.
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