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HARLEYSVI LLE GROUP | NC. AND SUBSI DI AR ES
OONSCLI DATED BALANCE SHEETS
(in thousands, except share data)

Asset s
| nvest nent s:
Fi xed maturities:

Held to naturity, at anortized
cost (fair value $472, 727
and $578, 662)

Avail able for sale, at fair val ue
(anortized cost $909, 076
and $800, 954)

Equity securities, at fair value
(cost $115,778 and $125,517)
Short-terminvestnents, at cost,
whi ch approxi nates fair val ue

Total investnents

Cash
Recei vabl es:
Prem uns
Rei nsur ance
Accrued i nvest nent i ncone

Tot al receivabl es

Def erred policy acquisition costs
Prepai d rei nsurance pren uns
Property and equi prent, net
Deferred i ncome taxes

Due fromaffiliate

Q her assets

Total assets

Liabilities and Shareholders' Equity

Liabilities:
Unpai d | osses and | oss settl enent
expenses
Unear ned prem uns
Account s payabl e and accrued expenses
Debt
Due to affiliate

Total liabilities

Shar ehol ders' equity:

Preferred stock, $1 par val ue
aut hori zed 1, 000, 000 shares;
none i ssued

Common stock, $1 par val ue, authorized
80, 000, 000 shares; issued 30, 404, 004
and 30, 001, 852 shares; outstandi ng
29, 404, 004 and 29, 001, 852 shares

Additional paid-in capita

Accumul at ed ot her conprehensive incone

Ret ai ned ear ni ngs

Treasury stock, at cost, 1,000,000 shares

Total sharehol ders' equity

Total liabilities and
sharehol ders' equity

See acconpanyi ng notes to consolidated financ

Sept enber 30, Decenber 31
2001 2000

(Unaudi t ed)

$ 446, 127 $ 562,603

957, 257 818, 891

146, 696 193, 750

44,274 23, 881

1, 594, 354 1, 599, 125

12, 275 28, 395

124, 027 101, 511

76, 479 76, 841

21,015 23, 316

221,521 201, 668

89, 061 84, 759

18, 009 18, 154

28, 384 27,621

27, 750 19, 545
5,634

36, 952 42,595

$2, 033, 940 $2, 021, 862

$ 867,747 $ 864, 843

384, 213 354, 098

99, 818 120, 210

96, 055 96, 450

19, 680

1, 447, 833 1, 455, 281

30, 404 30, 002

139, 293 131, 537

51, 414 56, 010

380, 561 364, 597

(15, 565) (15, 565)

586, 107 566, 581

$2, 033, 940 $2, 021, 862

al statenents.



HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES
CONSCLI DATED STATEMENTS CF | NCOME

(Unaudi t ed)

For the three nonths ended Septenber 30, 2001 and 2000

(dollars in thousands, except per share data)

Revenues:
Prenmi uns ear ned
| nvest nent i ncone, net of
i nvest ment expenses
Real i zed i nvest nent gains (| osses)
Q her income
Total revenues
Losses and expenses:
Losses and | oss settl enent expenses
Armortization of deferred policy
acqui sition costs
G her underwriting expenses
I nterest expense
G her expenses
Total expenses
I ncone before incone taxes

I ncorme t axes

Net i ncone

Per common share:
Basi ¢ ear ni ngs
D | uted earnings

Cash di vi dend

2001

$184, 804
21, 388
(4, 154)

3,783

205, 821

134, 275
44, 839
15, 561

1,515
1, 206
197, 396
8,425
570

$ 7,855

See acconpanying notes to consolidated financial statenents.

2000

$171, 938
21,590
2,587

4, 037

200, 152

121, 890
44, 369
14, 787

1,668
1,702

184, 416

15, 736
2,696

$ 13,040



HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES

CONSCLI DATED STATEMENTS CF | NCOME

For the nine nonths ended Septenber 30, 2001 and 2000

(doll ars in thousands, except per share data)

Revenues:
Premni uns ear ned
I nvest nent incone, net of
i nvest ment expenses
Real i zed investnent gains (losses)
Q her income
Total revenues
Losses and expenses:
Losses and | oss settlenent expenses
Anortization of deferred policy
acqui sition costs
QG her underwriting expenses
I nterest expense
G her expenses
Total expenses
I ncone before incone taxes
I ncone taxes
Net income
Per common share:
Basi ¢ ear ni ngs

D | uted earnings

Cash di vi dend

See acconpanying notes to consolidated financial

(Unaudi t ed)

2001

$541, 450
63, 856
(7,532)
11, 809

609, 583

387, 936
134, 496
45, 913
4,701
4,182
577,228
32,355

3,804

$ 28,551

statenents.

2000

$513, 872
64, 874
5, 226
12,533

596, 505

374, 409
132,913
44,715
4,946
4,889
561, 872
34, 633
3, 647

$ 30,986

$ 1.08
$ 1.07

$ .41



Bal ance,
Decenber 31, 2000

Net i ncone

G her conpre-
hensi ve i ncone,
net of tax:

Unrealized
i nvest nment
(I osses), net of
recl assification
adj ust nment

Conpr ehensi ve
i ncone

| ssuance of
common st ock

Cash di vi dend
pai d

Bal ance,
Sept enber 30, 2001

HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES
CONSOLI DATED STATEMENT OF SHAREHOLDERS' EQUI TY
(Unaudi t ed)

For the nine nonths ended Septenber 30, 2001

(dol l'ars in thousands)

Accunmul at ed

Common_St ock Addi ti onal Q her
Pai d-in Conpr ehensi ve Ret ai ned Treasury

Shar es Anount Capi t al | ncone Ear ni ngs St ock Tot al
30, 001, 852 $30, 002 $131, 537 $56, 010 $364, 597 $(15,565) $566, 581
28,551 28, 551
(4, 596) 4, 596)
23, 955
402, 152 402 7,756 8, 158
(12, 587) (12, 587)
30,404,004 $30,404 $139, 293 $51, 414 $380, 561 $(15,565) $586, 107

See acconpanyi ng notes to consolidated financial statenents.



HARLEYSVI LLE GROUP | NC. AND SUBSI DI AR ES
CONSOLI DATED STATEMENTS OF CASH FLOWS
(Unaudi t ed)
For the nine nonths ended Septenber 30, 2001 and 2000
(i n thousands)

2001 2000
Cash flows fromoperating activities:
Net i ncome $ 28,551 $ 30, 986
Adj ustnents to reconcil e net incone
to net cash provided by operating
activities:
Change in receivabl es, unearned
prem uns, prepaid reinsurance
and due to affiliate (14, 907) (23, 140)
I ncrease (decrease) in unpaid | osses
and | oss settlenment expenses 2,904 (2,798)
Def erred i ncone taxes (5,590) (2, 259)
Increase in deferred policy
acqui sition costs (4, 302) (2,417)
Anmortization and depreciation 2,121 2,567
(Gin) loss on sale of investnents 7,532 (5, 226)
Q her, net (14, 492) 3,262
Net cash provided by operating
activities 1, 817 975
Cash flows frominvesting activities:
Fi xed maturity investnents:
Pur chases (198, 924) (87, 540)
Sales or maturities 210, 260 81, 164
Equity securities:
Pur chases (7,477) (22, 686)
Sal es 6, 970 16, 152
Net (purchases) sales of short-term
i nvest nent s (20, 393) 37, 852
Pur chase of property and equi pnent (2,474) (2,533)
Net cash provided (used) by
investing activities (12, 038) 22, 409
Cash flows fromfinancing activities:
| ssuance of common stock 7,083 4,316
Payment of debt obligations (395) (360)
D vi dends paid (12, 587) (11, 804)
Pur chase of treasury stock (4,711)
Net cash used by
financing activities (5, 899) (12, 559)
I ncrease (decrease) in cash (16, 120) 10, 825
Cash at begi nning of period 28, 395 20, 273
Cash at end of period $ 12,275 $ 31,098

See acconpanying notes to consolidated financial

statenents.



HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES
(Unaudi t ed)

Not es to Consol i dated Fi nanci al Statenents

1 - Basis of Presentation

The financial information for the interim periods included
herein is wunaudited; however, such information reflects all
adj ustnents, consisting of normal recurring adjustnents, which are,
in the opinion of nmanagerment, necessary to a fair presentation of the
financial position, results of operations, and cash flows for the
interim periods. The results of operations for interim periods are
not necessarily indicative of results to be expected for the full
year.

These financial statements should be read in conjunction with
the financial statenments and notes for the year ended Decenber 31,
2000 included in the Conpany's 2000 Annual Report filed with the
Securities and Exchange Comm ssion on Form 10- K

2 - Earnings Per Share

The conputation of basic and diluted earnings per share is as
fol | ows:

For the three nonths For the ni ne nonths
ended Sept enber 30, ended Sept enber 30,
2001 2000 2001 2000

(1n thousands, except per share data)
Nunerat or for basic
and di | uted earnings

per share:
Net incone $ 7,855 $13, 040 $28, 551 $30, 986

Denom nator for basic
ear ni ngs per share
-- wei ghted average
shar es out st andi ng 29, 359 28, 787 29, 235 28, 817

Ef fect of stock
i ncentive pl ans 610 252 596 211

Denom nat or for
di | uted earnings
per share 29, 969 29, 039 29, 831 29, 028

Basi ¢ earni ngs

per share $ .27 $ .45 $ .98 $ 1.08

Di | uted earnings

per share $ .26 $ .45 $ .96 $ 1.07




HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES
(Unaudi t ed)

Notes to Consolidated Financial Statements
(Cont i nued)

The following options to purchase shares of commbn stock were
not included in the conputation of diluted earnings per share because
the exercise price of the options was greater than the average market
price:

For the three nonths For the nine nonths
ended Sept enber 30, ended Sept enber 30,
2001 2000 2001 2000
(1 n thousands)
Nunber of options - 582 444 1,252

3 - Rei nsurance

Premuns earned are net of anmounts ceded of $15, 095,000 and
$46, 098,000 for the three and nine nonths ended Septenber 30, 2001,
respectively, and $18, 825,000 and $59, 659, 000 for the three and nine
nonths ended Septenber 30, 2000, respectively. Losses and | oss
settl enent expenses are net of anounts ceded of $17,070,000 and
$53, 034,000 for the three and nine nonths ended Septenber 30, 2001,
respectively, and $16, 278,000 and $43, 046,000 for the three and nine
nont hs ended Septenber 30, 2000, respectively. Such anmounts do not
include the reinsurance transactions with Mitual under the pooling
arrangenent, but do include the reinsurance described in the
fol | owi ng paragraph.

Harl eysvill e Goup has a reinsurance agreenment with Harleysville

Mut ual | nsurance  Conpany (Mitual) whereby  Mut ual rei nsures
accunmul ated catastrophe losses in a quarter up to $14,400,000 in
excess of $3,600,000 in return for a reinsurance premum The

agreement excludes catastrophe |osses resulting from earthquakes or
hurricanes, and supplenents the existing external catastrophe
reinsurance program Harleysville Goup ceded to Mitual premuns
earned of $1, 898,000 and $1, 751, 000 and | osses incurred of $3, 447,000
and $2,570,000 for the three nonths ended Septenber 30, 2001 and
2000, respectively. Harleysville Goup ceded to Mitual premuns
earned of $5, 379,000 and $5, 125, 000 and | osses incurred of $8, 439, 000
and $4, 281,000 for the nine nonths ended Septenber 30, 2001 and 2000,
respectively.

Harl eysvill e Goup cedes business to and assunes business from
Miut ual under a reinsurance pooling agreenment. Because this agreenent
does not relieve Harleysville Goup of primary liability as the
originating insurer, there is a concentration of credit risk arising
from busi ness ceded to Mut ual . However , t he



10

HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES
(Unaudi t ed)

Notes to Consolidated Financial Statements
(Cont i nued)

rei nsurance pooling agreenent provides for the right of offset and
the net pooling balance with Miuitual is a liability at Septenber 30,
2001 and Decenber 31, 2000. Mutual has an A° M Best rating of "A"

(Excellent) and, in accordance wth certain state regulatory
requirenents, naintained $328.7 nillion (fair value) of investnents
in a trust account to secure liabilities under the reinsurance

pool i ng agreenent at Septenber 30, 2001.

4 - Cash Fl ows

Net cash tax payments of $7,183,000 and $2, 466,000 were nade in
the first nine nonths of 2001 and 2000, respectively. Cash interest
paynents of $3,361,000 and $3,566,000 were nmade in the first nine
nont hs of 2001 and 2000, respectively.

5 - Restructuring Charges

On July 29, 1999, Harleysville Goup announced a plan to
consolidate its claims operations from23 general clains offices into
a centralized direct reporting center and four specialized regional
clains centers. As a result of this consolidation, the Conpany
recorded a restructuring charge in 1999 for enployee termination
benefits to be paid and occupancy char ges.

Enpl oyee termnation benefits include severance paynents and
related benefits and outplacenent services for 173 enpl oyees.
Severance paynents totaling $1,793,000 have been nade to 172
enpl oyees, and the remaining accrual for enployee termnation

benefits is $10,000 at Septenber 30, 2001. I ncl uded in occupancy
charges are future lease obligations, less anticipated sublease
benefits, for |eased premses which will no longer be used by the

clains operation. Through Septenber 30, 2001, operations in the 23
general clainms offices have been closed. Paynents totaling $513, 000
have been made, and the remaining accrual for occupancy charges is
$106, 000 at Septenber 30, 2001.

On February 7, 2000, Harleysville Goup announced a plan to
consol i date sel ected support services and office functions throughout
its field operations. As a result of this consolidation, the Conpany
recorded a restructuring charge in 2000 for enployee termnation
benefits to be paid, occupancy charges and a wite-down of equi pnent
to fair value. This charge was included in other underwiting
expenses.
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HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES
(Unaudi t ed)

Notes to Consolidated Financial Statenents
(Cont i nued)

Enpl oyee termnation benefits include severance paynents and
related benefits and outplacement services for 109 field enpl oyees.
Severance paynents totaling $883,000 have been made to the 109
enpl oyees. Included in occupancy charges is a future |ease
obligation, less anticipated sublease benefits, for |eased prem ses
which will no longer be used. Paynents totaling $100, 000 have been
nmade agai nst the accrual for occupancy charges. Also, as a direct
result of the consolidation, a |loss of $52,000 was realized in 2000
on the disposal of equipnent.

Bot h consolidati ons were conpl eted i n 2000.

Activity in the Restructuring Accruals
(i n thousands)
dains Field
Restructuring Restructuring
Enpl oyee Enpl oyee
Term nati on Term nati on
Benefits Qccupancy Tot al Benefits Qccupancy Tot al

Restructuring charge $ 2,017 $ 594 $ 2,611
Change in prior

accrual due to

vol untary

term nations

and addi ti onal

subl ease benefits (42) (57) (99)
Bal ance at

Decenber 31, 1999 $ 1,975 $ 537 $ 2,512
Restructuring

char ge $ 899 $188 $1, 087
Cash paynents (1,793) (371) (2, 164) (883) (50) (933)
Change in prior

accrual due to

vol untary

term nations

greater than

antici pated and

reduced subl ease

benefits (172) 50 (122) (16) o (16)
Bal ance at

Decenber 31, 2000 10 216 226 138 138
Cash paynents (142) (142) (50) (50)
Change in prior

accrual due to

reduced subl ease

benefits 32 32

Bal ance at
Sept. 30, 2001 $ 10 $ 106 $ 116

[
:
:
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HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES

(Unaudi t ed)
Notes to Consolidated Financial Statements
(Cont i nued)
6 - Segnent Infornmation
The performance of the personal lines and commercial lines is

evaluated based wupon wunderwiting results as deternmined under
statutory accounting practices (SAP).

Fi nanci al data by segnent is as foll ows:

For the three nonths For the ni ne nonths
ended Sept enber 30, ended Sept enber 30,
2001 2000 2001 2000
(i n thousands)
Revenues:
Prem uns ear ned:
Commercial |ines $126, 031 $109, 256 $362, 412 $325, 332
Personal |ines 58, 773 62, 682 179, 038 188, 540
Total prem uns earned 184, 804 171, 938 541, 450 513, 872
Net investnent incone 21, 388 21, 590 63, 856 64, 874
Real i zed i nvest nent gai ns
(1 osses) (4, 154) 2,587 (7,532) 5,226
Q her 3,783 4,037 11, 809 12,533
Tot al revenues $205, 821 $200, 152 $609, 583 $596, 505

I ncone before incone taxes:
Underwriting |oss:

Commercial |ines $ (4,984) $ (5,948) $ (7,462) $(23, 493)
Personal |ines (5, 925) (4, 367) (24, 278) (18, 930)
SAP underwriting | oss (10, 909) (10, 315) (31, 740) (42, 423)
GAAP adj ust ment s 1,038 1, 207 4,845 4, 258
GAAP underwriting | oss (9, 871) (9, 108) (26, 895) (38, 165)
Net investnent incone 21, 388 21, 590 63, 856 64, 874
Real i zed i nvest nent gai ns
(I osses) (4, 154) 2,587 (7,532) 5, 226
C her 1, 062 667 2,926 2,698

I ncone before incone taxes $ 8,425 $ 15,736 $ 32, 355 $ 34,633
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HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES

(Unaudi t ed)

Notes to Consolidated Financial Statements
(Cont i nued)

7 - Conprehensive | ncone

Conpr ehensi ve i ncone consisted of the following (all anounts are
net of taxes):

For the three nonths For the ni ne nonths

ended Sept enber 30, ended Sept enber 30,
2001 2000 2001 2000
(1 n thousands)
Net incone $ 7,855 $13, 040 $28, 551 $30, 986
C her conprehensi ve
i ncone:
Unreal i zed i nvest nent
hol di ng gai ns
(1 osses) arising
during period (3,169) 6, 706 (9, 581) 15, 986
Less:
Recl assi fication
adj ustnent for
(gai ns) | osses
i ncl uded i n net
i ncone 2,769 (1,677) 4, 985 (3,392)
Net unrealized
i nvest ment gains
(I osses) (400) 5, 029 (4, 596) 12,594
Conpr ehensi ve i ncone $ 7,455 $18, 069 $23, 955 $43, 580

8 - New Accounting Standards

Harleysville Goup transferred investnents with an anortized
cost of $81.0 million and unrealized gains of $1.5 mllion fromthe
held to maturity classification to the available for sale
classification on January 1, 2001, under the provisions of SFAS No
133, "Accounting for Derivative Instrunents and Hedging Activities,"
and SFAS No. 138, "Accounting for Certain Derivative Instrunents and
Certain Hedging Activities, an anendnent of SFAS No. 133."
Harleysville Goup has no derivative instrunents or hedging
activities.
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HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES
(Unaudi t ed)

Notes to Consolidated Financial Statements
(Cont i nued)

9 - New Statutory Accounting Principles

The NAIC has adopted the Codification of Statutory Accounting
Principles with an effective date of January 1, 2001. The
codification principles are intended to provide a basis of accounting
recogni zed and adhered to in the absence of, conflict wth, or
silence of, state statutes and regul ations. The inpact of the
codified principles on the statutory capital and surplus of the
Conpany's insurance subsidiaries ranges from (2% to 9% of statutory
capital and surplus and, on a consolidated basis, increases statutory
capital and surplus by approximately 7%
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HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES
Managenent's Di scussion and Anal ysis of Results
of Qperations and Financial Condition
Results of Qperations

Premuns earned increased $12.9 mllion and $27.6 mllion
during the three and nine nonths ended Septenber 30, 2001

respectively. The increases are primarily due to increases in
premunms earned for commercial lines of $16.8 mllion and $37.1
mllion offset by decreases of $3.9 mllion and $9.5 mllion in
personal lines premuns earned for the three and nine nonths ended
Sept enber 30, 2001, respectively. The increases in premuns
earned for commercial lines primarily is due to higher rates
partially offset by fewer policy counts. The decreases in
premunms earned for personal lines prinarily is due to fewer

policy counts partially offset by higher rates.

I nvest ment i ncone decreased $0.2 mllion and $1.0 mllion for
the three and nine nonths ended Septenber 30, 2001 as a decrease
in invested assets was offset by a higher yield on the investnent
portfolio. The higher yield primarily is due to having a greater

proportion of taxable fixed maturity investnents. During the
third quarter of 2001, $16.6 mllion of cash was added to the
i nvestrment portfolio. Because reinvestnent interest rates are

lower, the trend of |ower investnent incone, particularly on an
after tax basis, is expected to continue in the fourth quarter of
2001.

Real i zed i nvestnent gains (losses) decreased $6.7 nillion and
$12.8 mllion for the three and nine nonths ended Septenber 30
2001, respectively, prinmarily resulting from lesser sales of
equity securities and from increases of $1.8 mllion and $8.8
mllion, respectively, in losses recognized on equity investnents
that were trading below cost on an other-than-tenporary basis.
Such increased | osses for the nine nonths ended Septenber 30, 2001
were partially offset by greater gains on the sale of fixed
maturity securities.

I ncone before incone taxes decreased $7.3 mllion and $2.3
mllion for the three and nine nonths ended Septenber 30, 2001
respectively. The decreases were prinarily due to the |ower
i nvestrrent incone and |ower realized gains (losses) for the three
and nine nonths ended Septenber 30, 2001. For the nine nonths
ended Septenber 30, 2001, these decreases were partially offset by
a lower underwiting |oss. Harleysville QGoup's statutory
conbined ratio was 104.6% for both the three nonths ended
Sept enber 30, 2001 and 2000 and decreased to 104.1% for the nine
nont hs ended Septenber 30, 2001 from 107.3% for the nine nonths
ended Septenber 30, 2000. The ni ne nonths ended Septenber 30, 2000



16

HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES

Managenent's Di scussion and Anal ysis of Results
of Operations and Fi nancial Condition
(Cont i nued)

include a pre-tax charge of $1.1 mllion ($.03 per basic share
after taxes) related to the consolidation of selected non-clains
support services and office functions throughout the field
operations. This restructuring charge adversely affected the
statutory conbined ratio by 0.2 points for the nine nonths ended
Sept enber 30, 2000. |ncone before incone taxes for the nine nonths
ended Septenber 30, 2000 also was reduced by $1.9 mllion ($0.04
per basic share after taxes) to reflect the effect of a settlenent
of litigation between the North Carolina Rate Bureau and the
Conmmi ssi oner of |nsurance over personal autonobile insurance rate
| evel s dating back to 1994. The settlenent, which mandates a
refund of prem um be nade to policyhol ders, adversely affected the
conbined ratio by 0.5 points. Excluding the inpacts of the field
restructuring and North Carolina Rate Bureau settlenent, the
statutory conbined ratio decreased 2.5 points for the nine nonths
ended Septenber 30, 2001. Such decrease is prinmarily due to better
results in commercial lines partially offset by worse results in
personal lines. The inprovenent in comercial lines primarily is
due to benefits from higher pricing, re-underwiting and agency
managerment efforts partially offset by $3.6 mnmllion of net
estimated loses resulting from the Septenber 11 terrorist acts.
While the trend of inmproving commercial lines results is expected
to continue in 2002, commercial lines may not inprove in the
fourth quarter of 2001 as conpared to the fourth quarter of 2000
as workers conpensation |osses have been trending higher than
those reported in the fourth quarter of 2000. The decline in
personal lines profitability primarily is due to higher |oss
trends in the personal autonobile |ines.

In Cctober 2001, Reliance Insurance Conpany was ordered
liquidated and it is expected that various state guaranty funds
will levy assessments in the fourth quarter of 2001. It is
currently estimated that such assessnents will result in a charge
to Harleysville Goup ranging from$1l nmillion to $4 nmillion before
taxes in the fourth quarter of 2001.

The terrorist acts of Septenber 11, 2001 have given rise to
concerns about the availability and pricing of reinsurance for the
property and casualty industry. Harl eysville Goup's catastrophe
reinsurance treaty provi des coverage through June 30, 2002 and our
casualty reinsurance treaties expire Decenber 31, 2001. As future
reinsurance prices and terns nmay be less favorable, Harleysville
Goup is working closely with its reinsurers and nonitoring the
progress of proposals for federal governnent solutions to the
rei nsurance coverage availability and pricing issues.
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Managenent's Di scussion and Anal ysis of Results
of Operations and Fi nancial Condition
(Cont i nued)

The inconme tax provision for the three and nine nonths ended
Sept enber 30, 2001 includes the tax benefit of $2.4 mllion and
$7.6 mllion associated wth tax-exenpt i nvest nent i nhcone,
conpared to $2.9 nmillion and $8.6 mllion in the sane prior year
peri ods.

New Accounting Standards

In July 2001, the FASB issued SFAS No. 141, "Business
Conbi nations," and SFAS No. 142, "Goodwill and Qher Intangible
Assets." SFAS No. 141 requires the purchase method of accounting
to be used for all future business conbinations and contains

provisions for the accounting for goodwi ||l and intangi ble assets.
SFAS No. 142 is effective January 1, 2002 and will require that
goodwi || and intangible assets with indefinite useful lives no

| onger be anortized, but instead be evaluated for inpairnent.

At  Septenber 30, 2001, Harleysville Goup has unanortized

goodwi Il in the anount of $23.6 mllion which will be subject to
transition provisions of SFAS No. 141 and 142. Anorti zation
expense related to goodwill was $0.6 mllion for both the nine

nonth periods ended Septenber 30, 2001 and 2000. Harl eysvill e
G oup has not yet determned an estinmate of the inpact of adopting
SFAS No. 141 and 142 on its financial statements at the date of
this report.

Liquidity and Capital Resources

Net cash provided by operating activities increased $0.8
mllion for the nine nonths ended Septenber 30, 2001. The
increase primarily resulted from a decrease in cash used by
underwiting activities partially offset by a decrease of $26.5
mllion in cash held as collateral for security |I|ending
transacti ons.

Net cash used by investing activities was $12.0 mllion for
the nine nonths ended Septenber 30, 2001 and net cash of $22.4
mllion was provided by investing activities for the nine nonths
ended Septenber 30, 2000. The change is primarily due to the
increase in cash provided by operating activities and decreased
cash used in financing activities.

Net cash used by financing activities decreased $6.7 mllion
for the nine nonths ended Septenber 30, 2001 prinarily due to the
purchase of treasury stock in 2000 and an increase in the issuance
of common stock in 2001.



18

HARLEYSVI LLE GROUP | NC. AND SUBSI DI ARI ES

Managenent's Di scussion and Anal ysis of Results
of Operations and Fi nancial Condition
(Cont i nued)

Harleysville Goup Inc. maintained $5.9 mllion of cash and
nmar ket abl e securities at Septenber 30, 2001 which is available for
general corporate business purposes including dividends, debt
service, capital contributions to subsidiaries, acquisitions and
the repurchase of stock. The Conpany had no material conmtnents
for capital expenditures as of Septenber 30, 2001.

Certain of the statements contained herein (other than
statements of historical facts) are forward |ooking statenents.
Such forward |ooking statenments are nade pursuant to the safe
harbor provisions of the Private Securities Litigation Reform Act
of 1995 and include estinmates and assunptions related to economc,
conpetitive and |egislative devel opnents. These forward | ooking
statements are subject to change and uncertainty which are, in
many instances, beyond the Conmpany’s control and have been nade
based upon nanagenent’'s expectations and beliefs concerning future
devel opnents and their potential effect on Harleysville G oup.
There can be no assurance that future developrments wll be iIn
accordance with nanagement’s expectations so that the effect of
future developnments on Harleysville Goup wll be those
anticipated by nmanagenent. Actual financial results including
premum growh and underwiting results could differ materially
from those anticipated by Harleysville Goup depending on the
outcorme of certain factors, which may include changes in property
and casualty loss trends and reserves; natural catastrophe | osses;
conpetition in insurance product pricing; government regulation
and changes therein which nay inpede the ability to charge
adequate rates; performance of the financial markets; fluctuations
in interest rates; availability and price of reinsurance; and the
status of |abor markets in which the Conpany operates.
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Quantitative and Qualitative D sclosure
About Market R sk

Harleysville QGoup’'s nmarket risk generally represents the
risk of gain or loss that may result fromthe potential change in
the fair value of Harleysville Goup’s investnent portfolio as a
result of fluctuations in prices and interest rates. Harleysville
Goup attenpts to nanage its interest rate risk by maintaining an
appropriate relationship between the average duration of the
investment portfolio and the approximate duration of its
liabilities.

Harleysville Goup has naintained approxinmately the sane
duration of its investnment portfolio to its liabilities from
Decenber 31, 2000 to Septenber 30, 2001. |In addition, the Conpany
has not significantly changed its investnent mix during this
peri od.
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PART 1. OTHER | NFORVATI ON
I TEM 1. Legal Proceedi ngs - None
| TEM 2. Changes in Securities - None
| TEM 3. Defaults Upon Senior Securities - None
| TEM 4. Subm ssion of Matters to a Vote of Security Holders - None
ITEM5. Qher Information - None

ITEM6. a. Exhibits - None
b. Reports on Form 8-K - None

S| GNATURE

Pursuant to the requirements of the Securities Exchange
Act of 1934, the registrant has duly caused this report to be
signed on its behal f by the undersigned thereunto duly authorized.

HARLEYSVI LLE GRCQUP | NC.

Date: Novenber 13, 2001 / s/ BRUCE J. MAGEE
Bruce J. Magee
Seni or Vice President and
Chi ef Financial Oficer
(principal financial officer and
princi pal accounting officer)




