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Independent Auditor’s Report

To the Board of Directors
Montana State Fund
Helena, Montana

Report on the Financial Statements

We have audited the accompanying statutory financial statements of Montana State Fund (MSF), a
component unit of the State of Montana, which comprise the statutory statement of admitted assets,
liabilities, and policyholders’ equity as of December 31, 2016, and the related statutory statement of
income, changes in policyholders’ equity, and cash flows for the year ended December 31, 2016, and the
related notes to the statutory financial statements.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in
accordance with the accounting practices prescribed or permitted by the Insurance Department of the
Montana State Auditor’s Office. Management is also responsible for the design, implementation, and
maintenance of internal control relevant to the preparation and fair presentation of financial statements
that are free from material misstatement, whether due to fraud or error.

Auditor’s Responsibility

Our responsibility is to express an opinion on these statutory financial statements based on our audit. We
conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the statutory financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in
the statutory financial statements. The procedures selected depend on the auditor’s judgment, including
the assessment of the risks of material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers internal control relevant to the entity’s
preparation and fair presentation of the financial statements in order to design audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of
the entity’s internal control. Accordingly, we express no such opinion. An audit also includes evaluating
the appropriateness of accounting policies used and the reasonableness of significant accounting estimates
made by management, as well as evaluating the overall presentation of the statutory financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for
our audit opinions.

Basis for Adverse Opinion on U.S. Generally Accepted Accounting Principles

As described in Note 1 to the financial statements, the financial statements are prepared using accounting
practices prescribed or permitted by the Insurance Department of the Montana State Auditor’s Office,
which is a basis of accounting other than accounting principles generally accepted in the United States of
America. The effects on the financial statements of the variances between the statutory basis of
accounting described in Note 1 and accounting principles generally accepted in the United States of
America, although not reasonably determinable, are presumed to be material.
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Adverse Opinion on U.S. Generally Accepted Accounting Principles

In our opinion, because of the significance of the matter described in the Basis for Adverse Opinion on
U.S. Generally Accepted Accounting Principles paragraph, the financial statements referred to above do
not present fairly, in accordance with accounting principles generally accepted in the United States of
America, the financial position of Montana State Fund as of December 31, 2016, or the results of its
income or its cash flows for the year ended December 31, 2016.

Opinion on Regulatory Basis of Accounting

In our opinion, the financial statements referred to above present fairly, in all material respects, the
admitted assets, liabilities, and policyholders’ equity of Montana State Fund as of December 31, 2016,
and the results of its operations, changes in policyholders’ equity and its cash flows for the year ended
December 31, 2016, on the basis of accounting described in Note 1.

@Muf’

Fargo, North Dakota
March 6, 2017



Montana State Fund
Statutory Statement of Admitted Assets, Liabilities, and Policyholders’ Equity
December 31, 2016

Admitted Assets

Cash and Invested Assets

Bonds $ 1,151,130,004
Equity securities 165,474,113
Real estate
Properties occupied by the Company 25,585,789
Cash and short-term investments 35,091,741
Other invested assets 91,394,518
Securities lending reinvested collateral assets 45,360,715
Total cash and invested assets 1,514,036,880
Other Admitted Assets
Investment income due and accrued 9,429,791
Receivables, net
Uncollected premiums 8,543,898
Deferred premiums and installments booked but deferred and not yet due 68,133,955
Accrued retrospective premiums 119,752
Funds held by or deposited with reinsured companies 278,310
Reinsurance funds withheld net of reinsurance losses
recoverable of $13,125,837 62,613,491
Equipment, net 885,367
Healthcare and other amounts receivable 797
Total other admitted assets 150,005,361
Total admitted assets $ 1,664,042,241

Liabilities and Policyholders' Equity

Liabilities
Liability for unpaid losses $ 805,392,247
Liability for unpaid loss adjustment expenses 116,139,385
Commissions payable 3,071,226
Other expenses payable 18,181,305
Unearned premium 68,179,913
Dividend declared and unpaid 915,070
Ceded reinsurance premium payable 75,554
Funds held by Company under reinsurance treaties 75,739,328
Amounts withheld or retained by company for account of others 3,674,613
Payable to affiliates 78,948
Securities lending liability 45,360,715
Retrospective premiums payable 767,479
Total liabilities 1,137,575,783
Policyholders' Equity
Policyholders' equity 526,466,458
Total liabilities and policyholders' equity $ 1,664,042,241

See Notes to Statutory Financial Statements 3



Montana State Fund
Statutory Statement of Income and Changes in Policyholders’ Equity
Year Ended December 31, 2016

Net Premium Earned

Operating Expenses
Losses incurred
Loss expenses incurred
Underwriting expenses incurred
Contingent commission income

Net underwriting loss
Net investment income earned
Net realized capital gains
Receivable balances charged off, net of
recoveries of $1,168,956
Other expenses
Net Income Before Dividends

Policyholder Dividends

Net Income After Dividends
Changes in Policyholders' Equity
Balance, Beginning of Year

Net income

Net unrealized gain on investments

Change in non-admitted assets

Balance, End of Year

See Notes to Statutory Financial Statements

$

169,677,070

126,265,371
20,863,871
34,155,441

(10,255,193)

(1,352,420)

40,475,841
10,538,407

(337,078)
(3,508,348)

45,816,402

(35,000,685)

10,815,717

505,157,612
10,815,717
10,294,827

198,302

$

526,466,458




Montana State Fund
Statutory Statement of Cash Flows
Year Ended December 31, 2016

Cash from Operations
Premiums collected, net of reinsurance
Net investment income
Miscellaneous expense

Benefit and loss related payments
Loss adjustments and underwriting expenses paid
Dividends paid to policyholders

Net Cash used for Operations

Cash from Investments
Proceeds from investments sold, matured, or repaid
Bonds
Equity securities
Gain or loss on cash, cash equivalents and short-term investments
Total investment proceeds

Cost of investments acquired
Bonds
Equity securities
Securities lending collateral

Total investments acquired
Net Cash used for Investments
Cash from Financing and Other Sources
Cash provided or (applied)

Other sources

Net Cash from (used for) Financing and
Other Sources

Net Increase (Decrease) in Cash and Short-Term
Investments

Cash and Short-Term Investments -
Beginning of Year

Cash and Short-Term Investments -
End of Year

See Notes to Statutory Financial Statements

$ 168,874,700
41,607,932
(3,845,426)

206,637,206

(101,630,077)
(43,365,840)
(67,367,126)

(212,363,043

(5,725,837)

252,132,570
15,000,000
9,228

267,141,798

(290,793,494)
(4,409)
(17,061,442)

(307,859,345)

(40,717,547)

2,755,947

2,755,947

(43,687,437)

78,779,178

$ 35,091,741




Montana State Fund
Notes to Statutory Financial Statements
December 31, 2016

Note 1 - Nature of Operations and Significant Accounting Policies
Nature of Operations

The Montana State Fund (MSF) is a nonprofit, independent public corporation established under Title 39, Chapter
71 of the Montana Code Annotated (MCA). MSF provides Montana employers with an option for workers’
compensation and occupational disease insurance and guarantees available coverage for all employers in
Montana. MSF is governed by a seven member Board of Directors appointed by the Governor. The Board has full
power, authority, and jurisdiction in the administration of MSF as fully and completely as the governing body of a
private mutual insurance carrier. MSF is allocated to the State of Montana, Department of Administration for
administrative purposes only, and is reported as a component unit in the State’s Comprehensive Annual Financial
Reports. MSF is exempt from federal or state income and premium taxes.

MSF functions as an autonomous insurance entity supported solely from its own revenues. All assets, debts, and
obligations of MSF are separate and distinct from assets, debts, and obligations of the State of Montana. State law
requires MSF to set premiums at least annually at a level sufficient to ensure adequate funding of the insurance
program during the period the rates will be in effect. MSF governs, operates, and completes its financial reporting
as an insurance company domiciled in the State of Montana. However, prior to 2016 MSF was not required to file
its annual statement and audited financial report with the Insurance Department (MDOI) of the Montana State
Auditor’s Office (SAO).

The 2015 legislature passed SB 123, which significantly changed the regulatory oversight of MSF beginning
January 1, 2016. MSF was issued a Certificate of Authority, became an authorized insurer regulated by the MDOI
and became subject to the provisions of Title 33, Montana Insurance Code. MSF financial reporting converted
from a fiscal year ending June 30 to a calendar year of January 1 to December 31. The first calendar year period
began on January 1, 2016 and quarterly and annual regulatory filings are now submitted to the insurance
department as required under the law change. The accompanying statutory financial statements are as of, and for
the year ended December 31, 2016, and therefore do not include a comparable prior period.

During the 1990 Montana Special Legislative Session, legislation passed establishing separate liabilities, funding
and accounts for claims of injuries resulting from accidents occurring before July 1, 1990, referred to as the Old
Fund, and claims occurring on or after July 1, 1990, referred to as MSF. This report reflects only the operations of
MSF. MSF administers and manages the remaining claims of the Old Fund. The State of Montana pays MSF an
administrative fee and provides the funding for the Old Fund benefit payments.

Basis of Presentation

The accompanying financial statements of MSF have been prepared in conformity with accounting practices
prescribed and permitted by the MDOI (Statutory Accounting Principles or SAP), which is a comprehensive basis
of accounting other than accounting principles generally accepted in the United States of America (GAAP).
Certain amounts in the notes to the financial statements have been rounded to the nearest thousand or million and
such amounts are annotated with a “K” or “M”, respectively.

The MDOI recognizes only statutory accounting practices prescribed or permitted by the State of Montana for
determining and reporting the financial condition and results of operations of an insurance company. The National
Association of Insurance Commissioners’ (NAIC) Accounting Practices and Procedures manual (NAIC SAP) has
been adopted as a component of prescribed or permitted practices by the State of Montana.



Montana State Fund
Notes to Statutory Financial Statements
December 31, 2016

Differences of NAIC SAP from Generally Accepted Accounting Principles

Statutory accounting practices vary in some respects from U.S. generally accepted accounting principles (GAAP).
Such significant differences include the following:

a. Investments in bonds with an NAIC rating of 1 or 2 are carried at NAIC determined value or amortized
cost, whereas bonds with an NAIC rating of 3 through 6 are assigned specific year-end values by the
NAIC and are written down to Securities Valuation Office (SVO) assigned values (if less than amortized
cost) by charging statutory equity. Under GAAP, bonds are classified into three categories: held to
maturity, available for sale, or trading. Bonds held to maturity are state at amortized cost; bonds available
for sale are stated at fair value and the resulting unrealized gains or losses, net of applicable income taxes,
are charged or credited to equity; and bonds held for trading are reported at fair value and the resulting
unrealized gains or losses are reported in earnings. The fair value of investments on a statutory basis is
determined by the SVO, whereas for GAAP, the fair value of investments is determined based on the
expected exit price.

For loan-backed and structured securities, if the Company determines that they intend to sell a security or
no longer have the ability and intent to retain the investment for a period of time sufficient to recover the
amortized cost, that security shall be written down to fair value. For statutory purposes, if the Company
subsequently changes their assertion, and now believe they do not intend to sell the security and have the
ability and intent to retain the investment for a period of time sufficient to recover the amortized cost, that
security will continue to be carried at the lower of cost or market with any future decreases in fair value
charged through operations until the security is disposed. For GAAP purposes, once the Company alters
their assertion, that security’s amortized cost basis will not be decreased for future reductions in fair value
unless an other-than-temporary impairment is determined to have occurred.

Also, for GAAP purposes, other-than-temporary impairment losses related to debt securities are
bifurcated between credit and non-credit with only the credit component charged to earnings, whereas for
statutory purposes the total other-than-temporary impairment loss is reported in earnings.

b. Assets having economic value other than those that can be used to fulfill policyholder obligations are
categorized as “nonadmitted assets” and are not permitted to be included in the statutory financial
statements of admitted assets, liabilities and capital and policyholders’ equity, whereas for GAAP, these
assets are recognized in the balance sheet, subject to any valuation allowances. Assets reported under
NAIC SAP as “non-admitted” are excluded through a charge against unassigned policyholders’ equity.
Included with non-admitted assets are furniture, certain equipment and software, prepaid expenses and
certain receivables that do not meet statutory criteria for admitted assets.

c. Receivables over 90 days outstanding are not admitted to the statutory financial statements and charged
against statutory policyholders’ equity, whereas, for GAAP, the Company assesses the collectability of
premiums receivable and any charge for uncertain collection is made to the income statement.

d. The statutory statement of admitted assets, liabilities, and policyholders’ equity is presented net of the
effects of reinsurance, whereas, for GAAP, the balance sheet is presented gross of the effects of
reinsurance.



Montana State Fund
Notes to Statutory Financial Statements
December 31, 2016

e. Cash, cash equivalents, and short-term investments in the statement of cash flows represent cash balances
and investments with initial maturities of one year or less. Under GAAP, the corresponding caption of
cash and cash equivalents include cash balances and investments with initial maturities of three months or
less.

f.  Commissions allowed by reinsurers on business ceded are reported as income when received rather than
being deferred and, to the extent recoverable, amortized over the life of the policy, as required under
GAAP.

g. Governmental pension accounting standards (GASB 68) require recognition of an allocation of the state’s
unfunded retirement plan liability at the agency level. Under SAP, the recording of a portion of the
unfunded liability is not required for a reporting entity who participates in a plan sponsored by another
entity but is not directly liable for the obligations under the plan (SSAP No. 102 paragraph 81); however,
the amounts contributed to the plan by MSF are recorded as expense in the current period.

h. The statutory statement of cash flows differs in certain respects from the presentation required within
GAAP literature, including presentation of changes of cash and short investments instead of cash and cash
equivalents. In addition, GAAP requires a reconciliation of net income to net cash from operating
activities. Short term investments include securities with a maturity of one year or less and are included in
the cash balance, whereas GAAP excludes short term investments from cash. Both statutory and GAAP
include cash equivalents in the cash balance. Cash equivalents are defined as highly liquid investments
with a maturity of three months or less at acquisition.

i. Comprehensive income is not determined for statutory reporting purposes, whereas, for GAAP, such
income is presented.

j- Incremental direct costs that result directly from and are essential to the contract acquisition transaction
and would not have been incurred by the Company had the contract acquisition not occurred, are charged
against statutory earnings as such costs are incurred, while, under GAAP, such costs, to the extent
recoverable, would be deferred and amortized over the effective periods covered by the related policies.

k. A statutory liability is calculated based on the age of the reinsurance recoverable and whether the
reinsurer is authorized by the Company’s state of domicile. This statutorily required provision for
reinsurance is a direct charge to surplus. Under GAAP, no such liability is provided.

1. The statutory financial statements are prepared in conformity with the Annual Financial Reporting Model
Regulation # 205, which requires the audited financial statements to conform to the language and
groupings used to prepare the Annual Statement filing as set out by the NAIC.

The differences between statutory accounting practices and GAAP are material. See Note 17 for a listing of
significant differences.

MSEF’s financial statements are stated on a NAIC SAP basis except where certain differences are set out in the
Montana Code Annotated (MCA). MCA references conformity with the Accounting Practices and Procedures
Manual within section 33-2-701(1) and therefore concludes that no legislation is necessary to adopt its use.

For the year ended December 31, 2016, there was no difference of MSF’s net income and policyholder’s equity
between NAIC SAP and practices prescribed and permitted by the State of Montana.



Montana State Fund
Notes to Statutory Financial Statements
December 31, 2016

Significant Statutory Accounting Policies

Cash and Cash Equivalents

Cash, cash equivalents, and short-term investments are stated at cost. Cash constitutes a medium of exchange that
a bank or other similar financial institution will accept for deposit and allow an immediate credit to the
depositor’s account. Savings accounts, certificates of deposits with maturity dates of one year or less, and cash
equivalents are also classified as cash. Cash equivalents are investments with original maturities of three months
or less; are readily convertible to known amounts of cash; and present insignificant risk of change in value due to
changes in interest rates. The Montana State Treasury and the Montana Board of Investments (BOI) hold MSF’s
cash and cash equivalent balances. At times during the year, MSF’s cash balances are in excess of federally
insured limits. The Company does not consider this a significant credit risk.

Short-Term Investments

Short-term investments are those investments with remaining maturities of one year or less at the time of
acquisition, excluding those investments classified as cash equivalents. Short-term investments include but are not
limited to bonds, commercial paper, money market instruments, repurchase agreements, and collateral and
mortgage loans that meet the above criteria. MSF participates in the Short-Term Investment Pool (STIP),
maintained by the BOIL. STIP balances are highly-liquid investments. The net asset value (NAV) of the STIP
materially approximates cost.

Investments

Equity securities, bonds, investments in partnerships and limited liability companies, and certificates of deposit
with original maturities greater than one year are long-term investment securities. Long-term securities are held
by BOL. State Street Bank is the custodial bank for BOI.

Equity securities held through mutual funds are valued at the net asset value (NAV) of shares held by MSF at year
end. The Montana Constitution allows investing in equity securities, with the restriction that equity securities
cannot exceed 25% of total investment book value. The BOI approved a policy statement to maintain the
allocation to public equities at no more than 12% of total portfolio market value. Investments in equity securities
are carried at NAV as determined by the fund manager, and the related unrealized capital gains (losses) are
reported in policyholders’ equity.

Bonds, excluding residential and commercial mortgage-backed securities, are rated and valued in accordance with
the NAIC Securities Valuation Office (SVO) rating guidelines. Bonds with an SVO rating of 1 and 2 are valued
at amortized cost using the scientific (constant yield) interest method. Bonds with a SVO rating of 3 or higher are
valued at the lower of amortized cost or market.

Investments in residential and commercial mortgage-backed securities not guaranteed by federal or federally-
sponsored agencies utilize a financial model commissioned by the NAIC to determine credits ratings, and
ultimately the NAIC designation/rating. This financial model requires a two-step process. MSF first determines
the initial rating designation based upon each security’s amortized cost in relation to security-specific prescribed
break points. This initial rating designation determines whether the security will be stated at amortized cost or
fair value, based on the same criteria noted in the preceding paragraph. The lower the amortized cost relative to
par, the higher the NAIC designation, and more likely the security will be carried at amortized cost. If the
security is to be carried at fair value, MSF then determines the final rating designation based upon each security’s
fair value in relation to the same security’s specific prescribed break points used in the first step. If the security is
to be carried at amortized cost, the final designation remains the same as what was determined in the first step.
The final designation is used for RBC purposes as well as for NAIC designation disclosure.



Montana State Fund
Notes to Statutory Financial Statements
December 31, 2016

Investments in partnerships and limited liability companies are valued based on the underlying audited U.S.
GAAP equity of the investee in accordance with SSAP No. 48 and/or SSAP No. 97. The related unrealized capital
gains (losses) are reported in policyholders’ equity.

MSF has no derivative investments.

Investments in Real Estate are comprised of property occupied by the Company. These investments are recorded
at depreciable cost net of related debt obligation, which was zero as of December 31, 2016. Depreciation is
calculated on a straight-line basis over the estimated useful life of the property. Land is valued at historical cost.
Investment income consists of interest and dividends, net of related investment expenses. Interest is recognized on
an accrual basis and dividends are recorded as earned at the ex-dividend date. Realized capital gains and losses

are determined using the first-in first-out method at the time of disposition.

Fair Values of Financial Instruments

Statement of Statutory Accounting Principles (SSAP) No. 100, “Fair Value Measurements” defines fair value as
the price that would be received from selling an asset or paid to transfer a liability in an orderly transaction between
market participants at the measurement date. When determining the fair value measurements for assets and
liabilities required to be recorded at fair value, the Company considers the principal or most advantageous market
in which it would transact and considers assumptions that market participants would use when pricing the asset or
liability, such as inherent risk, transfer restrictions, and risk of nonperformance.

The Company classified its investments based upon an established fair value hierarchy that prioritizes the inputs to
valuation techniques used to measure fair value. SSAP No. 100 describes a fair value hierarchy based on three
levels of inputs, of which the first two are considered observable and the last unobservable, that may be used to
measure fair value, which are the following:

e Level 1—Quoted prices in active markets for identical assets or liabilities.

o Level 2—Inputs other than Level 1 that are observable, either directly or indirectly; such as quoted prices
for similar assets or liabilities, quoted prices in markets that are not active; or other inputs that can be
corroborated by observable market data for substantially the full term of the assets or liabilities.

e 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.

The asset or liability’s fair value measurement level within the fair value hierarchy is based on the lowest level of
any input that is significant to the fair value measurement. Valuation techniques used need to maximize the use of
observable inputs and minimize the use of unobservable inputs.

Following is a description of the valuation methodologies used for assets measured at fair value or for those assets
not stated at fair value in the financial statements but whose estimated fair values are disclosed.

Bonds — Issuer Obligations, including Industrial and Miscellaneous — Valued based on market values.
For those securities not actively traded, quoted market prices of comparable instruments or discounted
cash flow analysis are used based upon inputs that are observable in the markets for similar securities.
Inputs include benchmark yields, credit spreads, default rates, prepayments, and non-bonding broker
quotes.

10



Montana State Fund
Notes to Statutory Financial Statements
December 31, 2016

Bonds — Mortgage and Other Asset-Backed Bonds — Valued based on Commercial and Residential
Mortgage Backed Securities modeling file provided by Clearwater Analytics. The prepayment
assumptions used for single class and multi-class mortgage-backed/asset-backed securities were obtained
from broker/dealer survey values. These assumptions are consistent with the current interest rate and
economic environment.

Equity Securities — Unaffiliated and Mutual Funds — Valued based on NAV as a practical expedient for
fair value.

Other Invested Assets — Value is based on the underlying equity of the related entity.

Cash and Cash Equivalents — The carrying amounts approximate fair value.
The preceding methods described may produce a fair value calculation that may not be indicative of net realizable
value or reflective of the future fair values. Furthermore, although the company believes its valuation methods are
appropriate and consistent with other market participants, the use of different methodologies or assumptions to
determine the fair value of certain financial instruments could result in a different fair value measurement at the

reporting date.

Other-Than-Temporary Declines in Fair Value

The Company regularly reviews its investment portfolio for factors that may indicate that a decline in fair value of
an investment is other-than-temporary. Some factors considered in evaluating whether or not a decline in fair
value is other-than-temporary include: the Company’s ability and intent to retain the investment for a period of
time sufficient to allow for a recovery in value; the duration and extent to which fair value has been less than cost;
and the financial condition and prospects of the issuer. When other-than-temporary impairments are recognized,
the security is written down to an estimated fair value and the amount of the write-down is recorded as a realized
loss.

Cash Collateral and Liability for Securities on Loan

Under the provisions of state statutes, the Montana Board of Investments (BOI) has, by a Securities Lending
Authorization Agreement, authorized the custodial bank, State Street Bank, to lend BOI’s securities to broker-
dealers and other entities with a simultaneous agreement to return the collateral for the same securities in the
future. During the period the securities are on loan, BOI receives a fee and the bank must initially receive
collateral equal to 102% of the market value of the securities on loan and must maintain collateral of at least
100% of the market value of the loaned security. BOI retains all rights of ownership during the loan period.

The cash collateral received on each loan was invested, together with the cash collateral of other qualified plan
lenders, in a collective investment pool, the State Street Global Securities Lending Trust. The relationship
between the average maturities of the investment pool and BOI’s loans was affected by the maturities of the loans
made by other plan entities that invested cash collateral in the collective investment pool, which BOI could not
determine. On December 31, 2016, BOI had no credit risk exposure to borrowers.

Premium Receivable

Premium receivable balances with an amount due over 90 days are non-admitted assets. MSF evaluates the
remaining admitted accounts receivable asset for impairment. If it is probable that any amounts are not collectible,
the uncollectible receivable is written off and charged to income in the period the determination is made.

11



Montana State Fund
Notes to Statutory Financial Statements
December 31, 2016

Computer Equipment and Software

Computer equipment is capitalized if the actual or estimated historical cost exceeds $5,000. Software is
capitalized if the actual or estimated historical cost exceeds $100,000. Computer equipment is depreciated on a
straight-line basis over an estimated useful life of three years. Software is amortized on a straight-line basis using
a three-year life for operating software and a five year life, or less, for application software. In accordance with
statutory accounting principles, computer equipment and operating software are admitted assets, although
Montana §33-2-501(11) limits admission of EDP equipment to a maximum of 1% of admitted assets. Application
software is a non-admitted asset.

Furniture, Equipment and Leasehold Improvements

Furniture and equipment are capitalized if the unit cost exceeds $5,000, and are recorded at cost and depreciated
on a straight-line basis using estimated useful lives, which range from five to ten years. There are no leasehold
improvements. Statutory accounting principles require that furniture, equipment and leasehold improvements be
capitalized, depreciated and non-admitted.

Other Assets

Other assets include advances for the Other States Coverage reinsurance contracts.

Risks and Uncertainties

Risks and uncertainties existing as of the date of the financial statements are as follows:

Credit Risk — Credit risk is defined as the risk that an issuer or other counterparty to an investment will not fulfill
its obligation. With the exception of the U.S. Government securities, fixed income instruments have credit risk as
measured by major credit rating services. This risk is that the issuer of a fixed income security may default in
making timely principal and interest payments. MSF investment policy requires fixed income investments, at the
time of purchase, to be rated an investment grade as defined by Moody’s (Baa3 or higher) and/or Standard &
Poor’s (BBB- or higher) rating services. The U.S. Government securities are guaranteed directly or indirectly by
the U.S. Government. Obligations of the U.S. Government or obligations explicitly guaranteed by the U.S.
Government are not considered to have credit risk. The NAIC regards U.S. Treasuries and agencies and all A
ratings as Class 1 (highest quality), BBB ratings as Class 2 (high quality), BB ratings as Class 3 (medium quality),
B ratings as Class 4 (low quality), C ratings as Class 5 (lower quality), and D ratings as Class 6 (in or near
default).

The credit quality of the bond portfolio at December 31, 2016 is presented in the following chart:

NAIC
Admitted Value Percentage
Class 1 - highest quality $ 933,429,067 81.088%
Class 2 - high quality 217,700,937 18.912%
Total bonds $ 1,151,130,004 100.000%

12



Montana State Fund
Notes to Statutory Financial Statements
December 31, 2016

Custodial Credit Risk — Custodial credit risk for investments is the risk that, in the event of the failure of the
counterparty to a transaction, a company will not be able to recover the value of the investment or collateral
securities that are in the possession of an outside party. As of December 31, 2016, all the fixed income securities
were registered in the nominee name of BOI and held in the possession of BOI’s custodial bank, State Street
Bank. All equity index funds and real estate partnership and limited liability companies were purchased and
recorded in BOI’s name.

Concentration of Credit Risk — Concentration of credit risk is the risk of loss attributed to the magnitude of a
company’s investment in a single issuer. The MSF Investment Policy requires credit risk to be limited to 3% of
the total securities portfolio market value in any one name. Investments issued or explicitly guaranteed by the
U.S. Government are excluded from the concentration of credit risk requirement.

Interest Rate Risk — Interest rate risk is the risk that changes in interest rates will adversely affect the fair value of
an investment. The MSF Investment Policy sets an average portfolio duration range within 20% of the duration
for the Barclays Capital Government/Credit Intermediate Term Index. BOI uses the effective duration method to
calculate interest rate risk. The BOI’s analytics software uses an option-adjusted measure of a bond’s (or
portfolio’s) sensitivity to changes in interest rates.

Corporate asset-backed securities are based on cash flows from principal and interest payments on underlying
automobile loan receivables, credit card receivables, and other assets. These securities, while sensitive to
prepayments due to interest rate changes, have less credit risk than securities not backed by pledged assets.

MSF investments are categorized in Note 2 to disclose credit and interest rate risk as of December 31, 2016.

Uncertainty Due to Litigation — In the ordinary course of business, MSF is a defendant in various litigation
matters. Although there can be no assurances, as of December 31, 2016, in the opinion of MSF’s management
based on information currently available, the ultimate resolution of these legal proceedings would not be likely to
have a material adverse effect on its statutory results of revenue and expenses, admitted assets, liabilities and
policyholders’ equity or liquidity. For further discussion, refer to Note 14 (Contingencies and Uncertainties).

Vulnerability Due to Certain Concentrations — MSF conducts its business primarily within the State of Montana
and is susceptible to risk based on the economy of the geographic territory it serves. As of December 31, 2016,
approximately 72% of total premium was written through appointed agency producers, and about 28% was
written directly by MSF. The PayneWest agency, which is one of the largest insurance brokerages in the United
States, represented 39% of MSF’s total premium as of December 31, 2016.

Use of Estimates — The preparation of financial statements in conformity with Statutory Accounting Principles
requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities
and disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts
of revenue and expenses during the period. Actual results could differ from those estimates. Material estimates
susceptible to significant change include loss and loss adjustment expense reserves, the fair value of investments,
investment impairments, and cost allocation processes.

Reinsurance Risk — Reinsurance contracts do not relieve the Company from its obligations to insureds. Failure of
reinsurers to honor their obligations could result in losses to the Company. The Company evaluates the financial
condition of its reinsurers to minimize its exposure to significant losses from reinsurer insolvencies. Management
believes that any liability arising from this contingency would not be material to the Company’s financial
position.
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Risk-Based Capital — Risk-based capital (RBC) is a method developed by the NAIC to measure the minimum
amount of capital appropriate for an insurance company to support its overall business operations in consideration
of its size and risk profile. The formulas for determining the amount of RBC specify various weighting factors
that are applied to financial balances or various levels of activity based on the perceived degree of risk of such
activities. The adequacy of the company’s actual capital is measured by the RBC results as determined by the
formulas. Companies below minimum RBC requirements are subject to specified corrective action. MSF will
begin reporting and being regulated based on its RBC for the year ended December 31, 2016. State law 33-2-
1902(10) requires that MSF have two times the capital level of other insurers as a more conservative measure to
allow earlier regulatory intervention if necessary.

Administrative Cost Allocation

State law (Section 39-71-2352, MCA) requires MSF to separately determine and account for administrative
expenses and benefit payments on claims for injuries resulting from accidents occurring before July 1, 1990 (Old
Fund) from those occurring on or after July 1, 1990 (MSF). The law also limits annual administrative costs of
claims associated with the Old Fund to $1.25M. MSF received $814K from the State of Montana for the
administration of the Old Fund for year ended December 31, 2016.

Losses Incurred and Loss Adjustment Expense Estimates

Loss and loss adjustment expense (LAE) reserves are established to provide for the estimated ultimate settlement
cost of all claims incurred. Loss reserves are based on reported aggregate claim cost estimates combined with
estimates for future development of such claim costs and estimates of incurred but not reported (IBNR) claims.
Because actual claim costs depend on such complex factors as inflation and changes in the law, claim liabilities
are recomputed periodically using a variety of actuarial and statistical techniques to produce current estimates that
reflect recent settlements, claim frequency, and other economic and social factors. There can be no assurance that
the ultimate settlement of losses may not vary materially from the estimate recorded. Since liabilities are based on
estimates, the ultimate liability may be in excess of, or less than, the amounts provided. Adjustments to these
estimates of reserves will be reflected in the Statutory Statement of Income in future years.

A provision for inflation and the calculation of estimated future claim costs is implicit in the calculation because
reliance is placed both on actual historical data that reflect past inflation and on other factors that are considered

to be appropriate modifiers of past experience.

Losses and loss adjustment expenses are presented at face value net of estimated reinsurance recoverable. For
further discussion, refer to Note 8.

Reinsurance Recoverable on Paid and Unpaid Losses

Reinsurance recoverables are estimates of paid and unpaid losses collectible from MSF’s reinsurers. The amounts
ultimately collected may be more or less than these estimates. Any adjustments of these estimates are reflected in
revenues and expenses as they are determined.
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Premium Deficiency Reserve

Premium deficiency reserves and the related expense are recognized when it is probable that losses, loss
adjustment expense and policy maintenance costs under a group of existing contracts will exceed net earned
premium, reinsurance recoveries and anticipated investment income. No such reserves were required at December
31, 2016.

Other Liabilities

e Security Deposits - Security deposits are monies held on behalf of certain policyholders based on
arranged payment terms or account history.

e Funds Withheld - Funds withheld are premiums due to reinsurers on a contingent basis in accordance
with the reinsurance contracts in place.

e Accounts Payable - Accounts payable includes liabilities incurred on behalf of claimants, refunds and
dividends due to policyholders and amounts due to vendors.

e Compensated Absences - MSF supports two leave programs, the State of Montana Leave Program,
(Traditional Plan) and the MSF Personal Leave Program. Employees covered in the Traditional Plan
accumulate both annual leave and sick leave and MSF pays employees 100% of unused annual leave and
25% of unused sick leave upon termination. MSF also pays 100% of unused compensatory leave credits
upon termination to employees in the Traditional Plan. Employees in the Personal Leave Program
accumulate personal leave and extended leave. MSF pays employees for 100% of unused personal leave
and banked holiday leave upon termination but extended leave has no cash value at the time of
termination.

e Other Postemployment Benefits - Postemployment benefit obligations are sponsored and administered by
the State of Montana and are not a direct obligation of MSF. A pro rata obligation representing the
implicit rate subsidy is recorded as a liability and changes each year are reflected as an increase or
decrease to expense. For further discussion, refer to Note 9.

Income and Premium Taxes Payable

MSF is a component unit of the State of Montana and is not subject to Federal or State premium or income tax.

Prepaid Expenses

The Company adopted an accounting policy for prepaid expenses which is to recognize costs that benefit several
accounting periods as prepaid assets to the extent that an individual cost exceeds $10,000. The Company has
elected to immediately expense those prepaid costs that do not exceed $10,000. Prepaid expenses are amortized
and expensed over the period of use. Prepaid expenses that are unamortized at the end of a financial reporting
period are nonadmitted and charged to policyholder equity in accordance with statutory accounting principles.
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Restricted Assets

The Company reports assets which are not under the exclusive control of the Company. These assets represent
funds deposited with reinsured companies. The balance at December 31, 2016, was $278K.

Premium Revenue and Unearned Premium

Premiums are recognized as revenue on a pro-rata basis over the policy period, beginning on the effective date of
the policy. MSF’s Board of Directors approves premium rates annually. Effective January 1, 2016, MSF is
subject to MDOI oversight and approval of rates under Title 33, Chapter 16, Part 10.

Policyholders, with the exception of State of Montana agencies, are contractually obligated to pay certain
premiums to MSF in advance of the period in which the premiums are earned. Advance premiums are deferred
until the effective date of the policy at which time they are recognized as revenue on a pro-rata basis over the term
of the policy. Premium advances are refundable when the policyholder’s coverage is canceled and MSF has
credited all earned premiums. State agency premium is estimated and payments are received quarterly in arrears
based on the actual reported payroll.

Unearned premium reflects premium that has been written but not yet earned. The unearned premium was
$68.2M at December 31, 2016.

Retrospectively Rated Policies

MSF issues policies for which the premiums vary based on loss experience. Future premium adjustments for these
retrospective policies are estimated and accrued at December 31, 2016. The premium adjustments are determined
through the review of each individual retrospective rated policy, comparing actual losses with projected future
losses, to arrive at the best estimates of return or additional retrospective premiums. MSF records retrospective
premium accruals and receivables as written premium. Return premiums are recorded as liabilities and additional
premiums are recorded as assets and 10% of all retrospective premium receivables are nonadmitted in accordance
with SSAP No. 66.

Policy Acquisition Costs

Expenses incurred in connection with acquiring new insurance business, including such acquisition costs as sales
commissions, are charged to operations as incurred.

Advertising Costs

All advertising costs are expensed when incurred. Advertising expense was $728K for the year ended December
31, 2016.

Policyholder Dividends

Dividends are discretionary and are accrued and expensed when declared and approved by the MSF Board of
Directors. The aggregate amount of policyholders’ dividends is based on the analysis of policyholder equity
balances and the financial results for the policy year. Dividends declared in September 2015 of $35M were paid in
January 2016 and the Board of Directors declared a $35M dividend in September 2016, of which $34.1M was
paid in 2016. For further discussion, refer to Note 10.
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Note 2 - Investments

The investments of MSF at December 31, 2016 are as follows:

Bonds:

U.S. Government obligations

All other government obligations

U.S. Special revenue

Agency mortgage-backed securities

Industrial and miscellaneous

Mortgage and other loan-backed securities

Total bonds

Equity securities

Real Estate - Property occupied by the Company

Cash and short-term investments

Other invested assets
Securities lending collateral

Total invested assets

Total Investment

Holdings Percentage
$ 223,692,825 14.77%
25,998,750 1.72%
198,626,850 13.12%
23,924,418 1.58%
618,649,485 40.86%
60,237,676 3.98%
1,151,130,004 76.03%
165,474,113 10.93%
25,585,789 1.69%
35,091,741 2.32%
91,394,518 6.04%
45,360,715 3.00%
§ 1,514,036,880 100.00%

MSF has investments in two companies, TIAA CREF U.S. Cities Fund LP and American Core Realty Fund LLC,
which have underlying characteristics of real estate and are classified as other invested assets. The total
acquisition cost for each investment was $35M and $40M, respectively.

The cost or amortized cost, gross unrealized gains, gross unrealized losses, and estimated fair value of invested
assets are as follows at December 31, 2016:

U.S. Government obligations

All other government obligations

U.S. Special revenue

Agency mortgage-backed
securities

Industrial and miscellaneous

Mortgage and other loan-
backed securities

Total bonds valued at
amortized cost
Equity securities
Other invested assets

Total securities valued
at fair value

Gross Gross Estimated

Amortized Unrealized Unrealized Statutory

Cost Gains Losses Fair Value
$ 223,692,825 $ 4,648,543 $ (2,736,298) $ 225,605,070
25,998,750 183,672 (35,130) 26,147,292
198,626,850 3,301,733 (1,645,670) 200,282,913
23,924,418 168,519 (735,334) 23,357,603
618,649,485 14,731,251 (1,895,605) 631,485,131
60,237,676 52,022 (127,677) 60,162,021
$ 1,151,130,004 $ 23,085,740 $ (7,175,714) $ 1,167,040,030
$ 68,791,220 $ 96,682,927 $ (34) $ 165,474,113
75,000,000 16,394,518 - 91,394,518
$ 143,791,220 $ 113,077,445 $ (34) $ 256,868,631
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The gross unrealized losses and fair value of the Company’s investments, aggregated by investment category and
length of time that individual securities have been in a continuous unrealized loss position, were as follows at
December 31, 2016:

Less than 12 months 12 months or longer Total
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses

U.S. Government obligations $ 91,934,565 $  (2,736,298) $ - $ - $ 91,934,565 $  (2,736,298)

All other government obligations 11,961,873 (35,130) - - 11,961,873 (35,130)

U.S. Special revenue 59,455,515 (1,645,670) - - 59,455,515 (1,645,670)
Agency mortgage-backed

securities 20,459,354 (735,334) - - 20,459,354 (735,334)

Industrial and miscellaneous 134,067,812 (1,895,605) - - 134,067,812 (1,895,605)
Mortgage and other loan-

backed securities 27,114,731 (126,040) 5,998,029 (1,637) 33,112,760 (127,677)

Mutual Fund - - 537 (34) 537 (34)

$ 344,993,850 $ (7,174,077) $ 5,998,566 $ (1,671) $ 350,992,416 $  (7,175,748)

MSF closely monitors its investment portfolio and considers relevant facts and circumstances in evaluating
whether the impairment of a security is other than temporary. Relevant facts and circumstances that are
considered include: (1) the length of time the fair value has been below cost; (2) the financial position and access
to capital of the issuer, including the current and future impact of any specific events; and (3) MSF’s ability and
intent to hold the security to maturity or until it recovers in value. To the extent the Company determines that a
security is deemed other-than-temporarily impaired, the difference between amortized cost and fair value is
charged to earnings. Based on the Company’s evaluation and ability and intent to hold these securities to maturity
or market value recovery, the impairment of the securities identified above is deemed to be temporary.

The amortized cost and estimated statutory fair value of MSF’s fixed maturity securities as of December 31, 2016,
is shown below at effective maturity. Expected maturities will differ from contractual maturities because
borrowers may have the right to call or prepay obligations with or without call or prepayment penalties.
Maturities of mortgage-backed securities depend on the repayment characteristics and experience of the
underlying mortgage loans.

Estimated

Amortized Statutory

Cost Fair Value
Due one year or less (excludes STIP) $ 92,362,346 $ 93,361,686
Due after one year through five years 641,744,280 655,494,318
Due after five years through ten years 417,023,378 418,184,026

$ 1,151,130,004 $ 1,167,040,030
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Proceeds from sales of invested assets and gross realized gains and gross realized losses on the sales of invested
assets were as follows for the year ended December 31, 2016:

Proceeds from sales of debt securities $ 252,132,570
Proceeds from sales of common stock 15,000,000
Net gains on cash, cash equivalents, and short-term investments 9,228
Total proceeds from sales of invested assets $ 267,141,798
Gross realized gains of debt securities $ 2,364,355
Gross realized losses of debt securities (347,516)
Gross realized gains of common stock 8,521,568
Net realized capital gains of invested assets $ 10,538,407

Investment income and related expenses were as follows for the year ended December 31, 2016:

Investment income

Interest

Bonds $ 35,895,093
Cash and short-term investments 236,595
Real estate 1,697,777
Equities -
Other invested assets 4,117,150
Securities lending income 242,104

Total investment income 42,188,719

Investment expenses

Investment expenses 1,189,444
Depreciation on real estate 523,434
Total investment expenses 1,712,878

Net investment income $ 40,475,841

MSEF’s investment in property occupied by the Company is as follows at December 31, 2016:

Land $ 1,139,460
Properties occupied by the Company, net 24,446,329
Total real estate $ 25,585,789
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Note 3 - Cash Collateral and Liability for Securities on Loan

The following table presents the carrying and market values of the securities on loan and the total collateral held
as of December 31, 2016:

Securities on loan - carrying value $ 165,046,468
Securities on loan - market value 166,283,927
Total cash collateral held 45,360,715
Total non-cash collateral held 124,520,060

Note 4 - Fair Value of Financial Instruments

Certain financial instruments are reported at fair value and others are stated at cost or amortized cost, as shown
below. For those assets carried at fair value in the financial statements and for those assets not stated at fair value
in the financial statements but whose estimated fair values are disclosed, the following table indicated the inputs
used to estimate fair value measurements.

The statement values, fair values and related inputs for financial instruments at December 31, 2016 are:

Statement Fair
Value Value (Level 1) (Level 2) (Level 3)

Assets reported at amortized cost:

Bonds $ 1,151,130,004 $ 1,167,040,030 $ 225,605,070 $ 941,434,960 $
Assets reported at fair value:

Equity securities $ 165,474,113 $ 165,474,113 $ 165,474,113 $ - $

Other invested assets 91,394,518 91,394,518 - - (A)
Total assets reported at fair value $ 256,868,631 $ 256,868,631 $ 165,474,113 $ - $

(A) — These investments are accounted for using the equity method. For purposes of this disclosure, the equity
method is presumed to approximate fair value. If management were to determine fair value for its equity method
investments, it would use level 3 inputs.

There were no liabilities reported at fair value as of December 31, 2016.

Note 5 - Cash, Cash Equivalents and Short-Term Investments

MSF participates in the Short-Term Investment Pool (STIP) maintained by BOI. STIP balances are highly liquid
investments. The net asset value (NAV) of STIP approximates cost. The STIP investments’ credit risk is
measured by investment grade ratings given individual securities. BOI’s policy requires that STIP investments
have the highest rating in the short-term category by one and/or any Nationally Recognized Statistical Rating
Organizations (NRSRO). The three NRSRO’s include Standard and Poor’s, Moody’s Investors Service, and Fitch,
Inc. STIP is reported at NAV.
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Cash, cash equivalents and short-term investments consist of the following at December 31, 2016:

Cash in bank
STIP investment

Note 6 - Receivables, Net

$ 4,631,305
30,460,436

$ 35,091,741

Net receivables consist of the following at December 31, 2016:

Uncollected premiums
Nonadmitted uncollected premiums
Net uncollected premiums

Unbilled premiums and installments

Earned but unbilled premiums

Nonadmitted earned but unbilled premiums
Net unbilled premiums

Accrued retrospective premiums
Nonadmitted retrospective premiums
Net accrued retrospective premiums

Healthcare and other amounts receivable
Nonadmitted healthcare and other receivables
Net healthcare and other receivables

Note 7- Equipment, Net

$ 9,017,592
(473,694)

$ 8,543,898
$ 63,133,150
5,556,450
(555,645)

$ 68,133,955
$ 133,058
(13,306)

$ 119,752
$ 1,735,423
(1,734,626)

$ 797

Equipment and software are recorded at cost net of accumulated depreciation and admitted or non-admitted in
accordance with statutory accounting principles as follows at December 31, 2016:

Computer Vehicles,
Equipment and Furniture and

Operating Office Application

Software Equipment Software Total
Assets $ 4,125,887 $ 3,257,884 $ 14,214,462 $ 21,598,233
Accumulated depreciation (3,240,520) (2,271,961) (13,984,332) (19,496,813)

Subtotal 885,367 985,923 230,130 2,101,420

Less: Net assets non-admitted - (985,923) (230,130) (1,216,053)
Net assets admitted $ 885,367 $ - $ - $ 885,367
Depreciation expense $ 383,767 $ 246,134 $ 128,783 $ 758,684
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Note 8 - Loss and Loss Adjustment Expense Reserves

Loss and loss adjustment expense (LAE) reserves are established to provide for the estimated ultimate settlement
cost of all claims incurred. Loss reserves are based on reported aggregate claim cost estimates combined with
estimates for future development of such claim costs and estimates of incurred but not reported (IBNR) claims.
The reserves are reported on an undiscounted basis.

Willis Towers Watson, an external independent actuarial firm, prepares an actuarial study used to estimate
liabilities and the ultimate cost of settling claims reported but not settled and IBNR as of December 31, 2016. The
study provides a range of potential costs associated with the reported claims, the future development of those
claims and IBNR. MSF management has recorded an estimate within that range as the estimated loss reserves.
Because actual claim costs depend on such complex factors as inflation and changes in the law, claim liabilities
are recomputed periodically using a variety of actuarial and statistical techniques to produce current estimates that
reflect recent settlements, claim frequency, and other economic and social factors.

The following analysis provides a reconciliation of the activity in the reserve for losses and loss adjustment
expenses for the year ended December 31, 2016:

(in 000's)
At beginning of the period:
Gross liability for unpaid losses and loss adjustment expenses $ 933,538
Less reinsurance recoverables (33,242)
Net liability for unpaid losses and loss adjustment expenses 900,296
Losses and loss expenses incurred during the period related to:
Current period 147,194
Prior years (65)
Total losses and loss adjustment expenses incurred 147,129
Losses and loss expenses paid during the period related to:
Current period (31,040)
Prior years (94,853)
Total losses and loss adjustment expenses paid (125,893)
At end of the period:
Gross liability for unpaid losses and loss adjustment expenses 939,775
Less reinsurance recoverables (18,243)
Net liability for unpaid losses and loss adjustment expenses $ 921,532

Changes in the reserve for loss and loss adjustment expenses related to prior years are due to ongoing analysis of
loss development trends, re-estimation of unpaid claims, and reinsurance recovery adjustments.
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Included in the amounts above are reserves for asbestos exposure. MSF’s exposure to asbestos claims arose from
the direct sale of workers’ compensation policies to companies with incidental exposure to asbestos. Case
reserves related to these claims are as follows as of December 31, 2016:

Beginning case reserves (including LAE) $ 6,837,440
Losses and LAE incurred 1,797,096
Payments for losses and LAE (5,767,909)
Ending case reserves (including LAE) $ 2,866,627

Note 9 - Retirement Plans, Deferred Compensation and Postretirement Plans

MSF and its employees contribute to the Montana Public Employees Retirement System (PERS), which offers
two types of retirement plans administered by the Public Employees’ Retirement Board (PERB). The first plan is
the Defined Benefit Retirement Plan (DBRP), a multiemployer pension plan for the benefit of State employees
that provides retirement, disability, and death benefits to plan members and their beneficiaries. MSF is only
responsible for the current expense paid each year and has no legal obligation for future pension liabilities under
this plan. However, MSF is required to record an allocated amount of the DBRP’s unfunded liability on its GAAP
financial statements. The amount of that liability is $23.6M. As stated previously, NAIC SAP does not require the
unfunded liability to be recognized in the statutory financial statements.

The second plan is the Defined Contribution Retirement Plan (DCRP), a multiemployer plan that also provides
retirement, disability, and death benefits to plan members and their beneficiaries. Benefits are based on the
balance in the member’s account, which includes the total contributions made and the investment earnings less
administrative costs.

MSEF contributed a total of $1.7M to both plans during the year ended December 31, 2016. The required employer
contribution rate for both plans was 8.37% for the first half of the year ended December 31, 2016 and 8.47% for
the second half. The liability for unpaid contributions at December 31, 2016 is $101K, which was paid in January
2017.

Other postemployment benefit (OPEB) obligations are sponsored and administered by the State of Montana and
are not a direct obligation of MSF. A pro rata obligation representing the implied rate subsidy is recorded as a
liability and changes each year are reflected as an increase or decrease to expense. MSF’s allocated annual OPEB
cost (expense) for the year ended December 31, 2016 was $646K.

MSF and its employees are eligible to participate in the State of Montana Deferred Compensation Plan (457 plan)
administered by the PERB. The Deferred Compensation plan is a voluntary, tax-deferred retirement plan designed
as a supplement to other retirement plans. Under the plan, eligible employees elect to defer a portion of their
salary until future time periods. MSF incurs no costs for this plan.

MSF employees and dependents are eligible to receive health care through the State Employee Group Benefits
Plan administered by the State of Montana Department of Administration. The State of Montana provides
optional post-employment medical, vision, and dental health care benefits to qualified employees and dependents
that elect to continue coverage and pay administratively established premiums.
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Note 10 - Policyholder Dividends

During the year ended December 31, 2016, the MSF Board of Directors authorized dividends of $35M to eligible
policyholders for the policy year 2014. As of December 31, 2016, $34.1M had been paid.

Note 11 - Reinsurance Assumed and Ceded

For the year ended December 31, 2016, MSF ceded risk to other reinsurance companies to limit the exposure
arising from large losses. These arrangements consist of excess of loss contracts that protect against occurrences
over stipulated amounts and aggregate stop loss contracts. The excess of loss contracts provide for the following
coverage:

Contract Period Reinsurance Coverage

2016 Workers' compensation accidents of up to $5M in excess of $5M,
maximum of $5M per any on claimant.

Workers' compensation accidents of up to $20M in excess of $10M,
maximum of $5M per any one claimant.

Workers' compensation accidents of up to $70M in excess of $30M,
maximum of $5M per any one claimant.

The current aggregate stop loss contract provides coverage based on MSF’s premium levels not to exceed 15% of
subject net earned premium. In the event reinsurers are unable to meet their obligations under either the excess of
loss contracts or aggregate stop loss contract, MSF would remain liable for all losses, as the reinsurance
agreements do not discharge MSF from its primary liability to the policyholders. The Company had no overdue
reinsurance recoverables at December 31, 2016.

Direct, assumed and ceded activity included the following for the year ended December 31, 2016:

Written premiums: (in 000's)
Direct $ 177,018
Assumed 2,976
Ceded (10,447)

Net written premiums $ 169,547

Earned premiums:

Direct 177,245

Assumed 2,879

Ceded (10,447)
Net earned premiums $ 169,677

Unearned premiums:

Direct 67,626
Assumed 554
Ceded -

Net unearned premiums $ 68,180

Incurred losses and loss adjustment expenses:

Direct 145,290
Assumed 1,485
Ceded 331

Net incurred losses and loss adjustment expenses $ 147,106
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MSF’s ceded aggregate stop loss contracts contain a contingent commission that provides for additional or return
commission based on the actual loss experience of the ceded business. The amount of accrued commission as of
December 31, 2016 is $62.6M.

During the year ended December 31, 2016, MSF commuted one of its outstanding aggregate stop loss contracts
covering the period of July 1, 2002 through July 1, 2005. MSF received $100K from Imagine International
Reinsurance Ltd. and removed $9.4M of reinsurance recoverables from its reserves, as well as $17.5M of funds
withheld liability and $8.1M of accrued contingent commission. This commutation resulted in losses incurred of
($100K). In addition, MSF commuted ten of its outstanding excess of loss contracts with Reliastar Life Insurance
Company. The contracts covered the period July 1, 1992 to July 31, 2002. MSF received $5.1M and removed
$6.8M of reinsurance recoverables from its reserves, resulting in losses incurred of $1.7M and loss adjustment
expenses incurred of $10K. Accrued reinstatement premium related to one of the contracts was reversed,
resulting in earned premium of $90K.

Note 12 - Leases and Commitments

MSF leases office facilities and equipment under various operating leases that expire through February 2021.
Rental expense for the year ended December 31, 2016 was $75K.

MSF has a lease for 350 parking spaces in a parking garage built by the City of Helena adjacent to the MSF
offices which expires June 30, 2040. The cost of the parking spaces will be the same monthly rate as equivalent
parking passes sold by the City. The annual subsequent parking cost is estimated to be $307K with potential to
change based on parking rates assigned by Helena Parking Commission.

Future minimum rental payments are as follows for the years ending December 31:

2017 $ 362,237
2018 353,686
2019 326,883
2020 308,724
2021 306,954
Thereafter 5,672,100

$ 7,330,584

Note 13 - Subsequent Events

Subsequent events were evaluated through March 6, 2017, which is the same date the audited financial statements
were available to issue.

Subsequent to December 31, 2016, the Company decided to divest its investment in the TTAA-CREF US Cities

Fund LP as identified in Note 2. Sales will likely take place throughout 2017 and proceeds from the sales will be
used to repurchase similar investments. No impairment of the values in these statements is deemed necessary.
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Note 14 - Contingencies and Uncertainties

Susan Hensley v. Montana State Fund - Montana State Fund received a Petition for Hearing that was filed before
the Workers” Compensation Court in October, 2013. The matter is Susan Hensley v. Montana State Fund, WCC
No. 2013-3235. The matter is fully briefed and is submitted for a decision. Under HB 334, as passed by the
legislature in 2011 and codified in 39-71-703 (2), MCA, when a claimant receives a Class I impairment, it is not
payable unless the claimant has an actual wage loss as a result of the compensable injury or occupational disease.
The law was effective July 1, 2011 and applicable to claims that occurred on or after that date. The petitioner in
this matter is challenging the constitutionality of 39-71-703 (2), MCA. State Fund anticipates the chances are
remote, but as with any litigated matter there is the possibility of an adverse decision. Should the statute be held
unconstitutional, determined to be applicable to other claims and also determined to be retroactively applicable,
potential liability is estimated to be at least $2.2 million per year, as based on NCCI initial pricing, and current
estimated business volumes. However, based on experience, costs may be substantially higher than the estimate of
$2.2 million per year.

Montana State Fund received another Petition for Hearing that was filed before the Workers' Compensation
Court. The matter is Steven Hanson vs. Montana State Fund, WCC No. 2014-3398. This is a companion case to
Susan Hensley v. Montana State Fund and has been held in abeyance pending a decision in Hensley.

Montana State Fund also is involved in other litigation in the areas of workers’ compensation and disputes with
policyholders. These are of a generally routine nature and there are no known matters at this time that will have a
material adverse financial impact to the Company.

Note 15 - Related Party Transactions

Montana State Fund’s administrative attachment to the State of Montana requires that certain processes and
transactions be conducted with various state agencies. The Constitution of the State of Montana, Part VIII,
Article 13, requires that the Montana Board of Investments invest the assets of MSF. Under Montana statute, state
agencies are required to purchase workers’ compensation insurance from MSF and the laws define other
administrative relationships that require MSF to pay specific services charges.
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The following significant transactions occurred with state agencies during the year ended December 31, 2016:

Income:

State of Montana agencies
Premium
Retrospective premium
Dividends

Old fund administrative cost allocation

Net premium income from State of Montana agencies

Expenses:
Montana Department of Administration
Support services costs
Benefits Bureau: group insurance
PERS retirement contributions

Montana Department of Labor & Industry - unemployment insurance

Montana Board of Investments - transaction fees

Montana Department of Justice - worker's comp fraud investigation services
Montana Commissioner of Securities and Insurance- regulation fees

Montana - various other

Expenses paid to State of Montana agencies

$ 11,963,139

380,000
(915,070)
814,081

$ 12,242,150

1,243,557
3,356,449
1,684,683
30,488
410,944
457,161
229,966
29,529

7,442,777

MSF, under a group plan agreement with state agencies, writes policies for which the premiums vary based on
loss experience. Future premium adjustments for these retrospective policies are estimated and accrued through a
review comparing actual losses with projected future losses, to arrive at the estimate of return premium. The State
of Montana agencies are considered a retrospectively rated group and the estimated accrual at December 31, 2016
was $420K for the policy period July 1, 2015 to June 30, 2016.0Other amounts due to and from other State of
Montana agencies are settled regularly and were not material as of December 31, 2016.

Note 16 - Policyholders’ Equity — Change in Non-Admitted Assets

The following is an accounting of the changes in non-admitted assets included in the Statement of Changes in
Policyholders’ Equity for the year ended December 31, 2016:

Increase (decrease) in non-admitted assets:
Uncollected premiums
Deferred premiums
Accrued retrospective premiums
EDP and software
Furniture and equipment
Healthcare and other amounts receivable
Other non-admitted assets

Balance of non-admitted assets

Balance of Balance of
non-admitted non-admitted
assets, assets,
beginning of end of
year year Change
$ 428,465 $ 473,694 45,229
373,263 555,645 182,382
15,481 13,306 (2,175)
358,913 230,130 (128,783)
1,126,313 985,923 (140,390)
1,863,484 1,734,626 (128,858)
1,995,899 1,970,192 (25,707)
$ 6,161,818 $ 5,963,516 (198,302)
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Note 17 - Policyholders’ Equity — Reconciliation of Statutory Equity to GASB Net Position

The following schedule reconciles statutory policyholders’ equity calculated in accordance with NAIC SAP to
GASB Net Position as determined by governmental accounting principles generally accepted in the United States
of America at December 31, 2016. The audited GASB financial statements were not available as of the date of
this report, and, therefore the information below was prepared by management and is unaudited.

Statutory policyholders' equity (NAIC) $ 526,466,458
Add:
Non-admitted assets as shown above 5,963,516
Change in investment value of bonds to fair market value 15,910,026
Change in investment lot inventory method 71,766
Change in investment value of other invested assets to
equity method (924,764)
Change in allowance for doubtful accounts (1,879,304)
Effect of differences in pension accounting
standards on income and policyholders' equity (20,303,727)
GASB net position $ 525,303,971

28



Supplementary Information
December 31, 2016

4P

STATEFUND

www.eidebailly.com



PPN

EideBailly
| S

CPAs & BUSINESS ADVISORS

Independent Auditor’s Report on Supplementary Information

To the Board of Directors
Montana State Fund
Helena, Montana

We have audited the statutory financial statements of Montana State Fund as of December 31, 2016 and
for the year ended December 31, 2016, and our report thereon dated , which expressed an unmodified
opinion on those financial statements, appears on page 1. Our audit was conducted for the purpose of
forming an opinion on the basic statutory-basis financial statements taken as a whole. The accompanying
supplementary information included in the Supplemental Schedule of Investment Risk Interrogatories,
Summary Investment Schedule, and Supplemental Reinsurance Interrogatories on pages 30 through 36
are required to be presented to comply with the National Association of Insurance Commissioners’
Annual Statement Instructions and the National Association of Insurance Commissioners’ Accounting
Practices and Procedures Manual and are not a required part of the basic statutory-basis financial
statements. Such information included in the schedules referred to above is the responsibility of
management, is presented for purposes of additional analysis and was derived from and relates directly to
the underlying accounting and other records used to prepare the financial statements. The information has
been subjected to the auditing procedures applied in the audit of the financial statements and certain
additional procedures, including comparing and reconciling such information directly to the underlying
accounting and other records used to prepare the financial statements or to the financial statements
themselves, and other procedures in accordance with the auditing standards generally accepted in the
United States of America. In our opinion, the information is fairly stated in all material respects in
relation to the basic statutory-basis financial statements taken as a whole.

é««;ﬁu@zu"

Fargo, North Dakota
March 6, 2017

www.eidebailly.com

4310 17th Ave. S. | P.O. Box 2545 | Fargo, ND 58108-2545 | T 701.239.8500 | F 701.239.8600 | EOE
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Basis of Presentation

The following supplemental disclosures present selected statutory-basis financial data as of December 31, 2016,
and for the year ended December 31, 2016, for purposes of complying with the National Association of Insurance
Commissioners’ Accounting Practices and Procedures Manual and agree to or are included in the amounts
reported in the Company’s 2016 Statutory Annual Statement.

Supplemental Investment Risk Interrogatories

1. The Company's total admitted assets as of December 31, 2016 are $1.7B.

2. The Company's ten largest exposures to a single issuer/borrower/investment are as follows:

Percentage
of Total
Amount Admitted Assets
Federal Home Loan Banks Office of Finance 82,722,359 4.97%
Federal National Mortgage Association 73,183,774 4.40%
American Realty Advisors 47,757,972 2.87%
TIAA CREF Asset Management 43,636,545 2.62%
Federal Farm Credit Banks Consolidated Systemwide Bonds 40,152,570 2.41%
JPMorgan Chase & Co. 24,321,119 1.46%
Ford Motor Company 21,653,156 1.30%
Federal Home Loan Mortgage Corporation 21,512,724 1.29%
Citigroup Inc. 18,310,670 1.10%
Credit Suisse Group Funding Ltd 17,792,372 1.07%

3. The amounts and percentages of the Company's total admitted assets held in bonds by NAIC rating are as

follows:
Percentage
of Total
Amount Admitted Assets
NAIC-1 $ 933,429,067 56.094%
NAIC-2 217,700,937 13.083%
Total Bonds $ 1,151,130,004 69.177%

4. The amount of assets held in foreign investments is $99.7M, which is 5.99% of the Company's total
admitted assets. None of that amount is denominated in a foreign currency.

(continued on next page) 30
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5. All foreign investment exposure is related to countries designated as NAIC-1.

6. The largest foreign investment exposures by country, categorized by the country’s NAIC sovereign
designation are as follows:

Percentage
of Total
Amount Admitted Assets
Switzerland $ 22,790,296 1.37%
Netherlands 18,947,049 1.14%

7. The ten largest non-sovereign foreign issues as of December 31, 2016 were as follows:

Percentage
NAIC of Total
Designation Amount Admitted Assets

Shell International Finance B.V. 1FE $ 14,954,390 0.90%
Credit Suisse Group Funding (Guernsey) Ltd 2FE 14,795,412 0.89%
Total Capital International 1FE 9,987,579 0.60%
Niagara Mohawk Power Corporation IFE 8,422,744 0.51%
Jackson National Life Global Funding 1FE 5,044,691 0.30%
Novartis Securities Investment Ltd. 1FE 4,997,924 0.30%
Swedbank AB IFE 4,996,289 0.30%
American Honda Finance Corporation 1FE 4,993,343 0.30%
Barclays PLC 2FE 4977311 0.30%
Johnson Controls International Public Limited Company 2FE 4,774,924 0.29%

8. The amount of assets held in Canadian investments is less than 2.5% of the Company's total admitted
assets.

9. The Company does not hold any assets with contractual sales restrictions.

10. The amounts and percentages of the Company's total admitted assets held in equity interests are as

follows:
Percentage
of Total
Amount Admitted Assets
Blackrock $ 165,474,113 9.944%,
American Realty Advisors 47,757,972 2.870%
TIAA CREF Asset Management 43,636,545 2.622%

(continued on next page) 31
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11.

12.

13.

14.

15.

16.

17.

18.

19.

The Company does not hold any privately placed equities.

The Company does not hold any general partnership interests.

The Company does not hold any mortgage loans.

The amount of assets held in real estate is less than 2.5% of the Company’s total admitted assets.
The Company does not hold any mezzanine real estate loans.

The amounts and percentages of the Company’s total admitted assets subject to securities lending
agreements are as follows:

Percentage
of Total
Amount Admitted Assets
Securities lending agreements $ 165,046,468 9.918%

The Company does not hold any warrants.
The Company does not have any exposure for collars, swaps, or forwards.

The Company does not have any exposure for futures contracts.
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Bonds:
U.S. Treasury securities
U.S. government agency obligations (excluding
mortgage-backed securities):
Issued by U.S. government agencies
Issued by U.S. government sponsored agencies
Non-U.S. government (including Canada,
excluding mortgage-backed securities)
Mortgage-backed securities (includes
residential and commercial MBS):
Pass-through securities:
Issued or guaranteed by GNMA
Issued or guaranteed by FNMA and
FHLMC
All other
CMOs and REMICs:
All other

Other debt and other fixed income securities
(excluding short-term):
Unaffiliated domestic securities (includes credit
tenant loans and hybrid securities)
Unaffiliated non-U.S. securities (including
Canada)
Affiliated securities

Equity interests:
Investments in mutual funds

Real estate investments:
Properties occupied by the company

Securities lending
Cash, cash equivalents and short-term investments
Other invested assets

Total invested assets

Gross investment holdings

Admitted Assets as Reported
in the Annual Statement

Amount % Amount %
$ 223,692,825 14.77% $ 223,692,825 14.77%
- 0.00% - 0.00%
198,626,850 13.12% 198,626,850 13.12%
25,998,750 1.72% 25,998,750 1.72%
- 0.00% - 0.00%
23,924,418 1.58% 23,924,418 1.58%
- 0.00% - 0.00%
- 0.00% - 0.00%
574,156,266 37.92% 574,156,266 37.92%
104,730,895 6.92% 104,730,895 6.92%
- 0.00% - 0.00%
165,474,113 10.93% 165,474,113 10.93%
25,585,789 1.69% 25,585,789 1.69%
45,360,715 3.00% 45,360,715 3.00%
35,091,741 2.32% 35,091,741 2.32%
91,394,518 6.04% 91,394,518 6.04%
$1,514,036,880 100.0% $1,514,036,880 100.0%
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The following interrogatories are included in accordance with SSAP No. 62R:

7.1 Has the reporting entity reinsured any risks under a quota share reinsurance contract with any other entity
that includes a provision that would limit the reinsurer's losses below the stated quota share percentage (e.g.
deductible, a loss ratio corridor, loss cap)? If yes, indicate the number of reinsurance contracts containing such
provision and if the amount of reinsurance credit taken reflects the reduction in quota share coverage caused by

any applicable limiting provision(s).
Yes |:| No |X|

8.1 Has the reporting entity reinsured any risk with any other entity and agreed to release such entity from
liability, in whole or in part, from any loss that may occur on this risk, or portion thereof, reinsured?

Yes |:| No |X|

9.1 Has the reporting entity ceded any risk under any reinsurance contract (or under multiple contracts with
the same reinsurer or its affiliates) for which during the period covered by the statement: (i) it recorded a positive
or negative UW result greater than 5% of prior year-end surplus as regards to policyholders or it reported calendar
year written premium ceded or year-end loss and loss expense reserves ceded great than 5% of prior year-end
surplus as regards policyholders; (ii) it accounted for that contract as reinsurance and not as a deposit; and (iii) the
contract(s) contain one or more of the following features or other features that would have similar results:

a. A contract term longer than two years and the contract is non-cancellable by the reporting entity during
the contract term;

b. A limited or conditional cancellation provision under which cancellation triggers an obligation by the
reporting entity, or an affiliate of the reporting entity, to enter into a new reinsurance contract with the
reinsurer, or an affiliate of the reinsurer;

c. Aggregate stop loss reinsurance coverage;

d. Anunconditional or unilateral right by either party to commute the reinsurance contract, except for such
provisions which are only triggered by a decline in the credit status of the other party;

e. A provision permitting reporting of losses, or payment of losses, less frequently than on a quarterly
basis (unless there is no activity during the period); or

f.  Payment schedule, accumulating retention from multiple years or any features inherently designed to
delay timing of the reimbursement to the ceding entity.

Yes [ ] No [X]

9.2 Has the reporting entity during the period covered by the statement ceded any risk under any reinsurance
contract (or under multiple contracts with the same reinsurer or affiliates), excluding cessions to approved pooling
arrangements or to captive insurance companies that are directly or indirectly controlling, controlled by, or under
commune control with (i) one or more unaffiliated policyholders of the reporting entity, or (ii) an association of
which one or more unaffiliated policyholders or the reporting entity is a member, where:

a. The written premium ceded to the reinsurer by the reporting entity or its affiliates represents 50% or
more of the entire direct and assumed premium written by the reinsurer based on its most recently
available financial statement; or

b. 25% or more of the written premium ceded to the reinsurer has been retroceded back to the reporting

entity or its affiliates.
Yes |:| No |X|
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9.4

Except for transactions meeting the requirements of paragraph 30 of SSAP No. 62R, has the reporting entity
ceded any risk under any reinsurance contract during the period covered by the financial statements, and
either:

a. Accounted for that contract as reinsurance (either prospective or retroactive) under SAP and as a
deposit under GAAP; or
b. Accounted for that contract as reinsurance under GAAP and as a deposit under SAP.

Yes [ ] No [X]
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The accompanying schedules and interrogatories present selected statutory-basis financial data as December 31,
2016 and for the year then ended for the purpose of complying with paragraph 9 of the Annual Audited Financial
Reports in the Annual Audited Report section of the National Association of Insurance Commissioners’ Annual
Statement Instructions and the National Association of Insurance Commissioners’ Accounting Practices and
Procedures Manual and agree to or are included in the amounts reported in the Company’s December 31, 2016
Statutory Annual Statement.
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