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PARTI
ITEM 1. BUSINESS
General

National Western Life Insurance Company (hereinafter referred to as "National Western", "Company", or
"Registrant") is a stock life insurance company, chartered in the State of Colorado in 1956, and doing business in
forty-nine states, the District of Columbia, and four U.S. territories or possessions. National Western is also licensed
in Haiti, and although not otherwise licensed, accepts applications from and issues policies to residents of various
countries in Central and South America, the Caribbean, the Pacific Rim, Eastern Europe and Asia. Such policies are
underwritten, accepted, and issued in the United States upon applications submitted by independent contractor
broker-agents. The Company provides life insurance products for the savings and protection needs of approximately
149,000 policyholders and for the asset accumulation and retirement needs of 124,000 annuity contractholders.

During 2007, the Company's total assets increased 2.1% to $6.8 billion at December 31, 2007 from $6.7 billion at
December 31, 2006. The Company generated revenues of $474.5 million, $521.9 million, and $441.0 million in 2007,
2006, and 2005, respectively. In addition, National Western generated net income of $85.4 million, $76.3 million, and
$77.3 million in 2007, 2006, and 2005, respectively.

The Company's financial information, including information in this report filed on Form 10-K, quarterly reports on
Form 10-Q, current reports on Form 8-K, and any amendments to the above reports, are accessible free of charge
through the Company's Internet site at www.nationalwesternlife.com or may be viewed at the United States Securities
and Exchange Commission ("SEC") Public Reference Room in Washington, D.C. or at the SEC's Internet site at
WWW.SEC.ZoV.

Products

National Western offers a broad portfolio of individual whole life, universal life and term insurance plans, and
annuities, including supplementary riders.

Life Products. The Company's life products provide protection for the life of the insured and, in some cases, allow for
cash value accumulation on a tax-deferred basis. These product offerings include universal life insurance ("UL"),
interest-sensitive whole life, and traditional products such as term insurance coverage. Interest sensitive products such
as UL accept premiums that are applied to an account value. Deducted from the account value are cost of insurance
charges which vary by age, gender, plan, and class of insurance, as well as various expense charges. Interest is
credited to account values at a fixed interest rate generally determined in advance and guaranteed for a policy year at a
time, subject to minimum guaranteed rates specified in the policy contract. A slight variation to this general interest
crediting practice involves equity-indexed universal life ("EIUL") policies whose credited interest may be linked in
part to an outside index such as the S&P 500® Composite Stock Price Index ("S&P 500 Index®") at the election of
the policyholder. These products offer both flexible and fixed premium modes and provide policyholders with
flexibility in the available coverage, the timing and amount of premium payments and the amount of the death benefit,
provided there are sufficient policy funds to cover all policy charges for the coming year. Traditional products
generally provide for a fixed death benefit payable in exchange for regular premium payments.

Annuity Products. Annuity products sold include flexible premium and single premium deferred annuities, fixed
indexed annuities, and single premium immediate annuities. These products can be tax qualified or nonqualified
annuities. A fixed single premium deferred annuity ("SPDA") provides for a single premium payment at the time of
issue, an accumulation period, and an annuity payout period commencing at some future date. A flexible premium
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deferred annuity ("FPDA") provides the same features but allows, generally with some conditions, additional
payments into the contract. Interest is credited to the account value of the annuity initially at a current rate of interest
which is guaranteed for a period of time, typically the first year. After this period, the interest credited is subject to
change based upon market rates and product profitability subject to a minimum guaranteed rate specified in the
contract. Interest accrues during the accumulation period generally on a tax-deferred basis to the contract holder. After
a number of years specified in the annuity contract, the owner may elect to have the proceeds paid as a single payment
or as a series of payments over a period of time. The owner is permitted at any time during the accumulation period to
withdraw all or part of the annuity account balance subject to contract provisions such as surrender charges and
market value adjustments. A fixed indexed deferred annuity performs essentially in the same manner as SPDAs and
FPDAs with the exception that, in addition to a fixed interest crediting option, the contract holder has the ability to
elect an interest crediting mechanism that is linked, in part, to an outside index such as the S&P 500 Index®. A single
premium immediate annuity ("SPIA") foregoes the accumulation period and immediately commences an annuity
payout period.

4




Edgar Filing: NATIONAL WESTERN LIFE INSURANCE CO - Form 10-K

Table of Contents

Distributions of the Company's direct premium revenues and deposits by product type are provided below.

Years Ended December 31,
2007 2006 2005
(In thousands)

Annuities:

Single premium deferred $ 3,808 8,216 10,389
Flexible premium deferred 112,472 163,415 225,941
Fixed indexed deferred 316,848 303,613 298,227
Single premium immediate 4,637 10,750 23,383
Total annuities 437,765 485,994 557,940
Universal life insurance 168,279 146,742 133,579
Traditional life and other 24915 18,046 16,629
Total direct premiums and deposits collected $ 630,959 650,782 708,148

Operating Segments

The Company manages its business between Domestic Insurance Operations and International Insurance
Operations. For segment reporting purposes, the Company's annuity business, which is predominantly domestic, is
separately identified.

Domestic Insurance Operations. The Company is currently licensed to do business in all states and the District of
Columbia, except for New York. Products marketed are annuities, universal life insurance, and traditional life
insurance, which include both term and whole life products. The majority of domestic sales are the Company's
annuities. National Western markets and distributes its domestic products primarily through independent national
marketing organizations ("NMO"). These NMOs assist the Company in recruiting, contracting, and managing
independent agents. The Company's agents are independent contractors who are compensated on a commission
basis. At December 31, 2007, the Company's NMO relationships had contracted approximately 5,600 independent
agents with the Company. Over 26% of these contracted agents submitted policy applications to the Company in the
past twelve months.

International Insurance Operations. National Western's international operations generally focus on foreign nationals in
upper socioeconomic classes. Insurance products are issued primarily to residents of countries in Central and South
America, the Caribbean, the Pacific Rim, Eastern Europe, and Asia. Issuing policies to residents of countries in these
different regions provides diversification that helps to minimize large fluctuations that could arise due to various
economic, political, and competitive pressures that may occur from one country to another. Products issued to
international residents are almost entirely universal life and traditional life insurance products. However, certain
annuity and investment contracts are also available. At December 31, 2007, the Company had 72,940 international life
insurance policies in force representing nearly $14.8 billion in face amount of coverage.

International applications are submitted by independent contractors, consultants and broker-agents, many of whom
have been submitting policy applications to National Western for 20 or more years. The Company had relationships
with approximately 5,200 independent international individuals at December 31, 2007, nearly 44% of which
submitted policy applications to the Company in the past twelve months.
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There are some inherent risks of accepting international applications which are not present within the domestic market
that are reduced substantially by the Company in several ways. As previously described, the Company accepts
applications from foreign nationals in upper socioeconomic classes who have substantial financial resources. This
targeted customer base coupled with National Western's conservative underwriting practices have historically resulted
in claims experience, due to natural causes, similar to that in the United States. The Company minimizes exposure to
foreign currency risks by requiring payment of premiums and claims in United States dollars. Finally, over forty years
of experience with the international products and the Company's longstanding business relationships further serve to
minimize risks.
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Geographical Distribution of Business. The following table depicts the distribution of the Company's premium
revenues and deposits.

Years Ended December 31,
2007 2006 2005
(In thousands)

United States domestic products:

Annuities $ 421,497 475,867 548,967
Life insurance 60,375 35,780 36,594
Total domestic products 481,872 511,647 585,561
International products:

Annuities 16,268 10,127 8,973
Life insurance 132,819 129,008 113,614
Total international products 149,087 139,135 122,587
Total direct premiums and deposits collected $ 630,959 650,782 708,148

Although many agents sell National Western's products, the Company's annuity sales in any year typically reflect one
or two NMOs whose agents sold 10% or more of the Company’s total annuity sales. In 2007, there were two such
NMOs who accounted for 24.2% and 10.7% of total annuity sales, respectively. Similarly, domestic life insurance
sales in any year may include one or two NMOs who accounted for 10% or more of total domestic life insurance
sales. In 2007, there were two NMOs who generated 23.8% and 19.4%, respectively, of total domestic life insurance
sales. The latter NMO was also the same NMO who produced 24.2% of total annuity sales. With the independent
distribution model the Company employs, the concentration of sales within a particular NMO is not as an acute
concern as with other distribution relationships given the underlying agents are free to contract with the Company
through any NMO the Company has a relationship with. International life insurance sales are much more diversified
by independent consultants and contractors and in 2007 were geographically attributed to Latin America (70%), the
Pacific Rim (13%), and Eastern Europe (17%).

Segment Financial Information. A summary of financial information for the Company's segments is as follows:

Domestic  International

Life Life All
Insurance Insurance Annuities Others Totals
(In thousands)

Revenues, excluding

realized gains (losses):

2007 $ 44783 113,598 292,402 20,227 471,010
2006 43,222 106,613 350,665 18,697 519,197
2005 42,165 93,577 277,889 17,528 431,159
Segment earnings: (A)

2007 $ 342 20,179 56,299 6,278 83,098
2006 297 12,191 56,559 5,566 74,613
2005 2,809 13,559 47,915 6,559 70,842

9
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Segment assets: (B)

2007 $ 399,097 796,012
2006 381,490 715,064
2005 366,939 631,477

Notes to Table:

(A) Amounts exclude realized gains and losses on investments, net of taxes.

(B) Amounts exclude other unallocated assets.

6

5,500,226
5,467,733
5,256,146

106,039
103,087
94,064

6,801,374
6,667,374
6,348,626
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Additional information concerning these industry segments is included in Note 13, Segment and Other Operating
Information, of the accompanying consolidated financial statements.

Competition and Ratings

National Western competes with hundreds of life and health insurance company groups in the United States as well as
other financial intermediaries such as banks and securities firms who market insurance products. Competitors in our
international markets include Pan-American Life Insurance, American Fidelity Life Insurance, and Best Meridian
Insurance while domestic market competitors include, among others, American Equity Investment Life, Sammons
Financial Group, AVIVA, Allstate, Lincoln National Life, and Old Mutual Financial Network. Competitive factors are
primarily the breadth and quality of products offered, established positions in niche markets, pricing, relationships
with distribution, commission structures, perceived stability of the insurer, quality of underwriting and customer
service, and cost efficiency. Operating results of life insurers are subject to fluctuations not only from this competitive
environment but also due to economic conditions, interest rate levels and changes, performance of investments, and
the maintenance of strong insurance ratings from independent rating agencies.

In order to compete successfully, life insurers have turned their attention toward distribution, technology, defined end
market targets, speed to the market in terms of product development, and customer relationship management as ways
of gaining a competitive edge. The Company's management believes that it competes primarily on the basis of its
longstanding reputation for commitment in serving international markets, its financial strength and stability, and its
ability to attract and retain distribution based upon product and compensation.

Ratings with respect to financial strength are an important factor in establishing the competitive position of insurance
companies. Financial strength ratings are generally defined as a rating agency’s opinion as to a company’s financial
strength and ability to meet ongoing obligations to policyholders. Accordingly, ratings are important to maintaining
public confidence and impact the ability to market products. The following summarizes the Company's financial
strength ratings.

R a t i n gRating
Agency

Standard &A (Strong)
Poor's

A.M. Best A- (Excellent)

A.M. Best and Standard & Poor’s ratings are a consideration of the Company’s claims paying ability and are not a
rating of the Company’s investment worthiness. The rating agencies generally review the Company's rating on an
annual basis during the second calendar quarter of the year. The above ratings were assigned during 2007 with a stable
outlook from Standard & Poor’s and a positive outlook from A.M. Best. The positive outlook from A.M. Best signifies
the rating agency’s bias toward a rating upgrade sometime in the future. However, there is no assurance that the
Company's ratings will continue for a certain period of time. In the event the Company's ratings are downgraded, the
Company's business may be negatively impacted.

Risk Management
Similar to other insurers, the Company is exposed to a wide spectrum of financial, operational, and other risks as
described in Item 1A. “Risk Factors”. Effective enterprise risk management is a key concern for identifying, monitoring,

measuring, communicating, and managing risks within limits and risk tolerances. The Company’s Board of Directors
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and senior management are knowledgeable of and accountable for key risks. The Board meets at least every other
month and regularly hears reports from the President and Chief Operating Officer, the Chief Financial and
Administrative Officer, the Chief Actuary, the Chief Investment Officer, and the Chief Compliance Officer. In
addition, the Board has several committees which include the Audit Committee, the Investment Committee, and the
Compensation and Stock Option Committee that regularly convene to address various aspects of risk.

7
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The Company maintains a system of disclosure controls and procedures, including internal controls designed to
provide reasonable assurance that assets are safeguarded and transactions are properly authorized, executed and
recorded. The Company recognizes the importance of full and open presentation of its financial position and operating
results and to this end maintains a Disclosure Controls and Procedures Committee comprised of senior executives who
possess comprehensive knowledge of the Company's business and operations. This Committee is responsible for
evaluating disclosure controls and procedures and for the gathering, analyzing, and disclosing of information as
required to be disclosed under the securities laws. It assists the Chief Executive Officer and Chief Financial Officer in
their responsibilities of making the certifications required under the securities laws regarding the Company's
disclosure controls and procedures. It ensures that material financial information is properly communicated up the
Company's hierarchy to the appropriate person or persons and that all disclosures are made in a timely fashion. This
Committee reports directly to the Audit Committee of the Company.

The Company's product designs, underwriting standards and risk management techniques are utilized to protect
against disintermediation risk and greater than expected mortality and morbidity risk. Disintermediation risk is limited
through the use of surrender charges, certain provisions not allowing discretionary withdrawals, and market value
adjustment features. Investment guidelines including duration targets, asset allocation tolerances and return objectives
help to ensure that disintermediation risk is managed within the constraints of profitability criteria. Prudent
underwriting is applied to select and price insurance risks and the Company regularly monitors mortality experience
relative to its product pricing assumptions. Enforcement of disciplined claims management serves to further protect
against greater than expected mortality.

A significant aspect of the Company’s business is managing the linkage of its asset characteristics with the anticipated
behavior of its policy obligations and liabilities, a process commonly referred to as asset-liability matching. The
Company maintains an Asset-Liability Committee (“ALCO”) consisting of senior level members of the Company who
assist and advise the Company’s Board of Directors in monitoring the level of risk the Company is exposed to in
managing its assets and liabilities in order to attain the risk-return profile desired. Certain members of the ALCO
meet as frequently as necessary, to review and recommend for board of director ratification, current period interest
crediting rates to policyholders based upon existing and anticipated investment opportunities. These rates apply to
new sales and to products after an initial guaranteed period, if applicable. Rates are established after the initial
guaranteed period based upon asset portfolio yields and each product’s required interest spread, taking into
consideration current competitive market conditions.

Substantially all international products contain a currency clause stating that premium and claim "dollars" refer to
lawful currency of the United States. Policy applications submitted by international insurance brokers are generally
associated with individuals in upper socioeconomic classes who desire the stability and inflationary hedge of dollar
denominated insurance products issued by the Company. The favorable demographics of this group typically results
in a higher average policy size, and persistency and claims experience (from natural causes) similar to that in the
United States. By accepting applications submitted on residents outside the United States, the Company is able to
further diversify its revenue, earnings, and insurance risk.

The Company follows the industry practice of reinsuring (ceding) portions of its insurance risks with a variety of
reinsurance companies. The use of reinsurance allows the Company to underwrite policies larger than the risk it is
willing to retain on any single life and to continue writing a larger volume of new business. The maximum amount of
life insurance the Company normally retains is $250,000 on any one life subject to a minimum reinsurance session of
$50,000. However, the use of reinsurance does not relieve the Company of its primary liability to pay the full amount
of the insurance benefit in the event of the failure of a reinsurer to honor its contractual obligation. Consequently, the
Company avoids concentrating reinsurance risk with any one reinsurer and only participates in reinsurance treaties
with reputable carriers.

13
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Regulatory and Other Issues

Regulation. The Company's insurance business is subject to comprehensive state regulation in each of the states it is
licensed to conduct business. The laws enforced by the various state insurance departments provide broad
administrative powers with respect to licensing to transact business, licensing and appointing agents, approving policy
forms, regulating unfair trade and claims practices, establishing solvency standards, fixing minimum interest rates for
the accumulation of surrender values, and regulating the type, amounts, and valuations of permitted investments,
among other things. The Company is required to file detailed annual statements with each of the state insurance
supervisory departments in which it does business. The Company's operations and financial records are subject to
examination by these departments at regular intervals. Statutory financial statements are prepared in accordance with
accounting practices prescribed or permitted by the Colorado Division of Insurance, the Company's principal
insurance regulator. Prescribed statutory accounting practices are largely dictated by the Statutory Accounting
Principles adopted by the National Association of Insurance Commissioners ("NAIC").

The NAIC, as well as state regulators, continually evaluates existing laws and regulations pertaining to the operations
of life insurers. To the extent that initiatives result as a part of this process, they may be adopted in the various states
in which the Company is licensed to do business. It is not possible to predict the ultimate content and timing of new
statutes and regulations adopted by state insurance departments and the related impact upon the Company's operations
although it is conceivable that they may be more restrictive.

Although the federal government does not directly regulate the life insurance industry, federal measures previously
considered or enacted by Congress, if revisited, could affect the insurance industry and the Company's business. These
measures include the tax treatment of life insurance companies and life insurance products, as well as changes in
individual income tax structures and rates. Even though the ultimate impact of any of these changes, if implemented,
is uncertain, the persistency of the Company's existing products and the ability to sell products could be materially
affected.

Risk-Based Capital Requirements. The NAIC established risk-based capital ("RBC") requirements to help state
regulators monitor the financial strength and stability of life insurers by identifying those companies that may be
inadequately capitalized. Under the NAIC's requirements, each insurer must maintain its total capital above a
calculated threshold or take corrective measures to achieve the threshold. The threshold of adequate capital is based
on a formula that takes into account the amount of risk each company faces on its products and investments. The
RBC formula takes into consideration four major areas of risk which are: (i) asset risk which primarily focuses on the
quality of investments; (ii) insurance risk which encompasses mortality and morbidity risk; (iii) interest rate risk
which involves asset-liability matching issues; and (iv) other business risks. For each category, the RBC requirements
are determined by applying specified factors to various assets, premiums, reserves, and other items, with the factor
being higher for items with greater underlying risk and lower for items with less risk. The Company's statutory capital
and surplus at December 31, 2007, was significantly in excess of the threshold RBC requirements.

Effects of Inflation. The rate of inflation as measured by the change in the average consumer price index has not had a
material effect on the revenues or operating results of the Company during the three most recent fiscal years.

Employees. The Company had approximately 290 employees as of December 31, 2007 substantially all of which
worked in the Company’s home office in Austin, Texas. None of the employees are subject to collective bargaining
agreements governing their employment with the Company.

ITEM 1A. RISK FACTORS

15



Edgar Filing: NATIONAL WESTERN LIFE INSURANCE CO - Form 10-K

Company performance is subject to varying risk factors. This section provides an overview of possible risk exposures
at this point in time that could impact Company performance in the future. While these scenarios do not represent
expectations of future experience, they are intended to illustrate the potential impacts if any of the following risks
were to manifest into actual occurrences.

We are subject to changing interest rates, market volatility, and general economic conditions which may affect the risk
and returns on both our investment portfolio and our products.

We are exposed to significant capital market risk related to changes in interest rates. Substantial and sustained
changes, up or down, in market interest rate levels can materially affect the profitability of our products, the market

value of our investments, and ultimately the reported amount of stockholders’ equity.

9
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A rise in interest rates will increase the net unrealized loss position of our investment portfolio and may subject the
Company to disintermediation risk. Disintermediation risk is the risk that policyholders may surrender their contracts
in a rising interest rate environment, requiring the Company to liquidate investments in an unrealized loss position
(i.e. the market value less than the carrying value of the investments). With respect to fixed income security
investments the Company maintains in an “Available for Sale” category, rising interest rates will cause declines in the
market value of these securities. These declines are reported in our financial statements as an unrealized investment
loss and a reduction of stockholders’ equity.

There may be occasions where the Company could encounter difficulty selling some of its investments due to a lack
of liquidity in the marketplace. If the Company required significant amounts of cash on short notice during such a
period, it may have difficulty selling investments at attractive prices, in a timely manner or both.

A decline in interest rates could expose the Company to reduced profitability due to minimum interest rate guarantees

that are required in our products by regulation. A key component of profitability is investment spread, or the

difference between the yield on our investments and the rates we credit to policyholders on our products. A narrowing

of investment spreads could negatively affect operating results. Although the Company has the ability to adjust the

rates credited on products in order to maintain our required investment spread, a significant decline in interest rate

levels could affect investment yields to the point where the investment spread is compromised due to minimum

interest rate guarantees. In addition, the potential for increased policy surrenders and cash withdrawals, competitor

activities, and other factors could further limit the Company’s ability to maintain crediting rates on its products at
levels necessary to avoid sacrificing investment spread.

The profitability of the Company’s equity-indexed products linked in part to market indices is significantly affected by
the cost of underlying call options purchased to fund the credits owed to contract holders selecting this form of interest
crediting. If there are little or no gains on the call options purchased over the expected life of these equity-indexed
products, the Company would incur expenses for credited interest over and above the option costs. In addition, if the
Company does not successfully match the terms of the underlying call options purchased with the terms of the
equity-indexed products, the index credits could exceed call option proceeds. This would serve to reduce the
Company’s spread on the products and decrease profits.

Our investment portfolio is subject to credit quality risks which may lessen the value of invested assets and the
Company’s book value per share.

The Company substantially invests monies received in investment grade, fixed income investment securities in order

to meet its obligations to policyholders and provide a return on its deployed capital. Consequently, we are subject to

the risk that issuers of these securities may default on principal and interest payments, particularly in the event of a

major downturn in economic and/or business climate. At December 31, 2007, approximately 2% of the Company’s
$5.7 billion fixed income securities portfolio was comprised of issuers who were investment grade at the time the

Company acquired them but were subsequently downgraded for various reasons. A substantial increase in defaults

from these or other issuers could negatively impact the Company’s financial position and results.

For the Company’s equity-indexed products, over the counter derivative instruments are purchased from a number of
highly rated counterparties to fund the index credit to policyholders. In the event that any of these counterparties fails
to meet their contractual obligations under these derivative instruments, the Company would be financially at risk for
providing the credits due that the counterparty reneged on. The failure of the counterparty to perform could negatively
impact the Company’s financial position and results.

We are subject to general domestic and international economic conditions that may be less favorable than currently
exists or is anticipated.
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The demand for financial and insurance products is subject to factors such as consumer sentiment and behavior,
business investment and government spending, the volatility and strength of capital markets, inflation, and overall
economic climate. Further, since we accept applications from residents in North America, Latin America, Eastern
Europe and the Pacific Rim, we are exposed to economic conditions in multiple geographic locations. Economic
downturns in any of these geographic locations characterized by political, social or economic instability, higher
unemployment, lower family income or consumer spending could negatively affect the demand for the Company’s
products. Accordingly, the Company’s overall success depends, in part, upon the ability to succeed despite these
differing and dynamic conditions.

10
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We are subject to incurring difficulties in marketing and distributing our products through our current and future
distribution channels.

The Company distributes its life and annuity products through independent broker-agents. There is substantial
competition, particularly in the Company’s domestic market, for independent broker-agents with the demonstrated
ability to market and sell insurance products. Competition for these individuals or organizations typically centers on
products, compensation, home office support and the insurer’s financial strength ratings. The Company’s future sales
and financial condition are dependent upon avoiding significant interruptions in attracting and retaining independent
broker-agents.

We are subject to a downgrade in our financial strength ratings which may negatively affect our ability to attract and
retain independent distributors, make our products less attractive to consumers, and may have an adverse effect on our
operations.

Financial strength ratings are an important criteria in establishing the competitive position of insurers. Ratings
generally reflect the rating agencies’ view of a particular company’s financial strength, operating performance, and
ability to meet its obligations to policyholders. However, some of the rating factors often relate to the particular views
of the rating agency, their independent economic modeling, the general economic climate, and other circumstances
outside of the insurer’s control. Accordingly, we cannot predict with any certainty what actions rating agencies may
take. A downgrade in our financial strength rating, or an announced potential downgrade, could affect our competitive
position and make it more difficult to market our products vis-a-vis competitors with higher financial strength ratings.
In extreme situations, a significant downgrade action by one or more rating agency could induce existing
policyholders to cancel their policies and withdraw funds from the Company. These events could have a material
adverse effect on our financial position and liquidity.

We are subject to competition from new sources as well as companies having substantially greater financial resources
which could have an adverse impact upon our business levels and profitability.

In recent years, there has been considerable consolidation among companies in the insurance and financial sectors
resulting in large, well-capitalized entities that offer products comparable to the Company. Frequently, these larger
organizations are not domiciled in the United States or are financial services entities attempting to establish a position
in the insurance industry. These larger competitors often enjoy economies of scale which produce lower operating
costs and the wherewithal to absorb greater risk allowing them to price products more competitively and, in turn,
attract independent distributors. Consequently, the Company may encounter additional product pricing pressures and
be challenged to maintain profit margin targets and profitability criteria. Because of these competitive presences, the
Company may not be able to effectively compete without negative affects on our financial position and results.

We are subject to regulation and changes to existing laws that may affect our profitability or means of operations.

The Company is subject to extensive laws and regulations which are complex and subject to change. In addition, these
laws and regulations are enforced by a number of different authorities including, but not limited to, state insurance
regulators, the Securities and Exchange Commission, state attorney generals, and the U.S. Department of Justice.
Compliance with these laws and regulations is time consuming and any changes may materially increase our
compliance costs and other expenses of doing business. The regulatory framework at the state and, increasingly,
federal level pertaining to insurance products and practices is advancing and could affect not only the design of our
products but our ability to continue to sell certain products.

Life insurer products generally offer tax advantages to policyholders via the deferral of income tax on policy earnings
during the accumulation phase of the product, be it an annuity or a life insurance product. Taxes, if any, are payable
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on income attributable to a distribution under a policy/contract for the year in which the distribution is made.
Periodically, Congress has considered legislation that would reduce or eliminate this tax deferral advantage inherent to
the life insurance industry and subject the industry’s products to treatment more equivalent with other investments. In
the event that the tax-deferred status of life insurance products is revised or reduced by Congress all life insurers
would be adversely impacted.

We may be subject to unfavorable judicial developments, including the time and expense of litigation, which
potentially could affect our financial position and results.

11
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In the ordinary course of business, we are involved in various legal actions common to the life insurance industry,

some of which may occasionally assert claims for large amounts. These actions, for example, could include

allegations of improper sales practices in connection with the sale of life insurance or bad faith in the handling of

insurance claims. While we are not a party to any lawsuit that we believe will have a material adverse effect on our

financial position or operations, given the inherent unpredictability of litigation, there can be no assurance that such

litigation, current or in the future, will not have such a material adverse effect on the Company’s results of operation or
cash flows in any particular reporting period.

We could be liable with respect to liabilities ceded to reinsurers if the reinsurers fail to meet the obligations assumed
by them.

The Company cedes material amounts of insurance to other unaffiliated insurance companies through reinsurance.
However, these reinsurance arrangements do not fully discharge the Company’s obligation to pay benefits on the
reinsured business. If a reinsurer fails to meet its obligations, the Company would be forced to cover these claims. In
addition, if a reinsurer becomes insolvent, it may cause the Company to lose its reserve credits on the ceded business
which require the establishment of additional reserves. To mitigate the risks associated with the use of reinsurance, the
Company carefully monitors the ratings and financial condition of its reinsurers on a regular basis and attempts to
avoid concentration of credit risks in order to diversify its risk exposure.

We are subject to policy claims experience which can fluctuate from period to period and vary from past results or
expectations.

The Company’s earnings are significantly influenced by policy claims received and will vary from period to period
depending upon the amount of claims incurred. In any given quarter or year, there is very limited predictability of

claims experience. The liability established for future policy benefits is based upon a number of different factors. In

the event our future claim experience does not match our past results or pricing assumptions, our operating results

could be materially and adversely affected.

We are subject to assumption inaccuracies regarding future mortality, persistency, and interest rates used in
determining deferred policy acquisition costs.

Deferred policy acquisition costs (and deferred sales inducement amounts) are calculated using a number of
assumptions related to policy persistency, mortality and interest rates. Amortization of deferred policy acquisition
expenses is dependent upon actual and expected profits generated by the lines of business that incurred the related
expenses. Due to the uncertainty associated with establishing these assumptions, the Company cannot, with precision,
determine the exact pattern of profit emergence. Accordingly, actual results could differ from the related assumptions
which could have a material and adverse impact on the Company’s operating results.

We are dependent upon effective information technology systems and on development and implementation of new
technologies.

The Company’s business operations are technology dependent for maintaining accurate records, administering
complex contract provisions, and complying with increasingly demanding regulation. While systems developments

can streamline many processes and in the long term reduce the cost of doing business, these initiatives can present

short-term cost and implementation risks. Projections of expenses, implementation time frames and the ultimate

enhancement values may be different from expectations and escalate over time. The Company also faces rising costs

and time constraints in meeting data security compliance requirements of new and proposed regulations. These

increased risks and expanding requirements expose the Company to potential data loss and damages and significant

increases in compliance and litigation costs.
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The Company retains confidential information on its systems, including customer information and proprietary
business information. The increasing volume and sophistication of computer viruses, hackers and other external
threats may increase the vulnerability of the Company’s systems to data breaches. Any compromise of the security of
the Company’s technology systems that results in the disclosure of personally identifiable customer information could
damage the Company’s reputation, expose it to litigation, and result in significant technical, legal and other expenses.

12
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Some of the Company’s information technology systems are older legacy-type systems and require an ongoing
commitment of resources to maintain current standards. These legacy systems are written in older programming
languages with which fewer and fewer individuals are knowledgeable of and trained in. The Company’s success is in
large part dependent on maintaining and enhancing the effectiveness of existing legacy systems and failure of these
systems for any reason could disrupt our operations, result in the loss of business and adversely impact our
profitability.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.

ITEM 2. PROPERTIES

The Company leases approximately 72,000 square feet of office space in Austin, Texas. This lease expires in 2010

and specifies lease payments that gradually increase over the term of the lease. Currently, lease payments are $0.6

million per year plus taxes, insurance, maintenance, and other operating costs. Additionally, the Company’s
wholly-owned subsidiary, The Westcap Corporation, owns two buildings adjacent to the Company’s principal office
space totaling approximately 21,000 square feet that are leased and utilized by the Company. The Company’s affiliate,
Regent Care Building, Limited Partnership, owns a 65,000 square foot building in Reno, Nevada, which is leased and

utilized by another of the Company’s affiliates, Regent Care Operations, Limited Partnership, for use in its nursing
home operations. Lease costs and related operating expenses for facilities of the Company’s subsidiaries are currently
not significant in relation to the Company’s consolidated financial statements. The intercompany lease costs related to
The Westcap Corporation and the nursing home have been eliminated for consolidated reporting purposes.

ITEM 3. LEGAL PROCEEDINGS

In the course of an audit of a charitable tax-exempt foundation, the Internal Revenue Service (“IRS”) raised an issue
under the special provisions of the Internal Revenue Code (“IRC”) governing tax-exempt private foundations as to
certain interest-bearing loans from the Company to another corporation in which the tax-exempt foundation owns
stock. The issue was whether such transactions constitute indirect self-dealing by the foundation, the result of which
would be excise taxes on the Company by virtue of its participation in such transactions. By letter to the Company
dated August 21, 2003, the IRS proposed an initial excise tax liability in the total amount approximating one million
dollars as a result of such transactions. The Company disagreed with the IRS analysis. The Company contested and
requested that this issue instead be referred to the IRS National Office for technical advice. The IRS audit team agreed
and the matter was referred in November of 2003 to the IRS National Office. Such technical advice was subsequently
issued on April 11, 2007 by the IRS National Office in the form of a memorandum, analyzing the issue, which
concluded that such loans do not constitute indirect self-dealing. By letter of June 5, 2007 from the IRS to the
Company, the IRS concurred that based on the results of the Technical Advice Memorandum, there was no excise tax
owed by the Company for the years under review. This technical advice memorandum is binding on the IRS audit
team.

The Company is a defendant in three class action lawsuits. The Court has certified a class consisting of certain
California policyholders age 65 and older alleging violations under California Business and Professions Code section
17200. The Court has additionally certified a subclass of 36 policyholders alleging fraud against their agent, and
vicariously, against National Western Life. Management believes that the Company has good and meritorious
defenses and intends to continue to vigorously defend itself against these claims. A second class action lawsuit is in
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discovery with no class certification motion pending. The third class action lawsuit was certified as a class by the trail
court, but ultimately reversed by the Texas Supreme Court. Thereupon the plaintiff filed a new motion for class
certification which was denied by the trail court. The Plaintiff filed a notice of appeal, which has not been
perfected. The Plaintiff and the Company have since filed a joint motion informing the Court of Appeals that the
parties have reached a comprehensive settlement and that the parties jointly request the court to dismiss the appeal and
remand the case to District Court for an agreed dismissal with prejudice to be entered by the District Court.

The Company is involved or may become involved in various other legal actions, in the normal course of business, in
which claims for alleged economic and punitive damages have been or may be asserted, some for substantial amounts.
Although there can be no assurances, at the present time, the Company does not anticipate that the ultimate liability
arising from potential, pending, or threatened legal actions, will have a material adverse effect on the financial
condition or operating results of the Company.

13
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ITEM 4. SUBMISSION OF MATTERS TO A VOTE
OF SECURITY HOLDERS

No matters were submitted to a vote of the Company’s security holders during the fourth quarter of 2007.

PART II

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY,
RELATED STOCKHOLDER MATTERS AND ISSUER
PURCHASES OF EQUITY SECURITIES

Market Information
The principal market on which the Class A common stock of the Company trades is The NASDAQ Stock Market®

under the symbol “NWLIA”. The high and low sales prices for the Class A common stock for each quarter during the
last two years are shown in the following table.

High Low

2007:First Quarter $ 235.25 223.05

Second

Quarter 271.60 249.05

Third Quarter 268.00 228.56

Fourth

Quarter 24695 199.53
2006:First Quarter $ 232.29 200.00

Second

Quarter 239.65 209.00

Third Quarter 237.36 222.59

Fourth

Quarter 243.00 224.05

Equity Security Holders
The number of stockholders of record on March 10, 2008 was as follows:

Class A
Common

Stock 4,512
Class B
Common

Stock 2

Dividends

During 2007, the Company paid cash dividends on its Class A and Class B common stock in the amounts of
$1,232,037 and $36,000, respectively. During 2006, the Company paid cash dividends on its Class A and Class B

25



Edgar Filing: NATIONAL WESTERN LIFE INSURANCE CO - Form 10-K

common stock in the amounts of $1,231,497 and $36,000, respectively. Payment of dividends is within the discretion
of the Company’s Board of Directors. The Company’s general policy is to reinvest earnings internally to finance the
development of new business.

Securities Authorized For Issuance Under Equity Compensation Plans

The Company has one equity compensation plan that was approved by security holders. Under the plan, 94,984
shares of the Company’s Class A common stock may be issued upon exercise of the outstanding options at December
31, 2007. The weighted average exercise price of the outstanding options is $128.47 per option. Excluding the
outstanding options, 27,668 shares of the common stock remain available for future issuance under the plan at
December 31, 2007. The Company has no equity compensation plans that have not been approved by security
holders.

14
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Performance Graph

The following graph compares the change in the Company's cumulative total stockholder return on its common stock
with the NASDAQ - U.S. Companies Index and the NASDAQ Insurance Stock Index. The graph assumes that the
value of the Company's common stock and each index was $100 at December 31, 2002, and that all dividends were
reinvested.

Issuer Purchases of Equity Securities

Effective March 10, 2006, the Company adopted and implemented a limited stock buy-back program associated with
the Company's 1995 Stock Option and Incentive Plan ("Plan") which provides Option Holders the additional
alternative of selling shares acquired through the exercise of options directly back to the Company. Option Holders
may elect to sell such acquired shares back to the Company at any time within ninety (90) days after the exercise of
options at the prevailing market price as of the date of notice of election.

During the months ended November and December 2007, the Company purchased 200 shares and 400 shares from
option holders at an average price of $202.92 and $207.37, respectively. These purchased shares are reported in the

Company's condensed consolidated financial statements as authorized and unissued.

15
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ITEM 6. SELECTED CONSOLIDATED FINANCIAL DATA

The following five-year financial summary includes comparative amounts derived from the audited consolidated
financial statements.

Years Ended December 31,
2007 2006 2005 2004 2003
(In thousands except per share amounts)
Earnings Information:

Revenues:

Life and annuity premiums $ 19,513 15,805 14,602 14,025 13,916
Universal life and annuity contract

revenues 119,677 106,320 96,765 89,513 80,964
Net investment income 318,137 379,768 310,213 315,843 298,974
Other income 13,683 17,304 9,579 11,259 7,061
Realized gains (losses) on

investments 3,497 2,662 9,884 3,506 (1,647)
Total revenues 474,507 521,859 441,043 434,146 399,268
Benefits and expenses:

Life and other policy benefits 41,326 35,241 39,162 34,613 37,180
Amortization of deferred policy

acquisition costs 88,413 90,358 87,955 88,733 53,829
Universal life and investment

annuity contract interest 164,391 213,736 150,692 173,315 176,374
Other operating expenses 55,130 65,709 46,349 35,441 48,776
Total expenses 349,260 405,044 324,158 332,102 316,159

Earnings before Federal income taxes
and cumulative effect of change in

accounting principle 125,247 116,815 116,885 102,044 83,109
Federal income taxes 39,876 40,472 39,618 34,572 27,327
Earnings before cumulative effect of

change in accounting principle 85,371 76,343 77,267 67,472 55,782

Cumulative effect of change in

accounting principle, net of tax - - - 54,697 -
Net earnings $ 85371 76,343 77,267 122,169 55,782
Diluted Earnings Per Share:

Earnings from operations:

Class A $ 23.95 21.46 21.83 19.26 16.10
Class B $ 12.12 10.84 11.00 9.68 8.09
Cumulative effect of change in

accounting principle:

Class A $ - - - 15.61 -
Class B $ - - - 7.85 -
Net earnings:

Class A $ 23.95 21.46 21.83 34.87 16.10
Class B $ 12.12 10.84 11.00 17.53 8.09

Balance Sheet Information:
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Total assets

Total liabilities

Stockholders’ equity

Book value per common share

16

$ 6,835,326

$ 5,823,641

$ 1,011,685

$

279.29

6,693,443
5,760,459
932,984

257.67

6,369,008
5,495,000
874,008

241.89

5,991,685
5,183,013
808,672

225.62

5,297,720
4,617,862
679,858

191.69
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Forward-Looking Statements

The Private Securities Litigation Reform Act of 1995 provides a “safe harbor” for forward-looking statements. Certain
information contained herein or in other written or oral statements made by or on behalf of National Western Life
Insurance Company or its subsidiaries are or may be viewed as forward-looking. Although the Company has taken
appropriate care in developing any such information, forward-looking information involves risks and uncertainties
that could significantly impact actual results. These risks and uncertainties include, but are not limited to, matters
described in the Company’s SEC filings such as exposure to market risks, anticipated cash flows or operating
performance, future capital needs, and statutory or regulatory related issues. However, National Western, as a matter
of policy, does not make any specific projections as to future earnings, nor does it endorse any projections regarding
future performance that may be made by others. Whether or not actual results differ materially from forward-looking
statements may depend on numerous foreseeable and unforeseeable events or developments. Also, the Company
undertakes no obligation to publicly update or revise any forward-looking statements, whether as a result of new
information, future developments, or otherwise.

Management’s discussion and analysis of financial condition and results of operations (“MD&A”) of National Western
Life Insurance Company for the three years ended December 31, 2007 follows. This discussion should be read in
conjunction with the Company’s consolidated financial statements and related notes beginning on page 76 of this
report.

Overview

The Company provides life insurance products on a global basis for the savings and protection needs of policyholders
and annuity contracts for the asset accumulation and retirement needs of contractholders both domestically and
internationally. The Company accepts funds from policyholders or contractholders and establishes a liability
representing future obligations to pay the policy or contract-holders and their beneficiaries. To ensure the Company
will be able to pay these future commitments, the funds received as premium payments and deposits are invested in
high quality investments, primarily fixed income securities.

Due to the business of accepting funds to pay future obligations in later years, the underlying economics and relevant
factors affecting the life insurance industry include the following:

Y level of premium revenues collected
Y persistency of policies and contracts
Y returns on investments
Y investment credit quality
Y levels of policy benefits and costs to acquire business
Y effect of interest rate changes on revenues and investments including asset and liability matching
Y adequate levels of capital and surplus

The Company monitors these factors continually as key business indicators. The discussion that follows in this Item

includes these indicators and presents information useful to an overall understanding of the Company’s business
performance in 2007, incorporating required disclosures in accordance with the rules and regulations of the Securities

and Exchange Commission.
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Critical Accounting Policies

Accounting policies discussed below are those considered critical to an understanding of the Company’s financial
statements.

Impairment of Investment Securities. The Company’s accounting policy requires that a decline in the value of a
security below its amortized cost basis be evaluated to determine if the decline is other-than-temporary. The primary
factors considered in evaluating whether a decline in value for fixed income and equity securities is
other-than-temporary include: (a) the length of time and the extent to which the fair value has been less than cost, (b)
the financial conditions and near-term prospects of the issuer, (c) whether the debtor is current on contractually
obligated principal and interest payments, and (d) the intent and ability of the Company to retain the investment for a
period of time sufficient to allow for any anticipated recovery. In addition, certain securitized financial assets with
contractual cash flows are evaluated periodically by the Company to update the estimated cash flows over the life of
the security. If the Company determines that the fair value of the securitized financial asset is less than its carrying
amount and there has been a decrease in the present value of the estimated cash flows since the previous estimate, then
an other-than-temporary impairment charge is recognized. When a security is deemed to be impaired a charge is
recorded as net realized losses equal to the difference between the fair value and amortized cost basis of the
security. Once an impairment charge has been recorded, the fair value of the impaired investment becomes its new
cost basis and the Company continues to review the other-than-temporarily impaired security for appropriate valuation
on an ongoing basis.

Deferred Acquisition Costs (“DAC”). The Company is required to defer certain policy acquisition costs and amortize
them over future periods. These costs include commissions and certain other expenses that vary with and are
primarily associated with acquiring new business. The deferred costs are recorded as an asset commonly referred to
as deferred policy acquisition costs. The DAC asset balance is subsequently charged to income over the lives of the
underlying contracts in relation to the anticipated emergence of revenue or profits. Actual revenue or profits can vary
from Company estimates resulting in increases or decreases in the rate of amortization. The Company regularly
evaluates to determine if actual experience or other evidence suggests that earlier estimates should be revised.
Assumptions considered significant include surrender and lapse rates, mortality, expense levels, investment
performance, and estimated interest spread. Should actual experience dictate that the Company change its
assumptions regarding the emergence of future revenues or profits (commonly referred to as “unlocking”), the Company
would record a charge or credit to bring its DAC balance to the level it would have been if using the new assumptions
from the inception date of each policy.

DAC is also subject to periodic recoverability and loss recognition testing. These tests ensure that the present value of
future contract-related cash flows will support the capitalized DAC balance to be amortized in the future. The present
value of these cash flows, less the benefit reserve, is compared with the unamortized DAC balance and if the DAC
balance is greater, the deficiency is charged to expense as a component of amortization and the asset balance is
reduced to the recoverable amount. For more information about accounting for DAC see Note 1, Summary of
Significant Accounting Policies, in the Notes to Consolidated Financial Statements.

Deferred Sales Inducements. Costs related to sales inducements offered on sales to new customers, principally on
investment type contracts and primarily in the form of additional credits to the customer’s account value or
enhancements to interest credited for a specified period, which are beyond amounts currently being credited to
existing contracts, are deferred and recorded as other assets. All other sales inducements are expensed as incurred and
included in interest credited to contract holders’ funds. Deferred sales inducements are amortized to income using the
same methodology and assumptions as DAC, and are included in interest credited to contract holders’ funds. Deferred
sales inducements are periodically reviewed for recoverability. See the discussion of the adoption of Statement of
Position (“SOP”) 05-1, Accounting by Insurance Enterprises for Deferred Acquisition Costs in Connection with
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Modifications or Exchanges of Insurance Contracts on page 44 of this report.
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Future Policy Benefits. Because of the long-term nature of insurance contracts, the Company is liable for policy
benefit payments many years into the future. The liability for future policy benefits represents estimates of the present
value of the Company’s expected benefit payments, net of the related present value of future net premium
collections. For traditional life insurance contracts, this is determined by standard actuarial procedures, using
assumptions as to mortality (life expectancy), morbidity (health expectancy), persistency, and interest rates, which are
based on the Company’s experience with similar products. The assumptions used are those considered to be
appropriate at the time the policies are issued. An additional provision is made on most products to allow for possible
adverse deviation from the assumptions assumed. For universal life and annuity products, the Company’s liability is
the amount of the contract’s account balance. Account balances are also subject to minimum liability calculations as a
result of minimum guaranteed interest rates in the policies. While management and Company actuaries have used their
best judgment in determining the assumptions and in calculating the liability for future policy benefits, there is no
assurance that the estimate of the liabilities reflected in the financial statements represents the Company’s ultimate
obligation. In addition, significantly different assumptions could result in materially different reported amounts. A
discussion of the assumptions used to calculate the liability for future policy benefits is reported in Note 1, Summary
of Significant Accounting Policies, in the Notes to Consolidated Financial Statements.

Revenue Recognition. Premium income for the Company’s traditional life insurance contracts is generally recognized
as the premium becomes due from policyholders. For annuity and universal life contracts, the amounts collected from

policyholders are considered deposits and are not included in revenue. For these contracts, fee income consists of

policy charges for policy administration, cost of insurance charges and surrender charges assessed against

policyholders’ account balances which are recognized in the period the services are provided.

Investment activities of the Company are integral to its insurance operations. Since life insurance benefits may not be
paid until many years into the future, the accumulation of cash flows from premium receipts are invested with income
reported as revenue when earned. Anticipated yields on investments are reflected in premium rates, contract liabilities,
and other product contract features. These anticipated yields are implied in the interest required on the Company’s net
insurance liabilities (future policy benefits less deferred acquisition costs) and contractual interest obligations in its
insurance and annuity products. The Company benefits to the extent actual net investment income exceeds the
required interest on net insurance liabilities and manages the rates it credits on its products to maintain the targeted
excess or “spread” of investment earnings over interest credited. The Company will continue to be required to provide
for future contractual obligations in the event of a decline in investment yield. For more information concerning
revenue recognition, investment accounting, and interest sensitivity, please refer to Note 1, Summary of Significant
Accounting Policies, and Note 3, Investments, in the Notes to Consolidated Financial Statements and the discussions
under Investments in Item 7 of this report.

Pension Plans and Other Postretirement Benefits. The Company sponsors a qualified defined benefit pension plan,
which was frozen effective December 31, 2007, covering substantially all employees and three nonqualified defined
benefit plans covering certain senior officers. In addition, the Company also has postretirement health care benefits
for certain senior officers. In accordance with prescribed accounting standards, the Company annually reviews plan
assumptions.

The Company annually reviews its pension benefit plan assumptions which include the discount rate, the expected
long-term rate of return on plan assets, and the compensation increase rate. The assumed discount rate is set based on
the rates of return on high quality long-term fixed income investments currently available and expected to be available
during the period to maturity of the pension benefits. The assumed long-term rate of return on plan assets is generally
set at the rate expected to be earned based on long-term investment policy of the plans and the various classes of the
invested funds, based on the input of the plan’s investment advisors and consulting actuary and the plan’s historic rate
of return. The compensation rate increase assumption is generally set at a rate consistent with current and expected
long-term compensation and salary policy, including inflation. The freeze ceased future benefit accruals to all
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participants and closed the Plan to any new participants. In addition, all participants became immediately 100% vested
in their accrued benefits as of that date.
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Other postretirement benefit assumptions include future events affecting retirement age, mortality, dependency status,
per capita claims costs by age, health care trend rates, and discount rates. Per capita claims cost by age is the current
cost of providing postretirement health care benefits for one year at each age from the youngest age to the oldest age
at which plan participants are expected to receive benefits under the plan. Health care trend rates involve assumptions
about the annual rate(s) of change in the cost of health care benefits currently provided by the plan, due to factors
other than changes in the composition of the plan population by age and dependency status. These rates implicitly
consider estimates of health care inflation, changes in utilization, technological advances and changes in health status
of the participants. These assumptions involve uncertainties and judgment, and therefore actual performance may not
be reflective of the assumptions.

Share-Based Payments. Liability awards under a share-based payment arrangement have been measured based on the
award's fair value at the reporting date. The Black-Scholes valuation method has been used to estimate the fair value
of the options. This fair value calculation of the options include assumptions relative to the following:

Y exercise price
Y expected term based on contractual term and perceived future behavior relative to exercise
Y current price
Y expected volatility
Y risk-free interest rates
Y expected dividends

These assumptions are continually reviewed by the Company and adjustments may be made based upon current facts
and circumstances.

Other significant accounting policies, although not involving the same level of measurement uncertainties as those
discussed above but nonetheless important to an understanding of the financial statements, are described in Note 1,
Summary of Significant Accounting Policies, in the Notes to Consolidated Financial Statements.

RESULTS OF OPERATIONS

The Company’s consolidated financial statements are prepared in accordance with U.S. generally accepted accounting
principles (“GAAP”). In addition, the Company regularly evaluates operating performance using non-GAAP financial
measures which exclude or segregate derivative and realized investment gains and losses from operating revenues and
earnings. Similar measures are commonly used in the insurance industry in order to assess profitability and results
from ongoing operations. The Company believes that the presentation of these non-GAAP financial measures
enhances the understanding of the Company’s results of operations by highlighting the results from ongoing operations
and the underlying profitability factors of the Company’s business. The Company excludes or segregates derivative
and realized investment gains and losses because such items are often the result of events which may or may not be at
the Company’s discretion and the fluctuating effects of these items could distort trends in the underlying profitability
of the Company’s business. Therefore, in the following sections discussing consolidated operations and segment
operations, appropriate reconciliations have been included to report information management considers useful in
enhancing an understanding of the Company’s operations to reportable GAAP balances reflected in the consolidated
financial statements.
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Consolidated Operations
Revenues. The following details Company revenues.
Years Ended December 31,

2007 2006 2005
(In thousands)

Universal life and annuity contract revenues $ 119,677 106,320 96,765
Traditional life and annuity premiums 19,513 15,805 14,602
Net investment income (excluding derivatives) 334,799 336,489 321,201
Other income 13,683 17,304 9,579
Operating revenues 487,672 475,918 442,147
Derivative income (loss) (16,662) 43,279 (10,988)
Realized gains on investments 3,497 2,662 9,884
Total revenues $ 474,507 521,859 441,043

Universal life and annuity contract revenues — Revenues for universal life and annuity contract revenues increased
12.6% in 2007 compared to 2006. Revenues for these products consist of policy charges for the cost of insurance,
administration charges, and surrender charges assessed against policyholder account balances, less reinsurance
premiums. Cost of insurance charges were $74.3 million in 2007 compared to $67.7 million in 2006, and $63.3
million in 2005. Administrative charges were $20.9 million, $17.1 million, and $15.0 million for the years ended
December 31, 2007, 2006, and 2005, respectively. Surrender charges assessed against policyholder account balances
upon withdrawal were $33.4 million, in 2007 compared to $28.7 million in 2006 and $25.1 million in 2005.

Traditional life and annuity premiums — Traditional life and annuity premiums increased 23.5% in 2007 compared to
2006. Increasing life sales has been a strategic focus over the past several years. Traditional life insurance premiums
for products such as whole life and term life are recognized as revenues over the premium-paying period.

Net investment income - A detail of net investment income is provided below.

Years Ended December 31,
2007 2006 2005
(In thousands)
Gross investment income:

Debt securities $ 309,708 306,129 293,502
Mortgage loans 8,513 8,480 9,676
Policy loans 6,302 6,354 6,409
Short-term investments 7,059 3,118 1,416
Other investment income 6,087 15,289 12,559
Total investment income 337,669 339,370 323,562
Investment expenses 2,870 2,881 2,361

Net investment income
(excluding derivatives) 334,799 336,489 321,201
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Derivative income (loss) (16,662) 43,279
Net investment income $ 318,137 379,768
21

(10,988)

310,213
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Investment grade debt securities generated approximately 92.5% of total investment income, excluding derivatives in
2007. Short-term investments contributed $7.1 million, $3.1 million, and $1.4 million for the years ended 2007, 2006,
and 2005, respectively. The significant increase relative to short-term investment income in 2007 is attributable to
higher asset holdings in these investments compared to prior years. Other investment income for 2007 includes $0.9
million related to income received on various profit participation arrangements compared to $1.2 million recorded in
2006 and $2.8 million recorded in 2005. In addition, proceeds of $4.3 million were received in 2006 from a class
action settlement on a disposed debt security.

Net investment income performance is analyzed excluding derivative income (loss), which is a common practice in
the insurance industry, in order to assess underlying profitability and results from ongoing operations. Net investment
income performance is summarized as follows:

Years Ended December 31,
2007 2006 2005
(In thousands except percentages)
Excluding derivatives:

Net investment income $ 334,799 336,489 321,201
Average invested assets, at amortized cost $ 5,732,212 5,514,196 5,205,983
Yield on average invested assets 5.84% 6.10% 6.17%
Including derivatives:

Net investment income $ 318,137 379,768 310,213
Average invested assets, at amortized cost $ 5,789,502 5,548,266 5,252,259
Yield on average invested assets 5.50% 6.84% 5.91%

The average invested asset decline in yield is due to the overall interest rate level decline and the Company obtaining
lower yields on newly invested funds as well as prepayments, calls, and maturities of debt securities reinvested at
lower rates. The additional income recognized from the other invested assets in 2006 and 2005, as previously
discussed, also contributes to a higher yield for those years. Refer to the Derivatives discussion following this section
for a more detailed explanation.

Other income - Other income revenues consists primarily of gross income associated with nursing home operations of
$12.6 million, $11.2 million, and $8.9 million in 2007, 2006, and 2005, respectively. In addition, the Company
received $0.5 million and $5.5 million related to lawsuit settlements during 2007 and 2006.

Derivatives income (loss) - Index options are derivative financial instruments used to fully hedge the equity return
component of the Company’s equity-indexed products, which were first introduced for sale in 1997. In 2002, the
Company began selling an equity-indexed universal life product in addition to its fixed indexed annuities. Any
income or loss from the sale or expiration of the options, as well as period-to-period changes in fair values, are
reflected as a component of net investment income. However, increases or decreases in income from these options are
substantially offset by corresponding increases or decreases in amounts credited to indexed annuity and life
policyholders.

Income and losses from index options are due to market conditions. Index options are intended to act as hedges to
match the returns on the S&P 500 Index® and the rise or decline in this index causes index option values to likewise
rise or decline. While income from index options fluctuates with the index, the contract interest expense to
policyholder accounts for the Company’s equity-indexed products also fluctuates in a similar manner and direction. In
2007 and 2005, the S&P 500 Index® decreased resulting in index option losses and a reduction in contract interest
expenses. In 2006, the S&P 500 Index® increased and the Company recorded income from index options and
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Derivative components included in net investment income and the corresponding contract interest amounts are
detailed below.

Years Ended December 31,
2007 2006 2005
(In thousands)

Derivatives:

Unrealized income (loss) $ (56,204) 27,108 (9,579)
Realized income (loss) 39,542 16,171 (1,409)
Total income (loss) included in net investment income $ (16,662) 43,279 (10,988)
Total contract interest $ 164,391 213,736 150,692

Realized gains on investments - The net gains reported in 2007 of $3.5 million consisted of gross gains of $5.4 million
primarily from calls and sales of debt securities, (including a $3.7 million gain recorded on a previously impaired debt
security), sale of real estate during the year, offset by gross losses of $1.9 million, which includes the impairments
highlighted in the table below.

In past years, the realized losses on investments have primarily resulted from impairment writedowns on investments
in debt securities and valuation allowances recorded on mortgage loans. The Company records impairment
writedowns when a decline in value is considered other-than-temporary and full recovery of the investment is not
expected. Impairment writedowns are summarized in the following table.

Years Ended December 31,
2007 2006 2005
(In thousands)
Impairment or valuation writedowns:
Bonds $ 67 99 1,926
Mortgage loans 1,467 2,100 -

The mortgage loan valuation writedown in 2007 and 2006 involves a New Orleans property whose value was
negatively impacted by Hurricane Katrina.

Benefits and Expenses. The following details benefits and expenses.
Years Ended December 31,

2007 2006 2005
(In thousands)

Life and other policy benefits $ 41,326 35,241 39,162
Amortization of deferred policy acquisition costs 88,413 90,358 87,955
Universal life and annuity contract interest 164,391 213,736 150,692
Other operating expenses 55,130 65,709 46,349
Totals $ 349,260 405,044 324,158

Life and other policy benefits - Life and other policy benefits reflect death claims of $28.5 million, $26.2 million, and
$30.0 million for 2007, 2006, and 2005, respectively.
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Amortization of deferred policy acquisition costs - Life insurance companies are required to defer certain expenses
associated with acquiring new business. The majority of these acquisition expenses consist of commissions paid to
agents, underwriting costs, and certain marketing expenses and sales inducements. The Company defers sales
inducements in the form of first year interest bonuses on annuity and universal life products that are directly related to
the production of new business. These charges are deferred and amortized using the same methodology and
assumptions used to amortize other capitalized acquisition costs and the amortization is included in contract
interest. Recognition of these deferred policy acquisition costs in the consolidated financial statements is to occur
over future periods in relation to the expected emergence of profits priced into the products sold. This emergence of
profits is based upon assumptions regarding premium payment patterns, mortality, persistency, investment
performance, and expense patterns. Companies are required to review these assumptions periodically to ascertain
whether actual experience has deviated significantly from that assumed. If it is determined that a significant deviation
has occurred, the emergence of profit patterns is to be "unlocked" and reset based upon the actual experience.

Amortization of deferred policy acquisition costs decreased to $88.4 million for the year ended December 31, 2007
compared to $90.4 million and $88.0 million reported in 2006 and 2005. An unlocking adjustment was recorded in
the current year which resulted in a decrease of amortization by $8.6 million. This unlocking adjustment was based
upon changes to (1) future mortality assumptions reflecting current experience studies and (2) future cost of insurance
rate assumptions based on company changes to future cost of insurance rate changes. In addition, a true-up
adjustment was also recorded at December 2007 relative to partial surrender rates, mortality rates, credited interest
rates and earned rates for the current year’s experience resulting in a $2.7 million decrease in
amortization. Amortization for 2006 includes a true-up adjustment relative to partial surrenders, mortality
assumptions, annuitizations, credited rates and earned rates which increased amortization in that year by
approximately $4.3 million. There was a similar adjustment in 2005 relative to amortization assumptions that resulted
in increased amortization for that year.

In accordance with the newly adopted SOP 05-1, Accounting by Insurance Enterprises for Deferred Acquisition Costs
in Connection with Modifications or Exchanges of Insurance Contracts, ("SOP 05-1") the Company’s amortization of
these deferred policy acquisition costs is expected to increase in 2007 and in the future. Under this pronouncement,
annuitizations and certain internal replacements of contracts result in the associated unamortized deferred acquisition
costs, unearned revenue liabilities, and deferred sales inducement assets being written off.

Universal life and annuity contract interest - The Company closely monitors its credited interest rates on interest
sensitive policies, taking into consideration such factors as profitability goals, policyholder benefits, product
marketability, and economic market conditions. As long-term interest rates change, the Company's credited interest
rates are often adjusted accordingly, taking into consideration the factors described above. The difference between
yields earned on investments over policy credited rates is often referred to as the "interest spread”. Raising policy
credited rates can typically have an impact sooner than higher market rates on the Company's investment portfolio
yield, making it more difficult to maintain the current interest spread.

The Company's approximated average credited rates are as follows:

December 31, December 31,
2007 2006 2005 2007 2006 2005
(Excluding equity-indexed products) (Including equity-indexed products)
Annuity 3.41% 3.39% 3.59% 2.84% 3.86% 2.86%
Interest sensitive life 3.23% 4.30% 4.94% 4.30% 5.41% 4.63%
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Contract interest also includes the performance of the derivative component of the Company's equity-indexed
products. As previously noted, the recent market performance of these derivative features decreased contract interest
expense in 2007 and 2005, while, also decreasing the Company's investment income given the hedge nature of the
options. During 2006, the reverse was noted, as the S&P 500 Index® performance was up resulting in higher
investment income and contract interest expense. With these credited rates, the Company generally realized its
targeted interest spread on its products.
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Other operating expenses - Other operating expenses consist of general administrative expenses, licenses and fees,

commissions not subject to deferral, and expenses of nursing home operations. Nursing home expenses amounted to

$11.0 million, $10.2 million, and $7.6 million in 2007, 2006, and 2005, respectively. Compensation costs related to

stock options totaled negative $1.1 million in 2007 as a result of marking the options to fair value under the liability

method of accounting. In 2006, $13.1 million was recorded related to increase compensation costs resulting from a

change to liability classification for the Company’s stock option plan. Compensation costs related to stock
options reported in 2005 totaled $0.9 million.

Federal Income Taxes. Federal income taxes on earnings from continuing operations for 2007, 2006, and 2005 reflect
effective tax rates of 31.8%, 34.6%, and 33.9%, respectively, which are lower than the expected Federal rate of 35%
primarily due to tax-exempt investment income related to investments in municipal securities and dividends-received
deductions on income from stock investments.

During the second quarter of 2007, upon the completion of a detailed review of the deferred tax items, the Company
identified a $2.3 million error in the net deferred tax liability. The error, which occurred during various periods prior
to 2005, was corrected in the second quarter of 2007 and resulted in a decrease in the net deferred tax liability and
deferred tax expense. The adjustment was not material to the current period or any prior period financial statements.

Segment Operations
Summary of Segment Earnings

A summary of segment earnings from continuing operations for the years ended December 31, 2007, 2006, and 2005
is provided below. The segment earnings exclude realized gains and losses on investments, net of taxes.

Domestic  International
Life Life All
Insurance Insurance Annuities Others Totals
(In thousands)
Segment earnings:

2007 $ 342 20,179 56,299 6,278 83,098
2006 297 12,191 56,559 5,566 74,613
2005 2,809 13,559 47,915 6,559 70,842
25
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A comparative analysis of results of operations for the Company's domestic life insurance segment is detailed below.
Years Ended December 31,
2007 2006 2005

(In thousands)
Premiums and other revenue:

Premiums and contract revenues $ 25,879 22,731 22,172
Net investment income 18,863 20,462 19,958
Other income 41 29 35
Total premiums and other revenue 44,783 43,222 42,165
Benefits and expenses:

Life and other policy benefits 14,922 13,656 14,932
Amortization of deferred policy acquisition costs 7,998 7,313 5,798
Universal life insurance contract interest 9,463 9,168 8,842
Other operating expenses 11,898 12,630 8,349
Total benefits and expenses 44281 42,767 37,921
Segment earnings before Federal income taxes 502 455 4,244
Federal income taxes 160 158 1,435
Segment earnings $ 342 297 2,809

Revenues from domestic life insurance operations include life insurance premiums on traditional type products and
revenues from universal life insurance. Revenues from traditional products are simply premiums collected, while
revenues from universal life insurance consist of policy charges for the cost of insurance, policy administration fees,
and surrender charges assessed during the period. A comparative detail of premiums and contract revenues is
provided below.

Years Ended December 31,
2007 2006 2005
(In thousands)

Universal life insurance revenues $ 23,028 18,286 16,322
Traditional life insurance premiums 6,629 6,906 7,392
Reinsurance premiums (3,778) (2,461) (1,542)
Totals $ 25879 22,731 22,172

The Company’s premiums and contract revenues have increased 13.8% from 2006 as efforts have been made to
promote domestic life products. It is the Company's marketing plan to increase domestic life product sales through
increased recruiting of new distribution and the development of new life insurance products. The Company had
approximately 5,600 contracted agents as of December 31, 2007.
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In accordance with generally accepted accounting principles, premiums collected on universal life products are not
reflected as revenues in the Company's consolidated statements of earnings. Actual domestic universal life premiums
are detailed below.

Years Ended December 31,
2007 2006 2005
(In thousands)

Universal life insurance:

First year and single premiums $ 15,592 14,640 14,973
Renewal premiums 16,639 14,118 14,199
Totals $ 32231 28,758 29,172

Policy benefits totaled $14.9 million, $13.7 million, and $14.9 million in 2007, 2006, and 2005, respectively, which

are consistent with Company expectations. Net investment income decreased to $18.9 million in 2007 as compared to

$20.5 million and $20.0 million in 2006 and 2005, respectively. Other operating expense decreased in 2007 resulting

from negative stock option compensation costs recorded under liability accounting. The costs increased significantly

in 2006 due to an increase in compensation costs resulting from the change to liability classification for the Company’s
stock option plan. Compensation costs totaled $0.3 million, $3.0 million, and $0.2 million in 2007, 2006, and 2005,

respectively.

International Life Insurance Operations

A comparative analysis of results of operations for the Company's international life insurance segment is detailed
below.

Years Ended December 31,
2007 2006 2005
(In thousands)
Premiums and other revenue:

Premiums and contract revenues $ 88,782 78,005 70,379
Net investment income 24,690 28,530 23,123
Other income 126 78 75
Total premiums and other revenue 113,598 106,613 93,577
Benefits and expenses:

Life and other policy benefits 22,810 18,161 21,232
Amortization of deferred policy acquisition costs 24,959 23,075 20,389
Universal life insurance contract interest 20,993 25,675 18,118
Other operating expense 15,271 21,051 13,359
Total benefits and expenses 84,033 87,962 73,098
Segment earnings before Federal income taxes 29,565 18,651 20,479
Federal income taxes 9,386 6,460 6,920
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As with domestic operations, revenues from the international life insurance segment include both premiums on
traditional type products and revenues from universal life insurance. A comparative detail of premiums and contract
revenues is provided below.

Years Ended December 31,
2007 2006 2005
(In thousands)

Universal life insurance revenues $ 85,633 78,008 72,010
Traditional life insurance premiums 15,692 11,027 9,201
Reinsurance premiums (12,543) (11,030) (10,832)
Totals $ 88,782 78,005 70,379

International operations have emphasized universal life policies over traditional life insurance products. In
accordance with generally accepted accounting principles, premiums collected on universal life products are not
reflected as revenues in the Company's consolidated statements of earnings. Actual international universal life
premiums collected are detailed below.

Years Ended December 31,
2007 2006 2005
(In thousands)
Universal life insurance

First year and single premiums $ 44,426 36,758 35,575
Renewal premiums 91,621 81,226 68,832
Totals $ 136,047 117,984 104,407

The Company's international life operations have been a significant contributor to the Company's overall growth and
represent a market niche where the Company believes it has a competitive advantage. A productive agency force has
been developed given the Company's longstanding reputation for supporting its international life products coupled
with the instability of competing companies in international markets. In particular, the Company has experienced
sizable growth with its equity-indexed universal life products and has collected premiums of $76.8 million, $60.5
million, and $48.2 million for the years ended 2007, 2006, and 2005, respectively.

A detail of net investment income for international life insurance operations is provided below.
Years Ended December 31,
2007 2006 2005

(In thousands)

Net investment income

(excluding derivatives) $ 26,752 25,893 23,896
Derivative income (loss) (2,062) 2,637 (773)
Net investment income $ 24,690 28,530 23,123

Derivative income and losses fluctuate from period to period based on the S&P 500 Index® performance.
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Life and other policy benefits totaled $22.8 million in 2007, $18.2 million in 2006, and $21.2 million in 2005, which
are consistent with Company expectations. Amortization of deferred policy acquisition costs were $25.0 million,
$23.1 million, and $20.4 million for 2007, 2006, and 2005, respectively. The Company recorded an unlocking
adjustment in 2007 totaling $9.0 million relative to improved mortality assumptions that results in an increase to the
deferred asset balance and a decrease in amortization expense. In addition, a true-up adjustment of $1.7 million was
also recorded in 2007 resulting in a decrease to amortization. Offsetting the decrease to amortization by the unlocking
and true-up adjustments is an increase in amortization due primarily to the application of SOP 05-1 which requires the
write-off of deferred balances on contracts that are considered substantially changed under this new guidance. These
balances were previously carried and amortized over the projected life of the contract. In 2006, a true-up of
amortization assumptions resulted in increased amortization of $1.0 million. Contract interest expense was $20.1
million, $25.7 million, and $18.1 million, in 2007, 2006, and 2005, respectively. The universal life contract interest
fluctuations are primarily the result of the S&P 500 Index® performance relative to the equity-indexed universal life
products and the associated stock market gains and losses which increased or decreased the amounts the Company
credited to policyholders.

As the international life insurance in force continues to grow, the Company anticipates operating earnings to similarly
increase. The amount of international life insurance in force has grown from $12.2 billion at December 31, 2005 to
$13.3 billion at December 31, 2006 and to $14.8 billion at December 31, 2007.

Other operating expenses reported in 2007 were $15.3 million compared to $21.1 million and $13.4 million in 2006
and 2005. The decrease in 2007 results from negative compensation costs related to stock options recorded under
liability accounting. The significant increase in 2006 is due to an increase in compensation costs resulting from the
change to liability classification for the Company’s stock option plan. Compensation costs totaled $0.4 million, $5.1
million, and $0.4 million in 2007, 2006, and 2005, respectively.

Annuity Operations
The Company's annuity operations are almost exclusively in the United States. Although some of the Company's
investment contracts are available to international residents, current sales are small relative to total annuity sales. A
comparative analysis of results of operations for the Company's annuity segment is detailed below.
Years Ended December 31,
2007 2006 2005
(In thousands)

Premiums and other revenue:

Premiums and contract revenues $ 24,529 21,389 18,816
Net investment income 266,953 323,326 258,485
Other income 920 5,950 588
Total premiums and other revenue 292,402 350,665 277,889
Benefits and expenses:

Life and other policy benefits 3,594 3,424 2,998
Amortization of deferred policy acquisition costs 55,456 59,970 61,768
Annuity contract interest 133,935 178,893 123,732
Other operating expenses 16,931 21,847 17,019
Total benefits and expenses 209,916 264,134 205,517
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Segment earnings before Federal income taxes 82,486 86,531
Federal income taxes 26,187 29,972
Segment earnings $ 56,299 56,559
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Revenues from annuity operations primarily include surrender charges and recognition of deferred revenues relating to
immediate or payout annuities. A comparative detail of the components of premiums and annuity contract revenues is
provided below.

Years Ended December 31,
2007 2006 2005
(In thousands)

Surrender charges $ 20,238 17,260 15,271
Payout annuity and other revenues 4,263 4,098 3,511
Traditional annuity premiums 28 31 34
Totals $ 24529 21,389 18,816

In accordance with generally accepted accounting principles, deposits collected on annuity contracts are not reflected
as revenues in the Company's consolidated statements of earnings. Actual annuity deposits collected are detailed
below.

Years Ended December 31,
2007 2006 2005
(In thousands)

Fixed indexed annuities $ 316,848 303,613 298,227
Other deferred annuities 116,280 171,631 236,330
Immediate annuities 4,637 10,750 23,383
Totals $ 437,765 485,994 557,940

Indexed products are more attractive for consumers when interest rate levels remain low as has been the market
environment the past few years. Fixed indexed annuity deposits as a percentage of total annuity deposits recorded
were 72.4%, 62.5%, and 53.5% for the years ended December 31, 2007, 2006, and 2005, respectively. Since the
Company does not offer variable products or mutual funds, fixed indexed products provide an important alternative to
the Company's existing fixed interest rate annuity products.

Other deferred annuity deposits decreased in 2007 compared to 2006 with $116.3 million recorded in collected
deposits compared to $171.6 million, respectively. These product sales have been trending lower over the past few
years due to low interest rates and investor preferences. As a selling inducement, many fixed-rate annuity products
include a first year premium or interest rate bonus in addition to the base first year deposit interest rate. These
bonuses are credited to the policyholder account but are deferred by the Company and amortized over future periods.
The amount deferred was approximately $20.8 million, $19.8 million, and $21.4 million for the years ended
December 31, 2007, 2006, and 2005, respectively.

A detail of net investment income for annuity operations is provided below.
Years Ended December 31,

2007 2006 2005
(In thousands)
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Net investment income

(excluding derivatives) $ 281,553 282,684
Derivative income (loss) (14,600) 40,642
Net investment income $ 266,953 323,326

Derivative income and losses fluctuate from period to period based on the S&P 500 Index® performance.
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As previously described, derivatives are used to hedge the equity return component of the Company's fixed indexed
annuity products with any gains or losses from the sale or expiration of the options, as well as period-to-period
changes in fair values, reflected in net investment income. The increase in net investment income, excluding
derivatives from 2005, is due to the increase in the overall size of the asset portfolio as a result of higher sales
volume. Net investment income for 2006 included additional income from other income items as previously
discussed.

The Company recorded an unlocking adjustment of $1.8 million and true-up adjustments of $3.3 million in 2007
resulting in decreased amortization of deferred acquisition costs. A true-up of assumptions in 2006 resulted in
increased amortization of deferred policy acquisition costs of $3.1 million. Amortization of deferred policy
acquisition costs in 2005 of $61.8 million includes an unlocking adjustment of $1.3 million relative to the future
spreads on certain fixed indexed annuity products; modified surrender charges on certain annuities to reflect
continuing lower new money rates; and reduced ultimate valuation rates for pay out on annuitization under all
annuities. These adjustments in 2005 resulted in a decrease to the deferred asset balance and an increase in
amortization in that year.

The Company is required to periodically adjust for actual experience that varies from that assumed. While
management does not currently anticipate any impact from unlocking in 2008, facts and circumstances may arise in
the future which require that the factors be reexamined.

Annuity contract interest includes the equity component return associated with the Company's fixed indexed annuities.
The detail of fixed indexed annuity contract interest compared to contract interest for all other annuities is as follows:

Years Ended December 31,
2007 2006 2005
(In thousands)

Fixed indexed annuities $ 50,743 88,094 28,224
All other annuities 94,632 101,619 110,165
Gross contract interest 145,375 189,713 138,389
Bonus interest deferred and capitalized (20,796) (19,700) (21,200)
Bonus interest amortization 9,356 8,880 6,543
Total contract interest $ 133,935 178,893 123,732

In comparison by year, the fluctuation in reported contract interest amounts for fixed indexed annuities is due to sales
and the effect of the positive or negative performance of the stock market on option values as noted previously. As
previously noted, contract interest reflects variations due to the S&P 500 Index® performance relative to the fair value
of fixed indexed products.

Other operating expenses totaled $16.9 million in 2007 compared to $21.8 million in 2006. The decrease in 2007
results from negative compensation costs recorded under liability accounting in the current year. The 2006 expense
reflects an increase of $5.0 million due to increased compensation costs on stock options resulting from the change to

liability classification for the Company’s plan. Compensation costs were $0.4 million in 2007 and 2005.

Other Operations
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National Western's primary business encompasses its domestic and international life insurance operations and its
annuity operations. However, the Company also has small real estate, nursing home, and other investment operations
through its wholly-owned subsidiaries. Most of the income from the Company's subsidiaries is from a life interest in a
trust. Gross income distributions from the trust totaled $4.1 million, pre-tax, in 2007 and $4.5 million and $3.9
million in 2006 and 2005, respectively.

The Company acquired a nursing home facility, which opened in late July, 2000 and is operated by an affiliated
limited partnership, whose financial operating results are consolidated with those of the Company. Daily operations
and management of the nursing home are performed by an experienced management company through a contract with
the limited partnership. Nursing home operations generated $1.6 million, $1.0 million, and $1.3 million of operating
earnings in 2007, 2006, and 2005, respectively.
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INVESTMENTS

General

The Company's investment philosophy emphasizes the careful handling of policyowners' and stockholders' funds to
achieve security of principal, to obtain the maximum possible yield while maintaining security of principal, and to
maintain liquidity in a measure consistent with current and long-term requirements of the Company.

The Company's overall conservative investment philosophy is reflected in the allocation of its investments, which is

detailed below as of December 31, 2007 and 2006. The Company emphasizes investment grade debt securities, with
smaller holdings in mortgage loans and policy loans.

2007 2006
Carrying Carrying
Value % Value %
(In (In
thousands) thousands)
Debt securities $ 5,659,604 95.9 $ 5,484,799 94.7
Mortgage loans 99,033 1.7 103,325 1.8
Policy loans 83,772 1.4 86,856 1.5
Derivatives 25,907 0.4 72,012 1.2
Equity securities 19,713 0.3 21,203 0.4
Real estate 11,994 0.2 12,113 0.2
Other 4,568 0.1 10,709 0.2
Totals $ 5,904,591 100.0 $ 5,791,017 100.0

Debt and Equity Securities

The Company maintains a diversified portfolio which consists primarily of corporate, mortgage-backed, and public
utility fixed income securities. Investments in mortgage-backed securities primarily include U.S. government agency
pass-through securities and collateralized mortgage obligations ("CMQO"). As of December 31, 2007 and 2006, the
Company's debt securities portfolio consisted of the following:

2007 2006
Carrying Carrying
Value % Value %
(In (In
thousands) thousands)
Corporate $ 2,429,753 43.0 $ 2,384,762 43.5
Mortgage-backed securities 1,909,405 33.7 1,817,532 33.1
Public utilities 689,447 12.2 623,649 11.4
U.S. government/agencies 431,303 7.6 447,573 8.2
Asset-backed securities 107,019 1.9 122,101 2.2
States & political subdivisions 61,794 1.1 58,627 1.1
Foreign governments 30,883 0.5 30,555 0.5
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Totals $ 5,659,604 100.0 $ 5,484,799 100.0

The Company's investment guidelines prescribe limitations as a percent of the total investment portfolio by type of
security and all holdings were within these threshold limits at December 31, 2007 and 2006. Because the Company's
holdings of mortgage-backed securities are subject to prepayment and extension risk, the Company has substantially
reduced these risks by investing primarily in collateralized mortgage obligations, which have more predictable cash
flow patterns than pass-through securities. These securities, known as planned amortization class I ("PAC I"), very
accurately defined maturity ("VADM") and sequential tranches are designed to amortize in a more predictable manner
than other CMO classes or pass-throughs. The Company does not purchase tranches, such as PAC II and support
tranches, that subject the portfolio to greater than average prepayment risk. Using this strategy, the Company can
more effectively manage and reduce prepayment and extension risks, thereby helping to maintain the appropriate
matching of the Company's assets and liabilities.
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Due to recent negative news relative to the mortgage industry and in particular subprime mortgages the Company has

included detailed information below related to the exposure at December 31, 2007 in the debt securities portfolio. The

Company holds approximately $107.0 million in asset-backed securities at December 31, 2007. This portfolio

includes $52.7 million of manufactured housing bonds and $54.3 million of home equity loans (also referred to as

subprime securities). The Company does not have any holdings in collaterized bond obligations (CBOs),

collateralized debt obligations (CDOs), or collateralized loan obligations (CLOs). Principal risks in holding

asset-backed securities are structural, credit, and capital market risks. Structural risks include the securities’ priority in
the issuer’s capital structure, the adequacy of and ability to realize proceeds from collateral and the potential for
prepayments. Credit risks include corporate credit risks or consumer credit risks for financing such as subprime

mortgages. Capital market risks include the general level of interest rates and the liquidity for these securities in the

marketplace.

The mortgage-backed portfolio includes one Alt-A security with a carrying value of $4.7 million. The Alt-A sector is
a sub-sector of the jumbo prime MBS sector. The average FICO for an Alt-A borrower is approximately 715
compared to a score of 730 for a jumbo prime borrower. The Company’s exposure to the Alt-A and subprime sectors
is limited to investments in the senior tranches of structured securities collateralized by Alt-A or subprime residential
mortgage loans. The asset-backed portfolio includes thirteen subprime securities, totaling $54.7 million. The
subprime sector is generally categorized under the asset-backed sector. This sector lends to borrowers who do not
qualify for prime interest rates due to poor or insufficient credit history. Subprime borrowers generally have FICO
scores of 660 or below. The slowing housing market, rising interest rates, and relaxed underwriting standards for loans
originated after 2005 resulted in higher delinquency rates and losses in 2007. These events caused illiquidity in the
market and volatility in the market prices of subprime securities. All of the loans classified as Alt-A or subprime in
the Company’s portfolio as of December 31, 2007 were underwritten prior to 2005 as noted in the table below.

Investment December 31, 2007 December 31, 2006
Origination Year Carrying Value Market Value Carrying Value Market Value
(In thousands)

Subprime:

1998 $ 14,026 14,045 16,426 16,471
2002 1,312 1,290 1,833 1,847
2003 7,761 7,232 7,963 8,014
2004 31,186 30,278 31,728 31,317
Subtotal subprime $ 54,285 52,845 57,950 57,649
Alt A:

2004 $ 4,665 4,665 4,837 4,837

As of December 31, 2007, all of the subprime securities were rated AAA. Seven of the thirteen subprime securities
owned by the Company were wrapped by bond insurers in order to provide additional credit enhancement. These
insurers were AMBAC Assurance Corporation, MBIA Insurance Corporation, and Financial Guaranty Insurance
Company (FGIC). Subsequent to December 31, 2007, FGIC’s rating was downgraded by Moody’s Rating Service,
which also caused the two subprime bonds that were insured by FGIC to be downgraded. Both of the securities
insured by FGIC retained investment grade ratings and the rest of the subprime and Alt-A securities remained
AAA-rated.
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In addition to diversification, an important aspect of the Company's investment approach is managing the credit
quality of its investments in debt securities. Thorough credit analysis is performed on potential corporate investments
including examination of a company's credit and industry outlook, financial ratios and trends, and event risks. This
emphasis is reflected in the high average credit rating of the Company's portfolio with 98.2% held in investment grade
securities. In the table below, investments in debt securities are classified according to credit ratings by Standard and
Poor's ("S&P®"), or other nationally recognized statistical rating organizations if securities were not rated by S&P®.

2007 2006
Carrying Carrying
Value % Value %
(In (In
thousands) thousands)
AAA and U.S. government $ 2,564,975 453 $ 2,485,122 45.3
AA 301,469 53 284,965 5.2
A 1,399,581 24.7 1,330,980 24.3
BBB 1,293,358 22.9 1,237,151 22.5
BB and other below investment grade 100,221 1.8 146,581 2.7
Totals $ 5,659,604 100.0 $ 5,484,799 100.0

National Western does not purchase below investment grade securities. Investments held in debt securities below
investment grade are the result of subsequent downgrades of the securities. These holdings are summarized below.

Below Investment Grade Debt Securities

% of
Amortized Carrying Fair Invested
Cost Value Value Assets
(In thousands except percentages)
December 31, 2007 $ 105,067 100,221 97,618 1.7%
December 31, 2006 $ 145858 146,581 146,170 2.5%

As of December 31, 2007, the Company's percentage of below investment grade securities compared to total invested
assets totaled 1.7%. The decrease from 2006 is primarily due to principal payments received and settlements from
bankruptcy proceedings as well as sales, tenders and a maturity. The Company's holdings of below investment grade
securities as a percentage of total invested assets is relatively small compared to industry averages.

34

62



Edgar Filing: NATIONAL WESTERN LIFE INSURANCE CO - Form 10-K

Table of Contents
Holdings in below investment grade securities by category as of December 31, 2007 are summarized below, including
2006 fair values for comparison. The Company is continually monitoring developments in these industries that may

affect security valuation issues.

Below Investment Grade Debt Securities

Amortized Carrying Fair Fair
Cost Value Value Value
Industry Category 2007 2007 2007 2006
(In thousands)
Retail $ 21,968 21,604 21,597 21,723
Telecommunications 19,998 17,244 17,244 17,999
Medical 13,000 12,606 11,960 12,481
Utilities/energy 12,415 12,416 12,332 13,888
Asset-backed 11,273 11,273 10,321 10,683
Auto finance 6,146 6,146 5,144 6,200
Manufacturing 5,493 5,493 5,581 5,466
Transportation 2,288 2,757 2,757 3,089
Other 12,486 10,682 10,682 10,467
Totals
$ 105,067 100,221 97,618 101,996

Generally accepted accounting principles require that investments in debt securities be written down to fair value
when declines in value are judged to be other-than-temporary. Since quoted market prices are readily available and
understood by investors and creditors, they are the mandated source for fair value estimation when available. In some
instances, quoted market prices may not be available for securities that have limited buyer demand. When the quoted
market price is not available other valuation techniques such as discounted cash flow analysis and fundamental
analysis may be used. Although the Company is required to write down securities deemed to be impaired on an
other-than-temporary basis to quoted market prices, the estimated ultimate recovery value of the impaired security is
often anticipated to be an amount in excess of the quoted market price. This is due to the influence that "distressed
bond" traders may have in depressing market prices in order to generate a yield commensurate with the investment
risk of such securities. Consequently, financial results can significantly vary from period to period for securities
written down to quoted market prices which may be subsequently redeemed at levels consistent with expected
recovery value.

The Company is closely monitoring its other below investment grade holdings by reviewing investment performance
indicators, including information such as issuer operating performance, debt ratings, analyst reports and other
economic factors that may affect these specific investments. While additional losses are not currently anticipated
based on the existing status and condition of these securities, continued credit deterioration of some securities is
possible, which may result in further writedowns.

35

63



Edgar Filing: NATIONAL WESTERN LIFE INSURANCE CO - Form 10-K

Table of Contents

The Company is required to classify its investments in debt and equity securities into one of three categories: (a)
trading securities, (b) securities available for sale, or (c) securities held to maturity. The Company purchases
securities with the intent to hold to maturity and accordingly does not maintain a portfolio of trading securities. Of the
remaining two categories, available for sale and held to maturity, the Company makes a determination as to which
category based on various factors including the type and quality of the particular security and how it will be
incorporated into the Company's overall asset/liability management strategy. As shown in the table below, at
December 31, 2007, approximately 33.5% of the Company's total debt and equity securities, based on fair values,
were classified as securities available for sale. These holdings provide flexibility to the Company to react to market
opportunities and conditions and to practice active management within the portfolio to provide adequate liquidity to
meet policyholder obligations and other cash needs.

Fair Amortized Unrealized
Value Cost Gains (Losses)
(In thousands)
Securities held to maturity:

Debt securities $ 3,774,193 3,778,603 (4,410)
Securities available for sale:

Debt securities 1,881,001 1,892,224 (11,223)
Equity securities 19,713 12,301 7,412
Totals $ 5,674,907 5,683,128 (8,221)

In accordance with the provisions of SFAS No. 115, Accounting for Certain Investments in Debt and Equity
Securities, the Company may under certain conditions transfer a debt security from held to maturity to available for
sale. No transfers were made in 2007 or 2006. During 2007, one security was sold from the held to maturity portfolio
due to credit deterioration, with an amortized cost of $5.2 million, resulting in a minimal realized gain. No held to
maturity sales were made during 2006. During 2005, two securities were sold from the held to maturity portfolio due
to credit deterioration with an amortized cost of $10.0 million resulting in a realized gain of $0.9 million.

Mortgage Loans and Real Estate

In general, the Company originates loans on high quality, income-producing properties such as shopping centers,
freestanding retail stores, office buildings, industrial and sales or service facilities, selected apartment buildings,
motels, and health care facilities. The location of these properties is typically in major metropolitan areas that offer a
potential for property value appreciation. Credit and default risk is minimized through strict underwriting guidelines
and diversification of underlying property types and geographic locations. In addition to being secured by the
property, mortgage loans with leases on the underlying property are often guaranteed by the lessee. This approach has
proven to result in higher quality mortgage loans with fewer defaults.

The Company requires a minimum specified yield on mortgage loan investments. In the loan interest rate
environment of the past few years, fewer loan opportunities have been available which met the Company's required
rate of return. As a result, the Company's portfolio has declined.

The Company's direct investments in real estate are not a significant portion of its total investment portfolio as many
of these investments were acquired through mortgage loan foreclosures. The Company also participates in several
real estate joint ventures and limited partnerships that invest primarily in income-producing retail properties. These
investments have enhanced the Company's overall investment portfolio returns.
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The Company held net investments in mortgage loans totaling $99.0 million and $103.3 million at December 31, 2007
and 2006, respectively. The diversification of the portfolio by geographic region and by property type was as follows:

Geographic Region:

West South Central
East North Central

Pacific
Mountain
South Atlantic
All other

Totals

Property Type:

Retail
Office
Hotel/Motel
Land/Lots
All other

Totals

2007

Amount
(In
thousands)

$ 62,160
11,572
9,970

8,240

4,590

2,501

$ 99,033

2007

Amount
(In
thousands)

$ 71,893
16,721
6,490

3,923

6

$ 99,033

%

62.8
11.7
10.1
8.3
4.6
2.5

100.0

%

72.6
16.9
6.5
4.0

100.0

2006
Amount %
(In
thousands)

$ 68528 66.3
6,042 5.8
10,684 10.3
10,787 10.5
4,718 4.6
2,566 2.5

$ 103,325 100.0

2006
Amount %
(In
thousands)

$ 70922 68.7
22,730 22.0
6,649 6.4
3,015 2.9

9 ;

$ 103,325 100.0

The Company does not recognize interest income on loans past due ninety days or more. At December 31, 2007 and
2006, the Company had two mortgage loans past due six months or more with the principal balance totaling $7.0
million for both years. Interest income not recognized for past due loans totaled approximately $0.4 million in 2007

and 2006.

The contractual maturities of mortgage loan principal balances at December 31, 2007 are as follows:

Principal

Due

(In
thousands)
Due in one year or less $ 1,233
Due after one year through five years 54,937
Due after five years through ten years 39,001
Due after ten years through fifteen years 7,980

66



Edgar Filing: NATIONAL WESTERN LIFE INSURANCE CO - Form 10-K

Due after fifteen years
Total
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$

103,151
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In the fourth quarter of 2006, a valuation loss of $2.1 million was recorded and in 2007, an additional allowance of
$1.5 million was recorded related to one mortgage loan based on information which indicated that the Company may
not collect all amounts in accordance with the mortgage agreement. While the Company closely manages its mortgage
loan portfolio, future changes in economic conditions can result in impairments beyond those currently identified.

The Company's real estate investments totaled approximately $12.0 million and $12.1 million at December 31, 2007
and 2006, respectively, and consist primarily of income-producing properties which are being operated by a
wholly-owned subsidiary of the Company. The Company recognized operating income on these properties of
approximately $1.0 million, $0.8 million, and $1.0 million for the years ended December 31, 2007, 2006, and 2005,
respectively. The Company monitors the conditions and market values of these properties on a regular basis and
makes repairs and capital improvements to keep the properties in good condition. The Company recorded net realized
investment gains of $0.2 million, $0.6 million, and $6.7 million in 2007, 2006, and 2005, respectively associated with
these properties.

Market Risk

Market risk is the risk of change in market values of financial instruments due to changes in interest rates, currency
exchange rates, commodity prices, or equity prices. The most significant market risk exposure for National Western
is interest rate risk. The fair values of fixed income debt securities correlate to external market interest rate
conditions. Because interest rates are fixed on almost all of the Company's debt securities, market values typically
increase when market interest rates decline, and decrease when market interest rates rise. However, market values
may fluctuate for other reasons, such as changing economic conditions or increasing event-risk concerns.

The correlation between fair values and interest rates for debt securities is reflected in the tables below.
December 31,

2007 2006
(In thousands except percentages)

Debt securities - fair value $ 5,655,194 5,448,990
Debt securities - amortized cost $ 5,670,827 5,498,461
Fair value as a percentage of amortized cost 99.72% 99.10%
Unrealized losses at year-end $ (15,633) (49,471)
Ten-year U.S. Treasury bond - increase (decrease)

in yield for the year (0.68) % 0.31%

Unrealized Losses

Net Balance at Net Balance at
December 31, December 31, Change in
2007 2006 Net Balance
(In thousands)
Debt securities held to maturity $ (4,410) (35,809) 31,399
Debt securities available for sale (11,223) (13,662) 2,439
Totals $ (15,633) (49,471) 33,838
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Changes in interest rates typically have a significant impact on the fair values of the Company's debt
securities. During 2007, market interest rates of the ten-year U.S. Treasury bond decreased 68 basis points from year
end 2006 resulting in a decrease in the unrealized loss balance of $33.8 million on a portfolio of approximately $5.7
billion. This amount is reasonable based upon the current market factors and the current investment portfolio
characteristics. The Company would expect similar results in the future from a significant upward or downward
movement in market rates. However, since the majority of the Company's debt securities are classified as held to
maturity, which are recorded at amortized cost, changes in fair values have relatively small effects on the Company's
financial results.

The Company analyzes interest rate risk through ongoing cash flow testing required for insurance regulatory purposes.
Computer models are used to perform cash flow testing under various commonly used stress test interest rate
scenarios to determine if existing assets would be sufficient to meet projected liability outflows. Sensitivity analysis
allows the Company to measure the potential gain or loss in fair value of its interest-sensitive instruments and to
protect its economic value and achieve a predictable spread between what is earned on invested assets and what is
paid on liabilities. The Company seeks to minimize the impact of interest rate risk through surrender charges that are
imposed to discourage policy surrenders and to offset unamortized acquisition costs. Interest rate changes can be
anticipated in the computer models and the corresponding risk addressed by management actions affecting asset and
liability instruments. However, potential changes in the values of financial instruments indicated by hypothetical
interest rate changes will likely be different from actual changes experienced, and the differences could be significant.

The following table illustrates the market risk sensitivity of the Company's interest rate-sensitive assets. The table
shows the effect of a change in interest rates on the fair value of the portfolio using models that measure the change in
fair value arising from an immediate and sustained change in interest rates in increments of 100 basis points.

Fair Values of Assets
Changes in Interest Rates in Basis Points
-100 0 + 100 + 200 + 300
(In thousands)

Debt and equity securities $ 5,928,446 5,674,907 5,379,307 5,072,729 4,779,155
Mortgage loans 104,093 100,786 97,658 94,696 91,889
Policy loans 108,017 117,958 99,354 91,763 85,079
Other loans 2,396 2,383 2,369 2,356 2,343
Derivatives 25,180 25,907 26,639 27,385 28,142

Expected maturities of debt securities may differ from contractual maturities due to call or prepayment
provisions. The models assume that prepayments on mortgage-backed securities are influenced by agency and pool
types, the level of interest rates, loan age, refinancing incentive, month of the year, and underlying coupon. During
periods of declining interest rates, principal payments on mortgage-backed securities and collateralized mortgage
obligations increase as the underlying mortgages are prepaid. Conversely, during periods of rising interest rates, the
rate of prepayment slows. Both of these situations can expose the Company to the possibility of asset-liability cash
flow and yield mismatch. The model uses a proprietary method of sampling interest rate paths along with a mortgage
prepayment model to derive future cash flows. The initial interest rates used are based on the current U.S. Treasury
yield curve as well as current mortgage rates for the various types of collateral in the portfolio.

Mortgage and other loans were modeled by discounting scheduled cash flows through the scheduled maturities of the
loans, starting with interest rates currently being offered for similar loans to borrowers with similar credit
ratings. Policy loans were modeled by discounting estimated cash flows using U.S. Treasury Bill interest rates as the
base rates at December 31, 2007. The estimated cash flows include assumptions as to whether such loans will be
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repaid by the policyholders or settled upon payment of death or surrender benefits on the underlying insurance
contracts and incorporate both Company experience and mortality assumptions associated with such contracts.

In addition to the securities analyzed above, the Company invests in index options which are derivative financial
instruments used to hedge the equity return component of the Company's indexed annuity and life products. The
values of these options are primarily impacted by equity price risk, as the options' fair values are dependent on the
performance of the S&P 500 Index®. However, increases or decreases in investment returns from these options are
substantially offset by corresponding increases or decreases in amounts paid to indexed policyholders, subject to
minimum guaranteed policy interest rates.
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The Company's market risk liabilities, which include policy liabilities for annuity and supplemental contracts, are
managed for interest rate risk through cash flow testing as previously described. As part of this cash flow testing, the
Company has analyzed the potential impact on net earnings of a 100 basis point decrease and increases in increments
of 100 basis points in the U.S. Treasury yield curve as of December 31, 2007. The potential impact on net earnings
from these interest rate changes are summarized below.

Changes in Interest Rates in Basis Points

-100 +100 +200 +300
(In thousands)
Impact on net earnings $ (996) (782) (1,966) (4,166)

These estimated impacts in earnings are net of tax effects and the estimated effects of deferred policy acquisition
costs.

The above described scenarios produce estimated changes in cash flows as well as cash flow reinvestment
projections. Estimated cash flows in the Company's model assume cash flow reinvestments which are representative
of the Company's current investment strategy. Calls and prepayments include scheduled maturities and those
expected to occur which would benefit the security issuers. Assumed policy surrenders consider differences and
relationships between credited interest rates and market interest rates as well as surrender charges on individual
policies. The impact to earnings also includes the expected effects on amortization of deferred policy acquisition
costs. The model considers only annuity and supplemental contracts in force at December 31, 2007, and does not
consider new product sales or the possible impact of interest rate changes on sales.

LIQUIDITY AND CAPITAL RESOURCES
Liquidity

Liquidity requirements are met primarily by funds provided from operations. Premium deposits and annuity
considerations, investment income, and investment maturities and prepayments are the primary sources of funds while
investment purchases, policy benefits in the form of claims, and payments to policyholders and contract holders in
connection with surrenders and withdrawals as well as operating expenses are the primary uses of funds. To ensure
the Company will be able to pay future commitments, the funds received as premium payments and deposits are
invested in high quality investments, primarily fixed income securities. Funds are invested with the intent that the
income from investments, plus proceeds from maturities, will meet the ongoing cash flow needs of the Company. The
approach of matching asset and liability durations and yields requires an appropriate mix of investments. Although
the Company historically has not been put in the position of liquidating invested assets to provide cash flow, its
investments consist primarily of marketable debt securities that could be readily converted to cash for liquidity
needs. The Company may also borrow up to $40 million on its bank line of credit for short-term cash needs.
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A primary liquidity concern is the risk of an extraordinary level of early policyholder withdrawals. The Company
includes provisions within its annuity and universal life insurance policies, such as surrender and market value
adjustment charges, that help limit and discourage early withdrawals. The following table sets forth withdrawal
characteristics of the Company's annuity reserves and deposit liabilities (based on statutory liability values) as of the
dates indicated.

December 31, 2007 December 31, 2006
% of % of
Amount Total Amount Total

($ Amounts in thousands)

Not subject to discretionary withdrawal

provisions $ 307,133 6.8% $ 296,651 6.6%
Subject to discretionary withdrawal,

with adjustment:

With market value adjustment 1,368,899 30.6% 1,390,428 31.3%
At contract value less current

surrender charge of 5% or more 2,295,358 51.3% 2,216,531 49.9%
Subtotal 3,971,390 88.7% 3,903,610 87.8%

Subject to discretionary withdrawal at
contract value with no surrender charge
or surrender charge of less than 5% 506,247 11.3% 540,519 12.2%

Total annuity reserves and deposit
liabilities $ 4,477,637 100.0% $ 4,444,129 100.0%

The actual amounts paid by product line in connection with surrenders and withdrawals for the years ended December
31 are noted in the table below.

2007 2006 2005
(In thousands)
Product Line:

Traditional Life $ 6,408 4,845 5,419
Universal Life 34,356 30,566 31,143
Annuities 435,800 363,407 303,747
Total $ 476,564 398,818 340,309

The above contractual withdrawals, as well as the level of surrenders experienced, were generally consistent with the
Company's assumptions in asset-liability management, and the associated cash outflows did not have an adverse
impact on overall liquidity. Individual life insurance policies are less susceptible to withdrawal than annuity reserves
and deposit liabilities because policyholders may incur surrender charges and undergo a new underwriting process in
order to obtain a new insurance policy. Cash flow projections and tests under various market interest rate scenarios are
also performed to assist in evaluating liquidity needs and adequacy. The Company currently expects available
liquidity sources and future cash flows to be more than adequate to meet the demand for funds.
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In the past, cash flows from the Company's insurance operations have been sufficient to meet current needs. Cash
flows from operating activities were $258 million, $224 million, and $201 million in 2007, 2006, and 2005,
respectively. The Company also has significant cash flows from both scheduled and unscheduled investment security
maturities, redemptions, and prepayments. These cash flows totaled $518 million, $399 million, and $485 million in
2007, 2006, and 2005, respectively. Cash flows from security maturities, redemptions, and prepayments were
relatively higher over the last three years due to the decline in interest rates. These cash flow items could be reduced
if interest rates rise in 2008. Net cash flows from the Company's universal life and annuity deposit product operations
totaled inflows (outflows) of $(93) million, $25 million, and $153 million in 2007, 2006, and 2005, respectively.

Capital Resources

The Company relies on stockholders' equity for its capital resources as there is no long-term debt outstanding and the
Company does not anticipate the need for any long-term debt in the near future. As of December 31, 2007, the
Company had commitments of approximately $8.1 million which were approved by the Company's Board of
Directors for the construction of a nursing home facility in Central Texas. The construction of the new facility began
in 2007.

OFF-BALANCE SHEET ARRANGEMENTS AND CONTRACTUAL OBLIGATIONS

It is Company practice to not enter into off-balance sheet arrangements or to issue guarantees to third parties, other
than in the normal course of issuing insurance contracts. Commitments related to insurance products sold are
reflected as liabilities for future policy benefits. Insurance contracts guarantee certain performances by the Company.

Insurance reserves are the means by which life insurance companies determine the liabilities that must be established
to assure that future policy benefits are provided for and can be paid. These reserves are required by law and based
upon standard actuarial methodologies to ensure fulfillment of commitments guaranteed to policyholders and their
beneficiaries, even though the obligations may not be due for many years. Refer to Note (1) in the Notes to
Consolidated Financial Statements for a discussion of reserving methods.

The table below summarizes future estimated cash payments under existing contractual obligations.

Payment due by Period
Less Than 1-3 3 -5 More Than
Total 1 Year Years Years 5 Years
(In thousands)

Operating lease obligations (1) $ 2,023 846 1,177 - -
Construction commitments 8,096 8,096 - - -
Life claims payable (2) 50,014 50,014 - - -
Other long-term reserve liabilities
reflected on the balance sheet
under GAAP (3) 6,910,276 649,040 1,105,566 1,342,661 3,813,009
Total $ 6,970,409 707,996 1,106,743 1,342,661 3,813,009

(1) Refer to Note 9 in the Notes to Consolidated Financial Statements relating to Company leases.
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(2) Life claims payable include benefit and claim liabilities for which the Company believes the amount and timing of
the payment is essentially fixed and determinable. Such amounts generally relate to incurred and reported death and
critical illness claims including an estimate of claims incurred but not reported.
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(3) Other long-term liabilities include estimated life and annuity obligations related to death claims, policy

surrenders, policy withdrawals, maturities and annuity payments based on mortality, lapse, annuitization, and

withdrawal assumptions consistent with the Company’s historical experience. These estimated life and annuity
obligations are undiscounted projected cash outflows that assume interest crediting and market growth consistent with

assumptions used in amortizing deferred acquisition costs. They do not include any offsets for future premiums or

deposits. Other long-term liabilities also include determinable payout patterns related to immediate annuities. In

contrast to this table, the majority of the Company’s liabilities for future obligations recorded on the consolidated
balance sheet do not incorporate future credited interest and market growth. Therefore, the estimated life and annuity

obligations presented in this table significantly exceed the life and annuity liabilities recorded in the reserves for future

life and annuity obligations. Due to the significance of the assumptions used, the actual cash outflows will differ both

in amount and timing, possibly materially, from these estimates.

ACCOUNTING STANDARDS AND CHANGES IN ACCOUNTING
Recently Issued Accounting Standards

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements. This Statement defines fair value,
establishes a framework for measuring fair value in generally accepted accounting principles, and requires additional
disclosures about fair value measurements. This Statement does not require any new fair value measurements, but the
application of this Statement could change current practices in determining fair value. The Company plans to adopt
this guidance effective January 1, 2008. The Company is currently assessing the impact of SFAS No. 157 on the
Company's consolidated financial position and results of operations.

In February of 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial
Liabilities. This Statement permits entities to choose to measure many financial instruments and certain other items at
fair value. SFAS No. 159 is effective for fiscal years beginning after November 15, 2007. The Company does not
currently anticipate an impact from adopting SFAS No. 159.

In December 2007, the FASB issued SFAS No. 160, Noncontrolling Interests in Consolidated Financial Statements.
SFAS No. 160 establishes accounting and reporting standards for entities that have equity investments that are not
attributable directly to the parent, called noncontrolling interests or minority interests. Specifically, SFAS
No. 160 states where and how to report noncontrolling interests in the consolidated statements of financial position
and operations, how to account for changes in noncontrolling interests and provides disclosure requirements. The
provisions of SFAS No. 160 are effective beginning January 1, 2009. The Company is currently evaluating the impact
that the adoption of this statement will have on the consolidated financial position, results of operations and
disclosures.

In December 2007, the FASB issued SFAS No. 141(R), Business Combinations. SFAS No. 141(R) establishes how
an entity accounts for the identifiable assets acquired, liabilities assumed, and any noncontrolling interests acquired,
how to account for goodwill acquired and determines what disclosures are required as part of a business combination.
SFAS No. 141(R) applies prospectively to business combinations for which the acquisition date is on or after the
beginning of the first annual reporting period beginning on or after December 15, 2008, early adoption is prohibited.
The Company is currently evaluating the impact that the adoption of this statement will have on the consolidated
financial position, results of operations and disclosures.
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Change in Accounting

In September 2005, the AICPA issued Statement of Position (“SOP”’) 05-1, Accounting by Insurance Enterprises for
Deferred Acquisition Costs in Connection with Modifications or Exchanges of Insurance Contracts, which is effective
for internal replacements occurring in fiscal years beginning after December 15, 2006. SOP 05-1 provides guidance on
accounting by insurance enterprises for deferred acquisition costs on internal replacements of insurance and
investment contracts other than those specifically described in SFAS No. 97. SOP 05-1 defines an internal
replacement as a modification in product benefits, features, rights, or coverages that occurs by the exchange of a
contract for a new contract, or by amendment, endorsement, or rider to a contract, or by the election of a feature or
coverage within a contract. The Company has an impact related to the adoption of SOP 05-1 for contracts which have
annuitized and relative to reinstatements of contracts in that the unamortized deferred acquisition costs and deferred
sales inducement assets must be written-off at the time of annuitization and may not be continued related to
reinstatements. SOP 05-1 results in changes in assumptions relative to estimated gross profits which affects
unamortized deferred acquisition costs, unearned revenue liabilities, and deferred sales inducement balances as of the
beginning of the year. The effect of this SOP on beginning retained earnings as of January 1, 2007 was a decrease of
$2.2 million, net of tax, as detailed below.

Amounts
(In thousands)

Write-off of deferred acquisition cost $ 3,321

Adjustment to deferred annuity revenue 56
3,377

Federal income tax (1,182)

Cumulative effect of change in accounting for
internal replacements and investment contracts $ 2,195

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES
ABOUT MARKET RISK

The information called for by Item 7A is set forth in the Investments section of the Management's Discussion and
Analysis of Financial Condition and Results of Operations.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

See Attachment A, Index to Financial Statements and Schedules, on page 76.

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS
ON ACCOUNTING AND FINANCIAL DISCLOSURE

There have been no changes in auditors or disagreements with auditors which are reportable pursuant to Item 304 of
Regulation S-K.
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ITEM 9A. CONTROLS AND PROCEDURES

Evaluation of Disclosure Controls and Procedures

Disclosure controls and procedures are designed to ensure that information to be disclosed in reports filed or
submitted under the Securities and Exchange Act of 1934 is recorded, processed, summarized and reported within
required time periods. Disclosure controls and procedures include, without limitation, controls and procedures
designed to ensure that information required to be disclosed is accumulated and communicated to management,
including the Chief Executive Officer and Chief Financial Officer as appropriate, to allow timely decisions regarding
disclosure matters.
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The Company's management, with the participation of the Company's Chief Executive Officer and Chief Financial
Officer, has evaluated the effectiveness of the Company's disclosure controls and procedures (as such term is defined
in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange Act of 1934) as of the end of the period covered by
this report. Based on this evaluation, the Company’s Chief Executive Officer and Chief Financial Officer concluded
that the Company’s disclosure controls and procedures were effective.

Management's Report on Internal Control Over Financial Reporting

The management of National Western Life Insurance Company ("Company") is responsible for establishing and
maintaining adequate internal control over financial reporting, as such term is defined in Rule 13a-15(f) and Rule
15d-15(f) under the Securities Exchange Act of 1934. The Company's internal control over financial reporting is a
process designed to provide reasonable assurance regarding the reliability of financial reporting and the preparation of
the Company's financial statements for external reporting purposes in accordance with U.S. generally accepted
accounting principles. The Company's management, including the Chief Executive Officer and Chief Financial
Officer, assessed the effectiveness of the Company's internal control over financial reporting as of December 31,
2007. In making this assessment, management used the criteria set forth by the Committee of Sponsoring
Organizations of the Treadway Commission (“COSQO”) in Internal Control - Integrated Framework. Based on the
Company's assessment under this framework, management concluded that the Company maintained effective internal
control over financial reporting as of December 31, 2007.

Changes in Internal Control Over Financial Reporting

Internal controls over financial reporting change as the Company modifies and enhances its systems and processes to
meet business needs. Any significant changes in controls are evaluated prior to implementation to help ensure
continued effectiveness of internal controls and the control environment. While changes have taken place in internal
controls during the quarter ended December 31, 2007, there have been no changes that have materially affected, or are
reasonably likely to materially affect, the Company’s internal controls over financial reporting.

There have been no significant changes in the Company’s internal controls or in other factors that could significantly
affect these controls subsequent to the date of this examination.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
National Western Life Insurance Company:

We have audited National Western Life insurance Company’s internal control over financial reporting as of December
31, 2007, based on criteria established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO). National Western Life Insurance Company's
management is responsible for maintaining effective internal control over financial reporting and for its assessment of
the effectiveness of internal control over financial reporting. Our responsibility is to express an opinion, included in
the accompanying Management’s Report on Internal Control Over Financial Reporting on the Company's internal
control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material respects. Our audit included obtaining
an understanding of internal control over financial reporting, assessing the risk that a material weakness exists, and
testing and evaluating the design and operating effectiveness of internal control based on the assessed risk, our audit
included performing such other procedures as we considered necessary in the circumstances. We believe that our audit
provides a reasonable basis for our opinion.

A company's internal control over financial reporting is a process designed to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company's internal control over financial reporting includes those
policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2) provide reasonable assurance that
transactions are recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made only in accordance
with authorizations of management and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition of the company's assets that could have
a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the policies
or procedures may deteriorate.

In our opinion, National Western Life Insurance Company, maintained in all material respects, effective internal
control over financial reporting as of December 31, 2007, based on criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO).

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated balance sheets of National Western Life Insurance Company and subsidiaries as of December
31, 2007 and 2006, and the related consolidated statements of earnings, comprehensive income, stockholders' equity
and cash flows for each of the years in the three-year period ended December 31, 2007, and our report dated March
17, 2008 expressed an unqualified opinion on those consolidated financial statements.
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KPMG LLP
Austin, Texas
March 17, 2008
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ITEM 9B. OTHER INFORMATION

There is no information required to be disclosed on Form 8-K for the quarter ended December 31, 2007 which has not
been previously reported.

PART III
ITEM 10. DIRECTORS, AND EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE
Identification of Directors

The following information as of January 31, 2008, is furnished with respect to each director. All terms expire in June
of 2008.

Principal Occupation During Last Five First
Name of Director Years and Directorships Elected Age

Robert L. Moody Chairman of the Board and Chief Executive 1963 72
() (3) Officer of the Company
Ross R. Moody President and Chief Operating Officer of the 1981 45
() (3) Company
Harry L. Edwards Retired; Former President and Chief 1969 86
“) Operating Officer of the Company,

Austin, Texas
Stephen E. Glasgow Partner, G-2 Development, L.P. 2004 45
2@ Austin, Texas
E. Douglas McLeod Director of Development, The Moody 1979 66

Foundation, Galveston, Texas
Charles D. Milos Senior Vice President of the Company 1981 62
1 3)
Frances A. Executive Director, 1990 38
Moody-Dahlberg The Moody Foundation,

Dallas, Texas
Russell S. Moody Investments, League City, Texas 1988 46
Louis E. Pauls, Jr. President, Louis Pauls & Company; 1971 72
) Investments, Galveston, Texas
E. J. Pederson Former Executive Vice President, 1992 60
2) ) The University of Texas

Medical Branch, Galveston, Texas
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(1) Member of Executive Committee; (2) Member of Audit Committee; (3) Member of Investment Committee;
(4) Member of Compensation and Stock Option Committee.
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Under the Company’s Articles of Incorporation, respective members of the Board of Directors are elected by the
Company’s two classes of common stockholders. One-third (1/3) of the directors, plus one director for any remaining
fraction, are elected by the Class A stockholders and the remaining directors are elected by the Class B
stockholders. The Board of Directors, as elected by the respective classes of stockholders, is as follows.

Class A Class B

Robert L.  E. Douglas
Moody McLeod
Harry L. Charles D. Milos
Edwards
Stephen E. Frances A.
Glasgow  Moody-Dahlberg
E.J. Ross R. Moody
Pederson
Russell S. Moody
Louis E. Pauls, Jr.

Committees
The Company’s Board of Directors has the following standing committees:

Executive Committee. The Company’s Executive Committee may exercise all of the powers of the Board when the
Board is not in session except that the Executive Committee has no power to alter, amend, or repeal the By-Laws or
take any other action that legally may be taken only by the full Board of Directors. The Chairmen of the Board serves
as Chairman of the Executive Committee.

Audit Committee. The Audit Committee of the Board of Directors consists of three non-employee directors. The

committee is primarily responsible for oversight of the Company’s financial statements and controls; assessing and
ensuring the independence, qualifications and performance of the independent auditors; approving the independent

auditor’s services and fees; reviewing and approving all related party transactions; overseeing and directing internal
audit activities; reviewing the Company’s financial risk assessment process and ethical, legal, and regulatory
compliance programs; and reviewing and approving the annual audited financial statements for the Company before

issuance. Mr. Louis E. Pauls, Jr. serves as Chairman of the Audit Committee.

The Company has at least one person that it believes is qualified to be the Audit Committee Financial
Expert. However, the Company has not designated anyone as an Audit Committee Financial Expert at this time as the
Company’s Board of Directors has concluded that the ability of the Audit Committee to perform its duties would not
be impaired by the failure to designate one of the committee members as an “Audit Committee Financial Expert” if its
members otherwise satisfied the NASDAQ standards and rules and regulations of the SEC.

Investment Committee. The Investment Committee of the Board of Directors is comprised of three directors (and one
Company officer) and has the responsibility for oversight of the Company’s investment transactions including
compliance with investment guidelines approved by the full Board of Directors. The Chairman of the Board serves as
Chairman of the Investment Committee.

Compensation and Stock Option Committee. The Compensation and Stock Option Committee consists of three

outside directors and the committee has oversight responsibility for the compensation programs for the Company’s
named executive officers as well as all other officers. Mr. Harry L. Edwards serves as Chairman of the Compensation
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and Stock Option Committee. The Committee’s report on executive compensation is included in Item 11 of this report
on Form 10-K.

48

85



Edgar Filing: NATIONAL WESTERN LIFE INSURANCE CO - Form 10-K

Table of Contents
Identification of Executive Officers

The following is a list of the Company's executive officers, their ages, and their positions and offices as of January 31,
2008.

Name of Officer Age Position (Year elected to position)
Robert L. Moody 72 Chairman of the Board and Chief Executive
Officer (1963-1968, 1971-1980, 1981), Director
Ross R. Moody 45 President and Chief Operating Officer (1992), Director
Scott E. Arendale 64 Senior Vice President - International Marketing (2006)
Paul D. Facey 56 Senior Vice President - Chief Actuary (1992)

S. Christopher Johnson 39 Senior Vice President - Chief Marketing Officer (2006)

Charles D. Milos 62 Senior Vice President - Mortgage Loans and Real Estate
(1990), Director

James P. Payne 63 Senior Vice President - Secretary (1998)

Brian M. Pribyl 49 Senior Vice President - Chief Financial & Administrative

Officer and Treasurer (2001)
Patricia L. Scheuer 56 Senior Vice President - Chief Investment Officer (1992)
There are no arrangements or understandings pursuant to which any officer was elected. All officers hold office for a
term of one year or until their successors are elected and qualified, unless otherwise specified by the Board of
Directors.
Identification of Certain Significant Employees
None in addition to the individuals identified as Executive Officers above.

Family Relationships

Robert L. Moody is the father of Frances A. Moody-Dahlberg, Ross R. Moody, and Russell S. Moody, and the
brother-in-law of E. Douglas McLeod.

Business Experience

All of the Executive Officers listed above have served in various executive capacities with the Company for more than
five years, with the exception of the following:

Mr. Johnson was National Promotions Director of National Fitness Corp. from 1992 to 1993; Branch Manager of

Hooper Holmes/Portamedic from 1993 to 1994; Agent/Consultant with Financial Facts & Services from 1994 to 1995;
Field Sales Manager of Financial Brokerage from 1995 to 1998; Senior Sales Representative with Mutual of Omaha
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from 1998 to 1999 and Senior Regional Vice President of Allstate - Lincoln Benefit Life from 1999 to 2006.

Mr. Arendale was Vice President of International Sales Development with the Company for the preceding five years
prior to being promoted to his current position in June 2006.
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Involvement in Certain Legal Proceedings

During the past five years there have been no criminal proceedings, judgments, injunctions or bankruptcy petitions
material to an evaluation of the ability or integrity of any of the Company's directors or executive officers.

Code of Ethics

The Company has adopted a Code of Ethics and Conduct for all directors, officers, and employees. This Code is
intended to comply with the requirement of the Federal Securities Laws and the requirements of NASDAQ. The Code
of Ethics and Conduct has been posted to the Company's website at www.nationalwesternlife.com and is available
upon request.

ITEM 11. EXECUTIVE COMPENSATION
Compensation Discussion and Analysis
Purpose

The Compensation and Stock Option Committee (“Compensation Committee”) is appointed by and serves at the
discretion of the Company’s Board of Directors. The Board of Directors has determined that the Compensation
Committee consist of no fewer than three members who all, or the majority of, meet the independence requirements of
the listing standards of NASDAQ. The purpose of the Compensation Committee is to discharge the Board of Directors’
responsibilities for reviewing and establishing the compensation not just for the Chief Executive Officer, Chief
Financial Officer, and the other three most highly paid executive officers, but for all of the Company’s officers. These
compensation elements include base salary, annual incentive bonuses, discretionary bonuses and awards, stock option
grants, and any other officer compensation arrangements.

To assist the Compensation Committee with its responsibilities, it is supported by the Company’s Human Resource,
Legal and Financial departments. The Compensation Committee may retain, and has retained, independent
compensation consultants who report directly to the members of the Compensation Committee. Meetings of the
Compensation Committee are scheduled during the year with additional meetings on an as-necessary interim basis and
include sessions without members of management present. The Compensation Committee reports to the Board of
Directors on its actions and recommendations.

Compensation Philosophy and Objectives

The Company’s overall philosophy in setting compensation policies is to align pay with performance while at the same
time providing a competitive compensation that allows the Company to retain and attract talented individuals. Within
this overall philosophy, the Compensation Committee has adopted several key principles to help guide compensation
decisions for executive officers:

® Provide a competitive total compensation package so the Company can attract, retain, and motivate talented
individuals;

¢ Tie compensation in part to overall Company financial performance so that executives are held accountable through
their compensation for the performance of the business;

¢ Tie compensation in part to the Company’s stock performance through stock options to align executives’ interests
with those of the Company’s stockholders; and
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Maintain a committee of the Board of Directors independent of senior management that may engage independent
compensation consultants as needed to review and establish compensation for executive officers.
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Elements of Executive Compensation

Officer compensation arrangements, including executive officers, are reviewed and approved annually by the
Compensation Committee typically at its April meeting. The Compensation Committee focuses primarily on the
following components in forming the total compensation package for each Company executive officer:

e Base salary;
® Annual cash incentive bonus based on Company performance versus predetermined targets;
¢ Discretionary cash bonus based upon individual performance; and
¢ Long-term incentive compensation in the form of stock options.

The mix of executive compensation elements is based upon a philosophy of correlating a portion of executive
compensation with the Company’s financial and stock performance thus putting a segment of executive officer annual
and long-term compensation at-risk. This structure provides upside potential and downside risk for senior executive
positions in recognition that these roles have greater influence on the Company’s performance.

Base Salaries

To ensure that compensation levels are reasonably competitive with market rates, the Compensation Committee
engages independent compensation consultants from time-to-time to conduct a survey of executive compensation in a
defined group of companies comparable to the Company. The surveyed companies are selected based on similar
products and product lines, comparable financial size in terms of assets and revenues, and other known competitive
factors. This process was most recently completed during 2005 when the Compensation Committee retained two
separate external compensation consultants to conduct an officer compensation review. While the primary focus of the
survey was upon base salaries, the independent consultants were also asked to provide total compensation data for the
various officer positions and levels in order to target current and future appropriate compensation levels. The
Compensation Committee’s past practice has been to generally target base salaries between the 25th and 75th
percentile range of the identified peer group.

At the time of filing this report on Form 10-K for the year ended December 31, 2007, the Company has again engaged

independent compensation consultants (Towers Perrin) to update the work performed in 2005 following the same

criteria and scope as was done at the time of previous study. Companies to be considered in the benchmarking process

include, among others, American Equity Investment Life, American Fidelity Life, AVIVA, Best Meridian Insurance,

Citizens Insurance Company, Lincoln National Life, Old Mutual Financial Network, Pan-American Life, and

Sammons Financial Group. It is anticipated that the results of the independent compensation consultants’ study will be
available to the members of the Compensation Committee for their April 2008 meeting.

In addition to market information, the Compensation Committee also subjectively reviews and evaluates the level of
performance of the Company and of each officer. In approving salary and incentive compensation for individuals
other than the Chief Executive Officer and the President and Chief Operating Officer, the Compensation Committee
considers recommendations from these two individuals concerning the other Company officers incorporating such
factors as individual performance, the scope and complexity of their current responsibilities, length of time in their
current positions, value of the executive’s position to the market, and difficulty of replacement of the officer. This
evaluation focuses most heavily on the base salary levels for each officer.

Annual Incentive Compensation

For certain executive officer positions, the Compensation Committee has determined that annual incentive bonuses are
an integral part of the executive’s compensation package as the cash bonuses create a direct link between executive
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compensation and individual and business performance. Consequently, there are three bonus programs in effect which
are reviewed and approved annually by the Compensation Committee:

¢ Executive Officer Bonus Program

® Domestic Marketing Officer Bonus Program
¢ International Marketing Officer Bonus Program
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Executive Officer Bonus Program. Currently, the participants in the Executive Officer Bonus Program (‘“Executive
Bonus”) are the Chairman and Chief Executive Officer (Mr. Robert Moody), the President and Chief Operating Officer
(Mr. Ross Moody), and the Senior Vice President, Chief Financial & Administrative Officer (Mr. Brian Pribyl). In
order to tie the compensation under the program with the Company’s financial performance, the Executive Bonus
includes metrics associated with the Company’s annual sales performance, expense management and profitability. In
accordance with the program, the Compensation Committee set performance targets for each metric at various levels
equating to various bonus level percentages as follows:

Financial Bonus %
Performance Range

Metric

Sales 0% to
15%

Expense 0%to

Management 12%

Profitability 0% to
12%

The sum of the achieved bonus percentages for each metric, subject to a maximum aggregate percentage of 30%, is

applied to the weighted average base salary for each participant to determine the earned bonus amount. The bonus

determination under the program is subject to review by the Company’s independent auditors and the profitability
metric is based upon the Company’s audited financial statements for the year. Bonus awards are generally paid in the
year following the annual financial performance metrics concurrent with the completion of the Company’s audit of the
year-end financial statements and approval of the award amounts by the Compensation Committee. Accordingly, the

Executive Bonus payments in 2007 were primarily based upon the results achieved for 2006 financial performance

metrics established by the Compensation Committee. The bonus percentage achieved under the program was 30% and

23% in 2007 and 2006, respectively.

Domestic Marketing Officer Bonus Program. Participants in the Domestic Marketing Officer Bonus Program
(“Domestic Bonus™) are all domestic marketing officers including assistant vice presidents, vice presidents, and the
senior vice president (Mr. Chris Johnson). As these individuals are most able to influence the outcome of the
Company’s financial performance in terms of sales, the program is heavily weighted toward this metric. The measures
associated with this program include the Company’s annual sales performance, persistency of policies sold and
expense management. These measures were incorporated into the program to award not only the amount of sales but
the quality of sales and the management of the costs incurred to acquire the business sold. Unlike the Executive
Bonus, the Domestic Bonus metrics assume a targeted level of performance or “par” level to which the Compensation
Committee assigned a targeted bonus percentage in order to reflect a disproportionate weighting of the potential bonus
award toward the sales metric. If the targeted level for each metric is attained, the sum of the metrics is equal to a
bonus percentage of 100% which is applied to the weighted average base salary of each participant. The performance
metrics set by the Compensation Committee equating to various bonus level percentages under the program are as
follows:

Financial ParBonus Bonus %
Performance Metric Level Range
Sales 70% 0% to no
limit
Persistency 15% 0% to 30%
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E x pen s e 15% 0% to 30%
Management

The Domestic Bonus also differs from the Executive Bonus in that the bonus percentage is not subject to a cap and
bonus amounts may be advanced quarterly based upon the year-to-date results achieved. Sales metric amounts under
the program above the par level increase incrementally with an additional bonus percentage added for every increment
of additional sales established by the Compensation Committee. However, if the aggregate sum of the three
performance metrics exceeds 100%, the bonus award paid at the end of the calendar year is limited to 100% for each
participant. The bonus percentage above 100% is applied to the weighted average base salaries of all participants to
create a pool which is paid out to participants in the subsequent calendar year based upon the recommendation of the
Domestic Marketing senior vice president and subject to approval by the President and Chief Operating Officer. The
Domestic Bonus percentage achieved under the program was 64.5% and 100.5% in 2006 and 2007, respectively.
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International Marketing Officer Bonus Program. Participants in the International Marketing Officer Bonus Program
(“International Bonus”) are all international marketing officers including assistant vice presidents, vice presidents, and
the senior vice president (Mr. Scott Arendale). The International Bonus is identical in format to the Domestic Bonus
with the exception that the metric targets established by the Compensation Committee are customized for the
differences between the domestic and international lines of business. The weighting of the three performance metrics
(annual sales, persistency of policies sold, expense management) is the same as in the Domestic Bonus and all other
features are similarly administrated. The International Bonus percentage achieved under the program was 124.0% and
214.0% in 2006 and 2007, respectively.

Discretionary Bonus Awards

For officers who are not participants in any of three bonus programs, the Compensation Committee considers from

time-to-time circumstances which merit the need to recognize outstanding performance in the form of a discretionary

bonus. Although many of these situations may be deemed within the normal responsibilities of officers, the

Compensation Committee on occasion may provide one-time recognition bonuses to identified officers where the

demands of the situation and the results of the effort warrant such recognition. In 2006, total discretionary bonuses

awarded to officers totaled $88,000 of which $75,000 was targeted to Mr. Charles Milos for his efforts involving the

Company’s real estate and investment properties and subsidiary operations. In 2007, none of the $14,500 total
discretionary bonuses awarded to officers was paid to named executive officers.

Long-Term Incentive Compensation

Under the Company’s 1995 Stock and Incentive Plan, the Compensation Committee provides Company officers with
long-term incentive awards through grants of stock options directly aligning the interest of the officers with
stockholder interests. The stock options have a graded five-year vesting period that begins on the third anniversary
date of the granted option in order to promote a long-term perspective and to encourage key employees to remain at
the Company. All options to date have been granted at the fair market value of the Company’s Class A common stock
on the date of the grant. The Compensation Committee believes that stock options are inherently performance-based
and a form of at-risk compensation since the recipient does not benefit unless the Company’s common stock price
subsequently rises.

The Compensation Committee is responsible for determining the recipients of the grants, when the grants should be
made, and the number of shares to be granted. The size of the awards generally reflect each officer’s position relative
to other officers in the Company with consideration to total compensation targets obtained from the peer group
information previously discussed. In addition, as is the case with base salaries, the Compensation