HALLMARK FINANCIAL SERVICES
FINANCIAL HIGHLIGHTS

For the Years Ended December 31,

(Dollars in thousands, except per share amounts) 2004 2003 2002 2001 2000
OPERATING RESULTS
Gross premiums produced $119,305 $124,264 $51,643 $49,614 $50,469
Net premiums earned $ 32,445 $ 41,975 $20,213 $16,376 $17,395
Operating income (loss)* $ 8,602 $ 686 $ 36 $(1,674) $ (261
Net income (loss) $ 5,849 $ 8,745 $(1,671) $(1,130) $ (233)
Weighted average shares outstanding — diluted 36,688 18,787 11,127 $11,049 11,049
PER SHARE
Operating income (loss) — diluted $ 0.16 $ 0.03 $ 0.00 $ (0.10) $ (0.02)
Net income (loss) — diluted $ 0.16 $ 0.6 $ (0.15) $ (0.10) $ (0.02)
Book value $  0.90 $ 075 $ 0.77 $ 094 $ 1.04
SELECTED BALANCE SHEET ITEMS
Total investments $ 32,121 $ 29,855 $16,728 $16,223 $13,577
Total assets $ 82,511 $ 83,853 $83,761 $73,605 $75,553
Unpaid loss and loss adjustment expenses $ 19,648 $ 28,456 $17,667 $20,089 $22,298
Unearned premiums $ 6,192 $ 5,862 $15,957 $16,793 $16,711
Total liabilities $ 49,855 $ 56,456 $75,226 $63,237 $64,065
Total stockholders’ equity $ 32,656 $ 27,397 $ 8,535 $10,368 $11,488
Return on equity (excluding extraordinary gains) 21.3% 7.7% -16.1% -9.8% -2.0%
STATUTORY RATIOS
Loss ratio 60.4% 72.5% 76.8% 98.6% 84.7%
Expense ratio 28.3% 28.6% 19.5% 16.7% 16.4%
Combined ratio 88.7% 101.1% 96.3% 115.3% 101.1%
GROSS PREMIUMS PRODUCED OPERATING INCOME*
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HALLMARK FINANCIAL SERVICES
TO OUR SHAREHOLDERS

I am pleased to report that 2004 was a record year of operating profitability for Hallmark. Our $8.6 million in operating
income reflects improved contributions from both personal lines and commercial lines business segments, as well as increased
investment income. We also finished the year with a 21% after-tax return on equity and a significantly strengthened loss

reserve position.

In our Personal Lines Group, the focus on underwriting discipline resulted in less top line premium volume, but
significantly more bottom line profit. This willingness to forego premium growth is often talked about in the insurance
business, but less often seen. The Group’s increased profitability is evidenced by a combined ratio of 88.7%, the lowest ever
in our Company’s history. On the operational front, the integration of Phoenix Indemnity Insurance Company, which was
acquired by the Company in the first quarter of 2003, was fully and successfully completed. The Personal Lines Group is now
operating from a common location with a shared management team and information systems. This Group is now focused on

maintaining its underwriting discipline while identifying profitable future growth opportunities.

Our Commercial Lines Group’s operating profit more than doubled over 2003 results. The Group’s increased profit is due to
more premium produced, better underwriting results and improved commission terms. Growth in premium benefited from
increases in rate and not just increased risk exposure. The Commercial Lines Group has been focused on renewing its best
quality risks and proactive in maintaining its underwriting standards, even in the hard market cycle. Looking into the future,
we are evaluating additional investment in information systems that will support geographic expansion and possible new

programs or acquisitions.

Since acquiring our commercial operation in late 2002, a major strategic objective of Hallmark has been to recapture the
underwriting margin currently shared with our third-party partners and ultimately produce policies on our own company
that we currently write through an issuing carrier. We made significant strides in this regard in 2004 and are looking
forward to fully realizing this objective in 2005 through our recently announced plan to realign and further capitalize our
insurance subsidiaries. The plan to increase the capitalization of our company is expected to enhance the financial strength

ratings from our ratings agencies and support the retention of our existing commercial business.

This is an exciting time at Hallmark as we continue the transformation and growth of the Company. The ongoing hard work,

dedication and passion of our employees, management team and board of directors are much appreciated.

M@g

Mark E. Schwarz
Chairman and Chief Executive Officer

April 11, 2005
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

(Mark One)
[X] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended DECEMBER 31, 2004
Or
[ 1 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission file number 0-16090

Hallmark Financial Services, Inc.

(Exact name of registrant as specified in its charter)

Nevada 87-0447375

(State or Other Jurisdiction of Incorporation or Organization) (I.R.S. Employer Identification No.)
777 Main Street, Suite 1000, Fort Worth, Texas 76102

(Address of Principal Executive Offices) (Zip Code)

Issuer’s Telephone Number, Including Area Code: (817) 348-1600

Securities registered under Section 12(b) of the Exchange Act:

Name of Each Exchange on
Title of Each Class Which Registered
Common Stock $.03 par value American Stock Exchange

Emerging Company Marketplace
Securities registered under Section 12(g) of the Exchange Act: None

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such

reports), and (2) has been subject to such filing requirements for the past 90 days. Yes X No__

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will
not be contained, to the best of the registrant’s knowledge, in definitive proxy or information statements incorporated by reference in

Part IIT of this Form 10-K or any amendment to this Form 10-K.

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Act). Yes _ No X

State the aggregate market value of the voting and non-voting common equity held by non-affiliates computed by reference to the
price at which the common equity was last sold, or the average bid and asked price of such common equity, as of the last business

day of the registrant’s most recently completed second fiscal quarter. ~ $10,070,731

Indicate the number of shares outstanding of each of the issuer’s classes of common stock, as of the latest practicable date. Common

stock, $.03 par value 36,497,291 shares outstanding as of March 17, 2005.
DOCUMENTS INCORPORATED BY REFERENCE

The information required by Part III is incorporated by reference from the Registrant’s definitive proxy statement to be filed with

the Commission pursuant to Regulation 14A not later than 120 days after the end of the fiscal year covered by this report.
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Ri1SKS ASSOCIATED WITH FORWARD-LOOKING STATEMENTS INCLUDED
IN THIS FOrM 10-K

This Form 10-K contains certain forward-looking statements within the meaning of the Private Securities Litigation Reform
Act of 1995, which are intended to be covered by the safe harbors created thereby. Forward-looking statements include
statements which are predictive in nature, which depend upon or refer to future events or conditions, or which include words
such as “expects”, “anticipates”, “intends”, “plans”, “believes”, “estimates,” or similar expressions. These statements include
the plans and objectives of management for future operations, including plans and objectives relating to future growth of the
Company’s business activities and availability of funds. The forward-looking statements included herein are based on current
expectations that involve numerous risks and uncertainties. Assumptions relating to the foregoing involve judgments with
respect to, among other things, future economic, competitive and market conditions, regulatory framework, weather-related
events and future business decisions, all of which are difficult or impossible to predict accurately and many of which are
beyond the control of the Company. Although the Company believes that the assumptions underlying the forward-looking
statements are reasonable, any of the assumptions could be inaccurate and, therefore, there can be no assurance that the
forward-looking statements included in this Form 10-K will prove to be accurate. In light of the significant uncertainties
inherent in the forward-looking statements included herein, the inclusion of such information should not be regarded as a

representation by the Company or any other person that the objectives and plans of the Company will be achieved.
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—— PART I ——

ITEM 1. BUSINESS.

INTRODUCTION

Hallmark Financial Services, Inc. (“HFS”) and its wholly owned subsidiaries (collectively, the “Company”) engage in the sale
of property and casualty insurance products. The Company’s business involves marketing and underwriting of non-standard
personal automobile insurance in Texas, New Mexico and Arizona, marketing commercial insurance in Texas, New Mexico,

Idaho, Oregon and Washington; affiliate and third party claims administration; and other insurance related services.

OVERVIEW

The Company pursues its business activities through integrated insurance groups handling non-standard personal automobile
insurance (the “Personal Lines Group”) and commercial insurance (the “Commercial Lines Group”). The members of the
Personal Lines Group are a Texas domiciled property and casualty insurance company, American Hallmark Insurance Company
of Texas (“Hallmark”); an Arizona domiciled property and casualty insurance company, Phoenix Indemnity Insurance
Company (“Phoenix”); a managing general agency, American Hallmark General Agency, Inc. ("“AHGA”); a premium finance
company, Hallmark Finance Corporation (‘HFC”); and an affiliate and third party claims administrator, Hallmark Claims
Services, Inc. (“HCS”). The members of the Commercial Lines Group are a managing general agency, Hallmark General
Agency, Inc. (“HGA?”), and a third party claims administrator, Effective Claims Management, Inc. ("ECM”).

Hallmark writes non-standard automobile liability and physical damage coverage in Texas through a network of independent
agents. Hallmark currently provides insurance through a reinsurance arrangement with an unaffiliated company, Old American
County Mutual Fire Insurance Company (“OACM”) for policies written after September 30, 2003. Prior to October 1, 2003,
Hallmark provided insurance through a reinsurance arrangement with an unaffiliated company, State & County Mutual Fire
Insurance Company (“State & County”). Through either State & County or OACM, Hallmark provides insurance for drivers

who do not qualify for standard-rate insurance due to driving record, claims history, residency status, or type of vehicle.

The Company acquired Phoenix effective as of January 1, 2003. Phoenix is licensed in 24 states and writes non-standard
automobile liability and physical damage coverage in Arizona and New Mexico through a network of independent agents.
Phoenix underwrites its own policies and retains 100% of the business it writes. Phoenix targets non-urban markets and

underwrites policies produced by approximately 150 independent agents.

AHGA holds a managing general agency appointment from OACM to manage the sale and servicing of OACM policies.
Effective October 1, 2004 Hallmark reinsures 100% of the OACM policies produced by AHGA under a related reinsurance
agreement. Prior to October 1, 2004, Hallmark reinsured 45% of the OACM policies produced by AHGA. AHGA markets

OACM policies in Texas through approximately 519 independent agents operating under their own names.

HEFC previously offered premium financing for policies sold by independent agents managed by AHGA. The Company

discontinued writing new and renewal premium finance policies effective July 1, 2003.

HCS provides fee-based claims adjustment, salvage and subrogation recovery, and litigation services to Hallmark and
unaffiliated MGAs.

Effective December 1, 2002, the Company purchased HGA, ECM and a financial administrative service company, Financial
and Actuarial Resources, Inc. (“FAR”). Through approximately 150 independent agents operating under their own names,
HGA markets commercial insurance policies primarily in the non-urban areas of Texas, New Mexico, Idaho, Oregon and
Washington. HGA currently produces policies on behalf of Clarendon National Insurance Company (“CNIC”). HGA earns a
commission based on a percentage of the earned premium it produces for CNIC. The commission percentage is determined

by the underwriting results of the policies produced for CNIC.

ECM provides fee-based claims adjustment, salvage and subrogation recovery, and litigation services on behalf of CNIC.
The Company discontinued the business of FAR during the third quarter of fiscal 2003.
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PERSONAL LINES GROUP OPERATIONS
Formed in 1987, HFS commenced its current operations in 1990 when it acquired, through several transactions, most of
the companies now referred to as the Personal Lines Group. HFS manages Hallmark, Phoenix, AHGA, HFC and HCS as an

integrated Personal Lines Group that shares common management and office space.

Hallmark offers both liability and physical damage (comprehensive and collision) coverages. Hallmark’s bodily injury
liability coverage is limited to $20,000 per person and $40,000 per accident, and property damage liability coverage is
limited to $15,000 per accident. Physical damage coverage is limited to $40,000 and $30,000 for vehicles insured

under six-month and monthly policies, respectively.

Phoenix offers both liability and physical damage (comprehensive and collision) coverages. Phoenix’s bodily injury liability
coverage is limited to $15,000 per person and $30,000 per accident, and property damage liability coverage is limited to
$10,000 per accident, for the Arizona direct bill program. Bodily injury liability coverage is limited to $25,000 per person
and $50,000 per accident, and property damage liability coverage is limited to $10,000 per accident, for the New Mexico
direct bill program. Physical damage coverage is limited to a vehicle value of $35,000 and $30,000 for the Arizona and
New Mexico direct bill programs, respectively. Phoenix offers optional bodily injury liability coverage up to $100,000 per
person and $300,000 per accident, and property damage liability coverage up to $50,000, for both programs.

All purchasers of Hallmark and Phoenix policies are individuals. No single customer or group of related customers has

accounted for more than 1% of net premiums written during any of the last three years.

The Company currently writes monthly and six-month policies. The Company’s core net premium volume was composed
of a policy mix of 51.8% monthly and 48.2% six-month policies in 2004; 6.2% annual, 43.6% monthly and 50.2%
six-month policies in 2003; and 50.7% annual, 46.1% monthly and 3.2% six-month policies in 2002. The Company
discontinued writing annual premium financed policies in July 2003 in order to focus on products which are more
competitive in the current marketplace. The Company’s typical customer is unable or unwilling to pay a half year’s
premium in advance. Accordingly, the Company currently offers monthly policies and six-month policies, the premiums

for which are directly billed to the insured on a monthly basis.

HCS provides claims adjustment and related litigation services to both the Company and unaffiliated MGAs. Fees are
charged on a per-file basis, as a percentage of earned premiums or, in certain instances, a combination of both methods.
When HCS receives notice of a loss, a claim file and an estimated loss reserve are established. HCS’s adjusters review,
investigate and initiate claim payments. The Company has an in-house litigation department that closely manages its
claims-related litigation. Management believes that the Company achieves superior efficiency and cost effectiveness by

principally utilizing its trained employee-adjusters and in-house litigation department.

The following table shows, for each of the years in the three year period ended December 31, 2004 (i) the amount of the
Personal Lines Group gross premiums written, and (ii) the underwriting results, of the Personal Lines Group, as measured by
the net statutory loss and loss adjustment expense (“LAE”) ratio, the statutory expense ratio, and the statutory combined
ratio for the calendar year. The loss and LAE ratio is the ratio of incurred losses and LAE to net premiums earned, the
statutory expense ratio is the ratio of underwriting and operating expenses to net premiums written, and the combined ratio

is the sum of the loss and LAE ratio and the statutory expense ratio.

2004 2003 2002
Gross Premiums Written $33,389 $43,338 $51,643
Statutory Loss & LAE Ratio 60.4% 72.5% 76.8%
Statutory Expense Ratio 28.3% 28.6% 19.5%
Statutory Combined Ratio 88.7% 101.1% 96.3%

8 | HALLMARK Financial Services, Inc. | 2004 Annual Report



COMMERCIAL LINES GROUP OPERATIONS

The Company’s Commercial Lines Group consists of a regional managing general agency and a third party claims administration
company which were acquired December 1, 2002. HGA markets commercial insurance policies through an independent
agency force primarily in the non-urban areas of Texas, New Mexico, Idaho, Oregon, and Washington. ECM administers the
claims on insurance policies produced by HGA. These insurance policies consist of small to medium sized commercial risks,
which as a group have relatively stable loss ratios. The Commercial Lines Group’s underwriting criteria exclude lines of business
and classes of risks that are considered to be high hazard or volatile, or which involve significant latent injury potential or
other long-tail liability exposures. Selection criteria include specific classes of businesses, occupancies, and operations with
lower hazard ratings, which present a relatively lower exposure to loss and are charged a correspondingly lower premium.
The lines of business underwritten are primarily commercial auto, commercial multi-peril, business owner’s package policy,

umbrella and other liability.

HGA currently markets these policies on behalf of CNIC. HGA earns a commission based on a percentage of the earned
premium it produces for CNIC. The commission percentage is determined by the underwriting results of the policies
produced for CNIC. ECM receives a claim servicing fee based on a percentage of the earned premium produced for CNIC,

with a portion deferred for casualty claims.

UNDERWRITING AND OTHER RATIOS

An insurance company’s underwriting performance is traditionally measured by its statutory loss and LAE ratio, its statutory
expense ratio and its statutory combined ratio. The statutory loss and LAE ratio, which is calculated as the ratio of net losses
and LAE incurred to net premiums earned, helps to assess the adequacy of the insurer’s rates, the propriety of its underwriting
guidelines and the performance of its claims department. The statutory expense ratio, which is calculated as the ratio of
underwriting and operating expenses to net premiums written, assists in measuring the insurer’s cost of processing and
managing the business. The statutory combined ratio, which is the sum of the statutory loss and LAE ratio and the statutory
expense ratio, is indicative of the overall profitability of an insurer’s underwriting activities, with a combined ratio of less

than 100% indicating profitable underwriting results.

During 2004, 2003 and 2002, the Company experienced statutory loss and LAE ratios of 60.4%, 72.5% and 76.8%,
respectively. During the same periods, it experienced statutory expense ratios of 28.3%, 28.6% and 19.5%, respectively, and
statutory combined ratios of 88.7%, 101.1% and 96.3%, respectively. These statutory ratios do not reflect the deferral of
policy acquisition costs, investment income, premium finance revenues, or the elimination of inter-company transactions

required by accounting principles generally accepted in the United States of America (“GAAP”).

The statutory expense ratio for 2003 increased over the 2002 statutory expense ratio primarily as a result of the change in the
reinsurance structure effective April 1, 2003. Under the prior structure, Hallmark assumed 100% of the Texas non-standard
automobile business produced by AHGA and underwritten by State & County and retroceded a portion to Dorinco Reinsurance
Company (“Dorinco”). Under this arrangement, the ceding commission from Dorinco was treated as an offset to Hallmark’s
underwriting expenses. Beginning April 1, 2003, Dorinco directly assumed its share of the Texas non-standard automobile
business produced by AHGA and underwritten either by State & County (for policies written from April 1, 2003 through
September 30, 2003) or OACM (for policies written from October 1, 2003 through September 30, 2004). Under this
arrangement, ceding commissions from Dorinco were treated as revenue to AHGA rather than an offset to the underwriting
expenses of Hallmark. Effective October 1, 2004, Hallmark entered into a new quota share reinsurance agreement with
OACM pursuant to which Hallmark assumes and retains the reinsurance of 100% of the Texas non-standard automobile
policies produced by AHGA.

Under Texas Department of Insurance (“TDI”) and Arizona Department of Insurance (“AZDOI”) guidelines, property and
casualty insurance companies are expected to maintain a premium-to-surplus percentage of not more than 300%. The
premium-to-surplus percentage measures the relationship between net premiums written in a given period (premiums
written, less recurned premiums and reinsurance ceded to other carriers) to surplus (admitted assets less liabilities), all
determined on the basis of statutory accounting practices (“SAP”) prescribed or permitted by insurance regulatory authorities.
For 2004, 2003, and 2002, Hallmark’s premium-to-surplus percentages were 122%, 150% and 263%, respectively.
Phoenix’s premium-to-surplus percentages were 135% and 215% for 2004 and 2003, respectively.
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REINSURANCE ARRANGEMENTS

For policies originated prior to April 1, 2003, Hallmark assumed the reinsurance of 100% of the Texas non-standard auto
business produced by AHGA and underwritten by State & County and retroceded 55% of the business to Dorinco. Under
this arrangement, Hallmark remained obligated to policyholders in the event that Dorinco did not meet its obligations under
the retrocession agreement. From April 1, 2003 through September 30, 2004, Hallmark assumed the reinsurance of 45%
of the Texas non-standard automobile policies produced by AHGA and underwritten either by State & County (for policies
written from April 1, 2003 through September 30, 2003) or OACM (for policies written from October 1, 2003 through
September 30, 2004). During this period, the remaining 55% of each policy was directly assumed by Dorinco. Under these
reinsurance arrangements, Hallmark was obligated to policyholders only for the portion of the risk assumed by Hallmark.
Effective October 1, 2004, Hallmark assumes and retains the reinsurance of 100% of the Texas non-standard automobile
policies produced by AHGA and underwritten by OACM. Phoenix underwrites its own policies and does not cede any

portion of the business to reinsurers.

Under Hallmark’s prior insurance arrangements, the Company earned ceding commissions based on Dorinco’s loss ratio
experience on the portion of policies reinsured by Dorinco. The Company received a provisional commission as policies were
produced as an advance against the later determination of the commission actually earned. The provisional commission is
adjusted periodically on a sliding scale based on expected loss ratios. As of December 31, 2004 and 2003, the accrued ceding
commission payable to Dorinco was $1.0 million and $1.2 million, respectively. This accrual represents the difference

between the provisional ceding commission received and the ceding commission earned based on current loss ratios.

The following table presents gross and net premiums written and earned and reinsurance recoveries for each of the last

three years:

(In thousands) 2004 2003 2002
Gross premiums written $33,389 $ 43,338 $ 51,643
Ceded premiums written (322) (6,769) (29,611)

Net premiums written $33,067 $ 36,569 $ 22,032
Gross premiums earned $33,058 $ 57,447 $ 52,486
Ceded premiums earned (613) (15,472) (32,273)

Net premiums earned $32,445 $ 41,975 $ 20,213
Reinsurance recoveries $ 163 $ 11,071 $ 21,161
MARKETING

The Company’s customers for non-standard automobile insurance typically fall into two groups. The first are drivers who do
not meet the underwriting qualifications for standard auto insurance due to driving record, claims history, residency status,
type of vehicle, or adverse credit history. The second group is drivers who live in areas in which there is limited availability

of standard rate insurance.

AHGA acts as a managing general agency for OACM to manage 519 independent agents in Texas writing non-standard
automobile policies. Phoenix’s policies are generated through 150 independent agents in New Mexico and Arizona. Field
marketing representatives promote the Company’s non-standard automobile insurance programs to prospective independent
agents and service existing independent agents. The independent agents represent other insurers and sell other insurance
products in addition to the Company’s policies. During fiscal 2004, the top 10 independent agency groups produced 21%,

and no individual agency group produced more than 4%, of the total premium volume of the Personal Lines Group.
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HGA markets commercial insurance policies through a force of approximately 150 independent agencies primarily in the
rural areas of Texas, New Mexico, Idaho, Oregon, and Washington. HGA targets customers that are in low hazard
classifications in the standard commercial market (typically referred to as “main street” accounts). The typical customer is a
small to medium sized business and will have a policy that covers property, general liability and auto exposures. HGA has
historically maintained excellent relationships with its producing agents. During fiscal 2004, the top 10 independent agency
groups produced 32%, and no individual agency group produced more than 7%, of the total premium volume of the

Commercial Lines Group.

COMPETITION

The property and casualty insurance market, the Company’s primary source of revenue, is highly competitive and, except for
regulatory considerations, has very few barriers to entry. According to A.M. Best Company, Inc., there were 3,107 property
and casualty insurance companies and 1,980 property and casualty insurance groups operating in North America as of July
22, 2004. Although the Company’s Personal Lines Group competes with large national insurers such as Allstate, State Farm
and Progressive, as a participant in the non-standard personal automobile marketplace, the Company’s competition is most
directly associated with numerous regional companies and managing general agencies. The Company’s Commercial Lines
Group competes with a variety of large national standard commercial lines carriers such as Hartford, Zurich, St. Paul
Travelers and Safeco, as well as numerous smaller regional companies. The Company’s competitors include entities which

have, or are affiliated with entities which have, greater financial and other resources than the Company.

Generally, the Company competes based upon price, customer service, coverages offered, claims handling, financial stability,
agent commission and support, customer recognition and geographic coverage. The Company competes with companies

using independent agents, captive agent networks, direct marketing channels, or a combination thereof.

The competitive environment in the personal non-standard automobile market has historically been driven primarily by
reinsurance capacity and terms, but the current environment is increasingly impacted by newly capitalized or recapitalized
carriers or holding company groups, such as Direct General Corporation, Bristol West Holdings, Infinity Property and
Casualty, and Affirmative Insurance Holdings. The current reinsurance market remains disciplined and terms offered provide
a barrier to entry for new programs and/or limitations on an existing program manager’s authority to reduce premium rates
without justification. Although the reinsurance market remains a significant factor, the current competitive pressures are
perceived by management to be driven in large part by the newly capitalized entities requiring premium growth either
organically or through acquisitions to meet expected revenue targets and return on equity. This pressure has resulted in a

general bias towards neutral overall rate adjustments with targeted rate decreases.

The Commercial Lines Group experienced some increased rate pressure in 2004. However, because the Company focuses the
distribution of its commercial products to the smaller non-urban markets that are less price sensitive, the Company was able
to obtain an overall rate increase of approximately 5% in 2004. Management believes this rate pressure will continue through

2005 and is not projecting rate increases for its commercial products for years beyond 2005.

INSURANCE REGULATION

The operations of Hallmark, AHGA and HFC are regulated by the TDI. AZDOI regulates the operations of Phoenix. Hallmark
and Phoenix are required to file quarterly and annual statements of their financial condition with TDI and AZDOI, respectively,
prepared in accordance with SAP. Hallmark’s and Phoenix’s financial condition, including the adequacy of surplus, loss reserves
and investments, is subject to review by TDI and AZDOI, respectively. Hallmark does not write its insurance directly, but
assumes business written through a county mutual insurance company. Under Texas insurance regulation, premium rates and
underwriting guidelines of county muctuals are not subject to the same degree of regulation imposed on standard insurance
companies. AHGA is also subject to TDI licensing requirements. HFC is subject to licensing, financial reporting and certain

financial requirements imposed by TDI and is also regulated by the Texas Office of Consumer Credit Commissioner.
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TDI and AZDOI have broad authority to enforce insurance laws and regulations through examinations, administrative
orders, civil and criminal enforcement proceedings, and suspension or revocation of an insurer’s certificate of authority or an
agent’s license. In extreme cases, including actual or pending insolvency, they may take over, or appoint a receiver to take
over, the management or operations of an insurer or an agent’s business or assets. In addition, all insurance companies are
subject to assessments for state administered funds which cover the claims and expenses of insolvent or impaired insurers.
The size of the assessment is determined each year by the total claims on the fund that year. Each insurer is assessed a pro-
rata share based on its direct premiums written. Payments to the fund may be recovered by the insurer through deductions

from its premium taxes at a rate of 10% per year over ten years.

HES is also regulated as an insurance holding company by TDI and AZDOI. Financial transactions between HFS or any of
its affiliates and Hallmark or Phoenix are subject to regulation. Applicable regulations require approval of management and
expense sharing contracts, intet-company loans and asset transactions, investments in the Company’s securities by Hallmark

or Phoenix and similar transactions. Further, dividends and distributions to HFS by Hallmark or Phoenix are restricted.

The National Association of Insurance Commissioners (“NAIC”) requires property/casualty insurers to file a risk-based capital
(“RBC”) calculation according to a specified formula. The purpose of the NAIC-designed formula is twofold: (1) to assess

the adequacy of an insurer’s statutory capital and surplus based upon a variety of factors such as potential risks related to
investment portfolio, ceded reinsurance and product mix; and (2) to assist state regulators under the RBC for Insurers Model
Act by providing thresholds at which a state commissioner is authorized and expected to take regulatory action. Hallmark’s
2004, 2003 and 2002 adjusted capital under the RBC calculation exceeded the minimum requirement by 412%, 186%

and 143 %, respectively. Phoenix’s 2004 and 2003 adjusted capital under the RBC calculation exceeded the minimum
requirement by 254% and 117%, respectively.

HGA is subject to and in compliance with the licensing requirements of the department of insurance in each state in
which it produces business. Generally, each state requires one officer of HGA to maintain an agent license. Claims adjusters
employed by ECM and HCS are also subject to the licensing requirements of each state in which they conduct business.
Each claims adjuster employed by the Company either holds or has applied for the required licenses.

ANALYSIS OF HALLMARK’S LOSSES AND LAE

The Company’s consolidated financial statements include an estimated reserve for unpaid losses and LAE. The Company
estimates its reserve for unpaid losses and LAE by using case-basis evaluations and statistical projections, which include
inferences from both losses paid and losses incurred. The Company also uses recent historical cost data, periodic reviews of
underwriting standards and claims management to modify the statistical projections. The Company gives consideration

to the impact of inflation in determining its loss reserves, but does not discount reserve balances.

The amount of reserves represents management’s estimates of the ultimate net cost of all unpaid losses and LAE incurred
through December of each year. These estimates are subject to the effect of trends in claim severity and frequency.
Management continually reviews the estimates and adjusts them as claims experience develops and new information becomes
known. Such adjustments are included in current operations, including increases and decreases, net of reinsurance, in the

estimate of ultimate liabilities for insured events of prior years.

Changes in loss development patterns and claim payments can significantly affect the ability of insurers to estimate reserves
for unpaid losses and related expenses. The Company seeks to continually improve its loss estimation process by refining its
ability to analyze loss development patterns, claim payments and other information within a legal and regulatory environment
which affects development of ultimate liabilities. Future changes in estimates of claim costs may adversely affect future

period operating results. However, such effects cannot be reasonably estimated currently.
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Reconciliation of Reserve for Unpaid Losses and LAE. The following table provides a 2004, 2003 and 2002 reconciliation of the
beginning and ending reserve balances, on a gross-of-reinsurance basis, to the gross amounts reported in the Company’s
balance sheet at December 31, 2004, 2003 and 2002 (in thousands):

2004 2003 2002

Reserve for unpaid losses and LAE, net of reinsurance recoverables, January 1~ $21,197 $ 8,411 $ 7,919
Acquisition of Phoenix January 1, 2003 - 10,338 -
Provision for losses and LAE for claims occurring in the current period 20,331 29,724 15,125
Increase (decrease) in reserve for unpaid losses and LAE for claims occurring

in prior periods (1,194) 464 177
Payments for losses and LAE, net of reinsurance:

Current period (10,417) (21,895) 9,119)

Prior periods (12,217) (5,845) (5,691)
Reserve for unpaid losses and LAE at December 31, net of reinsurance

recoverable $17,700 $21,197 $ 8,411
Reinsurance recoverable on unpaid losses and LAE at December 31 1,948 7,259 9,256
Reserve for unpaid losses and LAE at December 31, gross of reinsurance $19,648 $28,456 $17,667

The $1.2 million favorable development in prior accident years recognized in 2004 represents normal changes in actuarial
estimates which had a $0.8 million favorable impact on reinsurance recoverable. The 2003 provision for losses and LAE for
claims occurring in the current period includes a $2.1 million settlement of a bad faith claim, net of reinsurance, and adverse

development primarily related to newly acquired business.

SAP/GAAP Reserve Reconciliation. The differences between the reserves for unpaid losses and LAE reported in the Company’s
consolidated financial statements prepared in accordance with GAAP and those reported in the annual statements filed with
TDI and AZDOI in accordance with SAP for years 2004 and 2003 are summarized below (in thousands):

December 31

2004 2003

Reserve for unpaid losses and LAE on a SAP basis

(net of reinsurance recoverables on unpaid losses) $16,416 $21,132
Loss reserve discount from the Phoenix acquisition (80) (155)
Unamortized risk premium reserve discount from the Phoenix acquisition 114 220
Estimated future unallocated LAE reserve for HCS* 1,250 —
Reserve for unpaid losses and LAE on a GAAP basis (net of reinsurance

recoverables on unpaid losses) $17,700 $21,197
*New agreement for 2004.

ANALYSIS OF Loss AND LAE RESERVE DEVELOPMENT

The following table shows the development of the Company’s loss reserves, net of reinsurance, for 1994 through 2004.
Section A of the table shows the estimated liability for unpaid losses and LAE, net of reinsurance, recorded at the balance
sheet date for each of the indicated years. This liability represents the estimated amount of losses and LAE for claims arising
in prior years that are unpaid at the balance sheet date, including losses that have been incurred but not yet reported to
Hallmark. Section B of the table shows the re-estimated amount of the previously recorded liability, based on experience as
of the end of each succeeding year. The estimate is increased or decreased as more information becomes known about the

frequency and severity of claims.

Cumulativ