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Hallmark Financial Services, Inc.,

is a publicly traded holding company with wholly
owned subsidiaries engaged in property and casualty
insurance headquartered in Fort Worth, Texas.

Hallmark’s Business Plan ) is to operate as a diversified underwriter of niche property and casualty

insurance products. This plan is executed by five wholly owned operations,
each with separate specialty product focus. Each operation is independent
of each other and has their own senior management, underwriting, and

claims staff.

Our Corporate Strategy > is to create a “Best in Class” Specialty Insurance Company focused on under-
writing profitability and long-term growth of stockholders’ book value per

share. Our specialty product focus and niche market strategy enable us to
develop and retain in-house underwriting expertise and specialized market
knowledge, which helps differentiate Hallmark from our competitors. Each
operation tailors its products and product distribution to the unique nature
of the risk and coverages they provide.

Our Financial Goal ) is to earn a consistent underwriting profit and build long term shareholder

value by focusing on profitability and operating efficiency versus topline

premium growth and market share.



$288m

Gross Premiums Produced //

$72,512 25% M AHIS: Standard Commercial

$95,194 33% M TGA: E&S Commercial

$24,029 8% Aerospace: General Aviation

$71,708 25% M Personal: Non-Standard Auto and Homeowners

$25,007 9% M Heath XS: Excess Commercial
Financial Highlights //
For the Years Ended December 31, ($ in thousands, except per share amounts) 2009 2008 2007 2006 2005
Operating Results
Gross premiums produced $288,450 $287,081 $297,904 $293,304 $118,066
Net premiums earned 251,072 236,320 225,971 152,061 59,184
Net operating income( 33,257 21,124 41,769 23,950 13,468
Net income attributable to Hallmark 24,575 12,899 27,863 9,191 9,186
Weighted average shares outstanding—diluted 20,633 20,877 20,768 17,194 12,104
Per Share
Net income—diluted $ 119 $ 062 $ 134 $ 053 $ 076
Adjusted net income—diluted $ 1.19 $ 062 $ 134 $ 0.89 $ 076
Book value $ 11.26 $ 8.61 $ 865 $ 7.26 $ 5.89
Selected Balance Sheet ltems
Total cash and investments $445,405 $360,683 $427,787 $268,000 $153,374
Total assets $628,869 $538,398 $606,982 $415,953 $208,906
Unpaid loss and loss adjustment expenses $184,662 $156,363 $125,338 $ 77,564 $ 26,321
Unearned premiums $125,089 $102,192 $102,998 $ 91,606 $ 36,027
Total liabilities $401,228 $358,249 $427,361 $265,222 $123,718
Total stockholders’ equity $226,517 $179,412 $179,621 $150,731 $ 85,188
Return on average equity®® 12.1% 7.2% 16.9% 12.9% 15.6%
GAAP Ratios
Loss ratio 61.2% 61.0% 58.8% 57.3% 57.1%
Expense ratio 30.5% 30.6% 29.1% 28.7% 30.8%
Combined ratio 91.7% 91.6% 87.9% 86.0% 87.9%

(1) Net operating income is income before noncash interest expense from amortization of deemed discount on convertible notes and income tax. The 2006 net operating income of
$23,950 is calculated as the reported pre-tax income of $14,325 plus the $9,625 interest expense from amortization of discount on convertible notes.
(2) 2006 excludes the noncash interest expense from amortization of deemed discount on convertible notes (see accompanying reconciliation).
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Letter from our Chairman

Mark E. Schwarz

“OVER THE LAST FIVE YEARS OUR BOOK VALUE PER SHARE HAS INCREASED AN AVERAGE
OF 16% PER YEAR TO $11.26 PER SHARE FROM $5.37 PER SHARE, A RECORD THAT IS ALSO

AMONG THE VERY BEST IN OUR INDUSTRY.”

Business conditions were tough throughout the economy during
2009, including in the insurance business where the industry suf-
fered from soft market conditions for the third consecutive year.
Despite these circumstances, we gained $47 million in stockhold-
ers’ equity during 2009, resulting in a 31% increase in book value
per share—an enviable result under any market conditions. This is
the second year in a row our performance, based on this most
comprehensive measure of return on equity, has been among the
very best in our industry. Over the last five years our book value
per share has increased an average of 16% per year to $11.26 per
share from $5.37 per share, a record that is also among the very
best in our industry.

The seven years since present management assumed opera-
tional responsibility at Hallmark have been a transformative period
distinguished by significant growth and higher levels of operating
performance. In 2009, Hallmark again produced all-time highs in
certain financial measures, including net earned premium of $251
million, total revenues of $287 million, comprehensive income of
$51 million and total stockholders’ equity of $227 million.

In our insurance operations, we maintained our corporate
objective of producing consistent underwriting profits regardless
of market conditions. An adherence to price discipline and cost
management yielded underwriting profits in all three of our
reporting segments, resulting in a total combined ratio of 91.7%.
Additionally, the true benefit of our diversified business model was
realized this year, as difficult conditions for premium production
and pricing in commercial markets were offset by more favorable

conditions in personal lines.

PAGE TWO

Throughout the year, important work continued to expand
product offerings, enter new geographies, capture further cost effi-
ciencies and develop totally new lines of business. As Hallmark
continues to grow in the years to come, it is a certainty we will be
in markets we presently do not serve today. Our job is to enter those
new markets in ways that are intelligent and create value for our
stockholders, whether by internal initiatives or through acquisition.

During 2009, our investment operations generated a total
return on invested assets of 18%, representing a significant perfor-
mance advantage compared to both fixed income and equity
benchmarks. Our total cash and investments at year end of $445
million were equivalent to $22.14 per share” as compared to $8.48
per share five years ago, representing an average annual gain of
21% per year. Hallmark’s nearly two-to-one ratio of cash and
investments to book value remains relatively low compared to
competitors in our industry, but will likely rise in the future, as the
amount of float in our business increases.

Investment income declined 7% to $15 million in 2009 due to
near zero yields for short-term investments and our reluctance to
reinvest proceeds from maturing securities into longer dated
issues. After a dramatic recovery in credit markets this past year,
historically low rates and tight spreads make new investment pros-
pects challenging. Reflecting our willingness to forego current
income and wait for better opportunities, we have accumulated a
substantial cash balance of $112 million. In general, our portfolio
remains of high quality and relatively short duration, including a
significant allocation to tax-exempt securities and no structured or

alternative investments of any kind.




Although achieving a record of superior shareholder value

creation is never easy, Hallmark is aided by notable advantages
including businesses that produce consistent profitability, a strong
financial position, excess capital with plenty of liquidity, and a
management team that thinks like owners. Despite these attributes
and a record of solid performance, our year end share price has
suffered a greater than 50% decline over the last two years, a
period during which the cumulative growth in book value per
share has been 30%.

The deeply discounted price for Hallmark shares is not com-
pletely unique, as the share prices for property and casualty insur-
ance companies in general remain out of favor and represent
perhaps the most undervalued sector in public equity markets
today. We turned this phenomenon into a temporary advantage
during the third quarter through the buy back of 3.6% of our out-
standing common stock at $7.00 per share, a price equal to 62% of
year end book value per share. The shared pain of a market price
that does not reflect the intrinsic value of our company is felt

by all stockholders. However, we recognize the near-term “voting

machine” aspect of the market will inevitably be overcome by the
longer-term “weighing machine” nature of the market.

As we enter 2010 Hallmark is destined to become a larger,
even more diversified company. As always, we will continue to
persistently pursue our objectives of enhancing the value of our cur-
rent operations, finding suitable acquisitions at sensible prices and
identifying investment opportunities in public securities that carry

acceptable levels of risk and offer the possibility of meaningful gains.

S

Mark E. Schwarz
Executive Chairman of the Board
March 22, 2010

(1) Cash and investments per share is a non-GAAP measurement that management
believes is a useful tool for users of our financial statements to measure our investment
portfolio on a per share basis calculated as total cash and investments divided by total
shares outstanding.

$445m

Cash and Investment //

$117,728 26% M Cash & Equivalents
$ 35,801 8% Equities
$291,876 66% M Debt Securities
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Net Premium Retention //

($ in millions) W Retained Non-Retained

$300

$250
$200
$150
$100

$50

'09

‘03

‘04 ‘05 ‘06 ‘07

24% Produced CAGR
42% Retained CAGR

Mark J. Morrison

TO OUR STOCKHOLDERS

One year ago, the insurance industry was embroiled in the global
financial crisis. The collapse of credit markets and rising concerns
nificant

over defaults pushed bond prices down s causing s

realized and unrealized investment losses on insurer portfolios.
Coupled with decr sed competition and one of
the most costly catastrophe years on record in the U.S., the indus-
15
e then, policyholder surplus has been I

try lost nearly $80 billion, or
of 2009. S
the turnaround in stock and bond markets and an unusually light
ar. A
, with capital adequacy ratios

, of capital through the first quarter
stered by
a result, the insurance indu:

catastrophe loss y ry remains

financially sour remaining high
relative to long-term historical averages.
However, the recovery of asset markets did not ease the
effect of persistent soft market conditions worsened by a signifi-
cant reduction in demand for insurance brought on by the deep

ion. This past year saw the continuation of a weak
pricing environment and the in the economy
since 1982. These factors reduced industry-wide premiums for a
third consecutive year—the first such thre decline since the
Great Depression.

Hallmark confronted these significant challenges and suc-

all time high of $11.26 per share.
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Our unrelentir on underwriting discipline and bottom-line

profitability has again resulted in strong underwriting margins
within each of our operating units, as reflected by our compan
wide combined ratio of 91.7 rirtually ur ged from
the previous year.
While indus

ry-wide premium declines e 2007 primarily

reflect soft market conditions, the more recent decline also clearly

reflects the impact of the economic rece: osure growth

and the demand for insurance. Aggre from national

felal
standard commercial lines carriers and an increased appetite for
I that h ntin-

re historically been written in the E&S market

ued throughout 2009. However, the greatest factor affecting
premium production in our commercial businesses was the impact
of the recession on our insureds. Despite strong retention rates on
our existing accounts, our commercial businesses continued
posure units declined on

to experience decli emium as ex

renewal. Offsetting the reduced premium in our commercial
the ongoing geographic and product e n of our

icant premium growth,

al underwriting results. This segment

eving excepti

7 nearly 18% in 2009, while producing mbined ratio of
in a comparatively stable market environment.
We ple

oducing long-term growth in shareholder equity

the greatest importance on preserving ca

We can only
et conditior

remaining disciplined in soft ma




Hallmark’s Operational Structure //

Standard Commercial Segment Personal Segment

Specialty Commercial Segment

PERSONAL LINES

AHIS OPERATING UNIT OPERATING UNIT
American Hallmark
General Agency, Inc.

(d/b/a Hallmark Insurance Company)

American Hallmark
Insurance Services, Inc.

Effective Claims
Management, Inc. Hallmark Claims Services, Inc.

(d/b/a Hallmark Insurance Company)

TGA OPERATING UNIT

TGA Insurance Managers, Inc.
TGA Special Risk, Inc.

Pan American Acceptance
Corporation

[ |
AEROSPACE OPERATING UNIT HEATH XS OPERATING UNIT

Aerospace Insurance Managers, Inc. Heath XS, LLC

Hardscrabble Data
Solutions, LLC

Aerospace Special Risk, Inc.

Aerospace Claims Management
Group, Inc.

American Hallmark

Insurance Company of Texas

Thus, our primary focus will continue to be on underwriting profit-
ability as opposed to premium growth or market share. The impor-
tance of expense control and organizational effectiveness cannot
be underestimated in a soft market. Beginning in 2008, we have
been proactive in our efforts to maintain operational efficiency by
reducing costs through automation, technology and no ential
headcount reductions. This has allowed us to maintain a flat
expense ratio of 30.5% year-over-year, while reducing overall
operating expens

We also continue to rely on and benefit from high quality,
talented people throughout Hallmark. Their effort and dedication
have contributed greatly to our succ
company. In 2009, we again added depth and strength to our tez
with the addition of experienced product managers and underwrit-
ers in specialty lines of business we had not offered previously
we move into 2010, we anticipate the rollout of various new
ucts that will further expand and diversify our product offerings.

bes in detail the

nual Report des

The accompanying
progress we have made in realizing our vision for your company.

Please let me summarize some of the highlights for

WHO WE ARE AND WHAT WE DO

We are a diversified property/casualty insurance group serving
businesses and individuals in specialty and niche markets that
require specialized underwriting expertise or market knowledge.

We currently offer standard commercial insurance, specialty

Hallmark Insurance Company Hallmark Specialty Insurance Company

Hallmark County Mutual

Insurance Company

commercial insurance and personal insurz selected market
y

subcategories that are characteristically low-severity and short-
tailed ris
We market, distribute, underwrite and service our property/

casualty insurance products through the following operating uni
each of which has a specific focus
e Our AHIS Operating Unit primarily underwrites lower-severit

short-tailed commercial property/casualty insurance products in
the standard market. We distribute these products through a
network of over 230 independent nts primarily serving busi-

ness n the non-urban areas of Texas, New Me egon,

Idaho 1ington, Utah and Wyoming

Unit primarily offers general liability, com-
mercial automobile and commercial property policies in the
excess and surplus lines market. We offer these products to
small and medium-sized businesses that often do not meet the
The TGA

perating Unit markets its products through 64 general agency

underwriting requirements of standard insure

ices in Texas, Louisiana, Oklahoma, Arkansas and Missouri,
as well as approximately 650 active independent retail agent
offices throughout Texas and Oregon.
Our Personal Lines Operating Unit offers non-standard personal

automobile, low value elling/homeowners, renters and
. We market these policies through a network

of over 3,800 independent retail agents in 25 states.
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OUR PRIMARY OBJECTIVE HAS BEEN AND REMAINS UNDERWRITING PROFITABILITY AND
OPERATIONAL EFFICIENCY, AS OPPOSED TO PREMIUM GROWTH OR MARKET SHARE.

e Our Aerospace Operating Unit offers general aviation property/
casualty insurance primarily for private and small commercial
aircraft and airports, marketed through approximately 200 inde-
pendent specialty brokers in 47 states.

Our Heath XS Operating Unit offers small and middle market
excess commercial automobile and commercial umbrella cover-
age on both an admitted and non-admitted basis focusing
primarily on trucking, specialty automobile, and non-fleet auto-
mobile coverage. We market these products through over 100
wholesale brokers in all 50 states.

The insurance policies produced by our operating units are

written by our four insurance company subsidiaries, as well as
unaffiliated insurers. Our insurance company subsidiaries have a
pooled A.M. Best financial strength rating of “A—" VIII (Excellent).
These insurance company subsidiaries are:
e American Hallmark Insurance Company of Texas, which presently
retains all of the risks on the standard commercial property/
casualty policies marketed by our AHIS Operating Unit, retains
a portion of the risks on personal policies marketed by our
Personal Lines Operating Unit and assumes a portion of the risks
on the commercial property/casualty policies marketed by our TGA
and Heath XS Operating Units and of the aviation property/
casualty policies marketed by our Aerospace Operating Unit;

Hallmark Specialty Insurance Company, which presently assumes
a portion of the risks on the commercial property/casualty poli-
cies marketed by our TGA Operating Unit;

Hallmark Insurance Company, which presently retains a portion
of the risks on both the personal policies marketed by our
Personal Lines Operating Unit and the aviation property/
casualty insurance products marketed by our Aerospace
Operating Unit; and

Hallmark County Mutual Insurance Company, which presently
fronts certain lines of business in our Specialty Commercial and
Personal Segments in Texas, where we previously produced
policies for third party county mutual insurance companies and
reinsured 100% for a fronting fee. Hallmark County Mutual
Insurance Company does not retain any business.

PAGE SIX

OUR PHILOSOPHY, STRENGTHS AND STRATEGIES //

Our goal is to create a “best-in-class” specialty property/casualty

insurance group focused on underwriting profitability and long-

term growth of shareholders’ equity. We also seek to build a strong

balance sheet based on conservative investment, reinsurance and

reserving practices. In pursuing these objectives, we have certain

competitive strengths, including:

e Specialized market knowledge and underwriting expertise in
the market subcategories served by our operating units;

Tailored marketing strategies developed by each operating unit
to penetrate the specialty or niche market in which it operates;

Superior agent and customer service from performing the under-
writing, billing, customer service and claims management functions
at the operating unit level;

Market diversification that spreads both our revenue and our
risks among various specialty and niche markets that generally
operate on different market cycles; and

e An experienced management team comprised of executive
officers with an average of over 20 years of insurance industry
experience, as well as strong management and underwriting
teams within each of our operating units.

Our strategies for exploiting these competitive strengths to
achieve our goal of becoming a “best-in-class” specialty property/
casualty insurance group include:

e Focusing on underwriting discipline and operational efficiency
to consistently generate an underwriting profit in both hard and
soft markets;

e Achieving organic growth in our existing business lines by

consistently providing our insurance products through market

cycles, expanding geographically, expanding our agency relation-
ships and further penetrating our existing customer base; and

Pursuing selected, opportunistic acquisitions of insurance
organizations operating in specialty and niche property/casualty
insurance markets that are complementary to our existing
operations.

OUR OPERATIONAL STRUCTURE //
We segregate our five operating units into three reporting seg-
ments for financial accounting purposes. Our insurance company




Book value per share has

increased 31%.

subsidiaries retain a portion of the premiums produced by our oper-
ating units. The chart on top of page 5 reflects the operational struc-
ture of our organization, the subsidiaries comprising our operating
units and the operating units included in each reporting segment.

OUR 2009 PERFORMANCE //

Our total revenues for the year were $287 million, resulting in net

income of $25 million, or $1.19 per diluted share and operating cash

flows of $62 million. Our book value per share increased 31%

during 2009 to $11.26. Our primary objective has been and remains

underwriting profitability and operational efficiency, as opposed
to premium growth or market share. We achieved this in 2009 by
maintaining discipline in the soft market as evidenced by our

combined ratio of 91.7%.

Each of our reporting segments performed well in 2009 and
contributed significantly to our overall favorable underwriting results.
The following are highlights of the 2009 results and our plans for
2010 for our reporting segments:

e Our Standard Commercial Segment experienced favorable under-
writing results despite very difficult market conditions producing
a net combined ratio of 93.5%. Gross written premiums
decreased by 10% from the prior year. Total revenue and pre-tax
income were down 9% and 4% respectively.

Price competition from large national and regional insurers
and poor economic conditions continued to define the market
through 2009, adversely affecting our ability to achieve premium
growth. We anticipate that these conditions will persist through
much of 2010. Our strategy remains focused on profitable under-
writing results by maintaining price and underwriting discipline.
At the same time, we continue to expand our product offerings
and geographic footprint as well as improve operating efficiency.
We expect this strategy to produce consistent underwriting results
in the near term and allow us to capitalize on future growth
opportunities that develop as market conditions improve.

e Our Specialty Commercial Segment experienced growth in total
revenue of 3%. We achieved this revenue growth through
increased retention of the existing business and the addition of
our Heath XS operating unit in late 2008. Underwriting results
for this segment produced a net combined ratio of 88.4%, which
is consistent with the prior year.

The difficult economic environment has affected many of the
industry segments served by the Specialty Commercial operating
units: residential and commercial construction, commercial trans-
portation and general aviation. This economic turmoil, combined
with increased competition from the larger standard commercial
writers relaxing underwriting guidelines to gain market share,
resulted in decreased total produced premium for all three operat-
ing units that make up this segment.

The strategy for this segment will be to continue to expand
product offerings and geographic presence and capitalize on cross-
marketing opportunities, while at the same time maintaining price
and underwriting discipline to ensure consistent profitable results.
e Our Personal Segment performance during 2009 was simply

outstanding. The segment outperformed market peers in a chal-
lenging economic environment for non-standard automobile
specialists. Our Personal Segment achieved double-digit top line
growth during 2009 while reducing both loss and expense ratios.
The strategy of disciplined growth through geographic, product
and agency distribution expansion, while maintaining an intense
focus on profitability, continues to drive our success. Gross
premiums written grew 18% during 2009 compared with 9% in
2008. The combined ratio for 2009 was 86.5% compared with
88.2% for 2008.

We developed our Personal Segment platform to include
speed-to-market, geographic and new product deployment capa-
bilities at minimal cost. Consistent with 2008, we successfully
entered six additional states during 2009 and our strategic plan for
2010 includes continued geographic expansion at a comparable pace.

Our product expansion during 2009 included the addition of
manufactured housing to our personal property line. We also
deployed a light and local artisan commercial automobile program
marketed to our existing non-standard automobile agents. During
2010, we plan to continue to aggressively add to our independent
agency distribution network, explore additional distribution
opportunities and continue to expand our product menu as we
develop and deploy additional personal lines of business.

Our Personal Segment remains well positioned to achieve
superior results in difficult competitive and economic conditions
and capitalize on any positive turn in the marketplace.
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Geographic Spread of Premiums Produced //

2% | Washington

O 3% | Montana/ ®

7% | Oregon

O 4% | Idaho

@1% | Utan

4% | Arizona

7% | New Mexico

44% | Texas

WHERE WE GO FROM HERE
In this environment of lower investment slow economic
growth, underwriting discipline and operational efficiency must
remain our top priority. Generating consistent underwriting profit-
ability is the best way to earn risk-appropriate return on our share-
holders’ equity.

Without a significant catalyst for a broad market pricing turn,
we do not expect significant improvement in the insurance market
in 2010.

financial market conditions, we believe our competitive strengths

e we remain cautious about the general economy and

and our growth strategies will allow Hallmark to continue to pro-
duce superior results across changing market cycles.

As an economic recovery takes hold and the market conditions
improve, we believe the gap between strong and weak companies
is likely to widen. Better-managed companies will have opportuni-
ties to expand and acquire, while others struggle to correct problems
in their own businesses. With a solid track record of building
shareholder value through acqui ns, we feel we will be in an
excellent position to selectively acquire complementary businesses.
ortunities we see to b

We are also excited about the o ng quality

products and services to the market and to continue to build value
our shareholders

Bottom-line profits and compounding growth in book value

per share have been and will remain the key component of our

strategy. We intend to continue our strategy of focusing on market

niches where we have underwriting and market expertise in order
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1% t0 2.99% 3% to 4.99% 5% t0 9.99%
(Every other state is <1% of total premium)

W 10% and higher

4 Missouri | 1% ®

Arkansas | 2% O

—g_)/ﬂj‘jfﬂ/:? Oklahoma | 3%@

Louwsmna | 6%

Georgia [1%

Florida | 2% O

to produce consistent underwriting profits. With no foreseeable

change in investment 5, we understand it is imperative that we

combined ratio in order to achieve our targeted

maintain a lower

return on capital. Therefore, our primary focus will continue to be

on underwriting profitability through disciplined underwriting

and operational efficiency, as opposed to premium growth or mar-
ket share.

Our management team is committed to defining Hallmark’s

d on maintaining underwriting profitability, strength-

adth

our business into additional specialty lines and increas

ening the depth and b our management team, expanding

financial strength and capitalization of the company.
Although our accomplishments have been significar
realize there is still much more work ahead. In many w:
events of the past year have once again tested the soundne
of our business strategy. By all measures, our businesses have
performed well during these extraordinary times. We believe we
are well positioned to take advantage of future market opportuni-
ties as they develop.
I greatly appreciate your confidence in our v
to be optimistic that the best is yet to come.

7

Mark J. Morrison, President and Chief Executive Officer
March 22, 2010
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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, 2009

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 number001-11252

Hallmark Financial Services, Inc.

(Exact name of registrant as specified in its charter)

Nevada 87-0447375
(State or Other Jurisdiction of Incorporation or Organizdtio (I.LR.S. Employer Identification No.)
777 Main Street, Suite 1000, Fort Worth, Texas 76102
(Address of Principal Executive Offices) (Zip Code)

Registrant's Telephone Number, Including Area Cd8é:7) 348-1600

Securities registered pursuant to Section 12(b) of the Act:

Title of Each Class Name of Each Exchange on Which Reqistered
Common Stock $.18 par value Nasdaq Global Market

Securities registered pursuant to Section 12(¢hefct: None
Indicate by check mark if the registrant is a welbwn seasoned issuer, as defined in Rule 405co8é#turities Act. Yes_ No X
Indicate by check mark if the registrant is notuieed to file reports pursuant to Section 13 orti®acl5(d) of the Act. Yes__ No X

Indicate by check mark whether the registrant lnasnitted electronically and posted on its corpovdtb site, if any, every Interactive Data File
required to be submitted and posted pursuant te Rb of Regulation S-T (§232.405 of this chapderjng the preceding 12 months (or for such
shorter period that the registrant was requiresbtumit and post such files). Yes _ No___
Indicate by check mark whether the registrant € filed all reports required to be filed by Sectk8 or 15(d) of the Securities Exchange A«
1934 during the preceding 12 months (or for sudrteh period that the regfrant was required to file such reports), andhgy been subject
such filing requirements for the past 90 days. Yes XNo___

Indicate by check mark if disclosure of delinqufilets pursuant to Item 405 of RegulatiorkKSs not contained herein, and will not be contdi
to the best of the registrant's knowledge, in digfim proxy or information statements incorporatadreference in Part Ill of this Form ¥Q0-or
any amendment to this Form 10-K.

Indicate by check mark whether the registrant iarge accelerated filer, an accelerated filer, a-accelerated fileor a smaller reportir
company. See definition of “accelerated filer"large accelerated filer” and “smaller reporting gamy” in Rule 12k2 of the Exchange A«
(Check one):

Large accelerated filer __ Accelerated filer Non-accelerated filer ___ Smaller reporiognpany_X_

Indicate by check mark whether the registrantsbell company (as defined in Rule 12b-2 of the Bxge Act). Yes __ NoX

State the aggregate market value of the votingrammdvoting common equity held by non-affiliates qaurted by reference to the pricevetich
the common equity was last sold, or the avetsigeand asked price of such common equity, as efldbt business day of the registrant’s i
recently completed second fiscal quarter. $67361D

Indicate the number of shares outstanding of e&tearegistrant's classes of common stock, akeofatest practicable date. 20,123,3Béres ¢
common stock, $.18 par value per share, outstaradiraf March 19, 2010.



DOCUMENTS INCORPORATED BY REFERENCE

The information required by Pdliit is incorporated by reference from the Registsadefinitive proxy statement to be fi
with the Commission pursuant to Regulation 14Alatgr than 120 days after the end of the fiscat gesered by this report.

Unless the context requires otherwise, in this FAOFK the term “Hallmark” refers solely to Hallmarkinancial
Services, Inc. and the terms “we,” “our,” and “usfefer to Hallmark and its subsidiaries. The directd indirect
subsidiaries of Hallmark are referred to in thisdap 10-K in the manner identified in the chart untiéem 1.
Business — Operational Structure.”

Risks Associated with Forward-Looking Statements Inoluded in this Form 10-K

This Form 10-K contains certain forward-lookingtetaents within the meaning of the Private Securitigigation
Reform Act of 1995, which are intended to be codeby the safe harbors created thereby. Forwarkifigo
statements include statements which are predidtivaature, which depend upon or refer to futurenéveor
conditions, or which include words such as “exgéenticipate,” “intend,” “plan,” “believe,” “estinate” or similar
expressions. These statements include the plashobjectives of management for future operationsjuding
plans and objectives relating to future growth of dusiness activities and availability of fundStatements
regarding the following subjects are forward-loakly their nature:

. our business and growth strategies;

. our performance goals;

. our projected financial condition and operatiaguits;

. our understanding of our competition;

. industry and market trends;

. the impact of technology on our products, operatiand business; and

. any other statements or assumptions that arbistotrical facts.
The forward-looking statements included in thisrRdrO-K are based on current expectations that wevolimerous
risks and uncertainties. Assumptions relatinghtesé forward-looking statements involve judgmerith wespect
to, among other things, future economic, competitand market conditions, legislative initiativesegulatory
framework, weather-related events and future bgsimkecisions, all of which are difficult or impdssi to predict
accurately and many of which are beyond our contddthough we believe that the assumptions undsglyhese
forward-looking statements are reasonable, anh@fassumptions could be inaccurate and, therefoees can be
no assurance that the forward-looking statememisidied in this Form 10-K will prove to be accurate. light of

the significant uncertainties inherent in theseviind-looking statements, the inclusion of such rimfation should
not be regarded as a representation that our algeand plans will be achieved.



PART |
Item 1. Business.
Who We Are

We are a diversified property/casualty insuranaaigrthat serves businesses and individuals in alpgeind niche
markets. We offer standard commercial insuranpecialty commercial insurance and personal ins#anc
selected market subcategories that are charaateliigiow-severity and short-tailed risks. We frscon marketing,
distributing, underwriting and servicing properggoalty insurance products that require specializeterwriting
expertise or market knowledge. We believe thisrapgh provides us the best opportunity to achiexerable
policy terms and pricing. The insurance policiespoduce are written by our four insurance comparsidiaries
as well as unaffiliated insurers.

We market, distribute, underwrite and service aupprty/casualty insurance products through fiveraping units,
each of which has a specific focus. Our AHIS @piag Unit primarily handles standard commerciauirance,
our TGA Operating Unit concentrates on excess anpliss lines commercial insurance, our Aerospaceratmg
Unit specializes in general aviation insurance, ldeath XS Operating Unit handles excess commeacitmobile
and commercial umbrella risks on both an admitted mon-admitted basis and our Personal Lines Opgramit
focuses on non-standard personal automobile inseramd complementary personal insurance produads
services. The subsidiaries comprising our HeattOp8rating Unit were acquired effective August 2@08.

Each operating unit has its own management team significant experience in distributing produatsits target
markets and proven success in achieving undergripirofitability and providing efficient claims magement.
Each operating unit is responsible for marketinigiridbution, underwriting and claims management levhwe
provide capital management, reinsurance, actuamagstment, financial reporting, technology andaleservices
and back office support at the parent level. Wkele this approach optimizes our operating redwjtallowing us
to effectively penetrate our selected specialty aictie markets while maintaining operational colstrananaging
risks, controlling overhead and efficiently allaogtour capital across operating units.

We expect future growth to be derived from orgagowth in the premium production of our existingeogting
units and selected opportunistic acquisitions tima&et our criteria. For the year ended December2809,
approximately 91% of the total premium we produeed retained by our insurance company subsidianbige
the remaining 9% was written for or ceded to utiatéd insurers.

What We Do

We market standard commercial, specialty commeectidl personal property/casualty insurance producish are
tailored to the risks and coverages required byitisered. We believe that most of our target miarlare
underserved by larger property/casualty underveribercause of the specialized nature of the undargimiequired.
We are able to offer these products profitably assalt of the expertise of our experienced undiéeve. We also
believe our long-standing relationships with indegent general agencies and retail agents and thicesave
provide differentiate us from larger property/cdsuanderwriters.

Our AHIS Operating Unit primarily underwrites lowerity, short-tailed commercial property/casuattsurance
products in the standard market. These produats historically produced stable loss results amtuite general
liability, commercial automobile, commercial profyeand umbrella coverages. Our AHIS Operating daitently
markets its products through a network of 234 imshejent agents primarily serving businesses in tireunban
areas of Texas, New Mexico, Oregon, Idaho, Monts#veshington, Utah, and Wyoming.

Our TGA Operating Unit primarily offers commercipltoperty/casualty insurance products in the exeesb
surplus lines market. Excess and surplus linagramee provides coverage for difficult to placksishat do not fit
the underwriting criteria of insurers operatinglie standard market. Our TGA Operating Unit fosuze small- to
medium-sized commercial businesses that do not theetinderwriting requirements of standard insudkrs to
factors such as loss history, number of years Biness, minimum premium size and types of businpssation.
Our TGA Operating Unit primarily writes general biity, commercial automobile and commercial prdper
policies. Our TGA Operating Unit markets its prottuthrough 64 general agency offices in Texas,idiana,
Oklahoma, Arkansas, and Missouri, as well as 68&pendent retail agents in Texas and Oregon.

Our Aerospace Operating Unit offers general aviaficoperty/casualty insurance primarily for privated small
commercial aircraft and airports. The aircradbllity and hull insurance products underwrittenday Aerospace
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Operating Unit are targeted to transitional or stamdard pilots who may have difficulty obtainimgurance from
a standard carrier. Airport liability insurancenmarketed to smaller, regional airports. Our Apex® Operating
Unit markets these general aviation insurance potsdhrough 194 independent specialty brokers istédfés.

Our Heath XS Operating Unit offers small and midai@rket commercial umbrella and excess liabiliguirance on
both an admitted and non-admitted basis focusinmarily on trucking, specialty automobile, and niteet

automobile coverage. Typical risks range from ooegr unit to fleets of up to 200 power units. Owgath XS
Operating Unit markets its products through 112 lesale brokers in all 50 states.

Our Personal Lines Operating Unit offers non-statideersonal automobile policies which generallyvine the
minimum limits of liability coverage mandated bwtst law to drivers who find it difficult to obtainsurance from
standard carriers due to various factors inclu@igg, driving record, claims history or limited fir@al resources.
Our Personal Lines Operating Unit also providessgeal products complementary to non-standard patson
automobile such as low value dwelling/homeownestars and motorcycle policies. Our Personal LDpsrating
Unit markets these policies through 3,463 independsail agents in 23 states.

Our insurance company subsidiaries are Americanmdak Insurance Company of Texas (“AHIC”), Hallmark
Insurance Company (“HIC”), Hallmark Specialty Inance Company (“HSIC”) and Hallmark County Mutual
Insurance Company “HCM”). AHIC, HIC, and HSIC haestered into a pooling arrangement, pursuant tehvhi
AHIC retains 46.0% of the net premiums written, HEEains 34.1% of the net premiums written and H&@ins
19.9% of the net premiums written. A.M. Best Comp&'A.M. Best”), a nationally recognized insuraricglustry
rating service and publisher, has pooled its ratiofjthese three insurance company subsidiariesaasidned a
financial strength rating of “A-" (Excellent) and &suer credit rating of “a-" to each of theseiwtlal insurance
company subsidiaries and to the pool formed byetlieeee insurance company subsidiaries. Also, Bbkt has
assigned HCM a financial strength rating of “A—"%{#€llent) and an issuer credit rating of “a-".

Our five operating units are segregated into thiegmrtable industry segments for financial accaunfurposes.
The Standard Commercial Segment presently corsisgdy of the AHIS Operating Unit and the Persddagjment
presently consists solely of our Personal Linesréypeg Unit. The Specialty Commercial Segmentudels our
TGA Operating Unit, Aerospace Operating Unit, anebth XS Operating Unit. The following table digfgahe
gross premiums produced by these reportable segremaffiliated and unaffiliated insurers for thears ended
December 31, 2009, 2008 and 2007, as well as tbesgoremiums written and net premiums written by ou
insurance subsidiaries for these reportable segnfienthe same periods.

Year Ended December 31,
2009 2008 2007
(dollars in thousands)

Gross Premiums Produced (1):

Standard Commercial Segment....... $ 72512 $ 80,193 $ 90,985

Specialty Commercial Segment (2)... 144,230 146,054 151,003

Personal Segment....................o.e. 71,708 60,834 55,916
Total..o oo $ 288,45( $ 287,08: $ 297,90¢

Gross Premiums Written:

Standard Commercial Segment....... $ 72512 $ 80,190 $ 90,868

Specialty Commercial Segment (2)... 143,338 102,825 102,688

Personal Segment........................ 71,708 60,834 55,916
Total..o oo $ 287,55¢ $ 243,84¢ $ 249,47.

Net Premiums Written:

Standard Commercial Segment....... $ 68,082 $ 75361 $ 84,595

Specialty Commercial Segment (2)... 121,950 98,732 98,300

Personal Segment........................ 71,708 60,834 55,916
Total..o oo $ 261,74 $ 234,92 $ 238,81

(1) Produced premium is a non-GAAP measuremerit rtiemagement uses to track total premium produgedup operations. Produced premium
excludes unaffiliated third party premium fronted @ur recently acquired HCM subsidiary. We beliévis is a useful tool for users of our financial
statements to measure our premium production whetteined by our insurance company subsidiariesssumed by third party insurance carriers who
pay us commission revenue.

(2) The Heath XS Operating Unit includedhr Specialty Commercial Segment was acquired @ffe@dugust 29, 2008 and, therefore, is not inctiide
the year ended December 31, 2007.



Operational Structure

Our insurance company subsidiaries retain a portibrihe premiums produced by our operating unitse T
following chart reflects the operational structofeour organization, the subsidiaries comprising @perating units
and the operating units included in each reportadtgment as of December 31, 2009.

Hallmark Financial Services, Inc.
(“Hallmark”)

Standard Commercial Segment

Personal Segment

Specialty Commercial Segment

,—l

—

AHIS Operating Unit

=  American Hallmark
Insurance Services, Inc.
(“American Hallmark
Insurance Services”)

. Effective Claims
Management, Inc.
(“ECM™)

Personal Lines Operating Unit

. American Hallmark
General Agency Inc.
(d/b/a Hallmark
Insurance Company)

. Hallmark Claims
Services, Inc. (d/b/a
Hallmark Insurance
Company)

TGA Operating Unit

TGA Insurance
Managers, Inc. (“TGA”),

TGA Special Risk, Inc.
(“TGASRI”)

Pan American
Acceptance Corporation
(“PAAC”)

Aerospace Operating Unit

L] Aerospace Insurance
Managers, Inc.
(“Aerospace Insurance
Managers”)

. Aerospace Special Risk,
Inc. (“ASRI”)

- Aerospace Claims

Heath XS Operating Unit

- Heath XS, LLC
(“HXS”)

. Hardscrabble Data
Solutions, LLC
(“HDS™)

Management Group,
Inc. (“ACMG”)

American Hallmark Insurance Company of Texas

Hallmark Insurance Company Hallmark Specialty Insurance Company Hallmark County Mutual Insurance Company

Standard Commercial Segment / AHIS Operating Unit

The Standard Commercial Segment of our businesseptly consists solely of our AHIS Operating UniQur
AHIS Operating Unit markets, underwrites and sesistandard commercial lines insurance primarilth&non-
urban areas of Texas, New Mexico, Idaho, Oregomtitta, Washington, Utah, and Wyoming. The subséatia
comprising our AHIS Operating Unit include Americhliallmark Insurance Services, a regional managemngeml
agency, and ECM, a claims administration compafsnerican Hallmark Insurance Services targets custsrthat
are in low-severity classifications in the standaoinmercial market, which as a group have relatighble loss

results.

The typical customer is a small- to medsized business with a policy that covers propeggneral

liability and automobile exposures. Our AHIS Ogigrg Unit underwriting criteria exclude lines of iness and
classes of risks that are considered to be highritg\or volatile, or which involve significant ktt injury potential

or other long-tailed liability exposures.

ECM adisters the claims on the insurance policies preduby

American Hallmark Insurance Services. Productsreff by our AHIS Operating Unit include the follogi

Commercial automobile.Commercial automobile insurangarovides third-party bodily injury and
property damage coverage and first-party propeamate coverage against losses resulting from the
ownership, maintenance or use of automobiles amisrin connection with an insured’s business.

General liability. General liability insurance provides coveragetfard-party bodily injury and property
damage claims arising from accidents occurringheninsured’s premises or from their general busines
operations.

Umbrella. Umbrella insurance provides coverage for thirdypdigbility claims where the loss amount
exceeds coverage limits provided by the insured’sledying general liability and commercial
automobile policies.

Commercial propertyCommercial property insurance provides first-paxyerage for the insured’s real
property, business personal property, and busimésguption losses caused by fire, wind, hail, avat
damage, theft, vandalism and other insured perils.

Commercial multi-peril. Commercial multi-peril insurance provides a combora of property and
liability coverage that can include commercial awddile coverage on a single policy.
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e Business owner’'sBusiness owner’'s insuranggovides a package of coverage designed for snuall-
medium-sized businesses with homogeneous risk I@sofi Coverage includes general liability,
commercial property and commercial automobile.

Our AHIS Operating Unit markets its property/caspdhsurance products through 234 independent agenc
operating in its target markets. Our AHIS Opemtlonit applies a strict agent selection process sgeks to
provide its independent agents some degree of anfractual geographic exclusivity. Our AHIS OpéargtUnit
also strives to provide its independent agents withvenient access to product information and pexised
service. As a result, the Standard Commercial ®agmas historically maintained excellent relattops with its
producing agents, as evidenced by the 23-year gwdemure of the 15 agency groups which each pesiumre
than $1.0 million in premium during the year end@tember 31, 2009. During 2009, the top ten agemeyps
produced approximately 37%, and no individual agegroup produced more than 8%, of the total premiolame
of our AHIS Operating Unit.

Our AHIS Operating Unit writes most risks on a pagd basis using a commercial multi-peril policyadousiness
owner’'s policy. Umbrella policies are written onmlyhen our AHIS Operating Unit also writes the ireglis
underlying general liability and commercial autont®bcoverage. Through December 31, 2005, our AHIS
Operating Unit marketed policies on behalf of Cteten National Insurance Company (“Clarendon”), iedtparty
insurer. Our AHIS Operating Unit earns a commisdiased on a percentage of the earned premiuradtiped for
Clarendon. The commission percentage is deterntiyetthe underwriting results of the policies progdic ECM
receives a claim servicing fee based on a percerghthe earned premium produced, with a porticierded over
claim payment period for casualty claims. On Jyl005, our AHIS Operating Unit began marketing policies

for AHIC and presently markets all new and renepadicies exclusively for AHIC.

All of the commercial policies written by our AHISperating Unit are for a term of 12 months. If theured is
unable or unwilling to pay for the entire premiumadvance, we provide an installment payment gianb allows
the insured to pay 20% down and the remaining paysmver eight months. We charge a flat $7.5Glhwsent fee
per payment for the installment payment plan.

Specialty Commercial Segment

The Specialty Commercial Segment of our busineskides our TGA Operating Unit, our Aerospace Opegat
Unit, and our Heath XS Operating Unit. The sulzsigs comprising our Heath XS Operating Unit wezquared
effective August 29, 2008. During 2009, our TGA &pgting Unit accounted for approximately 66% of the
aggregate premiums produced by the Specialty ConiateBegment, with our Heath XS Operating Unit and
Aerospace Operating Unit accounting for 17% and ré¥pectively.

TGA Operating Unit. Our TGA Operating Unit markets, underwrites, finas and services commercial lines
insurance in Texas, Louisiana, Arkansas, OklahoM&souri and Oregon with a particular emphasis on
commercial automobile, general liability and comaner property risks produced on an excess and ssifohes
basis. Excess and surplus lines insurance providesrage for difficult to place risks that do rfit the
underwriting criteria of insurers operating in $tandard market. The subsidiaries comprising @A DOperating
Unit include TGA, which is a regional managing geheagency, TGASRI and PAAC, which provides premium
financing for policies marketed by TGA and certainaffiliated general and retail agents. TGA accsufor
approximately 98% of the premium volume financedP®\AC.

Our TGA Operating Unit focuses on small- to medisiged commercial businesses that do not meet the
underwriting requirements of traditional standamdurers due to issues such as loss history, nuofbgears in
business, minimum premium size and types of busimgeration. During 2009, commercial automobile an
general liability approximated 63% and 29%, respebt, of the premiums produced by our TGA Opergtisnit.
Target risks for commercial automobile insuranae samall- to medium-sized businesses with ten oefexghicles
which include artisan contractors, local light-needium-service vehicles and retail delivery velscl€arget risks
for general liability insurance are small busineisk exposures including artisan contractors, saled service
organizations, and building and premiums exposurgstget risks for commercial property insurance lamw- to
mid-value structures including office buildings, ncentile shops, restaurants and rental dwellingsach case with
aggregate property limits of less than $500,0008e dommercial insurance products offered by our T@p%rating
Unit include the following:

e Commercial automobile.Commercial automobile insurance provides thirdypasodily injury and
property damage coverage and first-party propeamatie coverage against losses resulting from the
ownership, maintenance or use of automobiles amddrin connection with an insured’s business.

e General liability. General liability insurance provides coverage ford-party bodily injury and property
damage claims arising from accidents occurringheninsured’s premises or from their general busines
operations.



e Commercial propertyCommercial property insurangeovides first-party coverage for the insured’d rea
property, business personal property, theft andnbss interruption losses caused by fire, windl, hai
water damage, vandalism and other insured p#Yiisdstorm, hurricane and hail are generally exatlide
in coastal areas.

Our TGA Operating Unit produces business througtetavork of 64 general agency offices in Texas, k@una,
Oklahoma, Arkansas, and Missouri, as well as thnot®l independent retail agents in Texas and Oreg@Qur
TGA Operating Unit strives to simplify the placerherfi its excess and surplus lines policies by pitimg prompt
guotes and signature-ready applications to its daddent agents. During 2009, general agents acmbuior
approximately 78% of total premiums produced by @@A Operating Unit, with the remaining 22% being
produced by retail agents. During 2009, the tapgeneral agents produced approximately 37%, andgeneral
agent produced more than 7%, of the total premiolamae of our TGA Operating Unit. During the sanaipd,
the top ten retail agents produced approximately &6l no retail agent produced more than 1%, oftote
premium volume of our TGA Operating Unit.

Through 2008, all business of our TGA OperatingtUmas produced under a fronting agreement with negmb
companies of the Republic Group (“Republic”) whigtanted our TGA Operating Unit the authority to elep
underwriting programs, set rates, appoint retail ganeral agents, underwrite risks, issue poliares adjust and
pay claims. During 2007, 2008 and 2009 AHIC assLf®%, 70% and 100%, respectively, of the premiunitten
under this fronting agreement pursuant to a rearste agreement with Republic which expired on Désgr31,
2009. Commission revenue was generated underdhgrfg agreement on the portion of premiums neuased by
AHIC. An additional commission may be earned iftam loss ratio targets are met. Additional revemas
generated from fully earned policy fees and instalit billing fees charged on the legacy persomaisliproducts.
During the fourth quarter of 2009, HCM began fragtthe coverages previously written through Republi

The majority of the commercial policies written lopr TGA Operating Unit are for a term of 12 months.
Exceptions include a few commercial automobile ges that are written for a term that coincideshwite annual
harvest of crops and special event general lighfitlicies that are written for the term of the etvewhich is
generally one to two days. Commercial lines peficare paid in full up front or financed with varsopremium
finance companies, including PAAC.

Aerospace Operating Unit. Our Aerospace Operating Unit markets, underwrérd services general aviation
property/casualty insurance in 47 states. The idisibes comprising our Aerospace Operating Unitlide
Aerospace Insurance Managers, which markets stnalation coverages, ASRI, which markets excest an
surplus lines aviation coverages, and ACMG, whiahdies claims management. Aerospace Insuranceddenis
one of only a few similar entities in the U.S. amaks focused on developing a well-defined niche exérg on
transitional pilots, older aircraft and small aifgoand aviation-related businesses. Productseaffdy our
Aerospace Operating Unit include the following:

e Aircraft. Aircraft insurance provides third-party bodily imuand property damage coverage and first-
party hull damage coverage against losses restittng the ownership, maintenance or use of aircraft

e Airport liability. Airport liability insurance provides coverage firt-party bodily injury and property
damage claims arising from accidents occurringimpoa premises or from their operations.

Our Aerospace Operating Unit generates its busittesgigh 194 aviation specialty brokers. Thesecisjity
brokers submit to Aerospace Insurance Managersgstg|fior aviation insurance quotations receivethftbe states
in which we operate and our Aerospace Operating Ealectively determines the risks fitting its tatrgniche for
which it will prepare a quote. During 2009, the ten independent specialty brokers produced ajpedgly 31%,
and no broker produced more than 7%, of the tathpum volume of our Aerospace Operating Unit.

Our Aerospace Operating Unit independently developslerwrites and prices each coverage written. t&kiget
pilots who may lack experience in the type of afcthey have acquired or are transitioning betwggmes of
aircraft. We also target pilots who may be over éige limits of other insurers. We do not accéptaft that are
used for hazardous purposes such as crop dustinglieskiing. Liability limits are controlled, witapproximately
95% of the aircraft written in 2009 bearing perarcence limits of $1,000,000 and per-passengertdirof
$100,000 or less. The average insured aircraftvialtie for aircraft written in 2009 was approximlgt$161,900.

Prior to July 1, 2006, our Aerospace Operating Pnitduced policies for American National PropertyCasualty
Insurance Company (“ANPAC”) under a reinsurancegpam which ceded 100% of the business to several
reinsurers. Under this arrangement, revenue wasrgeed primarily from commissions based on writiegmiums
net of cancellations and endorsement return presivin additional commission may be earned based tpe
profitability of the business to the reinsurersegining July 1, 2006, we began issuing generaltiawi policies



through our insurance companies and currently 48e#8 states are written through our insurancepemies with
the remaining eight states written under a fronimgngement with ANPAC and reinsured by AHIC.

Heath XS Operating Unit. Our Heath XS Operating Unit markets, underwrited aarvices small and middle
market commercial umbrella and excess liabilityunasice on both an admitted and non-admitted basal i50
states. Limits of liability offered are from $1@000 to $5,000,000 in coverage in excess of thagoy carrier's
limits of liability. The principal focus of the F¢h XS Operating Unit is transportation, specificatucking for
hire, specialty automobile and non-fleet automobdeerage. The Heath XS Operating Unit also presidmbrella
and excess liability coverage for small to middizsinesses in class categories such as contrantangyfacturing,
hospitality and service.

The majority of insurance policies written by oueadth XS Operating Unit are on an annual basis, hewe
exceptions are common in an attempt to have pdaftactive dates coincide with those of the primarsurance
policies. Policy premiums are collected in fuldeare due 30 days from the inception date of thieyo

Our Heath XS Operating Unit markets its produbt®ugh 112 wholesale brokers covering all 50 stafegring

2009, the top ten wholesale brokers accounted 286 6f our Heath XS Operating Units premium volunighwno

single wholesale broker accounting for more thaf13uring 2009, excess commercial liability acamanfor

96% of the premiums produced by our Heath XS Opegatinit, with the remaining 4% coming from commiatc
umbrella risks. The commercial insurance prodafftred by our Heath XS Operating Unit include tbiowing:

e Commercial excess liability risks Liability insurance designed to provide an extgelr of protection for
bodily injury, personal and advertising injury, property damage losses above the primary layer of
automobile, general liability and employers lialyilinsurance. The excess insurance does not tegin
the limits of liability in the primary layer haveebn exhausted. The excess layer provides nothigher
limits, but catastrophic protection from large less

¢ Commercial umbrella risks. Liability insurance protecting businesses for Ibodinjury, personal and
advertising injury, or property damage claims incess of the limits of their primary commercial
automobile, general liability and employers lialilipolicies, and for some claims excluded by their
primary policies (subject to a deductible). Unilardiability provides not only higher limits, but
catastrophic protection for large losses.

Through June 30, 2009, our Heath XS Operating Wrote policies under a fronting arrangement purstmwhich

we assumed 35% of the risk. Effective July 1, 206%tates where we are admitted, we directly iasquolicies

written by our Heath XS Operating Unit and reinsargortion of the risk with third party carriertn states where
we are not admitted, our Heath XS Operating Unitesrpolicies under fronting arrangements purst@mthich we

assume all of the risk and then retrocede a poudiotie risk to third party reinsurers. We prelen¢insure or
retrocede 79% of the risk on policies written by Bleath XS Operating Unit.

Personal Segment / Personal Lines Operating Unit

The Personal Segment of our business presentlystesslely of our Personal Lines Operating Ui@ur Personal
Lines Operating Unit markets and services non-gtehdpersonal automobile policies and low value
dwelling/homeowners, renters and motorcycle coweriag23 states. We conduct this business undendinee
Hallmark Insurance Company. Hallmark Insurance Camyp provides management, policy and claims
administration services to HIC and includes therapens of American Hallmark General Agency, Inada
Hallmark Claims Services, Inc. Our non-standardspeal automobile insurance generally provides for t
minimum limits of liability coverage mandated byt laws to drivers who find it difficult to purckaautomobile
insurance from standard carriers as a result abwaifactors, including driving record, vehicle gaglaims history,

or limited financial resources. Products offerghr Personal Lines Operating Unit include théofwing:

e Personal automobile liabilityPersonal automobile liability insurance providesarage primarily at the
minimum limits required by law for automobile lidibi exposures, including bodily injury and propert
damage, arising from accidents involving the indure

e Personal automobile physical damagé&ersonal automobile physical damage insurance geevi
collision and comprehensive coverage for physieahaige exposure to the insured vehicle as a relult o
an accident or as a result of causes other théisionlsuch as vandalism, theft, wind, hail or wate

e Low value dwelling/homeownersLow value dwelling/homeowners insurance providegcage against
insured’s property being destroyed or damaged biws perils and coverage for liability exposure of
the insured.



e Renters. Renters insurance provides coverage for the cantaEna renter’'s home or apartment and for
liability. Renter’s policies are similar to homeoers insurance, except they do not cover the sireict

e Motorcycle. Motorcycle insurance provides coverage similarhe personal automobile products. A
motorcycle policy is generally utilized for vehisléhat do not qualify for a personal automobileiqyol
because they have fewer than four wheels. Passkalgjity may be included or excluded dependimg o
customer choice or regulatory requirements.

Our Personal Lines Operating Unit markets its niamaard personal automobile, motorcycle and prgpesticies

through 3,463 independent agents operating iraitget geographic markets. Non-standard automodgjleesented
96% of the premiums produced during 2009. Subjeckttain criteria, our Personal Lines Operatingt Jeeks to
maximize the number of agents appointed in eaclgrggbic area in order to more effectively penetittdighly

competitive markets. However, our Personal Linesr@jing Unit periodically evaluates its independagents and
discontinues the appointment of agents whose ptimfubistory does not satisfy certain standardsing2009, the
top ten independent agency groups produced appataiyn14%, and no individual agency group producexdte

than 3%, of the total premium volume of our Persaunges Operating Unit.

During 2009, personal automobile liability coveragecounted for approximately 78% and personal aoidlm
physical damage coverage accounted for the rentpiBRf6 of the total non-standard automobile premiums
produced by our Personal Lines Operating Unit. Aca@ Hallmark General Agency, Inc. currently offerne-,
two-, three-, six- and twelve-month policies. Qypical non-standard personal automobile custamenable or
unwilling to pay a full or half year's premium imhaance. Accordingly, we currently offer a diredf program
where the premiums are directly billed to the iesupn a monthly basis. We charge installment feesach
payment under the direct bill program.

Our Personal Lines Operating Unit markets non-steshgpersonal automobile, low value/dwelling homeersn
renters and motorcycle policies in 23 states diyefor HIC and AHIC. In Texas, our Personal Lin@gperating
Unit markets its policies both through reinsuraaceangements with unaffiliated companies and diyefor HIC.
We provide non-standard personal automobile coeeiagTexas through a reinsurance arrangement with O
American County Mutual Fire Insurance Company (“OA&T. American Hallmark General Agency, Inc. holds
managing general agency appointment from OACM tmaga the sale and servicing of OACM policies. HIC
reinsures 100% of the OACM policies produced by Aomn Hallmark General Agency, Inc. under these
reinsurance arrangements. During the third quaste2009, HCM began fronting business previouslyttem
through OACM.

Our Competitive Strengths
We believe that we enjoy the following competitateengths:

e Specialized market knowledge and underwriting exjma. All of our operating units possess
extensive knowledge of the specialty and niche etarkn which they operate, which we believe
allows them to effectively structure and marketirth@operty/casualty insurance products. Our
Personal Lines Operating Unit has a thorough umaleding of the unique characteristics of the non-
standard personal automobile market. Our AHIS QperaUnit has significant underwriting
experience in its target markets for standard comialeproperty/casualty insurance products. In
addition, our TGA Operating Unit, Aerospace Ope@tUnit, and Heath XS Operating Unit have
developed specialized underwriting expertise whecihances their ability to profitably underwrite
non-standard property/casualty insurance coverages.

» Tailored market strategiesEach of our operating units has developed its oustomized strategy for
penetrating the specialty or niche markets in whicbperates. These strategies include distinctive
product structuring, marketing, distribution, ungdting and servicing approaches by each operating
unit. As a result, we are able to structure owpprty/casualty insurance products to serve theueni
risk and coverage needs of our insureds. We helieat these market-specific strategies enable us t
provide policies tailored to the target customerchtare appropriately priced and fit our risk plafi

e Superior agent and customer servicéle believe that performing the underwriting, Ibidi customer
service and claims management functions at theatipgrunit level allows us to provide superior
service to both our independent agents and insoteiomers. The easy-to-use interfaces and
responsiveness of our operating units enhance rihlaitionships with the independent agents who sell
our policies. We also believe that our consistenoyffering our insurance products through hard an
soft markets helps to build and maintain the lgyaif our independent agents. Our customized
products, flexible payment plans and prompt clgimessing are similarly beneficial to our insureds

« Market diversification. We believe that operating in various specialty ache segments of the
property/casualty insurance market diversifies bmih revenues and our risks. We also believe our
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operating units generally operate on different raaudycles, producing more earnings stability tHan i

we focused entirely on one product. As a resulthef pooling arrangement among our insurance
company subsidiaries, we are able to efficientlgcalte our capital among these various specialtly an
niche markets in response to market conditions eghnsion opportunities. We believe that this
market diversification reduces our risk profile amthances our profitability.

* Experienced management tean®©ur senior corporate management has an averageen®0 years of
insurance experience. In addition, our operatimitsthave strong management teams, with an average
of more than 25 years of insurance industry expedefor the heads of our operating units and an
average of more than 15 years of underwriting égpee for our underwriters. Our management has
significant experience in all aspects of propedsgl@lty insurance, including underwriting, claims
management, actuarial analysis, reinsurance andiategy compliance. In addition, Hallmark’s senior
management has a strong track record of acquinrsinbsses that expand our product offerings and
improve our profitability profile.

Our Strategy

We are striving to become a “Best in Class” spégisisurance company offering products in speciatigd niche
markets through the following strategies:

* Focusing on underwriting discipline and operationafficiency. We seek to consistently generate an
underwriting profit on the business we write in dhand soft markets. Our operating units have a
strong track record of underwriting discipline amgerational efficiency which we seek to continue.
We believe that in soft markets our competitorgmfoffer policies at a low or negative underwriting
profit in order to maintain or increase their pramivolume and market share. In contrast, we seek t
write business based on its profitability ratheartfocusing solely on premium production. To that
end, we provide financial incentives to many of omderwriters and independent agents based on
underwriting profitability.

« Achieving organic growth in our existing businesgés. We believe that we can achieve organic
growth in our existing business lines by considyeptoviding our insurance products through market
cycles, expanding geographically, expanding ourdpebd offerings, expanding our agency
relationships and further penetrating our existingtomer base. We believe that our extensive rharke
knowledge and strong agency relationships posii®ito compete effectively in our various specialty
and niche markets. We also believe there is afi&ignt opportunity to expand some of our existing
business lines into new geographical areas andighrmew agency relationships while maintaining
our underwriting discipline and operational effiedg. In addition, we believe there is an oppotiuni
for some of our operating units to further penetrdteir existing customer bases with additional
products offered by other operating units.

« Pursuing selected, opportunistic acquisitions.We seek to opportunistically acquire insurance
organizations that operate in specialty or nichepprty/casualty insurance markets that are
complementary to our existing operations. We séskacquire companies with experienced
management teams, stable loss results and strewcl tecords of underwriting profitability and
operational efficiency. Where appropriate, wenuitéo ultimately retain profitable business prodlice
by the acquired companies that would otherwiseskanmed by unaffiliated insurers. Our management
has significant experience in evaluating potera@uisition targets, structuring transactions tsueg
continued success and integrating acquired comgantie our operational structure.

Distribution

We market our property/casualty insurance prodsotsly through independent general agents, retghts and
specialty brokers. Therefore, our relationshipthvihdependent agents and brokers are criticalutoatility to

identify, attract and retain profitable busineg&ach of our operating units has developed its @ilored approach
to establishing and maintaining its relationshipghwthese independent distributors of our productBhese
strategies focus on providing excellent serviceuo agents and brokers, maintaining a consistesggnrce in our
target niche and specialty markets through hard swoitd market cycles and fairly compensating thensg@nd

brokers who market our products. Our operatingsusiso regularly evaluate independent generakretail agents
based on the underwriting profitability of the mess they produce and their performance in relatioour

objectives.

Except for the products of our Aerospace Operatim and our Heath XS Operating Unit, the distribatof

property/casualty insurance products by our busirsegments is geographically concentrated. Fortwiedve

months ended December 31, 2009, five states acethdot approximately 70% of the gross premiumsimeth by
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our insurance subsidiaries. The following tablfems the geographic distribution of our insuradks, as
represented by direct and assumed premiums wrliteour business segments for the twelve months cende
December 31, 2009.

Standard Specialty
Commercial  Commercial Personal Percent of
State Segment Segment Segment Total Total
(dollars in thousands)

Texas $ 23991 $ 91,490 $ 16,229 $ 131,710 45.8%
Oregon 18,863 676 1,393 20,932 7.3%
New Mexico 10,598 630 9,316 20,544 7.1%
Louisiana - 13,773 4,759 18,532 6.4%
Arizona - 938 11,102 12,040 4.2%
All other states 19,060 35,831 28,909 83,800 29.2%

Total gross premiums written.... $ 72512 $ 143338 $ 71,708 $ 287,558
Percent of total..............cc..ee.n. 25.2% 49.9% 24.9% 100.0%

Underwriting

The underwriting process employed by our operatings involves securing an adequate level of undéng

information, identifying and evaluating risk expossi and then pricing the risks we choose to accEpth of our
operating units offering commercial or aviationurence products employs its own underwriters witidépth
knowledge of the specific niche and specialty markargeted by that operating unit. We employ stiglined
underwriting approach that seeks to provide pdi@ppropriately tailored to the specified risks &m@dopt price
structures that will be supported in the applicablgrket. Our experienced commercial and aviatiotennriters
have developed underwriting principles and procesgepropriate to the coverages offered by theipeetsve
operating units.

We believe that managing the underwriting procéssugh our operating units capitalizes on the keogé and
expertise of their personnel in specific marketd egsults in better underwriting decisions. Allafr underwriters
have established limits of underwriting authoritgsbd on their level of experience. We also providancial
incentives to many of our underwriters based oremndting profitability.

To better diversify our revenue sources and marmgerisk, we seek to maintain an appropriate bgsinaix

among our operating units. At the beginning of egedr, we establish a target net loss ratio foh egerating unit.
We then monitor the actual net loss ratio on a imgritasis. If any line of business fails to mesttarget net loss
ratio, we seek input from our underwriting, actabind claims management personnel to develop reative

action plan. Depending on the particular circumsts, that plan may involve tightening underwritqugdelines,

increasing rates, modifying product structure, vahgating independent agency relationships or discoing

unprofitable coverages or classes of risk.

An insurance company's underwriting performandeaditionally measured by its statutory loss arg$ladjustment
expense ratio, its statutory expense ratio andtétutory combined ratio. The statutory loss ags ladjustment
expense ratio, which is calculated as the ratioaiflosses and loss adjustment expenses (“LAE’Qried to net
premiums earned, helps to assess the adequacy wistirer’s rates, the propriety of its underwgtguidelines and
the performance of its claims department. Theutiag expense ratio, which is calculated as théo raf
underwriting and operating expenses to net premmmitsen, assists in measuring the insurer’'s cégirocessing
and managing the business. The statutory combater] which is the sum of the statutory loss addELratio and
the statutory expense ratio, is indicative of thverall profitability of an insurer’'s underwritingctivities, with a
combined ratio of less than 100% indicating prafiégaunderwriting results.

The following table shows, for the periods indicht€) our gross premiums written (in thousandsi &ii) our
underwriting results as measured by the net statdtss and LAE ratio, the statutory expense ratiog the
statutory combined ratio.
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Year Ended December 31,

2009 2008 2007
Gross premiums written $287,558 $243,849 $ 249,472
Statutory loss & LAE ratio 63.6% 63.4% 61.5%
Statutory expense ratio 32.2% 30.9% 30.0%
Statutory combined ratio 95.8% 94.3% 91.5%

These statutory ratios do not reflect the defeofgbolicy acquisition costs, investment income,npitan finance
revenues, or the elimination of inter-company teatisns required by U.S. generally accepted acaugiptinciples
(“GAAP").

The premium-to-surplus percentage measures théoredhip between net premiums written in a givemiqae
(premiums written, less returned premiums and tearce ceded to other carriers) to policyholdenples

(admitted assets less liabilities), determinedhenliasis of statutory accounting practices presdrdr permitted by
insurance regulatory authorities. Insurance corngsaare expected to maintain a premium-to-surplusgntage of
not more than 300%. For the years ended Decemhe&08®, 2008 and 2007, our consolidated premiusutpius

ratios were 150%, 170% and 181%, respectively.

Claims Management and Administration

We believe that effective claims management igcatito our success and that our claims managepregess is
cost-effective, delivers the appropriate level &firos service and produces superior claims res@lts. claims
management philosophy emphasizes the delivery wft@ous, prompt and effective claims handling amtbraces
responsiveness to policyholders and agents. Qaimsl strategy focuses on thorough investigatiomely
evaluation and fair settlement of covered claimfevbonsistently maintaining appropriate case neserWe seek
to compress the cycle time of claim resolution iides to control both loss and claim handling coate also strive
to control legal expenses by negotiating competitates with defense counsel and vendors, estatgiditigation
budgets and monitoring invoices.

Each of our operating units maintains its own daigid staff of specialized claims personnel to managd
administer claims arising under policies produckwugh their respective operations. The claimscgse is
managed through a combination of experienced claimasmiagers, seasoned claims supervisors, traindéfl sta
adjusters and independent adjustment or appragsaices, when appropriate. All adjusters are lieens those
jurisdictions for which they handle claims that ugq licensing. Limits on settlement authority asablished for
each claims supervisor and staff adjuster basetthein level of experience. Independent adjustangemo claim
settlement authority. Claim exposures are peralljicand systematically reviewed by claim supersdsand
managers as a method of quality and loss contratge loss exposures are reviewed at least quarétth senior
management of the operating unit and monitored &nkhrk senior management.

Claims personnel receive in-house training and rauired to attend various continuing education rees
pertaining to topics such as best practices, frandreness, legal environment, legislative changeisliigation
management. Depending on the criteria of each tipgranit, our claims adjusters are assigned aetaof claims
to enhance their knowledge and ensure their costirdevelopment in efficiently handling claims. Adecember
31, 2009, our operating units had a total of 57ndamanagers, supervisors and adjusters with arageeof
approximately 15 years experience.

Analysis of Losses and LAE

Our consolidated financial statements include d@mesed reserve for unpaid losses and LAE. Waredé our
reserve for unpaid losses and LAE by using casesbagluations and statistical projections, whiciclude
inferences from both losses paid and losses indurvée also use recent historical cost data aniddlierreviews of
underwriting standards and claims management pexctio modify the statistical projections. We give
consideration to the impact of inflation in detemmg our loss reserves, but do not discount resealences.

The amount of reserves represents our estimateeofiltimate cost of all unpaid losses and LAE inedr These
estimates are subject to the effect of trendsamclkeverity and frequency. We regularly review ¢isémates and
adjust them as claims experience develops and minmation becomes known. Such adjustments ataded in
current operations, including increases and deesga®et of reinsurance, in the estimate of ultintiatglities for
insured events of prior years.
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Changes in loss development patterns and claim @atgtan significantly affect the ability of instgdo estimate
reserves for unpaid losses and related expenses.séék to continually improve our loss estimationcpss by
refining our ability to analyze loss developmenttgas, claim payments and other information withitegal and
regulatory environment which affects developmentltifmate liabilities. Future changes in estimaiéslaim costs
may adversely affect future period operating rasultHowever, such effects cannot be reasonablynattil
currently.

Reconciliation of reserve for unpaid losses and LAEThe following table provides a reconciliation ofir
beginning and ending reserve balances on a netia$urance basis for the years ended December089, 2008
and 2007, to the gross-of-reinsurance amounts teghar our balance sheets at December 31, 2008, 200 2007.

As of and for Year Ended December 31,
2009 2008 2007
(dollars in thousands)

Reserve for unpaid losses and LAE, net of

reinsurance recoverables, January 1 ............... $150,025 $120,849 $72,801
Provision for losses and LAE for claims occurring

in the current period ........ccccooeviiivicemne . 151,999 146,059 139,332
Increase (decrease) in reserve for unpaid losses 1,620 (1,815) (6,414)

and LAE for claims occurring in prior periods

Payments for losses and LAE, net of reinsurance:
CUurrent Period ..........cceeeeeriiiineseeeeeee e (62,584) (64,610) (54,809)
Prior periods .......ccccceeveiiiiiies e (64,810) (50,458) (30,061)

Reserve for unpaid losses and LAE at December
31, net of reinsurance recoverable .............. $176,250 $150,025 $120,849

Reinsurance recoverable on unpaid losses and
LAE at December 31 .......cccccovviiiiienieennne 8,412 6,338 4,489

Reserve for unpaid losses and LAE at December
31, gross of reinsurance ............ccceceeeeeeeee. $184,662 $156,363 $125,338

The $1.6 million unfavorable development and $1.8lion and $6.4 million favorable development inigr
accident years recognized in 2009, 2008 and 20&5pectively, represent normal changes in our lessrve
estimates. In 2009, the aggregate loss reservmast for prior years were increased to reflechwmfable loss
development when the available information indidatereasonable likelihood that the ultimate lossesid be
more than the previous estimates. In 2008 and 2B87aggregate loss reserve estimates for priorsyeare
decreased to reflect favorable loss developmennwhe available information indicated a reasondiielihood
that the ultimate losses would be less than theique estimates. Generally, changes in reservesaused by
variations between actual experience and previogeatations and by reduced emphasis on the Bonanuet
Ferguson method due to the aging of the accidemtsye(See, “Item 7. Management’'s Discussion andlysis of
Financial Condition and Results of Operations ti€i Accounting Estimates and Judgments - Resdprasnpaid
losses and loss adjustment expenses.”)

The $1.6 million increase in reserves for unpassés and LAE recognized in 2009 was attributab®&2t0 million
unfavorable development on claims incurred in tB@& accident year, $0.7 million favorable developtnen
claims incurred in the 2007 accident year and $@ilBon unfavorable development on claims incuriedhe 2006
and prior accident years. Our TGA Operating Unid &erospace Operating Unit accounted for $4.lioniland
$0.3 million of the increase in reserves recognidedng 2009, partially offset by a $1.8 millionca$1.0 million
decrease in reserves for our AHIS Operating Unit Barsonal Lines Operating Unit. The increaseegenrves for
our TGA Operating Unit is driven by the developmenta small number of commercial auto liabilityiaia in
which later reporting of medical information regaltin TGA increasing case reserves on claims viittilay fact
patterns. The decrease in reserves for our AHISr&dipg Unit was primarily the result of favorabléaims
development in the 2006-2008 accident years witpeet to general liability, partially offset by amomercial
package liability claim in accident year 200%e decrease in reserves for our Personal Linesafipg Unit was
primarily the result of favorable claims developmignaccident years 2007 and 2008 as well as aréxssvery from
the 2002 accident year.
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The $1.8 million decrease in reserves for unpasdds and LAE recognized in 2008 was attributab&0t@ million
favorable development on claims incurred in the7286cident year, $0.9 million favorable developmamtclaims
incurred in the 2006 accident year and $0.2 milfeworable development on claims incurred in the328nd prior
accident years. Our AHIS Operating Unit and Pesshimes Operating Unit accounted for $2.4 milliand $0.7
million, respectively, of the decrease in resemaxognized in 2008, partially offset by a $1.5 ol increase in
reserves in our TGA Operating Unit. The decraaseeserves for our AHIS Operating Unit was prirhathe
result of favorable claims development in the 2@@tident year with respect to the commercial autunl@o
physical damage and commercial property lines dfirtess, offset somewhat by unfavorable developnrent
accident year 2005 with respect to commercial pgeHibility coverage. The decrease in reservesiio Personal
Lines Operating Unit was primarily the result ofdaable claims development in accident year 200Be increase
in reserves for our TGA Operating Unit was primatihe result of unfavorable claims development ¢nident
years 2006 and 2007 attributable to a small nurobéairger than normal commercial automobile liagiltlaims,
partially offset by favorable claims development thie general liability line of business in accidegetrs 2005
through 2007.

The $6.4 million decrease in reserves for unpasdds and LAE recognized in 2007 was attributab3t8 million
favorable development on claims incurred in the&86cident year, $1.8 million favorable developmemftclaims
incurred in the 2005 accident year and $1.4 milfieworable development on claims incurred in the@48and prior
accident years. Our TGA Operating Unit and AHISe@ping Unit accounted for $3.7 million and $1.7liom,
respectively, of the decrease in reserves for uhfmses and LAE recognized in 2007. Loss expeeiatata
accumulated since our acquisition of the TGA Opegatnit in January, 2006, were lower than the iolats
actuary’s estimate initially used to establish losserves. In late 2006, our AHIS Operating Unpezienced a
small number of large, late reported general ligbilosses from earlier accident years. As a tesflthis
unexpected claim development, we increased our fessrve estimates for this business at the eng006.
However, subsequent experience suggested thangract of these types of claims would be less sizanit in more
recent accident years than originally anticipated ith part to coverage restrictions previously ienpénted.

SAP/GAAP reserve reconciliationT he differences between the reserves for unpagk®and LAE reported in our
consolidated financial statements prepared in @ecare with GAAP and those reported in our annwdkstents
filed with the Texas Department of Insurance, thi@@nha Department of Insurance and the Oklahomaramee
Department in accordance with statutory accounpragtices (“SAP”) as of December 31, 2009 and 2863
summarized below.

As of December 31,
2009 2008

(in thousands)

Reserve for unpaid losses and LAE on a SAP bastsofn
reinsurance recoverables on unpaid losses) ............. $176,250 $150,024

Estimated future unallocated LAE reserve for clagnvice
SUDSITIANIES vttt ee et e e, - 1

Reserve for unpaid losses and LAE on a GAAP basgs (
of reinsurance recoverables on unpaid losses).......... $176,250 $150,025

Analysis of loss and LAE reserve developmeiithe following table shows the development of owsloeserves,
net of reinsurance, for years ended December 39 ough 2009. Section A of the table showse$imated
liability for unpaid losses and LAE, net of reinance, recorded at the balance sheet date for déabke adicated
years. This liability represents the estimated ammf losses and LAE for claims arising in pricrays that are
unpaid at the balance sheet date, including lasse$iave been incurred but not yet reported toSestion B of the
table shows the re-estimated amount of the preljigesorded liability, based on experience as eféhd of each
succeeding year. The estimate is increased oedeed as more information becomes known aboutrd¢lg@dncy
and severity of claims.

Cumulative Redundancy/Deficiency (Section C of thigle) represents the aggregate change in theatstnover
all prior years. Thus, changes in ultimate develept estimates are included in operations ovemabeu of years,
minimizing the significance of such changes in ang year.
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ANALYSIS OF LOSS AND LAE DEVELOPMENT
As of and for Year Ended December 31

2002 2003

2004

2005 2006 2007

1999 2000 2001

A. Reserve for Unpaid Losse$5,409 $7,451 $7,919
& LAE, Net of Reinsurance
Recoverables
B. Net Reserve Re-estimated
as of :
One year later 5,506 7,974 8,096
Two years later 5,277 7,863 8,620
Three years later 5,216 7,773 8,856
Four years later 5,095 7,901 8,860
Five years later 5,028 7,997 8,855
Six years later 5,153 7,999 8,884
Seven years later 5,153 8,026 8,669
Eight years later 5,182 8,014 8,855
Nine years later 5,170 8,007
Ten years later 5,163
C. Net Cumulative 246  (556) (936)
Redundancy (Deficiency)
D. Cumulative Amount of
Claims Paid, Net of
Reinsurance Recoveries,
through:
One year later 3.229 5,377 5,691
Two years later 4,436 7,070 7,905
Three years later 4909 7,584 8,603
Four years later 5,014 7,810 8,798
Five years later 4966 7,960 8,821
Six years later 5,116 7,970 8,853
Seven years later 5,124 7,995 8,869
Eight years later 5,151 8,014 8,855
Nine years later 5,170 8,007
Ten years later 5,163

2009
Net Reserve, December 31 $176,250
Reinsurance Recoverables 8,412
Gross Reserve, December 31 $184,662

Net Re-estimated Reserve
Re-estimated Reinsurance Recoverable
Gross Re-estimated Reserve

Gross Cumulative Deficiency

Reinsurance

(dollars in thousands)

$8,411 $21,197

8,875 20,003
8,881 19,065
8,508 19,698
8,446 18,551
8,478 18,769
8,461 17,784
7,949

462 3,413

5,845 12,217
7,663 15,814
8,228 18,162
8,374 17,997
8,417 18,415
8,439 17,735
7,949

2008

$ 150,025
6,338
$ 156,363

$ 151,645
8,703
$ 160,348

$ (3,985)

47,70(

15,30(
15,47:
13,96:
14,16¢
13,16:

4,537

8,07:
12,00«
13,118
13,75(
13,10:

$25,997 $72,801$120,849

24,820 66,387 119,034
24,903 68,490 118,646
23,144 68,809

23,455

2,542 3,992 2,203

16,721 30,061 50,458
22,990 46,860 78,314
24,562 58,322

9,014

2008 2009

$150,025 $176,250

151,645

(1,620)

64,810

We reinsure a portion of the risk we underwriteider to control our exposure to losses and toeptaiur capital
resources. We cede to reinsurers a portion oethiesks and pay premiums based upon the risk apdsexe of the
policies subject to such reinsurance. Ceded reanse involves credit risk and is generally subjecaggregate
loss limits. Although the reinsurer is liable te 10 the extent of the reinsurance ceded, we draaitly liable as
the direct insurer on all risks reinsured. Reiasge recoverables are reported after allowancearfoollectible
amounts. We monitor the financial condition ofnsirers on an ongoing basis and review our reinsera
arrangements periodically. Reinsurers are seldotesgd on their financial condition, business prastand the
price of their product offerings. Our reinsurarf@eilities are subject to annual renewal.
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The following table presents our gross and net prems written and earned and reinsurance recovéaiesach of
the last three years.

Year Ended December 31,

2009 2008 2007

Gross premiums written $ 287,558 $ 243,849 R/t
Ceded premiums written (25,818) (8,922) 10,661)

Net premiums written $ 261,740 $ 234,927 $ 238,811
Gross premiums earned $ 269,474 $ 244,656 $ 238,080
Ceded premiums earned (18,402) (8,336) (12,109)

Net premiums earned $ 251,072 $236,320 253971
Reinsurance recoveries $8,975 $ 11,994 $ 3,862

We presently retain 100% of the risk associatedh @it policies marketed by our Personal Lines Ofiega
Unit. We currently reinsure the following exposumsbusiness generated by our AHIS Operating Wnit, TGA
Operating Unit, our Heath XS Operating Unit, and Aarospace Operating Unit:

« Property catastrophe Our property catastrophe reinsurance reducedinbeacial impact a catastrophe
could have on our commercial and personal propastyrance lines. Catastrophes might include mieltip
claims and policyholders. Catastrophes includeritames, windstorms, earthquakes, hailstorms,
explosions, severe winter weather and fires. Onapgrty catastrophe reinsurance is excess-of-loss
reinsurance, which provides us reinsurance covei@glesses in excess of an agreed-upon amount. We
utilize catastrophe models to assist in determimipgropriate retention and limits to purchase. fEnms
of our property catastrophe reinsurance are:

0 We retain the first $3.0 million of property catagthe losses; and

0 Our reinsurers reimburse us 100% for any loss aesx of our $3.0 million retention up to $35.0
million for each catastrophic occurrence, subjedan aggregate limit of $64.0 million.

e Commercial property Our commercial property reinsurance is excedsss coverage intended to reduce
the financial impact a single-event or catastroplbiss may have on our results. The terms of our
commercial property reinsurance are:

0 We retain the first $1.0 million of loss for eaabnemercial property risk;

o Our reinsurers reimburse us for the next $5.0 omilfior each commercial property risk, and $10.0
million for all commercial property risk involvead iany one occurrence, in all cases subject to an
aggregate limit of $30.0 million for all commercipfoperty losses occurring during the treaty
period; and

o Individual risk facultative reinsurance is purchlihe®m any commercial property with limits above
$6.0 million.

e Commercial casualty Our commercial casualty reinsurance is excedessf coverage intended to reduce
the financial impact a single-event loss may haweoor results. The terms of our commercial cagualt
reinsurance are:

0 We retain the first $1.0 million of any commerdiability risk: and
0 Our reinsurers reimburse us for the next $5.0 amilfior each commercial liability risk.

« Aviation. We purchase reinsurance specific to the aviaigks underwritten by our Aerospace Operating
Unit. This reinsurance provides aircraft hull diadility coverage and airport liability coverage a per
occurrence basis on the following terms:

0 We retain the first $350,000 of each aircraft loulliability loss or airport liability loss;

0 Our reinsurers reimburse us for the next $3.3 onlibf each combined aircraft hull and liability
loss and for the next $650,000 of each airporilltghdoss; and
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o Other risks with liability limits greater than $1illion are placed in a quota share treaty where
we retain 20% of incurred losses.

e Heath XS Effective July 1, 2009, in states where we ahitted, we directly insure policies written by
our Heath XS Operating Unit and reinsure a portibthe risk with third party carriers. In statebave we
are not admitted, our Heath XS Operating Unit wgripolicies under fronting arrangements pursuant to
which we assume all of the risk and then retrocadeortion of the risk to third party reinsurers.eW
reinsure or retrocede 79% of the risk on policiegtan by our Heath XS Operating Unit. Through dun
30, 2009, our Heath XS Operating Unit wrote poBcimder a fronting arrangement pursuant to which we
assumed 35% of the risk.

e Hallmark County Mutual HCM is used to front certain lines of busings®ur Specialty Commercial and
Personal Segments in Texas where we previouslyupestipolicies for third party county mutual inswran
companies and reinsured 100% for a fronting feeaddition HCM is used to front business producgd b
unaffiliated third parties. HCM does not retain dousiness.

Investment Portfolio

Our investment objective is to maximize currentid/iehile maintaining safety of capital together lwiufficient
liquidity for ongoing insurance operations. Ouwéstment portfolio is composed of fixed-income aglity
securities. As of December 31, 2009, we had totalsted assets of $327.7 million. If market ratese to increase
by 1%, the fair value of our fixed-income secustis of December 31, 2009 would decrease by appatedy $5.5
million. The following table shows the fair valuegvarious categories of fixed-income securitib® percentage
of the total fair value of our invested assets@epnted by each category and the tax equivalerk yietsl based on
fair value of each category of invested assets Beoember 31, 2009 and 2008.

As of December 31, 2009 As of December 31, 2008
Fair Percent of Fair Percent of
Value Total Yield Value Total Yield
(in thousands) (in thousands)

Category
Corporate bonds $ 99,549 34.1% 6.2% $ 60,547 22.5% 7.4%
Municipal bonds 184,793 63.3% 8.2% 203,791 75.9% 8.6%
US Treasury bonds 6,836 2.4% 2.5% 4,175 1.6% 3.8%
Mortgage backed securities 698 0.2% 5.6% - 0.0% 0.0%
Total.ovveieeeeeeiiei e $ 291,876 100.0% 7.4% $ 268,513 100.0% 8.3%

The weighted average credit rating for our fixedeime portfolio, using ratings assigned by Standard Poor’s
Rating Services (a division of the McGraw-Hill Coames, Inc.), was A- at December 31, 2009. Thieviehg
table shows the distribution of our fixed-incomertfwio by Standard and Poor’s rating as a peragntaf total
market value as of December 31, 2009 and 2008:

As of As of
December 31, 2009 December 31, 2008

Rating

AAAT L, 15.8% 16.5%
CAA 15.5% 42.5%
A 34.0% 20.7%
"BBB"......oii i 22.6% 9.1%
BB, 9.0% 8.7%
B 1.2% 1.2%
"CCC". i 1.9% 1.3%
Total.....ooovveeeann, 100.0% 100.0%
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The following table shows the composition of outefi-income portfolio
December 31, 2009 and 2008.

As of December 31, 2009

by remaining time to maturiyg of

As of December 31, 2008

Percentage of

Percentage of

Total Total
Fair Value Fair Value Fair Value Fair Value
(in thousands) (in thousands)
Remaining time to maturity:
Less than one year...................... $ 36,563 125% $ 59,964 22.3%
Onetofiveyears..........cccoeevvunnnnn. 138,179 47.4% 87,142 32.4%
Fivetotenyears..........cccoeevvnnnnn. 46,335 15.9% 55,206 20.6%
More than ten years..................... 70,101 24.0% 66,201 24.7%
Mortgage-backed securities........... 698 0.2% - 0.0%
Total. .o $ 291,87t 100.0% $ 268,51 100.0%

Our investment strategy is to conservatively manage investment portfolio by investing primarily meadily
marketable, investment-grade fixed-income secsrittes of December 31, 2009, 10.9% of our investrpentfolio
was invested in equity securities. Our investmemtfplio is managed internally. We regularly rewvieur portfolio
for declines in value. If a decline in value is ohegl temporary, we record the decline as an uneshlass in other

comprehensive income on our consolidated staterokrgtockholders’ equity and comprehensive incomd an

accumulated other comprehensive income on our tidased balance sheet. If the decline is deemedrdtian -
temporary, we write down the carrying value of theestment and record a realized loss in our caches@d

statements of operations.

As of December 31, 20@9,had a net unrealized gain of $13.3 million amr o

investments. The following table details the netealized gain (loss) balance by invested assegoay as of

December 31, 2009.

Net Unrealized

Category

Gain (Loss) Balance

(in thousands)

Corporate debt securities.................... $
Municipal bonds.............cooooii .
Equity securities..........cccoviiiiiiiiinnnns
U.S. Treasury securities and obligations of

U.S. government corporations and agencies..
Mortgage-backed securities................

4,989
(243)
8,550

6
16

$

13,31¢

As part of our overall investment strategy, we atsintain an integrated cash management systeizingilon-line
banking services and daily overnight investmenbants to maximize investment earnings on all atiglaash.

Technology

The majority of our technology systems are basegroducts licensed from insurance-specific techgybeendors
which have been substantially customized to me=uttique needs of our various operating units. t@ctnology
systems primarily consist of integrated centralcessing computers, a series of server-based compet@orks
and various communications systems that allow oandh offices to share systems solutions and coroaiento
the home office in a timely, secure and consisteahner. We maintain backup facilities and systémsugh a
contract with a leading provider of computer disasecovery services. Each operating unit bearsriformation
services expenses specific to its operations abasea portion of the corporate services expensasreases to

vendor license and service fees are capped penannu
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We believe the implementation of our various tedbgy systems has increased our efficiency in tloeegssing of
our business, resulting in lower operating costddiffonally, our systems enable us to provide ahHiyel of
service to our agents and policyholders by proogssur business in a timely and efficient mannemmunicating
and sharing data with our agents and providingreetyeof methods for the payment of premiums. Véédve these
systems have also improved the accumulation angsisn@f information for our management.

Ratings

Many insurance buyers, agents and brokers usatimgs assigned by A.M. Best and other rating aigsrto assist
them in assessing the financial strength and dverallity of the companies from which they are ddesng

purchasing insurance. A.M. Best has pooled itmgatof our AHIC, HIC, and HSIC subsidiaries andigsed a
financial strength rating of “A-" (Excellent) anchassuer credit rating of “a-" to each of our indiwval insurance
company subsidiaries and to the pool formed byimaurance company subsidiaries. A.M. Best hasads@gned a
financial strength rating of “A-" (Excellent) areh issuer credit rating of “a-” to HCM. An “A-"tiag is the

fourth highest of 15 rating categories used by AB&st. In evaluating an insurer’'s financial ancemgbing

performance, A.M. Best reviews the company’s patiiity, indebtedness and liquidity, as well as higok of

business, the adequacy and soundness of its raim®jrthe quality and estimated market value oéstsets, the
adequacy of its loss reserves, the adequacy ebiifgus, its capital structure, the experience @mpetence of its
management and its market presence. A.M. Bestingsatreflect its opinion of an insurer’s financistrength,

operating performance and ability to meet its aligns to policyholders and are not an evaluativacted at
investors or recommendations to buy, sell or haléhaurer’s stock.

Competition

The property/casualty insurance market, our primsoyrce of revenue, is highly competitive and, pxder
regulatory considerations, has very few barriers efatry.  According to A.M. Best, there were 3,303
property/casualty insurance companies and 2,122epty/casualty insurance groups operating in NArtierica as
of July 20, 2009. Our AHIS Operating Unit competgth a variety of large national standard comnsrines
carriers such as The Hartford, Zurich North Ameri€eavelers and Liberty Mutual, as well as numersomller
regional companies. The primary competition for @GA Operating Unit's excess and surplus linesdpais
includes such carriers as Dallas National Insura@oenpany, Atlantic Casualty Insurance Company, @plo
Insurance Company, Burlington Insurance CompangitSaale Insurance Company, Markel Group and,lesser
extent, a number of national standard lines cadeich as Travelers and The Hartford. Our Aerasymerating
Unit considers its primary competitors to be Hons@asualty Corp., Starr Aviation, Global Aerospaebpenix
Aviation, W. Brown & Company, AlG and London Aviati Underwriters. The primary competition for ouedth
XS Operating Unit includes such carriers as Axsuhance Company, First Mercury Insurance CompayniGi
Insurance Company, General Star Insurance Compaghy_@xington Insurance Company. Although our Peakon
Lines Operating Unit competes with large natiomaurers such as Allstate, State Farm and Progeesas/ a
participant in the non-standard personal automamiéeketplace its competition is most directly assed with
numerous regional and mono-line insurance compamesmanaging general agencies. Our competitafada
entities which have, or are affiliated with enstiwhich have, greater financial and other resoutttas we have.

Generally, we compete on price, customer serviogemrages offered, claims handling, financial stghilagent
commission and support, customer recognition arabigghic coverage. We compete with companies vd® u
independent agents, captive agent networks, dinacketing channels or a combination thereof.

Insurance Regulation

AHIC and HCM are domiciled in Texas, HIC is domédl in Arizona and HSIC is domiciled in Oklahoma.
Therefore, our insurance operations are regulagetido Texas Department of Insurance, the Arizonpabtenent of
Insurance and the Oklahoma Insurance Departmenmtethss the applicable insurance department off state in
which we issue policies. AHIC, HIC, HSIC and HCNMeaequired to file quarterly and annual statementheir
financial condition prepared in accordance withwtay accounting practices with the insurance depents of
their respective states of domicile and the apple&dnsurance department of each state in whicly thiete
business. The financial conditions of AHIC, HICSK and HCM, including the adequacy of surpluss Ieserves
and investments, are subject to review by the arsee department of their respective states of dtanic

Periodic financial and market conduct examinations. The Texas Department of Insurance, the Arizona
Department of Insurance and the Oklahoma Insur@megartment have broad authority to enforce inswdaws
and regulations through examinations, administeativders, civil and criminal enforcement proceesingnd
suspension or revocation of an insurer's certificaf authority or an agent’s license. The statsurance
departments that have jurisdiction over our insceaompany subsidiaries may conduct on-site viaitd

19



examinations of the insurance companies' affagpgeially as to their financial condition, ability fulfill their
obligations to policyholders, market conduct, claipractices and compliance with other laws and icgiple
regulations. Typically, these examinations aredcmted every three to five years. In additiongiftumstances
dictate, regulators are authorized to conduct spemi target examinations of insurance companiesddress
particular concerns or issues. The results ofethesaminations can give rise to regulatory ordeguiring
remedial, injunctive or other corrective action thie part of the company that is the subject ofdkamination,
assessment of fines or other penalties against dbatpany. In extreme cases, including actual ardjpe
insolvency, the insurance department may take owerappoint a receiver to take over, the management
operations of an insurer or an agent’s businesssets.

Guaranty funds. All insurance companies are subject to assessnfi@nstate-administered funds which cover the
claims and expenses of insolvent or impaired insurd he size of the assessment is determined yesnhby the
total claims on the fund that year. Each insuseassessed a pro rata share based on its direagiupre written in
that state. Payments to the fund may be recoveydte insurer through deductions from its premiawes over a
specified period of years.

Transactions between insurance companies and thaffiliates. Hallmark is also regulated as an insurance
holding company by the Texas Department of Inswattee Arizona Department of Insurance and the l@kiza
Insurance Department. Financial transactions berwdallmark or any of its affiliates and AHIC, HIEISIC, or
HCM are subject to regulation. Transactions betwear insurance company subsidiaries and theitizaés
generally must be disclosed to state regulatord, @ior regulatory approval generally is requiregfdoe any
material or extraordinary transaction may be cormsated or any management agreement, services agreeme
expense sharing arrangement or other contractgimyfor the rendering of services on a regulast@yatic basis

is implemented. State regulators may refuse taamepor may delay approval of such a transactidmchvmay
impact our ability to innovate or operate efficignt

Dividends. Dividends and distributions to Hallmark by AHIC,IG or HSIC are restricted by the insurance
regulations of the respective state in which eashiiance company subsidiary is domiciled. As @@ry/casualty
insurance company domiciled in the State of TeR&HC is limited in the payment of dividends to thewount of
surplus profits arising from its business. In mesting such profits, AHIC must exclude all unexgingsks, all
unpaid losses and all other debts due and payaliteb®ecome due and payable by AHIC. In additid)C must
obtain the approval of the Texas Department ofransce before the payment of extraordinary dividemdsch are
defined as dividends or distributions of cash treotproperty the fair market value of which combdinéth the fair
market value of each other dividend or distributimade in the preceding 12 months exceeds the grefite
(1) statutory net income as of the prior Decemtgr @ (2) 10% of statutory policyholders' surpluscéshe prior
December 31 HIC, domiciled in Arizona, may pay dividends aitthat part of its available surplus funds which
is derived from realized net profits on its busmedVithout prior written approval from the ArizoBepartment of
Insurance, HIC may not pay extraordinary dividendsich are defined as dividends or distributionsagh or other
property the fair market value of which combinedhathe fair market value of each other dividendiistribution
made in the preceding 12 months exceeds the le§sgr) 10% of statutory policyholders’ surplus @fsthe prior
December 31or (2) net investment income as of the prior Ddeen8f. HSIC, domiciled in Oklahoma, may only
pay dividends out of that part of its availableptus funds which is derived from realized net ggofin its business.
Without prior written approval from the Oklahomasimance Department, HSIC may not pay extraordinary
dividends, which are defined as dividends or distiobns of cash or other property the fair marka&ug of which
combined with the fair market value of each othigidénd or distribution made in the preceding 12nths exceeds
the greater of: (1) 10% of statutory policyholdesstplus as of the prior December3ir (2) statutory net income
as of the prior December 31not including realized capital gains. As a cgumiutual, dividends from HCM are
payable to policyholders.

Risk-based capital requirementsThe National Association of Insurance Commissismequires property/casualty
insurers to file a risk-based capital calculatimeading to a specified formula. The purpose & thrmula is
twofold: (1) to assess the adequacy of an insustatutory capital and surplus based upon a vaofsctors such
as potential risks related to investment portfadieded reinsurance and product mix; and (2) testite regulators
under the RBC for Insurers Model Act by providingetsholds at which a state commissioner is autbdrand
expected to take regulatory action. As of Decenffer2009, the adjusted capital under the risk-dasepital
calculation of each of our insurance company sugses substantially exceeded the minimum requirgme

Required licensing. American Hallmark Insurance Services, TGA InsusrManagers, American Hallmark
General Agency, Inc., Hallmark Claims Services,. Ireffective Claims Managers, HXS, Aerospace Claims
Management Group and Aerospace Insurance Managermsaah subject to and in compliance with the Basgn
requirements of the department of insurance in atate in which they produce business. Thesed&sigovern,
among other things, the types of insurance coveraagency and claims services and products thahae offer
consumers in these states. Such licenses typaadlyssued only after we file an appropriate ajgpibn and satisfy
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prescribed criteria. Generally, each state requimes officer to maintain an agent license. Claiagjusters
employed by us are also subject to the licensiggirements of each state in which they conductrimass. Each
employed claim adjuster either holds or has apgbedhe required licenses. Our premium finandesgliaries are
subject to licensing, financial reporting and ciertnancial requirements imposed by the Texas Depent of
Insurance, as well as regulations promulgated byrdtxas Office of Consumer Credit Commissioner.

Regulation of insurance rates and approval of pgliforms The insurance laws of most states in which our
subsidiaries operate require insurance companidgetinsurance rate schedules and insurance pdtiops for
review and approval. State insurance regulatove beoad discretion in judging whether our ratesaatequate, not
excessive and not unfairly discriminatory and whketbur policy forms comply with law. The speedndiich we
can change our rates depends, in part, on the ohéthavhich the applicable state's rating laws ahaiaistered.
Generally, state insurance regulators have theodtitho disapprove our rates or request changesiimates.

Restrictions on cancellation, non-renewal or withalwval. Many states have laws and regulations that limit a
insurance company's ability to exit a market. &ommple, certain states limit an automobile insceacompany’s
ability to cancel or not renew policies. Someestgtrohibit an insurance company from withdrawiragyf one or
more lines of business in the state, except putdoaa plan approved by the state insurance depattmin some
states, this applies to significant reductionshi@ &mount of insurance written, not just to a catgplithdrawal.
State insurance departments may disapprove ahmamiay lead to market disruption.

Investment restrictions We are subject to state laws and regulationsrdwatire diversification of our investment
portfolios and that limit the amount of investmemscertain categories. Failure to comply withghdaws and
regulations would cause non-conforming investméntse treated as non-admitted assets for purpdsesasuring
statutory surplus and, in some instances, wouldireglivestiture.

Trade practices The manner in which we conduct the business sifiramce is regulated by state statutes in an
effort to prohibit practices that constitute unfaiethods of competition or unfair or deceptive amtgpractices.
Prohibited practices include disseminating falderimation or advertising; defamation; boycottingercion and
intimidation; false statements or entries; unfascdmination; rebating; improper tie-ins with leerd and the
extension of credit; failure to maintain properaets; failure to maintain proper complaint handlprgcedures; and
making false statements in connection with insueaaqgplications for the purpose of obtaining a &&emmission or
other benefit.

Unfair claims practices. Generally, insurance companies, adjusting congsaand individual claims adjusters are
prohibited by state statutes from engaging in urdkims practices on a flagrant basis or with sireljuency to
indicate a general business practice. Examplesfaiir claims practices include:

. misrepresenting pertinent facts or insurance pgioyisions relating to coverages at issue;

. failing to acknowledge and act reasonably prompggn communications with respect to claims
arising under insurance policies;

. failing to adopt and implement reasonable standfandthe prompt investigation and settlement of
claims arising under insurance policies;

. failing to affirm or deny coverage of claims withirreasonable time after proof of loss statements
have been completed;

. attempting to settle a claim for less than the amhaa which a reasonable person would have
believed such person was entitled;

. attempting to settle claims on the basis of aniegfibn that was altered without notice to, or
knowledge and consent of, the insured;

. compelling insureds to institute suits to recovenoants due under policies by offering
substantially less than the amounts ultimately veoed in suits brought by them;

. refusing to pay claims without conducting a reagtm@nvestigation;

. making claim payments to an insured without indicathe coverage under which each payment
is being made;

. delaying the investigation or payment of claimsréguiring an insured, claimant or the physician

of either to submit a preliminary claim report atién requiring the subsequent submission of
formal proof of loss forms, both of which submissccontain substantially the same information;

. failing, in the case of claim denials or offersacmimpromise or settlement, to promptly provide a
reasonable and accurate explanation of the bassuéh actions; and
. not attempting in good faith to effectuate pronfgi; and equitable settlements of claims in which

liability has become reasonably clear.
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Employees

As of December 31, 2009, we employed 321 peopla fufl-time basis. None of our employees are regméed by
labor unions. We consider our employee relatiorset good.

Item 1A. Risk Factors.

Not applicable to smaller reporting company.

Item 1B. Unresolved Staff Comments.
Not applicable
Item 2. Properties.

Our corporate headquarters and AHIS Operating ahaifocated at 777 Main Street, Suite 1000, Forttllyd exas.
The suite is located in a high-rise office buildiagd contains 27,808 square feet of space. Thegeamurrently
$34,644 per month pursuant to a lease which expgines 30, 2011. Our corporate headquarters atsgp@s ten
offices in an executive suite located in the samidimg for $10,200 per month under a lease whighires
September 30, 2010.

Our TGA Operating Unit is presently located at 7dbhn Smith, San Antonio, Texas. The suite is kxtat a
high-rise office building and contains 18,904 sgui@et of space. The rent is currently $30,829%m&mth pursuant
to a lease which expires June 30, 2010. Commendeing 1, 2010, the TGA Operating Unit will moveathigh-
rise office building located at 7550 IH-10 Westn@atonio, Texas. These leased premises cons&stl6{599
square foot office suite and 800 square feet ahgmspace. After a six month rent abatemenipttial rent will

be $21,749 per month pursuant to a lease whichresplovember 30, 2020. Our TGA Operating Unit also
maintains a small branch office in Lubbock, TeXRent on this branch office is currently $1,000 penth under a
lease which expires April 30, 2012.

Our Aerospace Operating Unit is located at 14990dbaark Boulevard, Suite 300, Addison, Texas. Thteda

located in a low-rise office building and conta®®25 square feet of space. The rent is currebith, 736 per
month pursuant to a lease which expires SeptembeP@10. Our Aerospace Operating Unit also maistai
branch office in Glendale, California. Rent on h&96 square foot suite is currently $2,452 pentimgursuant to
a lease which expires July 31, 2012.

Our Heath XS Operating Unit is located at 59 Schitlley Avenue, Basking Ridge, New Jersey. Theesist
located in a low-rise office building and contaih285 square feet of space. The rent is curré@®)§06 per month
pursuant to a lease which expires April 30, 2013.

Our Personal Lines Operating Unit is located atO6Bthecrest, Suite 100, Plano, Texas. The suiteceted in a
one story office building and contains 16,814 sgqdaet of space. The rent is currently $19,897nhpemth pursuant
to a lease which expires January 31, 2016.

Item 3. Legal Proceedings.

We are engaged in various legal proceedings whiehr@utine in nature and incidental to our businell®ne of
these proceedings, either individually or in thgragate, are believed, in our opinion, to have teri@ adverse
effect on our consolidated financial position or cesults of operations

Item 4. Submission of Matters to a Vote of SecurityHolders.

During the fourth quarter of 2009, we did not subamy matter to a vote of our security holders.
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PART Il

Iltem 5. Market for Registrant's Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities.

Market for Common Stock
Our common stock is currently traded on the Nas@&pal Market under the symbol “HALL.” The follong
table shows the high and low sales prices of omrmon stock on the Nasdaqg Global Market for eachtquaince

January 1, 2008.

Period High Sale Low Sale

Year Ended December 31, 2009:

First quarter..........ooeoeiiiiiie e $ 951 $ 5.98
Second qUANer.......ocvvve e e e e 7.49 6.45
Third quarter...... ..o, 8.45 6.55
Fourth quarter............ccooee i e 8.75 6.93
Year Ended December 31, 2008:

First quarter..........ooeoeiiieiie e $ 1676 $ 10.35
Second qUANer.......c.vvve e e 12.88 8.55
Third quarter...... ..o 10.71 8.40
Fourth quarter............ocoove i e 9.91 5.05
Holders

As of March 10, 2010, there were 1,841 shareholdirscord of our common stock.

Dividends

Hallmark has never paid dividends on its commoglstoOur board of directors intends to continue tblicy for
the foreseeable future in order to retain earnfogslevelopment of our business.

Hallmark is a holding company and a legal entityssate and distinct from its subsidiaries. As Hling company,
Hallmark is dependent on dividend payments and gemant fees from its subsidiaries to pay dividesnat$ make
other payments. State insurance laws limit théitalaf our insurance company subsidiaries to pagdeénds to
Hallmark. As a property/casualty insurance compédayniciled in the State of Texas, AHIC is limited ihe
payment of dividends to Hallmark in any 12-monthrige, without the prior written consent of the Texa
Department of Insurance, to the greater of stayutmt income for the prior calendar year or 10%st@tutory
policyholders surplus as of the prior year end.id@nds may only be paid from unassigned surplusiSuiiiC,
domiciled in Arizona, is limited in the paymentdifidends to the lesser of 10% of prior year pdiiglgers surplus
or prior year's net investment income, without prgitten approval from the Arizona Department afdirance.
HSIC, domiciled in Oklahoma, is limited in the pagmbt of dividends to the greater of 10% of prior ryea
policyholders surplus or prior year's statutory inebme, not including realized capital gains, withprior written
approval from the Oklahoma Insurance DepartmentaAsounty mutual, dividends from HCM are payable to
policyholders.
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Equity Compensation Plan Information

The following table sets forth information regamglishares of our common stock authorized for isseiamder our
equity compensation plans as of December 31, 2009.

Number of securities

Number of securities remaining available
to be issued upon Weighted-average for futssednce
exercise of outstanding exercise price of uredgrity compensation
options, warrants and outstanding options, ng[axcluding securities
Plan Category rights warrants and rights reflected in coluf@a)j
@ (b) (c)
Equity compensation plans
approved by security holdérs 1,605,833 $9.65 417,501
Equity compensation plans not
approved by security holdérs 8,333 $2.25 -0-
Total 1,614,166 $9.62 417,501

! Includes shares of our common stock authorizedsgrance under our 2005 Long Term Incentive Riamyell

as shares of our common stock issuable upon egeo€isptions outstanding under our 1994 Key Empdoye
Long Term Incentive Plan and our 1994 Non-Emplop@ector Stock Option Plan, both of which termirthte
in accordance with their terms in 2004.

Represents shares of our common stock issuable epercise of non-qualified stock options grantedtr
non-employee directors in lieu of cash compensakiortheir service on the board of directors durfisgal
1999. The options became fully exercisable on Audws, 2000, and terminate on March 15, 2010, ¢ th
extent not previously exercised.

Issuer Repurchases

We did not repurchase any shares of our commotk skming the fourth quarter of 2009.

Item 6. Selected Financial Data

Not applicable to smaller reporting company.
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Iltem 7. Management’s Discussion and Analysis of Famcial Condition and Results of Operations.

The following discussion should be read togethéh wur consolidated financial statements and theesdhereto.
This discussion contains forward-looking statementBlease see “Risks Associated with Forward-Logkin
Statements in this Form 10-K” for a discussion @fng of the uncertainties, risks and assumptionscated with
these statements.

Overview

Hallmark is an insurance holding company whichotigh its subsidiaries, engages in the sale of prgpasualty
insurance products to businesses and individuals.bQsiness involves marketing, distributing, undémg and
servicing our insurance products, as well as pingicdther insurance related services. We pursuebosimess
activities through subsidiaries whose operatiors arganized into operating units and are suppobgdur
insurance carrier subsidiaries.

Our non-carrier insurance activities are organizgdperating units into the following reportablgsents:

» Standard Commercial Segment. The Standard Commercial Segment includes thedatdnlines
commercial property/casualty insurance productssamdices handled by our AHIS Operating Unit which
is comprised of our American Hallmark Insurancevigers and ECM subsidiaries.

* Specialty Commercial SegmentThe Specialty Commercial Segment primarily inelsidhe excess and
surplus lines commercial property/casualty insuegmmducts and services handled by our TGA Operatin
Unit, the general aviation insurance products ardices handled by our Aerospace Operating Unit and
the commercial excess liability and umbrella pradimandled by our Heath XS Operating Unit. OuATG
Operating Unit is comprised of our TGA, PAAC and ARSI subsidiaries. Our Aerospace Operating Unit
is comprised of our Aerospace Insurance Manage&RlAand ACMG subsidiaries. Our Heath XS
Operating Unit is compromised of our HXS and HD®sdiaries. The Heath XS Operating Unit was
acquired August 29, 2008.

* Personal Segment. The Personal Segment includes the non-standasbmed automobile, low value
dwelling/homeowners, renters and motorcycle insteaproducts and services handled by our Personal
Lines Operating Unit which is comprised of Americeiallmark General Agency, Inc. and Hallmark
Claims Services, Inc., both of which do businessla#mark Insurance Company.

The retained premium produced by these reportadgenents is supported by the following insurance pramy
subsidiaries:

e American Hallmark Insurance Company of Texagresently retains all of the risks on the comnarci
property/casualty policies marketed within the 8td Commercial Segment, retains a portion of iglesr
on personal policies marketed within the Persomaé4d Operating Unit and assumes a portion of siesri
on the commercial and aviation property/casualtlicigs marketed within the Specialty Commercial
Segment.

« Hallmark Specialty Insurance Companyresently retains a portion of the risks on thenewrcial
property/casualty policies marketed within the $alee Commercial Segment.

e Hallmark Insurance Companypresently retains a portion of the risks on bdibh personal policies
marketed within the Personal Lines Operating Unid éhe aviation property/casualty products marketed
within the Specialty Commercial Segment.

« Hallmark County Mutual Insurance Companyontrol and management was acquired effective 3une
2009 through the acquisition of all of the issued @utstanding shares of CYR Insurance Management
Company (“CYR”). CYR has as its primary asset aaggement agreement with HCM which provides for
CYR to have management and control of HCM. HCMised to front certain lines of business in our
Specialty Commercial and Personal Segments in Texase we previously produced policies for third
party county mutual insurance companies and redusi®0% for a fronting fee. HCM does not retaig an
business.

AHIC, HIC, and HSIC have entered into a poolingaagement pursuant to which AHIC retains 46.0%heftbtal net
premiums written, HIC retains 34.1% of our totat peemiums written and HSIC retains 19.9% of ousltmet
premiums written. HCM is not a party to the in@mpany pooling arrangement.
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Critical Accounting Estimates and Judgments

The significant accounting policies requiring ostimates and judgments are discussed below. Ssiirhates and
judgments are based on historical experience, @samglaws and regulations, observance of indusényds and
information received from third parties. While thstimates and judgments associated with the apiolicof these
accounting policies may be affected by differersiumsptions or conditions, we believe the estimatesjadgments
associated with the reported consolidated finanstialement amounts are appropriate in the circurosga For
additional discussion of our accounting policie= 8lote 1 to the audited consolidated financiaéstants included
in this report.

Valuation of investments.We complete a detailed analysis each quarter ®sasshether any decline in the fair
value of any investment below cost is deemed dtie@n-temporary. All securities with an unrealizesdd are
reviewed. We recognize an impairment loss wheimaestment's value declines below cost, adjuste@doretion,
amortization and previous other-than-temporary inmpants and it is determined that the decline tsepthan-
temporary.

Equity Investments: Some of the factors considéneevaluating whether a decline in fair value éor
equity investment is other-than-temporary includg:our ability and intent to retain the investméarta period of
time sufficient to allow for an anticipated recoyén value; (2) the recoverability of cost; (3) tlemgth of time and
extent to which the fair value has been less thwt; @and (4) the financial condition and near-temmd long-term
prospects for the issuer, including the relevadusgtry conditions and trends, and implications aifng agency
actions and offering prices. When it is determittet an equity investment is other-than-temporanipaired, the
security is written down to fair value, and the ambof the impairment is included in earnings asealized
investment loss. The fair value then becomes theawst basis of the investment, and any subsegaeateries in
fair value are recognized at disposition. We recga realized loss when impairment is deemed totbher-than-
temporary even if a decision to sell an equity 8twent has not been made. When we decide to sethporarily
impaired available-for-sale equity investment arelde not expect the fair value of the equity inwestt to fully
recover prior to the expected time of sale, thestment is deemed to be other-than-temporarily iragan the
period in which the decision to sell is made.

Fixed Maturity Investments: We assess whetheintend to sell, or it is more likely than not tiveg will
be required to sell, a fixed maturity investmentobe recovery of its amortized cost basis less @nyent period
credit losses. For fixed maturity investments #irat considered other-than-temporarily impaired thatlwe do not
intend to sell and will not be required to sell, separate the amount of the impairment into thewsrnthat is credit
related (credit loss component) and the amounttaladl other factors. The credit loss componentiognized in
earnings and is the difference between the invedfmamortized cost basis and the present valuts afxpected
future cash flows. The remaining difference betw#®e investment’s fair value and the present valu&iture
expected cash flows is recognized in other comprgitie income

Deferred policy acquisition costs.Policy acquisition costs (mainly commission, umwdéing and marketing
expenses) that vary with and are primarily relatethe production of new and renewal business aferced and
charged to operations over periods in which thateel premiums are earned. Ceding commissions rfegmaurers,
which include expense allowances, are deferred randgnized over the period premiums are earnedther
underlying policies reinsured.

The method followed in computing deferred policgaisition costs limits the amount of such defercedts to their
estimated realizable value. A premium deficiengigts if the sum of expected claim costs and cladjustment
expenses, unamortized acquisition costs, and nm@Eint® costs exceeds related unearned premiumsxpedted
investment income on those unearned premiums, @mputed on a product line basis. We routinely evelube
realizability of deferred policy acquisition costat December 31, 2009 and 2008, there was no prandieficiency
related to deferred policy acquisition costs.

Goodwill. Our consolidated balance sheet as of Decembe@®19 includes goodwill of acquired businesses of
$41.1 million which is assigned to our operatingtsias follows: AHIS Operating Unit - $2.1 millip GA
Operating Unit - $18.8 million; Aerospace Operatidgit - $9.7 million; Personal Lines Operating Unit2.8
million; and Heath XS Operating Unit - $7.7 milliomhis amount has been recorded as a result of ptisiness
acquisitions accounted for under the purchase rdethb accounting. Under FASB Accounting Standards
Coadification (“ASC”) Topic 350, “Intangibles- Goodivand Other” (“FASB ASC 3507”) goodwill is testefibr
impairment annually. We completed our last anneat for impairment during the fourth quarter of 20énd
determined that there was no impairment.

A significant amount of judgment is required infoeeming goodwill impairment tests. Such tests inigwestimating
the fair value of our reporting units. As requiteg FASB ASC 350, we compare the estimated fair ealfieach
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reporting unit with its carrying amount, includiggodwill. Under FASB ASC 350, fair value refersth@ amount
for which the entire reporting unit may be boughsold.

The determination of fair value was based on migltijaluation approaches including an income apgragidizing
discounted cash flows and a market approach wmgizibservable key ratios of peer companies. Theatian
methodologies utilized are subject to key judgmeamsl assumptions. Estimates of fair value arerérithy
uncertain and represent management’s reasonabéetexipn regarding future developments. Thesenastis and
the judgments and assumptions upon which the estivere based will, in all likelihood, differ inrse respects
from actual future results. Declines in estimafigid value could result in goodwill impairments future periods
which could materially adversely affect the Compamgsults of operations or financial position.

The income approach to determining fair value calepthe projections of the cash flows that the mémp unit is

expected to generate converted into a present e@uvalent through discounting. Significant asptions in the
income approach model include income projectiofs;adint rates and terminal growth values. Theadist rate

was based on a risk free rate plus a beta adjesjeiy risk premium and specific company risk premi The

assumptions are based on historical experiencectaqpons of future performance, expected marketitions and
other factors requiring judgment and estimates. il&Vive believe the assumptions used in these maoai&ls
reasonable, the inherent uncertainty in predictirnigre performance and market conditions may change time

and influence the outcome of future testing.

The market approach to determining fair value z&ili observable key metrics of similar peer companigeh as
price to earnings ratios for current year earniragel forecasted 2010 earnings. Additionally, theedi
capitalization of earnings method was utilized.

The fair values of each of our operating units wiarexcess of their respective carrying valuesluidiog goodwill,

as a result of our last annual step one test fpairment during the fourth quarter 2009. Howewaet2% decline in
the fair value of our AHIS Operating Unit, a 9% lilee in the fair value of our TGA Operating Unit34% decline

in the fair value of our Personal Lines OperatingjtiJa 3% decline in the fair value of our Aerospd@perating
Unit, or a 5% decline in the fair value of our HeaS Operating Unit would have caused the carryeaf the
respective operating unit to be in excess of its ¥alue, resulting in the need to perform the secstep of
impairment testing prescribed by FASB ASC 350 whathuld have resulted in a material impairment to ou
goodwill.

The market capitalization of our stock has beerowebook value during 2009. We consider our market
capitalization in assessing the reasonablenedsedhir values estimated for our reporting unitg@mnection with
our goodwill impairment testing. We believe tharent market displacement caused by global findnoiarket
conditions, including the credit crisis, as wellths limited daily trading volume of Hallmark shareas resulted in

a decrease in our market capitalization that israptesentative of a long-term decrease in vallibe valuation
analysis discussed above supports our view thatwgidias not impaired at December 31, 2009.

While we believe the estimates and assumptions usatbtermining the fair value of the operating tenare
reasonable, actual results could vary materiallfy.our actual results are not consistent with ostireates and
assumptions used to calculate fair value, we mayeleired to perform the second step in futureguksriand
impairment of goodwill could result. We cannot ¢licé future events that might impact the fair valfeour
operating units and goodwill impairment. Such é¢senclude, but are not limited to, increasgampetition in
insurance markets and global economic changes.

Deferred tax assets.We file a consolidated federal income tax retuideferred federal income taxes reflect the
future tax consequences of differences betweenathdases of assets and liabilities and their fir@dreporting
amounts at each year end. Deferred taxes aremealgusing the liability method, whereby tax redes applied to
cumulative temporary differences based on whenhmvd they are expected to affect the tax returnfeDed tax
assets and liabilities are adjusted for tax rangks. A valuation allowance is provided againstdeferred tax
assets to the extent that we do not believe itagentikely than not that future taxable income vi# adequate to
realize these future tax benefits.

Reserves for unpaid losses and LAEReserves for unpaid losses and LAE are establifdreclaims which have
already been incurred by the policyholder but whigh have not yet paid. Unpaid losses and LAE ssprethe
estimated ultimate net cost of all reported andeparted losses incurred through each balance sla¢et The
reserves for unpaid losses and LAE are estimated usdividual case-basis valuations and statistao@lyses.
These reserves are revised periodically and arjecuio the effects of trends in loss severity feduency. (See,
“Item 1. Business — Analysis of Losses and LAE” &halysis of Loss and LAE Reserve Development.”)

Although considerable variability is inherent inchuestimates, we believe that our reserves foridripases and
LAE are adequate. Due to the inherent uncertaimtgstimating unpaid losses and LAE, the actuahmaite
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amounts may differ from the recorded amounts. Albpercentage change could result in a materigicebn
reported earnings. For example, a 1% change irefber 31, 2009 reserves for unpaid losses and La&dwv
have produced a $1.8 million change to pretax agmi The estimates are continually reviewed andstetl as
experience develops or new information becomes knoBuch adjustments are included in current ofmerat

An actuarial range of ultimate unpaid losses and li#\developed independent of management’s bestatstand
is only used to assess the reasonableness ofstitatee. There is no exclusive method for deteimgirthis range,
and judgment enters into the process. The primatyasial technique utilized is a loss developmemlgsis in
which ultimate losses are projected based upororidal development patterns. The primary assuwnpti
underlying this loss development analysis is thathistorical development patterns will be a reabé predictor
of the future development of losses for acciderdgryevhich are less mature. An alternate actuaeehrtique,
known as the Bornhuetter-Ferguson method, combameanalysis of loss development patterns with dtialin
estimate of expected losses or loss ratios. Thsoach is most useful for recent accident yednsaddition to
assuming the stability of loss development pattahis technique is heavily dependent on the acguoéthe initial
estimate of expected losses or loss ratios. Caoestly, the Bornhuetter-Ferguson method is primauged to
confirm the results derived from the loss develophamalysis.

The range of unpaid losses and LAE estimated byastwary as of December 31, 2009 was $148.4 miliion
$196.0 million. Our best estimate of unpaid losaed LAE as of December 31, 2009 is $184.7 millio@ur
carried reserve for unpaid losses and LAE as ofeber 31, 2009 is comprised of $91.1 million inecesserves
and $93.6 million in incurred but not reported ress. In setting this estimate of unpaid losseaslahE, we have
assumed, among other things, that current trenttssnfrequency and severity will continue and that actuarial
analysis was empirically valid. We have establistae best estimate of unpaid losses and LAE which is
approximately $12.5 million higher than the midgain 94.2% of the high end of the actuarial rangPecember
31, 2009 as compared to $8.1 million above the pidpor 92.5% of the high end of the actuarial maray
December 31, 2008. We expect our best estimatadee within the actuarial range from year to yeae do
changes in our operations and changes within thiéatmace. Due to the inherent uncertainty in nes@stimates,
there can be no assurance that the actual lossmsitigly experienced will fall within the actuari@nge. However,
because of the breadth of the actuarial range,elieve that it is reasonably likely that actualses will fall within
such range.

Our reserve requirements are also interrelated pvitduct pricing and profitability. We must prioar products at
a level sufficient to fund our policyholder bensfénd still remain profitable. Because claim exgsirepresent the
single largest category of our expenses, inaccesdnithe assumptions used to estimate the amdsntb benefits
can result in our failing to price our products appiately and to generate sufficient premiums todf our
operations.

Recognition of profit sharing commissionsProfit sharing commission is calculated and reced when the loss
ratio, as determined by a qualified actuary, degdtom contractual targets. We receive a pron@icommission
as policies are produced as an advance againsatredetermination of the profit sharing commissictually

earned. The profit sharing commission is an edtntiaat varies with the estimated loss ratio angeissitive to

changes in that estimate.

The following table details the profit sharing comsion revenue sensitivity of the Standard Comnaéi8egment
to the actual ultimate loss ratio for each effextijuota share treaty at 5.0% above and below tirertuestimate,
which we believe is a reasonably likely range afarace ($ in thousands).

Treaty Effective Dates

7/1/01 7/1/02 7/1/03 7/1/04
Provisional loss ratio 60.0% 59.0% 59.0% 64.2%
Estimated ultimate loss ratio booked to at 63.5% 64.5% 67.0% 57.8%
December 31, 2009
Effect of actual 5.0% above estimated loss ratio - - - ($2,793)
at December 31, 2009
Effect of actual 5.0% below estimated loss ratio $1,850 $3,055 $3,360 $2,793

at December 31, 2009
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The following table details the profit sharing comsion revenue sensitivity of the Specialty Comrizdi8egment
for each effective quota share treaty at 5.0% alamd below the current estimate, which we beliseereasonably
likely range of variance ($ in thousands).

Treaty Effective Dates

1/1/06 1/1/07 1/1/08
Provisional loss ratio 65.0% 65.0% 65.0%
Estimated ultimate loss ratio booked to at 57.1% 60.7% 58.0%
December 31, 2009
Effect of actual 5.0% above estimated loss ratio ($3,096) ($2,022) ($1,619)
at December 31, 2009
Effect of actual 5.0% below estimated loss ratio $1,920 $2,352 $1,295

at December 31, 2009

Effective January 1, 2009 the Company assumed 1dfa#e premiums in the Specialty Commercial Segrfemt
this treaty and, therefore there is no profit sidommission revenue for the 2009 policies written

Results of Operations
Comparison of Years ended December 31, 2009 and Decembh@088

Management overview. During fiscal 2009, our total revenues were $28¥ndlion, representing an
approximately 7% increase over the $268.7 millionatal revenues for fiscal 2008. This increaseeienue was
primarily attributable to increased earned premidoe to increased retention of business in our @figci
Commercial Segment, the acquisition of our HeathOffrating Unit in the third quarter of 2008 andréased
production by our Personal Lines Segment. Furtbetributing to this increase in revenue was recogphigains

on our investment portfolio of $3.0 million for fial year 2009 as compared to recognized losse$108 $nillion

for fiscal year 2008. Increased revenue was pbrtiaffset by reduced earned premium in our Standard
Commercial Segment due to the deterioration ofgiweeral economic environment in our major markets$ lay
lower commission and fee income in our Specialtyn@mrcial Segment due primarily to increased redentf
premium.

We reported net income of $24.6 million for the yeaded December 31, 2009, compared to $12.9 milbo the
year ended December 31, 2008. On a diluted pee $f@sis, net income was $1.19 for fiscal 2009aspared to
$0.62 for fiscal 2008. The increase in net incamas primarily attributable to increased revengea$sed above
offset by increased loss and LAE due mostly togased net premiums written in both the Specialtsn@ercial
and Personal Lines segments, as discussed abowel|las unfavorable prior year development of $tiion for
fiscal year 2009 as compared to favorable developwie$l.8 million during 2008.
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Segment information. The following is additional business segment iinfation for the years ended December 31,

2009 and 2008 (in thousands):

Year Ended December 31, 2009

Standard Specialty
Commercial Commercial Personal

Segment Segment Segment Corporate Consolidated
Produced premium (1) $ 72,512 3 144,230 $ 71,708 $ - $ 288,450
Gross premiums written 72,512 143,338 71,708 - 287,558
Ceded premiums written (4,430) (21,388) - - (25,818)
Net premiums written 68,082 121,950 71,708 - 261,740
Change in unearned premiums 3,208 (9,680) (4,196) - (10,668)
Net premiums earned 71,290 112,270 67,512 - 251,072
Total revenues 76,496 131,504 73,785 5,254 287,039
Losses and loss adjustment expenses 44,372 65,453 43,794 - 153,619
Pre-tax income (loss), net of non-controlling ietdr 9,266 20,883 11,000 (7,944) 33,205
Net loss ratio (2) 62.2% 58.3% 64.9% 61.2%
Net expense ratio (2) 31.3% 30.1% 21.6% 30.5%
Net combined ratio (2) 93.5% 88.4% 86.5% 91.7%

Year Ended December 31, 2008
Standard Specialty
Commercial Commercial Personal

Segment Segment Segment Corporate Consolidated
Produced premium (1) $ 80,193 3 146,054 $ 60,834 $ - $ 287,081
Gross premiums written 80,190 102,825 60,834 - 243,849
Ceded premiums written (4,829) (4,093) - - (8,922)
Net premiums written 75,361 98,732 60,834 - 234,927
Change in unearned premiums 4,434 (1,226) (1,815) - 1,393
Net premiums earned 79,795 97,506 59,019 - 236,320
Total revenues 84,075 127,882 64,475 (7,742) 268,690
Losses and loss adjustment expenses 49,270 55,933 39,042 (0] 144,244
Pre-tax income (loss), net of non-controlling ietdr 9,683 21,328 8,989 (18,926) 21,074
Net loss ratio (2) 61.7% 57.4% 66.2% 61.0%
Net expense ratio (2) 30.8% 30.7% 22.0% 30.6%
Net combined ratio (2) 92.5% 88.1% 88.2% 91.6%

1 Produced premium is a non-GAAP measurement tlatagement uses to track total premium producedunyoperations.
unaffiliated third party premium fronted on our eetly acquired HCM subsidiary. We believe thisisiseful tool for users of our financial statements
measure our premium production whether retainedunyinsurance company subsidiaries or assumeditzyghrty insurance carriers who pay us commission

revenue.

2 The net loss ratio is calculated as incutosdes and LAE divided by net premiums earnedy éatermined in accordance with GAAP.

Produced premium excludes

During second

quarter of 2009 we changed the method in whichtteexpense ratio is calculated. The net expeat&®is now calculated for our operating units tretin

100% of produced premium as total operating expefise the unit offset by agency fee income, dividgd net premiums earned, each determined in
accordance with GAAP. For the operating units tmnot retain 100% of the produced premium, theempense ratio is calculated as underwriting egpen

of the insurance company subsidiaries for the offiiiet by agency fee income, divided by net prensiwwarned, each determined in accordance with GAAP.

Net combined ratio is calculated as the sum ofniteloss ratio and the net expense ratio. Allmpperiods have been restated to conform to the method,
resulting in an increase to the consolidated npepse ratio of 1.7% for the twelve months endedeber 31, 2008.
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Standard Commercial Segmentross premiums written for the Standard Comme@égment were $72.5 million
for the year ended December 31, 2009, which was @ifllion, or approximately 10%, less than the $8fillion
reported for the same period in 2008. Net premiwrigen were $68.1 million for the year ended Deber 31,
2009 as compared to $75.4 million reported for shme period in 2008. The decrease in premium velwas
predominately due to the deterioration of the gaheconomic environment, particularly in the coustion
industry, reducing the available insured exposures.

Total revenue for the Standard Commercial Segme#76.5 million for the year ended December 31, 20fs

$7.6 million less than the $84.1 million reportedidg the year ended December 31, 2008. This appately 9%

decrease in total revenue was primarily due to ebserd net premiums earned of $8.5 million and lomedr
investment income of $0.6 million during 2009. Llemwprocessing and services fees of $0.1 milliorthkr
contributed to this decrease in revenue. Theseedses in revenue were partially offset by profiarsiy

commission adjustments of $0.3 million recognizedthe year ended December 31, 2009 as comparprbfid

sharing commission adjustments of $1.9 million grgéped for the year ended December 31, 2008. Th#tp
sharing commission adjustments related to advessedevelopment on prior accident years.

Pre-tax income for our Standard Commercial Segnoér$9.3 million for the year ended December 31, 200
decreased $0.4 million, or approximately 4%, frone 1$9.7 million reported for the same period of 00
Decreased revenue as discussed above was the yri@aason for the decrease in pre-tax income, offgdbwer
losses and LAE of $4.9 million and lower operataxpenses of $2.3 million primarily due to lower guation
related expenses during 2009 as a result of lowstyzed premium.

The net loss ratio for the year ended Decembe2@09 was 62.2% as compared to the 61.7% reportatidcsame
period of 2008. The gross loss ratio before reiusce was 62.1% for the year ended December 31, 2609
compared to 67.4% for the same period the prior.y&ae gross loss results for the year ended Deeeil, 2009
and 2008 included $1.8 million and $2.4 millionfaforable prior year development, respectively. ghess loss
results for fiscal 2008 also included $10.9 millioh hurricane related losses ($4.4 million net eifnsurance
recoveries). The Standard Commercial Segment tegbaret expense ratios of 31.3% and 30.8% for tarsy
ended December 31, 2009 and 2008, respectively.

Specialty Commercial Segment. The $131.5 million of total revenue for the yemded December 31, 2009 was
$3.6 million higher than the $127.9 million repatter 2008. This increase in revenue was largeby tuincreased
net premiums earned of $14.8 million as a resulthefincreased retention of business and the atigni®f the
Heath XS Operating Unit during the third quarter 28008. Increased net investment income contribized
additional $0.7 million to the increase in reverioefiscal 2009. These increases were partiallgetfby (a) lower
commission income of $8.6 million due primarily tocreased retention of premium, (b) lower profiashg
commission income of $3.0 million due to higheergton of premium in the more recent treaty periasisvell as
adverse loss development on the earlier treatp@eriand (c) reduced finance charges of $0.3 millio

Pre-tax income for the Specialty Commercial Segnun$20.9 million was $0.4 million lower than th1$3
million reported in 2008. Increased revenue, disedsabove, was offset by increased losses and UARO.6
million. Increased revenue was complemented byetoexpenses of $5.5 million. These lower operatixgenses
for fiscal 2009 were primarily the combined reseft(a) a $1.2 million premium receivable write-affie to the
default of a producer in our TGA Operating Unitidgrthe third quarter of 2008, lower productioratedd expenses
of $4.1 million due to lower produced premium, dader operating expenses of $2.0 million in our dsryace
Operating Unit and TGA Operating Unit, partiallyfs#t by (b) increased operating expenses of $1ldomiand
increased amortization of intangible assets of $Ailon, in both cases related to the acquisitidrour Heath XS
Operating Unit effective August 29, 2008.

The Specialty Commercial Segment reported a netrht#o of 58.3% for 2009 as compared to 57.4%2608. The
gross loss ratio before reinsurance was 57.8%hyear ended December 31, 2009 as compared t#56rshe
same period the prior year. The gross loss refultthe years ended December 31, 2009 and 200&died $4.4
million and $1.2 million of unfavorable prior yedevelopment, respectively. The gross loss resoiltfiscal 2008
also included $3.5 million of hurricane relatedsles ($1.6 million net of reinsurance recoverieg)e Bpecialty
Commercial Segment reported a net expense raB0.&6 for 2009 as compared to 30.7% for 2008.

Personal Segment.Net premium written for our Personal Segmentéased $10.9 million during the year ended
December 31, 2009 to $71.7 million compared to &&dillion in the year ended December 31, 2008. ifbhecase
in premium was due mostly to continued geograpkjgaasion.

Total revenue for the Personal Segment increaseaimately 14% to $73.8 million for the year end@ecember
31, 2009 from $64.5 million the prior year. Highearned premium of $8.5 million was the primarysmafor the
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increase in revenue for the period. Increasechfieecharges of $0.9 million and net investment imef $0.1
million further contributed to this increase in eewe, offset by lower third party commission reverd $0.2
million.

Pre-tax income for the Personal Segment was $1llidmfor the year ended December 31, 2009 as @egto
$9.0 million the prior year. The increased reverasediscussed above, was offset by increasedslasgtLAE of
$4.8 million and increased operating expenses ¢ ##llion due mostly to production related expenaéributable
to the increased earned premium. The Personal &ggraported a net loss ratio of 64.9% for the yaated
December 31, 2009 as compared to 66.2% for the pe@mr. The decline in the net loss rasigrimarily aresult of
the maturing of the new business impact associattdgeographic expansion. The Personal Segmeongrezed
$1.0 million of favorable prior accident year de@hent during the year ended December 31, 2006rapared to
favorable prior accident year development of $0ilian during the year ended December 31, 2008e Pkrsonal
Segment reported a net expense ratio of 21.6%héye¢ar ended December 31, 2009 as compared téhZarGhe
prior year.

Corporate. Total revenue for corporate increased by $13.0iomifor the year ended December 31, 2009 as
compared to the prior year. Recognized gains di $8llion on our investment portfolio during 2088 compared

to recognized losses of $11.3 million on our inwestt portfolio during the same period in 2008 wpegtially
offset by decreased investment income of $1.3 onilprimarily due to lower yields.

Corporate pre-tax loss was $7.9 million for theryereded December 31, 2009 as compared to $18.@miftr the
prior year. The decreased loss was mostly duenh¢oiricreased revenues discussed above partiakbgtoffy
increased non-cash operating expenses of $0.6omitklated to stock option grants and higher péipension
costs, increased other compensation expense oindilidn and increased other operating expense&0d million
of which $0.3 million related to a proxy contesin addition, increased intangible amortization &f45million
related to our acquisition of CYR during the secqudrter of 2009 further offset the increased reeen

Comparison of Years ended December 31, 2008 ancebwer 31, 2007

Management overviewDuring fiscal 2008, our total revenues were $268illlon, representing an approximately
2% decrease over the $275.2 million in total reesnfor fiscal 2007. The decrease in total reveduréng 2008
was primarily due to recognized losses on our itnaent portfolio and lower commission income palyialffset by
higher earned premium and investment income. Stdan@ammercial Segment revenues decreased $2.omilli
during 2008 due primarily to lower earned premium a result of increased competition, rate pressane,
deterioration of the economic environment in thdtéth States. Increased retention of business anddhuisition
of our Heath XS Operating Unit in 2008 drove the3$tillion increase in revenue by our Specialty @uencial
Segment during 2008 compared to 2007. RevenuesdrorPersonal Segment increased $6.2 million du2deg,
due largely to geographic expansion into new stdi@sporate revenue decreased $11.6 million duZ@g@8 as
compared to 2007 primarily due to recognized lossesur investment portfolio of $11.3 million asngoared to
recognized gains of $2.6 million during 2007, mlyi offset by increased investment income of $8ilion for the
period ended December 31, 2008, as compared sathe period during 2007.

We reported net income of $12.9 million for the yeaded December 31, 2008, compared to $27.9 mito the
year ended December 31, 2007. On a diluted pee df@sis, net income was $0.62 for fiscal 2008cmspared to
$1.34 for fiscal 2007. The decrease in net incarae primarily attributable to decreased revenseutised above
and higher loss and LAE due to hurricane relatedde during 2008.
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Segment information. The following is additional business segment iinfation for the years ended December 31,
2008 and 2007 (in thousands):

Year Ended December 31, 2008

Standard Specialty
Commercial Commercial Personal

Segment Segment Segment Corporate Consolidated
Produced premium (1) $ 80,193 $ 146,054 $ 60,834 $ - $ 287,081
Gross premiums written 80,190 102,825 60,834 - 243,849
Ceded premiums written (4,829) (4,093) - - (8,922)
Net premiums written 75,361 98,732 60,834 - 234,927
Change in unearned premiums 4,434 (1,226) (1,815) - 1,393
Net premiums earned 79,795 97,506 59,019 - 236,320
Total revenues 84,075 127,882 64,475 (7,742) 268,690
Losses and loss adjustment expenses 49,270 55,933 39,042 Q) 144,244
Pre-tax income (loss), net of non-controlling et 9,683 21,328 8,989 (18,926) 21,074
Net loss ratio (2) 61.7% 57.4% 66.2% 61.0%
Net expense ratio (2) 30.8% 30.7% 22.0% 30.6%
Net combined ratio (2) 92.5% 88.1% 88.2% 91.6%

Year Ended December 31, 2007

Standard Specialty
Commercial Commercial Personal

Segment Segment Segment Corporate Consolidated
Produced premium (1) $ 90,985 $ 151,003 $ 55916 $ - $ 297,904
Gross premiums written 90,868 102,688 55,916 - 249,472
Ceded premiums written (6,273) (4,388) - - (10,661)
Net premiums written 84,595 98,300 55,916 - 238,811
Change in unearned premiums (840) (9,589) (2,411) - (12,840)
Net premiums earned 83,755 88,711 53,505 - 225,971
Total revenues 86,512 126,550 58,268 3,836 275,166
Losses and loss adjustment expenses 48,480 48,484 35,969 (15) 132,918
Pre-tax income (loss) 12,415 28,338 7,523 (6,507) 41,769
Net loss ratio (2) 57.9% 54.7% 67.2% 58.8%
Net expense ratio (2) 29.9% 31.1% 22.2% 29.1%
Net combined ratio (2) 87.8% 85.8% 89.4% 87.9%

1 Produced premium is a non-GAAP measurement tlatagement uses to track total premium producedupyoperations. Produced premium excludes
unaffiliated third party premium fronted on our eetly acquired HCM subsidiary. We believe thisaisiseful tool for users of our financial statements
measure our premium production whether retainedusyinsurance company subsidiaries or assumedituyghrty insurance carriers who pay us commission
revenue.

2 The net loss ratio is calculated as incutosdes and LAE divided by net premiums earnedy éatermined in accordance with GAAP.  During econd
quarter of 2009 we changed the method in whichtteexpense ratio is calculated. The net expeat&®is now calculated for our operating units tretin
100% of produced premium as total operating experise the unit offset by agency fee income dividgd net premiums earned, each determined in
accordance with GAAP. For the operating units tmnot retain 100% of the produced premium, theerpense ratio is calculated as underwriting egpen
of the insurance company subsidiaries for the offiiet by agency fee income, divided by net prensiwarned, each determined in accordance with GAAP.
Net combined ratio is calculated as the sum ofniiteloss ratio and the net expense ratio. Allmpperiods have been restated to conform to the method,
resulting in an increase to the consolidated npepse ratio of 1.7% and 1.3% for the twelve merthded December 31, 2008 and 2007, respectively.
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Standard Commercial Segmen&ross premiums written for the Standard Comme®@égment were $80.2 million
for the year ended December 31, 2008, which was7&thdllion or approximately 12% less than the $9Miflion
reported for the same period in 2007. Net premiwrigen were $75.4 million for the year ended Deber 31,
2008 as compared to $84.6 million reported forghme period in 2007. Increased competition, re¢esure and
the deterioration of the general economic envirammehallenged premium volume growth by the Standard
Commercial Segment throughout 2008.

Total revenue for the Standard Commercial Segmef84.1 million for the year ended December 31,20@s
$2.4 million less than the $86.5 million reportaedidg the year ended December 31, 2007. This appately 3%
decrease in total revenue was primarily due toatesmd net premiums earned of $4.0 million and lgwecessing
and service fees of $0.4 million due to the shifinf a third party agency structure to an insuramuogerwriting
structure. These decreases in revenue were padftdet by a contingent commission adjustmentioidg revenue
by $1.9 million in 2008 as compared to a $3.5 willreduction in 2007. The contingent commissiojustthents
related to adverse loss development on prior antigksars. Increased net investment income of $lmduring

2008 also partially offset the decreases in revelismuissed above.

Pre-tax income for our Standard Commercial Segnoér$9.7 million for the year ended December 31, 800
decreased $2.7 million, or approximately 22%, frtme $12.4 million reported for the same period 602
Decreased revenue as discussed above was the yrmaaon for the decrease in pre-tax income, aksaseiigher
losses and LAE of $0.8 million, offset by lower omting expenses of $0.5 million, mostly due to loweoduction
related expenses during 2008 as a result of loweanipm production.

The net loss ratio for the year ended Decembe2@08 was 61.7% as compared to the 57.9% reportatidcsame
period of 2007. The net loss ratio was unfavoraibhpacted by hurricane related losses net of reamae
recoveries of $4.4 million for the year ended Delben81, 2008. The gross loss ratio before reimagravas 67.4%
for the year ended December 31, 2008 as compar&6.686 for the same period the prior year. Thesgloss
results for the year ended December 31, 2008 ied®10.9 million of hurricane related losses and! $aillion of
favorable prior year development as compared t@ $dillion of favorable prior year development fdretyear
ended December 31, 2007. The Standard Commemimhént reported net expense ratios of 30.8% ar@¥@for
the year ended December 31, 2008 and 2007, resglgcti

Specialty Commercial Segment. The $127.9 million of total revenue for the yemded December 31, 2008 was
$1.3 million higher than the $126.6 million repatter 2007. This increase in revenue was largely uincreased
net premiums earned of $8.8 million as a resuthefincreased retention of business and increasethvestment
income of $0.3 million. These increases were offgsetower commission income of $7.6 million duerpairily to
the shift from a third party agency structure toimsurance underwriting structure partially off¢st increased
commission income in our newly acquired Heath X®@png Unit.

Pre-tax income for the Specialty Commercial Segnudn$21.3 million was $7.0 million lower than th@&3
million reported in 2007. Increased revenue, disedsabove, was offset by increased losses and A%/ d
million and increased operating expenses of $0.fiomidue mostly to increased production relateghemses
related to the acquisition of our Heath XS Opemiimit partially offset by reduced premium prodaatiin our
TGA and Aerospace Operating Units. Amortizationrméngible assets of $0.2 million related to ounsition of
the Heath XS Operating Unit during 2008 also cbuied to the decline in pre-tax income.

The Specialty Commercial Segment reported a netrit#o of 57.4% for 2008 as compared to 54.7%2697. The
net loss ratio was unfavorably impacted by hurriceslated losses net of reinsurance recoveried.6f igillion for
the year ended December 31, 2008. The gross lossbefore reinsurance was 59.5% for the year emsgember
31, 2008 as compared to 53.2% for the same pehedotior year. The gross loss results for the ywated
December 31, 2008 included $3.5 million of hurrigarelated losses and $1.2 million of adverse pyiear
development as compared to $3.8 million of favaeghlior year development for the year ended DecerBbe
2007. The Specialty Commercial Segment reporteet &xpense ratio of 30.7% for 2008 as comparéd 1% for
2007.

Personal Segment.Net premium written for our Personal Segmentaased $4.9 million during the year ended
December 31, 2008 to $60.8 million compared to $Baillion in the year ended December 31, 2007. ifbeease
in premium was due mostly to continued geograpkaasion that began in 2006.

Total revenue for the Personal Segment increasezimately 11% to $64.5 million for the year end@ecember
31, 2008 from $58.3 million the prior year. Highearned premium of $5.5 million was the primarysmafor the
increase in revenue for the period. Increasednéieacharges of $0.6 million and higher commissiansl
processing fee revenue of $0.1 million further citwited to this increase in revenue during 2008.
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Pre-tax income for the Personal Segment was $dlmfor the year ended December 31, 2008 as coatptd
$7.5 million the prior year. The increased reveragdiscussed above, was offset by increasedslesek LAE of
$3.1 million and increased operating expenses of #illion due mostly to production related expenatributable
to the increased earned premium.

The Personal Segment reported a net loss ratid @96 for the year ended December 31, 2008 as ceaugar
67.2% for the prior year. The decline in the rmtslis aresult of the maturing of the new business impact
associated with geographic expansion. We recodrie6 million of favorable prior accident year d®pment
during the year ended December 31, 2008 as compa®@l9 million during 2007. The Personal Segneported

a net expense ratio of 22.0% for the year endecber 31, 2008 as compared to 22.2% for the pear.y

Corporate. Total revenue for corporate decreased by $11llBomifor the year ended December 31, 2008 as
compared to the prior year. Recognized losses1df3$million on our investment portfolio as commhr®
recognized gains of $2.6 million during the samequkin 2007 was partially offset by increased stweent income

of $2.3 million primarily due to changes in capigibcation.

Corporate pre-tax loss was $18.9 million for tharyended December 31, 2008 as compared to $6.i5miidr the
prior year. The increased loss was mostly duehéodecreased revenues discussed above as weltraased
interest expense of $0.9 million due to the issaamictrust preferred securities during the fourttarger of 2007
partially offset by lower operating expenses oflfillion.

Liquidity and Capital Resources
Sources and Uses of Funds

Our sources of funds are from insurance-relatedatipas, financing activities and investing actedt Major

sources of funds from operations include premiumitected (net of policy cancellations and premiucesied),

commissions and processing and service fees. hsdding company, Hallmark is dependent on dividpagiments
and management fees from its subsidiaries to meetating expenses and debt obligations. As of Deeerl,

2009, Hallmark had $10.6 million in unrestrictedslcand invested assets. Unrestricted cash andtéavassets of
our non-insurance subsidiaries were $7.0 millioofd@ecember 31, 2009.

AHIC, domiciled in Texas, is limited in the paymeott dividends to their stockholders in any 12-mop#riod,
without the prior written consent of the Texas Dép&nt of Insurance, to the greater of statutotyimeome for the
prior calendar year or 10% of statutory policyhotdsurplus as of the prior year end. Dividends iy be paid
from unassigned surplus funds. HIC, domiciled inzéna, is limited in the payment of dividends te flesser of
10% of prior year policyholders surplus or prioaye net investment income, without prior writtggpeoval from
the Arizona Department of Insurance. HSIC, domitile Oklahoma, is limited in the payment of dividesno the
greater of 10% of prior year policyholders surpbugprior year's statutory net income, not includiaglized capital
gains, without prior written approval from the Ohdama Insurance Department. During 2010, the agtgega
ordinary dividend capacity of these subsidiarie1i8.4 million, of which $15.9 million is availabte Hallmark. As
a county mutual, dividends from HCM are payablgaticyholders. None of our insurance company subsas
paid a dividend during the years ended Decembe2@19 or 2008.

The state insurance departments also regulatecimaimansactions between our insurance subsidiara their
affiliated companies. Applicable regulations requapproval of management fees, expense sharirtgacts and
similar transactions. American Hallmark GenerakAgy, Inc. paid $5.6 million, $4.5 million and $Intllion in
management fees to Hallmark during 2009, 2008 &0d 2Zrespectively. HIC paid $1.2 million in manaegmt fees
to American Hallmark General Agency, Inc. duringleaf 2009, 2008 and 2007. AHIC paid $4.5 millemd $3.3
million in management fees to American Hallmark &ahAgency, Inc. during 2009 and 2008, respegctivéiHIC
did not pay any management fees during 2007. H#ii@d $60,000 in management fees to TGA during edch
2009, 2008, and 2007.

Statutory capital and surplus is calculated austat assets less statutory liabilities. The vasistate insurance
departments that regulate our insurance compansidialies require us to maintain a minimum statutcapital
and surplus. As of December 31, 2009, our inswwaompany subsidiaries reported statutory capitdlsaurplus of
$174.9 million, substantially greater than the minim requirements for each state. Each of our amsig company
subsidiaries is also required to satisfy certask-based capital requirements. (See, “Item 1. 1i&ass — Insurance
Regulation — Risk-based Capital Requirements.”) oA®ecember 31, 2009, the adjusted capital uniderrisk-
based capital calculation of each of our insuraoempany subsidiaries substantially exceeded thdmmim
requirements. Our total statutory premium-to-suspgbercentage for the years ended December 31, &8D2008
was 150% and 170%, respectively.
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Comparison of December 31, 2009 to December 318200

On a consolidated basis, our cash and investmextiyding restricted cash and investments, at Dbeei3il, 2009
were $439.9 million compared to $352.7 million &dember 31, 2008. Increases in market value ofnvestment
portfolio for the period and cash from operatint\aiies were the primary reasons for this increase

Comparison of Years Ended December 31, 2009 andebdzer 31, 2008

Net cash provided by our consolidated operatintyities was $61.7 million for the year ended DecemB1, 2009
compared to $48.7 million for the year ended Decamii, 2008. The increase in operating cash flow pvanarily
due to increased collected premium as a resutiapéased retention of business.

Cash used by investing activities during the yealed December 31, 2009 was $2.0 million as compar&d26.1
million for the prior year. Contributing to theatease in cash used in investing activities wascaghse of $594.3
million in purchases of debt and equity securitied a $7.6 million reduction in payments for aciioiss of
subsidiaries, net of cash received, partially affse(i) a $4.1 million reduction in the changer@stricted cash, (ii)
a $473.5 million reduction in maturities, sales aademptions of investment securities and (iiipal$million
increase in purchases of property and equipmehé chiange in payments for acquisitions of subselaesulted
from the combined impact of a net cash paymenBd #illion, net of cash acquired, for the acqiositof a
management agreement controlling HCM and a $3ll®mpayment of contingent consideration to thiese of
the subsidiaries comprising our TGA Operating Wmi2009, compared to a net cash payment of $14iBminet
of cash acquired for the acquisition of our HeathGperating Unit in 2008.

Cash used in financing activities during the yeatesl December 31, 2009 was $6.6 million as compar§8.7
million for the same period of 2008. The cash udadng 2009 was primarily for repayment of banktdend the
repurchase of the Company’s common stock duringhting quarter of 2009. The cash used during 2088 w
primarily for the payment of consideration to tledlexrs of the subsidiaries comprising our TGA OfiagaUnit. As
of December 31, 2009 we had fully repaid our oliarato the sellers.

Credit Facilities

We have a credit facility with The Frost Nationahrik which was amended and restated on JanuaryOP®, &
provide a $20 million revolving credit facility vita $5 million letter of credit sub-facility. Tleeedit facility was
further amended effective May 31, 2007 to incretagerevolving credit facility to $25 million andteblish a new
$5 million revolving credit sub-facility for the emium finance operations of PAAC. This $5 millioredit sub-
facility replaced PAAC’s $5 million revolving credacility with JP Morgan Chase Bank which termattiune 30,
2007. The credit agreement was again amended igffdetbruary 20, 2008 to extend the terminatiodaouary 27,
2010, revise various affirmative and negative cavis and decrease the interest rate in most iregancthe three
month Eurodollar rate plus 1.90 percentage popayable quarterly in arrears. The credit agreemerst again
amended January 21, 2010 in order to extend ceztqimation, maturity, and termination dates fqresiod of 120
days. We pay letter of credit fees at the rate.0®0% per annum. Our obligations under the revghdredit facility
are secured by a security interest in the capitadksof all of our subsidiaries, guaranties ofdallour subsidiaries
and the pledge of all of our non-insurance compessets. The revolving credit facility contains eoants which,
among other things, require us to maintain cerfimancial and operating ratios and restrict ceriistributions,
transactions and organizational changes. As ofeBeer 31, 2009, we were in compliance with all of o
covenants. As of December 31, 2009 we had $21®mibutstanding under this facility.

Trust Preferred Securities

On June 21, 2005, an unconsolidated trust subgidiampleted a private placement of $30 million @Fy&ar
floating-rate trust preferred securities. Simuttamsly, we borrowed $30.9 million from the trusbsidiary and
contributed $30 million to AHIC in order to increapolicyholder surplus. The note bears an initigdriest rate of
7.725% until June 15, 2015, at which time interg#it adjust quarterly to the three-month LIBOR ratlus 3.25
percentage points. As of December 31, 2009, the Inmiance was $30.9 million.

On August 23, 2007, an unconsolidated trust sutnsidiompleted a private placement of $25 million36fyear

floating trust preferred securities. Simultanegugle borrowed $25.8 million from the trust subargi for working

capital and general corporate purposes. The naes lam initial interest rate at 8.28% until Septenitb, 2017, at
which time interest will adjust quarterly to therdh-month LIBOR rate plus 2.90 percentage poinfs of

December 31, 2009 the note balance was $25.8 millio
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Long-Term Contractual Obligations

Set forth below is a summary of long-term contratibligations as of December 31, 2009. Amounpsesgent
estimates of gross undiscounted amounts payabletiove. In addition, certain unpaid losses and L&E ceded to
others under reinsurance contracts and are, thierafecoverable. Such potential recoverables ateailected in

the table.

Estimated Payments by Period (in thousands)

Total 2010 2011-2012 2013-2014 After 2014

Notes payable $ 59,502% 280 $ 1,120 $ 1,400 $ 56,702

Interest on notes payable 116,591 4,445 8,856 8,775 94,515
Unpaid losses and loss

adjustment expenses (1) 184,662 81,788 67,706 25,590 9,578

Operating leases 2,954 1,194 967 531 262

Purchase obligations 629 120 232 194 83

(1) The payout pattern for unpaid losses anddofsstment expenses is based upon historical paywa¢terns and
does not represent actual contractual obligatidrie timing and amount ultimately paid will likelary from these
estimates.

Based on 2010 budgeted and year-to-date cash fiifmnmation, we believe that we have sufficient idity to meet
our projected insurance obligations, operationgle@ses and capital expenditure requirements fomthe 12
months.

Effects of Inflation

We do not believe that inflation has a materiaketffon our results of operations, except for thiecefthat inflation
may have on interest rates and claim costs. Tieetsfof inflation are considered in pricing antireating reserves
for unpaid losses and LAE. The actual effectsndiftion on results of operations are not knownilwtaims are
ultimately settled. In addition to general prioélation, we are exposed to the upward trend injtldécial awards
for damages. We attempt to mitigate the effectmitdition in the pricing of policies and establist) reserves for
losses and LAE.

Iltem 7A. Quantitative and Qualitative Disclosures Aout Market Risk.

Not applicable to smaller reporting company.
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Item 8. Financial Statements and Supplementary Dat

The following consolidated financial statementshef Company and its subsidiaries are filed asqfatis report.

Description
Report of Independent Registered Public Accourfting

Consolidated Balance Sheets at December 31, 2GD2G08

Consolidated Statements of Operations for the YEaded
December 31, 2009, 2008 and 2007

Consolidated Statements of Stockholders’ Equity @athprehensive Income (Loss)
for the Years Ended December 31, 2009, 2008 and 200

Consolidated Statements of Cash Flows for the YEaded
December 31, 2009, 2008 and 2007

Notes to Consolidated Financial Statements

Financial Statement Schedules
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Iltem 9. Changes in and Disagreements with Accountis on Accounting and Financial Disclosure.

None.

Item 9A(T). Controls and Procedures.

Evaluation of Disclosure Controls and Procedures

The principal executive officer and principal fircéal officer of Hallmark have evaluated our disclos controls
and procedures and have concluded that, as onthefethe period covered by this report, such dsate controls
and procedures were effective in ensuring thatrmédion required to be disclosed by us in the respitrat we file
or submit under the Securities Exchange Act of 1834imely recorded, processed, summarized andrieghoThe
principal executive officer and principal financiaffficer also concluded that such disclosure cdstrand
procedures were effective in ensuring that inforamatequired to be disclosed by us in the repdréd we file or
submit under such Act is accumulated and commugticéd our management, including our principal etigeu
officer and principal financial officer, as appr@te, to allow timely decisions regarding requidkstclosure.

Management’s Report on Internal Control over Finandal Reporting

Our management is responsible for establishing avantaining adequate “internal control over finahci
reporting”, as such phrase is defined in Exchange¢ Rule 13a-15(f). Under the supervision and witle
participation of management, including our ChiekEutive Officer and Chief Accounting Officer, anadation of
the effectiveness of our internal control over ficial reporting was conducted based upon the frarieun
Internal Control-Integrated Framework issued by @mmmittee of Sponsoring Organizations of the Tvead
Commission. Based upon that evaluation, managemasitconcluded that our internal control over fiiah
reporting was effective as of December 31, 2009irguhe most recent fiscal quarter, there havenlreechanges
in our internal controls over financial reportiftat have materially affected, or are reasonabiglyiko materially
affect, our internal control over financial repadgi

This report does not include an attestation repbdur registered public accounting firm regardintgrnal control
over financial reporting. Management'’s report wa$ subject to attestation by our registered puaticounting
firm pursuant to temporary rules of the Securitigel Exchange Commission that permit us to prowdly
management’s report in this annual report.

Item 9B. Other Information.

None.
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PART IlI
Iltem 10. Directors, Executive Officers and Corporée Governance.

The information required by Item 10 is incorporakgdreference from the Registrant’s definitive pratatement
to be filed with the Securities and Exchange Corsinis pursuant to Regulation 14A not later than dag@s after
the end of the fiscal year covered by this report.

Iltem 11. Executive Compensation.

The information required by Item 11 is incorporakgdreference from the Registrant’s definitive pratatement

to be filed with the Securities and Exchange Corsinis pursuant to Regulation 14A not later than dag@s after

the end of the fiscal year covered by this report.

Iltem 12. Security Ownership of Certain BeneficialOwners and Management and Related Stockholder
Matters.

The information required by Item 12 is incorporalgdreference from the Registrant’s definitive pratatement
to be filed with the Securities and Exchange Corsinis pursuant to Regulation 14A not later than dags after
the end of the fiscal year covered by this report.

Item 13. Certain Relationships and Related Transdons, and Director Independence.

The information required by Item 13 is incorporakgdreference from the Registrant’s definitive pratatement
to be filed with the Securities and Exchange Corsinis pursuant to Regulation 14A not later than dag@s after
the end of the fiscal year covered by this report.

Item 14. Principal Accounting Fees and Services.
The information required by Iltem 14 is incorporakgdreference from the Registrant's definitive yretatement

to be filed with the Securities and Exchange Corsinis pursuant to Regulation 14A not later than dags after
the end of the fiscal year covered by this report.
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PART IV
Item 15. Exhibits, Financial Statement Schedules.
(8)(1) Financial Statements

The following consolidated financial statementstesothereto and related information are
included in Item 8 of this report:

Report of Independent Registered Public Accognfiimm

Consolidated Balance Sheets at December 31, 2092008

Consolidated Statements of Operations for the&’Eaded December 31, 2009, 2008 and 2007

Consolidated Statements of Stockholders’ Equity @athprehensive Income (Loss) for the Years
Ended December 31, 2009, 2008 and 2007

Consolidated Statements of Cash Flows for thesYEaded December 31, 2009, 2008 and 2007

Notes to Consolidated Financial Statements

(@)(2) Financial Statement Schedules
The following financial statement schedules acduded in this report:

Schedule Il — Condensed Financial Information efjiRtrant (Parent Company Only)
Schedule 11l — Supplemental Insurance Information
Schedule IV — Reinsurance
Schedule VI — Supplemental Information Concerritngperty-Casualty
Insurance Operations

(8)(3) Exhibit Index

The following exhibits are either filed with thigport or incorporated by reference:

Exhibit Description
Number

3.1 Restated Articles of Incorporation of the régist (incorporated by reference to Exhibit 81
Amendment No. 1 to the registrant’'s Registratioat&hent on Form $-[Registration N¢
333-136414] filed September 8, 2006).

3.2 Amended and Restated By-Laws of the regisffianbrporated by reference to Exhibit 3.1 to
the registrant’s Current Report on Form 8-K filedt@ber 1, 2007).

4.1 Specimen certificate for common stock, $0.18 y@due, of the registrant (incavpated b
reference to Exhibit 4.1 to Amendment No. 1 to thgistrant’s Registration Statememt
Form S-1 [Registration No. 333-136414] filed Septems, 2006).

4.2 Indenture dated June 21, 2005, between Hefl¥@nancial Services, Inc. and JPMor
Chase Bank, National Association (incorporateddfgrence to Exhibit 4.1 to the registra
Current Report on Form 8-K filed June 27, 2005).

4.3 Amended and Restated Declaration ofsfTrof Hallmak Statutory Trust | dated as
June 21, 2005, among Hallmark Financial Servites, as sponsor, Chase Bank U
National Association, as Delaware trustee, amiPMorgan Chase Bank, Natio
Association, as institutional trustee, and riM&chwarz and Mark Morrison,
administrators (incorporated by reference to Exhib? to the registrant’'s Current Repori
Form 8-K filed June 27, 2005).

4.4 Form of Junior Subordinated Debt Security D0832(included in Exhibit 4.2 above).
4.5 Form of Capital Security Certificate (includadexhibit 4.3 above).
4.6 First Restated Credit Agreement dated Januar@06, between Hallmark Financiérvices

Inc. and The Frost National Bank (incorporatedédference to Exhibit 4.1 to thegistrant’s
Current Report on Form 8-K filed February 2, 2006).
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4.7

4.8

4.9

4.10
4.11

4.12

4.13

10.1

10.2

10.3

10.4

10.5

10.6

10.7

Form of Registration Rights Agreement dated Jan@dry2006, between Hallmark Finan
Services, Inc. and Newcastle Special Opportunitynd=u, Ltd. and Newcastle Spec
Opportunity Fund II, L.P(incorporated by reference to Exhibit 4.1 to thgistrant’s Currel
Report on Form 8-K filed February 2, 2006).

Indenture dated as of August 23, 2007, betweenmdalk Financial Services, Inc. and -
Bank of New York Trust Companational Association (incorporated by refererm&xhibit
4.1 to the registrant’s Current Report on Form 8k&d August 24, 2007).

Amended and Restated Declaration of Trust of Halln&tatutory Trust Il dated as of Aug
23, 2007, among Hatiark Financial Services, Inc., as sponsor, The BaihiNew York
(Delaware), as Delaware trustee, and The Bank o Nerk Trust Company, Natior
Association, as institutional trustee, and Mark\8atz and Mark Morrison, as administra
(incorporated by reference to Exhibit 4.2 to thgisgant’s Current Report on Formk3filed
August 24, 2007).

Form of Junior Subordinated Debt Security R087 (included in Exhibit 4.8 above).
Form of Capital Security Certificate (includadexhibit 4.9 above).

Fifth Amendment to First Restated Credit Agreat among Hallmark Financial Services, Inc.
and its subsidiaries and The Frost National Bartedi&ebruary 20, 2008 (incorporated
reference to Exhibit 99.1 to the registrant's CaotrBeport on Form & filed February 2¢
2009).

Sixth Amendment to First Restated Credit Agreet among Hallmark Financial Services, Inc.
and its subsidiaries and The Frost National Banledidanuary 21, 2010 (incorporatec
reference to Exhibit 99.1 to the registrant’'s CotrReport on Form & filed January 2!
2010).

Office Lease for 6500 Pinecrest, Plano, Texided July 22, 2008, betwedtallmark
Financial Services, Inc. and Legacy Tech IV AssesigLimited Partnership (incorporatby
reference to Exhibit 99.1 to the registrant’s Caotfieeport on Form 8-K filed July 29, 2008).

Lease Agreement for 777 Main Street, Fort Worthxabe dated June 12, 2003 betw
Hallmark Financial Services, Inc. and Crescent Heshte Fundig I, L.P. (incorporated |
reference to Exhibit 10(a) to the registrant’s Qerdy Report on Form 1QSB for the quart
ended June 30, 2003).

Lease Agreement for 7411 John Smith Drive, San #intoTexas, dated February 18, 1¢
between Pan American Acceptance Corporation andddeBlaza Partners, Lt@incorporate
by reference to Exhibit 10.4 to the registrant'sgiR&ation Statement on Form 1S-
[Registration No. 333-136414] filed August 8, 2006)

Amendment No. 1 to Lease Agreeirion 7411 John Smith Drive, San Antonio, Texadgec
June 10, 2002, between Pan American Acceptanceo@iipn and San Antonio Technolc
Center Corporation, as successor to Medical Plarmé&s, Ltd(incorporated by reference
Exhibit 10.5 to the registrant's Registration Sta¢@t on Form S-1 [Registration No. 333-
136414] filed August 8, 2006).

Amendment No. 2 to Lease Agreement for 7411 JohithSprive, San Antonio, Texas, da
February 27, 2003, between Pan American AcceptdBogordion and San Anton
Technology Center Corporation, as successor to daééflaza Partners, Ltincorporated b
reference to Exhibit 10.6 to the registrant’s Riggi®on Statement on Form ISfRegistratiol
No. 333-136414] filed August 8, 2006).

Amendment No. 3 to Lease Agreement for 7411 JohithSprive, San Antonio, Texas, da
November 10, 2004, between Pan American Acceptdbogoration and San Antor
Technology Center Corporation, as successor to daééflaza Partners, Ltd. (incorpormtey
reference to Exhibit 10.7 to the registrant’s Riggi®on Statement on Form SfRegistratiol
No. 333-136414] filed August 8, 2006).

Amended and Restated Lease Agreement for 14990nhamkdBoulevard, Addison, Texi
dated December 13, 200%etween Aerospace Managers, Inc. and Donnell Imess, L.L.C
(incorporated by reference to Exhibit 10.8 to thgistrant’s Registration Statement on Form S-
1 [Registration No. 333-136414] filed August 8, 8D0
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10.8 Office Lease by and between SA®lorthwest Center, L.P. and TGA Insurance Mang
Inc. dated January 29, 2010 (incorporated by rafereto Exhibit 10.1 to the registrar
Current Report on Form 8-K filed February 2, 2010).

10.9* 1994 Key Employee Long Term Incentive Plarc@rprated by reference to Exhibit 10(f)
the registrant’s Annual Report on Form 10-KSB fue fiscal year ended December 31, 1994).

10.10* First Amendment to Hallmark Financial Services,.I1®94 Key Employee Long Te
Incentive Plan (incorporated rgference to Exhibit 10(bm) to the registrant’s AahRepor
on Form 10-KSB for the fiscal year ended Decemlie2B802).

10.11* 1994 NorEmployee Director Stock Option Plan (incorporatgddference to Exhibit 10(g)
the registrant’s Annual Report on Form 10-KSB fue fiscal year ended December 31, 1994).

10.12* First Amendment to Hallmark Financial Seedc Inc. 1994 Nofmployee Director Stox
Option Plan (incorporated by reference to Exhilfi(bh) to the registrant’s Annual Report
Form 10-KSB for the fiscal year ended December28D?2).

10.13* Second Amendment to Hallmark Financial Ssrsj Inc. 1994 NoEmployee Director Stox
Option Plan (incorporated by reference to Exhilfi¢e) to the registrant’s Quarterly Repor
Form 10-QSB for the quarter ended September 301)200

10.14* Form of Indemnification Agreement between Hallm&ikancial Services, Inc. and its offic
and directors, adopted July 19, 2002 (incorporaigdreference to Exhibit 10(c) to 1
registrant’s Quarterly Report on Form 10-QSB fa tjuarter ended September 30, 2002).

10.15* Hallmark Financial Services, Inc. 2005 Long Terrodntive Plan (incorporated by refere
to Exhibit 10.1 to the registrant’s Current RepmtForm 8-K filed June 3, 2005).

10.16* Form of Incentive Stock Option Grant Agreement diporated by reference to Exhibit 10..
the registrant’s Current Report on Form 8-K fileshd 3, 2005).

10.17* Form of Non-qualified Stock Option Agreeméimcorporated by reference Exhibit 10.3 t
the registrant’s Current Report on Form 8-K fileoshd 3, 2005).

10.18* Employment Agreement dated as of February 1, 2B86yeen Texas General Agency,
and Donald E. Meyer (incorporated by reference ihilit 10.19 to the regignt's
Registration Statement on Form S-1 [Registration383-136414] filed August 8, 2006).

10.19 Guarantee Agreement dated as of June 21, 2005abm&tk Financial Services, Inc. for -
benefit of the holders of trust preferred secwsiti@mrporated by reference to Exhibit 10.:
the registrant’s Current Report on Form 8-K filemhd 27, 2005).

10.20 Guarantee Agreement dated as of August 23, 200'Habynark Financial Services, Inc.
the benefit of the holders of trust preferredwséies (incorporated by reference to Exhibit :
to the registrant’s Current Report on Form 8-Kdikugust 24, 2007).

10.21 Purchase Agreement dated November 9, 2005, by amdng Hallmark Financial Servic
Inc. and Samuel M. Cangelosi, Dondte Cangelosi and Donald E. Meyer (incorporates
reference to Exhibit 4.1 to the registrant’s CutrBeport on Form & filed November 1¢
2005).

10.22 Quota Share Reinsurance Treaty Attaching Janua2@@6 by and among American Hallm
Insurance Company, Phoenix Indemnity Insurance Gompn/k/a Hallmark Insurant
Company) and Gulf States Insurance Company (n/kllntdrk Specialty Insurance Company)
(incorporated by reference to Exhibit 10.25 to tbgistrant’s Registration Statement on Form
S-1 [Registration No. 333-136414] filed August 808).

10.23 Amendment No. 1 to Quota Share Reinsurance Tre#tiyclling January 1, 2006 by ¢
among American Hallmark Insurance Company, Phokrdgmnity Insurance Compartg/k/e
Hallmark Insurance Company) a@llf States Insurance Company (n/k/a Hallmark Sygy
Insurance Company) (incorporated by reference tdildix 10.26 to the registrant’
Registration Statement on Form S-1 [Registration383-136414] filed August 8, 2006).
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10.24

10.25

10.26

10.27*

10.28

10.29

21+
23+
31(a)+
31(b)+
32(a)+

32(b)+

AmendmenNo. 2 to Quota Share Reinsurance Treaty Attacliaguary 1, 2006 by a
among American Hallmark Insurance Company, Phoamemnity Insurance Company ¢
Gulf States Insurance Company (n/k/a Hallmark Spgcinsurance Companyjngorporate
by reference to Exhibit 10.27 to the registrant'egRtration Statement on Form 1S-
[Registration No. 333-136414] filed August 8, 2006)

Amendment No. 3 to Quota Share Reinsurance Trétatytang January 1, 2006 by and am
American Hallmark Insurance Company, Phoenix Indgminsurance Company(n/k/e
Hallmark Insurance Company) a@llf States Insurance Company (n/k/a Hallmark Sygy
Insurance Company(incorporated by reference to Exhibit 10.28 to thgistrant’s Annus
Report on Form 10-K for the fiscal year ended Dewen31, 2006).
Purchase Agreement dated August 29, 200 thyamong Hallmark Financial Services, Inc.
and Jeffrey L. Heath (incorporated by referenceEutibit 10.1to the registrants Curre
Report on Form 8-K filed September 4, 2008).
Employment Agreement dated as of August 29, 2088yden Heath XS, LLC and Jeffrey
Heath (incorporated by reference to Exhibit 10.4h registrant’s Current Report on Form 8-
K filed September 4, 2008).
Second Amendment to the Purchase Agreemésd @ecember 18, 2008, betwedallmark
Financial Services, Inc. and Samuel M. Cangelosihdde A. Cangelosi, and Donald E. Meyer
(incorporated by reference to Exhibit 10.1 to tegistrant’s Current Report on Form 8fited
December 23, 2008).
Stock Purchase Agreement dated February 13, 20@@be American Hallmark Insurar
Company and T.B.A. Insurance Group, Ltd. (incorpedaby reference to the registra
Current Report on Form 8-K filed February 18, 2009)
List of subsidiaries of the registrant.
Consent of Independent Registered Public Adogifirm.
Certification of principal executive officexquired by Rule 13a-14(a) or Rule 15d-14(b).
Certification of principal financial officeequired by Rule 13a-14(a) or Rule 15d-14(b).
Certification of principal executive officpursuant to 18 U.S.C. 1350.
Certification of principal financial officgrursuant to 18 U.S.C. 1350.

*Management contract or compensatory plan or arraage

+Filed herewith.
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SIGNATURES

Pursuant to the requirements of Section 13 or 18fdhe Securities Exchange Act of 1934, the regiigthas duly
caused this report to be signed on its behalf byutidersigned, thereunto duly authorized.

Date:

Date:

March 25, 2010

March 25, 2010

HALLMARK FINANCIAL SERVICES, INC.
(Registrant)

/s/ Mark J. Morrison
Mark J. Morrison, Chief Executive Officer and
President
(Principal Executive Officer)

/sl Jeffrey R. Passmore
Jeffrey R. Passmore, Chief Accounting Officed &enior
Vice President
(Principal Financial Officer and Principal Acating Officer)

Pursuant to the requirements of the Securities &xgh Act of 1934this report has been signed below by
following persons on behalf of the registrant amthie capacities and on the dates indicated.

Date:

Date:

Date:

Date:

Date:

March 25, 2010

March 25, 2010

March 25, 2010

March 25, 2010

March 25, 2010

/sl Mark E. Schwarz
Mark E. Schwarz, Executive Chairman

/sl James H. Graves
James H. Graves, Director

/s/ Jim W. Henderson
Jim W. Henderson, Director

/sl Scott T. Berlin
Scott T. Berlin, Director

/s| George R. Manser
George R. Manser, Director
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Exhibit 21

Subsidiaries of Hallmark Financial Services, Inc.

Name of Subsidiary Jurisdiction of Incorporation

American Hallmark Insurance Company of Texas* axex
Hallmark Finance Corporation* Texas
ACO Holdings, Inc.* Texas
Hallmark Claims Service, Inc. Texas
(d/b/a Hallmark Insurance Company)

American Hallmark General Agency, Inc. Texas
(d/b/a Hallmark Insurance Company)

Hallmark Underwriters, Inc.* Texas
American Hallmark Agencies, Inc.* Texas
Allrisk Insurance Agency, Inc.* Texas
Hallmark Insurance Company* Arizona
American Hallmark Insurance Services, Inc.* Texas
Effective Claims Management, Inc.* Texas
TGA Insurance Managers, Inc.* Texas
Hallmark Specialty Insurance Company* Oklahoma
Pan American Acceptance Corporation* Texas
TGA Special Risk, Inc.* Texas
Aerospace Holdings, LLC* Texas
Aerospace Flight, Inc.* Texas
Aerospace Insurance Managers, Inc.* Texas
Aerospace Claims Management Group, Inc.* Texas
Aerospace Special Risk, Inc.* Texas
Heath XS, LLC* 80% New Jersey
Hardscrabble Data Solutions, LLC* 80% New Jgrse
Citon Agency, Inc* 49% Florida
CYR Insurance Management Company Texas
Hallmark County Mutual Insurance Company Texas

(controlled through a management agreement)

* Conducts business under its corporate name.
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Exhibit 23

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors
Hallmark Financial Services, Inc.:

We consent to the incorporation by reference inrdggstration statements on Form S-8 (File Nos-88320, 333-
140000 and 333-160050) and Form S-3 (File No. 38898) of Hallmark Financial Services, Inc. andssdiaries
(the Company) of our report dated March 25, 20&[ating to the consolidated balance sheets of HalkrRinancial
Services, Inc. and subsidiaries as of December2809 and 2008, and the related consolidated statsna
operations, stockholders' equity and compreherisz@me (loss), and cash flows for each of the yeathe three-
year period ended December 31, 2009 and all fiahistatement schedules, which report appears iDdwember
31, 2009 annual report on Form 10-K of Hallmarkaficial Services, Inc.

The aforementioned report, with respect to the clissted financial statements of the Company, eefer the
change, in 2009, in the Company’s method of evalgaither-than-temporary impairments of debt sei@sridue to
the adoption of new accounting requirements isduethe Financial Accounting Standards Board, asmil 1,

20009.

/sl KPMG LLP
KPMG LLP
Dallas, Texas
March 25, 2010
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Exhibit 31(a)

CERTIFICATIONS

I, Mark J. Morrison, Chief Executive Officer of Haark Financial Services, Inc. (the “Company”)rtifg
that:

1. | have reviewed this annual report on Form 10-khef Company;

2. Based on my knowledge, this report does not comjnuntrue statement of a material fact or omgtéde
a material fact necessary to make the statemendg,niva light of the circumstances under which sstEiements
were made, not misleading with respect to the pecavered by this report;

3. Based on my knowledge, the financial statementd,aher financial information included in this refho
fairly present in all material respects the finahciondition, results of operations and cash flofvhe Company as
of, and for, the periods presented in this report;

4. The Company's other certifying officer and | arspensible for establishing and maintaining disalesu
controls and procedures [as defined in Exchange RAdes 13a-15(e) and 15d-15(e)] and internal coraver
financial reporting [as defined in Exchange Acté&ul3a-15(f) and 15d-15(f)] for the Company andehav

a) designed such disclosure controls and procedurescaused such disclosure controls and
procedures to be designed under our supervisiognsure that material information relating to thenpany,
including its consolidated subsidiaries, is madevkm to us by others within those entities, partciyl during the
period in which this report is being prepared;

b) designed such internal control over financigbomting, or caused such internal control over
financial reporting to be designed under our sug&m, to provide reasonable assurance regardmgetiability of
financial reporting and the preparation of finahcttements for external purposes in accordante génerally
accepted accounting principles;

C) evaluated the effectiveness of the Company'slaisire controls and procedures and presented in
this report our conclusions about the effectiverafsthe disclosure controls and procedures, ah@fend of the
period covered by this report based on such evahjand

d) disclosed in this report any change in the Camjsainternal control over financial reporting that
occurred during the Company’s most recent fiscalrgu (the Company’s fourth fiscal quarter in tlase of an
annual report) that has materially affected, oreasonably likely to materially affect, the Companinternal
control over financial reporting; and

5. The Company’s other certifying officer and | baslisclosed, based on our most recent evaluation of
internal control over financial reporting, to ther@pany’s auditors and the audit committee of thengany’s board
of directors (or persons performing the equivafenttions):

a) all significant deficiencies and material weadses in the design or operation of internal control
over financial reporting which are reasonably k& adversely affect the Company’s ability to netoprocess,
summarize and report financial information; and

b) any fraud, whether or not material, that invelveanagement or other employees who have a
significant role in the Company’s internal contoeier financial reporting.

Date: March 25, 2010

/s/ Mark J. Morrison
Mark J. Morrison, Chief Executive Officer

48



Exhibit 31(b)

CERTIFICATIONS

I, Jeffrey R. Passmore, Chief Accounting OfficérHallmark Financial Services, Inc. (the “Company”)
certify that:

1. | have reviewed this annual report on Form 10-khef Company;

2. Based on my knowledge, this report does not comjnuntrue statement of a material fact or omgtéde
a material fact necessary to make the statemendg,niva light of the circumstances under which ssitEiements
were made, not misleading with respect to the pecavered by this report;

3. Based on my knowledge, the financial statementd,aher financial information included in this refo
fairly present in all material respects the finahciondition, results of operations and cash flofvhe Company as
of, and for, the periods presented in this report;

4. The Company's other certifying officer and | arspensible for establishing and maintaining disalesu
controls and procedures [as defined in Exchange RAdes 13a-15(e) and 15d-15(e)] and internal coraver
financial reporting [as defined in Exchange Acté&ul3a-15(f) and 15d-15(f)] for the Company andehav

a) designed such disclosure controls and procedurescaused such disclosure controls and
procedures to be designed under our supervisiognsure that material information relating to thenpany,
including its consolidated subsidiaries, is madevkm to us by others within those entities, partciyl during the
period in which this report is being prepared;

b) designed such internal control over financigbomting, or caused such internal control over
financial reporting to be designed under our sug&m, to provide reasonable assurance regardmgetiability of
financial reporting and the preparation of finahcttements for external purposes in accordante génerally
accepted accounting principles;

C) evaluated the effectiveness of the Company'slaisire controls and procedures and presented in
this report our conclusions about the effectiverafsthe disclosure controls and procedures, ah@fend of the
period covered by this report based on such evahjand

d) disclosed in this report any change in the Camjsainternal control over financial reporting that
occurred during the Company’s most recent fiscalrgu (the Company’s fourth fiscal quarter in tlase of an
annual report) that has materially affected, oreasonably likely to materially affect, the Companinternal
control over financial reporting; and

5. The Company’s other certifying officer and | baslisclosed, based on our most recent evaluation of
internal control over financial reporting, to ther@pany’s auditors and the audit committee of thengany’s board
of directors (or persons performing the equivafenttions):

a) all significant deficiencies and material weadses in the design or operation of internal control
over financial reporting which are reasonably k& adversely affect the Company’s ability to netoprocess,
summarize and report financial information; and

b) any fraud, whether or not material, that invelveanagement or other employees who have a
significant role in the Company’s internal contoeier financial reporting.

Date: March 25, 2010

/sl Jeffrey R. Passmore
Jeffrey R. Passmore, Chief Accounting Office
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Exhibit 32(a)

CERTIFICATION PURSUANT TO 18 U.S.C. § 1350

I, Mark J. Morrison, Chief Executive Officef Hallmark Financial Services, Inc. (the "Compgnereby
certify that the accompanying annual report on FbéaK for the fiscal year ended December 31, 2@0@ filed with the
Securities and Exchange Commission on the dateohdthe "Report"), fully complies with the requiremts of
Section 13(a) or 15(d) of the Securities Exchangeoh 1934, as amended. | further certify thatitifermation contained in
the Report fairly presents, in all material respgettte financial condition and results of operagiohthe Company.

Date: March 25, 2010

/s/ Mark J. Morrison
Mark J. Morrison,
Chief Executive Officer
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Exhibit 32(b)

CERTIFICATION PURSUANT TO 18 U.S.C. § 1350

I, Jeffrey R. Passmore, Chief Accountingi€ff of Hallmark Financial Services, Inc. (the "Gmany"), hereby
certify that the accompanying annual report on FbéaK for the fiscal year ended December 31, 2@0@ filed with the
Securities and Exchange Commission on the dateohdthe "Report"), fully complies with the requiremts of
Section 13(a) or 15(d) of the Securities Exchangeoch 1934, as amended. | further certify thatitifermation contained in
the Report fairly presents, in all material respgettte financial condition and results of operagiohthe Company.

Date: March 25, 2010

/sl Jeffrey R. Passmore
Jeffrey R. Passmore,
Chief Accounting Officer
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Hallmark Financial Services, Inc.:

We have audited the accompanying consolidated balesheets of Hallmark Financial Services, Inc. and
subsidiaries (the Company) as of December 31, 2889 2008, and the related consolidated statements o
operations, stockholders’ equity and comprehenisiveme (loss), and cash floi@ each of the years in the three-
year period ended December 31, 2009. In conneetitmour audits of the consolidated financial staénts, we
also have audited the financial statement schedylds, IV and VI. These consolidated financisfatements and
financial statement schedules are the respongilofithe Company’s management. Our responsiligity express

an opinion on these consolidated financial statésnand financial statement schedules based onualitsa

We conducted our audita accordance with the auditing standards of thieliPWompany Accounting Oversight
Board (United States). Those standards requittevibgplan and perform the audit to obtain reasanalskurance
about whether the financial statements are frematerial misstatement. An audit includes examinmg a test
basis, evidence supporting the amounts and diseesa the financial statements. An audit alsduites assessing
the accounting principles used and significantnestés made by management, as well as evaluatingvisll
financial statement presentation. We believe thataudits provide a reasonable basis for our opini

In our opinion, the consolidated financial stateteeneferred to above present fairly, in all materespects, the
consolidated financial position of Hallmark FinaaicBervices, Inc. and subsidiaries as of DecembgeB309 and
2008, and the results of their operations and ttesh flows for each of the years in the three-yeaiod ended
December 31, 2009, in conformity with U.S. gengraltcepted accounting principles. Also, in our apin the

related financial statement schedules, when coreidan relation to the basic consolidated finanaitements
taken as a whole, present fairly, in all matergspects, the information set forth therein.

As described in note 1 to the consolidated findnsiatements, in 2009 the Company changed its rdetfo
evaluating other-than-temporary impairments of daduturities due to the adoption of new accountigmirements
issued by the Financial Accounting Standards Boasdyf April 1, 2009.

Is/ KPMG LLP
KPMG LLP
Dallas, Texas
March 25, 2010



HALLMARK FINANCIAL SERVICES, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

December 31, 2009 and 2008
(In thousands. except share amouni)

ASSETS

Investments:

Debt securities, available-for-sale, at fairneal
Equity securities, available-for-sale, at faitue

Total investments

Cash and cash equivalents
Restricted cash and cash equivalents
Prepaid reinsurance premiums
Premiums receivable

Accounts receivable

Receivable for securities
Reinsurance recoverable

Deferred policy acquisition costs

Excess of cost over fair value of net assets aequir

Intangible assets

Federal income tax recoverable
Deferred federal income taxes
Prepaid expenses

Other assets

LIABILITIES AND STOCKHOLDERS' EQUITY

Liabilities:
Notes payable

Reserves for unpaid losses and loss adjustmeenegs

Unearned premiums

Unearned revenue

Reinsurance balances payable
Accrued agent profit sharing
Accrued ceding commission payable
Pension liability

Payable for securities

Deferred federal income taxes
Federal income tax payable

Accounts payable and other accrued expenses

Commitments and contingencies (Note 15)

Redeemable non-controlling interest

Stockholders’ equity:

Common stock, $.18 par value, authorized 33,3&8shares in 2009 and 2008;
issued 20,872,831 shares in 2009 and 20,84 57&2s in 2008

Capital in excess of par value
Retained earnings

Accumulated other comprehensive income (loss)
Treasury stock, (757,828 shares in 2009 and #r82808), at cost

Total stockholders’ equity

The accompanying notes are an integral
part of the consolidated financial statements

F-3

2009

$ 291,876
35,801

327,677

112,270
5,458
12,997
46,635
3,377

10,008
20,792
41,080
28,873

923
18,779

3_628,869

$ 59,502
184,662
125,089

191
3,281
1,790
8,600
2,628

19

942

1,266
13,258

401,228

1,124

3,757
121,016
98,482
8,58¢
(5,327)

226,517

$ 628,869

2008

$268,513
25,003

293,516

59,134
8,033
1,349

44,032
4,531

1,031
8,218

19,524

41,080

28,969

696
6,696
1,007

20,582

$538,398

$ 60,919
156,363
102,192

2,037

2,151
8,605
4,309
3,606

18,067

358,249

737

3,751
119,928
72,242
(16,432)
(r7)

179,412

$538,398



HALLMARK FINANCIAL SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS
For the years ended December 31, 2009, 2008 and 200

(In thousands, except per share amounts)

2009 2008 2007
Gross premiums written $ 287,558 $ 243,849 $ 249,472
Ceded premiums written (25,818) (8,922) (10,661)
Net premiums writte 261,74( 234,92 238,81
Change in unearned premiums (10,668) 1,393 (12,840)
Net premiums earn: 251,07. 236,32( 225,97:
Investment income, net of expenses 14,947 16,049 13,180
Gain (loss) on investments 3,032 (11,261) 2,586
Finance charges 5,874 5,174 4,702
Commission and fees 12,011 22,280 28,054
Processing and service fees 39 114 657
Other income 64 14 16
Total revenues 287,039 268,690 275,166
Losses and loss adjustment expenses 153,619 144,244 132,918
Other operating expenses 92,233 96,096 94,272
Interest expense 4,602 4,745 3,914
Amortization of intangible asset 3,328 2,481 2,293
Total expenses 253,782 247,566 233,397
Income before tax 33,257 21,124 41,769
Income tax expense 8,630 8,175 13,906
Net income 24,627 12,94¢ 27,86:
Less: Net income attributable to non-controllintenest 52 50 -
Net income attributable to Hallmark Financial Seed, Inc. $ 24575 $ 12,899 $ 27,863
Net incom per shar attributable t
Hallmark Financial Services, | common stockholder
Basi $ 1.19 $ 0.62 $ 1.34
Dilute $ 119 $ 0.62 $ 1.34

The accompanying notes are an integral part
of the consolidated financial statements
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HALLMARK FINANCIAL SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY AND COMPREHENSIVE INCOME (LOSS)
For the years ended December 31, 2009, 2008 and 200

(In thousands)

Number Capital In Accumulated Other Number Total Comepredive
of Par Excess of Retained Comprehensive Treasury of Sodabéis' Income
Shares  Value Par Value Earnings Income (Loss) Stock Shares Equity (Loss)
Balance at December 31, 2006 20,776 $ 3,740 $ 117,932 $ 31,480 $ (2,344) $ 77) 8 $ 150,731
Amortization of fair value of stock options granted - - 527 - - - - 527
Comprehensive income:
Net income - - - 27,863 - - - 27,863 $ 27,863
Other comprehensive income:
Change in net actuarial loss - - - - 1,378 - - 1,378 1,378
Net unrealized holding losses arising duringquer - - - - (339) - - (339) (339)
Reclassification adjustment for losses incluihexet income - - - - (270) - - (270) (270)
Net unrealized losses on securities (609) (609) (609)
Total other comprehensive income before tax 769 769 769
Tax effect on other comprehensive income (269) (269) (269)
Other comprehensive income after tax 500 500 500
Comprehensive income $ 28,363
Balance at December 31, 2007 20,776 $ 3,740 $ 118,459 $ 59,343 $ (1,844) $ @7 8 % 179,621
Amortization of fair value of stock options granted - - 1,368 - - - - 1,368
Stock options exercis 66 11 20¢ - - - 21¢
Accretion of redeemable non-controlling inte - - (107, - - - (107,
Comprehensive loss:
Net income - - - 12,899 - - - 12,899 $ 12,899
Other comprehensive loss:
Change in net actuarial loss - - - - (3,380) - - (3,380) (3,380)
Net unrealized holding loss arising during pério - - - - (15,605) - - (15,605) (15,605)
Reclassification adjustment for losses incluhexet income - - - - (1,083) - - (1,083) (1,083)
Net unrealized losses on securities (16,688) (16,688) (16,688)
Total other comprehensive loss before tax (20,068) (20,068) (20,068)
Tax effect on other comprehensive loss 5,480 5,480 5,480
Other comprehensive loss after tax (14,588) (14,588) (14,588)
Comprehensive loss $ (1,689)
Balance at December 31, 2008 20,842 $ 3,751 $ 119,928 $ 72,242 $ (16,432) $ 77) 8 % 179,412

F-5



HALLMARK FINANCIAL SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY AND COMPREHENSIVE INCOME (LOSS) (Continued)
For the years ended December 31, 2009, 2008 and 200
(In thousands)

Capital Accumlated
Number In Other Number Total Comprehensive
of Par Excess of  Retained Comprehensive ~ Treasury  of  Sobabls' Income
Shares  Value  ParValue Earnings  Income (Loss)  Stock Shares  Equity (Loss)
Balance at December 31, 2008 20,842 $ 3,751 $ 119,928 $ 72,242 $ (16,432)$ (77) 8 $ 179,412
Cumulative effect of adjustments resulting from atitm
of change in accounting principle, net of tax énbj - - - 1,665 (1,665)
Acquisition of treasury shares - - - - - (5,250) 750 (5,250)
Amortization of fair value of stock options granted - - 1,334 - - - - 1,334
Stock options exercised 31 6 109 - - - - 115
Accretion ot redeemable non-controlling inte - - (355 - - - - (355
Comprehensive incomn
Net incom 24 57t - - - 2457 $ 24,57
Other comprehensive income:
Change in net actuarial loss - - - - 2,327 - - 2,327 2,327
Net unrealized holding gains arising during peri - - - - 42,299 - - 42,299 42,299
Reclassification adjustment for losses incluitiedet income - - - - (3,571) - - (3,571) (3,571)
Net unrealized gairsn securities 38,728 38,728 38,728
Total other comprehensive income before tax 41,055 41,055 41,055
Tax effect on other comprehensive income (14,369) (14,369) (14,369)
Other comprehensive income after tax 26,686 26,686 26,686
Comprehensive incor 3 51,26
Balance at December 31, 2( 20,870 $ 3,751 $ 12101¢ $ 9848. $ 8,58¢ $ (5,327 756 $ 226,51

The accompanying notes are an integral
part of the consolidated financial statements



HALLMARK FINANCIAL SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
For the years ended December 31, 2009, 2008 and 200
(In thousands)

2009 2008 2007
Cash flows from operating activitit
Net incom $ 24,627 $ 1294¢ $ 27,86:
Adjustments to reconcile net income to cash praviole operating activities:
Depreciation and amortization expe 4,10¢ 3,21¢ 3,11¢
Amortization of discountn structured settleme - - 41¢
Deferred income tax ben (1,53%) (912) (1,487)
Realized (gain) loss on investm (3,037 11,26: (2,58¢€)
Change in prepaid reinsurance prem (6,83%) (407) 687
Chang in premiums receivak (2,629 1,99¢ (1,38%)
Change in prepaid commissi - - 487
Change in accounts receivz 1,21¢ 68¢€ 2,632
Change in deferred policy acquisition ¢ (1,26¢) 232 (2,617)
Change iunpaid losses and loss adjustment expt 19,73t 31,02¢ 47,77
Change in unearned premit 18,08¢ (80€) 11,39:
Change in unearned reve (1,84¢) (912) (2,785)
Change in accrued agent profit she (361) (693) 1,06(
Change in reinsurance recover 6,77¢ (3,26¢) 97¢
Change in reinsurance balances pa 3,281 - (1,060)
Change in current federal income tax payadteterabl 1,962 (1,560) (1,26¢)
Change in accru ceding commission payal (5) (3,499 8,14:
Change in all other liabiliti (5,789 977 (673)
Change in all other ass 5,20¢ (1,584) (5,019
Net cash provided by operating activities 61,698 48,712 85,684
Cash flows from investing activitie
Purchases of property and equipr (1,267%) (1,119 (45E)
Acquisitions of subsidiaries, net of cash reee (7,24¢) (14,799 -
Change i restricted cas 3,93( 8,01( 8,52¢
Purchases of debt and equity secul (109,959 (704,24°) (290,76%)
Proceeds from maturities and redemptions ofrezs 112,54t 586,03¢ 252,04:
Net cash used in investing activities (1,990) (126,121 (30,651)
Cash flows from financing activitie
Proceeds from borrowin - - 25,77
Net borrowings (repayment) of note paye (1,419 10t (72%)
Debt issuance co: - - (674)
Distribution to non-controlling interes (20) - -
Proceeds from exercise of employee stock or 11E 21¢ -
Purchase of treasury she (5,250 - -
Repayment of borrowin - (10,000) (15,000
Net cash (used in) provided by financing atitgi (6,572) (9,676 9,377
Increase(Decreasein cash and cash equivale 53,13¢ (87,085 64,41(
Cash and cash equivalents at beginning of year 59,134 146,219 81,809
Cash and cash equivalents at end of $ 112,27( $ 59,13¢ $ 146,21¢

Supplemental cash flow informatic

Interest paid $ (4641) % (4,759 $ (3,402)
Income taxes paid $ (8,202) % (10,649 $ (16,655)
Supplemental disclosure of noncash activities:
Change in receivable for securities related to invesit disposals that settl
after the balance sheet date $ 983 $ 26,364 $ (22,024)

Change in payable for securities related to investrpurchases that settled
after the balance sheet date $ (3,587) $ (87,795 $ 91,401

The accompanying notes are an integral part
of the consolidated financial statements
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HALLMARK FINANCIAL SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Years ended December 31, 2009, 2008, and 2007

Accounting Policies

General

Hallmark Financial Services, Inc. (“Hallmark” anthgether with subsidiaries, “we,” “us” or “our”) ian insurance
holding company engaged in the sale of propertyasinsurance products to businesses and indigduOur business
involves marketing, distributing, underwriting aselrvicing our insurance products, as well as pingidther insurance
related services.

We pursue our business activities through subsediavhose operations are organized into five opeyatnits which are
supported by our four insurance company subsidiar@ur AHIS Operating Unit handles commercial lagige products
and services and is comprised of American Hallntaskirance Services, Inc. (“American Hallmark Insuw& Services”)
and Effective Claims Management, Inc. (‘ECM”). ODGA Operating Unit handles primarily commerciakumance
products and services and is comprised of TGA biste Managers, Inc. (“TGA”), Pan American Accep&anc
Corporation (“PAAC”) and TGA Special Risk, Inc. (GASRI"). Our Aerospace Operating Unit handles gahaviation
insurance products and services and is comprisedesbspace Insurance Managers, Inc. (“Aerospaceranse
Managers”), Aerospace Special Risk, Inc. (“ASRIidaAerospace Claims Management Group, Inc. (*fACMGQur
Heath XS Operating Unit offers low and middle mar&emmercial umbrella and excess liability insuemmn both an
admitted and non-admitted basis focusing primanitrucking, specialty automobile, and non-fleebauwbile coverage.
Our Heath XS Operating Unit is compromised of Hex®, LLC (“HXS”) and Hardscrabble Data Solutions, @
(“HDS"), both of which were acquired effective Augl9, 2008. Our Personal Lines Operating Unit lemgersonal
insurance products and services and is comprisefinadrican Hallmark General Agency, Inc. and Hallkm&aims
Services, Inc. (both of which do business as Halmasurance Company). Our insurance company digr&s
supporting these operating units are American Halkrinsurance Company of Texas (“AHIC”), Hallmamsurance
Company (“HIC"), Hallmark Specialty Insurance Compg“HSIC") and Hallmark County Mutual Insurance i@pany
(“HCM").

These five operating units are segregated inteetheportable industry segments for financial actiogrpurposes. The
Standard Commercial Segment presently consisttysufi¢he AHIS Operating Unit and the Personal Seghpresently
consists solely of our Personal Lines Operatingt.Uflihe Specialty Commercial Segment includes dBATOperating

Unit, our Aerospace Operating Unit and our HeathOffrating Unit.

Basis of Presentation

The accompanying consolidated financial statemectade the accounts and operations of Hallmarkiemsiubsidiaries.
Intercompany accounts and transactions have beamated. The accompanying consolidated finanstaiements have
been prepared in conformity with U.S. generallyegted accounting principles (“GAAP”) which, as t¢HKC, HIC,
HSIC and HCM differ from statutory accounting piees prescribed or permitted for insurance compsabieinsurance
regulatory authorities.

Redeemable non-controlling interest

We are accreting redeemable non-controlling intete@sts redemption value from the date of issuatc¢he earliest
redemption date, August 29, 2012, using the interethod. Changes in redemption value are coreidarchange in
accounting estimate. We follow the two class métbbcomputing earnings per share. We treat dmyportion of the
periodic adjustment to the redeemable minorityregecarrying amount that reflects a redemptioexcess of fair value
as being akin to an actual dividend.



HALLMARK FINANCIAL SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Years ended December 31, 2009, 2008, and 2007

Activity related to non-controlling interest forelyears ended December 31, 2009 and 2008 is as/fo(in thousands):

2009 2008
Beginning balance $ 737 3% -
Acquistion of Heath XS Operating U - 58C
Accretion of redeemable
non-controlling interest 355 107
Net income attributable
to non-controlling interest 52 50
Distribution to non-controlling
interest (20) -
Ending balanc $ 1,12¢ $ 737

Immaterial Correction of an Error

We maintain catastrophe reinsurance for businesduged by both our AHIS and TGA Operating UnitsioPto July 1,
2007, the subject premium for our catastrophe vearsce contracts was based on all business prodiycedth operating
units. The subject premium for our catastrophesi@iance contract which became effective July 0726 based only on
business produced in Texas. However in error, avdicued to record ceded premium for this cover@géd the subject
premium was based on all business produced by thkS Aand TGA Operating Units. This understated earned
premium for each quarter from July 1, 2007 throdghe 30, 2008.

We have corrected our prior period’s financial estaénts and notes for the year ended December 8%, tB0reflect the
reduction of ceded premium. Because the errorngasnaterial to any prior year financial statemetiie corrections to
prior interim periods will be reflected in futuririgs, pursuant to SEC Staff Accounting Bulletiw.NLO8, “Considering
the Effects of Prior Year Misstatements when Quiginty Misstatements in Current Year Financial Stedets.”

The following table presents the effect of the eotion on our previously reported consolidatedest&ints of operations
for the year ended December 31, 2007.



HALLMARK FINANCIAL SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Years ended December 31, 2009, 2008, and 2007

For the Year

Ended
December 31,
2007

As previously reported:
Ceded premiums written $ (11,329)
Net premiums written 238,143
Net premiums earned 225,303
Total revenues 274,498
Income before tax 41,101
Income tax expense 13,672
Net incom $ 27,42¢
Common stockholders net income per share:
Basic $ 1.32
Diluted $ 1.32
Adjustments:
Ceded premiums written $ 668
Income tax expense 234
Net income impa $ 434
As revised:
Ceded premiums written $ (10,661)
Net premiums written 238,811
Net premiums earned 225,971
Total revenues 275,166
Income before tax 41,769
Income tax expense 13,906
Net incom $ 27,86:
Common stockholders net income per share:
Basic $ 1.34
Diluted $ 1.34
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HALLMARK FINANCIAL SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Years ended December 31, 2009, 2008, and 2007

The following table presents the effect of the eotion on our previously reported consolidatedest&ints of cash flows
for the year ended December 31, 2007.

For the Year

Ended
December 31,
2007
As previously reported:
Net income $ 27,429
Change in prepaid reinsurance premiums 1,355
Change in current federal income tax payable (1,502)
Net cash provided by operating activities 79,563
Adjustments:
Net income $ 434
Change in prepaid reinsurance premiums (668)
Change in current federal income tax payable 234
Net cash provided by operating activities -
As revised:
Net income $ 27,863
Change in prepaid reinsurance premiums 687
Change in current federal income tax payable (1,268)
Net cash provided by operating activities 79,563
Investments

Debt and equity securities available for sale @amorted at fair value. Unrealized gains and lossesrecorded as a
component of stockholders’ equity, net of relatex éffects. Equity securities that are determitzetiave other- than-
temporary impairment are recognized as a loss wastments in the consolidated statement of opemtioDebt

securities that are determined to have other-tharporary impairment are recognized as a loss oastments in the
consolidated statement of operations for the portlmat is related to credit deterioration with tieamaining portion

recognized in other comprehensive income. Debtrggquremiums and discounts are amortized into iegsusing the

effective interest method. Maturities of debt séms and sales of equity securities are recoritledeceivable for

securities until the cash is settled. Purchasekebt and equity securities are recorded in paytiblsecurities until the

cash is settled.

Realized investment gains and losses are recogimizgaerations on the specific identification metho

Cash Equivalents

We consider all highly liquid investments with amginal maturity of three months or less to be caghivalents.

F-11



HALLMARK FINANCIAL SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Years ended December 31, 2009, 2008, and 2007

Recognition of Premium Revenues

Insurance premiums are earned pro rata over thestef the policies. Insurance policy fees are ehaeof the effective
date of the policy. Upon cancellation, any unedrpeemium is refunded to the insured. Insurancenpmas written
include gross policy fees of $7.1 million, $5.1 It and $4.9 million for the years ended Decen8ier2009, 2008, and
2007, respectively.

Relationship with Third Party Insurers

Through December 31, 2005, our AHIS Operating Wméirketed policies on behalf of Clarendon Natiomsurance
Company (“Clarendon”), a third-party insurer. Thgh December 31, 2008, all business of our TGA &tpey Unit was
produced under a fronting agreement with memberpemies of the Republic Group (“Republic”), a thparty insurer.
These insurance contracts on third party papemeceunted for under agency accounting. Ceding desioms and
other fees received under these arrangementsaamsifidd as unearned revenue until earned provatathe terms of the
policies. Effective July 1, 2009, in states wheue imsurance companies are not admitted, our Hé&tlOperating Unit
writes policies under fronting arrangements purst@mwhich we assume all of the risk and retrocagertion of the risk
to third party reinsurers. Through June 30, 2009 Heath XS Operating Unit wrote policies undefrenting
arrangement pursuant to which we assumed 35% afigkdrom a third-party insurer. Ceding commissicand other
fees received under this arrangement are recogaizedthe effective date of the policy.

Recognition of Commission Revenues of Our StandaSpecialty Commercial Segments

Commission revenues and commission expenses relatedurance policies issued by American Hallmbasurance
Services and TGA on behalf of Clarendon and Repubdispectively, are recognized pro rata duringptivéod covered
by the policy. Profit sharing commission is casétad and recognized when the loss ratio, as detethby a qualified
actuary, deviates from contractual targets. Weiveca provisional commission as policies are pceduas an advance
against the later determination of the profit shgrcommission actually earned. The profit shadogimission is an
estimate that varies with the estimated loss ratid is sensitive to changes in that estimate. Gsgsiom revenues and
commission expenses related to insurance polisgged by our Heath XS Operating Unit and not rethiny AHIC are
recognized as of the effective date of the policy.

The following table details the profit sharing comsion provisional loss ratio compared to the eatéd ultimate loss
ratio for each effective quota share treaty betwherStandard Commercial Segment and Clarendon.

Treaty Effective Dates

7/1/01 7/1/02 7/1/03 7/1/04
Provisional loss ratio 60.0% 59.0% 59.0% 64.2%
Estimated ultimate loss ratio booked to 63.5% 64.5% 67.0% 57.8%

at December 31, 2009

As of December 31, 2009, we recorded a $1.8 milimofit sharing payable for the quota share tredtgctive July 1,
2001, a $1.5 million payable on the quota shamtyreffective July 1, 2002, a $5.4 million payablethe quota share
treaty effective July 1, 2003 and a $3.6 milliong®able on the quota share treaty effective JuB0D4. The payable or
receivable is the difference between the cash vedeio date and the recognized commission reveasedoon the
estimated ultimate loss ratio.
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The following table details the profit sharing comsion revenue provisional loss ratio comparedh® éstimated
ultimate loss ratio for the effective quota shaeaty between the Specialty Commercial SegmenRamaiblic.

Treaty Effective Dates

01/01/06 01/01/07 01/01/08
Provisional loss ratio 65.0% 65.0% 65.0%
Ultimate loss ratio booked to at December 31, 2009 7.1% 60.7% 58.0%

As of December 31, 2009 we recorded a $1.7 milfioofit share receivable for the quota share treéfgctive January
1, 2006, a $2.0 million profit share receivable fioe quota share treaty effective January 1, 200 &a$2.3 million
profit share receivable for the quota share treéfigctive January 1, 2008. The receivable is tifilemince between the
cash received to date and the recognized commissi@mue based on the estimated ultimate loss ratio

Effective January 1, 2009 the Company assumed 1dfG#e premiums in the Specialty Commercial Segrfanthis
treaty, therefore there is no profit sharing consiois revenue for the 2009 policies written.

Recognition of Claim Servicing Fees

Claim servicing fees are recognized in proportiorihte historical trends of the claim cycle. We bhssorical claim
count data that measures the close rate of claimelation to the policy period covered to substdetthe service
period. The following table summarizes the yeawirch claim servicing fee is recognized by typéuosiness.

Year Claim Servicing Fee Recognized

1St 2nd 3I'd 4th
Commercial property fees 80% 20% - -
Commercial liability fees 60% 30% 10% -
Personal property fees 90% 10% - -
Personal liability fees 49% 33% 12% 6%

Finance Charges

PAAC provides premium financing for policies proddcby TGA and certain unaffiliated general and iretgents.

Interest earned on the premium finance notes isbydR)IAAC for the financing of insurance premiume egcorded as
finance charges. This interest is earned on the RiU78’s method which approximates the interesthod for such
short-term notes.

We receive premium installment fees for each difgitlt payment from policyholders. Installment fégcome is
classified as finance charges on the consoliddasedreent of operations and is recognized as this fe@oiced.

Property and Equipment

Property and equipment (including leasehold impnesets), aggregating $10.1 million and $8.8 milliah,December
31, 2009 and 2008, respectively, which is includedther assets, is recorded at cost and is dejteeciusing the
straight-line method over the estimated usefulslieé the assets (three to ten years). Depreniatkpense for 2009,
2008 and 2007 was $0.8 million, $0.7 million and8enillion, respectively. Accumulated depreciatimas $8.0
million and $7.2 million at December 31, 2009 afd&, respectively.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Years ended December 31, 2009, 2008, and 2007

Premiums Receivable

Premiums receivable represent amounts due frontyallders or independent agents for premiums writi@d
uncollected. These balances are carried at nktabke value.

Deferred Policy Acquisition Costs

Policy acquisition costs (mainly commission, undéing and marketing expenses) that vary with arel @rimarily
related to the production of new and renewal bissireee deferred and charged to operations ovavdseim which the
related premiums are earned. The method followezbinputing deferred policy acquisition costs lintite amount of
such deferred costs to their estimated realizadleev In determining estimated realizable valbe,domputation gives
effect to the premium to be earned, related investnncome, losses and loss adjustment expenseseatain other
costs expected to be incurred as the premiumsaanee. If the computation results in an estimaietrealizable value
less than zero, a liability will be accrued for fvemium deficiency. During 2009, 2008 and 2007,deéerred $53.6
million, $54.9 million and $57.7 million of policgcquisition costs and amortized $52.3 million, $5®illion and $55.1
million of deferred policy acquisition costs, respieely. Therefore, the net deferrals of policyyaisition costs were
$1.3 million, ($0.2) million and $2.6 million ford®9, 2008 and 2007, respectively.

Losses and Loss Adjustment Expenses

Losses and loss adjustment expenses (“LAE”) reptabe estimated ultimate net cost of all reporded unreported
losses incurred through December 31, 2009, 200286d. The reserves for unpaid losses and LAEstimated using
individual case-basis valuations and statisticallgses. These estimates are subject to the eftédtends in loss
severity and frequency. Although considerableallity is inherent in such estimates, we beligvat the reserves for
unpaid losses and LAE are adequate. The estimaatesontinually reviewed and adjusted as experieieselops or
new information becomes known. Such adjustmemtsnafuded in current operations.

Retail Agent Commissions

We pay monthly commissions to retail agents basedmitten premium produced but generally recognime expense
pro rata over the term of the policy. If the pglis cancelled prior to its expiration, the unearp®rtion of the agent
commission is refundable to us. The unearnedgodf commissions paid to retail agents is inclugedeferred policy
acquisition costs. Commission expenses relatedetonsurance policies issued by our Heath XS Oper&tnit and not
retained by AHIC are recognized as of the effectiate of the policy.

Agent Profit Sharing Commissions

We annually pay a profit sharing commission to matependent agency force based upon the resultseabusiness
produced by each agent. We estimate and accraelidihility to commission expense in the year thssibess is
produced. Commission expense is classified as ofherating expenses in the consolidated stateafegerations.

Reinsurance

We are routinely involved in reinsurance transaxtiwith other companies. Reinsurance premiumsefoand LAE are
accounted for on bases consistent with those usettdounting for the original policies issued ahd terms of the
reinsurance contracts. (See Note 6.)

Leases

We have several leases, primarily for office faéieii and computer equipment, which expire in vagigaars through
2020. Some of these leases include rent escalptaisions throughout the term of the lease. Wmease the average
annual cost of the lease with the difference toabwial rent invoices recorded as deferred renthvig classified in

accounts payable and other accrued expenses aonsolidated balance sheets.

Income Taxes

We file a consolidated federal income tax retubeferred federal income taxes reflect the futuredansequences of
differences between the tax bases of assets abilitiés and their financial reporting amounts aiclke year end.
Deferred taxes are recognized using the liabilitgthod, whereby tax rates are applied to cumulatdraporary
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differences based on when and how they are expdataffect the tax return. Deferred tax assets lafilities are
adjusted for tax rate changes in effect for the yeavhich these temporary differences are expetiduk recovered or
settled.

Earnings Per Share

The computation of earnings per share is based thmoweighted average number of common sharesaodisg during
the period plus (in periods in which they havelatilie effect) the effect of common shares potédiytiasuable, primarily
from stock options. (See Notes 10 and 12.)

Business Combinations

We account for business combinations using the hase method of accounting pursuant to Financialofwoting
Standards Board (“FASB”) Accounting Standards Godtfon (“ASC”) Topic 805, “Business Combinationg"FASB
ASC 805") The cost of an acquired entity is alkechato the assets acquired (including identifiedngible assets) and
liabilities assumed based on their estimated falues. The excess of the cost of an acquiredyemiitr the net of the
amounts assigned to assets acquired and liabiigssmed is an asset referred to as “excess ofowestnet assets
acquired” or “goodwill.” Indirect and general expes related to business combinations are expersattarred for
acquisitions in 2009 and after. Prior to 2009jriect and general expenses were capitalized..

Effective August 29, 2008, we acquired 80% of mued and outstanding membership interests inulbsidiaries now
comprising the Heath XS Operating Unit for considien of $15.0 million. In connection with the adsjtion of its

membership interests in the subsidiaries compritfiegHeath XS Operating Unit, we executed an opeyatgreement
for each subsidiary. The operating agreements gimthe right to purchase the remaining 20% mestijgrinterests in
the subsidiaries comprising the Heath XS Operdting and grant to an affiliate of the seller thghti to require us to
purchase such remaining membership interests @u/Call Option”). The Put/Call Option becomes reisable by
either us or the affiliate of the seller upon tlalier of August 29, 2012, the termination of theptoyment of the seller
or a change of control of Hallmark. If the Put/Gajbtion is exercised, we would have the right digattion to purchase
the remaining 20% membership interests in the HE&HOperating Unit for an amount equal to nine tntlee average
Pre-Tax Income (as defined in the operating agret&shdor the previous 12 fiscal quarters. We eatérthe ultimate
redemption value of the Put/Call Option to be $giltion at December 31, 2009.

The fair value of the amortizable intangible assetquired and respective amortization periods aréobows ($ in
thousands):

Tradename $ 757 15 years
Non-compete agreement $ 526 6 years
Agency relationships $ 6,385 15 years

F-15



HALLMARK FINANCIAL SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Years ended December 31, 2009, 2008, and 2007

In conjunction with the acquisition, cash and ceghivalents were used as follows (in thousands):

Fair value of tangible assets excluding

cash and cash equivalents $ (3)
Fair value of intangible assets acquired, net tdrded taxes 15,381
Redeemable non-controlling interest assumed (579)
Cash and cash equivalents used in acquisitions,
net of $201 thousand cash and cash equivalentsrad $  14,79¢

Effective June 5, 2009, we acquired all of the éssand outstanding shares of CYR Insurance Manage@mmpany
(“CYR”). CYR has as its primary asset a manageragntement with State and County Mutual Fire InsceaCompany
(subsequently renamed Hallmark County Mutual InsceaCompany, “HCM”) which provides for CYR to have
management and control of HCM. We acquired alihefissued and outstanding shares of CYR for censiithn of a
base purchase price of $4.0 million paid at clogihgs an override commission in an amount equd%oof the net
premiums and net policy fees of HCM for the yedt&@and 2011 subject to a maximum of $1.25 millidine override
commission will be paid monthly as the subject gtens and policy fees are written. The fair valfighe management
agreement acquired is $3.2 million and will be aimed over 4 years. HCM is used to front certaied of business in
our Specialty Commercial and Personal Segmentexad where we previously produced policies fordtipiarty county
mutual insurance companies and reinsured 100% ffonéng fee.

Intangible Assets

We account for our intangible assets accordingA8E ASC Topic 350, “Intangibles - Goodwill and Othé‘FASB
ASC 3507). FASB ASC 350 (1) prohibits the amaatinn of goodwill and indefinite-lived intangiblessets, (2) requires
testing of goodwill and indefinite-lived intangiblessets on an annual basis for impairment (and fnegaently if the
occurrence of an event or circumstance indicatesngairment), (3) requires that reporting unitsitbentified for the
purpose of assessing potential future impairmetitgamdwill, and (4) removes the forty-year limitti on the
amortization period of intangible assets that Hanite lives.

Pursuant to FASB ASC 350, we have identified thmponents of goodwill and assigned the carrying ealfi these
components among our five operating units, as\WaloAHIS Operating Unit - $2.1 million; TGA Openagj Unit - $18.8
million; Aerospace Operating Unit - $9.7 millioneRBonal Lines Operating Unit - $2.8 million; andatte XS Operating
Unit - $7.7 million. The determination of fair ved was based on multiple valuation approachesdimguan income
approach utilizing discounted cash flows and a mtagpproach utilizing observable key ratios of pegnpanies. The
valuation methodologies utilized are subject to kedgments and assumptions. Estimates of fairevale inherently
uncertain and represent management’s reasonabéetaxpn regarding future developments. Thesenastis and the
judgments and assumptions upon which the estinaagebased will, in all likelihood, differ in somespects from actual
future results. Declines in estimated fair valwaild result in goodwill impairments in future ped® which could
materially adversely affect the Company’s resultsperations or financial position.

The income approach to determining fair value caepuhe projections of the cash flows that the mapg unit is

expected to generate converted into a present \@duévalent through discounting. Significant asptions in the

income approach model include income projectioms;adint rates and terminal growth values. Theadist rate was
based on a risk free rate plus a beta adjustedyedsk premium and specific company risk premiuiirhe assumptions
are based on historical experience, expectationfutafe performance, expected market conditions atheér factors
requiring judgment and estimates. While we belithee assumptions used in these models are reasoiihblinherent
uncertainty in predicting future performance andkatconditions may change over time and influetieeoutcome of
future testing.

The market approach to determining fair value 2gili observable key metrics of similar peer comasigeh as price to
earnings ratios for current year earnings and fmteel 2010 earnings. Additionally the direct ajaation of earnings
method was utilized.

During 2009, 2008 and 2007, we completed the §itsp prescribed by FASB ASC 350 for testing for ainment and
determined that there was no impairment.
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We have obtained various amortizable intangibletassom several acquisitions since 2002. Theethblow details the
gross and net carrying amounts of these assetafor eategory (in thousands):

December 31,

2009 2008
Gross Carrying Amount:
Customer/agent relationships $ 29,118 29,114
Tradename 3,440 3,440
Management agreement 3,232 -
Non-compete & employment agreements 3,565 3,565
Total gross carrying amount 39,351 36,119
Accumulated Amortization:
Customer/agent relationships (6,676) (4,744)
Tradename (782) (553)
Management agreement (471) -
Non-compete & employment agreements (2,549) (1,853)
Total accumulated amortization (10,478) (7,150)
Total net carrying amou $ 28,87: $ 28,96¢

We amortize these intangible assets straight limer dheir respective lives. The estimated aggeegahortization
expense for these assets for the next five yeas fisllows (in thousands):

2010 $ 3,665
2011 $ 3,057
2012 $ 3,057
2013 $ 2,585
2014 $ 2,220

The weighted average amortization period for aliigible assets by major class is as follows:

Years
Tradename 15
Customer relationships 15
Management agreement 4
Non-compete agreements 5

The aggregate weighted average period to amohealiove captioned assets is approximately 14 .years

Use of Estimates in the Preparation of Financiateshents

The preparation of financial statements in confeymivith GAAP requires management to make estimated
assumptions that affect the reported amounts cftseisnd liabilities at the dates of the financiatesments and the
reported amounts of revenues and expenses duringeftorting periods. Management evaluates itsnastis and
assumptions on an ongoing basis using historicgegance and other factors, including the currecvnemic
environment, which management believes to be reddenunder the circumstances. We adjust such dstnmand
assumptions when facts and circumstances dicta#e. future events and their effects cannot be detenwith
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precision, actual results could differ significgnfrom these estimates. Changes in those estinratagting from
continuing changes in the economic environment beageflected in the financial statements in fuppeeods.

Fair Value of Financial Instruments

Fair value estimates are made at a point in tiraseth on relevant market data as well as the biestriation available

about the financial instruments. Fair value esti®mdor financial instruments for which no or limit observable market
data is available are based on judgments regarlingent economic conditions, credit and interest msk. These

estimates involve significant uncertainties andgjuénts and cannot be determined with precision. aAssult, such
calculated fair value estimates may not be redliz#éb a current sale or immediate settlement ofitfsrument. In

addition, changes in the underlying assumptiond us¢he fair value measurement technique, inclgdiiscount rate and
estimates of future cash flows, could significarmtfiect these fair value estimates.

Investment Securities: Fair values for fixed ineosecurities and equity securities are obtaineoh fam independent
pricing service or based on quoted market pricgse (Notes 2 and 3.)

Cash and Cash Equivalents: The carrying amouptsted in the balance sheet for these instrumeggsoaimate their
fair values.

Restricted Cash : The carrying amount for regdatash reported in the balance sheet approxirtfedair value.

Notes Payable: The carrying value of our bankitrfadility of $2.8 million approximates the faimlue based on the
current interest rate. Our trust preferred selewritad a carried value of $56.7 million and $58ilfion and a fair value

of $54.4 million and $38.2 million as of Decembdr, 2009 and 2008, respectively. The fair value wftoust preferred

securities is based on discounted cash flows wugingnt yields to maturity of 8.5% and 11.0% a®etember 31, 2009
and 2008, respectively, which are based on singifares to discount future cash flows.

For accrued investment income, amounts recoverfabie reinsurers, federal income tax payable angiveble and
other liabilities, the carrying amounts approximae value because of the short maturity of sunhrfcial instruments.

Recent Accounting Pronouncements

In June 2009, the FASB issued Statement of FineAcieounting Standards No. 168, “The FASB AccougtBtandards
Codification and the Hierarchy of Generally Acceptéccounting Principles” — a replacement of FASEat8ment
No. 162 (the “Codification”). The Codification memnized existing U.S. accounting and reportingiadads issued by
the FASB and other related private sector standatters into a single source of authoritative antiag principles
arranged by topic. The Codification supersedesxaditing U.S. accounting standards. All other aicting literature not
included in the Codification (other than SEC guickarfior publicly-traded companies) is considered-aothoritative.
The Codification was effective on a prospectiveidés interim and annual reporting periods endaftgr September 15,
2009. The adoption of the Codification changed r@fierences to U.S. GAAP accounting standards lghat impact
our results of operations, financial position quidity.

In September 2006, FASB issued Statement of Fiah#aicounting Standards No. 157, “Fair Value Measwunts,”
which was codified in the FASB ASC Topic 820, “Falalue Measurements and Disclosures (“FASB ASC "820
FASB ASC 820 establishes a separate frameworketarohining fair values of assets and liabilitieatthre required by
other authoritative GAAP pronouncements to be nmeakat fair value. In addition, FASB ASC 820 inporates and
clarifies the guidance in FASB Concepts Statemerggarding the use of present value techniqueseasnring fair
value. FASB ASC 820 does not require any newValue measurements. FASB ASC 820 is effectivefif@mncial
statements issued for fiscal years beginning &ftarember 15, 2007. The adoption of FASB ASC 820 @ impact on
our financial statements or results of operatiansdid require additional disclosures. (See Notd4ir Value.”)

In February 2007, FASB issued Statement of Findnk@zounting Standards No. 159, “The Fair Value i@ptfor
Financial Assets and Liabilities”, which was coédiinto FASB ASC Topic 825, “Financial Instrumen(d*ASB ASC
825"). FASB ASC 825 permits entities to choosen@asure many financial instruments and certaieratams at fair
value with changes in fair value included in cutrearnings. The election is made on specifiedtielealates, can be
made on an instrument-by- instrument basis, anddsocable. FASB ASC 825 is effective for finagcstatements
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issued for fiscal years beginning after November 2807. The adoption of FASB ASC 825 had no impattour
financial statements or results of operations aslid@ot elect to apply FASB ASC 825 to any eligiiiems.

In December 2007, the FASB issued Revised Statemeriinancial Accounting Standards No. 141R, “Bess
Combinations”, which was codified into FASB ASC Tog05, “Business Combinations”, (“FASB ASC 805"FASB

ASC 805 provides revised guidance on how an acquieognizes and measures in its financial staté&snére

identifiable assets acquired, the liabilities assdjrand any non-controlling interest in the acgligatity. In addition, it
provides revised guidance on the recognition andsm@ment of goodwill acquired in the business doatlon. FASB

ASC 805 also provides guidance specific to the gaitmn, classification, and measurement of asaets liabilities

related to insurance and reinsurance contractsiracin a business combination. FASB ASC 805 appitebusiness
combinations for acquisitions occurring on or aflanuary 1, 2009. The adoption of FASB ASC 805t have a
material effect on our results of operations ouitiiity.

In December 2007, the FASB issued Statement offEinhAccounting Standards No. 160, “Non-contralimterests in
Consolidated Financial Statements—an amendmentcobunting Research Bulletin No. 51", which was ¢iedi into
FASB ASC Topic 810, “Non-controlling Interests” (ASB ASC 810”"). FASB ASC 810 amends Accounting Rece
Bulletin No. 51 to establish accounting and repgrtandards for the non-controlling interest subsidiary and for the
deconsolidation of a subsidiary. In addition, larifies that a non-controlling interest in a suiaiy is an ownership
interest in the consolidated entity that should rbported as a component of equity in the consdtidinancial
statements. FASB ASC 810 is effective on a praspebasis beginning January 1, 2009, except ferpifesentation and
disclosure requirements which are applied on @spactive basis for all periods presented. The timlopf FASB ASC
810 did not have a significant impact on our coigstéd financial statements.

In April 2009, FASB issued FASB Staff Position NAS 157-4, “Determining Fair Value When the Voluared Level
of Activity for the Asset or Liability Have Signidfantly Decreased and Identifying Transactions BratNot Orderly”,
which was codified into FASB ASC Topic 820. FASB @820 provides guidance for estimating fair valugew the
volume and level of activity for the asset or liapihave significantly decreased and identifyirigcamstances that may
indicate that a transaction is not orderly. FASBQA820 is effective for interim and annual repa@rtperiods ending
after June 15, 2009, and is applied prospectiviihe adoption of this guidance did not have a siggift impact on our
consolidated financial statements.

In April 2009, FASB issued FASB Staff Position NEAS 115-2 and FAS 124-2, “Recognition and Presemabf

Other-Than-Temporary Impairments”, which was cadifinto FASB ASC Topic 320, “Investment Securiti¢$*ASB

ASC 3207), amending prior other-than-temporary impant guidance for debt in order to make the guigamore
operational and improve the presentation and disc® of other-than-temporary impairments in thearicial

statements. FASB ASC 320 does not amend existinggretion and measurement guidance related to -otiaer

temporary impairments of equity securities. Thevmions of FASB ASC 320 are effective for interirarfpds ending
after June 15, 2009. We adopted FASB ASC 320 @fteé\pril 1, 2009 which resulted in a cumulativiéeet adjustment
to the beginning balances of retained earningsaandmulated other comprehensive income (loss) pfosgmately $2.6
million before tax and $1.7 million net of tax.

In April 2009, FASB issued FASB Staff Position NeAS 107-1 and APB Opinion No. 28-1, “Interim Disslwes about
Fair Value of Financial Instruments”, which was ifigdl into FASB ASC 825. FASB ASC 825 requiresadtisures

about fair value of financial instruments for interreporting periods as well as in annual finangtdtements. This
guidance is effective for interim periods endingeafJune 15, 2009 but did not impact our consadddinancial

statements. However, additional footnote disclesuo our interim and annual financial statemerewequired.

In May 2009, FASB issued Statement of Financial AAstting Standard No. 165, “Subsequent Events”, whias

codified into FASB ASC Topic 855, “Subsequent EgéritFASB ASC 855"), which provides authoritativea@unting

literature for a topic previously addressed onlythie auditing literature (AICPA AU Section 560, Safquent Events).
The provisions of FASB ASC 855 are effective faieiim financial periods ending after June 15, 200% adoption of
FASB ASC 855 did not have a significant impact ain consolidated financial statements.

In June 2009, FASB issued Statement of FinanciabAnting Standards No. 167, “Amendments to FASBrpretation

No. 46(R)" (“SFAS 167"), which has not yet been ifiedl in the Codification. SFAS 167 addresses ¢fffects of
eliminating the qualifying special-purpose entigncept and responds to concerns about the applicaficertain key
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provisions of FASB Interpretation No. 46(R), “Cofidation of Variable Interest Entities”, includingpncerns over the
transparency of enterprises’ involvement with Valgainterest entities. SFAS 167 is effective fatendar year end
companies beginning on January 1, 2010 with eaaipglication prohibited. We do not expect adoptBiAS 167 to
have a material impact on our consolidated findrat&tements.

In April 2008, FASB issued FASB Staff Position NB12-3, “Determination of the Useful Life of Intahig Assets”,
which was codified into FASB ASC Topic 350 and adgthe factors that should be considered in deusdognewal or
extension assumptions used to determine the u#efalf a recognized intangible assets. This gnggadid not have any
impact on our consolidated financial statements.

In December 2008, FASB issued FAS 132 (R)-1 “Emeisy Disclosure about Postretirement Benefit Plaseis”,
which amends FASB Statement No. 132. FAS 132 (Rja% codified into FASB ASC Topic 715 “Compensation
Retirement Benefits” (“FASB ASC Topic 715"). FASESC Topic 715 addresses an employer’s disclosurestglan
assets of a defined benefit pension or other posingent plan. This guidance is effective for fisgears ending after
December 15, 2009 but did not impact our consaididinancial statements. However, additional foterdisclosures to
our annual financial statements were required.

Reclassification

Certain previously reported amounts have beensgsifiled in order to conform to our current yeargemgation. Such
reclassification had no effect on net income ocldtolders’ equity.

Investments

We complete a detailed analysis each quarter #sasshether any decline in the fair value of anggiment below cost
is deemed other-than-temporary. All securities withunrealized loss are reviewed. We recognizengairment loss
when an investment's value declines below costisaelil for accretion, amortization and previous ethan-temporary
impairments and it is determined that the declknether-than-temporary.

Equity Investments: Some of the factors considdéreevaluating whether a decline in fair value fam equity

investment is other-than-temporary include: (1) ability and intent to retain the investment fompeariod of time

sufficient to allow for an anticipated recoveryvalue; (2) the recoverability of cost; (3) the léngf time and extent to
which the fair value has been less than cost; 4nthé financial condition and near-term and loeigyt prospects for the
issuer, including the relevant industry conditicared trends, and implications of rating agency astiand offering

prices. When it is determined that an equity invesit is other-than-temporarily impaired, the segus written down

to fair value, and the amount of the impairmerihéduded in earnings as a realized investment [68e.fair value then
becomes the new cost basis of the investment, mpdwbsequent recoveries in fair value are recegna disposition.
We recognize a realized loss when impairment isngekto be other-than-temporary even if a decisiosetl an equity
investment has not been made. When we decidelta setporarily impaired available-for-sale equityestment and
we do not expect the fair value of the equity inremnt to fully recover prior to the expected tinfesale, the investment
is deemed to be other-than-temporarily impaireth@éperiod in which the decision to sell is made.

Fixed Maturity Investments: We assess whethemend to sell, or it is more likely than not tha¢ will be required
to sell, a fixed maturity investment before recqvef its amortized cost basis less any currentogecredit losses. For
fixed maturity investments that are considered msthan-temporarily impaired and that we do notridt¢o sell and will
not be required to sell, we separate the amourih@fimpairment into the amount that is credit edafcredit loss
component) and the amount due to all other factdree credit loss component is recognized in egsiand is the
difference between the investment’s amortized basis and the present value of its expected futash flows. The
remaining difference between the investment’s failue and the present value of future expected ¢asts is
recognized in other comprehensive income.
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Major categories of net investment income are sunaeg as follows (in thousands):

2009 2008 2007
U.S. Treasury securities and
obligations of U.S. government $ 169 $ 918 $ 3,392
Corporate debt securities 7,118 3,195 2,829
Municipal bonds 6,486 10,101 2,980
Assets backed 15 - -
Equity securities-financial services 941 647 28
Equity securities- all other 420 327 272
Cash and cash equivalents 216 1,255 3,890
15,365 16,443 13,391
Investment expenses (418) (394) (2112)
Net investment income $ 14947 $ 16,049 $ 13,180

No investments in any entity or its affiliates eeded 10% of stockholders’ equity at December 3092 2008.

Major categories of recognized gains (losses) vastments are summarized as follows (in thousands):

Twelve Months Ended
December 31

2009 2008 2007

U.S. Treasury securities and

obligations of U.S. government $ - % 1217 % 103
Corporate debt securities 1,544 (3,032) 70
Municipal bonds (41) 233 1
Equity securities-financial services 1,862 157 843
Equity securities- all other 205 (991) 2,045
Net realized gain (loss) 3,570 (2,416) 3,062
Other-than-temporary impairments (538) (8,845) (476)
Gain (loss) on investments $ 3,032 % (11,261) $ 2,586

We realized gross gains on investments of $5.0anjl$3.3 million, and $4.9 million during the yeanded December 31, 2009,
2008 and 2007, respectively. We realized grosefss investments of $1.4 million, $5.7 million g8 million during the
years ended December 31, 2009, 2008 and 2007 ctasgde We recorded proceeds from the sale oéstment securities of
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$111.6 million, $559.7 million and $274.1 milliorudng the years ended December 31, 2009, 2008 &6d, Zespectively.
Realized investment gains and losses are recogimzmaerations on the specific identification metho

The amortized cost and estimated fair value ofstments in debt and equity securities (in thousphggategory is as
follows:

Gross Gross
Amortized  Unrealizec  Unrealized Fair
As of December 31, 2009 Cost Gains Losses Value
U.S. Treasury securities and
obligations of U.S. government $ 6,830 $ 23 9 (17) $ 6,836
Corporate debt securities 94,560 7,190 (2,201) 99,549
Municipal bonds 185,036 2,543 (2,786) 184,793
Asset backed 682 17 (1) 698
Total debt securities 287,108 9,773 (5,005) 291,876
Financial service 17,15¢ 5,00¢ (232 21,93:
All other 10,09t 3,79( (16) 13,86¢
Total equity securities 27,251 8,798 (248) 35,801
Total debt and equity securities $ 314,359 $ 18,571 $ (5,253) $ 327,677
As of December 31, 2008
U.S. Treasury securities and
obligations of U.S. government $ 399 $ 179 $ - $ 4,175
Corporate debt securities 67,157 395 (7,005) 60,547
Municipal bonds 211,083 631 (7,923) 203,791
Total debt securities 282,236 1,205 (14,928) 268,513
Financial services 24,761 332 (3,618) 21,475
All other 4,292 29 (793) 3,528
Total equity securities 29,053 361 (4,411) 25,003
Total debt and equity securities $ 311,289 $ 1566 $ (19,339) $ 293,516
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The following schedules summarize the gross urmedlilosses showing the length of time that investméave been
continuously in an unrealized loss position as e€&mber 31, 2009 and December 31, 2008 (in thosgand

As of December 31, 2009

12 months or less Longer than 12 months Total
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses
U.S. Treasury securities and
obligations of U.S. government $ 3,203 a7z $ - $ - $ 3,202 $ @a7)
Corporate debt securities 18,924 (166) 9,642 (2,035) 28,566 (2,201)
Municipal bonds 28,940 (1,524) 42,183 (1,262) 71,123 (2,786)

Asset backed 51 (1) - - 51 (1)

Total debt securities 51,117 (1,708) 51,825 (3,297) 102,942 (5,005)
Financial services 1,417 (232) - - 1,417 (232)
All other 658 (16) - - 658 (16)

Total equity securities 2,075 (248) - - 2,075 (248)
Total debt and equity securities $ 53,1938 (1,956) $ 51,825% (3,297) $ 105,017 $ (5,253)

As of December 31, 2008
12 months or less Longer than 12 months Total
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses
Corporate debt securities $ 34,318 (5,175) $ 9,786 $ (1,830) $ 44,100 $ (7,005)
Municipal bonds 106,175 (7,258) 10,295 (665) 116,470 (7,923)

Total debt securities 140,489 (12,433) 20,081 (2,495) 160,570 (14,928)
Financial services 7,110 (3,618) - - 7,110 (3,618)
All other 1,822 (793) - - 1,822 (793)
Equity securities 8,932 (4,411) - - 8,932 (4,411)
Total debt and equity securities $ 149,42% (16,844) $ 20,081 $ (2,495) $ 169,502 $ (19,339)

At December 31, 2009, the gross unrealized lossa® rthan twelve months old were attributable tob®dd positions. At
December 31, 2008, the gross unrealized losses tmanetwelve months old were attributable to 15dpasitions. We consider
these losses as a temporary decline in value gsatieepredominately on bonds that we do not intensell and do not believe
we will be required to sell prior to recovery oframortized cost basis. We see no other indicatibat the decline in values of
these securities is other-than-temporary.

Based on evidence gathered through our normaltosgdluation process, we presently expect thadedit securities held in our
investment portfolio will be paid in accordancetwiheir contractual terms. Nonetheless, it i®ast reasonably possible that the
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performance of certain issuers of these debt gexuunwvill be worse than currently expected resgltin future write-downs
within our portfolio of debt securities.

Also, as a result of the challenging market condii we expect the volatility in the valuation of @quity securities to continue
in the foreseeable future. This volatility may ldadmpairments on our equity securities portfaiochanges regarding retention
strategies for certain equity securities.

The amortized cost and estimated fair value of delourities at December 31, 2009 by contractualrityatare as follows.
Expected maturities may differ from contractual undies because certain borrowers may have thet tiglcall or prepay
obligations with or without penalties.

Amortized Fair
Cost Value
(in thousands)

Due in one year or less $ 35,138 $ 36,563
Due after one year through five years 132,759 138,179
Due after five years through ten years 46,910 46,335
Due after ten years 71,620 70,101
Asset backed 681 698

$ 287,108 $ 291,876

Activity related to the credit component recognizedearnings on debt securities held by us for Wwiacportion of other-than-
temporary impairment was recognized in other coimpmsive income for the year ended December 31, 20@8 follows (in
thousands):

Balance, January 1, 2009 $ -

Credit componment of other-than-temporary impairhmen reclassified to OCI in
conjuction with the cumulative effect transitiadjustment (1) 1,168

Additions for the credit component on debt secesiin which other-than-temporary
impairment was not previously recognized -

Balance, December 31, 2009 $ 1,168

(1) As of April 1, 2009, the Company had securitiéth $3.7 million of other-than-temporary impairmereviously recognized
in earnings of which $1.1 million represented thedit component and $2.6 million represented thecremit component
which was reclassified back to accumulated otberrehensive income through a cumulative-effeaistdjent.

Accumulated other comprehensive income includes §0llion, net of tax, of noncredit related impag&nts as of December 31,
20009.
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We have certain of our securities pledged for theefiit of various state insurance departments aindurers. These securities
are included with our available-for-sale debt siims because we have the ability to trade theserigies. We retain the interest
earned on these securities. These securities badyang value of $29.7 million at December 3102@nd a carrying value of
$26.4 million at December 31, 2008.

3. Fair Value:

FASB ASC 820 defines fair value, establishes a istetst framework for measuring fair value and exsamlisclosure

requirements about fair value measurements. FASB 88), among other things, requires us to maxirtizeuse of observable
inputs and minimize the use of unobservable inpditsn measuring fair value. In addition, FASB ASQ@ §2ecludes the use of
block discounts when measuring the fair value efriments traded in an active market, which weewipusly applied to large
holdings of publicly traded equity securities.

Effective January 1, 2008, we determine the faine@f our financial instruments based on theValue hierarchy established in
FASB ASC 820. In accordance with FASB ASC 820 utiize the following fair value hierarchy:

» Level 1: quoted prices in active markets for idegitassets;

* Level 2: inputs to the valuation methodology indugluoted prices for similar assets and liabilifresctive
markets, inputs of identical assets for less actiaekets, and inputs that are observable for thetas liability,
either directly or indirectly, for substantiallygtiull term of the instrument; and

« Level 3: inputs to the valuation methodology that anobservable for the asset or liability.
This hierarchy requires the use of observable mald when available.

Under FASB ASC 820, we determine fair value basedhe price that would be received for an assegpaid to transfer a
liability in an orderly transaction between margeatticipants on the measurement date. It is olicypto maximize the use of
observable inputs and minimize the use of unob&éevaputs when developing fair value measuremeéntaccordance with the
fair value hierarchy described above. Fair valugasurements for assets and liabilities where tleaists limited or no
observable market data are calculated based uponpicing policy, the economic and competitive eomiment, the
characteristics of the asset or liability and otfsmtors as appropriate. These estimated fairegatnay not be realized upon
actual sale or immediate settlement of the asskhility.

Where quoted prices are available on active examfay identical instruments, investment securities classified within Level
1 of the valuation hierarchy. Level 1 investmeatigities include common and preferred stock. ubtgd prices are not
available from active exchanges for identical unstents, then fair values are estimated using quptiegs from less active
markets, quoted prices of securities with similaaracteristics or by pricing models utilizing ottsggnificant observable inputs.
Examples of such instruments, which would generadiyclassified within Level 2 of the valuation fisshy, include corporate
bonds, municipal bonds and U.S. Treasury securifiegases where there is limited activity or leasisparency around inputs to
the valuation, investment securities are classifigtiin Level 3 of the valuation hierarchy. Le&Investments are valued based
on the best available data in order to approxirnfgitevalue. This data may be internally developed consider risk premiums
that a market participant would require. Investmsecurities classified within Level 3 include atHess liquid investment
securities.
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The following table presents for each of the failue hierarchy levels, our assets that are measuifad value on
a recurring basis at December 31, 2009 and DeceBihex008 (in thousands).

As of December 31, 2009

Quoted Prices in Other
Active Markets for ~ Observable Unobservable
Identical Assets Inputs Inputs
(Level 1) (Level 2) (Level 3) Total
U.S. Treasury securities and
obligations of U.S. government $ - $ 6,836 $ - $ 6,836
Corporate debt securities - 99,549 - 99,549
Municipal bonds - 159,521 25,272 184,793
Asset backed - 698 - 698
Total debt securities - 266,604 25,272 291,876
Financial services 21,932 - - 21,932
All other 13,869 - - 13,869
Total equity securities 35,801 - - 35,801
Total debt and equity securities ~ $ 35801 $ 266,604 $ 25272 $ 327,677
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As of December 31, 2008

Quoted Prices in Other
Active Markets for ~ Observable Unobservable
Identical Assets Inputs Inputs
(Level 1) (Level 2) (Level 3) Total
U.S. Treasury securities and
obligations of U.S. government $ - $ 4175  $ - $ 4,175
Corporate debt securities - 60,546 - 60,546
Municipal bonds - 157,688 46,104 203,792
Asset backed - - - -
Total debt securities - 222,409 46,104 268,513
Financial services 21,474 - - 21,474
All other 3,529 - - 3,529
Total equity securities 25,003 - - 25,003
Total debt and equity securities ~ $ 25,003 $ 222409 $ 46,104 $ 293,516

Due to significant unobservable inputs into theuadibn model for certain municipal bonds in illiquinarkets, we classified
these as level 3 in the fair value hierarchy. \Weduan income approach in order to derive an esihfair value of such
securities, which included inputs such as expebtdding period, benchmark swap rate, benchmarkodiscrate and a
discount rate premium for illiquidity.

The following table summarizes the changes invfaiue for all financial assets measured at faingaln a recurring basis
using significant unobservable inputs (Level 3)idyithe year ended December 31, 2009 and 200Bidinsands).

Beginning balance as of January 1, 2009 $ 46,104
Net purchases, issuances, sales and settlements 52520,
Total realized/unrealized gains included in nebme -

Net gains or (losses) included in other comprelvenisicome (307)
Transfers in and/or out of Level 3 -
Ending balance as of December 31, 2009 $ 25,272
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Beginning balance as of January 1, 2008 $ 4,000
Net purchases, issuances, sales and settlements 0043,2
Total realized/unrealized gains included in nebime -

Net gains or (losses) included in other comprelvenisicome (1,096)

Transfers in and/or out of Level 3 -

Ending balance as of December 31, 2008 $ 46,104

4.  Other Assets

The following table details our other assets aBedember 31, 2009 and 2008 (in thousands):

2009 2008
Profit sharing commission receivable $ 695 $ 12,445
Accrued investment income 3,611 2,954
Debt issuance costs 1,362 1,414
Investment in unconsolidated trust subsidiaries 1,702 1,702
Fixed assets 2,140 1,654
Other assets 403 413

$ 18,779 $ 20,582
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5. Reserves for Unpaid Losses and Loss Adjustment Expenses:

Activity in the reserves for unpaid losses and LAE (in thods) is summarized as follows:

2009 2008 2007

Balance at January 1 $ 156,363 $ 125,338 $ 77,564
Less reinsurance recoverable 6,338 4,489 4,763
Net Balance at January 1 150,025 120,849 72,801
Incurred related to:

Current year 151,999 146,059 139,332

Prior years 1,620 (1,815) (6,414)
Total incurred 153,619 144,244 132,918
Paid related to:

Current year 62,584 64,610 54,809

Prior years 64,810 50,458 30,061
Total paid 127,394 115,068 84,870
Net Balance at December 31 176,250 150,025 120,849

Plus reinsurance recoverable 8,412 6,338 4,489

Balance at December $ 184,66: $ 156,36! $ 125,33¢

The $1.6 million unfavorable development and $1lifian and $6.4 million favorable development inigraccident years
recognized in 2009, 2008 and 2007, respectivelgreseent normal changes in our loss reserve essmate2009, the

aggregate loss reserve estimates for prior years imereased to reflect unfavorable loss developmédren the available
information indicated a reasonable likelihood titnet ultimate losses would be more than the prevéstisnates. In 2008 and
2007 the aggregate loss reserve estimates for peiars were decreased to reflect favorable losgldpment when the
available information indicated a reasonable Iiketid that the ultimate losses would be less tharptlevious estimates.
Generally, changes in reserves are caused byivasabetween actual experience and previous exjmtsaand by reduced
emphasis on the Bornhuetter-Ferguson method dilne taging of the accident years.

The $1.6 million increase in reserves for unpaigsés and LAE recognized in 2009 was attributabl&2d® million
unfavorable development on claims incurred in tBO& accident year, $0.7 million favorable developmen claims
incurred in the 2007 accident year and $0.3 millioriavorable development on claims incurred in 2006 and prior
accident years. Our TGA Operating Unit and Aerasp@perating Unit accounted for $4.1 million and3%@illion of the
increase in reserves recognized during 2009, figrtéset by a $1.8 million and $1.0 million dease in reserves for our
AHIS Operating Unit and Personal Lines OperatingtUihe increase in reserves for our TGA Operatimif is driven by
the development on a small number of commerciad &ability claims in which later reporting of mexdil information
resulted in TGA increasing case reserves on claiitis similar fact patterns. The decrease in reserfes our AHIS
Operating Unit was primarily the result of favoraldlaims development in the 2006-2008 accidentsy®éih respect to
general liability, partially offset by a commercjzdckage liability claim in accident year 2005. Tezrease in reserves for
our Personal Lines Operating Unit was primarily tesult of favorable claims development in accidesgrs 2007 and 2008
as well as a loss recovery from the 2002 accideat.y

The $1.8 million decrease in reserves for unpa&bds and LAE recognized in 2008 was attributabl&Qa million
favorable development on claims incurred in the7286cident year, $0.9 million favorable developmamiclaims incurred
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in the 2006 accident year and $0.2 million favoeatbbvelopment on claims incurred in the 2005 aimat giccident years.
Our AHIS Operating Unit and Personal Lines Operatimit accounted for $2.4 million and $0.7 milliaespectively, of
the decrease in reserves recognized in 2008, haiiset by a $1.5 million increase in reservesour TGA Operating
Unit. The decrease in reserves for our AHIS OregeUnit was primarily the result of favorable iols development in the
2007 accident year with respect to the commercitdraobile physical damage and commercial propémssl of business,
offset somewhat by unfavorable development in asttigear 2005 with respect to commercial packaggliy coverage.
The decrease in reserves for our Personal Linesafipg Unit was primarily the result of favorabliims development in
accident year 2006. The increase in reservesupTGA Operating Unit was primarily the result affavorable claims
development in accident years 2006 and 2007 at#iifhel to a small number of larger than normal concrakautomobile
liability claims, partially offset by favorable ¢tas development on the general liability line ofslmess in accident years
2005 through 2007.

The $6.4 million decrease in reserves for unpa&bds and LAE recognized in 2007 was attributabl&3@® million
favorable development on claims incurred in the&86cident year, $1.8 million favorable developmamiclaims incurred
in the 2005 accident year and $1.4 million favoeatbbvelopment on claims incurred in the 2004 aimat giccident years.
Our TGA Operating Unit and AHIS Operating Unit acoted for $3.7 million and $1.7 million, respectiyeof the decrease
in reserves for unpaid losses and LAE recognize20idi7. Loss experience data accumulated sincaauisition of the
TGA Operating Unit in January, 2006, were lowemtlize outside actuary’s estimate initially use@stablish loss reserves.
In late 2006, our AHIS Operating Unit experienceshaall number of large, late reported general liighbsses from earlier
accident years. As a result of this unexpecteidnotievelopment, we increased our loss reserve assrfor this business at
the end of 2006. However, subsequent experienggested that the impact of these types of claimsldvibe less
significant in more recent accident years than ioaify anticipated due in part to coverage restitd previously
implemented.

6. Reinsurance

We reinsure a portion of the risk we underwriteorder to control the exposure to losses and toeptatapital resources.
We cede to reinsurers a portion of these riskspaydpremiums based upon the risk and exposureegbdlicies subject to
such reinsurance. Ceded reinsurance involvestcrislliand is generally subject to aggregate los#td. Although the
reinsurer is liable to us to the extent of the samance ceded, we are ultimately liable as thecdiresurer on all risks
reinsured. Reinsurance recoverables are repofted alowances for uncollectible amounts. We nomihe financial
condition of reinsurers on an ongoing basis anievewur reinsurance arrangements periodically. nReiers are selected
based on their financial condition, business pecastiand the price of their product offerings.

The following table presents our gross and net prevs written and earned and reinsurance recovimiesach of the last
three years:

2009 2008 2007
Premium Written :
Direct $ 214,074 $ 152,156 $ 157,202
Assumed 73,484 91,693 92,270
Ceded (25,818) (8,922) (10,661)

$ 261,74 $ 234,92 $ 238,81:

Premium Earned:

Direct $ 185,727 $ 155,616 $ 151,276
Assumed 83,747 89,040 86,804
Ceded (18,402) (8,336) (12,109)

$ 251,07: $ 236,32 $ 225,97:

Reinsurance recover $ 8,97¢ $ 11,99 $ 3,862
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We presently retain 100% of the risk associatedh w&it policies marketed by our Personal Lines Ofiega

Unit. We currently reinsure the following exposui@s business generated by our AHIS Operating Unit, TGA
Operating Unit, our Heath XS Operating Unit, and Aarospace Operating Unit:

Property catastropheOur property catastrophe reinsurance reduce$irthacial impact a catastrophe could
have on our commercial and personal property imagrdines. Catastrophes might include multipléncéa
and policyholders. Catastrophes include hurricanésdstorms, earthquakes, hailstorms, explosieasere
winter weather and fires. Our property catastrofgiesurance is excess-of-loss reinsurance, whiotliges
us reinsurance coverage for losses in excess afred-upon amount. We utilize catastrophe mddedssist
in determining appropriate retention and limitgptochase. The terms of our property catastropineusance
are:

0 We retain the first $3.0 million of property catagthe losses; and

o Our reinsurers reimburse us 100% for any loss tesx of our $3.0 million retention up to $35.0
million for each catastrophic occurrence, subjedn aggregate limit of $64.0 million.

Commercial property Our commercial property reinsurance is excedsss coverage intended to reduce the
financial impact a single-event or catastrophicslotay have on our results. The terms of our corcialer
property reinsurance are:

0 We retain the first $1.0 million of loss for eaatnemercial property risk;

o Our reinsurers reimburse us for the next $5.0 omlifor each commercial property risk, and $10.0
million for all commercial property risk involvedh iany one occurrence, in all cases subject to an
aggregate limit of $30.0 million for all commercjaioperty losses occurring during the treaty period
and

o Individual risk facultative reinsurance is purchésm any commercial property with limits above
$6.0 million.

Commercial casualty Our commercial casualty reinsurance is excedessf coverage intended to reduce the
financial impact a single-event loss may have om msults. The terms of our commercial casualty
reinsurance are:

0 We retain the first $1.0 million of any commerdiability risk: and
o Our reinsurers reimburse us for the next $5.0 amilfior each commercial liability risk.

Aviation. We purchase reinsurance specific to the aviatisks underwritten by our Aerospace Operating
Unit. This reinsurance provides aircraft hull aiability coverage and airport liability coverage @ per
occurrence basis on the following terms:

0 We retain the first $350,000 of each aircraft loulliability loss or airport liability loss;

o Our reinsurers reimburse us for the next $3.3 omllbf each combined aircraft hull and liability $os
and for the next $650,000 of each airport liabildgs; and

o Other risks with liability limits greater than $1fillion are placed in a quota share treaty wheee w
retain 20% of incurred losses.

Heath XS Effective July 1, 2009, in states where we ahmitted, we directly insure policies written by our
Heath XS Operating Unit and reinsure a portiorhefrisk with third party carriers. In states whesare not
admitted, our Heath XS Operating Unit writes p@giunder fronting arrangements pursuant to which we
assume all of the risk and then retrocede a podidhe risk to third party reinsurers. We reiresor retrocede
79% of the risk on policies written by our Heath X®erating Unit. Through June 30, 2009, our He&sh
Operating Unit wrote policies under a fronting agament pursuant to which we assumed 35% of the ris

Hallmark County Mutual HCM is used to front certain lines of businessur Specialty Commercial and
Personal Segments in Texas where we previouslyupeati policies for third party county mutual inswan
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companies and reinsured 100% for a fronting fee.addition HCM is used to front business producgd b
unaffiliated third parties. HCM does not retain dusiness.

7. Notes Payable

On June 21, 2005, an unconsolidated trust subgid@npleted a private placement of $30.0 millior86fyear floating

rate trust preferred securities. Simultaneously,berrowed $30.9 million from the trust subsidianyd contributed

$30.0 million to one of our insurance company diibsies in order to increase policyholder surpliifie note bears an
initial interest rate of 7.725% until June 15, 2pa6which time interest will adjust quarterly teetthree month LIBOR
rate plus 3.25 percentage points. Under the tefrttse note, we pay interest only each quarterthadrincipal of the

note at maturity. As of December 31, 2009 and 2€@8note balance was $30.9 million.

On January 27, 2006, we borrowed $15.0 million urale revolving credit facility to fund the cashgreéred to close
the acquisition of the subsidiaries now comprising TGA Operating Unit. As of December 31, 2009 2008, the
balance on the revolving note was $2.8 million &4d2 million, respectively, which currently beanserest at 2.15%
per annum. (See Note 8.)

On August 23, 2007, an unconsolidated trust sursidcompleted a private placement of $25.0 milla@n30-year
floating trust preferred securities. Simultanepusie borrowed $25.8 million from the trust subaigi for working
capital and general corporate purposes. The naiestan initial interest rate at 8.28% until Septemb5, 2017, at
which time interest will adjust quarterly to thedbh-month LIBOR rate plus 2.90 percentage poibtsder the terms of

the note, we pay interest only each quarter angtineipal of the note at maturity. As of DecemBér 2009 and 2008
the note balance was $25.8 million.

8. Credit Facilities:

We have a credit facility with The Frost Nationarix which was amended and restated on January)@8,td provide
a $20 million revolving credit facility with a $5 iion letter of credit sub-facility. The credig€ility was further
amended effective May 31, 2007 to increase thelving credit facility to $25 million and establighnew $5 million
revolving credit sub-facility for the premium finea operations of PAAC. This $5 million credit sialgility replaced
PAAC’s $5 million revolving credit facility with JMorgan Chase Bank which terminated June 30, 2U8&.credit
agreement was again amended effective Februar3®® to extend the termination to January 27, 26fise various
affirmative and negative covenants and decreasetbeest rate in most instances to the three m&nttodollar rate
plus 1.90 percentage points, payable quarterlyrieags. The credit agreement was again amendegudapl, 2010 in
order to extend certain expiration, maturity, amdrtination dates for a period of 120 days. We ptteil of credit fees
at the rate of 1.00% per annum. Our obligationdeurthe revolving credit facility are secured bgegurity interest in
the capital stock of all of our subsidiaries, guies of all of our subsidiaries and the pledgalbbf our non-insurance
company assets. The revolving credit facility eimé covenants which, among other things, requiréoumaintain
certain financial and operating ratios and rest@tain distributions, transactions and organiweti changes. As of
December 31, 2009, we were in compliance with b covenants. As of December 31, 2009 we ha8 &fllion
outstanding under this facility.

9. Segment Information

We pursue our business activities through subsédiavhose operations are organized into producinits @nd are
supported by our insurance carrier subsidiariesr @n-carrier insurance activities are organizggtoducing units
into the following reportable segments:

« Standard Commercial SegmentThe Standard Commercial Segment includes thalatdriines commercial
property/casualty insurance products and serviaeslled by our AHIS Operating Unit which is compdsef
our American Hallmark Insurance Services and EChkgliaries.

e Specialty Commercial Segment.The Specialty Commercial Segment primarily inelsicdche excess and
surplus lines commercial property/casualty insueapmoducts and services handled by our TGA Opeyatin
Unit, the general aviation insurance products arglises handled by our Aerospace Operating Unittaed
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commercial umbrella and excess liability risks Haddby our Heath XS Operating Unit. The Specialty
Commercial Segment also includes a relatively saralbunt of non-strategic legacy personal linesranste
products handled by our TGA Operating Unit. OurATGperating Unit is comprised of our TGA, PAAC and
TGARSI subsidiaries. Our Aerospace Operating Wmitomprised of our Aerospace Insurance Managers,
ASRI and ACMG subsidiaries. Our Heath XS Operatihmt is comprised of HXS and HDS which were both
acquired August 29, 2008.

» Personal Segment.The Personal Segment includes the non-standasomed automobile insurance products
and services handled by our Personal Lines Opegratiit which is comprised of American Hallmark Geale
Agency, Inc. and Hallmark Claims Services, Incthbaf which do business as Hallmark Insurance Campa

The retained premium produced by these reportaddgnents is supported by the following insurance paomy
subsidiaries:

e American Hallmark Insurance Company of Texapresently retains all of the risks on the comnarci
property/casualty policies marketed within the 8td Commercial Segment, retains a portion of rigkshe
personal policies marketed within the Personal si@@erating Unit and assumes a portion of the askthe
commercial and aviation property/casualty policierketed within the Specialty Commercial Segment.

» Hallmark Specialty Insurance Companypresently retains a portion of the risks on thencwrcial
property/casualty policies marketed within the Salec Commercial Segment.

« Hallmark Insurance Companypresently retains a portion of the risks on bdid personal policies marketed
within the Personal Lines Operating Unit and on dk@&tion property/casualty products marketed witttie
Specialty Commercial Segment.

« Hallmark County Mutual Insurance Companycontrol and management was acquired effective Bijne
2009 through the acquisition of all of the issuad autstanding shares of CYR Insurance Management
Company (“CYR”). CYR has as its primary asset anagement agreement with HCM which provides for
CYR to have management and control of HCM. HCMsed to front certain lines of business in our &ggc
Commercial and Personal Segments in Texas wherprewgously produced policies for third party county
mutual insurance companies and reinsured 100%ffonténg fee. HCM does not retain any business.

AHIC, HIC, and HSIC have entered into a poolingaagement pursuant to which AHIC retains 46.0% efttital net
premiums written, HIC retains 34.1% of our total peemiums written and HSIC retains 19.9% of otaltoet premiums
written. HCM is not a party to the intercompanylitg arrangement. This pooling arrangement hadhpact on our
consolidated financial statements under GAAP.
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The following is additional business segment infation for the twelve months ended December 31, 20008, and

2007 (in thousands):

2009 2008 2007
Revenues
Standard Commercial Segment $ 76,496 $ 84,075 86,512
Speciality Commercial Segment 131,504 127,882 126,550
Personal Segment 73,785 64,475 58,268
Corporate 5,254 (7,742) 3,836
Consolidate $ 287,03 $ 268,69( 275,16t
Depreciation and Amortization Expense
Standard Commercial Segment $ 87 % 173 215
Speciality Commercial Segment 3,075 2,718 2,608
Personal Segment 494 255 222
Corporate 449 73 74
Consolidate $ 4,10t $ 3,21¢ 3,11¢
Interest Expense
Standard Commercial Segment $ - $ - -
Speciality Commercial Segment 30 96 151
Personal Segment - - 1
Corporate 4,572 4,649 3,762
Consolidate $ 4,60z $ 4,74F 3,91«
Tax Expense
Standard Commercial Segment $ 1,905 % 1,763 3,341
Speciality Commercial Segment 5,151 5,116 8,530
Personal Segment 2,482 1,993 1,956
Corporate (908) (697) 79
Consolidate $ 8,63( $ 8,17¢ 13,90¢
Pre-tax Income, net of non-controlling interest
Standard Commercial Segment $ 9,266 $ 9,683 12,415
Speciality Commercial Segment 20,883 21,328 28,338
Personal Segment 11,000 8,989 7,523
Corporate (7,944) (18,926) (6,507)
Consolidate $ 33,20t $ 21,07+ 41,76¢
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Segment Information continued

The following is additional business segment infation as of the following dates (in thousands):

December 31,

2009 2008
Assets
Standard Commercial Segment $ 136,745 $ 146,415
Specialty Commercial Segment 280,970 230,13
Personal Segment 109,844 84,456
Corporate 101,310 77,397
Consolidated $ 628,869 $ 538,398

10. Earnings Per Share

11.

We have adopted the provisions of Statement of ri€iah Accounting Standards No. 128, “Earnings pbarg,”
(“SFAS 128"), which was codified into FASB ASC Top260, “Earnings Per Share”, requiring presentatibboth
basic and diluted earnings per share. A recoticitiof the numerators and denominators of thecbasd diluted per
share calculations (in thousands, except per siraceints) is presented below:

2009 2008 2007
Numerator for both basic and diluted earnings pares
Net income attributable to Hallmark Financial Seed,
Inc. $ 24575 $ 12,899 $ 27,863
Denominator, basic shares 20,620 20,803 20,768
Effect of dilutive securities:

Stock options 13 74 -
Denominator, diluted shares 20,633 20,877 20,768
Basic earnings _per share: $ 1.19 $ 0.62 $ 1.34
Diluted earnings per share: $ 1.19 $ 0.62 $ 1.34

For the years ended December 31, 2009 and 200&W&%9,166 shares of common stock potentially tdsuapon
exercise of employee stock options that were exxdudom the weighted average number of sharesamdistg on a
diluted basis because the effect of such optionsldvbe anti-dilutive. There were no shares of camnstock
potentially issuable upon exercise of employeeksaptions that were excluded from the weighted agemumber of
shares outstanding on a diluted basis for the geded December 31, 2007.

Requlatory Capital Restrictions

AHIC, domiciled in Texas, is limited in the paymaaitdividends to their stockholders in any 12-mopéhiod, without
the prior written consent of the Texas Departmdnineurance, to the greater of statutory net incdorethe prior

calendar year or 10% of statutory policyholderphkig as of the prior year end. Dividends may dmdypaid from
unassigned surplus funds. HIC, domiciled in Arizoisalimited in the payment of dividends to thesksof 10% of
prior year policyholders surplus or prior year's ingestment income, without prior written approff@m the Arizona
Department of Insurance. HSIC, domiciled in Oklaloia limited in the payment of dividends to theajer of 10% of
prior year policyholders surplus or prior yearatstory net income, without prior written approfiam the Oklahoma
Insurance Department. During 2010, the aggregatmany dividend capacity of these subsidiaries1i9.8 million, of

which $15.9 million is available to Hallmark. Ascaunty mutual, dividends from HCM are payable tdigytolders.

None of our insurance company subsidiaries paigideahd during the year ended December 31, 2003068.

The state insurance departments also regulate cimatransactions between our insurance subsidiaaied their
affiliated companies. Applicable regulations requapproval of management fees, expense sharingacts and
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similar transactions. American Hallmark GeneraleAgy, Inc. paid $5.6 million, $4.5 million and $1ndllion in

management fees to Hallmark during 2009, 2008 @0 2respectively. HIC paid $1.2 million in managmt fees to
American Hallmark General Agency, Inc. during ea¢h2009, 2008 and 2007. AHIC paid $4.5 million &%8l.3
million in management fees to American Hallmark &wah Agency, Inc. during 2009 and 2008, respedtiveAHIC

did not pay any management fees during 2007. Hii@ $60,000 in management fees to TGA Insurancealglers
during each of 2009, 2008, and 2007.

Statutory capital and surplus is calculated asuint assets less statutory liabilities. The uasistate insurance
departments that regulate our insurance compansidiaties require us to maintain a minimum statpiapital and

surplus. As of December 31, 2009, our insurancepamy subsidiaries reported statutory capital amglss of $174.9

million, substantially greater than the minimumuigments for each state. For the year ended leee31, 2009,

our insurance company subsidiaries reported stgtatt income of $22.1 million.

The National Association of Insurance Commissionmerpiires property/casualty insurers to file a-hslsed capital
calculation according to a specified formula. Thepose of the formula is twofold: (1) to assessddequacy of an
insurer’s statutory capital and surplus based uporariety of factors such as potential risks relai@ investment
portfolio, ceded reinsurance and product mix; &)dq assist state regulators under the RBC farrbrs Model Act by
providing thresholds at which a state commissiogeauthorized and expected to take regulatory actid\s of

December 31, 2009, the adjusted capital underifkebased capital calculation of each of our insaeacompany
subsidiaries substantially exceeded the minimurairements.

Share-based Payment Arrangements

Our 2005 Long Term Incentive Plan (“2005 LTIP")astock compensation plan for key employees andengpioyee
directors that was approved by the shareholderglayn 26, 2005. There are 2,000,000 shares autlibfareissuance
under the 2005 LTIP. Our 1994 Key Employee LongiTéncentive Plan (the “1994 Employee Plan”) an84.8lon-
Employee Director Stock Option Plan (the “1994 bBiog Plan”) both expired in 2004 but have unexedisptions
outstanding.

As of December 31, 2009, there were incentive stgtfons to purchase 1,262,499 shares of our comsback

outstanding and non-qualified stock options to pase 320,000 shares of our common stock outstandidgr the

2005 LTIP, leaving 417,501 shares reserved forréuissuance. As of December 31, 2009, there vmeentive stock
options to purchase 2,500 shares outstanding uti#erl994 Employee Plan and non-qualified stockomgtito

purchase 20,834 shares outstanding under the 1984t& Plan. In addition, as of December 31, 2G68re were
outstanding non-qualified stock options to purcHa833 shares of our common stock granted to ceni@n-employee
directors outside the 1994 Director Plan in liedesfs for service on our board of directors in 199®e exercise price
of all such outstanding stock options is equahfair market value of our common stock on the adtgrant.

Options granted under the 1994 Employee Plan poi@ctober 31, 2003, vest 40% six months from thie @f grant
and an additional 20% on each of the first thresensary dates of the grant and terminate tensygam the date of
grant. Incentive stock options granted under B@52 TIP prior to 2009 and the 1994 Employee Pfaer ©ctober 31,
2003, vest 10%, 20%, 30% and 40% on the first, mcthird and fourth anniversary dates of the greagpectively,
and terminate five to ten years from the date ahgr Incentive stock options granted in 2009 urider2005 LTIP vest
in equal annual increments on each of the firsesenniversary dates and terminate ten years fnendate of grant.
Non-qualified stock options granted under the 2008 generally vest 100% six months after the dtgrant and
terminate ten years from the date of grant. Theas one grant of 200,000 non-qualified stock ogstion2009 under
the 2005 LTIP that vest in equal annual incrementgach of the first seven anniversary dates amndiriate ten years
from the date of grant. All non-qualified stocktiops granted under the 1994 Director Plan vest 4ix months
from the date of grant and an additional 10% orhezcthe first six anniversary dates of the gramd &erminate ten
years from the date of grant. The options grataetbn-employee directors outside the 1994 Direltan fully vested
six months after the date of grant and terminateytars from the date of grant.
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A summary of the status of our stock options aaraf changes during the year ended December 31,i2009
presented below:

Average  Contractual Intrinsic
Number of Exercise Term Value
Shares Price (Years) ($000)
Outstanding at January 1, 2009 1,052,248 11.12
Granted 595,000 $ 6.62
Exercised (31,049)% 3.66
Forfeited or expired (2,083% 2.63
Outstanding at December 31, 2009 1,614,166 9.62 79 % 1,013
Exercisable at December 31, 2009 474580 9.91 6.8 $ 291

The following table details the intrinsic value agtions exercised, total cost of share-based payudrarged
against income before income tax benefit and theustnof related income tax benefit recognized icome for the
periods indicated (in thousands):

2009 2008 2007
Intrinsic value of options exercised $ 113 $ 415 % -
Cost of share-based payments (non-cash) $ 1,334 1,368 $ 527
Income tax benefit of share-based
payments recognized in income $ 78 $ 30 % 53

As of December 31, 2009 there was $2.9 millionotélt unrecognized compensation cost related tovesited share-
based compensation arrangements granted undetams; pf which $1.1 million is expected to be retagd in 2010,
$0.7 million is expected to be recognized in 20804 million is expected to be recognized in 208@2 million is

expected to be recognized each year from 2013 ¢hr@015 and $0.1 million is expected to be recagphin 2016.

The fair value of each stock option granted isnesteéd on the date of grant using the Black-Schopg®n pricing
model. Expected volatilities are based on theohicsdl volatility of similar companies’ common stofor a period
equal to the expected term. The risk-free interat®ts for periods within the contractual termha bptions are based
on rates for U.S. Treasury Notes with maturity daerresponding to the options’ expected term efgitant. Expected
term is determined base on the simplified methothasCompany does not have sufficient historic&reise data to
provide a basis for estimating the expected term.
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The following table details the weighted averagengjdate fair value and related assumptions foptréds
indicated.

2009 2008 2007
Grant date fair value per share $ 3.00 $ 474 3 4.04
Expected term (in years) 6.8 6.4 6.4
Expected volatility 40.0% 35.0% 19.4%
Risk free interest rate 2.7% 3.4% 4.5%

13. Retirement Plans

Certain employees of the Standard Commercial Segwene participants in a defined cash balance plan
covering all full-time employees who had compleg¢deast 1,000 hours of service. This plan wasdinan
March 2001 in anticipation of distribution of plagsets to members upon plan termination. All pigdits
were vested when the plan was frozen.

The following tables provide detail of the changasbenefit obligations, components of benefit costs

weighted-average assumptions, and plan assetedaetirement plan as of and for the twelve moutiding
December 31, 2009, 2008 and 2007 (in thousandsy asmeasurement date of December 31.
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Assumptions (end of period):
Discount rate used in determining benefit obligatio
Rate of compensation increase

Reconciliation of funded status (end of period):
Accumulated benefit obligatit

Projected benefit obligation
Fair value of plan assets
Funded status

Net actuarial loss

Accumulated other comprehensive loss
Prepaid/(accrued) pension cost

Net amount recognized as of December 31

Changes in projected benefit obligation:
Benefit obligation as of beginning of period
Interest cost

Actuarial liability (gain)/loss

Benefits paid

Benefit obligation as of end of peri

Change in plan assets:

Fair value of plan assets as of beginning of period
Actual return on plan assets (net of expenses)
Employer contributions

Benefits paid

Fair value of plan assets as of end of pe

Net periodic pension cost:

Service cost - benefits earned during the period
Interest cost on projected benefit obligation
Expected return on plan assets

Recognized actuarial loss

Net periodic pension c¢

Discount rate
Expected return on plan assets
Rate of compensation increase
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2009 2008 2007
6.00% 5.50% 5.75%
N/A N/A N/A
(11,301 $ (12,159 (12,053
(11,301) $ (12,159) (12,053)
8,673 7,850 10,384
(2,628) $ (4,309) (1,669)
(2,805) (5,132) (1,752)
(2,805) (5,132) (1,752)
177 823 83
(2,628 (4,309) (1,669)
12,159 $ 12,053 12,994
643 667 720
(631) 327 (749)
(870) (888) (912)
11,30 $ 12,15¢ 12,05:
7,850 $ 10,384 9,868
1,693 (2,448) 1,073
- 802 355
(870) (888) (912)
867: $ 7,85( 10,38
- $ - -
643 667 720
(485) (670) (642)
489 64 199
647 $ 61 277
5.50% 5.75% 5.75%
6.50% 6.50% 6.50%
N/A N/A N/A
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Estimated future benefit payments by fiscal yeatifousands):

2010 $ 913
2011 $ 917
2012 $ 926
2013 $ 921
2014 $ 909
2015-2019 $ 4,360

As of December 31, 2009, the fair value of the @asets was composed of cash and cash equivafe$@s3o
million, bonds and notes of $2.8 million and equgcurities of $5.6 million.

Our investment objectives are to preserve capitdlta achieve long-term growth through a favorahte of
return equal to or greater than 5% over the longrté60 year) average inflation rate as measuredhby
consumer price index. The objective of the eqpdjxtion of the portfolio is to achieve a returreixcess of the
Standard & Poor’'s 500 index. The objective of fixed income portion of the portfolio is to add lstiy,
consistency, safety and total return to the tatatifportfolio.

We prohibit investments in options, futures, presionetals, short sales and purchase on margin.algde
restrict the investment in fixed income securities’A” rated or better by Moody's or Standard & R®0
rating services and restrict investments in comstocks to only those that are listed and activedged on
one or more of the major United States stock exgasnincluding NASDAQ. We manage to an asset
allocation of 45% to 75% in equity securities. Wwestment in any single stock issue is restri¢te8% of

the total portfolio value and 90% of the securitietd in mutual or commingled funds must meet tlieeria

for common stocks.

To develop the expected long-term rate of returrassets assumption, we consider the historicatnmetand
the future expectations for returns for each askets, as well as the target asset allocation efpémsion
portfolio. This resulted in the selection of th&% long-term rate of return on assets assumpftiandevelop
the discount rate used in determining the bendfigation we used the Citigroup Pension Liabilihdéx at
the measurement date to match the timing and amadiprojected future benefits.

We estimate contributing $0.4 million to the defingenefit cash balance plan during 2010. We expect
2010 periodic pension cost to be $0.3 million, tdmenponents of which are interest cost of $0.6 amlli
expected return on plan assets of ($0.5) millioth amortization of actuarial loss of $0.2 million.

The following table shows the weighted-averagetasifecation for the defined benefit cash balanies ield
as of December 31, 2009 and 2008.

12/31/09  12/31/08
Asset Category:

Fixed income securities 32% 36%
Equity securities 65% 62%
Other 3% 2%
Total 100% 100%

We determine the fair value of our plan assetsdasethe fair value hierarchy established in FASBCA820
which requires an entity to maximize the use ofeobable inputs and minimize the use of unobservable
inputs.
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The following table presents for each of the fatue hierarchy levels, our plan assets that aresuned at
fair value on a recurring basis at December 319Z00thousands).

Quoted Prices in Other
Active Markets for Observable Unobservable
Identical Assets Inputs Inputs
(Level 1) (Level 2) (Level 3) Total

Debt securities $ - $ 2,794 3 - $ 2,794
Equity securities $ 5625 $ - $ - 5,625
Cash and equivalents 254 - - 254
Total $ 5,87¢ $ 2,79/ $ - $ 8,67%

We sponsor two defined contribution plans. Undexse plans, employees may contribute a portiomef t
compensation on a tax-deferred basis, and we mayrilcote a discretionary amount each year. We
contributed $0.2 million, $0.2 million and $0.2 hah for each of the years ended December 31, 22008

and 2007, respectively.
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14. Income Taxes

The composition of deferred tax assets and lt@sliand the related tax effects (in thousandsf &ecember 31, 2009
and 2008, are as follows:
2009 2008

Deferred tax liabilities:
Deferred policy acquisition costs $ 7217 $( 6,833

Net unrealized holding gain on investments ( 4,661) -
Agency relationship ( 123) ( 132)
Intangible assets ( 6,811) ( 7,442
Fixed assets ( 344) ( 210)
Other ( 477) ( 155)
Total deferred tax liabilities @ 19693 $( 14,772
Deferred tax assets:
Unearned premiums $ 7,846 $ 7,100
Deferred ceding commissions 22 653
Amortization of non-compete agreements 655 714
Pension liability 982 1,796
Net operating loss ca-forwarc 99C 1,10¢
Net unrealized holding losses on investments - 6,221
Unpaid loss and loss adjustment expense 5,149 4,052
Goodwill 511 720
Rent reserve 22 33
Investment impairments 2,416 3,227
Capital loss 9 290
Other 149 71
Total deferred tax assets $ 18,751 $ 25,981
Net deferred tax asset before valuation aiove $( 942) % 11,209
Valuation allowance - 4,513
Net deferred tax asset (liability) $( 942) % 6,696

The change in valuation allowance attributable datiouing operations and other comprehensive incsr@esented

below:
2009 2008 2007
Continuing operations $ (1,21%) 2,969 $ (203)
Changes in other comprehensiverireo (3,300) 1,544 -

$ (4513 $ 451: $ (203
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Income Taxe:, continuec

A reconciliation of the income tax provisions (iousands) based on the statutory tax rate to thespon reflected
in the consolidated financial statements for theryended December 31, 2009, 2008 and 2007, idlews:

2009 2008 2007

Computed expected income tax expense

at statutory regulatory tax rate $11,640 $7,394 $14,619
Meals and entertainment 14 18 23
Tax exempt interest ( 2,157) ( 2,883 ( 813)
Dividends received deduction ( 253) ( 147) ( 43)
State taxes (net of federal benefit) 159 269 194
Valuation allowance ( 1,213) 2,969 ( 203)
Other 440 555 129
Income tax expense $8,630 $8,175 $13,906
Current income tax expense $10,165 $9,087 $15,387
Deferred tax benefit ( 1,535) ( 912) ( 1,481)
Income tax expense $8,630 $8,175 $13,906

We have available, for federal income tax purposesised net operating loss of approximately $2.fami

at December 31, 2009. The losses were acquirpdrasf the HIC acquisition and may be used toetffature

taxable income. Utilization of the losses is leditunder Internal Revenue Code Section 382. Thernial

Revenue Code has provided that effective with @ary beginning September 1997, the carry-back ang-c
forward periods are 2 years and 20 years, respgtiwith respect to newly generated operatingdesslhe net
operating losses (in thousands) will expire, if e, as follows:

Year
2021 $ 1,950
2022 878

$ 2,828

We are no longer subject to U.S. federal, statgllor non — U.S. income tax examinations by tetheauties for
years prior to 2005.

Commitments and Contingencies

We have several leases, primarily for office fitie and computer equipment, which expire in vasigears through
2016. Certain of these leases contain renewabigti Rental expense amounted to $1.8 million, $2lliion and $2.1
million for the years ended December 31, 2009, 20@82007, respectively.

Future minimum lease payments (in thousands) undescancelable operating leases as of Decemb&t(®B, are as
follows:

Year

2010 $ 1,194
2011 637
2012 330
2013 280
2014 251
2015 and thereafter 262
Total minimum lease payments $ 2,954

From time to time, assessments are levied on tisebguaranty association of the State of Texash @8sessments are
made primarily to cover the losses of policyholdefsnsolvent or rehabilitated insurers. Sincesthassessments can
be recovered through a reduction in future premtares paid, we capitalize the assessments as tkegaid and
amortize the capitalized balance against our prentax expense. There were no assessments durf®y 2008 or
2007.

F-43



16.

17.

HALLMARK FINANCIAL SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Years ended December 31, 2009, 2008, and 2007

We are engaged in legal proceedings in the ordinatyse of business, none of which, either indigliuor in the
aggregate, are believed likely to have a matedaeese effect on our consolidated financial posit@ results of
operations, in the opinion of management. Theowariegal proceedings to which we are a party @uémne in nature
and incidental to our business.

Concentrations of Credit Risk

We maintain cash and cash equivalents in accouittisseven financial institutions in excess of tineoaint insured by
the Federal Deposit Insurance Corporation. We tootie financial stability of the depository irtations regularly
and do not believe excessive risk of depositortitintgon failure existed at December 31, 2009.

We are also subject to credit risk with respectdimsurers to whom we have ceded underwriting riskthough a
reinsurer is liable for losses to the extent of ¢thgerage it assumes, we remain obligated to olicyholders in the
event that the reinsurers do not meet their ohtigatunder the reinsurance agreements. In ordmitigate credit risk
to reinsurance companies, we monitor the financ@idition of reinsurers on an ongoing basis andevewour
reinsurance arrangements periodically. Most ofreinsurance recoverable balance as of Decemb&08D, are with
reinsurers that have an A.M. Best rating of “A-“hmtter.

Unaudited Selected Quarterly Financidhformation :

Following is a summary of the unaudited interimutes of operations for the years ended December2809 and
2008:

2009 2008

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
Total revenue $70,910 $70,744 $71,903 $73,482 $71,521 $71,984 $64,989  $60,196
Total expense 62,465 63,941 66,070 61,306 60,727 61,396 64,828 60,615
Income (loss) before
tax 8,445 6,803 5,833 12,176 10,794 10,588 161 (419)
Income tax expense
(benefit) 1,662 2,519 1,585 2,864 3,529 3,178 (485) 1,953
Net income (loss) 6,783 4,284 4,248 9,312 7,265 7,410 646 (2,372)
Net income (loss)
attributable to non-
controlling interest (7) 9 34 16 - - 15 35
Net income (loss)
attributable to
Hallmark Financial
Services, Inc. $6,790 $4,275 $4,214 $9,296  $7,265 $7,410 $631  ($2,407)
Basic earnings (loss)
per share: $0.33 $0.20 $0.20 $0.46  $0.35 $0.36 $0.03 ($0.12)
Diluted earnings
(loss) per share: $0.33 $0.20 $0.20 $0.46 $0.35 $0.35 $0.03 ($0.12)
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Schedule Il — Condensed Financial Information of Rgistrant (Parent Company Only)

HALLMARK FINANCIAL SERVICES, INC.
BALANCE SHEETS
December 31, 2009 and 2008
(In thousands)

2009 2008
ASSETS

Equity securities, available-for-sale, at fair valu $ 944 $ 2,01«
Cash and cash equivalents 9,646 7,33
Accounts receivable - 64C
Investment in subsidiaries 287,566 232,39
Deferred federal income taxes 154 261
Other assets 3,590 4,39¢

$ 301,900 $ 247,03

LIABILITIES AND STOCKHOLDERS’ EQUITY

Liabilities:
Notes payable $ 59,502 $ 592(
Current federal income tax payable 8,555 3,417
Accounts payable and other accrued expenses 7,326 4,39(
75,383 67,62
Stockholders’ equity:
Common stock, $.18 par value, authorized 33,38shares;
issued 20,872,831 shares in 2009 and 20,82 K[fares in 2008 3,757 3,751
Capital in excess of par value 121,016 119,92¢
Retained earnings 98,482 72,24
Accumulated other comprehensive income (loss) 8,589 (16432)
Treasury stock, (757,828 shares in 2009 andB7r82008), at cost (5,327) [V
Total stockholders’ equity 226,517 179,41.
Total liabilities and stockholders’ égu $ 301,900 $ 247,03

See accompanying report of independent registarbticpaccounting firm.
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Schedule Il (Continued) — Condensed Financial Infanation of Registrant (Parent Company Only)

HALLMARK FINANCIAL SERVICES, INC.
STATEMENTS OF OPERATIONS
For the years ended December 31, 2009, 2008 and 2007
(In thousands)

200¢ 200¢ 2007
Investment income (loss), net of expel $ (166 $ 127 $ 457
Realized gain (los 313 (1,056 50¢
Management fee incor 7,127 6,044 7,205
7,274 5,115 8,170
Losses and loss adjustment expe - D (15)
Other operating costs and expel 8,190 6,537 6,596
Interest expen: 4,572 4,649 3,762
Amortization of intangible ass 379 - ‘
13,141 11,185 10,34:
Loss before equity in undistributed earnings of subsekaaind
income tax expen (5,867) (6,070) (2,173)
Income tax bene (1,609 (1,567 (653
Loss before equity in undistributed earnings of subsik (4,258) (4,503) (1,520)
Equity in undistributed share of earnings in subsidi 28,833 17,402 29,383
Net income $ 2457 _$ 12,89¢ _$ 27,86

See accompanying report of independent registarblicpaccounting firm.
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Schedule Il (Continued) — Condensed Financial Infanation of Registrant (Parent Company Only)

HALLMARK FINANCIAL SERVICES, INC.
STATEMENTS OF CASH FLOWS

For the years ended December 31, 2009, 2008 and 200

Cash flows from operating activitit
Net incom

Adjustments to reconcile net income to cash praViole (used in) operating activitir

Depreciation and amortization expe
Deferred income tax expense (ben

Change in unpaid losses and loss adjustnxpetinse

Undistributed share of earnings of subsidk
Realized gain (los

Change in accounts receivz

Change in current federal income tax pay
Change in all other liabiliti

Change in all other ass

Net cash provided by (used in) operasictiyities

Cash flows from investing activitie
Purchases of property and equipr
Acquisition of subsidiarit
Change in restricted ce
Purchase of fixed maturity and equity secul
Maturities and redemptions of investment seigs

Net cash provided by investing activi

Cash flows from financing activitie
Proceeds from exercise of employee stock of
Proceeds from borrowin
Debt issuance co:
Purchase of treasury she
Repayment of borrowin
Net cash (used in) provided by financing atithe

Increase (Decrease) in cash and cash equiv
Cash and cash equivalents at beginning of
Cash and cash equivalents at end of

Supplemental cash flow informati
Interest pai

Income taxes recover

See accompanying report of independent registaubticpaccounting firm.

(In thousands)
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200¢ 200¢ 2007

$ 24577 $ 12,89¢ $ 27,86:
44§ 7¢ 48¢

11z (17 17¢

- a (15
(28,833 (17,402 (29,383
(313 1,05¢ (508

- - 18¢<

5,13¢ 2,69: 2,641
2,557 19z (5,475
2,40¢ 381 20¢
6,09( (124 (3,825
(22 (60 (50

- (15,000 -

- 10,644 10,21¢
(10,957 (84,870 (60,580
12,651 91,98t 55,45:
1,672 2,69¢ 5,041
11¢ 21¢ -

- - 25,77¢

- - (674

(5,250 - -
(318 (9,683 (15,000
(5,453 (9,464 10,10(
2,30¢ (6,889 11,31€
7,337 14,22¢ 2,91(

$ 0646 $ 7,337 _$ 14.22¢
$ (4612 $ (4662 _$ (3,250
$ 686 $ 424: $ 2,957




FINANCIAL STATEMENT SCHEDULES

Hallmark Financial Services
Schedule Il - Supplementary Insurance Information
(In thousands)

Column 2 Column E ColumnC ColumnLC ColumnE ColumnF Column C Column + Column Column. Column K
Segment Deferred Future Unearned Other Premium Net Benefits, Amaiiobn ~ Other Net
Policy Policy Premiums Policy Revenue Investment Clainesses of Deferred Operating Premiums
Acquisition  Benefits, Claims Income  and Settlement Bolic Expenses  Written
Cost Losses, and Benefits Expenses Acquisition
Claims and Payable Costs
Loss
Adjustment
Expense
2009
Personal Segment $ 3,766 24,808 $ 17,001 % - $ 67,512% 1,809 $ 43,794 $ 15,027 $ 19,915 $ 71,708
Standard Commercial Segment 6,632 79,429 35,098 - 71,290 5,009 44,372 14,456 22,196 68,082
Specialty Commercial Segment 10,500 80,425 72,990 - 112,270 5,907 65,453 22,848 43,143 121,950
Corporate - - - - - 2,222 - - 8,246 -
Consolidate $ 20,79: $ 184,66. $ 125,08¢ $ - $ 251,07. $ 1494 $ 153,61¢ $ 52,33. $ 93,50( $ 261,74
2008
Personal Segment $ 2,826 22,621 $ 12,806 $ - $ 59,019% 1699 $ 39,042 $ 12,711 $ 16,836 $ 60,834
Standard Commercial Segment 7,169 77,407 38,257 - 79,795 5,599 49,270 22,917 24,244 75,361
Specialty Commercial Segment 9,529 56,335 51,129 - 97,506 5,232 55,933 19,520 48,247 98,732
Corporate - - - - - 3,519 () - 6,537 -
Consolidate $ 19,52« $ 156,36 $ 102,19: $ - $ 236,32( $ 16,04¢ $ 144,24: $  5514¢ $ 95,86: $ 234,92
2007
Personal Segment $ 2,436 19939 $ 10,991 % - $ 53505% 1,717 $ 35,969 $ 11,459 $ 15,291 $ 55,916
Standard Commercial Segment 8,019 81,417 42,664 - 83,755 5,304 48,480 23,006 25,869 84,595
Specialty Commercial Segment 9,302 23,981 49,343 - 88,711 4911 48,484 20,642 49,128 98,300
Corporate - 1 - - - 1,248 (15) - 6,596 -
Consolidate $ 19,757 $ 12533t $ 102,99t $ - $ 22597. ¢ 13,18 $ 132,91t $ 55107 $ 96,88: $ 238,81

See accompanying report of independent registered public acwpfirnti.
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Hallmark Financial Services
Schedule IV - Reinsurance
(In thousands)

Column A

Column E
Net
Amount

Column D
Assumed
From Other
Companies

Column C
Ceded to
Other
Companies

Column B
Gross
Amount

Column
Percentage
of Amount
Assumed to
Net

Year Ended December 31, 2009

Life insurance in force

Premiums
Life insurance
Accident and health insurance
Property and liability insurance
Title Insurance

Total premiums

Year Ended December 31, 2008

$ - $ - $ - $ -

$ $ $ $

185,727 18,402 83,747

251,072

$ 185,727 $ 18,402 $ 83,747 % 251,072

Life insurance in force

Premiums
Life insurance
Accident and health insurance
Property and liability insurance
Title Insurance

Total premiums

Year Ended December 31, 2007

155,616 8,336 9,080 236,320

$ 155616% 8,336 $ 89,040% 236,320

Life insurance in force

Premiums
Life insurance
Accident and health insurance
Property and liability insurance
Title Insurance

Total premiums

151,276 12,109 86,804 225,971

$ 151,276% 12,109 $ 86,804 $ 225,971

See accompanying report of independent registarbticpaccounting firm.
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FINANCIAL STATEMENT SCHEDULES

Hallmark Financial Services
Schedule VI - Supplemental Information Concernig Property-Casualty Insurance Operations
(In thousands)

Column A Column B Column C Column D Column E Column Column G Column H Column | ColumnJ Column K
Claims and Claim
Affiliation Deferred Reserves Discount Unearned Earned Net Adjustment Amortization Paid Premiums
With Policy for Unpaid if any, Premiums Premiums Investin  Expenses Incurred Related to  of Deferred  Claims and  teWrit
Registrant Acquisition Claims and Deducted Income Q) (2) Policy Claims
Costs Claim In Current Prior Acquisition  Adjustment
Adjustment Column C Year Years Costs Expenses
Expenses

(a) Consolidated
property-casualty

Entities
2009 $ 20,792 $ 184,662 $ - $ 125,089$251,072 $ 14947$ 151999 $ 1620 $ 52,331$ 127,394 $ 261,740
2008 $ 19,524 $ 156,363 $ - $ 102,192 $236,320 $ 16,049 $ 146,059 $ (1,815)% 55,148 $ 115,068% 234,927
2007 $ 19,757 $ 125,338 $ - $ 102,998 $225971 $ 13,180 $ 139,332 $ (6,414 % 55,107 $ 84,870% 238,811

See accompanying report of independent registered public accofimting
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Reconciliation of 2006 Non-GAAP Measures //

The following reconciles Hallmark’s 2006 net income, diluted earnings per share and return on average equity computed without the interest
expense from amortization attributable to the deemed discount on convertible promissory notes to its reported results (in thousands). Management
believes this reconciliation provides useful supplemental information in evaluating the operating results of Hallmark’s business. This disclosure
should not be viewed as a substitute for net income, diluted earnings per share and return on average equity determined in accordance with U.S.

generally accepted accounting principles:

Income excluding
interest expense
from amortization

Interest expense
from amortization

of discount, net of tax of discount Tax effect  Net Income
Year ended December 31, 2006 $ 15,257 $9,625 $(3,559) $ 9,191
Weighted-average shares—basic 17,181 17,181
Weighted-average shares—diluted 17,194 17,194
Average shareholders’ equity 117,960 117,960
Net income per share—basic $ 089 $ 053
Net income per share—diluted $ 0.89 $ 053
Return on average equity 12.9% 7.8%
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