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PART I - FINANCIAL INFORMATION

Item 1. Financial Statements
MERCURY GENERAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

(unaudited)

ASSET
Investments:
Fixed maturities trading, at fair value (amortized cost $2,731,008; $2,728,471)
Equity securities trading, at fair value (cost $392,577; $403,773)
Short-term investments, at fair value (cost $94,106; $208,278)

Total investments

Cash

Receivables:

Premiums receivable
Premium notes

Accrued investment income
Other

Total receivables

Deferred policy acquisition costs
Fixed assets, net

Current income taxes

Deferred income taxes

Goodwill

Other intangible assets

Other assets

Total assets

LIABILITIES AND SHAREHOLDERS EOQUITY

Losses and loss adjustment expenses
Unearned premiums

Notes payable

Accounts payable and accrued expenses
Other liabilities

Total liabilities

Commitments and contingencies

Shareholders equity:

Common stock without par value or stated value:

Authorized 70,000,000 shares; issued and outstanding 54,769,713 in 2009 and 54,763,713 shares in 2008
Accumulated other comprehensive loss

Retained earnings

March 31,
2009

$ 2,585,225
225,907
94,085

2,905,217
178,844

271,361
30,190
36,991
10,400

348,942
188,745
198,675
8,101
162,916
42,850
71,482
26,190

$ 4,131,962

$ 1,092,245
884,496
275,888
116,094
203,895

2,572,618

71,827
(868)
1,488,385

December 31,
2008

$ 2,481,673
247,391
204,756

2,933,820
35,396

268,227
25,699
36,540

9,526

339,992
200,005
191,777
43,378
171,025
5,206

29,596

$ 3,950,195

$ 1,133,508
879,651
158,625

93,864
190,496

2,456,144

71,428
(876)
1,423,499
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Total shareholders equity 1,559,344 1,494,051
Total liabilities and shareholders equity $4,131,962 $ 3,950,195

See accompanying Notes to Consolidated Financial Statements.
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MERCURY GENERAL CORPORATION AND SUBSIDIARIES

Revenues:

Net premiums earned

Net investment income

Net realized investment gains (losses)
Other

Total revenues

Expenses:

Losses and loss adjustment expenses
Policy acquisition costs

Other operating expenses
Interest

Total expenses

Income (loss) before income taxes
Income tax expense (benefit)

Net income (loss)

Basic earnings per share (weighted average shares outstanding 54,767,313 in 2009 and 54,729,913 in 2008)

Diluted earnings per share (weighted average shares 55,091,471 as adjusted by 324,158 for the dilutive effect

CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except share and per share data)

(unaudited)

of options in 2009 and 54,750,114 as adjusted by 20,201 for the dilutive effect of options in 2008) (1)

Dividends declared per share

Three Months Ended March 31,

$

2009

666,063 $
37,914
81,314

1,667

786,958

444,292
147,531
53,486
1,546

646,855

140,103
43,450

96,653 $

176 $

175 $

058 $

2008

720,916
39,299
(92,137)

1,294

669,372

483,473
160,141
44,315
510

688,439

(19,067)
(15,106)

(3,961)

(0.07)

(0.07)

0.58

(1) The dilutive impact of incremental shares for 2008 is excluded from loss position in accordance with U.S. generally accepted accounting

principles.

See accompanying Notes to Consolidated Financial Statements.



Edgar Filing: MERCURY GENERAL CORP - Form 10-Q

MERCURY GENERAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

Net income (loss)

(in thousands)

(unaudited)

Other comprehensive income (loss), before tax:

Gains (losses) on hedging instrument

Other comprehensive income (loss), before tax

Income tax expense (benefit) related to gains/losses on hedging instrument

Comprehensive income (loss), net of tax

See accompanying Notes to Consolidated Financial Statements.

Three Months Ended March 31,

$

2009
96,653

12

12
4

96,661

$

$

2008
(3,961)

(444)

(444)
(155)

(4,250)
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MERCURY GENERAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

Cash flows from operating activities:
Net income (loss)

Adjustments to reconcile net income (loss) to net cash provided by operating activities:

Depreciation and amortization

Net realized investment (gains) losses

Bond amortization, net

Excess tax benefit from exercise of stock options
Increase in premiums receivable

Increase in premiums notes receivable

Decrease (increase) in deferred policy acquisition costs
Decrease in unpaid losses and loss adjustment expenses

Increase in unearned premiums
Decrease (increase) in tax assets
Increase in accounts payable and accrued expenses

(in thousands)

(unaudited)

Decrease in trading securities in nature, net of realized gains and losses

Share-based compensation
Decrease in other payables
Other, net

Net cash provided by operating activities
Cash flows from investing activities:

Fixed maturities available for sale in nature:
Purchases

Sales

Calls or maturities

Equity securities available for sale in nature:
Purchases

Sales

Net increase in payable for securities

Net decrease in short-term investments
Purchase of fixed assets

Sale of fixed assets

Business acquisition, net of cash acquired
Other, net

Net cash used in investing activities

Cash flows from financing activities:

Dividends paid to shareholders

Excess tax benefit from exercise of stock options
Proceeds from stock options exercised

Proceeds from bank loan

Net cash provided by (used in) financing activities

Net increase in cash
Cash:

Three Months Ended March 31,

2009
$ 96,653

8,367
(81,314)
494
2
(3,134)
(4,491)
11,260
(41,263)
4,845
43,384
16,806
3,209
164
(6,322)
2,202

50,858

(78,862)
31,791
44,460

(63,982)
58,774
26,255

110,775

(10,315)

783
(115,048)
(509)

4,122
(31,767)
2

233
120,000

88,468

143,448

$

2008
(3,961)

6,449
92,137
2,681

(2,487)
(4,617
(737)
(61,392)
8,305
(15,498)
500
6,811
169
(804)
4,613

32,169

(243,740)
229,185
69,650
(123,031)
56,455
7,394
19,829
(25,237)
99
(6,716)
(16,112)

(31,743)

18,000

(13,743)

2,314
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Beginning of the period
End of the period

Supplemental disclosures of cash flow information:
Interest paid during the period
Income taxes paid during the period
Net realized (losses) gains from sale of investments
See accompanying Notes to Consolidated Financial Statements.

@ LH P

35,396

178,844
2,499

66
(16,204)

$

$
$

48,245

50,559

2,571

391
3,402
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MERCURY GENERAL CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)
1. Basis of Presentation

The consolidated financial statements include the accounts of Mercury General Corporation and its directly and indirectly wholly owned

insurance and non-insurance subsidiaries (collectively, the Company ). The insurance subsidiaries are Mercury Casualty Company ( MCC ),
Mercury Insurance Company, California Automobile Insurance Company, California General Underwriters Insurance Company, Mercury
Insurance Company of Illinois, Mercury Insurance Company of Georgia, Mercury Indemnity Company of Georgia, Mercury National Insurance
Company, American Mercury Insurance Company, American Mercury Lloyds Insurance Company ( AML ), Mercury County Mutual Insurance
Company ( MCM ), Mercury Insurance Company of Florida and Mercury Indemnity Company of America. The non-insurance subsidiaries are
Mercury Select Management Company, Inc. ( MSMC ), American Mercury MGA, Inc., Concord Insurance Services, Inc., Mercury Insurance
Services, LLC, Mercury Group, Inc., AIS Management LLC, Auto Insurance Specialists, LLC ( AIS ) and PoliSeek AIS Insurance Solutions, Inc.
( PoliSeek ). AML is not owned by the Company, but is controlled by the Company through its attorney-in-fact, MSMC. MCM is not owned by
the Company, but is controlled through a management contract and therefore its results are included in the consolidated financial statements. The
consolidated financial statements have been prepared in conformity with U.S. generally accepted accounting principles ( GAAP ), which differ in
some respects from those filed in reports to insurance regulatory authorities. All significant intercompany balances and transactions have been
eliminated.

The preparation of financial statements in conformity with GAAP requires management to make estimates and assumptions that affect the

reported amounts of assets and liabilities and disclosures of contingent liabilities at the date of the financial statements and the reported amounts

of revenues and expenses during the reporting period. The most significant assumptions in the preparation of these consolidated financial
statements relate to losses, loss adjustment expenses and valuation allowance on deferred tax assets. Actual results could differ materially from
those estimates (See Note 1  Significant Accounting Policies of Notes to Consolidated Financial Statements in the Company s Annual Report on
Form 10-K for the year ended December 31, 2008).

The financial data of the Company included herein have been prepared without audit. In the opinion of management, all material adjustments of
a normal recurring nature necessary to present fairly the Company s financial position at March 31, 2009 and the results of operations,
comprehensive income (loss) and cash flows for the periods presented have been made. Operating results and cash flows for the three-month
period ended March 31, 2009 are not necessarily indicative of the results that may be expected for the year ending December 31, 2009.

Certain reclassifications have been made to the prior-period balances to conform to the current-period presentation.
2. Recently Adopted Accounting Standards

Effective January 1, 2009, the Company adopted Statement of Financial Accounting Standards ( SFAS ) No. 141 (revised 2007), Business
Combinations ( SFAS No. 141(R) ). While SFAS No. 141(R) retains the fundamental requirements in SFAS No. 141, Business Combinations
( SFAS No. 141 ), that the acquisition method (referred to as the purchase method in SFAS No. 141) be used for all business combinations and for
an acquirer to be identified for each business combination, SFAS No. 141(R) significantly changes the accounting for business combinations in a
number of areas including the treatment of contingent consideration, contingencies, and acquisition costs. SFAS No. 141(R) requires an acquirer
to recognize the assets acquired, the liabilities assumed, and any noncontrolling interest in the acquiree at the acquisition date, measured at their
fair values as of that date. This replaces the cost-allocation process, which required the cost of an acquisition to be allocated to the individual
assets acquired and liabilities assumed based on their estimated fair values. Additionally, SFAS No. 141(R) requires costs incurred to effect the
acquisition to be recognized separately from the acquisition rather than included in the cost allocated to the assets acquired and liabilities

assumed. SFAS No. 141(R) requires the acquirer to recognize goodwill as of the acquisition date, measured as a residual, which in most types of
business combinations will result in measuring goodwill as the excess of the consideration transferred plus the fair value of any noncontrolling
interest in the acquiree at the acquisition date over the fair values of the identifiable net assets acquired. In addition, under SFAS No. 141(R),
changes in deferred tax asset valuation allowances and acquired income tax uncertainties in a business combination after the measurement

period impact income tax expense. Effective January 1, 2009, MCC acquired all of the membership interests of AIS Management LLC, a
California limited liability company, which is the parent company of AIS and PoliSeek. The acquisition was accounted in accordance with SFAS
No. 141 (R). The adoption of SFAS No. 141(R) did not have a material impact on the Company s consolidated financial statements.

In March 2008, the Financial Accounting Standards Board ( FASB ) issued SFAS No. 161, Disclosures about Derivative Instruments and
Hedging Activities-an amendment of FASB Statement No. 133 ( SFAS No. 161 ). SFAS No. 161 amends SFAS No. 133, Accounting for
Derivative Instruments and Hedging Activities ( SFAS No. 133 ) by requiring expanded disclosures about an entity s derivative instruments and
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hedging activities, but does not change the scope of accounting of SFAS No. 133. SFAS No. 161 requires increased qualitative disclosures such
as how and why an entity is using a derivative instrument; how the entity is accounting for its derivative instrument and hedged item under
SFAS No. 133 and its related interpretations; and how the instrument affects the entity s financial position, financial performance, and cash
flows. Quantitative disclosures should include information about the fair value of the derivative instrument, including gains and losses, and
should contain more detailed information about the location of the derivative instrument in the entity s financial statements. Credit-risk
disclosures should include information about the existence and nature of credit-risk-related contingent features included in derivative
instruments. Credit-risk-related contingent features can be defined as those that require entities, upon the occurrence of a credit event such as a
credit rating downgrade, to settle derivative instruments or post collateral. The Company adopted SFAS No. 161 on January 1, 2009. The
adoption of SFAS No. 161 did not have a material impact on the Company s consolidated financial statements.

10
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In April 2008, the FASB issued FASB Staff Position FAS 142-3, Determination of the Useful Life of Intangible Assets ( FSP FAS 142-3 ). FSP
FAS 142-3 amends the factors that should be considered in developing renewal or extension assumptions used to determine the useful life of a
recognized intangible asset under SFAS No.142, Goodwill and Other Intangible Assets. FSP FAS 142-3 is effective for fiscal years beginning
after December 15, 2008. The Company adopted FSP FAS 142-3 on January 1, 2009. The adoption of FSP FAS 142-3 did not have a material
impact on the Company s consolidated financial statements.

On April 1, 2009, the FASB issued FASB Staff Position FAS 141(R)-1, Accounting for Assets Acquired and Liabilities Assumed in a Business
Combination That Arise from Contingencies ( FSP FAS 141(R)-1 ). Under FSP FAS 141(R)-1, an acquirer is required to recognize at fair value
an asset acquired or liability assumed in a business combination that arises from a contingency if the acquisition-date fair value of that asset or
liability can be determined during the measurement period. The Company adopted FSP FAS 141(R)-1 on January 1, 2009. The adoption of FSP
FAS 141(R)-1 did not have a material impact on the Company s consolidated financial statements.

3. Acquisition

On October 10, 2008, the Company entered into a Stock Purchase Agreement (the Purchase Agreement ) with Aon Corporation, a Delaware
corporation, and Aon Services Group, Inc., a Delaware corporation. Pursuant to the terms of the Purchase Agreement effective January 1, 2009,
the Company acquired all of the membership interests of AIS Management LLC, a California limited liability company, which is the parent
company of AIS and PoliSeek. AIS is a major producer of automobile insurance in the state of California and was the Company s largest
independent broker. This preexisting relationship did not require measurement at the date of acquisition as there was no settlement of executory
contracts between the Company and AIS as part of the acquisition.

Goodwill of $38 million arising from the acquisition consists largely of the efficiencies and economies of scale expected from combining the
operations of the Company and AIS, and is expected to be fully deductible for income tax purposes.

The total cost of the acquisition has been allocated to the assets acquired and the liabilities assumed based upon estimates of their fair values at
the acquisition date. The following table summarizes the consideration paid for AIS and the allocation of the purchase price.

January 1, 2009
(Amounts in thousands)

Consideration

Cash $ 120,000
Fair value of total consideration transferred $ 120,000
Acquisition-related costs $ 2,000

Recognized amounts of identifiable assets acquired and liabilities assumed

Financial assets $ 12,875
Property, plant, and equipment 2,915
Favorable leases 1,725
Trade names 15,400
Customer relationships 51,200
Software & technology 4,850
Liabilities assumed (6,608)
Total identifiable net assets 82,357
Goodwill 37,643
Total $ 120,000

The weighted-average amortization periods for intangible assets with definite lives, by asset class, are: 24 years for trade names, 11 years for
customer relationships, 10 years for technology, 2 years for software and 3 years for lease agreements.

11



Edgar Filing: MERCURY GENERAL CORP - Form 10-Q

7

12



Edgar Filing: MERCURY GENERAL CORP - Form 10-Q

A contingent consideration arrangement requires the Company to pay the former owner of AIS up to an undiscounted maximum amount of

$34.7 million. The potential undiscounted amount of all future payments that the Company could be required to make under the contingent
consideration arrangement is between $0 and $34.7 million. Based on the projected performance of the AIS business over the next two years, the
Company does not expect to pay the contingent consideration. That estimate is based on significant inputs that are not observable in the market,
including management s projections of future cash flows, to which SFAS No. 157, Fair Value Measurements ( SFAS No. 157 ) refers as Level 3
inputs. Key assumptions in determining the estimated contingent consideration include (a) a discount rate of 10.7% and (b) a decline in revenues
ranging from 4% to 5%. As of May 7, 2009, the estimates for the contingent consideration arrangement, the range of outcomes, and the

assumptions used to develop the estimates have not changed.

The fair value of the financial assets acquired includes cash, prepaid expenses and receivables from customers. Receivables of $6.6 million at
fair value were collected during the first quarter of 2009. The fair value of the liabilities assumed includes accounts payable and other accrued
liabilities.

The following table reflects the amount of revenue and net income of AIS, which are included in the Company s consolidated statement of
operations for the three-month period ended March 31, 2009, and the revenue of the combined entity for the three-month period ended
March 31, 2008, had the acquisition date been January 1, 2008.

Three Months ended March 31,
2008 (pro forma)
(Amounts in thousands)

Combined entity (1)
Revenues (2) $ 672,005
Three Months ended
March 31,
2009
(Amounts in thousands)

AIS

Commission revenues (3) $ 2,755
Net income (3)(4) $ 1,831

(1) 2008 pro forma net income for the combined entity is not available, as AIS was previously consolidated into its
parent company and separate financial statements were not available.
(2) Includes net premiums earned, net investment income, net realized investment gains/losses and commission
revenues.
(3) Excludes commissions related to intercompany transactions with the Company s insurance subsidiaries.
(4) Includes amortization of intangible assets of $1.2 million, net of tax.
4. Investments

The following table reflects the composition of the Company s investment portfolio:

March 31, 2009 December 31, 2008
Fair Fair
Cost (1) Value Cost (1) Value

(Amounts in thousands)
Fixed maturity securities:

Taxable bonds $ 290,235 $ 259,029 $ 313,218 $ 286,441
Tax-exempt state and municipal bonds 2,391,394 2,305,854 2,360,874 2,179,178
Redeemable preferred stock 49,379 20,342 54,379 16,054
Total fixed maturity securities 2,731,008 2,585,225 2,728,471 2,481,673
Equity securities:

Common stocks 371,578 216,889 382,774 236,770
Non-redeemable preferred stocks 20,999 9,018 20,999 10,621

13
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Total equity securities 392,577 225,907 403,773 247,391
Short-term investments 94,106 94,085 208,278 204,756
Total investments $3,217,691 $2,905,217 $3,340,522 $2,933,820

(1) Fixed maturity securities at amortized cost, and equity securities and short-term investments at cost.

14
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Fixed maturity securities include debt securities and redeemable preferred stocks, which may have fixed or variable principal payment
schedules, may be held for indefinite periods of time, and may be used as a part of the Company s asset/liability strategy or sold in response to
changes in interest rates, anticipated prepayments, risk/reward characteristics, liquidity needs, tax planning considerations or other economic
factors. Fixed maturity securities are reported at fair value. Equity securities include common stocks, non-redeemable preferred stocks and other
risk investments and are reported at quoted fair values. Short-term investments include money market accounts, options and short-term bonds
expected to mature within one year.

At March 31, 2009, approximately 79% of the Company s total investment portfolio at fair value and 89% of its total fixed maturity investments
at fair value were invested in tax-exempt state and municipal bonds. Shorter duration redeemable preferred stocks and collateralized mortgage
obligations together represented 7% of the Company s total investment portfolio at fair value. Equity holdings consist of perpetual preferred
stocks and dividend-bearing common stocks on which dividend income is partially tax-sheltered by the 70% corporate dividend exclusion. At
March 31, 2009, short-term investments consisted of highly rated short-duration securities redeemable on a daily or weekly basis. The Company
does not have any material direct equity investment in subprime lenders.

5. Fair Value of Financial Instruments

Effective January 1, 2008, the Company adopted SFAS No. 159, The Fair Value Option for Financial Assets and Financial Liabilities -

Including an Amendment of FASB Statement No. 115 ( SFAS No. 159 ). The losses due to changes in fair value for items measured at fair value
pursuant to election of the fair value option are included in net realized investment gains (losses) in the Company s consolidated statements of
operations, while the interest and dividend income on the investment holdings are recognized on an accrual basis on each measurement date and

are included in net investment income in the Company s consolidated statements of operations. The primary reasons for electing the fair value
option were simplification and cost-benefit considerations as well as expansion of use of fair value measurement consistent with the long-term
measurement objectives of the FASB for accounting for financial instruments. The following table reflects gains (losses) due to changes in fair
value for items measured at fair value pursuant to election of the fair value option under SFAS No. 159:

Three Months ended March 31,

2009 2008

(Amounts in thousands)
Fixed maturity securities $ 101,015 $ (56,303)
Equity securities (10,279) (36,620)
Short-term investments 3) (364)
Total $ 90,733 $  (93,287)

In February 2006, the FASB issued SFAS No. 155, Accounting for Certain Hybrid Financial Instruments ( SFAS No. 155 ). SFAS No. 155
permits hybrid financial instruments that contain an embedded derivative that would otherwise require bifurcation to irrevocably be accounted
for at fair value, with changes in fair value recognized in the statement of operations. The Company adopted SFAS No. 155 on January 1, 2007.
Since SFAS No. 159 incorporates accounting and disclosure requirements that are similar to those of SFAS No. 155, effective January 1, 2008,
SFAS No. 159 rather than SFAS No. 155 is applied to the Company s fair value elections for hybrid financial instruments.

6. Fair Value Measurement

SFAS No. 157 establishes a fair value hierarchy that prioritizes the inputs to valuation techniques used to measure fair value. The fair value of a
financial instrument is the amount that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market
participants at the measurement date (the exit price). Accordingly, when market observable data is not readily available, the Company s own
assumptions are set to reflect those that market participants would be presumed to use in pricing the asset or liability at the measurement date.
Financial assets and financial liabilities recorded on the consolidated balance sheets at fair value are categorized based on the reliability of inputs
to the valuation techniques as follows:

15
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Level 1 Financial assets and financial liabilities whose values are based on unadjusted quoted prices for identical assets or liabilities in active
markets that the Company can access.

Level 2 Financial assets and financial liabilities whose values are based on the following:

a) Quoted prices for similar assets or liabilities in active markets;

b) Quoted prices for identical or similar assets or liabilities in non-active markets; or

¢) Valuation models whose inputs are observable, directly or indirectly, for substantially the full term of the asset or liability.

Level 3 Financial assets and financial liabilities whose values are based on prices or valuation techniques that require inputs that are both
unobservable and significant to the overall fair value measurement. These inputs reflect the Company s estimates of the assumptions that market
participants would use in valuing the financial assets and financial liabilities.

The availability of observable inputs varies by instrument. In situations where fair value is based on internally developed pricing models or
inputs that are unobservable in the market, the determination of fair value requires more judgment. The degree of judgment exercised by the
Company in determining fair value is typically greatest for instruments categorized in Level 3. In certain cases, the inputs used to measure fair
value may fall into different levels of the fair value hierarchy. In such cases, the level in the fair value hierarchy within which the fair value
measurement in its entirety falls has been determined based on the lowest level input that is significant to the fair value measurement in its
entirety. The Company s assessment of the significance of a particular input to the fair value measurement in its entirety requires judgment, and
considers factors specific to the asset or liability.

The Company uses prices and inputs that are current as of the measurement date, including during periods of market disruption. In periods of
market disruption, the ability to observe prices and inputs may be reduced for many instruments. This condition could cause an instrument to be
reclassified from Level 1 to Level 2, or from Level 2 to Level 3.

Summary of Significant Valuation Techniques for Financial Assets and Financial Liabilities

The Company primarily utilizes independent pricing services to obtain fair values on its portfolio, with the exception of 1% of its portfolio at fair
value where unadjusted broker quotes are obtained and less than 1% for which management performed discounted cash flow modeling.

Level 1 Measurements

U.S. government bonds and agencies: U.S. treasuries and agencies are priced using unadjusted quoted market prices for identical assets in active
markets.

Common stock: Other: Comprised of actively traded, exchange listed U.S. and international equity securities and valued based on unadjusted
quoted prices for identical assets in active markets.

Short-term investments: Comprised of actively traded short-term bonds and money market funds that have daily quoted net asset values for
identical assets.

Derivative contracts: Comprised of free-standing exchange listed derivatives that are actively traded and valued based on quoted prices for
identical instruments in active markets.

10

16



Edgar Filing: MERCURY GENERAL CORP - Form 10-Q

Level 2 Measurements
Municipal securities: Valued based on models or matrices using inputs including quoted prices for identical or similar assets in active markets.

Mortgage-backed securities: Valued based on models or matrices using multiple observable inputs, such as benchmark yields, reported trades
and broker/dealer quotes, for identical or similar assets in active markets.

Corporate securities: Valued based on a multi-dimensional model using multiple observable inputs, such as benchmark yields, reported trades,
broker/dealer quotes and issue spreads, for identical or similar assets in active markets.

Redeemable and Non-redeemable preferred stock: Valued based on observable inputs, such as underlying and common stock of same issuer and
appropriate spread over a comparable U.S. Treasury security, for identical or similar assets in active markets.

Derivative contracts: Notes payable: Derivative contracts are comprised of interest rate swaps that are valued based on models using inputs, such
as interest rate yield curves, observable for substantially the full term of the contract.

Level 3 Measurements

Municipal securities: Comprised of certain distressed municipal securities for which valuation is based on models that are widely accepted in the
financial services industry and require projections of future cash flows that are not market observable. Included in this category are $3.3 million
of auction rate securities ( ARS ). ARS are valued based on a discounted cash flow model with certain inputs that are significant to the valuation,
but are not market observable.

The Company s total financial instruments at fair value are reflected in the consolidated balance sheets on a trade-date basis. Related unrealized
gains or losses are recognized in net realized investment gains and losses in the consolidated statements of operations. Fair value measurements
are not adjusted for transaction costs.

11
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Assets Measured at Fair Value

The following table presents information about the Company s assets and liabilities measured at fair value on a recurring basis as of March 31,
2009 and December 31, 2008, and indicates the fair value hierarchy of the valuation techniques utilized by the Company to determine such fair

value:

Assets

Fixed maturity securities:

U.S. government bonds and agencies
Municipal securities
Mortgage-backed securities
Corporate securities

Redeemable preferred stock

Equity securities:

Common stock:

Public utilities

Banks, trusts and insurance companies
Industrial and other

Non-redeemable preferred stock
Short-term investments

Derivative contracts

Total assets at fair value

Liabilities
Notes payable
Derivative contracts

Total liabilities at fair value

Assets

Fixed maturity securities:

U.S. government bonds and agencies
Municipal securities
Mortgage-backed securities
Corporate securities

Redeemable preferred stock

Equity securities:

Common stock:

Public utilities

Banks, trusts and insurance companies
Industrial and other

Non-redeemable preferred stock
Short-term investments

Quoted Prices in
Active Markets for
Identical
Assets
(Level 1)

$ 8597

35,309
11,410
170,170

94,085

$319,571

1,846

$ 1,846

Quoted
Prices in
Active
Markets
for
Identical
Assets
(Level 1)

$ 9,898

39,148
11,328
186,294

204,756

March 31, 2009
Significant Other Significant
Observable Inputs Unobservable Inputs

(Level 2) (Level 3)
(Amounts in thousands)

2,310,594 3,264
177,641
64,787
20,342

9,018

9,527

$ 2,591,909 $ 3,264

$ 137,888 $

$ 137,888 $

December 31, 2008

Significant
Other Significant
Observable Unobservable
Inputs Inputs
(Level 2) (Level 3)
(Amounts in thousands)

2,184,684 2,984
202,326
65,727
16,054

10,621

Balance as of
March 31, 2009

$ 8,597
2,313,858
177,641

64,787

20,342

35,309
11,410
170,170
9,018
94,085
9,527

$ 2,914,744

$ 137,888
1,846

$ 139,734

Balance as of
December 31, 2008

$ 9,898
2,187,668
202,326

65,727

16,054

39,148
11,328
186,294
10,621
204,756
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Derivative contracts 13,046

Total assets at fair value $451,424 $ 2,492,458 $ 2,984
Liabilities

Notes payable $ $ 139,276 $

Derivative contracts 2,803

Other 2,492

Total liabilities at fair value $ 5,295 $ 139,276 $

$

$

13,046

2,946,866

139,276
2,803
2,492

144,571

As required by SFAS No. 157, when the inputs used to measure fair value fall within different levels of the hierarchy, the level within which the
fair value measurement is categorized is based on the lowest level input that is significant to the fair value measurement in its entirety. Thus, a

Level 3 fair value measurement may include inputs that are observable (Level 1 or Level 2) and unobservable (Level 3).

12
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The following table provides a summary of changes in fair value of Level 3 financial assets and financial liabilities held at fair value at
March 31, 2009. There were no Level 3 financial assets and financial liabilities held at March 31, 2008.

Three Months Ended
March 31, 2009
Fixed Maturities
(Amounts in thousands)
Fair value at December 31, 2008 $ 2,984
Net purchases and (settlements) 5)
Realized gains included in net realized investment gains 285
Fair value at March 31, 2009 $ 3,264
The amount of total gains for the period included in earnings
attributable to assets held at March 31, 2009 $ 285

On January 1, 2009, the Company adopted SFAS No. 157 for all nonfinancial assets and nonfinancial liabilities measured on a nonrecurring
basis. At March 31, 2009, the Company had no applicable nonrecurring measurements of nonfinancial assets and nonfinancial liabilities.

7. Derivative Financial Instruments

The Company is exposed to certain risks relating to its ongoing business operations. The primary risks managed by using derivative instruments
are equity price risk and interest rate risk. Equity contracts on various equity securities are entered into to manage the price risk associated with
forecasted purchases or sales of such securities. Interest rate swaps are entered into to manage interest rate risk associated with the Company s
loans with fixed or floating rates.

Fair value hedge

Effective January 2, 2002, the Company entered into an interest rate swap of a 7.25% fixed rate obligation on a $125 million senior note for a
floating rate of LIBOR plus 107 basis points. The swap is designated as a fair value hedge and qualifies for the shortcut method under SFAS
No. 133. In accordance with SFAS No. 133, the gain or loss on the derivative, as well as the offsetting loss or gain on the hedged item
attributable to the hedged risk, are recognized in current earnings. The Company includes the gain or loss on the hedged item in the same line
item interest expense as the offsetting loss or gain on the related interest rate swaps as follows:

Gains/(Losses) Gains/(Losses)
Income Statement Classification on Swap on Loan
(Amounts in thousands)
Other revenue $ (1,399) $ 1,399

As of March 31, 2009, the total fair market value of the Company s interest rate swap designated as a fair value hedge was $13.0 million.
Cash flow hedge

On March 3, 2008, the Company entered into an interest rate swap of a floating LIBOR rate on an $18 million bank loan for a fixed rate of
3.75%. The swap is designated as a cash flow hedge and qualifies for the shortcut method under SFAS No. 133. In accordance with SFAS

No. 133, the effective portion of the gain or loss on the derivative is reported as a component of other comprehensive income (loss) ( OCI ) and
reclassified into earnings in the same period or periods during which the hedged transaction affects earnings.

As of March 31, 2009, the total fair market value of the Company s interest rate swap designated as a cash flow hedge was $1.3 million.
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Fair value amounts, and gains and losses on derivative instruments

The following tables provide the location and amounts of derivative fair values in the consolidated balance sheets and derivative gains and losses
in the consolidated statements of operations:

Fair Values of Derivative Instruments

Asset Derivatives Liability Derivatives
March 31, March 31,
2009 2008 2009 2008
(Amounts in thousands)
Balance
Sheet Fair Balance Sheet Fair Balance Sheet Fair Balance Sheet Fair

Location Values Location Values Location Values Location Values
Derivatives designated as hedging
instruments under SFAS No. 133
Interest rate contracts Other assets $ 12,994  Other assets $ 12,320 Other liabilities $ 1,336 Other liabilities $ 444
Total derivatives designated as
hedging instruments under SFAS
No. 133 $12,994 $ 12,320 $ 1,336 $ 444
Derivatives not designated as hedging
instruments under SFAS No. 133
Interest rate contract Other liabilities $ 2,132
Equity contracts Investments $ 57 Otherassets $ 3,834 Other liabilities 1,846 Other liabilities $ 5,981
Total derivatives not designated as
hedging instruments under SFAS
No. 133 $ 57 $ 3,834 $3,978 $5,981
Total derivatives $ 13,051 $16,154 $5314 $6,425

The Effect of Derivative Instruments on the Statements of Operations

for Three Months Ended March 31, 2009 and 2008

Location of Gain or (Loss) Amount of Gain or (Loss)

Recognized in Income on
Derivatives in SFAS No. 133 Fair Recognized in Income on Derivative
Value Hedging Relationships Derivative 2009 2008

(Amounts in thousands)
Interest rate contracts Interest expense $ 1,719 $ 1,866

Location of Gain or (Loss) Amount of Gain or (Loss)
Amount of Gain or (Loss) Reclassified from Accumulated OCI

Recognized in OCI on Derivative into Income

Reclassified from Accumulated

Derivatives in SFAS No. 133 Cash OCI

Flow Hedging Relationships 2009 2008 into Income 2009 2008
(Amounts in thousands) (Amounts in thousands)

Interest rate contracts $ 8 $ (289) Other revenue $ $
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Derivatives Not Designated as Amount of Gain or (Loss)
Recognized in Income on

Hedging Instruments under Location of Gain or (Loss) Derivatives

SFAS No. 133 Recognized in Income on Derivatives 2009 2008
(Amounts in thousands)

Interest rate contract Other revenue $ (2,132) $

Equity contracts Net realized investment gains 3,438 3,928

Total $ 1,306 $ 3,928

The interest rate contract not designated as hedging instrument under SFAS No. 133 is an interest rate swap that the Company entered into on
February 6, 2009. The purpose of the swap is to offset the variability of cash flows resulting from the variable interest rate of a $120 million
credit facility which was used for the acquisition of AIS.

Most equity contracts consist of covered calls. The Company writes covered calls on underlying equity positions held as an enhanced income
strategy. This is permitted for the Company s insurance subsidiaries under statutory regulations. The risk associated with covered calls is
managed through the strict capital limitations imposed by state insurance codes on derivatives trading.

For additional disclosures regarding equity contracts, see Note 6 of Notes to Consolidated Financial Statements.
8. Share-Based Compensation

The Company accounts for share-based compensation in accordance with SFAS No. 123 (revised 2004), Share-Based Payment ( SFAS
No. 123(R) ), using the modified prospective transition method. Under this transition method, share-based compensation expense includes
compensation expense for all share-based compensation awards granted prior to, but not yet vested as of, January 1, 2006, based on the
grant-date fair value estimated in accordance with the original provisions of SFAS No. 123,

14
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Accounting for Stock-Based Compensation. Share-based compensation expense for all share-based payment awards granted or modified on or
after January 1, 2006 is based on the grant-date fair value estimated in accordance with the provisions of SFAS No. 123(R). The Company
recognizes these compensation costs on a straight-line basis over the requisite service period of the award, which is the option vesting term of
four or five years, for only those shares expected to vest. The fair value of stock option awards is estimated using the Black-Scholes option
pricing model with the grant-date assumptions and weighted-average fair values.

9. Income Taxes

The Company accounts for uncertainty in income taxes in accordance with the FASB Interpretation No. 48, Accounting for Uncertainty in

Income Taxes an interpretation of FASB Statement No. 109 ( FIN No. 48 ). FIN No. 48 provides guidance on financial statement recognition and

measurement of a tax position taken or expected to be taken in a tax return related to uncertainties in income taxes. FIN No. 48 prescribes a
more-likely-than-not recognition threshold that must be met before a tax benefit can be recognized in the financial statements. For a tax position

that meets the recognition threshold, the largest amount of tax benefit that is greater than 50 percent likely of being realized upon ultimate

settlement is recognized in the financial statements.

The Company and its subsidiaries file income tax returns in the U.S. federal jurisdiction and various states. Tax years that remain subject to
examination by major taxing jurisdictions are 2005 through 2008 for federal taxes and 2001 through 2008 for California state taxes.

There were no material changes to the total amount of unrecognized tax benefits related to tax uncertainties during the three months ended
March 31, 2009. The Company does not expect any changes in such unrecognized tax benefits within the next 12 months to have any significant
impact on its consolidated financial statements. The Company recognizes interest and assessed penalties related to unrecognized tax benefits as
part of income taxes.

The Company is under examination by the California Franchise Tax Board ( FTB ) for tax years 2001 through 2005. The taxing authority has
proposed significant adjustments to the Company s California tax liabilities. Management does not believe that the ultimate outcome of this
examination will have a material impact on the Company s financial position. However, an unfavorable outcome may have a material impact on
the Company s results of operations in the period of such resolution.

The Company accounts for current and deferred income taxes in accordance with SFAS No. 109, Accounting for Income Taxes . Deferred tax
assets and liabilities are recorded with respect to temporary differences in the accounting treatment of items for financial reporting purposes and
for income tax purposes. Where, in management s judgment and based on the weight of all available evidence, it is more likely than not that
some amount of recorded deferred tax assets will not be realized, a valuation allowance is established for that portion which is not realizable.

At March 31, 2009, the Company s deferred income taxes were in a net asset position as a result of the fair value declines in the investment
portfolio, which resulted from extreme volatility in the capital markets and a widening of credit spreads beyond historic norms in recent months.
Realization of deferred tax assets is dependent on generating sufficient taxable income of an appropriate nature prior to their expiration. The
Company believes that through the use of prudent tax planning strategies and the generation of capital gains, sufficient income will be realized
in order to avoid losing a material portion of the benefits of its deferred tax assets. For the portion of the deferred tax assets related to its
investment portfolio which are not expected to be realizable, the Company has recognized a valuation allowance of $2.2 million at March 31,
2009. As a result, although realization is not assured, management believes it is more likely than not that its deferred tax assets, net of the
valuation allowance, will be realized.

10. Contingencies

The Company is, from time to time, named as a defendant in various lawsuits incidental to its insurance business. In most of these actions,

plaintiffs assert claims for punitive damages which are not insurable under judicial decisions. The Company has established reserves for lawsuits

in which the Company is able to estimate its potential exposure and the likelihood that the court will rule against the Company is probable. The
Company vigorously defends these actions, unless a reasonable settlement appears appropriate. An unfavorable ruling against the Company in

the actions currently pending may have a material impact on the Company s quarterly results of operations; however, it is not expected to be
material to the Company s financial position. For a discussion of the Company s pending material litigation, see the Company s Annual Report on
Form 10-K for the year ended December 31, 2008.

11. Recently Issued Accounting Standards

In April 2009, the FASB issued FASB Staff Position FAS 157-4, Determining Fair Value When the Volume and Level of Activity for the Asset
or Liability Have Significantly Decreased and Identifying Transactions That Are Not Orderly ( FSP FAS 157-4 ). FSP FAS 157-4 clarifies that
when there has been a significant decrease in the volume and level of activity for the asset or liability, some transactions may not be

orderly. When the reporting entity concludes there has been a significant decrease in the

23



Edgar Filing: MERCURY GENERAL CORP - Form 10-Q

15

24



Edgar Filing: MERCURY GENERAL CORP - Form 10-Q

volume and level of activity for the asset or liability, further analysis of the information from that market is needed and significant adjustments
to the related prices may be necessary to estimate fair value in accordance with SFAS No. 157. FSP FAS 157-4 is effective for the interim
reporting period ending June 30, 2009 and will be applied prospectively. The Company is assessing the impact of adopting FSP FAS 157-4 on
the Company s consolidated financial statements.

In April 2009, the FASB issued FASB Staff Position FAS 115-2 and FAS 124-2, Recognition and Presentation of Other-Than-Temporary
Impairments ( FSP FAS 115-2 and FAS 124-2 ). FSP FAS 115-2 and FAS 124-2 clarifies the interaction of the factors that should be considered
when determining whether a debt security is other-than-temporarily impaired. FSP FAS 115-2 and FAS 124-2 is effective for the interim

reporting period ending June 30, 2009. As the Company has adopted SFAS No. 159 for the purpose of recording the fair value of its investment
portfolio, FSP FAS 115-2 and FAS 124-2 will not have a material impact on the Company s consolidated financial statements.

In April 2009, the FASB issued FASB Staff Position FAS 107-1 and APB 28-1, Interim Disclosures about Fair Value of Financial Instruments

( FSP FAS 107-1 and APB 28-1 ). FSP FAS 107-1 and APB 28-1 amends FASB Statement No. 107, Disclosures about Fair Value of Financial
Instruments, to require disclosures about fair value of financial instruments for interim reporting periods of publicly traded companies as well as
in annual financial statements. FSP FAS 107-1 and APB 28-1 also amends APB Opinion No. 28, Interim Financial Reporting , to require related
disclosures in summarized financial information at interim reporting periods. FSP FAS 107-1 and APB 28-1 is effective for the interim reporting
period ending June 30, 2009. The Company is assessing the impact of adopting FSP FAS 107-1 and APB 28-1 on the Company s consolidated
financial statement disclosures.
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Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations
I. Overview

A. General

The operating results of property and casualty insurance companies are subject to significant quarter-to-quarter and year-to-year fluctuations due
to the effect of competition on pricing, the frequency and severity of losses, natural disasters, general economic conditions, the general
regulatory environment in those states in which an insurer operates, state regulation of premium rates, and other factors such as changes in tax
laws. The property and casualty industry has been highly cyclical, with periods of high premium rates and shortages of underwriting capacity
followed by periods of severe price competition and excess capacity. These cycles can have a large impact on the ability of the Company to
grow and retain business. Additionally, with the adoption of SFAS No. 159, changes in the fair value of the investment portfolio are reflected in
the consolidated statements of operations, which may result in volatility of earnings, particularly in times of high volatility in the capital markets.

The Company utilizes standard industry measures to report operating results that may not be presented in accordance with GAAP. Included
within Management s Discussion and Analysis of Financial Condition and Results of Operations are non-GAAP financial measures, net
premiums written, which represents the premiums charged on policies issued during a fiscal period less any reinsurance, and operating income,
which represents net income excluding realized investment gains and losses, net of tax. These measures are not intended to replace, and should
be read in conjunction with, the Company s GAAP financial results and are reconciled to the most directly comparable GAAP measures, net
premiums earned and net income, respectively, below in Results of Operations.

B. Operations

The Company generates its revenues through the sale of insurance policies, primarily covering personal automobiles and dwellings through 13
insurance subsidiaries ( Insurance Companies ). These policies are mostly sold through independent agents and brokers who receive a commission
averaging 17% of net premiums written for selling and servicing policies. The Company believes that it has a thorough underwriting process that
gives the Company an advantage over its competitors. The Company views its agent relationships and underwriting process as one of its primary
competitive advantages because it allows the Company to charge lower prices yet realize better margins than many competitors. The Company

also offers mechanical breakdown insurance, commercial and dwelling fire insurance, umbrella insurance, commercial automobile insurance and
commercial property insurance. The Company operates primarily in California, the only state in which it operated prior to 1990. The Company

has since expanded its operations into the following states: Georgia and Illinois (1990), Oklahoma and Texas (1996), Florida (1998), Virginia

and New York (2001), New Jersey (2003), and Arizona, Pennsylvania, Michigan and Nevada (2004). Direct premiums written during the
three-month period ended March 31, 2009 by state and line of business were:

Three Months ended March 31, 2009
Private Passenger

Auto Commercial Auto Homeowners Other Lines Total
(Amounts in thousands)
California $ 446,954 $ 22,435 $ 46,160 $ 13,278 $ 528,827 78.7%
Florida 36,416 3,485 2,698 1,633 44,232 6.6%
Texas 18,917 1,921 326 4,072 25,236 3.7%
New Jersey 21,165 15 21,180 3.2%
Other states 41,037 1,923 3,400 5,750 52,110 7.8%
Total $ 564,489 $ 29,764 $ 52,584 $ 24,748 $ 671,585 100%
84.1% 4.4% 7.8% 3.7% 100%

The Company also generates income from its investment portfolio. Approximately $37.9 million in pre-tax investment income was generated
during the three-month period ended March 31, 2009 on a portfolio of approximately $3.3 billion at cost at March 31, 2009, compared to $39.3
million pre-tax investment income during the corresponding period in 2008 on a portfolio of approximately $3.5 billion at cost at March 31,
2008. The portfolio is managed by Company personnel with a view towards maximizing after-tax yields and limiting interest rate and credit risk.

The Company s operating results have allowed it to consistently generate positive cash flow from operations, which was approximately $50.9
million and $32.2 million for the three-month periods ended March 31, 2009 and 2008, respectively. Cash flow from operations has historically
been used to pay shareholder dividends and to help support growth.
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II. Results of Operations
Three Months Ended March 31, 2009 compared to Three Months Ended March 31, 2008
A. Revenue and Operating Income

Net premiums earned and net premiums written in the three-month period ended March 31, 2009 decreased approximately 7.6% and 8.0%,
respectively, from the corresponding period in 2008. Net premiums written by the Company s California operations were $526.9 million in the
three-month period ended March 31, 2009, an 8.5% decrease over the corresponding period in 2008. Net premiums written by the Company s
non-California operations were $144.0 million in the three-month period ended March 31, 2009, a 6.3% decrease over the corresponding period
in 2008. The decrease in net premiums written is primarily due to a decrease in the number of policies written and slightly lower average
premiums per policy reflecting the continuing soft market conditions.

Net premiums written is a non-GAAP financial measure which represents the premiums charged on policies issued during a fiscal period less
any applicable reinsurance. Net premiums written is a statutory measure designed to determine production levels. Net premiums earned, the
most directly comparable GAAP measure, represents the portion of net premiums written that is recognized as income in the financial statements
for the period presented and earned on a pro-rata basis over the term of the policies. The following is a reconciliation of total Company net
premiums written to net premiums earned:

Three Months Ended March 31,

2009 2008
(in thousands)
Net premiums written $ 670,892 $ 729,266
Decrease in unearned premiums (4,829) (8,350)
Net premiums earned $ 666,063 $ 720,916

Operating income for the three-month period ended March 31, 2009 was $46.0 million, down 17.8% from the corresponding period in 2008
largely due to a decrease in premiums earned reflecting the continuing soft market conditions and an increase in other operating expenses.

Operating income is a non-GAAP measure which represents net income excluding realized investment gains and losses, net of tax, and
adjustments for other significant non-recurring, infrequent or unusual items. Net income is the GAAP measure that is most directly comparable
to operating income. Operating income is meant as supplemental information and is not intended to replace net income. It should be read in
conjunction with the GAAP financial results. The following is a reconciliation of operating income to the most directly comparable GAAP
measure:

Three Months Ended March 31,

2009 2008
(in thousands)
Operating income $ 45,999 $ 55,928
Net realized investment gains (losses), net of tax 50,654 (59,889)
Net income (loss) $ 96,653 $ (3,961)

B. Profitability

Loss and expense ratios are used to interpret the underwriting experience of property and casualty insurance companies. The following table
reflects the Insurance Companies loss ratio, expense ratio and combined ratio determined in accordance with GAAP:

Three Months ended March 31,
2009 2008
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Loss ratio 66.7% 67.1%
Expense ratio 30.2% 28.3%
Combined ratio 96.9% 95.4%

The loss ratio is calculated by dividing losses and loss adjustment expenses by net premiums earned. The loss ratio was affected by positive
development of approximately $21 million and $5 million on prior periods loss reserves for the three-month periods ended March 31, 2009 and
2008, respectively. Excluding the effect of prior accident years loss development, the loss ratio was 69.9% and 67.8% for the three-month
periods ended March 31, 2009 and 2008, respectively. The increase in the loss ratio excluding the effect of prior accident years loss development
is primarily due to lower average premiums earned per policy.
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The expense ratio is determined by matching expenses to the period over which net premiums were earned, rather than to the period that net
premiums were written. The expense ratio increased primarily due to a one-time accrual for a reduction in workforce and the impact of the
amortization of AIS deferred commissions, both of which are described below.

The combined ratio of losses and expenses is the key measure of underwriting performance traditionally used in the property and casualty
insurance industry. A combined ratio under 100% generally reflects profitable underwriting results; and a combined ratio over 100% generally
reflects unprofitable underwriting results. The Company s underwriting performance contributed $20.8 million and $33.0 million of income to
the Company s results of operations before income tax expense and benefit for the three-month periods ended March 31, 2009 and 2008,
respectively.

To improve profitability, the Company has implemented several cost reduction programs, including a salary freeze, a suspension of the
employee 401(k) matching program, and a workforce reduction of approximately 360 employees (7% of workforce) primarily located in
California. As a result of the workforce reduction, an $8 million expense was recorded ($5 million to losses and loss adjustment expenses, $3
million to other operating expenses) in the first quarter of 2009. The annualized cost savings from these cost reduction programs are expected to
be over $20 million, which will begin to be realized in the second quarter of 2009.

Prior to the acquisition of AIS, the Company deferred the recognition of commissions paid to AIS to match the earnings of the related premiums.
As AIS is now a wholly-owned subsidiary, commissions paid are no longer deferrable. During the three-month period ended March 31, 2009,
the amortization of deferred commissions offset by deferrable direct sales cost impacted the statement of operations by $12 million. The
Company expects an additional $3 million impact in the three-month period ended June 30, 2009 and no material impact thereafter.

C. Investments

The following table summarizes the investment results of the Company:

Three Months ended March 31,
2009 2008
(Amounts in thousands)
Average invested assets at cost

(includes short-term investments) (1) $ 3,260,106 $ 3,502,001
Net investment income:

Before income taxes $ 37914 $ 39,299
After income taxes $ 33413 $ 34,364
Average annual yield on investments:

Before income taxes 4.7% 4.5%
After income taxes 4.1% 3.9%
Net realized investment gains (losses) $ 81,314 $ (92,137)

(1) Fixed maturities at amortized cost, and equities and short-term investments at cost.
Included in net income (loss) are net realized investment gains of $81.3 million for the three-month period ended March 31, 2009 compared with
net realized investment losses of $92.1 million for the three-month period ended March 31, 2008. Net realized investment gains (losses) include
gains of $90.7 million for the three-month period ended March 31, 2009 compared with losses of $93.3 million for the three-month period ended
March 31, 2008 due to changes in the fair value of total investments measured at fair value pursuant to SFAS No. 159. The gains during the
three-month period ended March 31, 2009, primarily in fixed maturity securities, arise from the market value improvements on the Company s
fixed maturity securities. During the three-month period ended March 31, 2009, the Company recorded approximately $101.0 million in gains
due to changes in the fair value of its fixed maturity portfolio. Partially offsetting this is $10.3 million of loss recognized due to changes in the
fair value of its equity security portfolio. The primary cause of the losses in fair value of equity securities was the overall decline in the equity
markets, which saw a decline of approximately 11.7% in the S&P 500 Index during the three-month period ended March 31, 2009.

The income tax expense of $43.5 million and income tax benefit of $15.1 million for the three-month periods ended March 31, 2009 and 2008
respectively, resulted primarily from changes in the fair value of the investment portfolio.
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III. Liquidity and Capital Resources
A. Cash Flows

The principal sources of funds for the Insurance Companies are premiums, sales and maturities of invested assets and dividend and interest
income from invested assets. The principal uses of funds for the Insurance Companies are the payment of claims and related expenses, operating
expenses, dividends to Mercury General and the purchase of investments.

The Company has generated positive cash flow from operations for over twenty consecutive years. Because of the Company s long track record
of positive operating cash flows, it does not attempt to match the duration and timing of asset maturities with those of liabilities. Rather, the
Company manages its portfolio with a view towards maximizing total return with an emphasis on after-tax income. With combined cash and
short-term investments of $272.9 million at March 31, 2009, the Company believes its cash flow from operations is adequate to satisfy its
liquidity requirements without the forced sale of investments. However, the Company operates in a rapidly evolving and often unpredictable
business environment that may change the timing or amount of expected future cash receipts and expenditures. Accordingly, there can be no
assurance that the Company s sources of funds will be sufficient to meet its liquidity needs or that the Company will not be required to raise
additional funds to meet those needs, including future business expansion, through the sale of equity or debt securities or from credit facilities
with lending institutions.

Net cash provided from operating activities in the three-month period ended March 31, 2009 was $50.9 million, an increase of $18.7 million
over the corresponding period in 2008. This increase was primarily due to additional operating cash flows from AIS and a decrease in losses and
loss adjustment expense paid during the three-month period ended March 31, 2009 compared with the corresponding period in 2008. The
Company has utilized the cash provided from operating activities primarily for the development of information technology such as the NextGen
and Mercury First computer systems and the payment of dividends to its shareholders. Funds derived from the sale, redemption or maturity of
fixed maturity investments of $76.3 million, were primarily reinvested by the Company in high grade fixed maturity securities.

The following table shows the estimated fair value of fixed maturity securities at March 31, 2009 by contractual maturity in the next five years:

Fixed maturities
(Amounts in thousands)

Due in one year or less $ 18,706
Due after one year through two years 28,734
Due after two years through three years 33,395
Due after three years through four years 69,765
Due after four years through five years 133,285

$ 283,885

Effective January 1, 2009, the Company acquired AIS for $120 million. The acquisition was financed by a $120 million credit facility that is
secured by municipal bonds pledged as collateral. The credit facility calls for the minimum amount of collateral held multiplied by the banks
advance rates to be greater than the loan amount. The collateral requirement is calculated as the fair market value of the municipal bonds held as
collateral multiplied by the advance rates, which vary based on the credit quality and duration of the assets pledged and range between 75% and
100% of the fair value of each bond. The loan matures on January 1, 2012 with interest payable at a floating rate of LIBOR rate plus 125 basis
points. In addition, the Company may be required to pay up to $34.7 million over the next two years as additional consideration for the AIS
acquisition. The Company plans to fund that portion of the purchase price, if necessary, from cash on hand and cash flow from operations. On
February 6, 2009, the Company entered into an interest rate swap of its floating LIBOR rate on the loan for a fixed rate of 1.93%, resulting in a
total fixed rate of 3.18%. The purpose of the swap is to offset the variability of cash flows resulting from the variable interest rate. The swap is
not designated as a hedge. Changes in the fair value are adjusted through the consolidated statement of operations in the period of change.

B. Invested Assets

An important component of the Company s financial results is the return on its investment portfolio. The Company s investment strategy
emphasizes safety of principal and consistent income generation, within a total return framework. The investment strategy has historically
focused on maximizing after-tax yield with a primary emphasis on maintaining a well diversified, investment grade, fixed income portfolio to
support the underlying liabilities and achieve return on capital and profitable growth. The Company believes that investment yield is maximized
by selecting assets that perform favorably on a long-term basis and by disposing of certain assets to enhance after-tax yield and minimize the
potential effect of downgrades and defaults. The Company believes that this strategy
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maintains the optimal investment performance necessary to sustain investment income over time. The Company s portfolio management
approach utilizes a recognized market risk and asset allocation strategy as the primary basis for the allocation of interest sensitive, liquid and
credit assets as well as for determining overall below investment grade exposure and diversification requirements. Within the ranges set by the
asset allocation strategy, tactical investment decisions are made in consideration of prevailing market conditions.

The following table sets forth the composition of the total investment portfolio of the Company at March 31, 2009 and December 31, 2008:

March 31,2009 December 31, 2008
Fair Value
(Amounts in thousands)
Fixed maturity securities:

U.S. government bonds and agencies $ 8,597 $ 9,898
States, municipalities and political subdivisions 2,313,858 2,187,668
Mortgage-backed securities 177,641 202,326
Corporate securities 64,787 65,727
Redeemable preferred stock 20,342 16,054

2,585,225 2,481,673

Equity securities:
Common stock:

Public utilities 35,309 39,148
Banks, trusts and insurance companies 11,410 11,328
Industrial and other 170,170 186,294
Non-redeemable preferred stock 9,018 10,621

225,907 247,391
Short-term investments 94,085 204,756
Total investments $2,905,217 2,933,820

During the three-month period ended March 31, 2009, the Company recognized approximately $81.3 million in net realized investment gains,
which include approximately $101.4 million related to fixed maturity securities. Included in this gain was $101.0 million gain due to changes in
the fair value of the Company s fixed maturity portfolio measured at fair value pursuant to SFAS No. 159 and $0.4 million gain from the sale of
fixed maturity securities. Partially offsetting the gains was approximately $23.8 million in losses related to equity securities. Included in this loss
was $10.3 million loss due to changes in the fair value of the Company s equity security portfolio measured at fair value pursuant to SFAS

No. 159 and $13.5 million loss from the sale of equity securities.

Fixed maturity securities

Fixed maturity securities include debt securities and redeemable preferred stocks. A primary exposure for the fixed maturity securities is interest
rate risk. The longer the duration, the more sensitive the asset is to market interest rate fluctuations. As assets with longer maturity dates tend to
produce higher current yields, the Company s historical investment philosophy resulted in a portfolio with a moderate duration. The nominal
average maturity of the overall bond portfolio, including collateralized mortgage obligations and short-term investments, was 13.3 years at
March 31, 2009, which reflects a portfolio heavily weighted in investment grade tax-exempt municipal bonds. Fixed maturity investments
purchased by the Company typically have call options attached, which further reduce the duration of the asset as interest rates decline. The
call-adjusted average maturity of the overall bond portfolio, including collateralized mortgage obligations and short-term investments, was
approximately 9.3 years, related to holdings which are heavily weighted with high coupon issues that are expected to be called prior to maturity.
The modified duration of the overall bond portfolio reflecting anticipated early calls was 6.3 years at March 31, 2009, including collateralized
mortgage obligations with modified durations of approximately 1.6 years and short-term investments that carry no duration. Modified duration
measures the length of time it takes, on average, to receive the present value of all the cash flows produced by a bond, including reinvestment of
interest. As it measures four factors (maturity, coupon rate, yield and call terms), which determine sensitivity to changes in interest rates,
modified duration is considered a better indicator of price volatility than simple maturity alone.
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Another exposure related to the fixed maturity securities is credit risk, which is managed by maintaining a weighted-average portfolio credit
quality rating of AA- (to calculate the weighted-average credit quality ratings as disclosed throughout this Form 10-Q, individual securities were
weighted based on fair value and a credit quality numeric score that was assigned to each rating grade). Bond holdings are broadly diversified
geographically, within the tax-exempt sector. Holdings in the taxable sector consist principally of investment grade issues. At March 31, 2009,
bond holdings rated below investment grade and
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non rated bonds totaled $80.4 million and $35.2 million, respectively, at fair value, and represented approximately 3.1% and 1.4%, respectively,
of total fixed maturity securities. At December 31, 2008, bond holdings of lower than investment grade and non rated bonds totaled $55.4
million and $49.5 million, respectively, and represented approximately 2.2% and 2.0%, respectively, of total fixed maturity securities.

The following table presents the credit quality rating of the Company s fixed maturity portfolio by types of security at March 31, 2009 at fair
value. Credit quality ratings are assigned by nationally recognized securities rating organizations. Credit ratings for the Company s fixed maturity
portfolio were stable during the three-month period ended March 31, 2009, with 87% of fixed maturity securities at fair value experiencing no
change in their overall rating. Approximately 10% experienced downgrades during the period, offset by approximately 3% in credit upgrades.

The majority of the downgrades were slight and still within the investment grade portfolio, allowing the Company to maintain a high overall
credit rating on its fixed maturity securities.

March 31, 2009
AAA AA A BBB Non Rated/Other Total
(Amounts in thousands)
U.S. government bonds and agencies:

Treasuries $ 6,318 $ $ $ $ $ 6,318
Government agency 2,279 2,279
Total 8,597 8,597
100.0% 100.0%

Municipal securities:

Insured (1) 21,061 554,941 544,142 54,511 14,757 1,189,412
Uninsured 306,940 355,629 244,816 160,655 56,406 1,124,446
Total 328,001 910,570 788,958 215,166 71,163 2,313,858

142% &n
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