




BALD WIN& LYONS, INC. AND SUBSIDIARIES

Financial Highlights

Revenue

Net income

Per share data - diluted:

Income before realized net gains on investments

Realized net gains on investments

Net income

Book value

Dividends

Return on average shareholders’ equity - net income (1)

Combined ratio of insurance subsidiaries (GAAP basis)

(1) Averageshareholders’equityexcludesunrealizedgains or losseson investments.

cOA4PANY PROFILE

Year Ended December 31

2000 1999 1998

(dollars in thoasands, except per share data)

$112,473 $96,402 $92,583

19,750 18,616 16,895

$ .93 $1.11 $1.09

.64 .27 .13

1.57 1.38 1.22

24.01 21.50 20.91

.40 .40 .40

7.6% 7.2~o 6.7%

102.3% 94.670 93.8%

Baldwin & Lyons, Inc. has, since its founding in 1930, been engaged in marketing and underwriting casualty insurance.
Specialty markets are served by the Company’s subsidiaries.

Protective Insurance Company, with licenses in all 50 states and all Canadian provinces, provides coverage for large trucking

fleets which retain substantial amounts of self-insurance as well as for medium-sized trucking companies on a first dollar or
small deductible basis. These trucking products are marketed by the Baldwin& Lyons agency organization directly to trucking
clients without broker or agent intermediaries. The agency operations also provide claims handling, loss control and other

insurance related services to trucking insureds. In addition, Protective accepts retrocessions from reinsurance companies,

principally reinsuring against catastrophes.

Sagamore Insurance Company, which is licensed in 32 states, markets private passenger automobile insurance products to
nonstandard insureds, commercial automobile coverage to small trucking fleets and workers’ compensation insurance to small
businesses. A subsidiary is also maintained in Bermuda to provide captive insurance company benefits to trucking insureds.
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T00URSHAREHOLDERS. . .

Theyear 2000was interesting forthe insurance industry. Some companies, having experienced large losses, finally
decided that profitability was more important than volume and started raising prices. That rates are increasing is
truly significant, in that real rate increases in commercial insurance have not occurred for nearly ten years. Unfortu-
nately, the same cannot be said for loss costs. While the early 90’s saw fairly stable loss costs, recently these costs
have been moving up, and this upward movement has accelerated in the past couple of years. So with increasing
costs and rates at their lowest levels, the scene was set for change. In addition to increased rates, (which probably

have not increased enough to this point) capacity has contracted in some of the niches we serve. This contraction
was caused by some companies suffering financial difficulties that forced them to either retrench or stop, and by

other competitors deciding enough is enough and withdrawing from certain lines of business or selected geographic
areas. With prices moving up and fewer competitors, you would think we should like what we see. And we are
encouraged, but we caution that the “sick” market needs a lot more medicine to become healthy.

And how did your company do with the changing market in year 2000? Baldwin & Lyons had a good year, but not
as good as we might have expected. Our Personal Auto division, with rather poor results for the year, detracted

from otherwise very positive operating income. Insurance operating income before tax was $16.5 million versus
1999’s $20.9 million. Considering the significant decrease in Personal Auto profitability, all of our other busi-
nesses performed well. As investors of the Company’s assets, we did very well with excellent capital gains both
realized and unrealized. In 2000, capital gains of $12.5 million were realized. Combined with $17.7 million of

unrealized gains, total investment gains were $30.2 million pre-tax. The realized investment gains caused total
earnings before tax to increase to $29.0 million versus 1999’s $26.5 million. Earnings per share after tax were

$1.57 versus $1.38 for 1999.

Book value increased to $24.01 from 1999’s year-end $21.50. The increase in book value plus dividends paid
equaled a 13.5 percent annual return.

Our subsidiary, Protective Insurance Company, had an excellent year. Direct written premiums (total premiums

before reduction by reinsurance) increased 11 percent to $53.4 million while premiums written in the Company’s
Large Fleet Trucking specialty increased 22 percent. Net premiums written (direct premiums reduced by reinsur-
ance) actually declined by 2 percent to $30.7 million as we continued to extensively utilize reinsurance. Our Fleet
Trucking, Independent Contractor and Reinsurance Assumed divisions all had excellent profitability.

Sagamore Insurance Company experienced the growing pains that a company with relatively new programs and
expanding territories can not always avoid. Rapidly escalating loss costs, pervasive throughout the personal

automobile market, and some not to be repeated problems produced a large underwriting loss in Personal Auto,
Sagamore’s largest division. Each of the Company’s other divisions, Small Fleet Trucking and Small Business
Workers’ Compensation, produced significantly higher premium volume and nearly break-even underwriting
results.

In late 2000 or first quarter 2001, rate increases were achieved in nearly all of Sagamore’s personal auto and small

fleet trucking offerings. Underwriting and terms were tightened. Those higher rates and tougher terms may make
us non-competitive. Until others follow suit, volume will suffer, as evidenced by Personal Auto’s premium writings
declining 40 percent in the fourth quarter of 2000 compared to a year earlier. While no one wants to see business go
away and volume decline, we have no desire to write business that does not produce a profit. We will allow volume
to fall until loss ratios allowing profitability are achieved. The expected decline in premium writings should
moderate and reverse as others also increase rates and the market moves toward us. As this is written, we are seeing

evidence that this expected market movement may be starting. However, because expenses can not be reduced in
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direct proportion to decreased writings, because an increase in rates does not effect policies in force (some of which
may have nearly a year until expiration) and because even more rate increases may be needed to keep up with inflat-

ing loss costs, it is doubtful that Sagamore will achieve underwriting profitability in 2001. We do expect significant
improvement with a return to overall profitability (after consideration of investment income) and a meaningful
contribution to an increase in consolidated operating income.

While discussing Sagamore, we should inform you of our internet effort and why, when proper rates can be achieved,
an expanding volume will be welcome. Last year we commented on Sagamore’s internet initiative “Intercom.”
Online quoting and the placing of personal auto new business by Sagamore’s agents were possible at that time. In
2000, Intercom was expanded. Now, nearly all of an agent’s transactions with Sagamore can be done online. It is a
win-win situation. Agents get instant response without phone calls, faxes, etc. Sagamore gains as business produced

over the internet requires much less “touching” and therefore may be processed more efficiently than business
produced in the old, traditional ways. Agents are endorsing Intercom by using it. Nearly 25 percent of Personal
Auto’s new business is arriving via the internet, and we believe that percentage will continue to expand. An even
higher percentage of policy service is done on-line. Recently we added Small Fleet quoting and an array of that
division’s policy service options to Intercom. Initial response has been positive and with business moving to the
internet, an even greater improvement in efficiency will be possible.

“Intercom” represents a significant investment of time and money. Following our early assessment that we should not
change the basic way we do business because of the internet, but that we could improve the efficiency of the way we
do business by utilizing the internet, we are gratified with what has been accomplished. This solid internet foundation
and the innovative uses that will be developed because of it will provide a meaningful return on our investment.

Protective’s prospects for 2001 look good. Fleet Trucking has enjoyed recent market success with several new
accounts and additional direct premium volume. Our patience in waiting out those who radically cut prices to achieve
top line growth is paying off. New business is beginning to appear as others in trucking insurance withdraw, restrict
or price to recoup large, past losses. Although it’s certainly not yet a seller’s market, the days of 15 to 20 insurers
vying for a trucker’s insurance program seem to be over. Today, we see a fraction of the previous players, and our
odds of success have obviously improved. That allows us to anticipate further increases in direct premium volume

and profitability. However, since Protective is still heavily utilizing reinsurance, net premiums will show large
percentage but small dollar increases.

The Independent Contractor division of Protective insures the independent contractor’s person via work accident
insurance and hislher vehicle with physical damage insurance. This division has expanded each year since its incep-
tion and was again profitable in 2000. We expect a continuation of profitable performance in 2001, keeping in mind
that a prolonged economic slowdown would reduce volume in this division and, accordingly, restrict profitability.
This division has also embraced internet technology to improve efficiency and customer satisfaction. With develop-
ment accomplished in 2000, an on-line contractor enrollment and maintenance system is being rolled out. By year-
end, we expect most insured contractors to be doing nearly all of their business with us over the internet.

While we might be called opportunistic underwriters in all of our divisions, because we are willing to let volume fall
when profitability is suspect and write business only as market conditions improve, this is especially true in our
Reinsurance Assumed division. Always small, with about $10 million in writings at its peak, this division’s premium
decreased to a small fraction of that in 2000 as we let go of business and passed on new submissions when terms and

pricing just did not make sense. Happily, that market too is improving and we selectively signed on a few year-end
submissions that will begin to increase assumed premiums in 2001. As to profitability y, we once again warn that in
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any given year returns on premium earned on assumed reinsurance will be very good or very bad depending on
natural or man made catastrophes and our exposure as to where andlor whom they hit.

As we are now in 2001 and look ahead, we admit to an enthusiasm and optimism which we have not experienced for
some time. While the insurance market winds may not yet be at our back, they are no longer facing us and pushing
against our progress. Through a long and difficult period we have been patient, and have maintained our financial

and operating capabilities; and now, as others must dwell on what they did wrong and attempt corrections, we hope
to do right and not miss our opportunities.

In last year’s annual report, we reminded that the Company’s investment in equity securities amounted to about
one-third of its total invested assets. That is a level that exceeds the average for property casualty insurance
companies. With net premium writings at a conservative and small percentage of surplus, we remain comfortable

with this investing approach. In fact, the equity to total invested asset ratio at 2000 year-end is 36 percent, a
pleasant increase as the higher percentage is primarily a result of an increase in value of equities owned or gains on

sales that were reinvested. With a $30.2 million pre-tax realized and unrealized gain, we had a good year, far
outpacing the indexes and the overall market. The same investment managers will continue with their portfolios in
2001, and we are confident the performance will again impress.

With Baldwin stock selling at a discount to book value for much of 2000, an aggressive stock buy-back campaign
continued. Slightly over one million shares were acquired during the year at an average price of $16.85. As we

look at our year-end book value, our current stock price, and the effect those purchases had on earnings per share
and book value, the buy-back of what was perceived as an undervalued stock seems most appropriate. Senior

management concurred, utilizing a Company plan extending credit to management to make open market stock
purchases.

And finally, as we look to 2001 and beyond with some pride in what has been accomplished and confidence in our
future, my colleagues, the dedicated staff of Baldwin & Lyons, and I thank you for your support and hope to reward
your trust.

Gary W. Miller
Chairman & CEO

Indianapolis
February 26,2001
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SELECTED FINANCIAL DATA

Net premiums written

Net premiums earned

Net investment income

Realized net gains on investments

Losses and Ioss expenses incurred

Net income

Earnings per share -- net income (1)

Cash dividends per share

Investment portfolio (3)

Total assets

Shareholders’ equity

Book value per share (1)

Underwriting ratios (2):

Losses and loss expenses

Underwriting expenses

Combined

Year Ended December 31

2000 1999 1998 1997 1996

(Dollars in thousands, except per share data)

$77,214

77,439

19,049

12,473

57,470

19,750

1.57

.40

442,060

552,164

294,000

24.01

74.2%

28.1 ~0

102.3%

$72,033

69,114

18,891

5,625

44,911

18,616

1.38

.40

440,797

530,677

284,783

21.50

65.0%

29.6%

94.6%

$71,943

68,862

19,060

2,855

42,537

16,895

1.22

.40

456,735

544,369

288,592

20.91

61.8%

32.0%

93.8%

$69,575

61,675

18,442

17,338

39,854

24,446

1.75

.40

475,328

557,015

293,963

21.23

64.6%

33.370

97.9%

(1) Earnings and book value per share are adjusted for the dilutive effect of stock options outstanding.

$61,431

58,743

19,580

6,860

33,754

21,692

1.51

.36

454,791

526,460

273,122

19.46

57.5%

29.2%

86.7%

(2) Data is for all coverages combined and is presented based upon generally accepted accounting principles.

(3) Includes money market instruments classified with cash in the Consolidated Balance Sheets.
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M ANAGEMENT’S DISCUSSION& ANALYSIS OF
FINANCIAL CONDITION & THE RESULTS OF OPERATIONS

Liquidity and Capital Resources

The primary sources of the Company’s liquidity are (1)
funds generated from insurance premiums, (2) net invest-

ment income and (3) maturing investments. The Company
generally experiences positive cash flow resulting from
the fact that premiums are collected on insurance policies

in advance of the disbursement of funds in payment of
claims. Operating costs of the insurance subsidiaries,
other than loss and loss expense payments and commis-
sions paid to the parent company, generally average
between 25% and 35% of premiums earned on a consoli-
dated basis and the remaining amount is available for

investment for varying periods of time depending on the
type of insurance coverage provided. During extended
periods of declining net premium volume, however,
operating cash flows may turn negative as loss settlements

exceed net premium revenue and receipts of investment
income.

For several years, the Company’s investment philosophy
has emphasized the purchase of short-term bonds with
maximum quality and Iiquidit y. As interest rates have
remained relatively low and yield curves have been
essentially flat in recent years, the Company has not
committed funds to longer term fixed maturity invest-
ments. The average life of the Company’s bond and short-
term investment portfolio was 4.0 years and 4.3 years for
2000 and 1999, respectively. The Company also remains

an active participant in the equity securities market.
Investments made by the Company’s domestic insurance

subsidiaries are regulated by guidelines promulgated by
the National Association of Insurance Commissioners
which are designed to provide protection for both policy-
holders and shareholders.

The Company’s assets at December 31, 2000 included
$59.1 million in short-term investments which are readily
convertible to cash without market penalty and an addi-
tional $49.2 million of fixed maturity investments matur-
ing in less than one year. The Company believes that
these liquid investments, plus the expected cash flow from
current operations, are more than sufficient to provide for

projected claim payments and operating cost demands. In
addition, the Company’s reinsurance program is structured

to avoid serious cash drains that might accompany cata-
strophic losses. In the event competitive conditions

produce inadequate rates and the Company chooses to
restrict volume, the Company believes that the liquidity of

its investment portfolio would permit it to continue to pay
claims as settlements are reached without requiring the

disposal of investments at a loss, regardless of interest
rates in effect at the time.

Net premiums written by the Company’s U.S. insurance

subsidiaries for 2000 equaled approximately 2270 of the
combined statutory surplus of these subsidiaries. Premium
writings of 200% to 30090 of surplus are generally consid-
ered acceptable by regulatory authorities. Further, the
statutory capital of each of the insurance subsidiaries
substantially exceeds minimum risk based capital require-
ments set by the National Association of Insurance
Commissioners. Accordingly, the Company has the ability
to significantly increase its business without seeking

additional capital to meet statutory guidelines.

Shareholders’ equity increased to $294.0 million at
December 31, 2000, from $284.8 million at December31,
1999, including an increase of $11.5 million in unrealized
net gains on investments. The change in shareholders’
equity also included $17.0 million in treasury share
purchases and $5.0 million of cash dividends to sharehold-
ers. Book value per common share outstanding increased
12% to $24.01 at December 31, 2000 from $21.50 per
share at December 31, 1999.

As more ‘fully discussed in Note G to the consolidated
financial statements, at December 31, 2000, $55.7 million,
or 19.0% of shareholders’ equity, represented net assets of
the Company’s insurance subsidiaries which, at that time,
could not be transferred in the form of dividends, loans or
advances to the parent company due to statutory restric-

tions on the allowable transfers. However, management
believes that these restrictions pose no material liquidity

concerns for the Company. The financial strength and
stability of the subsidiaries permit ready access by the

parent company to short-term and long-term sources of
credit. The parent company had cash and marketable

investments of approximately $9.4 million at December
31.2000.
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Results of Operations

2000 Compared to 1999

Direct premiums written for 2000 totaled $97.1 million, an

increase of $11.0 million (12.8Yo) from 1999. This
increase is primarily attributable to increases in fleet
trucking’s large trucking fleet and independent contractor
programs of $3.9 million (22.4%) and $1.6 million (7.8%),

respectively, from 1999 levels. Direct premium writings
from the Company’s private passenger automobile, small

trucking fleet and small business workers’ compensation
programs also increased by $2.4 million, $2.2 million and

$1.2 million, respectively. Large trucking fleet volume
increases resulted primarily from the addition of new

accounts. Increases in independent contractor premiums
resulted from the addition of new accounts and volume
increases on existing accounts, while increases in private
passenger automobile, small fleet and small workers’

compensation were due primarily to geographic expansion.

Premiums assumed from other reinsurers of $4.2 million
during 2000 were relatively unchanged from 1999 al-
though 2000’s premium included $1.7 million of reinstate-
ment premium attributable to losses occurring in Iate 1999.
Without this premium, reinsurance assumed volume would
have decreased 377. from the prior year. Pricing in this
market began to firm up toward the end of 2000 and
management anticipates increased participation during
2001.

Premiums ceded to reinsurers increased $5.8 million
(31.8%) during 2000 to $24.2 million. The percentage of
premiums ceded to direct premiums written increased to

24.9% for 2000 from 21.3% for 1999 consistent with the
increase in direct premiums written for the more heavily
reinsured large trucking fleet program discussed above.

After giving effect to changes in unearned premiums, net
premiums earned increased 12.0% to $77.4 million for

2000 from $69.1 million for 1999. Premiums earned from
private passenger automobile increased by $6.6 million.
Net premiums earned from all trucking-related insurance

products increased by $1.7 million (5.3%), including $1.9
million (31.790) for small fleet trucking.

Net investment income increased by $.2 million (.8%)
during 2000 reflecting higher overall pre-tax yields on
slightly 10wer average invested assets. The average pre-
tax yield on invested assets was 5.5~0 and 5.0% for 2000

and 1999, respectively. After-tax yields were 3.9?70 and
3.67. for 2000 and 1999, respectively.

Realized net capital gains were $12.5 million in 2000
compared to $5.6 million for 1999. The current year net
gain consisted of gains on equity securities of $16.0

million and losses on fixed maturities and other invest-
ments of $3.5 million.

Losses and loss expenses incurred during 2000 increased
$12.6 million (28.0%) to $57.5 million. The 2000 consoli-
dated loss and loss expense ratio was 74.2% compared to

65.0% for 1999. The increase in the loss and loss expense
ratio is primarily attributable to adverse loss development
and an increased frequency and severity of claims in the
Company’s personal automobile division. Changes in the

Company’s remaining products were generally favorable.
Because of the high limits provided by the Company to its

large trucking fleet insureds, the length of time required to
settle larger, more complex claims and the volatility of the
trucking liability insurance business, the Company be-
lieves it is important to have a high degree of comfort in

its reserving process. As claims are settled in years
subsequent to their occurrence, the Company’s claim
handling process has, historically, tended to produce
savings from the reserves provided. The Company
believes that favorable loss developments in recent years

may be attributable, at least in part, to changes in trucking
safety in general resulting from the implementation of the
national commercial driver license, mandatory drug testing
and an increased awareness by trucking companies of the
cost of unsafe operations. It is further believed that the
Company’s selection techniques, minimum safety stan-
dards and claims handling have also contributed to this
favorable loss experience. However, due to the aforemen-
tioned changes in the Company’s reinsurance structure for
its large trucking fleets, whereby a smaller portion of the
risk is retained, the impact of future loss developments on
the loss and loss expense ratios may not be consistent with
prior years.
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Other operating expenses for 2000, before credits for
allowances from reinsurers, increased $2.9 million (9.2%)
to $34.7 million. Personnel related expenses, including
amounts allocated to loss expenses and investment income,
increased 6.9% and accounted for approximate y 4070 of
the total operating expense increase, reflecting the fully-
employed labor market from which the Company draws.
Direct commission expense increased $.9 million (12.8%)
as the result of higher direct premiums from all of the

Company’s products. Ceding commission allowances from
reinsurers increased $1.9 million (27.790), resulting from

increased premium volume covered under the reinsurance
agreements covering Protective’s fleet trucking business.
The ratio of net operating expenses of the insurance
subsidiaries to net premiums earned was 28.0% during
2000 compared to 29.6% for 1999. Including the agency
operations, the ratio of other operating expenses to total

revenue, adjusted to remove net realized gains, was 26.0%
for 2000 compared with 27.5% for 1999. Expenses for
1999 included expenditures in preparation for Year 2000
(Y2K) compliance that were not present in the year 2000.

The effective federal tax rate for consolidated operations

for 2000 was 31.8%. This rate is lower than the statutory
rate primarily because of tax-exempt investment income.

As a result of the factors mentioned above, net income

from consolidated operations for 2000 was $19.7 million
compared to $18.6 million for 1999. Diluted earnings per
share increased to $1.57 in 2000 from $1.38 in 1999 due
primarily to the increase in realized gains on investments.

Diluted earnings per share from operations before realized
gains on investments was $.93 in 2000 compared to $1.11

in 1999.

1999 Compared to 1998

Direct premiums written for 1999 totaled $86.1 million, an
increase of $8.2 million (10.690) from 1998. This increase
is primarily attributable to an increase in fleet trucking’s
independent contractor program of $4.1 million (24.6Yo)
from 1998. Direct premium writings from small and large

trucking fleet risks also increased by $2.4 million and $2.1
million, respectively. These increases were partially offset
by a small decrease in the Company’s private passenger
automobile business where competitive pressures in-

creased. Increases in independent contractor premiums
resulted from the addition of new accounts and volume

increases on existing accounts. Large fleet trucking
volume increases resulted primarily from the addition of
new accounts and small fleet trucking premium increases

were due primarily to geographic expansion.

Premiums assumed from other reinsurers decreased by

$3.0 million (42.6%) to $4.0 million during 1999. This
decrease is due to non-renewal of the Company’s participa-
tion in voluntary property catastrophe retrocession pools

during 1999 as pricing in this market continued to weaken.

Premiums ceded to reinsurers increased $5.7 million
(44.9%) during 1999 to $18.3 million. The percentage of

premiums ceded to direct premiums written increased to
21.3% for 1999 from 16.3% for 1998, as the Company’s
new reinsurance agreements for its fleet trucking products,
effective June 1, 1998, were inforce for the full year. The
new treaties provide for the Company to cede larger
portions of its premium as well as the underlying risk.

After giving effect to changes in unearned premiums, net
premiums earned increased .4% to $69.1 million for 1999
from $68.9 million for 1998. Net premiums earned from

all trucking-related insurance products increased by $2.5
million (8.570), including $2.2 million (59.770) for small

fleet trucking. Premiums earned from private passenger
automobile increased by $1.0 million. The above increases
were offset by a $3.7 million decrease (43.870) in volun-
tary reinsurance assumed premium during 1999.

Net investment income decreased by $.2 million (.990)

during 1999 due to lower average invested assets while
overall pre-tax yields remained relatively unchanged from
1998. The average pre-tax yield on invested assets was
5.070 for both 1999 and 1998 and after-tax yields also

remained unchanged at 3 .6Y0.

Realized net capital gains were $5.6 million in 1999
compared to $2.8 million for 1998. The current year net
gain consisted of gains on equity securities and other
investments of $7.8 million and $.2 million, respectively,

and losses on fixed maturities of $2.3 million.

Losses and loss expenses incurred during 1999 increased
$2.4 million (5.6%) to $44.9 million. The 1999 consoli-
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dated loss and loss expense ratio was 65.0% compared to
61.8% for 1998. The increase in the loss and loss expense
ratio is primarily attributable to incurred loss development

on discontinued products and residual market participation
along with growth in the Company’s small trucking fleet
program, all of which is measured against a relatively
unchanged consolidated premium base. Changes in the
Company’s remaining products were individually insignifi-
cant.

Other operating expenses for 1999, before credits for
allowances from reinsurers, increased $2.3 million (7.8%)
to $31.8 million. Personnel related expenses, including

amounts allocated to loss expenses and investment income,
increased $2.4 million (16. 1%) from 1998. Personnel

expense for 1999 was higher primarily as the result of
accruals for equity appreciation rights, which represent a
broad-based employee incentive program which is tied to
changes in the Company’s book value, in addition to

regular annual payroll increases. Direct commission
expense decreased $.9 million (11 .O%) as the result of the

decline in premiums from voluntary reinsurance assumed,
partially offset by increases in premiums from Sagamore’s
small fleet and small business workers’ compensation
products. Ceding commission allowances from reinsurers

increased $3.7 million (115.7%) resulting from new
reinsurance agreements covering Protective’s fleet trucking
business. The ratio of net operating expenses of the
insurance subsidiaries to net premiums earned was 29.6%
during 1999 compared to 32.0% for 1998. Including the
agency operations, the ratio of other operating expenses to
total revenue, adjusted to remove net realized gains, was
27.5% for 1999 compared with 29.470 for 1998. Expenses
for 1999 and 1998 include expenditures for Year 2000
(Y2K) compliance. While it is not possible to precisely
isolate Y2K expenditures from those for ongoing develop-
ment of current product lines, management believes that
amounts spent during 1999 for Y2K related issues were
higher than expenditures during 1998.

The effective federal tax rate for consolidated operations
for 1999 was 29.8%. This rate is lower than the statutory
rate primarily because of tax-exempt investment income.

As a result of the factors mentioned above, net income
from consolidated operations for 1999 was $18.6 million
compared to $16.9 million for 1998. Diluted earnings per

share increased to $1.38 in 1999 from $1.22 in 1998 due
primarily to the increase in realized gains on investments.

Diluted earnings per share from operations before realized
gains on investments was $1.11 in 1999 compared to $1.09
in 1998.
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Federal Income Tax Considerations Market Risk

The liability method is used in accounting for federal income

taxes. Using this method, deferred tax assets and liabilities

are determined based on differences between financial
reporting and tax bases of assets and liabilities and are
measured using the enacted tax rates and laws that will be in
effect when the differences are expected to reverse. The
provision for deferred federd income tax was based on items
of income and expense that were reported in different years in
the financial statements and tax returns and were measured at
the tax rate in effect in the year the difference originated. Net

deferred tax liabilities of $12.5 million and $7.7 million were
recorded at December 31, 2000 and 1999, respectively. The
net deferred tax liability at December 31, 2000 included $4.2
million in special tax deposits covered under Section 847 of
the Internal Revenue Code, as explained in the following
paragraph, which compares to $5.0 million in special tax
deposits at December31, 1999. Adjusted for the special
deposits, a net deferred tax liability of $16.7 million was
recorded at December 31, 2000 compared to a net deferred
tax liability of $12.7 million at December31, 1999. The

increase in deferred federal taxes payable is primarily
attributable to changes in unrealized capital gains in the

investment portfolio.

A provision in the Technical and Miscellaneous Revenue Act
of 1988 created a mechanism which would allow for a

recognizable deferred tax asset specifically for property and
casualty loss reserves discounted for tax purposes. Adopted
as Section 847 of the Internal Revenue Code, this provision
allows an insurer to take a special tax deduction equal to the
discount on post 1986 accident year loss and loss expense
reserves while making “special estimated tax payments”
equal to the amount of the tu benefit derived from the special
deduction. The “special estimated tax payments” can be
carried forward for fifteen years to offset taxes arising from
decreases in the special deduction and can be treated as
regular estimated payments or refunded at the end of the
carryforward period. Based upon the concerns regarding the
recognition of deferred tax assets, the Company adopted the
provisions of Section 847 for all tax years 1987 and subse-
quent and has taken deductions for the entire amount of
discount on post-1986 loss reserves. As mentioned above,
special Section 847 estimated tax deposits totaling $4.2
million have been paid in connection with this election.

The Company operates solely within the property and
casualty insurance industry and, accordingly, has signifi-

cant invested assets which are exposed to various market
risks. These market risks relate to interest rate fluctua-
tions, foreign currency translation and equities market
prices. All of the Company’s invested assets are classified
as available for sale and are listed as such in the enclosed
consolidated financial statements in Note B.

The most significant of the three identified market risks
relates to prices in the equities market. Though not the
largest category of the Company’s invested assets, equity
securities have the greatest potential for short-term price
fluctuation. The market value of the Company’s equity

positions at December 31, 2000 was $158.0 million or
approximately 36V0 of invested assets, including money

market instruments classified as cash. Funds invested in
the equities market are not considered to be assets neces-
sary for the Company to conduct its daily operations and,
therefore, can be committed for extended periods of time.

The long-term nature of the Company’s equity investments
allows it to invest in positions where ultimate value, and
not short-term market fluctuations, are the most important
feature.

The Company’s fixed maturity portfolio totaled $211.8
million at December 31, 2000. Over half of this portfolio
is made up of U. S. government and government agent y
obligations and state and municipal debt securities, 83~0
of the portfolio matures within 5 years and the average life
of the Company’s fixed maturity investments is approxi-
mately 4.0 years. Although the Company is exposed to

interest rate risk on its fixed maturity investments, given
the anticipated duration of the Company’s liabilities
(principally insurance loss and loss expense reserves)
relative to maturities, even a 100 to 200 basis point
increase in interest rates would not have a significant
impact on the Company’s ability to conduct daily opera-
tions or to meet its obligations.

The Company’s exposure to foreign currency risk is not
material.
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Impact of Inflation Forward-Looking Information

To the extent possible, the Company attempts to recover
the costs of inflation by increasing the premiums it

charges. A majority of the Company’s premiums are
charged as a percentage of an insured’s gross revenue or
payroll. As these charging bases increase with inflation,
so does premium. The remaining premium rates charged
are adjustable only at periodic intervals and often require
state regulatory approval. Such periodic increases in

premium rates may lag far behind cost increases.

To the extent inflation influences yields on investments,
the Company is also affected. The Company maintains a
sizable portion of its investment portfolio in short-term
instruments and changes in current market interest rates
correspondingly affect yields on these investments.
Further, as inflation affects current market rates of return,
previously committed investments may rise or decline in

value depending on the type and maturity of investment.

Inflation must also be considered by the Company in the
creation and review of loss and loss adjustment expense

reserves since portions of these reserves are expected to be
paid over extended periods of time. The anticipated effect

of inflation is implicitly considered when estimating
liabilities for losses and loss adjustment expenses.

Any forward-looking statements in this report, including
without limitation, statements relating to the Company’s

plans, strategies, objectives, expectations, intentions and
adequacy of resources, are made pursuant to the safe
harbor provisions of the Private Securities Litigation
Reform Act of 1995. Investors are cautioned that such
forward-looking statements involve risks and uncertain-
ties including without limitation the following: (i) the

Company’s plans, strategies, objectives, expectations and
intentions are subject to change at any time at the discre-
tion of the Company; (ii) the Company’s business is
highly competitive and the entrance of new competitors
into or the expansion of the operations by existing
competitors in the Company’s markets and other changes
in the market for insurance products could adversely
affect the Company’s plans and results of operations; and
(iii) other risks and uncertainties indicated from time to

time in the Company’s filings with the Securities and
Exchange Commission.
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Common Stock Market Prices and Dividends

Year ended December 31:

2000:

Fourth Quarter

Third Quarter

Second Quarter

First Quarter

1999:

Fourth Quarter

Third Quarter
Second Quarter

First Quarter

Cash

Class A Class B Dividends

High Low High Low Declared

$19.000 $19.000 $23.875 $18.375 $.10

19.000 15.000 20.250 15.250 .10
17.500 16.000 19.938 16.000 .10

21.250 16.500 22.125 16.250 .10

22.313 19.750 23.938 19.625 $.10

22.375 20.250 23.875 20.188 .10
22.875 20.000 24.047 20.313 .10

25.688 20.750 26.000 20.188 .10

The Company’s Class A and Class B common stocks are traded on The NASDAQ Stock Market@ under the symbols
BWINA and BWINB, respectively. The Class A and Class B common shares have identical rights and privileges except

that Class B shares have no voting rights other than on matters for which Indiana law requires class voting. As of Decem-
ber 31, 2000, there were approximately 400 record holders of Class A Common Stock and approximately 500 record

holders of Class B Common Stock.

The table above sets forth the range of high and low sale prices for the Class A and Class B Common Stock for 2000 and
1999, as reported by the National Association of Security Dealers, Inc. and published in the financial press. The quota-
tions reflect interdealer prices without retail markup, markdown or commission and do not necessarily represent actual
transactions.

The Company expects to continue its policy of paying regular cash dividends although there is no assurance as to future

dividends because they are dependent on future earnings, capital requirements and financial conditions and are subject to
regulatory restrictions as described in Note G to the consolidated financial statements.
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REPORT OF ERNST & YOUNG LLP
INDEPENDENT AUDITORS

Shareholders and Board of Directors

Baldwin & Lyons, Inc.

We have audited the accompanying consolidated balance sheets of Baldwin & Lyons, Inc. and

subsidiaries as of December 31, 2000 and 1999, and the related consolidated statements of

. income and retained earnings, changes in equity other than capital and cash flows for each of

the three years in the period ended December 31, 2000. These financial statements are the

responsibility y of the Company’s management. Our responsibility is to express an opinion on

these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United

States. Those standards require that we plan and perform the audit to obtain reasonable assur-

ance about whether the financial statements are free of material misstatement. An audit in-

cludes examining, on a test basis, evidence supporting the amounts and disclosures in the

financial statements. An audit also includes assessing the accounting principles used and

significant estimates made by management, as well as evaluating the overall financial statement

presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects,

the consolidated financial position of Baldwin & Lyons, Inc. and subsidiaries at December 31,

2000 and 1999, and the consolidated results of their operations and their cash flows for each of

the three years in the period ended December 31, 2000, in conformity with accounting prin-

ciples generally accepted in the United States.

Indianapolis, Indiana

February 26, 2001

13



Consolidated Balance Sheets
Baldwin & Lyons, Inc. and Subsidiaries

Assets
Investments:

Fixed maturities

Equity securities

Short-term and other

Cash and cash equivalents

Accounts receivable--less allowance

(2000, $1,229; 1999, $1,072)

Accrued investment income

Reinsurance recoverable

Deferred policy acquisition costs

Current federal income taxes

Property and equipment--less accumulated depreciation

(2000, $6,224; 1999, $5,537)

Notes receivable from employees

Other assets

Liabilities and Shareholders’ Equity
Reserves:

Losses and loss expenses

Unearned premiums

Reinsurance payable

Accounts payable and other liabilities

Deferred federal income taxes

Current federal income taxes

Shareholders’ equity:

Common stock, no par value:

Class A -- authorized 3,000,000 shaxes;

outstanding --2000, 2,300,785 shares; 1999, 2,325,554 shares

Class B -- authorized 20,000,000 shares;

outstanding --2000, 9,870,082 shares; 1999, 10,837,393 shares

Additional paid-in capital

Unrealized net gains on investments

Retained earnings

..

I

December 31

2000 1999
(dollars in thousands)

$ 211,810

157,951

40,176

409,937

32,814

25,279

~ 3,724

64,690

3,674

8,456

1,709

1,881

$ 552,164

$ 182,425
24,441

206,866

7,349

30,399

12,547

1,003

258,164

123

526

36,416

36,237

220,698

294,000

$ 552,164

$ 250,386

139,300

32,467

422,153

20,115

24,991

3,697

44,825

3,851

764

6,894

3,387

$ 530,677

$ 173,473

24,432

197,905

11,536

28,753

7,700

245,894

124

578

39,663

24,711

219,707

284,783

$ 530,677

See notes to consolidated financial statements.
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Consolidated Statements of Income and Retained Earnings
Baldwin & Lyons, Inc. and Subsidiaries

Year Ended December 31

2000 1999 1998

(dollars in thollsands, except per share data)

Revenue:

Net premiums earned

Net investment income

Realized net gains on investments

Commissions, service fees and other income

Expenses:

Losses and loss expenses incurred

Other operating expenses

Income before federal income taxes

Federal income taxes

Net income

Retained earnings at beginning of year

Cash dividends (per share -$.40 per year)

Cost of treasury shares in excess of original issue proceeds

Foreign exchange adjustment

Retained earnings at end of year

Per share data:
Dilltted:

Income before realized net gains

Realized net gains on investments

Net income

Basic:

Income before realized net gains

Realized net gains on investments

Net income

$ 77,439 $ 69,114 $ 68,862

19,049 18,891 19,060

12,473 5,625 2,855

3,512 2,772 1,806

112,473 96,402 92,583

57,470 44,911 42,537

26,039 24,985 26,339

83,509 69,896 68,876

28,964 26,506 23,707

9,214 7,890 6,812

19,750 18,616 16,895

219,707 216,223 206,258

(4,994) (5,365) (5,488)

(13,572) (9,946) (1,140)

(193) 179 (302)

$220.698 $219,707 $216,223

$ .93 $ 1.11 $ 1.09

.64 .27 .13

$ 1.57 $ 1.38 $ 1.22

$ .93 $1.12 $ 1.10

.65 .27 .13

$ 1.58 $ 1.39 $ 1.23

See notes to consolidated financial statements.
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Consolidated Statements of Changes in Equity Other Than Capital
Baldwin & Lyons, Inc. and Subsidiaries

2000 1999 1998

(dollars in fhollsands)

BaIances at beginning of year:
Retained earnings

Unrealized gains on investments

Changes arising from income-producing activities:

Net income

Gains (losses) on investments:

Holding gains (losses) arising during period,

before federal income taxes

Federal income taxes

Gains realized during period included in net income,

before federal income taxes

Federal income taxes

Change in unrealized gains on investments

Foreign exhange adjustment

Total reaIized and unrealized income

Other changes affecting retained earnings:

Cash dividends paid to shmeholders

Cost of treasury shares in excess of original issue proceeds

Total changes

Balances at end of year:
Retained earnings

Unrealized gains on investments

$219,707 $216,223 $206,258

24,711 30,311 45,614

244,418 246,534 251,872

19,750 18,616 16,895

30,205 (2,991) (20,688)

10,572 (1,047) (7,241)

19,633 (1 ,944) (13,447)

(12,473) (5,625) (2,855)

(4,366) (1,969) (999)

(8,107) (3,656) (1,856)

11,526 (5,600) (15,303)

(193) 179 (302)

31,083 13,195 1,290

(4,994) (5,365) (5,488)

(13:572) (9,946) (1,140)

(18,566) (15,311) (6,628)

12,517 (2,116) (5,338)

220,698 219,707 216,223

36,237 24,711 30,311

$256,935 $244,418 $246,534

See notes to consolidated financial statements.
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Consolidated Statements of Cash Flows
Baldwin & Lyons, Inc. and Subsidiaries

Operating activities
Net income

Adjustments tO reconcile net income to net cash

provided by (used in) operating activities:

Change in accounts receivable and unearned premium

Change in accrued investment income

Change in loss and loss expense reserves
and reinsurance recoverable

Change in other assets, other liabilities and current income taxes

Amortization of net policy acquisition costs

Net policy acquisition costs deferred

Provision for deferred income taxes

Bond amortization

Loss on sale of property

Depreciation

Net realized gain on investments

Compensation expense related to discounted stock options

Net cash provided by (used in) operating activities

Investing activities
Purchases of fixed maturities and equity securities

Proceeds from maturities

Proceeds from sales of fixed maturities

Proceeds from sales of equity securities

Net purchases of short-term investments

Distributions from limited partnerships

Notes receivable from employees

Purchases of property and equipment

Proceeds from disposals of property and equipment

Net cash provided by (used in) investing activities

Financing activities

Dividends paid to shareholders

Proceeds from sale of common stock

Drawing on line of credit

Repayment on line of credit

Cost of treasury shares

Net cash used in financing activities

Increase (decrease) in cash and cash equivalents

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of period

Year Ended December 31

2000 1999 1998

(dollars in thousands)

$19,750

(279)

(27)

(10,913)

(380)

1,031

(854)

(1,359)

227

57

2,318

(13,524)

136

(

(3,817)

32,874)

44,1s5

35,779

108,063

(9,671)

1,799

(1,709)

(4,121)

184

41,635

(4,994)

10

5,411

(8,528)

(17,018)

(25.119)

12,699

20,115

$32,814

$18,616

(2,71 1)

371

(13,030)

2,237

1,716

(2,323)

530

384

19

1,845

(5,771)

140

2.023

(143,309)

55,746

23,485

84,441

(8,263)

157

(2,836)

332

9,753

(5,365)

15

8,528

(1 1,794)

(8,616)

3,160

16,955

$20,115

$16,895

4,800

(22)

(8,240)

(2,173)

5,945

(6,668)
2,176

217

28

1,311

(2,701)

135

11,703

96,774)(
92,774

21,785

80,487

(6,801)

600

(3,553)

128

(11,354)

(5,488)

40

(1,348)

(6,796)

(6,447)

23,402

$16,955

See notes to consolidated financial statements.
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Notes to Consolidated Financial Statements
Baldwin & Lyons, Inc. and Subsidiaries
(dollars in thousands)

Note A - Summary of Significant Accounting Policies
Basis of Presentation: The consolidated financial statements include the accounts of Baldwin & Lyons, Inc. and its wholly owned
subsidiaries (the Company). All significant intercompany transactions and accounts have been eliminated in consolidation.

Use of estimates: Preparation of the consolidated financial statements requires management to make estimates and assumptions that affect
the amounts reported in the consolidated financial statements and accompanying notes. Actual results could differ from those estimates.

Cash and cash equivalents: The Company considers investments in money market funds to be cash equivalents. Carrying amounts for
these instruments approximate their fair values.

Investments: Carrying amounts for fixed maturity securities (bonds, notes and redeemable preferred stocks) represent fair value and are
based on quoted market prices, where available, or broker/dealer quotes for specific securities where quoted market prices are not available.
Equity securities (nonredeemable preferred stocks and common stocks) are carried at quoted market prices (fair value). Other investments
are carried at either market value, cost or cost adjusted for operations of limited partnerships, depending on the nature of the investment.
All fixed maturity and equity securities are considered to be available for sale; the related unrealized net gains or losses (net of applicable
tax effect) are reflected directly in shareholders’ equity. Although the Company has classified fixed maturit y investments as available for
sale, it has the ability to hold its fixed maturity investments to maturity. Short-term investments are carried at cost which approximates
their fair values. Realized gains and losses on disposals of investments are determined by specific identification of cost of investments sold
and are included in income.

Property and Equipment: Property and equipment is earned at cost. Depreciation is computed substantially by the straight-line method.

Reserves for bsses and Loss Expenses: The reserves for losses and loss expenses, certain of which are discounted, are determined using
case basis evaluations and statistical analyses and represent estimates of the ultimate cost of all reported and unreported losses which are
unpaid at year end. These reserves include estimates of future trends in claim severity and frequency and other factors which could vary
as the losses are ultimately settled. Although it is not possible to measure the degree of variability inherent in such estimates, management
believes that the reserves for losses and loss expenses are adequate. The estimates are continually reviewed and as adjustments to these
reserves become necessary, such adjustments are reflected in current operations.

Recognition of Revenue and Costs: Premiums are earned over the period for which insurance protection is provided. A reserve for unearned
premiums, computed by the daily pro-rata method, is established to reflect amounts applicable to subsequent accounting periods.
Commissions to unaffiliated companies and other acquisition costs applicable to unearned premiums are deferred and expensed as the
related premiums are earned. Anticipated investment income is considered in determining recoverability of deferred acquisition costs.

Reinsurance premiums, commissions, expense reimbursements and reserves related to reinsured business are accounted for on bases
consistent with those used in accounting for the original policies issued and the terms of the reinsurance contracts. Premiums ceded to other
insurers have been reported as a reduction of premium income. Amounts applicable to reinsurance ceded for unearned premium and claim
loss reserves have been reported as reinsurance recoverable assets. Certain reinsurance contracts provide for additional or return premiums
and commissions based upon profits or losses to the reinsurer over prescribed periods. Estimates of additional or return premiums and
commissions are adjusted quarterly to recognize actual loss experience to date as well as projected loss experience applicable to the various
contract periods.

Stock-based Compensation: Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to Employees, and related
Interpretations are used in accounting for stock options, stock purchases and equity appreciation rights which are, from time to time, granted
to employees and outside directors.

Federal Income Taxes: A consolidated federal income tax return is filed by the Company and includes all wholly owned subsidiaries.

Earnings Per Share: Diluted earnings per share of common stock are based on the average number of shares of Class A and Class B common
stock outstanding during the year, adjusted for the effect, if any, of options outstanding. Basic earnings per share are presented exclusive
of the effect of options outstanding. See note I.
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Note A - Significant Accounting Policies (continued)
Comprehensive Income: The Company records accumulated other comprehensive income from unrealized gains and losses on available-
for-sale securities as a separate component of shareholders’ equity. Foreign exchange adjustments are immaterial and the Company has
no pension plan.

The enclosed Statement of Changes in Eql~ity Other Than Capital refers to comprehensive income as Total realized and Lmrealized income.
Items of other comprehensive income included in this statement are referred to as Change in Lmrea[ized gains (losses) on investments and
Foreign exchange adjllstment. A reclassification adjustment to other comprehensive income is made for Gains realized dl{ring period
incll[ded in net income.

Reclassification: Certain prior year balances have been reclassified to conform to the current year presentation.

Note B - Investments

The following is a summary of available-for-sale securities at December 31:

Cost or Gross Gross Net

Fair Amortized Unrealized Unrealized Unrealized

Value cost Gains Losses Gains

2000:

U. S. government obligations $ 38,789
Mortgage-backed securities 21,430

Obligations of states and political subdivisions 50,856

Corporate securities

Total fixed maturities
100,735

211,810

Equity securities 157,951

Short-term and other

Total available-for-sale securities

40,176

$409,937

1999:

U. S. government obligations $52,169

Mortgage-backed securities 32,074

Obligations of states and political subdivisions 54,496

Corporate securities

Total fixed maturities

111,647

250,386

Equity securities 139,300

Short-term and other 32.467

Total available-for-sale securities

,,

$422,153

$ 38,911

21,385

50,470

102,676

213,442

100,387

40,358

$354,187

$53,091

32,350

54,643

115,872

255,956

93,768

34,412

$384,136

$ 58 $ (180) $ (122)
128 (83) 45

425 (39) 386

878 (2,819) (1,941)

1,489 (3,121) (1,632)

66,301 (8,737)

(182)

$ 67,790 $ (12,040)

Applicable federal income taxes

Net unrealized gains - net of tax

$3$ (925)

178 (454)

107 (254)

225 (4,450)

513 (6,083)

57,564

(182)

55,750

(19,513)

$ 36,237

$ (922)

(276)

(147)

(4,225)

(5,570)

56,159 (10,627) 45,532

555 (2,500) (1 ,945)

$ 57,227 $ (19,210) 38,017

Applicable federal income taxes (13,306)

Net unrealized gains - net of tax $ 24,711
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Note B - Investments (continued)
Gross realized gains and losses on investments for the yems ended December31 are summarized below:

Fixed maturities:

Gains

Losses

Net gains (losses)

Equity securities:

Gains

Losses

Net gains

Short-term and other - net gain (loss)

2000 1999 1998

$ 666 $ 220 $ 224

(1,209) (2,564) (21)

(543) (2,344) 203

22,861 17,747 9,779

(6,866) (9,953) (6,855)

15,995 7,794 2,924

(2,979) 175 (272)

Total net gains $12,473 $ 5,625 $2,855

The fair values and the cost or amortized cost of fixed maturity investments at December31, 2000, by contractual maturity, are shown
below. Actual maturities may differ from contractual maturities because borrowers have, in some cases, the right to call or prepay
obligations with or without call or prepayment penalties. Maturities for mortgage-backed securities are determined on a specific
identification basis.

Fair Values

Mortgage- Total

Backed Fixed

Securities All Other Maturities

One year or less $ 43 $ 49,272 $ 49,315

Excess of one year to five years 10,334 105,547 115,881

Excess of five years to ten years 3,657 17,204 20,861

Excess of ten years

Total maturities

7,396 14,477 21,873

21,430 186,500 207,930

Redeemable preferred stock 3,880 3,880

$ 21,430 $190,380 $211,810

Cost or Amortized Cost

Mortgage- Total

Backed Fixed

Securities All Other Maturities

$ 43 $ 49,386 $ 49,429

10,272 105,969 116,241

3,630 17,279 20,909

7,440 14,508 21,948

21,385 187,142 208,527
4,915 4,915

$ 21,385 $192,057 $213,442

Major categories of investment income for the years ended December31 are summarized as follows:

2000

Fixed maturities $ 13,951

Equity securities 3,327

Money market funds 1,778

Short-term and other 1,674

20,730

Investment expenses (1,681)

Net investment income $ 19,049

1999 1998

$ 15,785 $ 15,901

2,608 2,210

1,089 1,517

565 611

20,047 20,239

(1,156) (1,179)

$ 18,891 $ 19,060

Approximately 31% of purchases and 47% of sales of investments during the three years ended December31, 2000 were made through
securities broker-dealers in which certain directors of the Company were officers, directors or owners. Fees earned by affiliated investment
advisors were $1,499, $614 and $590 in 2000, 1999 and 1998, respectively.

The Company has holdings in money-market accounts which were managed by or purchased through companies affiliated with certain
directors of the Company.
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Note C - Loss and Loss Expense Reserves
Activity in the reserves for losses and loss expenses is summarized as follows. All amounts are shown net of reinsurance recoverable.

Year Ended December 31,

2000 1999 1998

Reserves at the beginning of the year $130,702 $143,951 $151,493

Provision for losses and loss expenses:

Claims occurring during the current year 65,577 55,520 53,278
Claims occurring during prior years (8,107) (10,609) (10,741)

Total incurred 57,470 44,911 42,537

Loss and loss expense payments:

Claims occurring during the current year 37,671 27,867 24,947

Claims occurring during prior years 30,238 30,215 25,088
Total paid 67,909 58,082 50,035

Change in unpaid portion of uncollectible

amounts due from reinsurers (57) (78) (44)
Reserves at the end of the year 120,206 130,702 143,951

Reinsurance recoverable on reserves at the end of the year 62,219 42,771 50,481
Reserves, gross of reinsurance

recoverables, at the end of the year $182,425 $173,473 $194,432

The reserves for losses and loss expenses, net of related reinsurance recoverables, at December31, 1999, 1998 and 1997 were decreased
by $8,107,$10,609 and $10,741, respectively, for claims that had occurred on or prior to those dates. These decreases are the result of the
settlement of claims at amounts lower than previously reserved md changes in estimates of losses incurred but not reported as part of the
normal reserving process. Development during 2000 and 1999, on reserves outstanding at December 31, 1999 and 1998 included increases
of $15 and decreases of $1,082, respectively, for incurred losses and loss expenses related to environmental damage claims. Reported cases
relate primarily to policies issued in the 1970s to one account which was involved in the business of hauling and disposing of hazardous
waste. Included in the above amounts are reserves for incurred but not reported environmental losses of $3,900 and $5,000 at December
31, 2000 and 1999, respectively. Adjusted for environmental claims, management believes that the more favorable than anticipated
experience may be attributable, at least in part, to changes in trucking safety in general resulting from the implementation of the national
commercial driver license, mandatory drug testing and an increased awareness by trucking companies of the cost of unsafe operations. It
is further believed that the Company’s selection techniques, minimum safety standards and claims handling have also contributed to the
current favorable loss experience. These trends were considered in the establishment of the Company’s reserves at December 31, 2000.

The Company participates in mandatory residual market pools in various states. The Company records the results from participation in
these pools as reported and records an additional provision in the financial statements for operating periods unreported by the pools.

Loss reserves on certain permanent total disability workers’ compensation reserves have been discounted to present value at pre-tax rates
not exceeding 3.5Y0. At December31, 2000 and 1999, loss reserves have been reduced by approximately $5,096 and $5,553, respectively.
Discounting is applied to these claims since the amount of periodic payments to be made during the lifetime of claimants is fixed and
determinable.

Loss reserves have been reduced by estimated salvage and subrogation recoverable of approximately $2,698 and $2,363 at December 31,
2000 and 1999, respectively.

Note D - Employee Benefit Plans
The Company maintains a defined contribution 401(k) Employee Savings and Profit Sharing Plan (“the Plan”) which covers all employees
who have completed one year of service. The Company’s contributions to the Plan for 2000, 1999 and 1998 were $657, $620 and $615,
respectively.
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Note E - Income Taxes
Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of assets and liabilities for financial
reporting purposes and the amounts used for income tax purposes. Significant components of the Company’s deferred tax assets and
liabilities as of December31 are as follows:

2000 1999
Deferred tax liabilities:

Unrealized gain on investments

Deferred acquisition costs

Limited partnerships

Salvage and subrogation

Other

Total deferred tax liabilities

Deferred tax assets:

Discounts of loss and loss expense reserves

Deferred compensation

Unearned premiums

Other

Total deferred tax assets

Net deferred tax liabilities

$19,513 $ 13,306

1,315 1,351

258 2,007

560 578

590 598

22,236 17,840

4,154 5,049

2,928 2,433

1,692 1,707

915 951

9,689 10,140

$ 12,547 $7,700

A summary of the difference between federal income tax expense computed at the statutory rate and that reported in the consolidated
financial statements is as follows:

2000 1999 1998
Statutory federal income rate applied to

pretax income from operations $ 10,137 $ 9,277 $ 8,297

Tax effect of (deduction):

Tax-exempt investment income (1,390) (1,337) (1,374)

Other 467 (50) (111)

Federal income tax expense $ 9,214 $ 7,890 $ 6,812

Federal income tax expense consists of the following:

2000 1999 1998

Taxes (credits) on income from operations:

Current $ 10,573 $ 7,360 $ 4,636

Deferred (1,359) 530 2,176

$ 9,214 $ 7,890 $ 6,812

Cash flows related to federal income taxes paid, net of refunds received, for 2000, 1999 and 1998 were $8,807, $7,367 and $6,533,
respectively, including Section 847 special tax deposits. Future tax benefits on approximately $4,154 of deferred tax assets at December
31, 2000 arising from loss reserve discounting is assured based on Section 847 of the Internal Revenue Code.
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Note F - Reinsurance
The insurance subsidlties cede portions of their gross premiums written to certain other insurers under excess and quota share treaties and
by facultative placements. Risks are reinsured with other companies to permit the recovery of a portion of related direct losses. Protective
also serves as an assuming reinsurer under retrocessions from certain other reinsurers. These retrocessions include individual risks as well
as aggregate catastrophe treaties. Accordingly, the occurrence of a major catastrophic event could have a significant impact on the
Company’s financial statements. In addition, the insurance subsidiaries participate in certain involuntary reinsurance pools which require
insurance companies to provide coverages on assigned risks. The assigned risk pools allocate participation to all insurers based upon each
insurer’s portion of premium writings on a state or national level.

Net premiums earned for 2000, 1999 and 1998 have been reduced by reinsurance ceded premiums of approximately $23,943,$19,037 and

$12,337, respectively. Net losses and loss expenses incurred for 2000 and 1998 have been reduced by reinsurance recoveries of
approximately $40,586 and $10,255, respectively. Net losses and loss expenses incurred for 1999 have been increased by net savings on
reinsured claims of $771. Ceded reinsurance premiums and loss recoveries for catastrophe reinsurance contracts were not material. The
Company remains liable to the extent the reinsuring companies are unable to meet their obligations under reinsurance contracts. Net
premiums earned for 2000, 1999 and 1998 include approximately $4,678, $4,981 and $8,338, respectively, relating to the assumption of
reinsurance from other companies and from reinsurance pools.

Components of reinsurance recoverable at December31 are as follows:

2000 1999
Paid losses and loss expenses $ 2,197 $ 2,013
Unpaid losses and loss expenses 62,219 42,771
Unearned premiums 274 41

$64,690 $44,825

Note G - Shareholders’ Equity

Changes in common stock outstanding and additional paid-in capital areas follows:

Balance at January 1, 1998

Discounted stock options issued

Discounted stock options exercised

Treasury shares purchased

Balance at December31, 1998

Discounted stock options issued

Discounted stock options exercised

Treasury shares purchased

Balance at December31, 1999

Discounted stock options issued

Discounted stock options exercised

Treasury shares purchased

Balance at December31, 2000

Class A

Shares Amount

2,397,354 $128

(8.900) (1)

2,388,454 127

(62,900) (3)

2,325,554 124

(24.769) (1)

2,300,785 $123

Class B

Shares Amount

Additional

Paid-in

Ca~iPal

11,292,445 $602

67,475 4

(57,424) (3)

11,302,496 603

45,297 2

(510,400) (27)

10,837,393 578

17,889 1

(985,200) (53)

9,870,082 $526

$41,361

135

36

(204)

41,328

139

13

(1.817)

39,663

136

9

(3,392)

$36.416

The Company’s Class A and Class B common stock has a stated value of approximately $.05.

Shareholders’ equity at December31, 2000 includes $302,858 representing GAAP shareholder’s equity of insurance subsidiaries, of which
$42,772 may be transferred by dividend or loan to the parent company without approval by, or notification to, regulatory authorities. An
additional $204,337 of shareholder’s equity of such insurance subsidiaries may be advanced or loaned to the Company with prior
notification to regulatory authorities.

Net income of the insurance subsidiaries, as determined in accordance with statutory accounting practices, was $23,408, $18,212 and
$18,396 for 2000, 1999 and 1998, respectively. Consolidated statutory shareholder’s equity for these subsidiaries was $291,371 and
$270,948 at December 31,2000 and 1999, respectively.
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Note H - Other Operating Expenses

Details of other operating expenses areas follows:

Amortization of deferred policy acquisition costs

Other underwriting expenses

Expense allowances from reinsurers

Total underwriting expenses

Operating expenses of non-insurance companies

TotaI other operating expenses

Years Ended December 31

2000 1999 1998

$ 9,740 $ 8,538 $ 9,108

13,103 12,162 11,263

(8,709) (6,822) (3,163)

14,134 13,878 17,208

11,905 11,107 9,131

$26,039 $24,985 $26,339

Note I - Earnings Per Share
The following is ~ reconciliation of the denominators used in the calculations of basic and diluted earnings per share for the years ended
December 31:

2000 1999 1998

Average shares outstanding

for basic earnings per share 12,466,510 13,393,357 13,719,728

Dilutive effect of options 88,612 127,615 146,448

Average shares outstanding

for diluted earnings per share 12,555,122 13,520,972 13,866,176

No effect on net income was considered to result from the presumed exercise of the options used in calculating diluted earnings per share.
The market value options, discussed in Note K, were not included in the computation of diluted earnings per share because the exercise
price was greater than the average market price of the Company’s stock.

Note J - Reportable Segments
The Company and its consolidated subsidiaries market and underwrite casualty insurance in three major speciality areas (reportable
segments): (1) fleet trucking, (2) non-standard private passenger automobile and (3) the assumption of reinsurance. The fleet trucking
segment provides multiple line insurance coverage to large trucking fleets which generally retain substantial amounts of self-insurance
and to medium-sized trucking fleets on a first dollar or small deductible basis. The non-standard private passenger automobile segment
provides motor vehicIe liability and physical damage coverage to individuals. The reinsurmce assumed segment accepts retrocessions from
selected reinsurance companies, principally reinsuring against catastrophes.

The Company’s reportable segments are business units tiat operate in the propertylcasualty insurance industry and each offers products
to different classes of customers. The reportable segments are managed separately due to the differences in underwriting criteria used to
market products to each class of customer and the methods of distribution of the products each reportable segment provides. Segment

information shown in the table below as “all other” includes products marketed and underwritten by the Company in other specialty areas
and the runoff of discontinued product lines.

The Company evaluates performance and allocates resources based on gain or loss from insurance underwriting operations before income
taxes. Underwriting gain or loss does not include net investment income nor does it include realized gains or losses on the Company’s
investment portfolio. All investment-related revenues are managed at the corporate level. Underwriting gain or loss for the fleet trucking
segment includes revenue and expense from the Company’s agency operations since the agency operations serve solely as a direct marketing
facility for this segment. Underwriting gain or loss also includes fee income generated by each segment in the course of its underwriting
o~erations. Mana~ement does not identify or allocate assets to reportable segments when evaluating segment performance and depreciation
expense is not material for any of the reportable segments. The account~ng policies of each reportable segment are the same as those

described in the summary of significant accounting policies.
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Note J - Reportable Segments (continued)
The following table provides certain profit and loss information for each reportable segment for the years ended December 31:

2000:
Direct and assumed premium written
Net premium earned and fee income
Underwriting gain (loss)

1999:
Direct and assumed premium written
Net premium earned and fee income
Underwriting gain (loss)

1998:
Direct and assumed premium written
Net premium earned and fee income
Underwriting gain (loss)

Non-standard
Private Voluntary

Fleet Passenger Reinsurance
Truching Automobile Assumed

$ 49,258
26,722
12,582

44,013
26,877

9,211

37,714
26,599

6,325

$ 35,713
39,476
(9,498)

33,339
32,467

(284)

33,919
30,738
(1,301)

$ 4,203
4,521
2,083

4,015
4,751
1,647

6,994
8,457
2,839

All Other

$ 12,216
9,067

262

9,009
6,872

(1,041)

5,974
4,180

242

Totals

$ 101,390
79,786

5,429

90,376
70,967

9,533

84,601
69,974

8,105

The following tables are reconciliations of reportable segment revenues and profits to the Company’s consolidated revenue and income
from operations before federal income taxes, respectively.

2000 1999 1998
Revenue:

Net premium earned and fee income $ 79,786 $ 70,967 $ 69,974
Net investment income 19,049 18,891 19,060
Realized net gains on investments 12,473 5,625 2,855
Other income 1,165 919 694

Total consolidated revenue $112,473 $ 96,402 $ 92,583

2000 1999 1998
Profih

Underwriting gain $ 5,429 $ 9,533 $ 8,105
Net investment income 19,049 18,891 19,060
Realized net gains on investments 12,473 5,625 2,855
Corporate expenses (7,987) (7,543) (6,313)

Income from operations before federal income taxes $ 28,964 $ 26,506 $ 23,707

The Company, through its subsidiaries, is licensed to do business in all 50 states of the United States, all Canadian provinces and Bemluda.
Canadian and Bermuda operations are currently not significant.

One customer of the fleet trucking segment represents approximately $23,739,$22,301 and $18,436 of the Company’s consolidated revenue
in 2000, 1999 and 1998, respectively.
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Note K - Stock Purchase and Option Plans
In accordance with the terms of the 1981 Stock Purchase Plan (1981 Plan), the Company is obligated to repurchase shares issued under the
1981 Plan, at a price equal to 90% of the book value of the shares at the end of the quarter immediately preceding the date of repurchase.
No shares were repurchased during 2000, 1999 or 1998. At December31, 2000 there were 136,179 shares (Class A) and 375,766 shares
(Class B) outs~dnding which are eligible for repurchase by the Company.

The Company maintains stock option plans and has reserved an aggregate of 1,050,000 shares of Class B common stock for the granting
of stock options to employees and directors. Discounted options granted to employees are generally exercisable immediately while
discounted options granted to directors are generally not exercisable for one year from the date of grant. All options expire ten years after
the date of grant.

A summary of the Company’s stock option activity and related information for the years ended December31 follows:

2000
Weighted
Average

Exercise

Options Price

Outstanding at beginning of year 572,248 $ 21.543

Granted at exercise prices below market 7,842 1.000
Exercised 17,889 .548
Forfeited

Outstanding at end of year 562,201 21.925

Exercisable at end of year 554,359

Weighted average fair value

of options granted during the year

at exercise prices below market 7,842

The fair value of market value options granted during
assumptions: risk-free interest rate of 5 .8Y0; dividend y

1999

Weighted
Average

Exercise

~ Price

631,974 $ 20.376

6,571 1.000
45,297 .333

21.000 25.750

572,248 21.543

22.221 407,010 20.235

17.411 6,571 21.242

1998

Weighted
Average

Exercise
Options Price

693,221 $ 18.625

6,228 1.000
67,475 .590

.

631,974 20.376

294,413 14.739

6,228 21.682

997 was determined using a Black Scholes option pricing model with the following
>ldof 1.8Yo;volatility factor of the expected market price of the Company’s common

stock of.2 1; and an expected life of the option of 10 years. If the Company had followed Financial Accounting Standards Board Statement
No. 123, Accounting for Stock-Based Compensation, 2000 net income and earnings per share would have been reduced by $939 and $.07,
respectively, related to the issuance of 1997 market value options. Similarly, 1999 and 1998 net income and earnings per share would each
have been reduced by $975 and $.07, respectively, related to these options.

Exercise prices for options outstanding as of December 31,2000 were $.33,$1.00 or $25.75. The weighted-average remaining contractual
life of options exercisable at either $.33 or $1.00 is 5.3 years with a weighted-average exercise price of $.78. The remaining contractual
life of options exercisable at $25.75 is 7 years. The compensation cost that has been charged against income for all stock-based
compensation plans, consisting of directors’ fees only, was $136, $140 and $135 for 2000, 1999 and 1998, respectively.

During 2000, the Company offered loans to certain key employees for the sole purpose of purchasing the Company’s Class B common stock
in the open market. $1,709 of such full-recourse loans were issued and outstanding at December 31,2000 and carry an interest rate of 6Y0,
payable annually on the loan anniversary date. The underlying securities serve as collateral for these loans, which must be repaid no later
than 10 years from the date of issue.
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Note L - Quarterly Restits of Operations (Unaudited)

Quarterly results of operations areas follows:

Results by Quarter

2000 1999
1st 2nd 3rd 4th 1st 2nd 3rd 4th

Net premiums earned $19,669 $18,576 $20,417 $18,777 $15,985 $17,705 $17,749 $17,675
Net investment income 4,937 4,727 4,461 4,924 4,668 4,628 4,604 4,991
Realized net gains (losses) on investments 4,466 3,828 1,722 2,457 2,645 853 3,899 (1,772)
Losses and loss expenses incurred 13,255 14,418 16,234 13,563 10,960 11,672 10,492 11,787

Net income 6,275 4,637 3,289 5,549 4,959 4,315 6,685 2,657

Per share - diluted:

Net income $.48 $.37 $.27 $.45 $.36 $.32 $.50 $.20
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