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Special Note Regarding Forward-Looking Statements

Any statement contained in this report which is not a historical fact, or which might otherwise be considered an opinion or projection concerning
Vesta or its business, whether expressed or implied, is meant as and should be considered a forward-looking statement as that term is defined in
the Private Securities Litigation Reform Act of 1996. Forward-looking statements are based on assumptions and opinions concerning a variety of
known and unknown risks, including, but not necessarily limited to, reinsurance recoverables, financial strength ratings, natural disasters and
other catastrophic events, increased competition, changes in availability and cost of reinsurance, changes in governmental regulations, and
general economic conditions, as well as other risks more completely described in Vesta s filings with the Securities and Exchange Commission,
including exhibit 99.1 to this Report on Form 10-K. If any of these assumptions or opinions proves incorrect, any forward-looking statements
made on the basis of such assumptions or opinions may also prove materially incorrect in one or more respects.
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SPECIAL NOTE ABOUT THIS REPORT

This annual report is our first regular periodic report covering periods after June 30, 2004. Readers should be aware that aspects of this annual
report differ from other annual reports. First, because of the gap in our public reporting and the significant changes we have made to our
business, most of the information relating to our business, commitments, contingencies, risk factors, current directors, current officers and
related matters is primarily for the period between December 31, 2004 and the date of this filing. Second, this report contains a restatement of
previously issued consolidated financial statements for 2003 and 2002 in addition to consolidated financial statements for 2004.

PART 1
Item 1. Business

As used in this Annual Report, unless the context otherwise requires, the terms Vesta, we, and our refer to Vesta Insurance Group, Inc., a
Delaware corporation, and its subsidiaries, collectively.

Restatement

We have restated our Consolidated Financial Statements for the years ended December 31, 2003 and 2002, including the interim periods ended
March, June, September and December for 2003. We have also restated our Consolidated Financial Statements for the interim periods ended
March 31 and June 30, 2004, and have revised our previously announced financial results for the third quarter of 2004.

In connection with the preparation of the Company s Consolidated Financial Statements and the filing of the Quarterly Report on Form 10-Q for
the period ended September 30, 2004, the Company identified an error related to the consolidation of one of its subsidiaries. As a result of this
finding, the Company delayed the filing of its Form 10-Q for the period ended September 30, 2004. Management initiated an internal review of
all of its books and records, including those of its subsidiary companies, to determine the period, nature and amount of the error. The internal
review was conducted under the direction of senior management with oversight of the Audit Committee of the Board of Directors.

As part of its internal review, the Company thoroughly evaluated its financial reporting consolidation and elimination process and the resulting
financial statements. The financial consolidation process was a focus of the internal review due to a number of acquisitions during the years

2000 through 2004 and the complexities of the integration of accounting processes of the newly acquired entities into Vesta s financial statement
consolidation process. The Company also reviewed its ceded reinsurance processes.

In regard to the consolidation process component of the internal review, the Company determined that it was necessary to essentially reperform
the consolidation of the financial statements in prior periods beginning with the consolidated balance sheet as of December 31, 2000. The
reperformance of the consolidation of the financial statements was a time consuming process due to the multiple general ledger systems in place
during this period, the number of acquisitions and dispositions during that time, turnover of key accounting personnel and the volume and
complexities of intercompany transactions. Furthermore, the ceded reinsurance process component of the internal review required extensive time
and effort due to system conversions during the period and the fact that many of the reinsurance treaties involved in the process were put into
place several years ago.

The internal review has since been completed. As a result of the findings of the internal review, the Company has concluded that our prior
financial statements should be restated. The restatement resulted in a cumulative reduction to stockholders equity of approximately $11.6
million, $9.5 million, and $9.5 million as of December 31, 2003, 2002 and 2001, respectively, and a (decrease) increase to the previously
reported net losses available to common shareholders of approximately $(191) thousand and $247 thousand for the years ended December 31,
2003 and 2002, respectively.
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The Company filed for the first time its Form 10-Q for the period ended September 30, 2004 on the same day as the filing of this Form 10-K for

the year ended December 31, 2004. All financial information contained in this Annual Report on Form 10-K gives effect to the restatement
described in Item 7 Management s Discussion and Analysis of Financial Condition and Results of Operations. For further information concerning
these restatements see Management s Discussion and Analysis of Financial Condition and Results of Operations Restatement of Previously
Issued Financial Statements , Item 8 Financial Statements and Supplementary Data  Restatement of Previously Issued Financial Statements , and
Note B of Notes to Consolidated Financial Statements.

We have not amended and do not intend to amend our previously filed reports on Form 10-K for the periods ending prior to December 31, 2004,
or our quarterly reports on Form 10-Q for the periods ended on or prior to June 30, 2004. For this reason, the Consolidated Financial Statements,
auditors reports and related financial information contained in such reports for the affected periods should no longer be relied upon.

Business Overview

Vesta is a holding company whose principal assets are investments in the capital stock of a group of insurance companies that constitute the
Vesta Insurance Group. Vesta was incorporated in Delaware on July 9, 1993 as the holding company for the property and casualty insurance
subsidiaries of Torchmark Corporation. In November 1993, we completed an initial public offering of our common stock, with Torchmark
retaining 25% of our shares. Torchmark divested its holdings of our shares in June 2000. Vesta s common shares were traded on the New York
Stock Exchange under the symbol VTA . On January 5, 2006, the New York Stock Exchange suspended the trading of our common shares.
Subsequent to that date, quotations for our stock price are available from the Pink Sheets quotation service under the symbol VTAI .

In 2004, we conducted business in three areas of the personal insurance industry: standard property and casualty, non-standard automobile and
life. We report the financial information of these three areas of personal insurance according to five business segments: (1) standard
property-casualty insurance; (2) life insurance; (3) non-standard underwriting; (4) non-standard agency; and (5) corporate and other. We

divested our non-standard underwriting and non-standard agency segments in 2004 through an initial public offering. We conduct our principal
operations through Vesta Fire Insurance Corporation, a wholly-owned subsidiary domiciled in Illinois. In 2004, Vesta s consolidated revenue was
approximately $472.1 million.

Our largest business segment in terms of revenue is the standard property-casualty segment, where we underwrite or sell personal automobile
and residential property insurance through approximately 2,600 independent insurance sales agencies. In 2004, the standard property-casualty
segment generated approximately $237.0 million of revenue, or approximately 50.0% of consolidated revenue.

Key measures of performance for our standard property-casualty segment are the combined and surplus leverage ratios. The combined ratio
reflects the total expenses associated with our underwriting operations (including loss costs, loss adjustment expenses and other unallocated
operating expenses) as a percentage of total earned premium and policy fees during the same period in accordance with Accounting Principles
Generally Accepted in the United States of America ( GAAP ). It is important to note that our calculation of the combined ratio excludes any
investment income earned on the property-casualty investment portfolio. We feel that calculating the combined ratio in this manner better
reflects the true underwriting results of our standard property-casualty segment, irrespective of the performance of our investment portfolio.
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The surplus leverage ratio reflects the standard property and casualty and non-standard automobile net written premiums relative to statutory
surplus at the end of the period. The following table sets forth, for the years indicated, the combined and statutory surplus leverage ratios for our
standard property-casualty business lines:

Selected Key Measures of Performance for Standard Property-Casualty Business

2004 2003 2002
(Restated) (Restated)
Standard property-casualty combined ratio 156.0%" 101.0% 102.5%
Standard property-casualty statutory surplus leverage ratio 6.00 2.33 2.89

(1) The combined ratio for the year-ended 2004 includes $59.2 million of impairment charges related to the full impairment of the
homeowners reporting unit goodwill. A more detailed discussion of this impairment is included later in this report.
In our life insurance segment, we acquired and administered traditional life insurance products, universal life products, fixed rate annuities,
pension contracts and other similar products. In 2004, our life insurance segment generated revenue, excluding realized gains, of approximately
$40.0 million, or approximately 9.0% of consolidated revenue, excluding realized gains and gain on sale of subsidiary. On September 30, 2005,
our wholly owned subsidiary, American Founders Financial Corporation, sold 100% of the stock of its subsidiary, Laurel Life Insurance
Company for $55.8 million in cash, net of closing costs, to Sagicor, USA, Inc. For more information concerning the above mentioned
transactions, please see the Business Strategy and Recent Developments section starting on the following page as well as Note D to the
Consolidated Financial Statements.

Our corporate and other business segment is primarily comprised of (1) investment income earned from our property-casualty investment
portfolio; (2) corporate and property-casualty interest expense; (3) general corporate operating expenses; and (4) realized gains and losses from
the sale of investment securities from our property-casualty investment portfolio or the repurchases of our own debt securities at a discount.

We formerly conducted business in the non-standard automobile agency and non-standard automobile underwriting industries and reported the
financial information of these businesses as distinct business segments. On July 9, 2004, we completed the initial public offering of 8.2 million
shares of Affirmative, our non-standard auto holding company. We retained 7.2 million shares, or approximately 42.9% of the outstanding
shares of Affirmative. Our remaining ownership in Affirmative is being accounted for using the equity method beginning in the third quarter of
2004. As such, we no longer consolidate the balance sheet and statement of operations of Affirmative. Rather, we reflect our pro rata share of the
equity of Affirmative on our Consolidated Balance Sheet as an invested asset and our pro rata share of the operating results of Affirmative in our
Consolidated Statement of Operations as equity in net earnings of investee, net of tax. The amounts recorded as equity in net earnings of
investee are included in the Corporate and Other segment for business segment reporting purposes. For more information concerning the initial
public offering of Affirmative, please refer to the Business Strategy and Recent Developments section of this report and to Note D to our
Consolidated Financial Statements. In 2005, we sold our remaining stake in Affirmative in two separately negotiated transactions. First, we sold
2.0 million shares of Affirmative common stock to Affirmative for $14.00 per share on June 1, 2005. On August 30, 2005, Vesta Insurance
Group and Vesta Fire sold, respectively, 1.0 million shares and 4.2 million shares of common stock of Affirmative to New Affirmative LLC, an
entity controlled by third parties, for aggregate proceeds of $77.5 million, net of closing costs. In aggregate, the Company will report a gain of
approximately $11.0 million in 2005 related to these transactions. For more information concerning the above mentioned transactions, please see
Note C to the Consolidated Financial Statements.
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Additionally, we formerly participated in the commercial and assumed reinsurance markets, but exited these business lines in 1999 and 2000,
respectively, to pursue our current strategy of focusing in the personal insurance markets. In 2002, we also exited the health insurance and
consulting businesses. In our Consolidated Financial Statements, we have segregated the reporting for these discontinued operations for all
periods presented. For information concerning discontinued operations, please refer to Item 7 Management s Discussion and Analysis of
Financial Condition and Results of Operations of this report and Note T to our Consolidated Financial Statements.

A more detailed discussion of each of our business segments is included later in this report.

As a holding company for 10 insurance subsidiaries, we hold certificates of authority to write various types of personal insurance in all 50 states
and the District of Columbia. All of our insurance companies are subject to regulation by governmental agencies in the states in which we
conduct business. For more information, please refer to the Regulation section of this report.

During 2004, each of the insurers we manage has been assigned a rating of B by the A.M. Best Company ( A.M. Best ). In November of 2004, A.

M. Best announced that our financial strength ratings were under review with negative implications. In March of 2006, A.M. Best announced

that our financial strength rating would be lowered to C ++ ,or Marginal as defined by A.M. Best. For more information, please refer to the
Business Strategy and Recent Developments and A.M. Best Rating sections of this report.

Our Internet address is http://www.vesta.com and the investor relations section of our web site is located at www.vesta.com/vta/ir_vta.htm. We
make available free of charge, on or through the investor relations section of our web site, Annual Reports on Form 10-K, Quarterly Reports on
Form 10-Q and Current Reports on Form 8-K and amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the
Securities Exchange Act of 1934 as soon as reasonably practicable after we electronically file such material with, or furnish it to, the Securities
and Exchange Commission. The investor relations section of our web site also contains information concerning any purchases and sales of our
equity securities by our executive officers and directors.

The investor relations section of our web site also contains a corporate governance page where we have posted the charters for our Audit
Committee, Compensation Committee and Nominating and Corporate Governance Committee, our Corporate Governance Guidelines, a Code of
Ethics for Financial Professionals and a Code of Business Conduct and Ethics governing our directors, officers and employees. These documents
are available in print upon the request of any shareholder to our Investor Relations Department. Within the time period required by the SEC and
the New York Stock Exchange, we will post on our web site any amendment to our Code of Ethics for Senior Financial Officers or our Code of
Business Conduct and Ethics, and any waiver granted under either of those codes applicable to our directors, executive officers or senior
financial officers.

Business Strategy and Recent Developments

Much like the U.S. insurance industry as a whole, Vesta has faced a number of challenges over the past several years. In addition to
industry-wide challenges such as the general decline in interest rates, weather-related and other catastrophic losses, scandals involving major
U.S. corporations and increased scrutiny by state regulatory agencies, we have also been challenged by changes in key management,
modifications to our financial strength ratings and extensive litigation and arbitrations primarily related to a restatement in 1998 of our financial
results for 1997 and prior periods. In addition, Vesta disclosed an accounting error on November 15, 2004 and subsequently revised the estimate
of the error in June 2005. Vesta first reported that the cumulative impact of that error was a $1.8 million reduction in stockholders equity and
that it believed the error occurred prior to 2003. In the process of determining the period and nature of the error, the Company discovered
additional errors. The review of the errors has been finalized and the cumulative total impact of correcting all errors reduced stockholders equity
by a total of $10.3 million, $11.6 million, $9.5 million and $9.5 million as of June 30, 2004, December 31, 2003, 2002 and 2001, respectively.
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During the last several years, we have pursued a strategy (1) to grow our market share in certain capacity constrained markets in the standard
property-casualty business, (2) to enhance profitability in our target markets through sound underwriting and premium rate levels, (3) to exit
certain states in which recent results and projected future results do not fit our overall growth strategy, and (4) to participate in profitable
opportunities in other industry segments such as the non-standard automobile business and life insurance business. We have also endeavored to
streamline operations and divest business lines that were less profitable or did not complement our strategy.

While we experienced significant and profitable growth in various personal lines businesses during the years 2000 through 2002, we also
experienced significant declines in our statutory capital and surplus during the same period. These declines in capital and surplus were primarily
attributable to unfavorable arbitration awards and changes in estimates of disputed reinsurance recoverable balances, reserve strengthening in
our discontinued commercial and assumed reinsurance segments and increased policy acquisition costs associated with significant premium
growth. This decline in statutory surplus coupled with our significant growth in premiums written are the primary reason that A.M. Best
Company adjusted the financial strength ratings of our property and casualty subsidiaries from B+ (Very Good) to B (Fair) in March of 2003.

Since the A.M. Best downgrade in March of 2003, we have focused our efforts on improving our financial position while continuing to pursue a
strategy of targeted growth. To address the issue of improving our financial position, we undertook a capital evaluation process in 2003. The
capital evaluation was conducted throughout 2003 and resulted in certain initiatives. One such initiative was the divestiture of our health

insurance operations. Additionally, in the third quarter of 2003, we began the process of combining our non-standard auto operations with our
non-standard agency operations with the intent of pursuing an initial public offering of the combined operations. Furthermore, we increased our
utilization of reinsurance by entering into a 50% quota share agreement in the third quarter of 2003 ( 2003 50% Quota Share Agreement ) related
to our residential property business in the states of Alabama, Alaska, Arizona, California, Connecticut, Florida, Hawaii, Massachusetts, New
Jersey, New York, Pennsylvania, Rhode Island, South Carolina, Tennessee, Texas and West Virginia ( Continuing States ), representing the states
in which we intended to continue to write residential property business. Finally, we began the marketing of our life insurance operations, with

the intent of divesting this business.

During 2004, we continued to implement our capital improvement initiatives. The most significant capital-strengthening event during 2004 was
the consummation of the initial public offering of Affirmative in the third quarter of 2004. Effective July 9, 2004, the initial public offering of

8.2 million shares of Affirmative was consummated at a price of $14 per share. Of the shares sold, 4.4 million shares were newly issued shares
offered by Affirmative while we sold 3.8 million shares. Additionally, on July 26, 2004 the underwriters of Affirmative s initial public offering
exercised the over-allotment option to purchase an additional 1.2 million shares of Affirmative s common stock at a price of $14 per share. Of the
shares sold in connection with the over-allotment, 663 thousand shares were newly issued shares offered by Affirmative and we sold

562 thousand shares.

The Company received total net proceeds from these transactions of approximately $55.4 million and retained 7.2 million shares, or
approximately 42.9% of the outstanding shares of Affirmative. The completion of the initial public offering resulted in the Company recording a
gain of approximately $11.2 million in 2004.

The significance of the consummation of the initial public offering for Affirmative in relation to our overall financial condition is threefold.
First, the separation of our non-standard auto premium writings reduced the net premium writings of our lead insurance subsidiary, Vesta Fire
Insurance Corporation ( Vesta Fire ). The reduced aggregate writings have improved our statutory financial strength ratios. Secondly, our
remaining ownership in Affirmative was more liquid than was previously the case. The increased liquidity allowed us to redeploy capital to
better support operations, as demonstrated in the fourth quarter of 2004 when we contributed 1.47 million shares of Affirmative from our
holding company to Vesta Fire. Finally, our financial condition, from a statutory perspective, improved with the increase in the carrying value of
Affirmative s common stock from a pre-IPO carrying value of approximately $11.00 per share to $16.84 per share as of December 31, 2004.
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In addition to the Affirmative initial public offering, we have continued to utilize reinsurance as a mechanism to enhance our financial position.
Effective June 30, 2004, we renewed our 50% quota share agreement on our residential property book of business ( 2004 50% Quota Share
Agreement). Furthermore, effective December 1, 2004, we entered into an additional 25% quota share agreement ( 2004 25% Quota Share
Agreement ) on the same book of business and on similar terms, resulting in an increase to statutory surplus of $17.2 million. Effective July 1,
2005, our property and casualty insurance company subsidiaries commuted our 2004 25% and 50% Quota Share Agreements and entered into a
new 50% quota share reinsurance contract ( 2005 50% Quota Share Agreement ) through June 30, 2006 on the same book of business and on
similar terms as the prior agreements. Subsequently, effective December 1, 2005, the Company entered into a new 25% quota share reinsurance
contract ( 2005 25% Quota Share Agreement ). The 2005 Quota Share Agreement, which expires on June 30, 2006, is on the same book of
business and is on similar terms as the prior agreements.

Effective July 1, 2005 to June 30, 2006, our catastrophe excess of loss reinsurance program covers losses in excess of $20 million up to $150
million per event in every state except Florida, Texas and Hawaii. In Florida, we have coverage of $75.8 million, with a 10% coinsurance
requirement, from the Florida Hurricane Catastrophe Fund (the FHCF ) in excess of $21.3 million, bringing the total coverage to $218.2 million.
In Hawaii and Texas, we have coverage up to $200 million. Additionally, the 2005 quota share reinsurance agreement provides coverage for
catastrophes for up to 25% of the subject earned premium, which is estimated to be $42.5 million without any per event limits.

In 2005, we consummated several transactions designed to further stabilize and improve our statutory financial strength and improve our
financial flexibility. First, we sold our remaining stake in Affirmative in two separately negotiated transactions. Vesta Insurance Group, Inc. sold
2.0 million shares of Affirmative common stock to Affirmative for $14.00 per share on June 1, 2005. Vesta Insurance Group, Inc. received $27.7
million in proceeds, net of closing costs. On August 30, 2005, we sold our remaining 5.2 million shares of Affirmative common stock to an
unaffiliated third party. In this transaction, Vesta Insurance Group, Inc. sold 1.3 million shares and Vesta Fire sold 3.9 million shares. We
received $77.5 million in proceeds, net of closing costs. Vesta will report a gain of approximately $9.4 million in 2005 related to these
transactions.

Although the sale of our remaining shares in Affirmative will not have a significant impact on statutory surplus, the divestiture did provide the
Company with surplus stabilization and increased financial flexibility. In regard to surplus stabilization, the monetization of our investment in
Affirmative affords our insurance companies surplus protection from changes in the fair value of Affirmative stock as our statutory carrying
value was based on fair value. With the monetization of this stock, any downside risk to our statutory surplus from changes in the fair value of
Affirmative s stock is eliminated. In regard to our increased financial flexibility resulting from the sale of our Affirmative stock, our holding
company has received approximately $43.2 million in proceeds, of which $30.0 million was used to repay the outstanding balance on our
revolving line of credit. Thus, effective August 31, 2005, the line of credit was fully repaid and terminated.

In addition to the sale of our remaining ownership in Affirmative in 2005, we sold our life insurance operations in the third quarter of 2005.
Initially, we executed a definitive agreement to sell our life insurance operations in March of 2004. Although we received regulatory approval
for the sale, the closing of the transaction did not take place and we terminated the definitive agreement in November of 2004. Subsequently, we
surveyed the market for replacement buyers and on June 1, 2005, our wholly owned subsidiary, American Founders Financial Corporation,
entered into a definitive agreement with Sagicor, USA, Inc. related to American Founders sale of 100% of the outstanding common stock of its
subsidiary, Laurel Life Insurance Company. Sagicor paid approximately $55.8 million in cash, net of closing costs to American Founders on the
closing date of September 30, 2005.

The sale of our life insurance operations marks a significant step in the Company s overall business strategy and capital improvement initiatives.
From a strategy perspective, the sale of our life insurance operations allows the Company to redeploy surplus to further support our ongoing
standard property and casualty operations where we believe we are positioned to enhance our operating results. From a capital improvement
initiative, the sale of
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our life insurance operations has improved our statutory surplus in 2005 by approximately $23.4 million, calculated as the difference in our net
statutory carrying value on the date the sale was consumated and the proceeds received from the sale.

The final 2005 transaction involves our multi-line operations, as we entered into definitive agreements on July 25, 2005 to sell the acquisition
rights to our standard and preferred private automobile, homeowners and dwelling fire books of business in the states of Pennsylvania,
Tennessee and Alabama to the Donegal Mutual Insurance Company. In 2004, the gross written premium from these three states totaled
approximately $53.0 million. We ceased writing new business in these states effective October 1, 2005 and renewal business will cease effective
December 1, 2005. We will be compensated as a percentage of the policy premium actually written by Donegal during a 12-month period that
varies by state and policy type. In addition, we determined to exit the states of Connecticut and Rhode Island and will be running off the in force
business in those states in the near future. The total premium in these states was approximately $11.0 million in 2004. In total, our exit from
these five states will materially reduce our leverage ratios and allow us to continue focusing on the residential property business in states where
we have a larger presence.

Despite the capital improvement initiatives discussed above, we experienced significant losses in 2003 and 2004, which dampened the progress
we have made towards improving our overall financial position. In 2003, the most significant of these was $65.9 million in losses recorded in the
fourth quarter of 2003 related to our 1997 20% whole account quota share agreement and $18.3 million of losses in the second quarter of 2003
related to a series of hailstorms in the southeastern United States. In the third quarter of 2004, we experienced approximately $71.9 million in
losses and reinstatement premiums from a series of four hurricanes in Florida and the Southeastern United States, a net charge of approximately
$14.5 million related to the settlement of the Muhl lawsuit involving two retrocessional reinsurance agreements and an increase in our ceded
reinsurance bad debt allowance of $15.7 million for reinsurer credit quality issues.

In addition to the losses discussed above which impacted our consolidated stockholders equity and statutory surplus, statutory surplus was
further negatively impacted by approximately $12.1 million based on the reduction in carrying value of Vesta Fire s investment in debt securities
issued by our parent, Vesta Insurance Group, Inc. These debt securities are eliminated in consolidation in our consolidated balance sheet. As
such, the reduction in the carrying value did not impact consolidated stockholders equity.

In 2005, the Company again experienced significant catastrophe losses. Specifically, the Company incurred gross and net losses of $91 million
and $30.6 million in 2005, respectively.

Although the aforementioned capital improvement initiatives improved the capital position of the Company, the significant level of catastrophe

and other losses over the past several years have served to more than offset the gains realized from the capital initiatives. As a result, Vesta Fire s
overall statutory surplus has been negatively impacted. As of December 31, 2004, Vesta Fire s statutory surplus was $50.0 million, or
approximately $10.4 million below the Company Action Level as defined by the NAIC. As of December 31, 2005, Vesta Fire s statutory surplus
was $76.2 million.

In November of 2004, A.M. Best announced that our financial strength rating of B for both Vesta Fire and American Founders Life Insurance
Company was under review with negative implications. A.M. Best cited the reduction in surplus levels due to our losses from the four hurricanes
and the recorded estimated loss from the Muhl lawsuit as the basis for the rating action.

In March of 2006, A.M. Best announced that our financial strength rating would be loweredto C ++ ,or Marginal as defined by A.M. Best. The
Company believes that this rating, if maintained, will greatly erode our current premium writings levels and will negatively affect the Company s
ability to service its debt obligations. Thus, no assurances can be given that the Company s premium levels and resulting cash flows will be
sufficient to meet the Company s obligations.

In addition to the potential deterioration of the Company s premium volumes resulting from the A.M. Best financial strength rating downgrade,
the Company is experiencing increased scrutiny from its various state regulators. Specifically, these state regulators have expressed concerns
over the financial condition and operating performance of the Company s insurance subsidiaries.
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Accordingly, the Company, in consultation with its financial advisors, is pursuing several possible transactions to address the Company s current
financial condition. Possible transactions being considered by the Company include the following:

Renewal rights transactions The Company is considering possible renewal rights transactions that would allow the Company to
reduce the level of writings in certain product lines. Specifically, the Company is considering a renewal rights agreement for its
standard automobile policies in West Virginia. The Company s standard automobile policies in West Virginia, which represents
approximately $20 million of annual written premiums, was excluded from the July, 2005 renewal rights transaction with Donegal.
The possible consummation of this transaction would complete the Company s exit of the multi-line market and would further reduce
the Company s overall premium writing levels.

The Company is also evaluating possible renewal rights transactions involving certain states/regions in our homeowners portfolio.

Ruaising capital The Company is pursuing possible capital raising initiatives in the private sector geared towards improving our
overall financial condition. The evaluation of these possible transactions is in the preliminary stages.

Asset dispositions The Company is also evaluating possible asset dispositions, including the possible sale of certain subsidiary
insurance companies. As with the possible capital raising initiatives, the Company is in the preliminary phase of analyzing which
asset groups or subsidiary companies would allow the Company to maximize the increase in statutory surplus and/or reduction of
written premium levels.

Expense reductions In 2004, the Company began implementing certain operational consolidation initiatives aimed at reducing policy
maintenance and claims adjustment costs. While these consolidation initiatives continue to be implemented, the Company is also
reviewing other expense reduction initiatives, including, but not limited to, the delaying of certain information technology initiatives
and facility cost reductions.
Despite the Company s current financial condition and the consideration of certain transactions which could reduce the Company s current
premium volumes in certain states/regions, the Company continues to pursue its current business strategy of being a provider of homeowners
insurance in capacity constrained states/regions. Management continues to believe that the Company is well positioned in certain capacity
constrained markets to take advantage of market conditions. However, the success of pursuing this strategy is largely dependent upon improving
our financial condition and our financial strength rating. In the event we are unable to improve our financial condition and our financial strength
rating, we anticipate significant deterioration in our premium volume at a rate which is expected to exceed our ability to reduce expenses.
Accordingly, we may not be able to achieve future profitability.

In addition, the Company s on-going segments remain exposed to various external factors such as further catastrophic weather events, regulatory
oversight, and continued access to affordable reinsurance and competition from other insurance companies. Such factors could have a material
adverse impact on our financial condition and could impact our current financial ratings and greatly hamper the Company s ability to obtain an
improved rating.

Furthermore, in regards to the aforementioned increased regulatory scrutiny, various state regulators have informed the Company that the failure

of the Company to secure an improved financial condition could likely result in adverse regulatory action, including but not limited to regulatory
supervision of the applicable insurance subsidiaries. Regulatory supervision of the insurance subsidiaries would likely have a material adverse
impact on the Company s premium volumes as well as its ability to secure reinsurance. Such an occurrence would result in a significant decrease
in the Company s cash flows and would negatively impact the Company s ability to meet its contractual obligation, including the repayment of the
inter-company bonds held by Vesta Fire, the Debentures and the Capital Securities.
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Finally, the sources of cash available to our holding company to pay holding company expenses, including principal and interest on outstanding
indebtedness, are dividends paid by our management company subsidiary, J. Gordon Gaines, Inc., and its subsidiaries. These management
companies earn management fees and attorney in fact fees paid by our insurance company subsidiaries, which are largely dependent on the
amount of premium written by those companies. A significant deterioration in premium volumes could lead to inadequate cash available to our
holding company to fund all of its obligations. For further information concerning our holding company obligations and sources of funds
available, please refer to MD&A Liquidity and Capital Resources included in this report.

Elsewhere in this document, we discuss the business and results of operations of our non-standard auto agency, non-standard auto underwriting
and life insurance segments. Readers should be aware that our completed capital transactions discussed previously involve the discontinuation of
our life insurance segment and a change in the significance of the results of our non-standard agency and non-standard underwriting segments
and the manner in which we account for those results.

Business Segments

For 2004, we reported financial and other information according to five business segments: (1) standard property-casualty; (2) non-standard
agency; (3) non-standard underwriting; (4) life insurance; and (5) corporate and other. All information included in this section should be read in
conjunction with Item 7 Management s Discussion and Analysis Financial Condition and Results of Operations and related notes to the
Consolidated Financial Statements as presented elsewhere in our Annual Report on Form 10-K for the year ended December 31, 2004.

Standard Property-Casualty Insurance Segment

Based upon revenue generated in 2004, our largest segment is the standard property-casualty segment. In this segment, we underwrite and sell
standard residential property and automobile insurance products to targeted markets. Our standard property-casualty products are offered
through a network of approximately 2,600 independent insurance agencies located in 16 states in the U.S.

The following table presents the source of gross premium written in our standard property-casualty segment (in thousands, except percentages):
Standard Property-Casualty Segment

Gross Written Premium

Year Ended December 31
2004 2003 2002
Residential Property $ 381,188 86% $ 399,408 86% $ 372,518 83%
Personal Auto 62,354 14% 64,946 14% 76,449 17%
Total $ 443,542 100% $ 464,354 100% $ 448,967 100%

Our standard property-casualty segment can be separated into two categories: (1) underwriting only residential property insurance in capacity
constrained states, including Texas, Florida, Hawaii, the Northeastern United States, South Carolina and California ( Residential Property
Markets ); and (2) underwriting residential property and automobile insurance in states where we can profitably offer both products ( Multi-line
Markets ).

Residential Property Markets

Through various subsidiaries, Vesta provides residential property insurance that we generally categorize into five geographic areas:

Texas
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Florida and South Carolina

Hawaii and the Western region of the United States

Northeast region of the United States (principally New York, New Jersey and Massachusetts)

Multi-line markets (Pennsylvania, West Virginia, Tennessee and Alabama)
In recent years, our growth in residential property underwriting has primarily occurred in catastrophe-exposed states with capacity constraints
that offer high margin potential. As a result, we have focused on increasing our presence in Florida, Texas, Hawaii, South Carolina, New York,
New Jersey, California and Massachusetts.

Our strategy in these catastrophe-exposed states is to optimize our portfolio of business through the integration of catastrophic risk management
and underwriting. Our residential property management team utilizes a rigorous practice of continuously modeling our portfolio to maintain a
geographically dispersed book of business. Using multiple catastrophe models, we strive to minimize our probable maximum loss from any
single catastrophe event. When a geographic region gets out of balance from the production of new or renewal business, we seek to redistribute
the risk by stopping production in over-concentrated zip codes.

In states that do not have capacity constraints Pennsylvania, West Virginia, Tennessee, and Alabama we strive to build effective relationships
with our independent agencies in conjunction with our standard automobile product offering.

Texas Our residential property business in Texas is written by our subsidiary, Texas Select Lloyds Insurance Company. Since the second half of
2001 at which time we wrote a minimal volume of business, we have substantially increased our volume of insurance premiums written in Texas
to an annual gross written premium level of approximately $195.7 million in 2004. The primary reason for the opportunity to increase our
premiums in Texas was the decision by several major insurance providers to discontinue providing new coverage in Texas because of potential
exposure to claims associated with mold damage. Concurrent with Vesta s entry into the market, a dramatic decrease in the number of providers
in Texas created opportunity for us to gain new homeowners customers. We believe that our lack of historical business is a competitive
advantage in Texas, as we were able to address the coverage and regulatory issues that drove many competitors out of the market and use this
information to design more appropriate insurance coverages and products and develop more effective underwriting guidelines. For example, our
policies contain a mold endorsement, which limits our mold exposure only to sudden and accidental water losses that occur during the term of
our policy.

In addition, our recent entrance into the Texas market has enabled us to develop new underwriting guidelines that are sensitive to current risks
and regulatory concerns. We believe that we have less exposure than many of our competitors to legal and regulatory risks arising from the use
of underwriting criteria that may have been accepted practice in the past but which may come under legal or regulatory scrutiny, such as heavy
reliance on credit scoring. Based on the current legal and regulatory environment in Texas, we intentionally omitted credit scoring as a
component of our underwriting guidelines in Texas.

In 2004, our gross written premium in Texas declined to $195.7 million from $205.8 million in 2003. The decrease was primarily driven by
modifications to our underwriting standards in Texas and increased competition.

Florida and South Carolina In 2001, we acquired Florida Select Insurance Holdings, an insurance provider with business in Florida and South
Carolina. Florida Select s customer base was comprised primarily of former customers of the Florida Residential Property and Casualty Joint
Underwriting Association ( JUA ), a state-sponsored insurer created by the Florida Legislature following Hurricane Andrew in 1992. Florida
Select was established in response to an incentive program designed to encourage private carriers to assume policies from the JUA. Florida
Select was one of the first companies to assume policies from the JUA. Florida Select
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generates new business through a wholly owned subsidiary, Florida Select Insurance Agency, Inc. In 2004, gross written premiums in Florida
and South Carolina increased to $75.7 million from $72.4 million in 2003.

Hawaii and the Western region of the United States We provide residential property-casualty insurance in Hawaii principally through The
Hawaiian Insurance & Guaranty Company, Ltd., a wholly owned subsidiary. In Hawaii, we target our products to owners of middle to upper
middle value residential properties. Until 2000, we primarily insured dwellings against fire and other catastrophic loss. However, in 2000, the
state-sponsored insurance pool that had previously provided insurance coverage for wind and hurricane loss was disbanded and we increased the
scope of our products and markets to include wind and hurricane loss. Our gross written premium for Hawaiian property business increased to
$23.8 million in 2004 from $22.6 million in 2003. In California, we began offering homeowners and earthquake products through California
Select Insurance Agency in early 2003. In 2004, our gross written premium decreased to $9.3 million from $16.6 million in 2003, primarily due
to increased competition in this market and the continued application of our predetermined underwriting guidelines.

Northeast U.S. business In 1998, we acquired the Property Plus book of personal lines insurance from CIGNA, which primarily insures
mid-to-high value residential property in the Northeast U.S. This book of business primarily insures older homes in densely populated areas. Our
spread of geographic risk reflects the location of our agency force and has resulted in a concentration of business on Long Island, New York and
in the Nantucket-Martha s Vineyard area of Massachusetts. In 2004, our gross written premium in the Northeast increased to $31.1 million from
$30.7 million in 2003.

Our standard residential property lines in Florida, Texas, Hawaii, South Carolina, California and the Northeast U.S. are written in
catastrophic-prone areas. We have mitigated our risk of exposure to wind and hurricane losses by purchasing reinsurance coverage from the
traditional reinsurance markets. For more information, please refer to the below discussion of various reinsurance programs, in the Reinsurance
section of this report and Note I to our Consolidated Financial Statements included herein.

Multi-line Markets The states of Pennsylvania, West Virginia, Tennessee, Rhode Island, Connecticut and Alabama make up our Multi-line
Markets. Generally, these six states had favorable loss experience. Our marketing approach in the Multi-line Markets is to bundle and sell both
homeowner and auto policies to targeted individuals through our established independent agency network.

From a residential property perspective, we primarily target homeowners of dwellings valued from $100,000 to $350,000. In this market we
have minimal exposure to potential hurricane and other weather related catastrophic losses. In 2004, our gross written premium in the multi-line
region declined to $31.8 million from $32.8 million in 2003.

From a standard personal automobile perspective, our target market is drivers who are older than thirty-five years of age with above-average
driving records. We underwrite standard auto policies with liability limits up to $500,000. Gross written premiums for the standard auto policies
written in the multi-line region increased to $56.4 million in 2004 compared to $54.5 million in 2003.

On July 25, 2005, we entered into definitive agreements to sell the acquisition rights to our standard and preferred private automobile,
homeowners and dwelling fire books of business in the states of Pennsylvania, Tennessee and Alabama to the Donegal Mutual Insurance
Company. In 2004, the gross written premium from these three states totaled approximately $53.0 million. We ceased writing new business in
these states effective October 1, 2005 and renewal business ceased effective December 1, 2005. We will be compensated as a percentage of the
policy premium actually written by Donegal during a 12-month period that varies by state and policy type. In addition, we determined to exit the
states of Connecticut and Rhode Island and will be running off the in force business in those states in the near future. The total premium in both
of those two states was approximately $11.0 million in 2004.
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Geographic Mix

The following table presents, for the year ending December 31, 2004, the principal geographic distribution of our gross premiums written in the
standard property-casualty business for the states that generated gross premiums (in thousands).

Texas
Florida
Hawaii
Pennsylvania
New Jersey

South Carolina

New York
California
Massachusetts
West Virginia
Arizona
Tennessee
Alabama
Other

Total

Pennsylvania
West Virginia
Hawaii
Tennessee
Rhode Island
Connecticut
Alabama
Other

Total

Residential Property
Year Ended December 31, 2004
Gross Written Premium

Standard Auto
Year Ended December 31, 2004
Gross Written Premium

$ 195,683
64,174
23,835
14,766
13,081
11,544
10,872

9,264
7,129
7,010
4,413
4,268
4,005
11,144

$ 381,188

$ 21,279
19,863
5,288

4,796

3,159

3,389

3,906

674

$ 62354

As described previously, our gross written premium during 2004 for residential property business was subject to the 2004 50% Quota Share
Agreement, effective June 30, 2004, as well as the 2004 25% Quota Share Agreement, effective December 1, 2004 for our Continuing States.

In 2003 and 2004, we ceased writing standard property-casualty business in a number of states, including Alaska, Arkansas, Georgia, Illinois,

Indiana, Maryland, Nevada, New Mexico, North Carolina, Ohio and Virginia (our Discontinued States ). As anticipated, our premium volume
and policies-in-force declined substantially during 2004 and the results from these states did not materially impact our net underwriting results

during 2004.

Underwriting.  The target market for our underwriting activities in the standard property-casualty segment are families (1) with multiple
insurance policies; (2) who own more than one automobile; and (3) who live in a home valued between $100,000 and $350,000. Our
underwriters utilize standard industry computer and analytical software to assist in evaluating and selecting risks and to determine the

appropriate levels of insurance to retain.
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Our underwriting staff also provides support to our network of independent insurance agents. We require that independent insurance agents who
sell our products and services adhere to our underwriting philosophy, discipline and objectives in developing and maintaining business.

Marketing. Our standard property-casualty products are distributed through a network of approximately 2,600 independent insurance agencies
located in 16 states across the United States. A key element of our marketing strategy is developing and maintaining relationships with select
independent agents located in rural or suburban areas. We believe the products we offer in the standard property-casualty lines meet the needs of
a wide range of customers who are served by local independent agents. These independent agents typically maintain close relationships with
their customers and usually experience a high rate of retention, which reduces our overall policy acquisition costs.
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We have established compensation programs to enable independent agents to earn competitive industry pay when new policies are written
through our companies, and we support the agency force through advertising and promotions designed to create a level of awareness of the local
agent and our companies. We also provide the independent agents with business-to-business technology support in order to increase productivity
and reduce operating expenses.

Independent insurance agents are required to comply with strict guidelines established by Vesta and have predetermined and limited authority to
bind insurance coverage from our affiliated companies. Our underwriting staff reviews all coverage implemented by the independent agents and
has discretion to modify or override decisions by the agency force. Because of (1) the broad base of our independent agency force; (2) the
contractual limitations on the agents authority to bind coverage; and (3) our disciplined underwriting review process, we believe the activities
and strategy with respect to our independent agency force does not present any material risks to our overall operations.

Pricing. The goal of Vesta s pricing model is to have rates that are commensurate with the risk that we insure as well as rates that allow the
Company to maintain underwriting results through the various insurance cycles. This pricing approach typically results in our premium rates
being in the upper quartile of our target markets. We review, on an annual basis, each market and line of business to ensure rates are maintained
at levels consistent with not only our historical and projected underwriting results but also our local, regional and company-wide market
strategies. Over the past year, our companies received approval for 21 rate changes, which resulted in a 4.3% increase to our 2004 gross written
premiums.

Our ability to modify our premium pricing is largely dependent upon obtaining approval from the various state regulatory agencies. Although we
have been successful in the past obtaining premium rate changes consistent with our local, regional and company-wide pricing strategies, there
can be no assurance that we will be able to obtain such approvals in the future. Furthermore, we are susceptible to possible rate reduction
enacted by these regulatory agencies.

Claims. Claims costs represent actual payments made and changes in estimated future payments to be made to or on behalf of our
policyholders. Claims costs include expenses required to settle all claims and losses and loss estimates for future assignments and assessments.

Claims on policies written in the Northeast, Midwest and Mid-Atlantic regions are managed by our centralized claims department. When a
notice of loss is received, our claims department personnel open a claim file and establish a corresponding reserve based upon the Company s
historical loss experience. Claims are reviewed and payments are generated by employees of Vesta.

We employ a centralized litigation staff to monitor all claims-related litigation. Our philosophy and practices are designed to emphasize prompt,
fair and equitable settlement of meritorious claims. Our litigation staff also is responsible for ensuring the adequacy of claim reserves and
controlling claim adjustments and legal expenses stemming from claims related litigation.

Claims administration for polices written in Florida, Texas, South Carolina and California are outsourced to a third party administrator. The
claims administration contract was in effect at the time of our acquisition of Florida Select. We believe the third party providing these claims
administration services is well-staffed and equipped with current technology to provide cost efficient and reliable claims administration for
policyholders in these states. Members of our claims management team have dedicated supervisory responsibility of this third party processor on
a market-by-market basis. The current contract with this third party expires on September 15, 2006 at which time we expect to have centralized
all claims administration in these states to our claims processing systems in our Birmingham home office.

Systems. With the exception of policies written in Florida, Texas, South Carolina and California, policy issuance, billing, customer service and
other facets of administration are provided through a centralized policy
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management information system. In recent years, we have upgraded the core infrastructure and expanded the scope of this policy management
information system. Administration for policies written in Florida, Texas, South Carolina and California is outsourced to a third party
administrator. The contract with this third party expires in December of 2006, by which time we expect to have centralized all policy issuance
and administrative functions on a single system in our Birmingham corporate office.

We place a priority on e-commerce and have increased and intensified resources, in recent years, to exploit internet-based technology. To assist
the marketing and servicing capabilities of our independent agency force, we maintain internet-based programs to provide agents with the ability
to quote, enter new business, perform endorsements and perform inquiries on policies, billings and claims. We have also established a network
for exchange of intra-company information that provides independent agents with ready and convenient access to product, policy and claims
information. We endeavor to utilize state-of-the-art electronic technology to allow the agency force to securely conduct transactions, access
information and communicate with our insurance subsidiaries.

Life Insurance Segment

We entered the life insurance business in June 2000, in an effort to stabilize our financial results and spread our company-wide risk profile to
other lines of the insurance industry. Initially, Vesta purchased a 72% interest in American Founders Financial Corporation ( American
Founders ), the parent company of two wholly owned subsidiaries. Our interest in American Founders was increased to 100% in February 2003
with the acquisition of all minority-held stock.

American Founders business consisted of the acquisition of closed blocks of life insurance products and marketing and distributing a single
premium deferred annuity product. Life insurance products were sold through third party marketing firms, financial institutions and 650
independent agents located throughout 41 states and the District of Columbia. Approximately 68% of American Founders premiums are
associated with activities in Texas, Arizona, Ohio, California and Indiana. At December 31, 2004, American Founders had in force
approximately $1.9 billion in face value of life and $361 million in annuity products. In 2004, the life insurance segment generated
approximately $42.1 million of revenues, including $2.2 million of realized gains.

American Founders acquisition growth strategy is impacted by its ability to obtain regulatory approval of proposed acquisitions and maintain a
secure rating from A.M. Best. Although it has continued to generate overall profitable underwriting results, during 2002 American Founders had
approximately $27 million of loans made to borrowers in Mexico that had been non-performing since late in 2001. In November 2002, A.M.
Best reduced the financial strength rating for American Founders from B+ to B , based largely on concerns about these loans.

In the period ending December 31, 2002, we determined that these loans were impaired and American Founders wrote off the value of the loans.
The write-off of these loans reduced American Founders statutory surplus significantly. In an effort to restore American Founders surplus to an
acceptable level, we increased a third party reinsurer s coinsurance participation in substantially all of American Founders business from 35% to
62.5%, effective October 1, 2002. By December 31, 2003, American Founders had increased statutory capital and surplus of its operating
subsidiary to approximately $37.8 million. As of December 31, 2004, American Founders statutory capital and surplus was $26.3 million. These
levels of capital and surplus were comparable to the levels it had been in 2001, prior to the write-off of the loans. Despite the improvements in
capital and surplus since 2002, A.M. Best announced in November 2004 that the financial strength rating of American Founders was under

review with negative implications. As discussed in Note D to the consolidated financial statements, the Company sold its life insurance

operations on September 30, 2005.

Marketing. Our life insurance products are marketed through third party marketing firms, financial institutions and 650 independent agents
located in 41 states and the District of Columbia. In 2004, American Founders chose to direct more attention to marketing its single premium
deferred annuity product through national marketing firms. The average agent that represents American Founders has approximately 25 years of
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experience or more in the annuity business. American Founders has found that by having these highly experienced agents servicing the needs of
its clients, American Founders experiences far fewer market conduct issues than would otherwise be expected.

Pricing. Due to the current investment yield environment, American Founders continues to be focused on ensuring that its products are priced
appropriately. American Founders, similar to the industry as a whole, has noted a significant tightening of profits over the past two years with
the lowering of investment yields. American Founders reviews the interest crediting rates on all its products on a regular basis and when
appropriate will adjust the rates if warranted and permitted under the contracts. When pricing closed blocks of business, American Founders
performs extensive due diligence to ensure that its assumptions are appropriate.

Systems. Our growth in this segment has been facilitated by our use of an efficient operating and administrating system for servicing policies.
We believe our flexible systems have demonstrated the ability to efficiently assimilate and promptly provide administration for newly acquired
blocks of policies and results in lower administrative costs.

Claims. Our life insurance subsidiaries have a dedicated claims staff and customer service representatives to assist policyholders with filing
claims, answering questions, and to ensure that policyholders receive the benefits to which they are entitled. Life insurance claims are usually
paid promptly, often within a few days. Among other responsibilities, claims representatives verify (1) beneficiaries; (2) that a policy is current
and in force; and (3) that all conditions of the policy have been met. Our insurance companies may challenge or deny a claim if the policy
provisions have been violated.

Effective June 1, 2005, our wholly owned subsidiary, American Founders Financial Corporation, entered into a definitive agreement with
Sagicor, USA, Inc. to sell 100% of the stock of its subsidiary, Laurel Life Insurance Company. Sagicor paid approximately $55.8 million in
cash, net of closing costs to American Founders on the closing date of September 30, 2005.

Corporate and Other Segment

Our corporate and other business segment is primarily comprised of (1) investment income related to our property-casualty underwriting
operations; (2) corporate and property-casualty interest expense; (3) general corporate operating expenses; (4) realized gains and losses from the
sale of investment securities from our property-casualty investment portfolio or the repurchases of our own debt securities at a discount; and

(5) our pro rata share of the net income from Affirmative.

Reserves

In our consolidated financial statements, we record and maintain reserves in amounts sufficient to cover the estimated ultimate liability for
incurred reported and unreported loss claims for each of our property and casualty companies. The life reserves are recorded and maintained in
amounts sufficient to cover future benefit payments less future premiums. Our reserves are estimates based upon actuarial and statistical
projections at a given point in time of what we expect will be the ultimate settlement and administration of claims. The establishment of
appropriate reserves is an inherently uncertain process, and there can be no assurance that ultimate losses will not materially exceed our
estimates. We base our reserve calculations upon (1) facts and circumstances then known; (2) estimates of future trends in claims severity; and
(3) other variable factors such as inflation. To the extent established reserves are later proven to be inadequate, we are required to incur a charge
to earnings in order to increase such reserves. In such case, the charge to earnings is recognized in the period the reserves are increased. These
adjustments could have a material adverse effect on our results of operations and financial condition. For more information, please refer to

Critical accounting policies and estimates loss and loss adjustment expenses section of this report and Note H to our Consolidated Financial
Statements of this report.
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Insurance regulators require that reserves are established to insure that adequate funds are available to pay all expected losses. In order to
validate that an insurance company s investments are sufficiently liquid to pay expected losses, the Illinois Department of Insurance (the
governing authority for Vesta Fire Insurance Corporation, our primary insurance subsidiary) imposes a reserve reconciliation test . Generally, the
reserve reconciliation test requires an insurance company to maintain a specified amount of high quality liquid assets. At December 31, 2004,
the minimum level required pursuant to this test exceeded the qualifying assets of Vesta Fire Insurance Corporation by approximately $14.3
million. This shortfall is the result of funding of claims related to hurricane losses during the third quarter of 2004. As a result of this shortage,
the Company developed and submitted a plan to the Illinois Department of Insurance describing how the Company planned to resolve this
shortage. Our plan includes (1) dissolution of an insurance subsidiary that was not being utilized; (2) an exchange of Affirmative common stock
owned by Vesta Insurance Group for non-qualifying assets of Vesta Fire; (3) the sale of our life insurance operations; (4) the commutation of
our 2004 50% and 25% Quota Share Agreement and (5) the repayment of our standard property and casualty segment Federal Home Loan Bank
advances. This plan was accepted by the Illinois Department of Insurance. Although all of these components of our plan were executed in 2005,
catastrophe activity in 2005 was such that Management believes that Vesta Fire will again fail the reserve reconciliation test. The Company
anticipates submitting a plan to the Illinois Department of Insurance as to how Vesta Fire will correct this deficiency.

For more information, please refer to the Liquidity and Capital Resources section of this report and Note F to our financial statements of this
report.

Reserves standard property-casualty segment

With respect to reported claims, we establish reserves in our standard property-casualty segment based upon our historical loss experience.
Reserve amounts are determined by taking into account the circumstances surrounding each claim and policy provision relating to the type of
loss. Reserves are reviewed on a regular basis, and as new data becomes available, the reserves are adjusted appropriately to reflect estimated
ultimate losses.

The insurance industry has developed a variety of methods for determining reserves associated with losses that have been incurred but not yet
reported ( IBNR ). One common method of actuarial evaluation is the loss development method. This method utilizes the pattern by which losses
have been reported over time and assumes that each accident year s experience will develop in the same pattern as the historical loss
development. We also rely upon industry data to provide the basis for reserve analysis on newer lines of business.

Reserves are computed using actuarial principles and procedures applicable to the various lines of business and include assumptions for
estimated inflation rates. Reserves are carried in our financial statements at an estimate of the ultimate expected loss for each claim without any
discount to reflect the time value of money. Reserve calculations are reviewed by management on a regular and ongoing basis and, as required
by state law, we engage an independent actuary to render opinions as to the adequacy of statutory reserves we have established. The actuarial
opinions are filed with the various jurisdictions in which we are licensed. Based upon the practices and procedures we employ, management
believes that our reserves are adequate as of the valuation date.
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The following table provides a reconciliation of beginning and ending property-casualty loss and loss adjustment expense ( LAE ) reserve

balances, including continuing operations and discontinued operations, for the periods indicated (in thousands):

Gross losses and LAE reserves at beginning of year
Reinsurance receivable

Net losses and LAE reserves at beginning of year

Increases (decreases) in provisions for losses and LAE for Claims incurred:

Current year

Prior years

Losses and LAE payments for claims incurred:
Current year

Prior years

Reduction from disposition of Affirmative

Net losses and LAE reserves at end of year
Reinsurance receivable

Gross losses and LAE reserves at end of year

2002
(Restated)
$ 281,510
(167,794)

113,716

334,758
35,486

(198,747)
(89,032)

196,181
124,820

Year Ended December 31,

2004 2003
(Restated)
$ 354,359 $ 321,001
(161,932) (124,820)
$ 192,427 196,181
315,135 344,366
(1,141) 68,278
(203,093) (235,185)
(102,768) (181,213)

(43,299)

157,261 192,427
161,598 161,932
$ 318,859 $ 354,359

$ 321,001

The following table presents the reconciliation between statutory basis and GAAP basis reserves for each of the three years ending December 31

(in thousands):

Statutory reserves

Retroactive reinsurance and other amounts

Loss adjustment reserves held by non-statutory subsidiaries
Gross-up of amounts recorded as reinsurance balances receivable

Reserves on a GAAP basis
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Year Ended December 31,
2004 2003 2002

(Restated) (Restated)

$162,191 $ 186,572 $ 194,828
(9,949) (7,798) (6,648)
5,019 13,653 8,001
161,598 161,932 124,820
$ 318,859 $ 354,359 $ 321,001
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The following table (in thousands) presents, on a GAAP basis, the development of reserves for net unpaid losses and loss adjustment expense
from 1994 through 2004 for our insurance subsidiaries, net of reinsurance recoveries or recoverables. The first line of the table presents
liabilities at December 31 for each indicated year. The table reflects the estimated amounts of losses and loss adjustment expense for claims
arising in that year and all prior years that are unpaid at the balance sheet date, including losses incurred but not yet reported to us. The upper
portion of the table presents the cumulative amounts subsequently paid as of successive years with respect to the liability. The lower portion of
the table presents the re-estimated amount of the previously recorded liability based upon experience as of the end of each succeeding year. The
estimates are revised as more information becomes known about the frequency and severity of claims for individual years. A redundancy
(deficiency) exists when the re-estimated liability at each December 31 is less (greater) than the prior liability estimate. The cumulative
redundancy (deficiency) depicted in the table, for any particular calendar year, represents the aggregate change in the initial estimates over all

subsequent calendar years.

Liability for unpaid losses & LAE
Paid (cumulative) as of
One year later

Two years later

Three years later

Four years later

Five years later

Six years later

Seven years later

Eight years later

Nine years later

Ten years later

Liability reestimated as of
End of year

One year later

Two years later

Three years later

Four years later

Five years later

Six years later

Seven years later

Eight years later

Nine years later

Ten years later
Cumulative redundancy/(deficiency)

1994
66,648

51,527
65,360
66,490
72,273
81,156
82,336
84,953
87,482
90,983
111,570

66,648
61,033
66,582
66,713
76,863
88,770
86,357
95,265
96,659
99,558
120,389

(53,741)

1995
118,733

88,377
116,388
125,299
137,081
139,485
142,180
144,829
148,487
169,095

118,733
127,790
110,437
118,657
146,090
144,256
152,916
154,528
156,662
178,132

(59,399) (53,997)

1996
112,932

86,978
114,704
131,342
137,926
141,234
133,046
137,326
157,962

112,932

99,708
144,986
132,761
140,775
147,361
143,395
145,611
166,929

1997
392,461

197,477
253,109
287,385
297,544
290,337
326,156
351,410

392,461
391,692
353,969
344,726
346,482
353,324
385,497
396,728

(4,267) (75,826) (115,483) (133,962) (102,907) (72,554)

Year Ended December 31,
1998 1999 2000
298,772 168,150 93,639
178,883 117,094 79,613
236,301 159,777 116,925
264,896 184,479 198,187
281,589 256,655 224,589

350,292 284,202

376,927

298,772 168,150 93,639
276,605 162,289 127,167
255915 182,409 157,142
274,838 213,163 220,091
301,672 274,040 227,601
363,420 283,633

374,598

2001
113,716

89,032
186,715
209,117

113,716
168,991
236,323
216,623

2002 2003 2004
196,181 192,427 153,618
181,213 115,305
235,420
196,181 192,427 153,618
264,459 191,286
268,735

1,141

In the early 1980 s, we reinsured a number of casualty risks that, to the extent such liabilities were not excluded from the underlying policies,
could result in claims for coverage for asbestos related and other environmental impairment liabilities. Our exposure to a significant loss from an
asbestos or environmental claim has been mitigated because our participation in the reinsurance treaties relating to these risks is only at the
higher levels and our percentage participation in those layers is relatively low. In addition, we carry reinsurance that would mitigate the effect of
any losses under these treaties. Although the possibility exists that we could suffer material loss in the event of a high number of large losses
under these treaties, management believes the occurrence of such events is unlikely.

The most significant event in 2004 that affected the development in all prior years related to our settlement of the Muhl lawsuit for $14.5
million, net of reinsurance. The net amount of the Muh! settlement is reflected in the above table as being adverse development due to the fact
that no reserves existed for losses under the related reinsurance treaty at the time of the settlement. In addition, Vesta commuted various

assumed reinsurance
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treaties in 2004 at amounts that, in the aggregate, were in excess of the recorded reserves. The combination of the Muhl settlement and treaty
commutations, coupled with adverse development on the discontinued lines relating to prior accident years, resulted in approximately $16.5
million of adverse 