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First Look at Second-Quarter Results, Disappointing But Not
Insurance

Disastrous

—Highlights

Second-quarter results below expectations given storm-related
losses and above-average property losses during the quarter. First
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Mercury reported second-quarter operating EPS of $0.30, $0.11 below Price: $14.74 (52-Wk.: $8-$16)
our estimate and $0.12 below consensus. Results included storm losses Market Value (mil.): $259
in the quarter of $2.4 million pretax ($0.09 per share after-tax), above- Fiscal Year End: December
average property losses of $5.2 million pretax ($0.19 per share after- Long-Term EPS Growth Rate: 15%
tax), offset somewhat by roughly $5.5 million pretax ($0.13 per share Dividend/Yield: None
after-tax) of favorable loss reserve development (reductions in loss
estimates for business written in prior years) in the quarter. Excluding 2008A 2009  2010E
these items, operating EPS were $0.45, given higher commissions and Estimates
net investment income relative to our estimate, offset by a higher loss EPSFY $1.74  $170  $1.95

) . . . . cY $1.70  $1.95
ratio and expense ratio and lower net earned premium. While we view
the results as disappointing, we do not view the results as disastrous. It Valuation
is the nature of the smaller insurance companies to experience some EY P/E 8.5x 8.7x 7.6x
periods of volatility in underwriting results as they typically lack the CY PIE 8.7x 7.6x

breadth and diversity of larger insurance companies, which are better
positioned to absorb above-average losses in a particular area. First
Mercury's second-quarter conference call is scheduled for 11:00 a.m.

EST on August 4.

e Habitational property losses principal culprit for shortfall; business
has been cut with modest remaining exposure. The $5.2 million of
above-average property losses related principally to the company’s
habitational property class of business, a portion of which is
underwritten through FM Emerald, and a portion underwritten through
contract underwriters (non-First Mercury employees). In response to the
losses, the company has implemented significantly more-conservative
underwriting standards for its property business, limiting new business
growth within this segment, and completely canceled its contract
underwriting relationship with the producing managing underwriter
(roughly $20 million to $25 million). Management believes that the
claims deterioration in this segment may be economically related.
However, these losses are a disappointment because this is a business
that the company started within the last two years, despite the fact that
the underwriters responsible for the business had long-term experience
in the class. Outside of its roughly $25 million legal liability book, we
were not aware that the company had outside underwriting
relationships. Management stated that it has three other contract
underwriting relationships outside of its legal liability business that total
about $10 million. Importantly, First Mercury only has roughly $12.8
million of unearned premium reserve outstanding related to its overall
property business, which is expected to run-off over the next year
(contract underwriting firm that has been cancelled also wrote general

liability business).
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Trading Data (Thomson Financial)

Shares Outstanding (mil.) 18
Float (mil.) 15
Average Daily Volume 130,821

Financial Data (Thomson Financial)

Long-Term Debt/Total Capital (MRQ) 22.0

Book Value Per Share (MRQ) 131
Enterprise Value (mil.) 316.7
EBITDA (TTM) 43.0
Enterprise Value/EBITDA (TTM) 7.4x
Return on Equity (TTM) 14.5
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e Realized investment gains contributed to growth in book value. Second-quarter GAAP
EPS were $0.64, including the impact from a $6.2 million realized after-tax gain ($9.5 million
pretax) on the company’s investment portfolio (approximately $0.34 per share). This compares
with $1.8 million of pretax realized investment gains last quarter. Fully diluted book value per
share ended the quarter at $15.90, up 5% from first quarter 2009, and tangible book value
increased 6.6%, to $12.37, from first quarter 2009. The company repurchased roughly 390
million shares of common stock during the second quarter for $5.1 million, and as of June 30,
2009, has approximately 415 million shares still eligible for repurchase through its share buy-
back program set to expire August 18, 2009.

e Achieved top-line growth despite curtailment of segments of property business. Gross
premiums written increased 3% to $82.5 million, compared with our estimate of 2% growth,
3.4% growth in second quarter 2008, and negative 4.1% last quarter. Growth was driven by
the launch of a new specialty business unit at the end of 2007 (FM Emerald—80% year-over-
year premium growth to $15.1 million) and the inclusion of the new Professional Liability
business unit launched February 2009. The core security business declined 18% to $14
million, given competitive pressures, and the core specialty segment was down 10%, to $34
million, given a reduction in the contractors business, which has been hurt by a weaker
economy. We expect to cut our premium growth estimate modestly, given a more stable, yet
still competitive market environment and the reduction in the modest property business.

e Increase in combined ratio reflective of abnormal losses, underlying remain under
pressure as well. The combined ratio was 99.9%, compared with our 89.9% estimate and
84.0% in second quarter 2008. The loss ratio, 69.0%, was significantly higher than our 59.4%
estimate, given the storm and property losses mentioned above. We estimate the loss ratio
excluding the storm losses, above-average property losses, and favorable loss reserve
development was 61.2%. The expense ratio, 30.9%, was essentially in line with our 30.4%
estimate.

e Management reduced 2009 guidance; maintain Outperform rating; expect to trim
estimates. Management reduced its 2009 operating EPS guidance range from $1.60-$1.75 to
$1.30-$1.60 to account for the underperformance this quarter ($0.15) and some modest
potential adverse development on the remaining property book. Our rating remains
Outperform, and we will revise our estimates after the conference call. We expect to lower our
$1.70 2009 EPS estimate to at or below the midpoint of management’s range. The shares
trade at roughly an 8% discount to diluted book value, and we see no reason why First
Mercury should not trade at a modest premium to book value today, given its profitability and
growth profile, even in light of recent property-related losses.
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William Blair & Company, L.L.C. is a market maker in the security of First Mercury Financial Corporation and may
have a long or short position.

Additional information is available upon request.

First Mercury Financial Corp. (FMR)
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Current Rating Distribution (as of 8/3/2009)

Coverage Universe Percent Inv. Banking Relationships* Percent
Outperform (Buy) 59 Outperform (Buy) 2
Market Perform (Hold) 40 Market Perform (Hold) 1
Underperform (Sell) 1 Underperform (Sell) 0

*Percentage of companies in each rating category that are investment banking clients, defined as companies for
which William Blair has received compensation for investment banking services within the past 12 months.

Mark Lane attests that 1) all of the views expressed in this research report accurately reflect his/her personal views
about any and all of the securities and companies covered by this report, and 2) no part of his/her compensation was,
is, or will be related, directly or indirectly, to the specific recommendations or views expressed by him/her in this
report.

Stock Rating: William Blair & Company, L.L.C. uses a three-point system to rate stocks. Individual ratings reflect
the expected performance of the stock relative to the broader market over the next 12 months. The assessment
of expected performance is a function of near-term company fundamentals, industry outlook, confidence in
earnings estimates, valuation, and other factors. Outperform (O) — stock expected to outperform the broader
market over the next 12 months; Market Perform (M) — stock expected to perform approximately in line with the
broader market over the next 12 months; Underperform (U) — stock expected to underperform the broader market
over the next 12 months; Not Rated (NR) — the stock is currently not rated.

Company Profile: The William Blair research philosophy is focused on quality growth companies. Growth
companies by their nature tend to be more volatile than the overall stock market. Company profile is a
fundamental assessment, over a longer-term horizon, of the business risk of the company relative to the broader
William Blair universe. Factors assessed include: 1) durability and strength of franchise (management strength
and track record, market leadership, distinctive capabilities); 2) financial profile (earnings growth rate/consistency,
cash flow generation, return on investment, balance sheet, accounting); 3) other factors such as sector or industry
conditions, economic environment, confidence in long-term growth prospects, etc. Established Growth (E) —
Fundamental risk is lower relative to the broader William Blair universe; Core Growth (C) — Fundamental risk is
approximately in line with the broader William Blair universe; Aggressive Growth (A) — Fundamental risk is higher
relative to the broader William Blair universe.

The ratings and company profile assessments reflect the opinion of the individual analyst and are subject to
change at any time.
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The compensation of the research analyst is based on a variety of factors, including performance of his or her
stock recommendations; contributions to all of the firm’s departments, including asset management, corporate
finance, institutional sales, and retail brokerage; firm profitability; and competitive factors.

THIS IS NOT IN ANY SENSE A SOLICITATION OR OFFER OF THE PURCHASE OR SALE OF SECURITIES.
THE FACTUAL STATEMENTS HEREIN HAVE BEEN TAKEN FROM SOURCES WE BELIEVE TO BE
RELIABLE, BUT SUCH STATEMENTS ARE MADE WITHOUT ANY REPRESENTATION AS TO ACCURACY
OR COMPLETENESS OR OTHERWISE. OPINIONS EXPRESSED ARE OUR OWN UNLESS OTHERWISE
STATED. FROM TIME TO TIME, WILLIAM BLAIR & COMPANY, L.L.C. OR ITS AFFILIATES MAY BUY AND
SELL THE SECURITIES REFERRED TO HEREIN, MAY MAKE A MARKET THEREIN, AND MAY HAVE A
LONG OR SHORT POSITION THEREIN. PRICES SHOWN ARE APPROXIMATE. THIS MATERIAL HAS BEEN
APPROVED FOR DISTRIBUTION IN THE UNITED KINGDOM BY WILLIAM BLAIR INTERNATIONAL, LIMITED,
REGULATED BY THE FINANCIAL SERVICES AUTHORITY (FSA), AND IS DIRECTED ONLY AT, AND IS
ONLY MADE AVAILABLE TO, PERSONS FALLING WITHIN COB 3.5 AND 3.6 OF THE FSA HANDBOOK
(BEING “ELIGIBLE COUNTERPARTIES” AND “PROFESSIONAL CLIENTS"). THIS DOCUMENT IS NOT TO BE
DISTRIBUTED OR PASSED ON TO ANY “RETAIL CLIENTS.” NO PERSONS OTHER THAN PERSONS TO
WHOM THIS DOCUMENT IS DIRECTED SHOULD RELY ON IT OR ITS CONTENTS OR USE IT AS THE
BASIS TO MAKE AN INVESTMENT DECISION. “WILLIAM BLAIR & COMPANY” AND “WILLIAM BLAIR &
COMPANY (SCRIPT)” ARE REGISTERED TRADEMARKS OF WILLIAM BLAIR & COMPANY, L.L.C. Copyright
2009, William Blair & Company, L.L.C.
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Woittinsrre Btlven & W
Investment Banking = Asset Management = Equity Research = Institutional & Private Brokerage = Private Capital

William Blair & Company, LL.C. 222 West Adams Street  Chicago, Illinois 60606 ~ 312.236.1600 www.williamblair.com
CHICAGO BOSTON LONDON NEWYORK SAN FRANCISCO SHANGHAI TOKYO ZURICH

Mark Lane 312.364.8686 4


http://www.williamblair.com/pages/eqresearch_coverage.asp

