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DOCUMENTS INCORPORATED BY REFERENCE

1. Definitive proxy statement for the 2009 Annual Meeting of Stockholders to be held May 15, 2009 is incorporated by reference into
Part III of this report. The proxy statement will be filed no later than 120 days from December 31, 2008.
Current Report on Form 8-K for event occurring on February 27%, 2009 is incorporated into Part IV of this report.

3. Current Reports on Form 8-K for events occurring on December 18, 2008 is incorporated into Parts II and IV of this report.
4.  Current Reports on Form 8-K for events occurring on October 21, 2008 is incorporated into Parts II and IV of this report.
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PART I

Item 1. Business

Summary Description of The National Security Group. Inc.

The National Security Group, Inc. (the Company, NSG, we, us, our), an insurance holding company, was incorporated in Delaware on March
20, 1990. Our common stock is traded on the NASDAQ Global Market under the symbol NSEC.

Pursuant to regulations of the United States Securities and Exchange Commission (SEC), we are considered a “Smaller Reporting Company” as
defined by SEC rules that became effective in the first quarter of 2008. We have elected to utilize an “a le carte” scaled disclosure which permits
smaller reporting companies to elect to comply with scaled financial and non-financial disclosure requirements on an item by item basis. The
most significant reporting difference permitted under the scaled disclosures which we have utilized is to include two years of audited financial
statements.

The Company, through its three wholly owned subsidiaries, operates in two industry segments; property and casualty insurance and life
insurance.

The property and casualty subsidiaries of the Company, National Security Fire and Casualty (NSFC), and Omega One Insurance Company
(Omega), primarily write personal lines coverage including dwelling fire and windstorm, homeowners, mobile homeowners, and personal
non-standard automobile lines of insurance in eleven states. Property-casualty insurance is the most significant industry segment accounting for
88% of total premium revenues.

The Company’s life insurance subsidiary, National Security Insurance Company, offers a basic line of life and health and accident insurance
products in six states.

The majority of our assets and investments are held in the operating insurance companies.

The Company’s website address is:www.nationalsecuritygroup.com. The “Investors” section of our website
(http://www.nationalsecuritygroup.com/public/Investors/Investors.aspx) provides numerous resources for investors seeking additional
information about us. Our annual reports on Form 10-K, our quarterly reports on Form 10-Q, and our current reports on Form 8-K are made
available on our website soon after filing with the SEC. Additionally, stock trades by insiders as filed on Forms 3, 4, and 5 are posted to the
website after filing with the SEC. The website also provides information regarding corporate governance, stock quotes and press releases.
Investors are encouraged to visit our website for additional information about the Company.
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Cautionary Statement 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
the Company 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 1995. The following report contains forward-looking statements that are not strictly
historical and that involve risks and uncertainties. Such statements include any statements containing the words “expect,” “plan,” “estimate,
or other words of a similar nature. Management cautions investors about forward-looking statements. Forward-looking statements involve
certain evaluation criteria, such as risks, uncertainties, estimates, and/or assumptions made by individuals informed of the Company and
industries in which we operate. Any variation in the preceding evaluation criteria could cause actual results to differ materially from those
expressed or implied by such forward-looking statements. These risks and uncertainties include, without limitation, the following:
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anticipate”

§  The insurance industry is highly competitive and the Company encounters significant competition in all lines of business from other
insurance companies. Many of the competing companies have more abundant financial resources than the Company.

§  Insurance is a highly regulated industry. It is possible that legislation may be enacted which would have an adverse effect on the
Company’s business.

§  The Company is subject to regulation by state governments for each of the states in which it conducts business. The Company cannot
predict the subject of any future regulatory initiative(s) or its (their) impact on the Company’s business.

§  The Company is rated by various insurance rating agencies. If a rating is downgraded from its current level by one of these agencies,
sales of the Company’s products and stock could be adversely impacted.

§  The Company’s financial results are adversely affected by increases in policy claims received by the Company. While a manageable
risk, this fluctuation is often unpredictable.

§  The Company’s investments are subject to a variety of risks. Investments are subject to defaults and changes in market value. Market
value can be affected by changes in interest rates, market performance and the economy.

§  The Company mitigates risk associated with life policies through implementing effective underwriting and reinsurance strategies.
These factors mitigate, not eliminate, risk related to mortality and morbidity exposure. The Company has established reserves for
claims and future policy benefits based on amounts determined by independent actuaries. There is no assurance that these estimated
reserves will prove to be sufficient or that the Company will not incur claims exceeding reserves, which could result in operating
losses.

§  The Company mitigates risk associated with property and casualty policies through implementing effective underwriting and
reinsurance strategies. The Company obtains reinsurance which increases underwriting capacity and limits the risk
associated with policy claims. The Company is subject to credit risk with regard to reinsurers as reinsurance does not
alleviate the Company’s liability to its insured’s for the ceded risks. The Company utilizes a third party to develop a
reinsurance treaty with reinsurers who are reliable and financially stable. However, there is no guarantee that booked
reinsurance recoverable will actually be recovered. A reinsurer’s insolvency or inability to make payments due could have a
material adverse impact on the financial condition of the Company.
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The Company’s ability to continue to pay dividends to shareholders is contingent upon profitability and capital adequacy of the
insurance subsidiaries. The insurance subsidiaries operate under regulatory restrictions that could limit the ability to fund future
dividend payments of the Company. An adverse event or series of events could materially impact the ability of the insurance

subsidiaries to fund future dividends and consequently the Board of Directors would have to suspend the declaration of dividends to
shareholders.
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Industry Segment and Geographical Area Information

Property and Casualty Insurance Segment

The Company’s property and casualty insurance business is conducted through National Security Fire & Casualty Company (NSFC), a wholly
owned subsidiary of the Company organized in 1959, and Omega One Insurance Company (Omega), a wholly owned subsidiary of National
Security Fire & Casualty Company organized in 1992. This segment will be referred to throughout this report as NSFC, property-casualty
segment or P&C segment. NSFC is licensed to write insurance in Alabama, Arkansas, Florida, Georgia, Kentucky, Mississippi, Oklahoma,
South Carolina, Tennessee and West Virginia, and operates on a surplus lines basis in the states of Louisiana, Missouri, and Texas. Omega is
licensed to write insurance in Alabama and Louisiana. The following table indicates allocation percentages of direct written premium by state
for the two years ended December 31, 2008 and 2007:

State Percent of direct written premium
2008 2007
Alabama 36.39% 32.87%
Arkansas 9.62% 8.23%
Georgia 5.28% 7.08%
Louisiana 11.42% 10.74%
Mississippi 19.22% 15.73%
South Carolina 8.16% 10.16%
Florida 0.21% 0.20%
Missouri 1.23% 1.07%
Oklahoma 3.11% 5.44%
Tennessee 3.71% 6.80%
Texas 1.65% 1.68%
100.00% 100.00%

In general, the property-casualty insurance business involves the transfer by the insured, to an insurance company of all or a portion of certain
risks for the payment, by the insured, of a premium to the insurance company. A portion of such risks is often retained by the insured in the form
of deductibles, which vary from policy to policy, but are typically in the range of $500 to $1,000 on NSFC and Omega’s primary dwelling and
automobile lines of business.

The premiums or payments to be made by the insured for direct products of the property and casualty subsidiaries are based upon expected costs
of providing benefits, writing and administering the policies. In determining the premium to be charged, the property and casualty subsidiaries
utilize data from past claims experience and anticipated claims estimates along with commissions and general expenses.

The operating results of the property-casualty insurance industry are subject to significant fluctuations from quarter to quarter and from year to
year. These fluctuations are often due to the effect of competition on pricing, unpredictable losses incurred in connection with weather-related
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and other catastrophic events, general economic conditions, and other factors, such as changes in tax laws and the regulatory environment.
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The following table sets forth the premiums earned and pre-tax income during the periods reported for the property and casualty insurance
segment:

Year Ended December 31
(Amounts In Thousands)
2008 2007
Net premiums earned:
Fire, Allied lines and Homeowners $ 46,741 $ 49,460
Automobile 1,633 4,504
Other 934 1,255
$ 49,308 $ 55219
(Loss) Income before taxes $ (5,649 $ 8,594

Property and Casualty Loss Reserves

Our property and casualty insurance subsidiaries are required to maintain reserves to cover their ultimate liability for losses and adjustment
expenses. Our staff periodically conducts reviews throughout the year of projected loss development information in order to adjust estimates.
The liability for loss and adjustment expense reserves consists of an estimated liability for the ultimate settlement of claims that have been
reported as well as an estimate of loss and adjustment expenses for incurred claims that have not yet been reported (IBNR). IBNR estimates are
based primarily on historical development patterns using quantitative data generated from statistical information and qualitative analysis of legal
developments, economic conditions and development caused by events deemed to be infrequent in occurrence. The reserves are based on an
estimate made by management. Management estimates are based on an analysis of historical paid and incurred loss development patterns for the
previous ten loss years. Prior year period-to-period loss development factors are applied to latest reported loss reserve estimates in order to
estimate the ultimate incurred losses for each given loss year. The amount of loss reserves estimated in excess of current reported case losses are
recorded as IBNR reserves.

In addition to loss and loss adjustment expense reserves for specific claims, both reported and unreported, we establish reserves for loss
adjustment expenses that are not attributable to specific claims. These reserves consist of estimates for Defense and Cost Containment (DCC)
and Adjusting and Other Expenses (AO). These reserves are established for the estimated expenses of internal claims staff and the cost of
outside experts, such as attorneys representing our interest, in the final settlement of incurred claims that are still in process of settlement. We
conduct annual and interim reviews over the course of each year in order to insure that no significant changes have occurred in our loss
development that might adversely impact our loss reserving methodology.

The following Loss Reserve Re-estimates table illustrates the change over time of the net reserves established for property-liability insurance
claims and claims expense at the end of the last 10 calendar years. The first section shows the reserves as originally reported at the end of the
stated year. The second section, reading down, shows retroactive re-estimates of the original recorded reserve as of the end of each successive
year. These re-estimates are the result of the Company’s expanded awareness of additional facts and circumstances that pertain to the unsettled
claims. The third section, reading down, shows the cumulative amounts paid as of the end of successive years with respect to that year’s reserve
liability. The last section compares the latest re-estimated reserve to the reserve originally established, and indicates whether the original reserve
was adequate to cover the estimated costs of unsettled claims. The Loss Reserve Re-estimates table is cumulative and, therefore, ending balances
should not be added since the amount at the end of each calendar year includes activity for both the current and prior years.

While the information in the table provides a historical perspective on the adequacy of unpaid losses and loss adjustment expenses established in
previous years, it should not be assumed to be predictive of redundancies or deficiencies on current year unpaid losses in future periods.
Company management believes that the reserves established at the end of 2008 are adequate. However, due to inherent uncertainties in the loss
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reserve estimation process, management cannot guarantee that current year reserve balances will prove to be adequate. Due to the short tail
nature of the property and casualty subsidiaries’ claim liabilities, the Company does not discount loss reserves for the time value of money.
Dollar amounts are in thousands.
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1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
Gross unpaid losses per

Consolidated Balance Sheet $ 21,528 $ 18463 $ 15409 $ 11,489 $ 11,513 $ 11,343 $ 13,094 $ 19,511 $ 12,498 $ 11,973 $ 14,436
Ceded reserves (5.889)  (3,899) (3,002) (2,396) (1,555) (1,232) (2,611) (8,560) (1,783) (555)  (2.421)
Net unpaid losses $ 15639 $ 14564 $ 12,317 $ 9,093 $9958 $ 10,111 $ 10483 $ 10,951 $ 10,715 $ 11,418 $ 12,015

Cumulative net payments: 1 year later $ 5,997 §$ 4,423 $3907 $3,362 $4342 $5567 $5584 $7384 $ 6438 4,797
2 years later 8,079 5,758 5,643 4,416 5,520 6,765 7,006 9,063 8,103
3 years later 8,997 7,266 6,359 5,076 5,865 7,038 7,521 10,198
4 years later 10,371 7,744 6,737 5,221 5,945 7,274 7,811
5 years later 10,557 8,039 6,837 5,106 6,136 7,351
6 years later 10,779 8,139 6,731 5,164 6,167
7 years later 10,874 8,028 6,773 5,180
8 years later 10,763 8,067 6,789
9 years later 10,804 8,088
10 years later 10,826
Net Liability re-estimated: 1 year later $ 14,637 $ 11,067 $ 8,847
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