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AMERICAN PHYSICIANS SERVICE GROUP, INC.
ANNUAL REPORT ON FORM 10-K

FOR THE FISCAL YEAR ENDED DECEMBER 31, 2004

References in this report to "we" "us" "our", and the "Company" mean American
4 4
Physicians Service Group, Inc.

PART I
ITEM 1. BUSINESS
GENERAL

We, through our subsidiaries, provide services that include brokerage and
investment services to individuals and institutions, and management and agency
services to malpractice insurance companies.

We were organized in October 1974 under the laws of the State of Texas. Our
principal executive office is at 1301 Capital of Texas Highway, Suite C-300,
Austin, Texas 78746, and our telephone number is (512) 328-0888. Our website is
www.amph.com. We make available free of charge on our website our Annual Report
on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K and
any 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 such material is electronically filed with, or furnished to, the
Securities and Exchange Commission ("SEC").

Financial information about our industry segments is disclosed in Note 16
to our accompanying Consolidated Financial Statements in Appendix A.

OUR FINANCIAL SERVICES

Through our subsidiaries, APS Financial Corporation, or APS Financial, and



Edgar Filing: AMERICAN PHYSICIANS SERVICE GROUP INC - Form 10-K

APS Asset Management, Inc., or Asset Management, we provide investment and
investment advisory services to institutions and individuals throughout the
United States. Our revenues from this segment were 52%, 64% and 59% of our total
revenues in 2004, 2003 and 2002, respectively.

APS Financial is a fully licensed broker/dealer that provides brokerage and
investment services primarily to institutional and high net worth individual
clients. APS Financial also provides portfolio accounting, analysis, and other
services, to insurance companies, banks, and public funds. APS Financial has its
main office in Austin, Texas with branch offices in Houston, Texas and Redmond,
Washington.

APS Financial charges commissions on both exchange and over-the-counter, or
OTC, transactions 1in accordance with industry practice. When APS Financial
executes OTC transactions as a dealer, 1t receives, 1in lieu of commissions,
markups or markdowns.

APS Financial 1is a member of the National Association of Securities
Dealers, Inc., or NASD, the Securities Investor Protection Corporation, or SIPC,
the Securities Industry Association, and, in addition, is licensed in 44 states
and Washington D.C.

Every registered broker/dealer doing business with the public is subject to
stringent rules with respect to net capital requirements promulgated by the

3
Securities and Exchange Commission, or SEC. These rules, which are designed to
measure the financial soundness and liquidity of broker/dealers, specify minimum
net capital requirements. Because we (as opposed to APS Financial) are not a
registered Dbroker/dealer, we are not subject to these rules. However, APS
Financial 1is subject to these rules. Compliance with applicable net capital
requirements could 1limit APS Financial's operations, such as 1limiting or

prohibiting trading activities that require the use of significant amounts of
capital. A significant operating loss or an extraordinary charge against net
capital could adversely affect the ability of APS Financial to expand or even
maintain its present levels of business. At February 28, 2005, APS Financial was
in compliance with all applicable net capital requirements.

APS Financial clears its transactions through Southwest Securities, Inc.,
or Southwest, on a fully disclosed basis. Southwest also processes orders and
floor reports, matches trades, transmits execution reports to APS Financial and
records all data pertinent to trades. APS Financial pays Southwest a fee based
on the number and type of transactions.

Asset Management, a registered investment adviser under the Investment
Advisers Act of 1940, was formed and registered with the SEC in 1998. We formed
Asset Management to manage fixed income and equity assets for institutional and
individual <clients on a fee Dbasis. Asset Management's mission is to provide
clients with investment results within specific client-determined risk
parameters.

OUR INSURANCE SERVICES

APS Insurance Services, Inc., or Insurance Services, 1s a wholly-owned
subsidiary of ours. Prior to October 1, 2003, we owned 80% of Insurance
Services. On October 1, 2003 we acquired the remaining 20% minority interest in
Insurance Services for approximately $2.0 million in cash (see Note 14 to our
consolidated financial statements included herein). Insurance Services, through
its wholly-owned subsidiaries APS Facilities Management, Inc., dba APMC

Insurance Services, Inc., or FMI, and American Physicians Insurance Agency,



Edgar Filing: AMERICAN PHYSICIANS SERVICE GROUP INC - Form 10-K

Inc., or Agency, provides management and agency services to medical malpractice
insurance companies. Our revenues from this segment contributed 48%, 36% and 41%
of our total revenues in 2004, 2003 and 2002, respectively.

Substantially all of our revenue from this segment was attributable to FMI
providing management services to American Physicians Insurance Exchange, or
APIE, a reciprocal insurance exchange, wholly-owned Dby its subscriber
physicians. A reciprocal insurance exchange 1s an organization that sells
insurance only to its subscribers, who pay, 1in addition +to their annual
insurance premiums, a contribution to the exchange's surplus. These exchanges
generally have no paid employees but instead enter into a contract with an
"attorney-in-fact" that provides all management and administrative services for
the exchange. As the attorney-in-fact for APIE, FMI receives a percentage of the
earned premiums of APIE, as well as a portion of APIE's profits. The amount of
these premiums can be adversely affected by competition. Substantial
underwriting losses, which might result in a curtailment or cessation of
operations by APIE, would also adversely affect FMI's revenue and, accordingly,
our revenue. To limit possible underwriting losses, APIE currently reinsures its
risk in excess of $250,000 per medical incident. APIE offers medical
professional 1liability insurance for physicians in Texas and Arkansas. FMI's
assets are not subject to any insurance claims by policyvholders of APIE.

APIE was organized in 1975, and FMI has been its exclusive manager since
its inception. The management agreement between FMI and APIE provides for full
management by FMI of the affairs of APIE under the direction of APIE's physician
board of directors. Subject to the direction of this board, FMI sells and issues
policies, investigates, settles and defends claims, and otherwise manages APIE's
affairs. In consideration for performing its services, FMI receives a percentage

fee based on APIE's earned premiums (before payment of reinsurance premiums), as
well as a portion of APIE's profits. FMI pays salaries and personnel related
expenses, rent and office operations costs, information technology costs and

many other operating expenses of APIE. APIE is responsible for the payment of
all claims, claims expenses, peer review expenses, directors' fees and expenses,
legal, actuarial and auditing expenses, its taxes, outside agent commissions and
certain other specific expenses. Under the management agreement, FMI's authority
to act as manager of APIE is automatically renewed each year unless a majority

of the subscribers to APIE elect to terminate the management agreement by reason
of an adjudication that FMI has been grossly negligent, has acted in bad faith
or with fraudulent intent or has committed willful misfeasance in its management
activities. Termination of FMI's management agreement with APIE would have a
material adverse effect on us.

APIE is authorized to do business in the states of Texas and Arkansas, and
specializes in writing medical professional 1liability insurance for health care
providers. It writes insurance in Texas primarily through purchasing groups and
is not subject to certain rate and policy form regulations issued by the Texas
Department of Insurance. It reviews applicants for insurance coverage based on
the nature of their practices, prior claims records and other underwriting
criteria. APIE is one of the largest medical professional 1liability insurance
companies in the State of Texas. APIE is the only professional 1liability
insurance company based 1in Texas that 1is wholly-owned by its subscriber
physicians.

Generally, medical professional liability insurance is offered on either a

"claims made" basis or an "occurrence" basis. "Claims made" policies insure
physicians only against claims that occur and that are reported during the
period covered by the policy. "Occurrence" policies insure physicians against

claims based on occurrences during the policy period regardless of when they are
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reported. APIE offers only a "claims made" policy in Texas and Arkansas, but
provides for an extended reporting option upon termination. APIE reinsures 100%
of all Texas and Arkansas coverage per medical incident between $250,000 and
$1,000,000, primarily through certain domestic and international insurance
companies.

The management agreement with FMI obligates APIE to pay management fees to
FMI based on APIE's earned premiums before payment of reinsurance premiums. The
management fee percentage is 13.5% with the provision that any profits of APIE
will be shared equally with FMI so long as the total payment (fees and profit
sharing) does not exceed a cap based on premium levels. In 2004, 2003, 2002,
2001 and 2000, management fees attributable to profit sharing were $1,929,000,
$722,000, s$0, $0 and $0, respectively. While APIE was profitable in 2001 and
2002 there was no profit sharing with FMI due to the management agreement
requiring that prior year losses be applied against future pretax income. Only
after prior year losses are completely offset can FMI then share equally the
profits at APIE.

The following table presents selected financial and other data for APIE:

Years Ended December 31,

2004 2003

(Unaudited, in thousand,

Earned premiums before reinsurance premiums $64,296 $51,904
Total assets 131,152 102,728
Total surplus 21,238 15,783
Management fees (including profit sharing)
and commissions (1) 10,604 7,789
Number of insureds 3,623 3,073
(1) This amount includes management fees and commissions paid to

FMI and Agency in addition to commissions of $1, $513, $3,103,
$2,886 and $1,898 in 2004, 2003, 2002, 2001 and 2000,
respectively, paid to other carriers directly related to
APIE's controlled business.

OUR OTHER INVESTMENTS
At December 31, 2004, we owned less than 2% of the outstanding common stock
of HealthTronics, Inc, or HealthTronics (successor by merger to Prime Medical

Services, Inc.), having reduced our ownership from 15% with the sale of
1,591,000 shares during 2002. Prior to that sale we recorded our pro-rata share

of HealthTronics' earnings using the equity method of accounting. As a result of

our reduced ownership, we now account for our investment as an
available-for-sale equity security, with changes in market value, net of tax,
reflected in shareholders' equity as "accumulated other comprehensive income."

HealthTronics 1is the largest provider of 1lithotripsy services in the United
States, currently servicing approximately 830 hospitals and surgery centers in

2002

except for nu

$46,078
80,721
12,985

6,221
3,181
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47 states. Lithotripsy 1s a non-invasive method of treating kidney stones
through the use of shock waves. HealthTronics is also an international supplier
of specialty vehicles for the transport of high technology medical,
broadcast/communications and homeland security equipment. At December 31, 2004,
our investments 1in HealthTronics securities include common stock and fixed
income securities with an aggregate fair market value of $6,844,000 and a cost
basis of approximately $2,788,000. A material decline 1n the value of this
investment could have a material adverse effect on our financial condition and
results of operations.

The common stock of HealthTronics 1is quoted on the NASDAQ National Market
under the symbol "HTRN". HealthTronics is a Georgia corporation and is required
to file annual, quarterly and other reports and documents with the SEC. The
summary 1information 1in the accompanying consolidated financial statements
regarding HealthTronics 1s qualified 1in its entirety by reference to such
reports and documents. Such reports and documents may be examined and copies may
be obtained from the SEC.

On June 4, 2003 we purchased from Financial 1Industries Corporation
("FIC") (OTC: FNIN.PK) and foundation 339,879 shares of FIC's common stock as an
investment. Earlier in 2003 we had purchased 45,121 FIC shares in the open
market. The 385,000 shares represent an approximate 4% ownership in FIC. The
aggregate purchase price was approximately $5,647,000, which was all sourced
from our cash reserves. The shares purchased from FIC and the foundation are not
registered, but are subject to a registration rights agreement requiring FIC's
best efforts to register them within one year of the transaction. Due to FIC's
delay in filing its 2003 Form 10-K and its March 31, 2004, June 30, 2004 Forms
10-Q, it has not been able to register these shares and was delisted from the
NASDAQ exchange in July 2004. Subsequently, FIC was delinquent in filing its
September 30, 2004 Form 10-Q.

By September 30, 2004, the value of our investment in FIC had declined
significantly. On October 12, 2004, we determined that this decline in market

price was "other than temporary" as defined in Statements of Financial
Accounting Standards (SFAS) No. 115, Accounting for Certain Investments in Debt
and Equity Securities. Consequently, we recorded a pretax charge to earnings of

$2,374,000 in the third quarter 2004. The charge reduced our cost basis in FIC
from $5,647,000, or $14.67 per share, to $3,273,000, or $8.50 per share, which
is equal to the quoted market price of FIC shares on September 30, 2004. By
December 31, 2004, the value of our investment in FIC had declined further. On
December 31, 2004, we determined that this decline in market price should be
considered "other than temporary". Consequently, we recorded a pretax charge to
earnings of $193,000 in the fourth quarter 2004. The charge reduced our cost
basis in FIC from $3,273,000, or $8.50 per share, to $3,080,000, or $8.00 per
share, which is equal to the quoted market price of FIC shares on December 31,
2004.

As discussed in our Forms 10-Q dated June 30 and September 30, 2004, we
believe the decline in the market price of FIC has been Dbrought about by its
failure to file its 2003 Form 10-K and its subsequent de-listing from the NASDAQ
Stock Market. We had expected FIC to bring its filings current and pursue
restoring its exchange listing but these events have not yet occurred. While we
currently continue to have the ability and the intent to hold the stock
indefinitely, we concluded that the additional uncertainty created by the late
filings together with the lack of current financial information dictated that
the decline should be viewed as other than temporary. We will continue the
policy during 2005 of monitoring and evaluating the situation at FIC and further
determining if changes in fair market value of the investment are temporary or
"other than temporary".

As part of our initial acquisition of FIC common stock, we were granted an
option to purchase an additional 323,000 shares of FIC's common stock at $16.42
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per share. There is a significant revenue-related performance requirement that
must be met before this option is exercisable. We have assigned no value to this
option.

FIC is a Texas corporation and is required to file annual, quarterly and
other reports and documents with the SEC. (The summary information in the
accompanying consolidated financial statements regarding FIC is qualified in its
entirety by reference to such reports and documents.) Such reports and
documents, prior to December 31, 2003, may be obtained from the SEC.

DISCONTINUED OPERATIONS

Effective November 1, 2002, we completed the sale of APS Consulting to its
management as we determined the division's operations were not consistent with
our long-term strategic plan. We sold all of our APS Consulting shares for a de
minimus amount of cash plus a $250,000 seven-year term note at the prime rate

plus 3%. Our existing contract, which was entered into on October 1, 2002,
states that we will provide administrative support services to APS Consulting
for a period of approximately seven years remains in effect. Our fees that we

will provide under this contract are dependent on APS Consulting's pre-tax
earnings but may not be less than $200,000 or more than $518,000 over the life
of the agreement. Because we were dependent upon the future successful operation
of the division to collect our proceeds from the disposal and because we had a
security interest in the assets of the division, we had retained a sufficient
risk of loss to preclude us from recognizing the divestiture of APS Consulting
under the guidance of FASB Interpretation No 46. Accordingly, we did not
recognize the divestiture of APS Consulting and continued to consolidate the
division as an entity in which we have a variable interest that will absorb the
majority of the entity's operating losses if they occurred.

Effective November 1, 2003, APS Consulting was able to obtain third party
financing and repay their note payable to us in exchange for our agreeing to
discount the note by $35,000. We provided no guarantees or credit enhancements
in connection with APS Consulting securing this financing. Accordingly, we no
longer have a risk of loss related to these operations and have recognized the
transaction as a divestiture. As a result, we ceased consolidation of APS
Consulting financial statements effective November 1, 2003. In addition, we were
able to recognize a gain of $27,000, net of tax, and administrative support fees
totaling $47,000 in 2004 and $98,000 in 2003.

COMPETITION

APS Financial and Asset Management are both engaged in a highly competitive
business. Their competitors include, with respect to one or more aspects of
their business, all of the member organizations of the New York Stock Exchange
and other registered securities exchanges, all members of the NASD, registered
investment advisors, members of the various commodity exchanges and commercial
banks and thrift institutions. Many of these organizations are national rather
than regional firms and have substantially greater personnel and financial
resources than us. In many instances APS Financial is competing directly with
these organizations. In addition, there is competition for investment funds from
the real estate, insurance, banking and thrift industries.

APIE competes with several insurance carriers, including Medical Protective
Insurance Company, Texas Medical Liability Trust, ProAssurance, The Doctors
Company, Advocate MD and the Texas Medical Liability Insurance Underwriting
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Association (Jua), which is the State sponsored insurer of last resort. APIE
does not have the capacity to write the volume of business equal to that of the
other major carriers. Great focus has been given to the area of underwriting and
the selection of our insured physicians. With the successful passing of tort

reform in late 2003, there is an increased 1likelihood of additional companies
re-entering the Texas market. APIE anticipates maintaining its market share
through a combination of wunique and tailored coverages, and a continued

commitment to claims, risk management and underwriting services.

REGULATION

APS Financial and Asset Management are subject to extensive regulation
under both federal and state laws. The SEC is the federal agency charged with
administration of the federal securities and investment advisor laws. Much of
the regulation of broker/dealers, however, has been delegated to self-regulatory
organizations, principally the NASD and the national securities exchanges. These
self-regulatory organizations adopt rules (subject to approval by the SEC) which
govern the industry and conduct periodic examinations of member broker/dealers.
APS Financial is also subject to regulation by state and District of Columbia
securities commissions.

The regulations to which APS Financial is subject cover all aspects of the
securities business, including sales methods, trade practices among
broker/dealers, uses and safekeeping of customers' funds and securities, capital
structure of securities firms, record keeping and the conduct of directors,
officers and employees. Additional legislation, changes in rules promulgated by
the SEC and by self-regulatory organizations, or changes in the interpretation
or enforcement of existing laws and rules, may directly affect the method of
operation and profitability of APS Financial and, accordingly, us. The SEC, self

regulatory organizations and state securities commissions may conduct
administrative proceedings which can result in censure, fine, suspension or
expulsion of APS Financial, its officers or employees. The principal purpose of
regulation and discipline of broker/dealers 1is the protection of customers and
the securities markets, rather than protection of creditors and shareholders of
broker/dealers.

APS Financial, as a registered Dbroker/dealer and NASD member organization,
is required by federal law to belong to the SIPC. When the SIPC fund falls below
a certain minimum amount, members are required to pay annual assessments in
varying amounts not to exceed .5% of their adjusted gross revenues to restore
the fund. The SIPC fund provides protection for customer accounts up to $500,000
per customer, with a limitation of $100,000 on claims for cash balances.

FMI has received certificates of authority from the Texas and Arkansas
insurance departments, licensing it on behalf of the subscribers of APIE. APIE,
as an insurance company, 1s subject to regulation by the insurance departments
of the States of Texas and Arkansas. These regulations strictly 1limit all
financial dealings of a reciprocal insurance exchange with its officers,
directors, affiliates and subsidiaries, including FMI. Premium rates,
advertising, solicitation of insurance, types of insurance issued and general
corporate activity are also subject to regulation by wvarious state agencies.

REVENUES AND INDUSTRY SEGMENTS
The information required by Regulation S-K Items 101 (b) and 101(d) related

to financial information about segments and financial information about sales
contained in Note 16 of our consolidated financial statements, which are
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included in this Annual Report on Form 10-K.
EMPLOYEES

At March 1, 2005, we employed, on a full time basis, approximately 109
persons, including 56 by Insurance Services, 44 by APS Financial and Asset
Management, and 9 directly by us. We consider our employee relations to be good.
None of our employees are represented by a labor union and we have experienced
no work stoppages.

Executive Officers
As of March 15, 2005, our executive officers were as follows:

Name Age Position

Kenneth S. Shifrin 55 Chairman of the Board, President and
Chief Executive Officer

William H. Hayes 57 Senior Vice President -Finance, Secretary,
and Chief Financial Officer

Maury L. Magids 40 Senior Vice President - Insurance
Thomas R. Solimine 46 Controller

Our officers serve until the next annual meeting of our directors and until
their successors are elected and qualified (or until their earlier death,
resignation or removal).

Mr. Shifrin has been our Chairman of the Board since March 1990. He has
been our President and Chief Executive Officer since March 1989 and he was
President and Chief Operating Officer from June 1987 to February 1989. He has
been a director of ours since February 1987. From February 1985 until June 1987,
Mr. Shifrin served as our Senior Vice President - Finance and Treasurer. Mr.
Shifrin also has been a director of Financial Industries Corporation since June
2003 and was Chairman of the Board of Prime Medical Services, Inc. from October
1989 until November 2004. With the merger of Prime Medical and HealthTronics,
Mr. Shifrin became Vice-chairman of the Board of HealthTronics in November 2004.
Mr. Shifrin is a member of the World Presidents Organization.

Mr. Hayes has been our Senior Vice President - Finance since June 1995. Mr.
Hayes was our Vice President from June 1988 to June 1995 and was our Controller
from June 1985 to June 1987. He has been our Secretary since February 1987 and
our Chief Financial Officer since June 1987. Mr. Hayes is a Certified Public
Accountant.

Mr. Magids has been our Senior Vice President - Insurance Services since
June 2001 and has been President and Chief Operating Officer of FMI since
November 1998. Mr. Magids joined us in October 1996. Mr. Magids is a Certified
Public Accountant and was with Arthur Andersen LLP from August 1986 until
September 1996, most recently as Director of Business Development.

Mr. Solimine has been our Controller since June 1994. He has served as
Secretary for APS Financial since February 1995. From July 1989 to June 1994,
Mr. Solimine served as our Manager of Accounting.

10
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There are no family relationships, as defined, among any of our executive
officers, and there is no arrangement or understanding between any of our
executive officers and any other person pursuant to which he or she was selected
as an officer. Each of our executive officers was elected by our board of
directors to hold office wuntil the next annual election of officers and until
his or her successor is elected and qualified or until his or her earlier death,
resignation or removal. Our Dboard of directors elects our officers in
conjunction with each annual meeting of our shareholders.

AVAILABLE INFORMATION

We file annual, quarterly, and current reports, proxy statements, and other
documents with the SEC under the Securities Exchange Act of 1934 (the "Exchange
Act"). You may read and copy any materials that we file with the SEC at the
SEC's public reference room at 450 Fifth Street, NW, Washington, DC 20549. The
public may obtain information on the operation of the public reference room by

calling the SEC at 1-800-SEC-0330. Also, the SEC maintains a website that
contains these SEC filings. You can obtain these filings at the SEC's website at
http://www.sec.gov.

We also make available free of charge on or through our website
(http://www.amph.com) our Annual Report on Form 10-K, Quarterly Reports on Form
10-Q, Current Reports on Form 8-K, and, if applicable, amendments to those

reports filed or furnished pursuant to Section 13(a) of the Exchange Act as soon
as reasonably practicable after we electronically file such material with, or
furnish it to, the SEC.

ITEM 2. PROPERTIES

We lease approximately 23,000 square feet of office space from
HealthTronics 1in an office project at 1301 Capital of Texas Hwy., Suite C-300,
Austin, Texas as our principal executive offices.

We also lease office space for our financial services subsidiary at 1011
Hwy 6 South, Suite 120, Houston, Texas, and 7981 168th Ave, N.E. Suite 108,
Redmond, Washington.

We also lease office space for our 1insurance services subsidiary at 5401
North Central Expressway, Suite 316, LB #B4, Dallas, Texas.

ITEM 3. LEGAL PROCEEDINGS

We are involved in various claims and legal actions that have arisen in the
ordinary course of our business. We believe that any 1liabilities arising from
these actions will not have a material adverse effect on our financial condition
or results of operations.
ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matter was submitted during the fourth quarter of the fiscal year

covered by this report to a vote of security holders, through the solicitation
of proxies or otherwise.

PART TII

11
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ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND
ISSUER PURCHASES OF EQUITY SECURITIES

Our common stock is currently listed on the NASDAQ Small Cap Market under
the symbol AMPH. The following table sets forth the range of the quarterly high
and low bid prices for the last three fiscal years.

2004 2003
Hign Low High Low
First Quarter $14.08 $8.31 $4.29 $3.51
Second Quarter $14.92 $8.51 $5.49 $3.58
Third Quarter $10.24 $8.50 $5.67 $4.51
Fourth Quarter $10.49 $9.51 $10.77 $5.10

10

There were approximately 250 holders of record of our common stock on March
1, 2005.

In 2004, we declared a cash dividend of $.20 per share of common stock
amounting to a total cash outlay of approximately $518,000. Prior to 2004, we
have never declared or paid any cash dividends on our common stock. Our policy
has been to retain our earnings to finance growth and development, and therefore
do not anticipate paying any cash dividends on our common stock in the

foreseeable future. The declaration and payment of any dividends on the Common
Stock would be at the sole discretion of our Board of Directors, subject to our
financial condition, <capital requirements, future prospects and other factors

deemed relevant.

The following table represents securities authorized for issuance under
equity compensation plans, as described in Note 12 to the consolidated financial
statements at December 31, 2004, included herein.

Equity Compensation Plan Information

Plan Category Number of securities to be Weighted-average exercise
issued upon exercise of price of outstanding a
outstanding options, options, warrants
warrants and rights. and rights.
(a) (b)

Equity Compensation
plans approved by 721,000 $6.04
security holders
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Equity compensation
plans not approved by
security holders none none

The following table represents stock repurchases during the fourth quarter
of 2004:

(c) Total Number
of Shares
Purchased as Part

Period (a) Total Number (b) Average of Publicly
of shares Price Paid Annonuced Plans
Purchased (1) per Share or Programs
Oct. 1, 2004-Oct. 31, 2004 4 $ 10.00 4
Nov. 1, 2004-Nov. 30, 2004 7,900 $ 9.86 7,900
Dec. 1, 2004-Dec. 31, 2004 14,899 $ 10.20 14,899
(1) Of the total shares purchased 10,799 were purchased in open market

transactions and 12,004 were purchased in private transactions. Our
share repurchase program was announced August 17, 2004 and authorizes
the purchase of up to $2 million of common stock.

11

ITEM 6. SELECTED FINANCIAL DATA
The following selected financial data should be read in conjunction with
our Consolidated Financial Statements and Notes thereto and "Management's

Discussion and Analysis of Financial Condition and Results of Operations"”
contained in Item 7 of this Annual Report.

2004 2003 2002

13



Edgar Filing: AMERICAN PHYSICIANS SERVICE GROUP INC - Form 10-K

Selected Income Statement Data:

Revenues $ 32,021 $ 30,449 $ 23,077

Income from continuing operations
before interest, income taxes,
minority interests and equity in

loss of unconsolidated affiliates 3,097 4,090 5,554
Income from continuing operations 2,152 2,772 3,156
Net income $ 2,152 S 2,799 $ 3,411

Per Share Amounts:

Basic: Income from continuing
operations $ 0.85 $ 1.26 $ 1.42

Net income 0.85 1.27 1.53

Diluted: Income from continuing
operations 0.76 1.13 1.35

Net income $ 0.76 $ 1.14 $ 1.45

Diluted weighted average shares
outstanding 2,838 2,449 2,345

Cash dividends $ 0.20 —— __

Selected Balance Sheet Data:

Total assets $ 30,443 $ 25,638 $ 24,981

Long-term obligations 1,133 1,576 2,665

Total liabilities $ 6,229 $ 6,532 S 7,455

Minority interests 1 - 384

Total equity $ 24,213 $ 19,106 $ 17,142
12

ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

FORWARD-LOOKING STATEMENTS
Our statements contained in this report that are not purely historical are
forward-looking statements within the meaning of Section 27A of the Securities

Act of 1933 and Section 21E of the Securities Exchange Act of 1934, including
statements regarding our expectations, hopes, intentions or strategies regarding

14
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the future. You should not place undue reliance on forward-looking statements.
All forward-looking statements included in this report are based on information
available to us on the date hereof, and we assume no obligation to update any
such forward-looking statements. It is important to note that our actual results
could differ materially from those 1in the forward-looking statements. In
addition to any risks and wuncertainties specifically identified in the text
surrounding the forward-looking statements, you should consult our reports on
Forms 10-Q and our other filings under the Securities Act of 1933 and the
Securities Exchange Act of 1934, for factors that could cause our actual results
to differ materially from those presented.

The forward-looking statements included herein are necessarily based on
various assumptions and estimates and are inherently subject to various risks
and uncertainties, including risks and uncertainties relating to the possible
invalidity of the underlying assumptions and estimates and possible changes or
developments 1in social, economic, business, industry, market, legal and
regulatory circumstances and conditions and actions taken or omitted to be taken
by third parties, including customers, suppliers, Dbusiness partners and
competitors and legislative, judicial and other governmental authorities and
officials. Assumptions relating to the foregoing involve judgments with respect
to, among other things, future economic, competitive and market conditions and
future business decisions, all of which are difficult or impossible to predict
accurately and many of which are beyond our control. Any of these assumptions
could be inaccurate and, therefore, there can Dbe no assurance that the
forward-looking statements included in this report will prove to be accurate.

GENERAL
We provide (1) financial services, 1including brokerage and investment
services to individuals and institutions, and (2) insurance services, including

management and agency services to medical malpractice insurance companies.

FINANCIAL SERVICES. We provide investment and investment advisory services
to institutions and individuals throughout the United States through the
following subsidiaries:

o APS FINANCIAL. APS Financial is a fully licensed broker/dealer that
provides brokerage and investment services primarily to institutional
and high net worth individual clients. APS Financial also provides
portfolio accounting, analysis, and other services to insurance
companies, banks and public funds. We recognize commissions revenue,
and the related compensation expense, on a trade date basis.

o ASSET MANAGEMENT. Asset Management manages fixed income and equity
assets for institutional and individual clients on a fee basis. We
recognize fee revenues monthly based on the amount of funds under
management .

INSURANCE SERVICES. Through Insurance Services we provide management and
agency services to medical malpractice insurance companies through the following
subsidiary:

o FMI. FMI provides management and administrative services to
APIE, a regional insurance exchange that sells medical professional
liability dinsurance only to its physician subscribers, who pay
annual insurance premiums and surplus contributions to APIE. APIE
is governed by a physician board of directors. Pursuant to a
management agreement and the direction of this board, FMI manages and
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operates APIE, including performing policy issuance, claims
investigation and settlement, and all other management and operational
functions. As a management fee, FMI receives a percentage of APIE's
earned premiums and a portion of APIE's profit, subject to a cap
based on premium levels. We recognize revenues for the management
fee portion Dbased on a percentage of earned premium on a monthly
basis, and we recognize revenues for the management fee portion
based on profit sharing when it is reasonably certain the managed
company will have an annual profit, generally in the fourth quarter.
FMI's assets are not subject to APIE policyholder claims.

In addition, as of December 31, 2004, we have the following significant
investments accounted for as available-for-sale securities: (1) we own
approximately 555,000 shares of HealthTronics common stock, representing
approximately 2% of its outstanding common stock, (2) we own 385,000 shares of
Financial Industries Corporation, representing approximately 4% of its
outstanding common stock. Our policy 1s to account for investments as
available-for-sale securities. This requires that we assess fluctuations in fair
value and determine whether these fluctuations are temporary or "other than
temporary" as defined in Statements of Financial Accounting Standards (SFAS) No.
115, Accounting for Certain Investments in Debt and Equity Securities. Temporary
changes in fair value are recognized as unrealized gains or losses excluded from
earnings and reported as a separate component of stockholder's equity, net of
income taxes. Should a decline in an investment be deemed other than temporary,
as was the case with our investment in FIC during the third and fourth quarters
of 2004, ©pretax charges to earnings will be taken in the period in which the
impairment is considered to be other than temporary.

We also 1invested approximately $4,903,000 from surplus cash in low risk
governmental and corporate fixed income securities. These securities are carried
at fair value with unrealized gains and losses, net of taxes, reported in equity
as a component of accumulated other comprehensive income. As above, we would
recognize an impairment charge to earnings in the event a decline in fair value
below the cost Dbasis of one of these investments 1is determined to be
other-than-temporary.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The preparation of our consolidated financial statements requires us to
make estimates and Jjudgments that affect the reported amounts of assets,
liabilities, revenues and expenses. On an on-going basis, we evaluate our
estimates, including those related to impairment of assets; Dbad debts; income
taxes; and contingencies and litigation. We base our estimates on historical
experience and on various other assumptions that we believe to be reasonable
under the circumstances, the results of which form the basis for making
judgments about the carrying values of assets and liabilities that are not
readily apparent from other sources. Actual results may differ from these
estimates under different assumptions or conditions.

We believe the following critical accounting policies and estimates affect
our more significant Jjudgments and estimates used in the preparation of our
consolidated financial statements. We periodically review the carrying value of
our assets to determine if events and circumstances exist indicating that assets
might be impaired. TIf facts and circumstances support this possibility of
impairment, our management will prepare undiscounted and discounted cash flow
projections, which require judgments that are both subjective and complex.
Management may also obtain independent valuations.

Our financial services revenues are composed primarily of commissions on
securities trades. Revenues related to securities transactions are recognized on
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a trade date basis.

Our insurance services revenues are primarily related to management fees
based on the earned premiums of the managed company and include a profit sharing

component, as defined in the management agreement, related to the managed
company's annual earnings. Management fees are recorded, based upon the terms of
the management agreement, in the period the related premiums are earned by the

managed company. The managed company recognizes premiums as earned ratably over
the terms of the related policy. The profit sharing component is recognized when

14

it is reasonably certain the managed company will have an annual profit, and,
typically, has been recognized during the fourth quarter.

When necessary, we record an allowance for doubtful accounts Dbased on
specifically identified amounts that we believe to be wuncollectible. If our
actual collections experience changes, revisions to our allowance may be
required. We have a limited number of customers with individually large amounts
due at any given balance sheet date. Any unanticipated change in one of those
customers' credit could have a material affect on our results of operations in
the period in which such changes or events occur. After all attempts to collect
a receivable have failed, the receivable is written off against the allowance.

When necessary, we record a valuation allowance to reduce our deferred tax
assets to the amount that is more likely than not to be realized. While we have
considered future taxable income and ongoing prudent and feasible tax planning
strategies in assessing the need for the wvaluation allowance, in the event we
were to determine that we would be able to realize our deferred tax assets in
the future in excess of its net recorded amount, an adjustment to the deferred
tax asset would increase income in the period the determination was made.
Likewise, should we determine that we would not be able to realize all or part
of our net deferred tax asset in the future, an adjustment to the deferred tax
asset would be charged to income in the period the determination was made.

In 2002 we accounted for APS Consulting as a variable interest entity under
the guidance of FIN 46 "Consolidation of Variable Interest Entities". We had not
recognized the divestiture of APS Consulting and continued to consolidate the
division as an entity in which we had a variable interest that would absorb the
majority of the entity's operating losses should they have occurred. Effective
November 1, 2003, APS Consulting paid off the negotiated remainder of the note
due us, allowing us to cease accounting for them as a variable interest entity.
Consequently, we have reclassified the 2002 income statement and balance sheets
to reflect the disposition of APS Consulting as a discontinued operation.

We account for our equity and fixed income securities as
available-for-sale. In the event a decline 1in fair wvalue of an investment
occurs, management may be required to determine if the decline in market value
is other than temporary. Management's assessments as to the nature of a decline
in fair value are based on the quoted market prices at the end of a period, the
length of time an investment's fair value has been in decline and our ability
and intent to hold the investment. If the fair value is less than the carrying
value and the decline is determined to be other than temporary, an appropriate
write-down is recorded against earnings.

RESULTS OF OPERATIONS
OVERVIEW AND BUSINESS OUTLOOK

In 2004, we saw substantial improvement in operating income from our
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insurance services segment compared to 2003. While revenues and operating income
were down in our financial services segment in 2004 compared to 2003, its
financial results still proved to be the second best in its history. As we look
forward to 2005, there are both opportunities and impediments to continued
growth.

APS Financial, the broker/dealer division of our financial services
segment, recorded a solid vyear in 2004 but fell short of the record vyear it
enjoyed in both revenues and net profit in 2003. The market for investment grade
fixed income securities was negatively impacted by low treasury rates while a
rich high yield market led to low spreads for non-investment grade securities,
leading to lower demand for both products. Improving upon 2004 will depend upon
a combination of more favorable