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OATH OR AFFIRMATION

I John Lindguist

swear (or affirm) that, to the
best of my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of

APS Financial Corporation

as of

192002, are true and correct. I further swear (or affirm) that neither the company

nor any partner, proprietor, principal officer or director has any proprietary interest in any account classified soley as that of
a customer, except as follows:

December 31,

JAN I )

/<

Signafure

Secretary Treasurer
Title

This report** contains {check all applicable boxes):
& (2) Facing page.
& (b) Statement of Financial Condition.
N/@ (c) Statement of Income (Loss).
N/@. (d) Statement of Changes in Financial Condition.
N/@ (e) Statement of Changes in Stockholders’ Equity or Partners or Sole Propnetor s Capital,
N/® (D Statement of Changes in Liabilities Subordinated to Claims of Creditors.
N /@ (g) Computation of Net Capital
N/® (h) Computation for Determination of Reserve Requirements Pursuant to Rulc 15¢3-3.
N/B® (i) Information Relating to the Possession or control Requirements Under Rule 15¢3-3. .
N/@&. () A Reconciliation, including appropriate explanation, of the Computation of Net Capital Under Rule 15¢3-1 and the
Computation for Determination of the Reserve Reguirements Under Exhibit A of Rule 15¢3-3.

N/B® (k) A Reconciliation between the audited and unaudited Statements of Financial Condition with respect to methods of con-
solidation.

B () An Oath or Affirmation.
N/B (m)A copy of the SIPC Supplemental Report.

N/B (n) A report describing any material madequacm found to exist or found to have existed since the date of the previous audit.
X (o) Independent auditors' report on internal control

*3Lor conditions of confidential treatment of certain portions of this filing, see section 240.17a-5(e)(3).
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BDO Seidman, LLP 333 Clay Street, Suite 4700

Accountants and Consultants Houston, Texas 77002-4180
Telephone: (713) 659-6551
Fax: (713) 659-3238

Independent Auditors’ Report

The Board of Directors

APS Financial Corporation
Austin, Texas:

We have audited the accompanying statement of financial condition of APS Financial
Corporation (the Company) as of December 31, 2002. This financial statement is the
responsibility of the Company's management. Our responsibility is to express an opinion
on this financial statement based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the
United States of America. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statement is free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statement. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides
a reasonable basis for our opinion.

In our opinion, the statement of financial condition referred to above presents fairly, in all
material respects, the financial position of APS Financial Corporation, as of December 31,

2002, in conformity with accounting principles generally accepted in the United States of
America.

/g,éﬁéua\,w, ,Lc(a

February 14, 2003



APS Financial Corporation

(A wholly-owned Subsia
APS Investment Services, In

Statement of Financial Condition

December 31,

2002

Assets
Cash and cash equivalents

$ 2,552,425

Deposit with clearing organization 500,000
Receivables from:

Clearing organization 198,552

Employees 5,653

Parent company and affiliates 3,652

Other 71,287
Prepaid expenses and other assets 211,185
Securities owned, at fair value 63,337
Deferred tax asset, net 48,471
Furniture, equipment and leasehold improvements, net of

accumulated depreciation and amortization of $543,307 49,343

Total assets

$ 3,703,905

Liabilities and Stockholder’s Equity

Securities sold, not yet purchased, at market value $ 69,437
Payables to:
Clearing organization 185
Parent company 604,658
Accrued bonuses 771,479
Accrued expenses and other liabilities 1,023,637
Total liabilities 2,469,396
Commitments and contingencies (Note 5)
Stockholder’s equity:
Total stockholder’s equity 1,234,509

$ 3,703,905

See accompanying summary of significant accounting policies

and notes to financial statement.




Organization and
Nature of Business

Securities Transactions

Securities Owned

APS Financial Corporat
(A wholly-owned Subsic

APS Investment Service:
Summary of Significant Accounting P

APS Financial Corporation (APS Financial or the Company) is a wholly
owned subsidiary of APS Investment Services, Inc. (APS Investment
Services). APS Investment Services is a wholly owned subsidiary of
American Physicians Service Group, Inc. (APSG). APS Financial, a
fully licensed broker/dealer, provides brokerage and investment services
primarily to institutional and high net worth individual clients through
offices in Austin, Texas, Houston, Texas and Redmond, Washington.
The Company also provides portfolio accounting, analysis, research, and
other services incidental to its security business to insurance companies,
banks and mutual funds. The Company is registered with the Securities
and Exchange Commission (SEC) and is a member of the National
Association of Securities Dealers (NASD). The Company is a member
of the Securities Investor Protection Corporation (SIPC), which insures
customers’ deposits up to $500,000, including $100,000 in cash.

Securities transactions and the related commission revenue and expense
are recorded on a trade date basis. Amounts receivable and payable for
securities transactions that have not reached their contractual settlement
date are reported in the statement of financial condition.

APS Financial does not carry or clear customer accounts, and all
customer transactions are executed and cleared with another broker on a
fully disclosed basis. The clearing broker has agreed to maintain such
records of the transactions effected and cleared in the customers’
accounts as are customarily made and kept by a clearing broker pursuant
to the requirements of rules 17a-3 and 17a-4 of the SEC and to perform
all services customarily incident thereto. Under this Agreement, the
Company maintains a $500,000 deposit with the clearing organization.
Accordingly, the Company operates under the exemptive provisions of
SEC Rule 15¢3-3(k)(2)(it).

Long and short positions in securities are reported at fair value. In the
absence of any available market quotation, securities held by APS
Financial are valued at estimated fair value as determined by
management. The difference between cost and market has been included
in gain (loss) from principal securities transactions. These investments
are subject to the risk of failure of the issuer and the risk of changes in
market value based on the ability to trade such securities on the open
market.



Cash and Cash
Equivalents

Furniture, Equipment

and Leasehold
Improvements

Federal Income Taxes

Repurchase and Resale
Agreements

APS Financial Corporation

(A wholly-owned Subsidiary

APS Investment Services
Summary of Significant Accounting Polici

In addition to acting as the placing agent for the private offering of
preferred stock for one of its customers during 1999, APS Financial
Corporation owns 10,000 shares of the customer’s preferred stock.
During the year, APS Financial recorded losses in the amount of $72,054

related to this investment, resulting in the carrying value being reduced
to $0.

Cash and cash equivalents include cash and highly liquid investments
with an original maturity of ninety days or less.

Furniture, equipment and leasehold improvements are stated at cost.
Depreciation and amortization are provided using the straight-line
method over the estimated useful lives or lease terms of the respective
assets, typically ranging from three to seven years.

The Company reviews its fixed assets for impairment whenever events
or changes in circumstances indicate the carrying value of an asset may
not be fully recoverable. The Company has determined that there has
been no impairment of its furniture, equipment and leasehold
improvements in 2002.

APS Financial files a consolidated federal income tax return with APSG.
Based on an informal agreement with APSG, APS Financial is allocated
taxes at a rate of 34% of its pre-tax earnings. Under this agreement, APS
Financial is charged with any tax expense or credited with any benefits
in the year incurred. Accordingly, current federal income tax expense of
$498,600 and deferred federal income tax expense of $7,000 have been
recognized by APS Financial for the year ended December 31, 2002, for
financial reporting purposes. In addition, the related current federal
income tax payable of $498,874 is included as a component of the
payable to parent company as of December 31, 2002.

Repurchase and resale agreements are treated as financing transactions
and are carried at the amounts at which the securities will be
subsequently reacquired or resold as specified in the respective
agreements. There were no repurchase or resale agreements outstanding
at December 31, 2002.



APS Financial Corporati

(A wholly-owned Subsidi:

APS Investment Services, Inc
Summary of Significant Accounting

Management’s The preparation of financial statements in conformity with accounting
Estimates and principles generally accepted in the United States of America requires
Assumptions management to make estimates and assumptions that affect the reported

amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts
of revenues and expenses during the reporting period. Actual results
could differ from those estimates.



2.

Receivables From
and Payables to
Clearing
Organization

Related Party
Transactions

APS Financial Corporati
(A wholly-owned Subsidiary

APS Investment Services, Inc.)
Notes to Financial Statement

Amounts receivable from and payable to clearing organization at
December 31, 2002, consist of the following:

Receivable Payable

Securities failed-to-deliver $ 69,739 § -
Receivable for open transactions 127,762 35
Other 1,051 150
$ 198,552 § 185

The Company’s Agreement with the clearing organization provides the
clearing organization with liens on all the Company’s assets held by the
organization, including but not limited to, securities, deposits, monies
and receivables. The liens secure the Company’s obligations to the
clearing organization.

APS Financial reimburses APSG for its pro rata share of income tax
benefits or expenses. The net balance due to APSG as a result of the
allocation of the Federal income tax payable was $498,874 at
December 31, 2002. As of December 31, 2002, the Company also had
recorded dividends payable in the amount of $80,000 to APSG. In
addition, APSG provides certain management services and operating
support to APS Financial. Charges allocated to the Company for these
services totaled $85,000 in 2002.

APS Financial has made advances to certain employees which have an
outstanding balance of $5,653, at December 31, 2002. These employee
advances bear no interest.

APS Financial advanced funds during 2002 for certain operating
expenses to APS Asset Management, Inc. (another subsidiary of APS
Investment Services), which was formed during 1998. For the year
ended December 31, 2002, amounts advanced to APS Asset
Management, Inc. were $36,876. As of December 31, 2002, $3,652 of
these advances are still outstanding and are reflected as a receivable from
this affiliate in the accompanying statement of financial condition.

During the year ended December 31, 2002, APS Financial recorded an
expense of $72,000 for consulting fees paid to a member of its Board of
Directors.



3.  Net Capital
Requirements

4. Furniture,
Equipment and
Leasehold
Improvements

S.  Commitments and
Contingencies

APS Financial Corporation
(A wholly-owned Subsidiary o

APS Investment Services, Inc.)
Notes to Financial Statements

APS Financial, as a fully registered licensed broker dealer in securities,
is subject to the Securities and Exchange Commission Uniform Net
Capital Rule (Rule 15¢3-1). Under this rule, APS Financial is required
to maintain a minimum “net capital” to satisfy Rule 15¢3-1. At
December 31, 2002, the minimum “net capital” requirement for APS
Financial was $159,985. “Net capital” at December 31, 2002 was
$743,239. The ratio of aggregate indebtedness to net capital was 3.23 to
1 as of December 31, 2002 and was in compliance with applicable
requirements.

Furniture, equipment and leasehold improvements consists of the
following at December 31, 2002:

Useful
Lives
(Years) Amount
Furniture and fixtures 5 8 228,842
Office equipment 3-7 85,778
Computer equipment 3 112,920
Leasehold improvements 5 103,689
Software 5 61,421
Total property and equipment 592,650
Less, accumulated depreciation and
amortization (543,307)
$ 49,343
Leases

APS Financial maintains several noncancelable operating leases,
primarily for office space and equipment rentals. These leases generally
contain renewal options for varying periods. Rental expense for
operating’ leases during 2002 was $491,519. Future minimum lease
payments under the noncancelable operating leases as of December 31,
2002 are:

Year ending December 31,
2003 $ 363,916
2004 175,280
2005 107,793
2006 51,992
Total $ 698,981




6. Off Statement of
Financial Condition
Risk

7. Subordinated
Liabilities

APS Financial Corpor
(A wholly-owned Subsid
APS Investment Service

Notes to Financial Sta

Legal Matters

The Company is involved in various legal actions and other claims
arising in the ordinary course of business. The Company believes it is
unlikely that the final outcome of any claim or litigation to which the
Company is a party will have a material adverse effect on the Company’s
financial position or results of operations; however due to uncertainty of
litigation, there can be no assurance that the resolution of any particular
claim would not have a material adverse effect on the company’s results
of operations.

APS Financial is responsible to its clearing broker for payment of all
transactions executed both on its behalf and on behalf of its customers.
Therefore, APS Financial is exposed to off statement of financial
condition risk in the event a customer cannot fulfill its commitment and
the clearing broker must purchase or sell a financial instrument at
prevailing market prices. APS Financial and its clearing broker seek to
control risk associated with customer transactions through daily
monitoring to assure margin collateral is maintained under regulatory
and internal guidelines.

APS Financial clears all of its transactions through clearing accounts and
is therefore exposed should the clearing broker be unable to fulfill its
obligations for securities transactions.

APS Financial deposits its cash and cash equivalents with high credit
quality institutions. Periodically such balances may exceed applicable
FDIC insurance limits. Management has assessed the financial condition
of these institutions and believes the possibility of credit loss is minimal.

During the year ended December 31, 2002, revenues derived from a
single customer represented 19% of total revenues. If the Company ever
ceased conducting business with this major customer, it could have a
material adverse impact on the operating results of the Company.

APS Financial had no liabilities subordinated to claims of general
creditors during the year ended December 31, 2002 and accordingly, no
statement of changes in liabilities subordinated to claims of general
creditors is presented.
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8.

9.

Profit Sharing Plan

Income Taxes

Notes to Financial Statements

APS Financial maintains a profit sharing plan under section 401(k) of the
Internal Revenue Code. The plan allows all employees who are over
eighteen years old with six months of employment service to defer a
predetermined portion of their compensation for federal income tax
purposes. Contributions by APS Financial are discretionary. A
contribution expense in the amount of $71,099 was incurred by APS
Financial in fiscal 2002. The contribution is included in employee
compensation and related benefits in the accompanying statement of
income.

Deferred income taxes reflect the net tax effects of temporary differences
between the carrying amounts of assets and liabilities for financial
reporting purposes and the amounts used for income tax purposes.
Significant components of the Company’s deferred tax assets as of
December 31, 2002 are as follows:

Amount
Accruals not currently deductible for tax purposes § 23,635
Excess tax basis over financial statement carrying
value of furniture, equipment and leasehold
improvements 24,836
Total deferred tax assets - $ 48,471

Realization of the Company’s deferred tax asset is dependent on future
taxable income. The Company believes that it is more likely than not
such assets will be realized.

The Company’s effective tax rate varied slightly from the U.S. federal

statutory rate of 34% for the year ended December 31, 2002, principally
due to nondeductible expenses incurred during the year.
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Independent Auditors’ Report on
Internal Control Required by
SEC Rule 17a-5

To the Board of Directors of
APS Financial Corporation:

In planning and performing our audit of the financial statements and supplemental schedules of APS
Financial Corporation (the Company), for the year ended December 31, 2002, we considered its internal
“control, including control activities for safeguarding securities, in order to determine our auditing
procedures for the purpose of expressing our opinion on the financial statements and not to provide
assurance on internal control.

Also, as required by rule 17a-5(g)(1) of the Securities and Exchange Commission (SEC), we have made a
study of the practices and procedures followed by the Company including tests of such practices and
procedures that we considered relevant to the objectives stated in rule 17a-5(g) in making the periodic
computations of aggregate indebtedness and net capital under rule 17a-3(a)(11) and for determining
compliance with the exemptive provisions of rule 15¢3-3. Because the Company does not carry securities
accounts for customers or perform custodial functions relating to customer securities, we did not review
the practices and procedures followed by the Company in any of the following:

1. Making quarterly securities examinations, counts, verifications, and comparisons
2. Recordation of differences required by rule 17a-13
3. Complying with the requirements for prompt payment for securities under Section 8 of

Federal Reserve Regulation T of the Board of Governors of the Federal Reserve System

The management of the Company is responsible for establishing and maintaining internal control and the
practices and procedures referred to in the preceding paragraph. In fulfilling this responsibility, estimates
and judgments by management are required to assess the expected benefits and related costs of controls
and of the practices and procedures referred to in the preceding paragraph and to assess whether those
practices and procedures can be expected to achieve the SEC's above-mentioned objectives. Two of the
objectives of internal control and the practices and procedures are to provide management with reasonable
but not absolute assurance that assets for which the Company has responsibility are safeguarded against
loss from unauthorized use or disposition and that transactions are executed in accordance with
management's authorization and recorded properly to permit the preparation of financial statements in
conformity with generally accepted accounting principles. Rule 17a-5(g) lists additional objectives of the
practices and procedures listed in the preceding paragraph.
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Because of inherent limitations in internal control or the practices and procedures referred to above, error
or fraud may occur and not be detected. Also, projection of any evaluation of them to future periods is
subject to the risk that they may become inadequate because of changes in conditions or that the
effectiveness of their design and operation may deteriorate.

Our consideration of internal control would not necessarily disclose all matters in internal control that
might be material weaknesses under standards established by the American Institute of Certified Public
Accountants. A material weakness is a condition in which the design or operation of the specific internal
control components does not reduce to a relatively low level the risk that error or fraud in amounts that
would be material in relation to the financial statements being audited may occur and not be detected
within a timely period by employees in the normal course of performing their assigned functions.
However, we noted no matters involving internal control, including control activities for safeguarding
securities, that we consider to be material weaknesses as defined above.

We understand that practices and procedures that accomplish the objectives referred to in the second
paragraph of this report are considered by the SEC to be adequate for its purposes in accordance with the
Securities Exchange Act of 1934 and related regulations, and that practices and procedures that do not
accomplish such objectives in all material respects indicate a material inadequacy for such purposes.
Based on this understanding and on our study, we believe that the Company's practices and procedures
were adequate at December 31, 2002, to meet the SEC's objectives.

This report is intended solely for the information and use of the Board of Directors, management, the
SEC, and other regulatory agencies that rely on rule 17a-5(g) under the Securities Exchange Act of 1934
in their regulation of registered brokers and dealers, and is not mtended to be and should not be used by
anyone other than these specified parties. :

@&@W,LC‘?

Houston, Texas
February 14, 2003
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