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Store
Locations
by State

Alabama

Albertville
Anniston
Decatur
Dothan
Eastern Shore
Enterprise
Florence
Forestdale
Gadsen
Homewood
Huntsville
Irondale
Jasper
Midfield
Mobile
Montgomery
Opelika
Pelham
Phenix City
Prattville
Selma
Sylacauga
Tuscaloosa

Georgia
Acworth
Albany
Athens
Augusta
Austell
Bainbridge
Brunswick
Buford/
Sugar Hil]
alhoun
Carrollton

Cartersville
Cedartown
Cheshire Bridge
Cobb

Columbuys
Covington
Cumming
Dalton
Douglas
Dougiasville
Dublin
Duluth

East Point
Fayettville
Forest Park

Fe. Ogelthorpe
Gainesville
Griffin
Hinesville
Kennesaw
Kingsland
LaGrange
Macon/Mercer
Macon/Riverside
Martinez
McDonough
Milledgeville
Moultrie
Newnan
Northridge
Perry
Powdersprings
Rome
Savannah
South DeKalb
Statesboro
Stone Mountajn

Thomasville

Tifton

Valdosta

Vidalia

Warner Robins

Waycross

Wesley Chapel -
Snapfinger

Winder

Indiana
Elkhart

Evansville

N. Ft. Wayne
N. Indianapolis
S. Ft. Wayne
South Bend

Missouri

Arnold

Cape Girardeay

Crestwood

Independence

Mid-County

N. Springfield

North County

Springfield -
Campbel]

St. Joseph

St. Charles/
St. Peters
Washington

Mississippi
Columbus
Hattiesburg
Meridian

N. Jackson
S. Jackson
Tupelo

Ohia
Arlington
Barberton/Norton
Brooklyn
Canton
Cincinnati
Cincinnatj -
Seven Hills
Cuyahoga Falls/

Tallmadge
Euclid

Grove City
Kent
Lakewood -
Edgecliff
Mansfield
Maple Heights
Middletown
N. Dayton
New Philadelphia
N. Toledo
Northwood
Parma
S. Dayton
S. Toledo -
Springfield
Warren
West Columbus
White Ha]]
Wooster
Youngstown -
Boardman
Plaza

Number of Stores by State

Tennessee

Alcoa
Chapman Hwy.
Chattanooga
Cleveland
Cookeville
Dickson
Dyersburg
Harding Place
Jackson
Johnson City
Kingsport
Knoxville -
Broadway
Knoxville -
Kingston Pike
Mourfreesboro
Nashville
Rivergate
Tullahoma
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TO OUR STOCKHOLDERS:

Welcome to First Acceptance Corporation. As a result
of the acquisition of USAuto Holdings, Inc. by Liberté
Investors, Inc. on April 30, 2004, we now have a new
name and operating business. I am extremely gratified
to serve as FAC’s President and Chief Executive
Officer and to report on your new company!

Inside the enclosed 10K you will find a vast amount
of information about FAC’s operation as a fully
integrated provider of non-standard personal
automobile insurance. And while FAC’s actual results
only reflect two months of insurance operations, pro
forma information is presented for the last two fiscal
years to give you a better idea of the scope and results
of these operations.

USAuto is a company my brother and I co-founded
in 1995, and we are both excited to now be leading
a publicly-traded company. We look forward to
working under the guidance of our Chairman,
Gerald J. Ford. Our thanks also are extended to
Donald J. Edwards, Liberté’s former President and
Chief Executive Officer. Don was instrumental in
creating an environment for a successful acquisition.
We are pleased that he will continue as a Director
and senior advisor to FAC.

]

Changes in the Board

Subsequent to the end of fiscal 2004, FAC further
broadened the depth of our Board of Directors.
Three new members were recently elected to the
board, bringing the number of directors to nine (five
independent directors, and four internal directors).
Named as new directors on August 9, 2004 were:

Rhodes R. Bobbitt, a retired Managing Director of
Credit Suisse First Boston / Donaldson, Lufkin &
Jenrette. Prior to assuming this post, he was Vice
President of Security Sales in the Dallas office of

Goldman Sachs & Co.

The Honorable Lyndon L. Olson, Jr., formerly the
United States Ambassador to Sweden. He previously
served as chairman of the Texas State Board of
Insurance and president of the National Association
of Insurance Commissioners. He is presently a senior
advisor to Citigroup Inc. Mr. Olson has also served
with Citigroup as president and CEO of Travelers
Insurance Holdings and the Associated Madison
Companies. Before joining Citigroup, he had been
president of the National Group Corporation and
CEO of its National Group Insurance Company.

= William A. Shipp, Jr., a C.P.A., principal of W.A.

Shipp, Jr. & Co., a financial advisory firm, and
treasurer of the Jack C. Massey Foundation. He has
more than 29 years of experience in various financial
and investment capacities. Mr. Shipp previously
served as vice president of Massey Investment
Company. Prior to that, he was with Ernst & Young
in various audit and tax capacities.

Changes in Our Business

From our previous business operations as Liberté
Investors, we still own six tracts of foreclosed real
estate in San Antonio, Texas. We will continue to
actively market the remaining properties, seeking
the best economic return for the company. For the
foreseeable future, we do not anticipate making any
new investments in real estate,

7

L

r

- N

N



First Acceptance Corporation Annual Report 2004

In our newly-acquired insurance operations, we
operate 146 retail locations (as of September 1,
2004) in small leased offices, staffed by licensed
employee-agents. Our employee-agents exclusively
sell insurance products either underwritten by us
or serviced by us. We currently write non-standard
personal automobile insurance in seven states:
Georgia, Tennessee, Alabama, Mississippi, Ohio,
Missouri and Indiana. We are also licensed as an
insurer in 16 additional states.

Key Competitive Advantages of First
Acceptance’s Insurance Operations

We believe we have four key advantages in the non-
standard automobile insurance industry, developed
from USAuto’s experience since 1995:

o Integrated System ~ We have a single system that

handles all quotations, policy issuance, rating,
underwriting, and claims activity. One point of data
entry. This means we have all the same data for all
service functions, and we think we can serve our
customers more quickly and efficiently than others.

= Extensive Sales Network — We employ licensed

employee-agents who sell only our products,

and who are carefully trained in our systems and
processes. This means that our customers deal face-
to-face with knowledgeable and efficient employees.
Our clients don’t have to go through other non-
company retail agents who are inexperienced or

lack knowledge about our products and services. We
train our employee-agents and service staff to offera
friendly, helpful customer experience from stores that
are conveniently located, and are open at times that
are convenient for our clients.

© Favorable Customer Payment Plans - Our clients

want low down-payment plans and level monthly
payments. We listen to our clients, and we typically
find that our plans offer the lowest down-payment of
most non-standard auto insurance companies.

1 Strong Marketing - We support our local offices and

generate brand name recognition by extensively using
TV ads and prominent local Yellow Page® listings.

Changes in the Insurance Operations

As you will read in the 10-K and the press release for
the year ended June 30, 2004, we carefully reviewed
the quota share reinsurance arrangement we have
had in place until this last September 1, 2004. Quota
share reinsurance is a financial arrangement that
helps companies with limited capital bases write
more insurance by sharing with the reinsurer the
premiums and losses. The reinsurer then pays a
commission to the insurance company for providing
the marketing work to bring them those premiums.

Until September 2004, we had a 50% quota share
arrangement, in which we would send (or “cede”)
50% of the premiums and losses to the reinsurance
company. When we looked back over the year ended
June 30, 2004 we determined that we ceded $44.4
million in premiums to the reinsurer. Because we
now have additional capital and surplus as a result
of the acquisition of USAuto by Liberté, we believe
it was in the best interest of the Company to non-
renew our quota share reinsurance arrangement

on the September 1, 2004 renewal date. So going
forward, we will retain all the risk as well as the
return from the business we write.

Second, you should know that we are aggressively
expanding the number of retail stores we operate. For
example, during the year ended June 30, 2003, we
opened 17 stores. During the year just ended June 30,
2004, we opened 30 new stores, which is equal to the
store expansion of the previous two years. And, during



- the quarter that just ended June 30, 2004, we added a
total of 13 new stores in four states. Since June 30,
2004, we have added another seven stores, bringing
the tally to 146 stores as of September 1, 2004. We
plan to continue to grow our store base in 2005.

Highlights from the Past Year

Key points from fiscal 2004 include:

Successful completion on April 30, 2004 of the
acquisition of USAuto Holdings, Inc. for $76 million
in cash that was raised in part by a rights offering to
existing shareholders and the issuance of 13,250,000
shares to investors of USAuto Holdings.

From the date of acquisition to June 30, 2004 (two
months), the insurance operations produced revenues
of $18.2 million and income before tax of $3.3
million, reporting a combined ratio of 74.8% (after
adjusting expenses for ceding commissions from
reinsurers and fee income) that included a loss ratio
of 61.1% over the same period.

> On a pro forma basis (for the year ended June 30,
2004, assuming that the acquisition of USAuto
Holdings Inc. took place on July 1, 2002) total
revenues were $100.3 million, compared to $80.4
million for the 2003 fiscal year. On a pro forma basis,
net income after tax increased 27%, from $9.1 million
in fiscal 2003 to $11.6 million in fiscal 2004, and on
a fully diluted basis, net income per share increased
from $0.19 in fiscal 2003 to $0.24 in fiscal 2004.

Strategy for the Future:
Ensure Underwriting Discipline;
Expand Preduction Capabilities

For the near-term, we expect the non-standard auto
insurance business to be characterized by continued
competition, while rates and premiums probably
will stabilize. This means that the companies that
will succeed will be those that ensure discipline in
underwriting and claims processes, while expanding
their production capabilities to meet the needs of
their customers.

As [ said before, we will aggressively open new
offices and we will be seeking approval to operate in
new states. For example, we have recently received
licensing approval from Illinois and Florida, and we
will be filing rates and forms with the state insurance
departments to begin operations there.

And, we have been and will continue to be actively /
seeking acquisition candidates in our business that
make sense with our integrated business model.

On behalf of your Board of Directors, I sincerely
appreciate your continued support. If you have any
questions, kindly give me a call or e-mail. T look
forward to working with you and reporting to you
again in this new fiscal year.

Sincerely,

%&M

Steve Harrison
President and Chief Executive Officer

October 4, 2004
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Board of Directors
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Chairman of the Board
Private investor

Stephen J. Harrison
President and Chief Executive Officer
Furst Acceptance Corporation

Thomas M. Harrison
Executive Vice President
First Acceptance Corporation

Gene H. Bishop
Former Chairman and Chief Executive Officer
Life Partners Group, Inc.
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UNITED STATES SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549
FORM 10-K
(Mark One)
x] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF
THE SECURITIES EXCHANGE ACT OF 1934
For the Fiscal Year Ended June 30, 2004
OR
[1 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF
THE SECURITIES EXCHANGE ACT OF 1934
For the transition period from to
Commission file number 1-6802
FIRST ACCEPTANCE CORPORATION
(Exact nante of registrant as specified in its charter)
Delaware 75-1328153
(State or Other Jurisdiction of (I.R.S. Employer Identification No.)
Incorporation or Organization)
3813 Green Hills Village Drive, Nashville, Tennessee 37215
(Address of Principal Executive Offices) (Zip Code)

(615) 844-2800
(Registrant’s telephone number, including area code)

Securities registered pursuant to Section 12(b) of the Act:

Title of Each Class Name of exchange on which registered
Common Stock, $.01 par value per share New York Stock Exchange

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or
15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the
registrant was required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.
Yes No O

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not
contained herein, and will not be contained, to the best of registrant’s knowledge, in definitive proxy or information
statements incorporated by reference in Part III of this Form 10-K or any amendment to this Form 10-K. O

Indicate by check mark whether the registrant is an accelerated filer (as defined in Exchange Act Rule 12b-
2). Yes O No

The aggregate market value of the voting stock held by non-affiliates of the registrant, based on the closing
price of these shares on the New York Stock Exchange on December 31, 2003 was $66,469,241. For the purposes
of this disclosure only, the registrant has assumed that its directors, executive officers and beneficial owners of 5%
or more of the registrant’s common stock are the affiliates of the registrant.

As of September 22, 2004, there were 46,681,438 shares of the registrant’s common stock outstanding.

DOCUMENTS INCORPORATED BY REFERENCE

All of the information called for by Part 111 of this report is incorporated by reference to the Proxy
Statement for our 2004 Annual Meeting of Shareholders, which will be held on October 28, 2004.
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FIRST ACCEPTANCE CORPORATION

PART 1

Item 1. Business

General

First Acceptance Corporation (the “Company,” “we” or “us”) is a retailer, servicer and underwriter of non-
standard personal automobile insurance based in Nashville, Tennessee. We currently write non-standard personal
automobile insurance in seven states: Georgia, Tennessee, Alabama, Mississippi, Ohio, Missouri and Indiana. We
are licensed as an insurer in 16 additional states. Non-standard personal automobile insurance is made available to
individuals who are categorized as “non-standard” because of their inability or unwillingness to obtain standard
insurance coverage due to various factors, including payment history, payment preference, failure in the past to
maintain continuous insurance coverage, driving record and/or vehicle type, and in most instances who are required
by law to buy a minimum amount of automobile insurance. As of September 1, 2004, we own and operate 146 retail

locations, staffed by employee-agents. Qur employee-agents exclusively sell insurance products either underwritten
or serviced by us.

Acquisition of USAuto

Our company was formed in April 1996 to effect the reorganization of our predecessor, Liberté Investors,
Inc., a Massachusetts business trust (the “Trust”). Since August 1996, we have actively pursued opportunities to
acquire one or more operating companies in order to increase value to our stockholders and provide us with a new
focus and direction. On April 30, 2004, we acquired USAuto Holdings, Inc. (“USAuto”), a retailer, servicer and
underwriter of non-standard personal automobile insurance, which was formed in October 1995. Prior to the
acquisition of USAuto, we owned foreclosed real estate for sale in the form of undeveloped land (classified as non-
earning). We still own land with a book value of $1.1 million totaling approximately 310 acres in San Antonio,
Texas. We intend to continue to hold this land for sale.

We acquired USAuto for consideration consisting of $76.0 million in cash, 13,250,000 shares of our
common stock, and up to an additional 750,000 shares of our common stock that may be issued at a later date if
certain financial targets are achieved. We raised $50.2 million in gross proceeds from the cash portion of the
consideration for the acquisition by selling 12,559,552 shares of our common stock to our stockholders at $4.00 per
share in a rights offering. In connection with the completion of the acquisition of USAuto, we changed our name
from Liberté Investors, Inc. to First Acceptance Corporation and moved our principal executive offices from Dallas,
Texas to Nashville, Tennessee. Following completion of the USAuto acquisition, Stephen J. Harrison, the president
and chief executive officer of USAuto, became the president and chief executive officer of the company.

Our Business Strategy

USAuto has achieved growth as a provider of non-standard personal automobile insurance by adhering to a
focused business model and disciplined execution of an efficient operating strategy. Our business model for our
insurance operations includes the following core strategies:

o Integrated System. In order to meet the preference of our customers for convenient, personal service, we
have integrated the retail distribution, underwriting and service functions of personal automobile insurance
into one system. By doing so, we are able to provide prompt and personal service to meet effectively the
insurance needs of our customers while capturing revenue that would otherwise be shared with several
participants under a traditional, non-integrated insurance business model. Our integrated model is
supported by both a point of sale agency and back office control systems.

o Extensive Office Network. We emphasize the use of employee-agents as the cornerstone of our customer
relationship. We have based our business strategy partially on the belief that our customers value face-to-
face contact, speed of service and convenient locations. Consequently, we train our employee-agents to




cultivate client relationships and utilize real-time service and information enabled by access to our intranet
system. We own and operate 146 retail sales offices staffed with our employee-agents and strategically
located in geographic markets to reach and service our customers.

e  Favorable Customer Payment Plans. We enable customers to initiate insurance coverage with a modest
down payment that is equal to one month’s premium payment. We have designed our product based on this
modest initial payment and believe that this favorable payment plan is a major factor in our success in
meeting a market demand for low monthly insurance payments.

e Strong Sales and Marketing. We build brand recognition and generate valuable sales leads through
extensive use of television advertising, Yellow Pages® and a broad network of neighborhood sales offices.

e Efficient Technology Systems. Our information technology employees have developed technology
systems that enable timely and efficient communication and data sharing among the various segments of
our integrated operations. All of our neighborhood sales office computers transmit information directly to
our central processing computer where policy information, customer profiles, risk assessment and
underwriting criteria are entered into our database.

Our Business Model

We believe that USAuto’s success is largely due to its ability to identify and satisfy the needs of its target
customers and to eliminate many of the inefficiencies associated with a traditional automobile insurance model. Qur
senior executives have developed the business model by drawing on significant experience in the auto insurance
industry. We are a vertically integrated business that acts as the agency, servicer and underwriter of non-standard
personal automobile insurance. We own two insurance company subsidiaries: USAuto Insurance Company, Inc.
and Village Auto Insurance Company, Inc. Our 146 company-owned and -operated retail locations in seven states
are staffed by employee-agents who are connected to our intranet and exclusively sell insurance products either
underwritten or serviced by us.

Our vertical integration, combined with our conveniently located retail locations, enables us to control the
point of sale and to retain significant revenue that would otherwise be lost in a traditional, non-integrated insurance
business model. We generate additional revenue by fully servicing our book of business, which often allows us to
collect policy, billing and other fees. '

Our strategy is to offer customers automobile insurance with low down payments in each individual
marketplace, competitive equal monthly payments, convenient locations and a high level of personal contact. This
strategy makes it easier for our customers to obtain automobile insurance, which in many instances is legally
mandated. In addition, we accept customers for our insurance who have previously terminated coverage provided by
us without imposing any additional or onerous requirements on such customers. Our estimated policy renewal rate is
approximately 30%, which is lower than the average renewal rate of standard personal automobile insurance
providers. We are able to calculate and accept a low down payment because all business is processed immediately
through on-line access to our systems. Our model and systems processing allows us to write efficiently and, when
necessary, cancel insurance while minimizing potential for credit loss and adhering to regulatory cancellation notice
requirements.

In addition to a low down payment and competitive monthly rates, we offer customers valuable face-to-
face contact and speed of service. Many of our customers prefer not to conduct business via the internet or over the
telephone. Approximately 85% of our customers choose to make their payments at our offices. For these consumers,
our employee-agents are not only the face of our company, but also the preferred interface for buying insurance.

Our ability to process business quickly and accurately gives us an advantage over more traditional
insurance companies that produce business using independent agents. Qur policies are issued at the point of sale,
and applications are processed within two business days, as opposed to the two or more weeks that is often typical in
the auto insurance industry. The traditional automobile insurance model typically involves interaction and
paperwork exchange between the insurance company, independent agent and premium finance provider. This
complicated interaction presents numerous opportunities for miscommunication, delays or lost information.




Accordingly, we believe that our competitors who rely on the traditional model based upon independent agents
cannot match our degree of efficiency in serving our targeted customer base.

Another distinct advantage of our model over the traditional independent agency approach is the fact that
our employee-agents offer a single non-standard insurance product as opposed to many products from many
insurance companies. The typical independent agent selling non-standard personal automobile insurance generally
has multiple non-standard insurance companies and premium finance sources from which to quote based on agent
commission, price and other factors. This means that the insurance companies using the independent agent model
must compete to provide the most attractive agent commissions and absolute lowest prices to encourage the
independent agent to sell their product. Our employee-agents, on the other hand, sell our products exclusively.
Therefore, we do not have to compete for the attention of those distributing our product on the basis of agent
commissions, price or other factors.

Personal Automobile Insurance Market

Personal automobile insurance is the largest line of property and casualty insurance in the United States.
According to A.M. Best, as of December 31, 2003, the size of the non-standard automobile market segment in the
United States was approximately $34 billion, representing approximately 22% of the total personal automobile
insurance market. According to the Federal Highway Administration, using the latest available statistics as of the
end of 2001, the total number of registered motor vehicles was approximately 235.3 million. Personal automobile
insurance provides drivers with coverage for liability to others for bodily injury and property damage and for
physical damage to the driver’s vehicle from collision and other perils. All but two states require drivers to buy a
minimum amount of bodily injury and property damage insurance.

Within the personal automobile insurance market, drivers can choose from various insurance products
distinguished by such factors as the amount of coverage offered and the method of payment. The cost and
availability of each product depend on the insurance risk profile of the driver, taking into account such factors as the
driver’s driving history, age, gender, location and type of vehicle.

The market for personal automobile insurance is generally divided into three product segments: non-
standard, standard and preferred insurance. Non-standard personal automobile insurance is designed to be attractive
to drivers who prefer to purchase only the minimum amount of coverage required by law or to minimize the amount
of required payment each payment period. The main customers in the non-standard personal automobile insurance
segment are drivers who are unable or do not wish to secure insurance with standard insurance companies, due to
costs, convenience or risk profile.

Our Products

Qur core business involves issuing automobile insurance policies to individuals who are categorized as
“non-standard,” based primarily on their inability or unwillingness to obtain coverage from standard carriers due to
various factors, including their need for monthly payment plans, failure to maintain continuous insurance coverage
or driving record. We believe that a majority of our customers seeks non-standard insurance due to their failure to
maintain continuous coverage or their need for affordable monthly payments, rather than for poor driving records.

The minimum automobile insurance limits per individual, per accident for bodily injury and per accident
for property damage are $25,000, $50,000 and $25,000 in Georgia; $20,000, $40,000 and $10,000 in Alabama; and
$25,000, $50,000 and $10,000 in Tennessee. Comprehensive and collision policies are underwritten for the actual
cash value of the insured’s automobile less a deductible.

The average six-month premium on our policies currently in force is $744. We allow customers to pay for
their insurance with an initial down payment and five equal mdnthly installments, which typically include a billing
fee and a policy fee. We believe that our target customers greatly prefer lower down payments and level monthly
payments over the payment options traditionally offered by other non-standard providers. Because our proprietary
technology enables us to contro] all aspects of servicing our insurance policies, we can generally cancel the policy of
a customer who neglects to make a payment, while remaining within the regulatory cancellation guidelines.




A single “Product Template” serves as a basis for our rates, rules and forms. Product uniformity greatly
simplifies our business in providing speed to market when entering a new state, modifying an existing program or
introducing a new one. In addition, our underwriters and claims adjusters only need to be trained in one basic set of
underwriting guidelines and one basic auto policy, respectively, and programming and systems maintenance is
simplified.

In addition to non-standard personal automobile insurance, we also offer our customers optional products
and policies which provide ancillary reimbursements and benefits in the event of an automobile accident. Those
products and policies generally provide reimbursements for medical expenses and hospital rooms as a result of
injuries sustained in an automobile accident, automobile towing and rental reimbursement, reimbursement of bail
bond premiums and ambulance services.

QOur Growth Strategy

USAuto has experienced significant growth since its inception in 1995 in both total revenues and net
income. We intend to continue such growth primarily through two strategies:

o Increase the Number of Customers in Existing Geographic Markets. We will work to continue to
increase the number of customers through expanded advertising campaigns and the opening of new retail
sales offices in those states where we currently do business.

e  Expand into New Geographic Markets. We currently operate in seven states and are licensed as an insurer
in an additional 16 states. We may also expand into those states where we currently have no presence
through the opening of sales offices and through selective acquisitions of local agencies who write non-
standard automobile insurance for other insurance companies.

Competition

The non-standard personal automobile insurance business is highly competitive. Based upon data compiled
from A.M. Best, we believe that, as of December 31, 2003, ten insurance groups accounted for about 70% of the
approximately $34 billion non-standard personal automobile insurance market segment. We are not a member of
these groups. We believe that our primary insurance company competition comes not only from national companies
or their subsidiaries but also from non-standard insurers and independent agents that operate in a specific region or
state. We compete against independent agencies that market insurance on behalf of a number of insurers by selling
insurance policies through their own neighborhood sales offices staffed by their own employee-agents. We compete
with these other insurers on factors such as initial down payment, availability of monthly payment plans, price,
customer service and claims service. Allstate Insurance Company, Progressive Corporation and Direct General
Corporation are all significant providers of non-standard personal automobile insurance in Alabama (excepting
- Direct General Corporation), Georgia and Tennessee and constitute our largest competitors.

Marketing and Distribution

Our marketing strategy is based on promoting brand recognition of our product and encouraging
prospective customers to visit one of our 146 retail locations. Our advertising strategy combines low-cost television
advertising with local print media advertising, such as the Yellow Pages®.

Our product is distributed through our retail sales office. We believe that the local office concept is very
attractive to most of our customers, as they desire face-to-face assistance that they cannot receive via the internet or
over the telephone. Accordingly, all advertisements promote local phone numbers that are answered at either the
local retail office or at our Nashville customer service center. Quotes are provided over the telephone highlighting
the low down payment and monthly payments, and prospective customers are directed to the nearest local retail
office to complete an application. The entire sales process can be completed at the local retail office where the down
payment is collected and a policy issued. Future payments can be made either at the local office or mailed to our
Nashville customer service center.



Approximately 92% of our revenue is derived from retail locations owned and operated by us. However, in
select geographic areas in Tennessee, business is produced for us by four independently-owned insurance agencies.
Although these agencies operate under their own name and transact other insurance business, they are contracted to
write all of their non-standard automobile business through us and in return are given access to our intranet and
systems so that they function much like our own retail locations.

Underwriting and Pricing

Our underwriting and rating systems are fully automated, including on-line driving records, where
available. We believe that our automated underwriting and pricing controls provide a significant competitive
advantage to us because these controls give us the ability to capture relevant pricing information, improve
efficiencies, increase the accuracy and consistency of underwriting decisions and reduce training costs. Our controls
can be changed easily on a state-by-state basis to reflect new rates and underwriting guidelines necessary to compete
effectively in our markets.

We set premium rates based on the specific type of vehicle, garage location and the driver’s age, gender,
marital status, driving experience and location. We seek to remain competitive and to maintain adequate rates to
attract responsible drivers in the non-standard market. We review loss trends in every state to identify changes in the
frequency and severity of accidents and to assess the adequacy of our rates and underwriting standards. We are
committed to maintaining discipline in our pricing by adjusting rates, as necessary and permitted by applicable
regulatory authorities, in order to maintain or improve underwriting profit margins in each market.

Claims Handling

Non-standard personal automobile insurance customers generally have a higher frequency of claims than
preferred and standard insurance customers. We believe that one of the keys to our success is our focus on
controlling the claims process and costs, thereby limiting losses. By managing the entire claims process in house, we
can quickly assess claims, identify loss trends early and manage against fraud. We also can capture information that
is useful in establishing loss reserves and determining premium rates. We believe that our claims process is designed
to promote expedient, fair and consistent claims handling, while controlling loss adjustment expenses.

As of September 1, 2004, our claims operation had a staff of 121 employees, including adjusters,
appraisers, re-inspectors, special investigators and claims administrative personnel. We conduct our claims
operations out of our Nashville office. Our employees handle all claims from the initial report of the claim until the
final settlement. We believe that our employment of salaried claims personnel, including appraisers and adjusters,
and our control of the entire claims process result in improved customer service, lower loss payments and lower loss
adjustment expenses. In territories where we do not believe a staff appraiser would be cost-effective, we utilize the
services of independent appraisers 1o inspect physical damage to automobiles. The work of independent appraisers is
supervised by regional staff appraisal managers.

While we are strongly committed to settling promptly and fairly the meritorious claims of our customers
and claimants, we are equally committed to defending against non-meritorious claims. Litigated claims and lawsuits
are primarily managed by one of our specially trained litigation adjusters. Suspicious claims are referred to a special
investigation unit.

When a dispute arises, we seek to minimize our claims litigation defense costs by attempting to negotiate
flat-fee representation with outside counsel specializing in automobile insurance claim defense. We believe that our
efforts to obtain high quality claims defense litigation services at a fixed or carefully controlled cost have helped us
control claims losses and expenses.

Loss and Loss Adjustment Expense Reserves

Automobile accidents generally result in insurance companies paying amounts to individuals or companies
to compensate for physical damage to an automobile or other property and/or an injury to a person. Months and
sometimes years may elapse between the occurrence of an accident, report of the accident to the insurer and
payment of the claim. Insurers record a liability for estimates of losses that will be paid for accidents reported to it,




which are referred to herein as case reserves. In addition, because accidents are not always reported promptly upon
the occurrence, insurers estimate their incurred but not reported, or “IBNR,” reserves.

We are directly liable for loss and loss adjustment expenses under the terms of the insurance policies
underwritten by our insurance company subsidiaries. Each of our insurance company subsidiaries establishes a
reserve for all unpaid losses, including case and IBNR reserves and estimates for the cost to settle the claims. We
rely primarily on historical loss experience in determining reserve levels on the assumption that historical loss
experience provides a good indication of future loss experience. We also give consideration to various factors, such
as inflation, historical claims, settlement patterns, legislative activity and litigation trends. We continually monitor
these estimates and, if necessary, increase or decrease the level of our reserves as experience develops or new
information becomes known.

We believe that the liabilities that we have recorded for unpaid losses and loss adjustment expenses are
adequate to cover the final net cost of losses and loss adjustment expenses incurred to date. We periodically review
our methods of establishing case and IBNR reserves and update, if necessary, our estimates. Our actuarial staff
performs quarterly comprehensive reviews of reserves and loss trends.

Since our actual financial results for the year ended June 30, 2004 only reflect two months of insurance
operations, the disclosures regarding loss and loss adjustment expense development have not been presented.
However, we believe that for the two months ended June 30, 2004, there was no change in our estimate of unpaid
loss and loss adjustment expense reserves for losses and loss adjustment expenses incurred prior to the April 30,
2004 acquisition date of USAuto. A reconciliation of our reserve for unpaid loss and loss adjustment expenses is
presented in note 10 to the consolidated financial statements.

Reinsurance

Reinsurance refers to an arrangement in which a company called a reinsurer agrees in a contract, often
referred to as a treaty, to assume specified risks written by an insurance company, known as a ceding company, by
paying the insurance company all or a portion of the insurance company’s losses arising under specified classes of
insurance policies. Insurance companies like us can use reinsurance to reduce their exposures, to increase their
underwriting capacity and to manage their capital more efficiently. Historically, USAuto has relied on quota share
reinsurance to maintain its exposure to loss at or below a level that is within the capacity of its capital resources to
handle. In quota share reinsurance, the reinsurer agrees to assume a specified percentage of the ceding company’s
losses arising out of a defined class of business (for example, 50% of all losses arising from non-standard personal
automobile insurance written in a particular state in a particular year) in exchange for a corresponding percentage of
premium, less a ceding commission as compensation for underwriting costs incurred by the ceding company.

Historically, USAuto has ceded a portion of its non-standard personal automobile insurance premiums and
losses to unaffiliated reinsurers in accordance with these contracts. As of June 30, 2004, we had in place a quota
share treaty whereby we ceded approximately 50% of the premiums written by the insurance company subsidiaries.
In addition, we maintained excess-of-loss reinsurance coverage that provides coverage for certain catastrophic
events. However, as a result of available liquidity to increase the statutory capital and surplus of the insurance
company subsidiaries, effective September 1, 2004, we have non-renewed the quota-share reinsurance treaty.

Our insurance company subsidiaries are not licensed in the state of Alabama. Therefore, through quota-
share reinsurance, we currently assume 50% of the premiums our managing general agency subsidiary writes there
on behalf of two other insurance companies. This arrangement will continue until such time as we obtain an
Alabama license for one of our insurance company subsidiaries.

On June 30, 2004, our reinsurance recoverables totaled $12.3 million, which consisted entirely of unpaid
losses.

Technology

The effectiveness of our business model depends in part on the effectiveness of our internally-developed
technology system that supports our operations. Our technology systems enable timely and efficient communication




and data-sharing among the various segments of our integrated operations, including our neighborhood sales offices,
insurance underwriters and claims processors. We believe that this sharing capability provides us with a competitive
advantage over many of our competitors, who must communicate with unaffiliated premium finance companies and
with a large number of independent agents, many of whom use different record keeping and computer systems that
may not be fully compatible with the insurance company’s systems.

Sales Office Automation. We have emphasized standardization and integration of the technology systems
among our subsidiaries to facilitate the automated capture of information at the earliest point in the sales cycle. All
of our neighborhood sales office computers transmit information directly to our central processing computer where
policy information is added to our systems with little additional handling. Our sales offices also have immediate on-
line access to current information on policies by a common computer interface or through a distributed database
downloaded from our central processing computer.

We have taken steps to enhance the current sales office system and back office integration. Systems
currently in place include features enabling neighborhood sales offices to process new business, renewals and
endorsements and issue policies, declaration pages and identification cards.

Payment Processing. Most of our customers visit our sales offices at least monthly to make a payment on
their policies. System generated receipts are required for all payments collected in our sales offices. Our sales offices
generate balancing reports at the end of each day, prepare bank deposit documents and transmit electronically all
payment records to our Nashville office. Typically, payments are automatically applied to the applicable policies
during the night following their collection in our sales offices. This results in fewer notices of intent to cancel being
generated and fewer policies being cancelled that must be reinstated if a customer’s late payment is processed after
cancellation. We believe that our payment processing methods reduce mailing costs and limit premature policy
cancellations.

Ratings
A.M. Best, which rates insurance companies based on factors of concern to policyholders, has rated our
property and casualty insurance company subsidiaries NR-2 (Insufficient Size or Operating Experience). This rating
is assigned to companies that do not meet A.M. Best’s minimum size and/or operating experience requirements.
Although USAuto has operated as an insurance company since 1995 and exceeds the minimum requirement for
policyholders’ surplus, we believe that we have received the NR-2 rating as a result of the rapid growth within our
insurance company subsidiaries, which has likely resulted in insufficient operating experience for A.M. Best to
adequately evaluate our financial performance.
On August 13, 2004, our financial management met with A.M. Best to discuss obtaining a rating this year.
It is likely that during or shortly after October, 2004, our insurance company subsidiaries will receive a rating from
A M. Best.
Regulatory Environment
Insurance Regulation Generally. We and our insurance company subsidiaries are regulated by
governmental agencies in the states in which we conduct business and by various federal statutes and regulations.
These state regulations vary by jurisdiction but, among other matters, usually involve:
e regulating premium rates and forms;
e  setting minimum solvency standards;
e  setting capital and surplus requirements;

e licensing companies, agents and, in some states, adjusters;

e setting requirements for and limiting the types and amounts of investments;




s establishing requirements for the filing of annual statements and other financial reports;
e  conducting periodic statutory examinations of the affairs of insurance companies;

e requiring prior approval of changes in control and of certain transactions with affiliates;
e limiting the amount of dividends that may be paid without prior regulatory approval; and
e setting standards for advertising and other market conduct activities.

Required Licensing. We and our subsidiaries operate under licenses issued by various state insurance
authorities. Such licenses may be of perpetual duration or renewable periodically, provided we continue to meet
applicable regulatory requirements. The licenses govern, among other things, the types of insurance coverages,
agency and claims services and motor club products that may be offered in the licensing state. Such licenses are
typically issued only after the filing of an appropriate application and the satisfaction of prescribed criteria. All
licenses that are material to our business are in good standing. Currently, we hold property and liability insurance
licenses in the following 22 states: Arizona, Arkansas, Colorado, Florida, Georgia, Illinois, Indiana, Iowa, Kansas,
Kentucky, Louisiana, Mississippi, Missouri, New Mexico, Ohio, Oklahoma, Pennsylvania, South Carolina,
Tennessee, Texas, Utah and West Virginia.

In addition, as required by our current operations, we hold a managing general agency license in Alabama
and motor club licenses in Alabama, Mississippi and Tennessee. We must apply for and obtain the appropriate new
licenses before we can implement any plan to expand into-a new state or offer a new line of insurance or other new
product that requires separate licensing.

Insurance Holding Company Regulation. We operate as an insurance holding company system and are
subject to regulation in the jurisdictions in which our insurance company subsidiaries conduct business. These
regulations require that each insurance company in the holding company register with the insurance department of
its state of domicile and furnish information concerning the operations of companies within the holding company
system which may materially affect the operations, management or financial condition of the insurers within the
holding company domiciled in that state. We have insurance company subsidiaries that are organized and domiciled
under the insurance statutes of both Georgia and Tennessee. The insurance laws in each of these states similarly
provide that all transactions among members of a holding company system be done at arm’s length and be shown to
be fair and reasonable to the regulated insurer. Transactions between insurance company subsidiaries and their
parents and affiliates typically must be disclosed to the state regulators, and prior approval of the applicable state
insurance regulator generally is required for any material or extraordinary transaction. In addition, a change of
control of a domestic insurer or of any controlling person requires the prior approval of the state insurance regulator.
In general, any person who acquires 10% or more of the outstanding voting securities of the insurer or its parent
company is presumed to have acquired control of the domestic insurer. To the best of our knowledge, we are in
compliance with these regulations.

Restrictions on Paying Dividends. In the future, we may need to rely, in part, on receiving dividends from
our insurance company subsidiaries to meet cash requirements. State insurance regulatory authorities require
insurance companies to maintain specified levels of statutory capital and surplus. The amount of an insurer’s capital
and surplus following payment of any dividends must be reasonable in relation to the insurer’s outstanding liabilities
and adequate to meet its financial needs. Prior approval from state insurance regulatory authorities is generally
required in order for its insurance company subsidiaries to declare and pay extraordinary dividends. The payment of
dividends is limited by the amount of capital and surplus available to the insurer, as determined in accordance with
state statutory accounting practices and other applicable limitations. State insurance regulatory authorities that have
jurisdiction over the payment of dividends by our insurance company subsidiaries may in the future adopt statutory
provisions more restrictive than those currently in effect. See note 8 to the consolidated financial statements for a
discussion of the insurance company subsidiaries dividend-paying ability.

Regulation of Rates and Policy Forms. Most states in which our insurance company subsidiaries operate
have insurance laws requiring insurance companies to file premium rate schedules and policy or coverage forms for
review and approval. In many cases, such rates and policy forms must be approved prior to use. State insurance



regulators have broad discretion in judging whether an insurer’s rates are adequate, not excessive and not unfairly
discriminatory. Property and casualty insurers are generally unable to implement rate increases until they show that
the costs associated with providing such coverage have increased. The speed at which an insurer can change rates in
response to competition or increasing costs depends, in part, on the method by which the applicable state’s rating
laws are administered. There are three basic rate administration systems: (i) the insurer must file and obtain
regulatory approval of the new rate before using it; (ii) the insurer may begin using the new rate and immediately
file it for regulatory review; or (iii) the insurer may begin using the new rate and file it within a specified period of
time for regulatory review. Under all three rating systems, the state insurance regulators have the authority to
disapprove the rate subsequent to its filing. Thus, insurers who begin using new rates before the rates are approved
may be required to issue premium refunds or credits to policyholders if the new rates are ultimately deemed
excessive and disapproved by the applicable state insurance authorities. In addition, in some states there has been
pressure in the past years to reduce premium rates for automabile and other personal insurance or to limit how often
an insurer may request increases for such rates. To the best of our knowledge, we are in compliance with all such
applicable rate regulations.

Shared or Residual Markets. As a condition of maintaining our automobile insurance licenses to do
business in various states, we, like other insurers, are required to participate in mandatory shared market
mechanisms or state pooling arrangements. The purpose of these state-mandated arrangements is to provide
insurance coverages to individuals who, because of poor driving records or other underwriting reasons, are unable to
purchase such coverage voluntarily provided by private insurers. These risks are assigned to all insurers licensed in
the state, and the maximum volume of such risks that any one insurer may be assigned typically is based on that
insurer’s annual premium volume in that state. To the extent required, we have participated in these mandatory
shared market mechanisms or state pooling arrangements. While this mandated business typically is not profitable
for us, our underwriting results related to these states’ organizations have not been material to our overall results of
operations and financial condition.

Guaranty Funds. Under state insurance guaranty fund laws, insurers doing business in a state can be
assessed for certain obligations of insolvent insurance companies to policyholders and claimants. Maximum
contributions required by law in any one year vary between 1% and 2% of annual premiums written in that state. In
most states guaranty fund assessments are recoverable either through future policy surcharges or offsets to state
premium tax liability.

Investment Regulation. Our insurance company subsidiaries are subject to state laws and regulations that
require diversification of their investment portfolios and that limit the amount of investments in certain categories.
Failure to comply with these laws and regulations would cause non-conforming investments to be treated as non-
admitted assets for purposes of measuring statutory policyholders’ surplus and, in some instances, would require
divestiture. If a non-conforming asset is treated as a non-admitted asset, it would lower the affected subsidiary’s
policyholders’ surplus and thus, its ability to write additional premiums and pay dividends. To the best of our
knowledge, our insurance company subsidiaries are in compliance with all such investment regulation.

Restrictions on Cancellation, Non-Renewal or Withdrawal. Many states have laws and regulations that
limit an insurer’s ability to exit a market. For example, certain states limit an automobile insurer’s ability to cancel
or not renew policies. Some states prohibit an insurer from withdrawing one or more lines of business from the state,
except pursuant to a plan approved by the state insurance department. The state insurance department may
disapprove a plan that may lead to market disruption. Laws and regulations that limit cancellations and non-renewals
and that subject business withdrawals to prior approval requirements may restrict an insurer’s ability to exit
unprofitable markets. To the best of our knowledge, we are in compliance with such laws and regulations.

Privacy Regulations. In 1999, the United States Congress enacted the Gramm-Leach-Bliley Act, which
protects consumers from the unauthorized dissemination of certain personal information. Subsequently, the majority
of states have implemented additional regulations to address privacy.issues. These laws and regulations apply to all
financial institutions, including insurance companies, and require us to maintain appropriate procedures for
managing and. protecting certain personal information of our customers and to fully disclose our privacy practices to
our customers. We may also be exposed to future privacy laws and regulations, which could impose additional costs
and impact our results of operations or financial condition. To the best of our knowledge, we are in compliance with
such privacy laws and regulations.




Licensing of Our Employee-Agents and Adjustors. To the extent required, all of our employees who sell,
solicit or negotiate insurance are licensed by the state in which they work for the applicable line or lines of insurance
they offer. Our employee-agents generally must renew their licenses annually and complete a certain number of
hours of continuing education. In certain states in which we operate and to the extent it is required, our insurance
claims adjusters are also required to be licensed and are subject to annual continuing education requirements.

Unfair Claims Practices. Generally, insurance companies, adjusting companies and individual claims
adjusters are prohibited by state statutes from engaging in unfair claims practices on a flagrant basis or with such
frequency to indicate a general business practice. Unfair claims practices include, but are not limited to:

e misrepresenting pertinent facts or insurance policy provisions relating to coverages at issue;

s failing to acknowledge and act reasonably promptly upon communications regarding claims arising under
insurance policies;

e failing to affirm or deny coverage of claims within a reasonable time after proof of loss statements have
been completed;

e attempting to settle claims for less than the amount to which a reasonable person would have believed such
person was entitled;

e attempting to settle claims on the basis of an application that was altered without notice to or knowledge or
consent of the insured;

e making known to insureds or claimants a policy of appealing from arbitration awards in favor of insureds
or claimants for the purpose of compelling them to accept settiements or compromises less than the amount
awarded in arbitration;

e delaying the investigation or payment of claims by requiring an insured, claimant or the physician of either
to submit a preliminary claim report and then requiring the subsequent submission of formal proof of loss
forms, both of which submissions contain substantially the same information;

e failing to settle claims promptly, where liability has become reasonably clear, under one portion of the
insurance policy coverage in order to influence settlements under other portions of the insurance policy
coverage; and

e not attempting in good faith to effectuate prompt, fair and equitable settlements of claims in which liability
has become reasonably clear.

We set business conduct policies and conduct regular training to make our employee-adjusters and other
claims personnel aware of these prohibitions, and we require them to conduct their activities in compliance with
these statutes.

Periodic Financial and Market Conduct Examinations. The state insurance departments that have
jurisdiction over our insurance company subsidiaries conduct on-site visits and examinations of the insurers’ affairs,
especially as to their financial condition, ability to fulfill their obligations to policyholders, market conduct, claims
practices and compliance with other laws and applicable regulations. Typically, these examinations are conducted
every three to five years. In addition, if circumstances dictate, regulators are authorized to conduct special or target
examinations of insurers, insurance agencies and insurance adjusting companies to address particular concerns or
issues. The results of these examinations can give rise to regulatory orders requiring remedial, injunctive or other
corrective action on the part of the company that is the subject of the examination. USAuto Insurance Company has
been examined by the Tennessee Department of Commerce and Insurance for financial condition through
December 31, 2001 and for market conduct through December 31, 2003. Village Auto Insurance Company
commenced operations in October 2002 and has yet to be examined by the Georgia Department of Insurance. In
addition, none of our insurance company subsidiaries has ever been the subject of a target examination.

Risk Based Capital. In order to enhance the regulation of insurer solvency, the National Association of
Insurance Commissioners, or “NAIC,” has adopted a formula and model law to implement risk based capital, or




“RBC,” requirements designed to assess the minimum amount of statutory capital that an insurance company needs
to support its overall business operations and to ensure that it has an acceptably low expectation of becoming
financially impaired. RBC is used to set capital requirements based on the size and degree of risk taken by the
insurer and taking into account various risk factors such as asset risk, credit risk, underwriting risk, interest rate risk
and other relevant business risks. The NAIC model law provides for increasing levels of regulatory intervention as
the ratio of an insurer’s total adjusted capital and surplus decreases relative to its risk-based capital, culminating
with mandatory control of the operations of the insurer by the domiciliary insurance department at the so-called
mandatory control level. At December 31, 2003, all of our insurance company subsidiaries maintained an RBC level
that is in excess of an amount that would require any corrective actions on its part.

RBC is a comprehensive financial analysis system affecting nearly all types of licensed insurers, including
us and our subsidiaries. It is designed to evaluate the relative financial condition of the insurer by application of a
weighting formula to the company’s assets and its policyholder obligations. The key RBC calculation is to recast
total surplus, after application of the RBC formula, in terms of an authorized control level RBC. Once the authorized
control level RBC is determined, it is contrasted against the company’s total adjusted capital. A high multiple
generally indicates stronger capitalization and financial strength, while a lower multiple reflects lesser capitalization
and strength. Each state’s statutes also create certain RBC multiples at which either the company or the regulator
must take action. For example, there are four defined RBC levels that trigger different regulatory events. The
minimum RBC level is called the company action level RBC and is generally defined as the product of 2.0 and the
company’s authorized control level RBC. The authorized control level RBC is a number determined under the risk-
based capital formula in accordance with certain RBC instructions. Next is a regulatory action level RBC, which is
defined as the product of 1.5 and the company’s authorized control level RBC. Below the regulatory action level
RBC is the authorized controf level RBC. Finally, there is a mandatory control level RBC, which means the product
of 0.70 and the company’s authorized control level RBC.

As long as the company’s total adjusted capital stays above the company action level RBC (i.e., at greater
than 2.0 times the authorized control level RBC), regulators generally will not take any corrective action. However,
if an insurance company’s total adjusted capital falls below the company action level RBC, but remains above the
regulatory action level RBC, the company is required to submit an RBC plan to the applicable state regulator(s) that
identifies the conditions that contributed to the substandard RBC level and identifies a remediation plan to increase
the company’s total adjusted capital above 2.0 times its authorized control level RBC. If a company’s total adjusted
capital falls below its regulatory action level RBC but remains above its authorized control level RBC, then the
regulator may require the insurer to submit an RBC plan, perform a financial examination or analysis on the
company’s assets and liabilities, and may issue an order specifying corrective action for the company to take to
improve its RBC number. In the event an insurance company’s total adjusted capital falls below its authorized
control level RBC the state regulator may require the insurer to submit an RBC plan or may place the insurer under
regulatory supervision. If an insurance company’s total adjusted capital were to fall below its mandatory control
level RBC, the regulator is obligated to place the insurer under regulatory control, which could ultimately include,
among other actions, administrative supervision, rehabilitation or liquidation.

As of December 31, 2003, USAuto Insurance Company’s total adjusted capital was 2.9 times its authorized
control level RBC, requiring no corrective action on USAuto Insurance Company’s part. As of December 31, 2003,
Village Auto Insurance Company’s total adjusted capital was 2.4 times its authorized control level RBC, requiring
no corrective action on Village Auto Insurance Company’s part.

IRIS Ratios. The NAIC Insurance Regulatory Information System, or IRIS, is part of a collection of
analytical tools designed to provide state insurance regulators with an integrated approach to screening.and
analyzing the financial condition of insurance companies operating in their respective states. IRIS is intended to
assist state insurance regulators in targeting resources to those insurers in greatest need of regulatory attention. IRIS
consists of two phases: statistical and analytical. In the statistical phase, the NAIC database generates key financial
ratio results based on financial information obtained from insurers’ annual statutory statements. The analytical phase
is a review of the annual statements, financial ratios and other automated solvency tools. The primary goal of the
analytical phase is to identify companies that appear to require immediate regulatory attention. A ratio result falling
outside the usual range of IRIS ratios is not considered a failing result; rather, unusua