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2= DONEGAL

Donegal Group Inc. is an insurance holding

Peninsula Insurance Company and Southern
company offering property and casualty insur-

Insurance Gompany of Virginia.
ance in the; Mid-Atlantic, Southeast and Midwest

We offer full lines of personal, farm and com-
states through its wholly owned subsidiaries, , . . .
| mercial products - including businessowners,
and throu h a pooling agreement with its affili-
ghap 94 e commercial multiperil, automobile, homeown-
ate, Donegal Mutual Insurance Company.

ers, hoatowners, farmowners, workers’ com-
Our wholly owned subsidiaries include Atlantic

pensation and other coverages. The Donegal
States Insurance Company, Le Mars Insurance

Group conducts business through a network of
Company, Peninsula Indemnity Company, The

independent insurance agencies.




PERFORMANCE GENERATES RESULTS

FINANCIAL HIGHLIGHTS

Year Ended December 31, 2604 2003 2002
INCOME STATEMENT DATA
Net premiums earned $265,838,594 $196,792,696 $185,841,193
Investment income 15,906,728 13,315,936 14,581,252
Total revenues 287,788,638 214,992,328 203,803,561
Net income 31,614,269 18,293,976 12,002,722
Net income per common share
Basic 2.40 1.91 1.32
Diluted 2.32 1.85 1.31
BALANGCE SHEET DATA
Total assets $735,415,401 $602,036,042 $501,218,164
Stockholders’ equity 242,704,314 208,649,232 133,182,850
Book value per share 18.04 16.29 14.52
TOTAL REVENUES NET INCOME
(in millions) (in millions)
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LUl LR S T UL KHULDERS AND FRIENDS

In yet another year of challenge for property and casualty
insurance companies,_» we are pleased to report that our
2004 results represenf the strongest earnings performance
in our history. Doneéal Group once again outpaced the
industry as a whole in:imeasures of underwriting profitabil-
ity, providing further éonfirmation of the soundness of our
conservative operating philosophy and prudent long-term

growth strategy.

We are very pleased tihat Donegal Group was able to gen-
grate record profitabi:‘zlity in 2004, rising above the chal-
lenges presented to our industry during the year by an
unusually active hurfricane season, inappropriate prac-
tices by some large ‘finsurance brokerage firms and the

cost and effort relate(é to Sarbanes-Oxley compliance. We

have carefully monitored our catastrophe exposure over
the years, as proven by the relatively modest impact of
multiple severe weather events on our bottom line. We do
not write the very large commercial accounts or deal with
large brokerage firms where allegations of improprieties
have surfaced, and we have always adhered to best prac-
tices and compliance with current laws and regulations in
our dealings with our agents and policyholders. We devot-
ed significant effort during 2004 to compliance with the
Sarbanes-Oxley mandates. In the midst of this challenging
industry environment, we maintained our opérational focus

and continued our forward progress.

Our total revenues for 2004 were $287,788,638, a 33.9
percent increase over the $214,992,328 in revenues
‘ for 2003. Net income increased to a record
$31,614,269, or $2.32 per share on a diluted
basis, in 2004, compared to $18,293,976, or
$1.85 per share on a diluted basis, in 2003.
Improved underwriting profitability, along
with an extraordinary gain of $5.4 million
related to unallocated negative goodwill asso-
ciated with the January 2004 acquisition of Le
Mars Insurance Company, accounts for the

majority of the increase in our net income.

Our unprecedented 2004 GAAP combined ratio

of 93.1 percent improves on the excellent 95.0

Donald H. Nikolaus, President, left
Philip H. Glatfelter, II, Chairman of the Board, right

percent we posted in 2003, and compares




favorably to the projected statutory insurance industry
average combined ratio of 97.6 percent for 2004. In spite
of the impact of multiple severe weather events in the
third quarter, our loss ratio decreased to 61.7 percent in
2004, compared to 64.2 percent in 2003, with this
decrease representing the primary factor in our improved
combined ratio. The combined ratio is the key measure of
profitability from insurance underwriting and is a princi-
pal indicator of the levels of underwriting discipline and
processing efficiency in the operations of an individual

insurance company. Underwriting profitability - reflected

in a combined ratio less than 100 percent - is a key com-
ponent of our operating strategy, and it remains our goal

to significantly outperform the industry as a whole in this ‘

important financial measure.

Donegal Group continues to operate from a position of

growth in the underlying value of our stock. Our stock- -

financial strength, as evidenced by continued solid

holders’ equity at year-end was $242,704,314, represent-

ing an increase of 16.3 percent over year-end 2003. Book
value per share increased to $18.04 per share at year-
end, an increase of 10.7 percent over our hook value at

December 31, 2003.

We recognize and appreciate the steadfast efforts of our

independent agents and dedicated employees that have

enabled our past success and provide optimism for the
continuation of our positive momentum. We have assem-
bled a team of professionals who understand what it
takes to generate resuits. Qur recently acquired sub-
sidiaries have cdntributed to our successful year, and we

continue to pursue additional acquisition candidates to

. bolster our ongoing development as a strong contender

in the markets we serve.

We renew our commitment to build upon the trust of our
stockholders as we strive to meet the challenges the
future may hold. We believe that our heritage of financial
strength will continue to empower the effective perform-
ance of our sound operating strategies to generate results

that wilt lead to our mutual success.

Donald H. Nikolaus, President



Strength. Performance. Results. A simple progression that

describes the formula that Donegal Group has followed -

since our inception,

STRENGTH - defined as the capacity or potential for
effective action. At Donegal Group, we have always
enjoyed a foundation of financial strength. We have built
upon the strong heritage of Donegal Mutual Insurance
Company, our founding institution that dates back to the
late 1800s and continues to be a strong affiliate in the

accomplishment of our growth. Our underwriting and

RES\UI.TS' ~ defined as the outcome of a particular
course of ac’uon We have consistently outperformed the
property and casuaity msurance industry in measures of
underwrrtrng profrtabrlrty We have expanded our fran-
chlse to encompass three specific geographic marketing
regrons We contmue to implement state-of-the-art tech-
nology 10 set ourselves apart from our competition and

|mpr0ve our business.

Underlying kfinyan‘cia! strength empowers effective operat-

mg performance, whieh gventually leads to successful

investment philosophies have aliowed us to generate

favorable resulis and obtain the capital necessary to

enable our continued growth. Our solid balance sheetand =

leverage ratios provide a strong foundation to enable

effective performance of our operating strategies.

PERFORMANCE ~ defined as taking action and carry- |

ing it through to completion. Our performance over the

years has included the ongoing development of a conser-

vative underwriting culture, the implementation of a multi-

faceted growth strategy that incorporates organic grewth -

as well as growth by acquisitions, and the continei‘ngw o

development and implementation of techn‘ologiealbk‘

advancements to improve the way we do business.

resurts We contrnue to -fashion our business model
around thrs srmple progression. As we enter 2005,
Donegal Group is a financially strong organization, con-
srstently endeavormg to deliver resuits that speak for
themselves We look forward to the future with opti-
mlsm bundmg upen our foundation of financial strength
an_rdyfrrmly belrevrng that successful results will follow
tirrre-honered,opereting ‘philosophies, sound business

practices and good old-fashioned hard work.

d‘ '




PRUDENT GROWTH THROUGH
REGIONAL MARKETING

We continue to follow a regional model in the sale and
servicing of our insurance products, believing this model
holds key advantages in the acquisition of quality premi-
um growth. Qur branch office personnei are positioned to
offer specialized agency and customer service in their
local regions. Through centralizing many back office func-
tions from the various regions to our administrative head-
quarters, we maximize economies of scale and achieve

operating efficiencies.

We continue to market our products
N

to three distinct geographic regions, ,L\ ’ \\J []MipwEST REGIGN g"’\\

which we refer to as Mid-Atiantic, Ty

/

e

Southeast and Midwest. Qur dis-

tribution system is growing in (3

each region, and we continue to ‘é\
attract new agents to represent us ~_
in key areas where we believe we can L

obtain profitable growth.

Our Mid-Atlantic region incorporates the states of

Pennsylvania, Maryland, Delaware and New York. This

region contains our largest concentration of business,
and we continue to explore innovative methods to increase
our market share in this core marketing territory. Our
January 2004 acquisition of Peninsula Insurance Group
has increased our Mid-Atlantic representation and product
offerings. Our Southeast region incorporates a number
of states, with Virginia, Georgia, North Carolina and
Tennessee representing our largest concentrations of
business in this region. We view the Southeast as one of
our primary growth areas, as we continue to expand our

product base and grow our distribution system in key
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areas within the region. Our Midwest region currently - 2005‘ we are m posatton 10 renew our focused pursuit of

includes Ohio and the states serviced by Le Mars lnsufance addltlonat acqmsmon oandldates to bolster our growth

Company, an lowa-domiciled carrier that we acqmred m’;": e and expand our tranchtse.

January 2004. We plan to expand our presence in. IhlSrrtr o

UTILIZATION 0F TEGHNDLOG Y

region further by targeting acquisitions and/or afftllatlons A
W are ccmm:tted to mamtammg cutting-edge technology

in other Midwestern states.
to aHow us to compete in the marketplace. Over the past

several years, we implemented

‘ l‘maglng technology in both our

-, personal and commercial under-

| *‘wrltmg units to enhance the

CONTINUING PURSUIT OF
ACQUISITIONS

Acquisitions have played a key role in our growth as a
organization, and we continue o pursue acqws:tlc
opportunities that we believe will be a good fit wsth‘lq‘o:ut :
corporate group and provide further growth potenti‘at"itt S

areas we have identified as profitable markete.fOut mﬂlti

faceted menu of acquisition methods provides a btbéd;

range of acquisition possibilities, including .mtItttat4tQ

mutual transactions facilitated through our gﬁiliaticnf‘W‘ h

Donegal Mutual. We are committed to a dtsCiplieetI écqm

sition strategy to identify those candldates that 'f‘? thi

] prowd S «a"fuIIy automated underwritten

specific profile that has worked for us in the past We”:

”’“fmutes Upon acceptance of a quote our
worked steadily throughout the past year to asswmtlate ‘

Fre e agents can tmmedlately lssue a pohcy and receive down-
our January 2004 acquisitions of Le Mars tnsurance* i ¢

- : toaded mformatlon dtrectly into their agency management
Company and Peninsula {nsurance Group.’ As we enter‘;




system. The majority of these transactions occur with lim- -

ited or no intervention by our personnel, thereby reducin‘g* .
the overall transaction time and expense associated with -
the underwriting of risks that meet our underwriting
guidelines. The automated processes built into the o
WritePro system free our underwriters to managerour‘ |
book of business to a greater degree. Through real- -, R
time access 1o quotes being generated, our underwrit- A
ers are able to answer questions and provide inpuf ‘
during the quoting process, expanding. their role .
from that of a “gatekeeper” to becoming a valuable ' The ulu'z_mre Personal Jine.
resource to our agents. In conjunction with the delivery System, e
implementation of process changes enabled by
WritePro, we also announced changes .in pricing and
products. We expanded our product offerings from that of
several tiers to literally hundreds of tiers based upon spe-
cific underwriting criteria. These changes broaden our |
ability to attract and service a wider segment of our per-
sonal lines marketplace. Qur technology, marketing and
underwriting personnel are coordinating their efforts to
train agency personnel to use this powerful underwritihg
tool effectively. Rollout will be completed in Pennsylvania

in early 2005 and will then continue to other states where

we are actively writing personal lines products. : Changing the way insurance is sold.




SELECTED CONSOLIDATED FINANCIAL DATA

Year Ended December 31, 2004

INCOME STATEMENT DATA

Premiums earned $265,838,594
Investment income, net 15,906,728
Realized investment gains (losses) 1,466,220
Total revenues 287,788,638
Income before income taxes

and extraordinary gain 37,054,251
Income taxes 10,885,652
Extraordinary gain 5,445,670
Net income 31,614,269
Basic earnings per common share 2.40
Diluted earnings per common share 2.32
Cash dividends per share

of common stdck (a) N/A
Cash dividends pér share

of Ciass A comimon stock (a) .48
Cash dividends per share

of Class B common stock (a) 42

BALANCE SHEET DATA AT YEAR END

Total investments . $499,069,332
Total assets 735,415,401
Debt obligations 30,929,000
Stockholders’ equity 242,704,314

Stockholders’ equity per share 18.04

2003

$196.792,696
13,315,936

1,368,031

214,992,328

25,436,375
7,142,399
18,293,976
1.91

1.85

N/A

43

.39

$421,276,467
602,036,042
25,774,000
208,649,232
16.29

2002

$185,841,193
14,581,252
144,190
203,803,561

16,494,584
4,491,862
12,002,722
1.32

1.31

N/A
40

.36

$332,299,094
501,218,164
19,800,000
133,182,850
14.52

2001

$167,769,854

15,885,544
(880,254)

185,163,623

7,091,729
1,273,598
5,818,131
.65
.64

N/A

40

.36

$300,633,355
456,632,372
27,600,000
120,928,349
13.44

2000 (b)

$151,646,199
16,394,747
170,852
170,581,587

11,743,028
2,906,248
8,836,780

1.01
101

.36
N/A

N/A

$289,344,642
426,008,780
40,000,000
114,129,591
12.88

(a) In April 2001, the Company reclassified its common stock as Class B comman stock and created a new class of common stock with one-tenth of a vote
per share designated as Class A common stock. Also in April 2001, the Company effected a one-for-three reverse split of the Company’s Class B com-
mon stock and issued a dividend of two shares of Class A common stock for each share of Class B common stock. The effect of the reverse split and
the stock dividend taken together is that the Company had the same total number of shares outstanding after the reverse split and the stock dividend
as it did before the reverse split and the stock dividend. Therefore, there was no change in the historical earnings per share of the Class A common

stock and the ClassiB common stock.

(b) In January 2001, the Company acquired all of the outstanding stock of Pioneer-New York from the Mutual Company, which previously owned 100% of
Pioneer-New York. The acquisition has been accounted for as a reorganization of entities under common control, similar to a pooling of interests, as
both Pioneer-New York and the Company are under the common management and control of the Mutual Company. As such, the financial data for 2000
has been restated to include Pioneer-New York as a consolidated subsidiary.
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MANAGEMENT’S DISCUSSION ANDANALYSIS R
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General RS A foa . ’/
;o We were organtzed asa reglonal insurance holdrng company by
Donegal Mutual Insyrance company (the “Mutual Company”') on August
26; 1986. We operate predominantly as an underwriter of personal and
commercral lines of property and. casualty msurance through our.- - T
S subsrdranes Our personal lines products consist pnmanly of '
" homeowner$ and [private passenger automobile pohcres Qur

commercial lines products consist primarily of commercial automoblle .

commmercial multi- -peril and workers. compensation. poItcres QOur -

g \; insurance subsrdranes Atlantic States Insurance Company. (“Atlantrc A

- States”), Southern Insurance Company of Virginia (“Southern”), Le

- Mars Insurance Company (“Le Mars®) and the PeninsulaInsurance
- Group (" Penmsula ), which ‘consists of Penlnsula Indemnity Company =
and The’ Peninsula Insurance Company, write personal and commercial .

- linesof property and casualty coverages exclusrvely through a network :

of independent i insurance agents in the Mid-Atlantic, Midwest and
*Southern states: We acquired L& Mars and Peninsula.on January 1,
© 2004, and-their-results of operatlons have been included in our
" consolidated results from that date. We also-own 48 1% of: the -
.. putstanding stock of Donegal Financial Servrces Corporatron (“DFSC”)
o athrift holdlng company. The Mutual Company owns, the remalnlng
T. . 51.9%ofthe outstandmg stock of DFSC. . -

] ~;At December 31, 2004 the Mutual Company held approxrmately 42% of .
Looour outstandmg Class A common stock and approximately 66%. of our -~

outstandlng Class B.cammon stock. We refer to the-Mutual Company
and our msurance subsrdrarles as the Donegal Insurance Group )

N '

oy

Transactlons with Aftlllales . N T

" Atlantic States our largest subsrdrary, and the Mutual Company have a

poolrng agreement under whiich both companies are allocated a given

" percentage of their comblned underwrrtrng results; excludmg certain

feinsurance assumed. by the Mutual Company from our insurance” i
ubsrdranes Atlantic States has a 70% share of the results of the pool,

and the Mutual’ Company has a 30% share of the results of the pool The

- pooling agreement is intendéd to produce more unlform and stable

-« underwriting results from year to year for each pool parttcrpant than they -

-

5

“participantsbased on each parttcrpant $ relatlve amount of. surplus and
. Telative atcess to capital. Each participant in the. pool has at its drsposal

" the capaclty of the entire pool rather than being limited to policy ‘i_ )

exposures of a size commensurate wrth its own caprtal and surplus .

“In addltlon 10 the pooling agreement and third- party relnsurance our
- > insurance subsidiaries have various remsurance arrangements with the:
- Mutual Company “These agreements mclude Lol t

Southern, - 4 . . ..

) an excess of loss, rernsurance agreement with Southern N

SR | workers compensatlon reallocatlon agreement with Southern and
- ' 3 1 Oo%rretrocessronal agreements with Le Mars and Southern R

The excess of loss and catastrophe relnsurance agreements are ’

\

v mtended to lessen the ‘effects of a single Iarge loss; or.an accumulatlon ‘s

of Iosses arising from one event to levels that.are appropnate gtven»
each subsrdlary ] srze underwrrtlng protlle and surplus posrtlon

V.
.

*would experience individually and to spread -the-risk of loss-ameng the - ‘

:-. oatastrophe rginsurance agreements Wlth Atlantlc Le Mars and - -~

OF RESULTS oF. DF’ERATICINS AND FlNANCIAL EINDITIDN e e

The Mutual Company and Southern have an agreement in- place to
reallocate the loss results of ‘workers' compensation business written by
Southern as part of commercral accounts primarily written by the. <~ -
Mutual Company or Atlanttc States. This agreement provrdes for the

- “workers’ compensatron loss ratio of Southern to be’'no worse than the
.average workers’ compensatlon loss ratio for Atlantrc States Southern

v

andtheMutualCompanycombmed A

. N ,

Le Mars and Southern have 100% retrocessmnal agreements wrth the -

~ Mutual Company that are intended to provide Le Mars ard Southern

with the same.A.M. Best rating, currently A (Excellent), as the. Mutual
Company, which Le Mars and Southern’ mrght not be able to achieve ,
o wrthout these agreements in place The retrooessronal agreements do ;
N ‘nototherwise provide for poolrng or remsurance wrth or by the Mutual

[ Company and do not, transfer insurance nsk T T

P

The Mutual Company provrdes facrlltles personnel and other -Services to

us; and the related expenses are allocated between Atlantic States and . - .
the- Mutual Company in relation to their relative participation in the
pooling agreement. Le Mars and Southern retmburse the Mutual
--Company-for their personnel costs, and Southern bears its- )
propomonate share of information services costs based onits ~ '
percentage of total written, premiums of the Donegal Insurance Group

Subsequent to the recelpt of appllcable board approvals all agreements
and all changes to existing agreements between our subsidiaries and -
the Mutual-Company are-subject.to approval- by a coordrnatrng K
commlttee that is comprised of two of our.board- members who do not _
Serve. on the Mutual Company board and two board members of the ~
Mutual Company Who do"not serve on our board: In order to approve
an agreement ord change in an agreement our members. on thie
coordlnatlng committee must conclude that the agreement or change is. .
fair to us and our. stockholders, and ‘the Mutual Company s memberson
the coordrnatrng commrttee ‘must conclude that. the: agreement or S
N change is farr to the Mutual Company and its pollcyholders -

,

Crmcal Accuuntlng Poltcles and Esttmales SR j - .
. Our frnanctal statements are combrned wrth those of+ our tnsurance
subsrdlanes and are presented oh a consolldated basis in accordance
wrth Unrted States generally accepted accountrng pnncrples\ D

We make estlmates and assumptlons that can have @ srgnmcant effect -

" oon amounts and disclosures we reportin our financial. statements The
.most srgnmcant estimatés-relate to our reServes-for property and ‘

. casualty insurance. unpard Iosses andloss expenses valuationof - = .

mvestments pollcy acqursrtlon costs and guaranty fund llablllty accruals
" While we believe-our estimates are- approprlate the ultimate amounts
© may differ ‘from the estimates provrded The methods for making these.

" estimates. are regularly reviewed, and any adlustment consrdered
necessary is-reflected i in our current results of operatlons /

i~
’l’ o

Llabtllty tor Lassés and Loss Expenses ST P

Wrth respect to reserves for property and casualty msurance unpard

Iosses and l0SS expenses, srgnlflcant components of our estimates |

include avariety ‘of factors such as medical inflation trends regulatory

and judicial rulings, legal: settlements praperty replacements repair
" cost trends and losses under, assumed rernsurance In recent years,’

-certain of these component costs, such as.medical inflation trends and
K legal settlements have expenenced srgnmcant volatllrty and resulted in”

-




. ,: rncurred amounts hrgher than our ongrnal estimates, and we' have . e

z

factored these changes in trends into our loss estimates.» However due
- 1o the nature of Jhese liabilities; actual results could ultrmately vary ‘
o S|gn|f|cantly trom the amountsrecorded s o7 )

.
i’r. AN

Loss reserves are’ set at tull expected cost lntlatron is lmpllmtly ”, .

—:.__, ,and reviews- of hlstoncal reservrng results j; - f ) .-

-7

-

L.
.

~
'

- provrded for in the reservrng functlon\through analysis of costs trends

—\\\nf
~ r‘l

We occasronally recerve new rnformatron on hles that had prevrously 1
" been closed. For example one-of our’ pollcyholders may incur losses™

~ that were not known at the.time of the original clajm- settlement-We are » .~

. .alsprexposed to larger/than historical settlements due to- changes in law,,

N precedent or.underlying inflation on.pending and unreported clalms =
When we expenence adverse developmeot of Iosses from | pnor*accrdent .
years our current year. underwntlng resylts are negahvely impacted. To g
the extent our pnor year reserve defrcrencres are mdrcatrve of . o
detenoratlng underlylng Joss trends and are materlal ‘we $eek to SRR ,‘

. <hy state departments of insurance. We-also review trends in. loss R ;’

Guaranty Fund Llabthty Accruals : R

v

We make esttmates of our insirance: subsrdranes Irabllrhes tor guaranty
fund and. other assessments because ot insurance company ’

. msolvenmes from states in Wthh the subsrdrarres are llcensed C

development in order to determlne i adlustments such as reserve o ;

strengthenrng .are appropriate. Because of our partrcrpatlon in the. pool
we are exposed to adverse loss- development on the busmess of the
Mutual Company mcluo“ed rn the pool. AR

- PP S s
s B - D [ - oY
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v

Investments a S R

_ We make estlmates concernlng the. valuatlon ot our mvestments and the .

L

recognrtlon of ‘other than temporary declines in the. value'of our ~. 7
- investments. When we-consider the’ declme in value of an indjvidual -
', . investment to_bé other than temporary, we write down sthe investment
-foits estrmated net.redlizable value; and the ‘amount. ot the wnte down ¥
+is reflected as arealized-loss in.our statemerit'of i mcome ‘We
rndrvrdually momtor all mvestments for other than temporary declmes in )
“value, Generally if an individual equity security has- depreciated in value :
by more than 20% of “original ¢ost; and_has beén'in-an unreallzed loss ~

s

:_ -position for more than six months, we. assume there has- been an other’ v

than ‘temporary decline in value::With respect fo debt secuntles e
.- assume there has been an othéf than temporary, decllne in value if'itis -

probable that contractual payments will not be received. In addition, we

. may write down secuntres in an unreahzed ‘loss position- basedona”

heing, srgnrtrcantly below its: cost, the detenoratlng hnancral condltron of
. the issuer of a securlty the .gccurrence-of industry, company and
geographlc events that have negatlvely |mpacted the value ofa secunty
;or ratrng agency downgrades R o

-

Our mvestments in avallable for-sale frxed maturlty and equrty secuntres
-are presented at estlmated fair value Wthh generally represents quoted

v

marketpnces -0 R N S

:~ s N X A .

During 2003, we sold/certaln bonds that had been, classmed as held to
_maturity’ due to a series-of rating agency. downgrades These™ honds had
-an‘amortized cost of $1.8 million, and the" sale resulted in a realized -

-+, gain’of $165 564. There'were ng other sales or transfers from the held
to matunty portfolio rn 2004 and. 2003 TN v '

- .. . ‘

( ¥ R -

PulrcyAcquusntron Gosts~ RIS N
7 Policy acqursmon €osts, consrstlng pnmarrly of commlssrons premrum

~ 77 taxes and certain: other undenrvntrng costs that vary withand are - ‘
= directly related 16 the productlon of busrness are deferred and »~ %

- _ amortized.over-the, penod in which the. premrums are earned. The

method followed_in"computing defered policy acqmsrtron costs lrmrts

“number of other_ factors lncludrng the fair value of the mvestment 0 ‘,

-

(amount in thousands) 2004 - 2003 20027
“Net Premiums Written: e B e T T
>Personalllnes T S A
\Automoblle S - '$118734 _ $ 86644 [)$ 84643 _ .
~ 2 Homeowners T - 47540 36,989 - 34637
ce- iother £ - ] 9,882 - 6753 - 6,497
" Total personalfines.' -~ 176:156”; 130,386 -125 .
Cemmercral IlneS\ A T M
N Automoblle f;' R 32679 : 18655 17451
" Workers' compensation "< 29208 25627 - 23,845
Commercsal ‘multi- penl " ; \42, 253 .- 30,199 . 255536 .
COther ~ - 1 - $2966 > . 2114 .. 1895
Total commerclalllnes 1707126 L 76,595:‘:‘ r68,727/’ .
Totalnet T "f el T e
’ premrums witten, $283 282 .$206,98'1§‘ , $194,504
Components of GAAPCombmed Ratio: 5'/ ST SRR
**** Lossratio .y o - B17%, 642% - “69.6%
/ ‘Expense ratio” AR 309 ©302 . 2957 -
D|V|dend ratio- . v 05 ‘, 0.6 -’05
| GAAP combrned ratlo e 5% 996% .
~ S, et
Revenues , PUE VTR }1'/ o
, Premrumsearned oot I
- 7. Personatlings ,‘ Do $169322 - s125322 $119838
i Commercial lines _*~ 99 657 ) 711471 eeoos
CO o TomlsAP Lt e ey PRI
¢ 7' premiums edmed - 268,979 196,793 ¢ ./ 185,841
E e GAAPadlustments RPN AL R f—,'—_e
; CTotal GAAP. o, Tl Ll L
, premlums earned ’ \ 265 839 196, 793 bl 185 841
<77 Net lnvestment |ncome b 15907 - 13316 . 14581
‘, Realrzed investment gains™ * 1466 1368 144
4577 ;‘ 3515 . 31238

Othe 3 "-j.’--" -

> the amount of such deferred costs to their estimated reaiizablevalue, - -
- .+ which glves effect to the premlum to be eafned, related’ mvestment ..
7 income, losses-and loss expenses, and certaln other costs expected to -,

--be mcurredasthe premlum |searned R P

Generally an msurer is sublect to assessment dependrng upon its .

o market share of 4. grven line of busrness to dssist in the’ ‘payment of

unpard claims and related costs of? insolvent lnsurance companres We
generally record our habrhty for such: assessments' as we write -
premrums upon ‘which those assessments are,based: v 7 T

o 1r\~<‘~ “ ’ N
. Vg B T,

: lVlanagement Evaluatmn of Operatmg Results . Lo
* W€ évaluate the pen‘ormance of-our commerdial lines and personal llnes

segments primarily ‘based upen underwriting results as defermined -
under. statutory accountlng practices (SAP) whichr our management g
- uses to measure performancé for our total business. "We usethé | -

[V ICRe - PSS rv' ’.
o " . - . [
N ‘ [

Year Ended December 31 \

~

 ‘Total revenues-. =,

$287 789 - $214 997

. R R P . ~ TR
. -, N - . [N P
oy ~ .- : P L . .
- P . , . ) -
! . ; s . ” N

. followrng fmancral data to monitor and evaluate our operating results v
“increase the pncrng of affected Irnes of business to the extent permltted Y -

2SN
1

’
f

\$263,eo4’,_;—'\i_'[
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ERSRT S Year\Ende'd/December31", o

" NetRealizéd lnvestmenl Galns/Losses e

(amount in thousands) - -~ -~ 2004 ‘2003 . 2002 \
_ Coriiponents of Net Income: VRN e

: /Underwritin'g income (loss); - e e L

Personal lines ’ $ 10,300 “$ 2,004 © " $-(5,056). ;

!
SN

| Results of Operatlons

~
M

‘Years Ended December 31, ~.’:,‘IJIM and 2003 -

V2

NetPremlumsWntten N e

Our 2004 net premlums wntten lncreased by 36. 9% to $283 3 mllllon
..compared to $207 0 million' far 2003.-Net premiums. written by Le Mars
and Peninsula were $58.8 mllllon in 2004, representing 77% of our
written premiufn growth forthe, year. Commercial lines net premlums
written increased $30.5 mllllon or 39.9%, for 2004 compared to 2003.

' f:Losses and Loss Expenses - . T T T
- Our loss ratio, WhICh is the- ratlo of incurred’ Iosses and loss’ expenses )

A ., , c -

s [ -

Qur net reallzed investment gains in 2004 were $1 5 million, compared
to $1.4 million in 2003. Our net realized investment gains in 2004-were .

netof impairment charges of'$6, 650, compared to" impairment charges. -
. of $237, 724 racognized-in-2003. Our impairment charges for poth )
o years were the result of declines in the-market value of common stocks o

that we determined to be other than temporary..-The remaining net

‘realized investment gains and losses in both- periods resulted from
" normal turnover WIthln our mvestment portfollo -

to premiums earned, in 2004 was 61. 7%, compared 10 64.2% in 2003.
Our commercial lines loss ratio. lncreased to 60.4% in 2004, compared

" 10 57.7% in 2003. This increase prlmarlly Tesulted from the ccmmercral

“Commercial fines™ "%~ 6,209 7173 63%
SAP underwriting | |ncome 183090, . 9177 0 T 1,270,
GAAP adjustments * 2100 . o692 . (558) .
' GAAP underwriting income - 18418 9,869 712 ©
Nt mvestmentm’com‘e b 15907 - 13316 . 14,581
" Realized lnvestment galns T 44660 1388 o ,1445 -
Other - .. 1263 7 - -883.. . 1,058 L
Income. before incometaxés”" R ‘
) and extraordinary item: ~ - *, 37,054 - ; 25436¢ 16, 495
' Incometaxes ., ™~ - (10886) ©  (7142) - \(4492)
Income before extraordlnaryltem ~ 26168 - 18,294. ,12,003 e
" Extraordinary galn 5446 ' — . =
Net income. ~ $ 31,614 . $ 18,294 - - $12,003. ", \

“automobile loss Tatio increasing t0-53.9%-in 2004, compared to 51.9%
Jn 2003;"and the workers’ compensatlon loss ratlo increasing to 87.2%

in 2004, compared t0 60.5%_in 2003. The personal lines loss ratio

tr lmproved from_67.8%in 2003 to 62 5%.in 2004, -primarily as a result’
. of improvement in the personal automobile loss ratio.to 65.5% in
' 2004, compared 10,69.9% in 2003 and lmprovement in-the

homeowners loss ratio t0.56.4% in 2004, compared t065.5% in 2003
The lncrease in our 2004 workers compensatlon loss ratio resulted |

]

B

- from reserve strengthemng based upon recent-development trends in -
‘this line of business. Improvements in our 2004-loss. ratios reflect the

‘_ _benefits of premium pricing. increases as well as favorable’ prior

* accident year loss development of $7.2 million in 2004, compared to.

Pérsofal.lines net premiums written increased $45.8 million, or 35. 1%,’/ o

. for 2004 compared to 2003, Excluding net premiums written by Le -
‘Mars.and Peninsula, commercial lines net premiums written incteased
+ $11.4 million, or 14.9%, for 2004 compared to- 2003, and personal llnes

// net premiums written increased $6.1.million, or 4, 7% for.2004
; compared to 2003 We havé benefited during’ these periods from *.

,/»—

;-

premiim-increases by ourinsurance subsidiaries that resulted from”
‘pricing actions approved by-regulators. These increases, which related
prlmarlly fo commercial lines of business in 2004 were realized in most
of the states in which we operate: In addltlon to acquisition growth and

I pricing increases, we have aiso beneflted from organlc growth in most

of'the, states |n whlch we operate

R

N
A

- earned will generally reflectincteases or decreases in net premiums

/ perrod ‘one year: earller

e

T v, e

NetPremlums Earned - ' >

Our net premlums earnéd.increased. to $265.8 mllllon for 2004 an ;o
lncrease of $69.0 million, or 35.1%, over 2003. Our net earned - .
premlums durlng 2004 have grown die to the | increase:in wrltten
“premiums -during the year. Premiums are earned; or recogmzed as

.-

income, over the terms of-our pohcres which are generally one year or .
* less in duration. Therefore increases or decreases'in net premiums™

written in the precedlng twelve month périod compared to the same

. - - sy JN =
r- P )
‘ i ' .

Investment Income Cr -

\Underwrltlng Expenses TR C

favorable- development of $450, 110 in 2003. Included-in the 2004 i
development.are decreases in the liability for losses and loss expenses
of prior'years for Le Mars and Peninsula-of $3.6 million and $1.4 ~

mllllon respectlvely, largely due to favorable settlement of.open clalms

-

o \Our expense fatio, which is the ratlo of policy acqursrtron and other
- -underwriting expenses to premiumsearned, in" 2004 was-30. 9%, -

‘compared-to 30.2%.in 2003. Improvements from expense cantrol .

efforts were offset by Righer underwrltlng based lncentlve costs

’flnourred |n2004comparedto2003 ST T

N
<! S

V-

‘ComhmedRaho o 0
-, Our. combined ratio was 93:1% and 95. 0% in 2004 and 2003

respectively. The combined ratio fepresents the-sum of the Ioss ratlo

: (expense ratio and dividend ratig, which is the ratio of workers’
;compensatlon pollcy dividends incurred. t0 premiums. earned: The

‘|mprovement in“our combined ratio-was, attrlbutable to the decrease in- )
' the loss ratlo between years ST e .

< . N - i

+

Interest Expense o - : f
+-Our. lnterest expense in 2004 was $1 6 mllllon compared to $1 3

For 2004, our net lnvestment income lncreased 19 5% to $15 9 mllllon o

compared to $13.3 million for 2003, An increase in our average -
invested assets_from $376 8 million ifi 2003 to $460.2.million in 2004 _
“accounted for the i mcrease in investment ificome in 2004 compared-to -
2003 Our annuallzed average return was 3 5% durmg both years )

\

Installment Payment Fees

Our installment payment fees lncreased in 2004 prlmarlly as a result of
our January 1, 2004 acquisitions and; toa Iesser extent dueto.-
lncreases ln fee rates and pollcy counts’ durlng 2004

) Income Taxes TR - -
- Our income tax’ expense was $10.9 ml||l0I’l in- 2004 compared t0,$7. 1

million in 2003, reflecting-an lncrease in inferest expense: related to the
issuarice of an additional $5.2 million of subordlnated debentures in.

. 2004 and increases.in the average lnterest rates on our. subordlnated
: debentures compared to 2003 PSRN -

- - .

million.in 2003, represenhng effective fax rates of 29.4% and 28.1%,
respectlvely The change-between effective taxrates is due to tax-
‘exempt inierest representing a smaller propcrtlon of i income before
taxes in. 2004 compared to 2003 : coN v
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Net |neome and Earnrngs Per Share cL e et Realized Investment Garns/Losses
Our net reallzed mvestment gains rn 2003 were $1 4 mlllron compared

Our net mcome in"2004 was, $31 6 m|llron fan mcrease’ of 72 8% over

: the $18 3, mitlidn reported in 2003. Ourdlluted earnings per: share were t' L t0$144.190 | in 2002 Our net realized investment gains'in 2003 were

-

- dlluted baS|s related to an acquisition. Our income. before extraordlnary

; $2 32| in-2004, compared 10°$1. 85,in 2003 “Our.nét income for 2004 2o ngt of impairment charges of $237,724, compared to lmpalrment
Lo lncluded an extraordrnary gain_of $5.4 m|II|on .or $:40 per share ona - .7 charges of $378, 672 recognlzed in 2002.-Our impairment charges for.
‘both.) years were the result of declines-in the-market valué of common.

e +,. tem.in 2004 was $26.2 million, an increase.of 43.0% over net income f o stocks that we determmed to be other than temporary The remaining -

reported in 2003 Our: earnings-per share were rmp‘acted by an- mcrease net realrzed investment galnsand losses in both perlods resulted from

~ " inthe wetghted average | number of shares from 9.9 mllllon for 2003 to i normal turnover ‘within our mvestment portfoho T 0
;136 million, for 2004. This | increase was pnmanly attributable to our ‘ ; ) . it N
7. 6ffering of 3.5 million-shares of. QIass A common stock that was S Losses and Loss Expenses RN e
\, completed in December 20037 v T T e o Our‘loss ratio; which is.the ratio of incurred Iosses and loss expenses -
L N 3 L Yo7 T - o premiums-earned,in 2003 was 64:2%, compared.to 69.6% in 2002.
e - B0tk Value Per Share ar Return on Equrty co ] # Our-commercial lines loss ratio decreasedto 57.7% in 2003, compared
- Our stockholders eguny mcreased by, $34.3 mllhon in- 2004 prrmarrly « 10761, 5% in-2002.-0ur commercial automoblle and workers’
as a result of favorable operatmg results. Book, value pershare B L compensatlon Toss ratios showed |mprovement in 2003, W|th the -

- increased by 10 %40 $18.04-at December 31, 2004 compared to, ~,,Z-‘ commermal automob|le Ioss ratlo decreasmg\to 51:.9% in 2003, -
$16.297a year earlrer Ours retum on average: equity. was 14 0% in 2004 compared to 61 6% in 2002 and the workers compensatlon Ioss ratlo

(24

1
'

o

\

-4

o

compared to 12 2% |n 2003 L S T \_’ _: <, decréasing to 60 5% |n 2003 _compared t0 73.1% in 2002. The. -+ -
. . P \“/\’ e o T L7 personal lires lossTratio |mproved from 73.3%- in 2002,10 67.8% i -

Results ot Dperatrons PR N T «51<\‘ “2003; primarily as_a result oflmprovement inthe. personal automobile’-

Years Ended December 31 2003 and 2002 e, e loss ratio’in, 2003 cempared to 2002 Improvements in-our.2003° loss
0 Net Premrums Wrrtten Cop el e 111,;\\-__ ’ 7 o ‘f l, ratios* ‘reflect the benehts of premium pricing increases and more

“ Our 2003 net premrums ertten mcreased by 6. zt% /10 $207 0 mlllron / perlod m 2002 - » ) - .
compared to $194.5 million for 2002. Commercial finés net prem|ums A R c N A

= - s
RN T v

~written mcreased '$7.9 mllllon or 11,4%, for. 2003 compared'to 2002 \ 1 R Lol N -
(Personal lines net premiums written increased $4.6 million, or37%, o, Underwrrtrng Expenses S / R
for-2003 compared to. 2002 ‘We'have benefited. durlng these: perlods Our expense ratlo wh|ch is the ratlo of pohcy acqmsmon and other
'+ and expect fo contiriue to bengfit, from premidm increases by our- - ? ., underwriting expenses to premiums earned; in 2003 was'30.2%, .
- insurance subsidiarigs that have resulted from prlcmg actions. approved compared 10 29.5% in 2002. Improvements from,expense. gontrol .
- by regulators These mcreases related pnmarrly 10 prlvate passenger )
5 ~‘automobl|e “comrercial multi- perll workers compensatron and’ 7
. homeowners lines of business: realtzed in most of the states in Wthh
- we operate Inaddition t6 pricing increases, we have also- beneftted i /{‘
from orgamc growth in most of the states rn WhICh we operate

- S ~
) ! 2 ST LY R

Our combmed raho vas 95. 0% and 99 G%/m 2003 and/2002 ,
; n T s respectlvely The combrned ratio- represents the sum: of the'loss rat|o
Net Premlums Earned e o } O L * gxpense-ratio and d|V|dend ratio, whrch is the ratio_of workers’

" Our net premilms-earnéd- incicased to $196 8 lTll||lOﬂ 1012003, an' "~ 77 -compensation policy dividends incurred to premiums eamed /The .
increase of $11.0 million, or 5:9%,over 2002 0ur net premiums™.” S |mprovement inodr, combinéd ratlo was attrrbutable to the decrease in

: ; mcurred in 2003 compared to 2002

R oL :

‘Combrned Ratro , el

favorable prlor accldent year Ioss development compared to the same s J

~ .

. ‘: efforts were effset by hrgher underwrmng -based mcentrve costs ’

3

‘1

'

" earned diring, 2003 have,grown:due to theincrease inwritten” , = | . *. 7 thesloss ratlo between years T T -
prem|ums durmg the year; “Premiums; are earned or recogmzed as’ o SR S
. income, over the terms’ otourpohcres ‘which are generally orie: year or - "“8"351 Expense P CO R .
{; - Iess i duratlon Therefore, increases ordecreases in net premtums "Qur mterest expense in-2003, was $1 3 mrlhon compared to $1 [ w
C earned will generally reﬂect increases ordecreases in net- premlums 5 22 millien.in-2002, igflecting anrincrease’in interest expense related-to the
_' + ‘writterin the preceding twelve ‘month. perlod compared t0 the same . L . issuance, of $25:8 million, of subordinated debentures in 2003, offset by. -
perrod one year earlrer ‘, S . 5 Sl :, o - decreases in'the ayerage mterest rates and average borrowmgs under o
A S AP ourhneofcredlt|n2003comparedto2002 T e o
Investmentlncome 8 L e ey B T T L SR PN
", For 2003, our netinvestment income decreased 8,7% o $133 illio, - - Incnme Taxes R e VL ST
e compared to $14 6 million for 2002 An'incredse in our average . { . Our mcome tax expense was- $7 1 vmllhon in 2003 comparedsto $4 5 Q\

mvested assets from $316.5° mllhon in 2002 to $376.8 mlllton in' 2003

. mllllon in 2002 representlng effective tax rates of 28:1% and 27.2%,
r, was more than offset by a decrease in-our annuahzed average return on.”

decrease Il'l mvestment income in 2003 compared to 2002 ‘The- " -, o before taxes in 2003 compared to 2002 N

. decrease in- ourannuallzed average return “during | both years compared R = o '\ S
to the prior years reflects adeclmmg mterest rate enwronment s 2o Net lncome and Eammgs per Share . f ' R
SR RN 7, AR . \? ' 0ur hét incorrie iA 2003 as- $18.3 million, an’ incréase of 52 4%- over

ST e U e, s ; - "the $12.0 mllllon ‘reported.-in-2002. Our diluted earnings pershare were

Cal T T e 7$1.851 in 2003 compared t0 $1.31 in 2002 AR o
L7 B . ~ . N ! A / ,/ < “ - - * e “ "_-»l\l'/ /,—\ B g - L

\ respectlvely The change between effectlve faxrates is due to tax-- .
mvestments from 4:6% in 2002 to 3, ;5% in 20037 and accounted, forthe - 7' xempt interest representing a sllghtly smaller proportlon of vncome -7
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Book Value Per Share and Helurn on Equrty \

. Our stockholders equity |ncheased by $75 5 million ir 2003 prlmanly
asa result of the issuance of 3.5. mllllon shares of Class A common .
< stock in.December 2003, which resulted in $59 0 million innet

proceeds to us. Book value'per share increased. by 12:2% to $16. 29 at

" December 31, 2003, compared to $14.52°a year earller Our return on’ !

5

’

average eqwty was 12 2% ln 2003 compared t0 9. 4% m 2002 \’\; -

Frnancral Condrtron ! ’; . S
quurdrly and Capltal Resources \ P,
+ Liquidity is a measure of amentlty 5 ability to secure enough cash to

meet its, contractual obllgatrons and-operating needs as they arise. Qur SR

“major sources, ot funds from operations are the.net <cash flow generated
from ourinsurance subsidiaries’- underwriting results mvestment
mcome and matunng mvestments T . .

" We generate sufficient net posmve cash flow from our operatlons to e

fund our commitments and build our lnvestment portfolro thereby
mcreasrng future investment returns. We maintain a high degree of

* liquidity i our mvestment portfolro in the form of readlly marketable

. fixed maturities, equity securities and short-term investments. Net cash

“flows provided by operatmg activities in 2004, 2003 and 2002 were PRI

$34 0 mrlhon,_$31 .0 mrlhonland $34.1 mrlhon respectlvely

On May 24 2004, we recelved $5.0 m||l|on in net proceeds from ‘the -
issuance of subordlnated debentures. The debentures mature-on. May

- 24,2034 and are callable atiour option, at par, atter five years. The'

debentures carry an interest rate equal to the three-month LIBOR rate
plus 3.85%, which is adjustable quarterly At December 31, 2004 the.’
mterest rate on the debentures was 6. 21%

g

On December 1, 2003 we completed an underwntten ‘public oftermg ot o

- 35 mrlhon shares of our Class A common stock resultrng in net
proceeds of” $59 0 ml||I0ll tous. - Sy ok s

S

- On November 25 2003 we entered mto a.credit agreement 'with
Manufacturers and Traders Trust Company ("M&T” ) relating to a- four- '

year $35.0 million unsecured, revolving.line. of credlt As of December il
31,.2004,;we may- borrow up to $35 0 million at.interest rates equal to_

M&T s current prime rate or the then current LIBOR rate plus between¥
. 1.50% and 1.75%, dependmg on our leverage ratio. In addition, we pay
a fee ot 0: 5% per annum 6 the loan commltment amount, regardless
“of usage The agreement requires our compllance with-certain "~

" covenants, Wthh include minimum levels of our net worth; leverage -

_ratio and statutory surplus and A.M. Best ratings of our subsididries. As

,' of Decémber 31, 2004, there were no borrowmgs outstandmg and we X
- complled wrth all requrrements of the agreement - . -

’

A

. cony N
v [ S -

/ we had unsecured borrowrngs of $19 8 million. Such borrowmgs were - E
made in connéction-with the various acqursrtlons and capltal - -
,contrrbutlons to our subsidiaries. The. borrowmgs under this line of - .
credit were repald during 2003, and thls credit agreement was -
termlnated on December2 2003 -

Divrdends declared o stockholders totaled $6 2 million, $4 4 mllhon
and $3.5 mlllron in 2004 2003 and 2002, respectlvely There are o
regulatory | restnctrons :on the payment of dividends to our: stockholders
although there .are state law restnctlons on the payment of dividends ~
_from our-insurance subsidiaries.to us. Qur insurance subsidiaries are - _
requued by law to maintain certain mlnlmum surplus ona statutory

‘ basrs and-are subjeet to regilations- under which payment of dividends -

from statutory surplus is restricted and- may require-prior approval of

. their domlcrllary insurance regulatory authorities - Qur insurance

subS|d|ar|es are subject to risk- based capltal (RBC) requirements: At
December 31, 2004; our insurance subsrdlarres capital-were each
substantrally above the RBC requrrements In 2005, amounts. avallable
, for dlstrlbutlon as dividends to us without prior approval of thelr

- domiciliary insurance regulatory authorities are $16.3 ‘million from :
Atlantic States, $1.7 mlllron from Le Mars, $2 3 mlllron from Pemnsula t
and $2. 9 mllhon from Southern . :

- As of January 1, 2004 ‘we acqunred all of the outstandrng caprtal stack

4

“of Le Mars, the- successor to Le Mars Mutual Insurance Company of -
Iowa following'its conversron to'a stock insurance company pursuant to
“a plan of conversion. We - acquired the capital stock of Le Mars for "~
appro><|mately $12 9 mllllon in cash, ‘including payment of $4. 4 million. -
to the'Mutual. Company for a surplus noté that the” Mutual Company had. -
mfused into Le Mars and accrued mterest -

Le Mars operates asa multrple line. carrler in lowa Nebraska Oklahoma

+ “and South Dakota. Personal lines coverages represent.a majority of -

premiums wrltten with'the balance-coming from farmowners and
mercantlle and service businesses. Le Mars’ largest lings of business
“are private. passenger automobile liability and physrcal damage; other
pnnCIpal lines mclude homeowners and commerclal multl perll

As of January 1, 2004, we acqurred all ot the outstandmg common
stock of' Penlnsula from Folksamenca Holdmg Company, Inc. pursuant -
to a. stock purchase agreement “The.cash purchase price-of -
approxmately $23.5 million was equal to 107.5% of. the consolidated -
GAAP stockholders equ1ty of Pemnsula as. ot the date of closmg of the o
acqursmon P N

. The Penmsula compames are each Maryland domlcned instrance
-companies headquartered in Sallsbury, Maryland which write’ prlmarrly
prrvate ‘passenger automobile coverages “and also \irite homeowners
commercral multi- perll workers compensation and commercial

automoblle coverages. Peninsula’s prmclpal operatlng area mcludes T
Maryland Delaware and V|rg|n|a Lol o L -

o~ PSR

On October 29 2003 we-received $10 0 million in net proceeds from
the: issuance of subordlnated debentures. The. debentures mature on
October 29, 2033 and are callable at our option, at par, after five years. -
The debentures carry an intgrest rate equal to the-three-month LlBOR
rate plus 3.85%, which is adjustable guarterly. At December 31, 2004
the mterest rate on the debentures was 5.98%.

- 0n February17 2005, our Board ofDlrectors approvedafour for three o ‘
s spllt of our Class'A common-stock and our Class B comman stack to
~ be effected in the.form of a 3314% stack dividend to stockholders of .
. \ T record at the: close of busrness March 1, 2005 and payable on March ’
on May 15, 2003 we received $15 0 niiltion in net proceeds from the 28 2005 ' - L o
¢ issuance of subordinated. debentures. The debentures mature-on May " - - j e
15,-2033 and are callable atiour option, at par, after five years. The . o LT LT -
*debentures carry an mteresttrate equal ta the three- month LIBORrate -, . .~ S A
-plus 4.10%, whlch~rs adjustable quarterly At December31 2004 the p ST e . T I
interest rate on the debentures was638% o N I Lo IR A

" At December 31, 2002; pursuant t0 a credit agreement dated December - RN e LT
. 29,1985, and amended as,o‘tJuly 27,1998, with Fleet National Bank e R e U AP ‘




Investments \l\ .
At December 31, 2004 and 2003 our mvestment portfollo of, mvestment-

- grade bonds, common stock; preferred- stock, short- -term investments:
~and-cash totaled $506.4 million and $427.2 million, respectrvely,
‘representmg 8. 9% and 71 0% respectrvely, 0f our- total’ assets

C e At December 31, 2004 and 2003 the carryrng value, of- our frxed
A maturlty investments represented 82. 0% and 73. 9% of our total -

mvested dssets, respectrvely

‘ 7
' -
AR

., Our flxed maturlty mvestments consrsted of hlgh quahty marketable

bonds, .all of which were rated-at- rnvestment grade Ievels at December

1) 2004 and 2003

b

St AY December 31 2004 the net unrealrzed gain on avarlable for sale

[ N

"~ fixed maturitiés, net of de‘erred. taxes amounted to $3.0 mrlhon o

“compared to $4.1 million at December 31, 2003 R

» net of deferred taxes, amotinted to- $1.7 mlllron compared to $1 2 -

K mlllron at December 31 2003

=
NS )

v

S At December 31 2004 the net unrealized gain on our equrty secuntles

/o
\ P NN
T ‘ N /o~

Quantrtatrve and Qualrtattve D|sclosures Abnut Market Risk ~
Weare exp0sed to the impact of mterest rate changes, changes |n

. market values of investments and to credrt rrsk o N

-

~in the normal course of. busrness we employ estabhshed pohcres and l
. procedures to-manage our. exposure to changes in mterest rates, .
fluctugtions in the value of the fair market value of our- debtand equity . -

secuntres and credrt risk."We seek to mltrgate thesé risks. by varrous

actrons descrrbed below

'

Interest Rate Rrsk

- o

, _
R BN S N
T 4 ~ N ) -
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Our exposure to market rrsk for a change in mterest rates |s
concentrated in ourinvestment portfollo We monitor this exposure

through periodic reviews of asset and Irabrllty posrtlons “Estimates of :
7 cash flows and the impact of mterest rate’ fluctuatlons relatlng to. the T,
' rnvestment portfollo arg monitored Tegularly. Generally, we do not e
- hedge our exposuredo interest rate risk because we have the capacrty

to, and do’ hold fixed matunty rnvestments to maturrty

expected- maturrty dates, for financial lnstruments sensrtrve to mterest

- rates at December31,,2004are asfollows T

, . SN -~

)

~ s

|
.

. Principal cash flows and /related werghted average rnterest rates by

EqurtyPrlce Rrsk S R -
- Our porttoho ot marketable equrty secuntres whrch is carrred on. our* -

t

-consolidated balance sheets-at estimated fair value, has, exposure to |7,
price risk; the risk ot potentral loss.in estrmated fair value resuiting from '
an adverse ¢hangé in prices. Our objectrve is to earn competitive_ © 7\
relatrve returns by mvestlng in.a dlverse porttoho ot hrgh qualrty quurd °
seeurities” . cs T -

' - Ve e 7 - - Lo -
: N > - - . . -
- NN - - . - \ R ,

. Credrthsk N2 ‘

- Qur ob|ect|ve is to earn competrtlve returns by mvestrng ina drversmed -
* ' portfolio’ of securrtles -Qur portfohos of fixed. maturrty securltres and; to )

RORCAS . a lesser extent, short- -term mvestments are subject to credrt risk. This ~ -

- rrsk is defined as the potentlal loss in market value resultmg from. .
- : fadverse changes in the borrower s abilityto repay the debt‘ We manage- - -

" this-risk by pertormlng up tront undetwriting analysis a and through ‘, s

regular reviews by our investment. staff: Qur fixed" maturrty investments

-are also maintained between mrmmum and maxrmum percentages ofe v

~

b

Ve mvestedassets AR S

PN

v

We provrde property and ||ab|l|ty msurance coverages through RPN :
mdependent insurance agencres located throughout our operating area.’
_ The majority of this business is bllled Adirectly to the msured although a
portion’ of our’ commercnal businessis billed. through ‘our agents who .
L, s are extended credrt in the normal course of business. ~ L% sl

R

Lo 0ur'i lnsurance subsrdlarres malntaln remsurance agreements |n place .
~ Withrthe Mutual Company and with-a® number of other malor unafﬂhated
, authorrzed rernsurers ~ :
T %3 - C NG - _r N . NN ) N

\ Pt
4 . - . BN

Impactotlnflatlon N L R L

Property and casualty rnsurance premrum rates are establrshed before

the amount ,of losses.and Ioss settlement expenses “or the extent to )

N whrch mﬂatron may |mpact such expenses are known Consequently, o

_ o Wwe attempt in_establishing rates to antrcrpate the potentral |mpact ot
rntlatron - ' ; -

’ ’ - A -~ 7 -

“ . . - . .
N

ImpactotNewAccuuntmg Standards - L -

|

< In December 2004 the Financial Accountrng Standards Board (FASB) : (\
. issued SFAS NG. 123(R), “Share«Based Payment,” a revision of SFAS\ . '7
oo No. 123.and- superseding APB Oplnlon No. 25. SFASNo. 123(Ry - 7. "

requrres -the measurement of all employee share-based paymentsto -~ .

: K - principale -‘Weighted-Average' " - employees, including grants of émployee stock options, using.a fair  © -
(flmOUms in thOUS?JﬂdS) . Cash Flows _“InterestRate ~ -~ " valie-based method and'the recording.of, such expense inour. . .
- Fi <ed maturities and short- term bonds - ‘| .~ consolidated statements of income. The provisions of SFAS No. 123(R)~
2005 O '$ 61, 654 _ 270% o are effectivé for reporting periods begrnmng after June 15, 2005. We .-
Coos S L 32-,476\’ ’ 513 -~ . arerequired to-addpt SFAS No. 123(R) in the third quarter of 2005. * . |
o007 e T 35057 © 457 - ¢ Upon adoptlon the pro forma drsclosures previously” permrtted under
Lo R S . " 7, SFAS No. 123 will no longer be an. alternatlve to financial statement LT
s 2905 - S AL 532 N 3;99' N recognrtron Weare evaluatrng the aIternatrves allowed under the
Sm20000 L e 54, 740 . o-7 445 - standard, and we expect the adoption of SFAS No. 123(R) to result in
" Thereafter -~ =~ - - '917330 - >'C 484 .. ‘7 - amounts that are similar to the current-prg forma disclosures under”
O Total T o T "34'42’,}339 e ‘SFAS No.,123 forll share- based payment transactions through = .. .+~ .-
. 7 Market value $458814 - S ‘ December3t 2004. SFAS' No. 123(R) also requires the banefits of tax o
;= — e — deductrons in excess of recognrzed compensation ¢ost to be reported, -
Debt: P { . o RN " as afrnancrng cash’ flow rather than as an operating cash flow as
. - I - = C 7 requrred undercurrent rules. This requrrement will reduce net opérating ~ -+ .
- Thereafter 7~ . . 8530028 .. . -622% - “cash flows and increase net financing cash flows in periods after ~* -~ . -
_Total - -~ - " .§$30929 S ~adoption. The amount of operating cash flows recognized for such - Lo
- Fair'value ‘ $r 30, 929 T ) ,excess fax’ deductions” were $2: 2 million, $179 097 and $6 323 in 2004 C

Actual cash flows from mvestments may dn‘ter from those stated as'a

result of calls and prepayments

*.2003 and 2002 respectrvely Ce L
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, - 7 iSsued 10, 395 227 and 9; 880 506 shares and outstandrng 10.313,703-and-9, 798 982 shares
", Class B common stock, $.01-par value, authorized 10,000,000 shares, -~ - ‘ e

Donegal Group tnc '\_ n - o /. o O o oL o -0
BDNSCILIDATED fBALANCE SHEETS A R ‘ ,
December31 SV A ﬁ Ty o j S T 004 02003
ﬂA/ssets Co P N, - R PR
I'n\‘/'estment's’ DR N R S ,r : J ol ,
leed maturrtres Lo IR A I r _' ] ” )
Held 0" maturrty, atamortrzed cost (farr value $1 84 688 482 and $116 133 002) S $182 573 784 - $113 050 784
. Avarlable forsate at farrvalue (amortlzed cost $222, 071 804 and $192 097 372) N : 296, 757 322 - 198 433, 337
Equrty securities, avarlable forsale at farrvalue (cost $30 770 759 and $22 890 367) Tt 33,504, 976 - .28, 710,405 ‘
Investments i in affrhates . N ,‘3 8864 741 ‘ 6,737, 816" " <.
Short-térm lnvestments,‘at cost, whrch approxrmates farrvalue T . 47,368, 509 T '78,344125 : - -
.- Total mvestments N T / . 499,069,332 ° --421,276,467 ' .
“ Gash S I N -,’, B 7,350,330 5,908,521 -
S R P PPN L 3,752,075 -

“ Accrued mvestment mcome R N
Premiums receivable coo e

_Reinsurance receivable . T T
" Deferred policy acquisition 8osts‘~ T

A 961‘,173
44 266,681 *

L 98 478, 657

22 257, 760

- 29’016.940_
81,009,106 - -

~.16,223,765.

Class A-common stock '5.01.par value, authorlzed 30,000,000 shares,

issued 3 177 440 and 3 051 811 shares and outstandrng 3 136 678 and 3, 011 049 shares

< 31,775

© 103,952 -

 Defefred tax asset, net - 4 e o - * 10 922 440 S 7,032,409,
. ;Prepaid'reinsurance premrums B N TS LA “35,907,376. .0 - 30,691, 654
Property and equipment.net | L - - ST . 1 5508840 T 4151677,
- Accounts Teceivable = securities - . - - oL 0 e T 1 383587 - 152384 -
. “Federal income taxes recoverable,’ e e T TS 3,468,506, S /—-7 L
. Other Co e T T e T 1840719 . 1,449,0507 & :
Totalassets -~ o0 T b e $735,415.401 $602,036042 .
o Llahllmes and Stockhalders Eqmty RSP ( T \ \ ’: R ’
Llabrhtres R o PR L A Nt s
- Losses and Ioss expenses ,’ B LTI T T $267190060 - $217,9140574 .
. Unearned premiums~ , © T, U T T T e T 174,458,423 134,028,035
< Accrued expenses .- T T T T s ,,13,413,518 CT - 7,769.879: .
"#"" ~ Reinsurance balances- payable R 1,716,372 51,355,796 -
. Federal incomig taxes payable - T, an e T T it T e 315,808,
-"Gash dividends declared to stockholders L o - .1,566,995 0 UL 1378993 .
“Subordinated-debentures . i i ccd el Huso,gzg,ooo 5 774,000 - o
_-Accounts: payable—secuntres R e T SR o = «L“ 12,438,784 =
“Duetoaffiate. L. oo i e 240680 1904452 -
‘Drattspayable\ R Pt T T SN 1,278,433 - - L L -
ce L Other t ST ool et LT e T 10976060 - \1,507,006 -
Total liabiities ~©, -~ o - L i L 0 0 - . 492711087 393,386,810 - -
Seen L EE e T LT N } < - -~ -
Stockholde’rs’ Equrty D R S \ 7 RV -
Preferred stock; $1 00-par value authonzed 2000 000 shares none |ssued ) ’ . , : — R S

e ’98/805 ’

© .30, 518

'Addrtlonal pard in caprtal e el S ‘ . vl L 131 980,264. - 122, 744 905 -

- ~Accumulated other oomprehensrve income ', /\ IR ;,‘TE, .' C L. 4749965 . 5290.923"
' -7 Retained earnings . - R "T,Q S o . ’ 1086, 730106 "’81 375,829 " ,
" Treasurystockiatcost . o S Sl e © " (891,748 j (891 748) 7 -

Total stockholders’ equity, . .~ ..~ coo T e T

T 242704314 -,

208,649,232

Co Totat Irabrhtres and stockholders equrty o L ',“‘? ST

See accompanylng notes fo' consohdated frnanolal statements.v . 2 ,’
. ) . ) T o e o

Yo $735415401 0,

. $602,036,042 -
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~ DonégahGroup Inc.~ .~~~ e S e v o T L e - .
f'aBDNSDLtDATED STATEMENTS\ DF ENEIME 3 ! v
. AND GDMPREHENSDVE tNE-ME "‘ - ) = -
\\:Year Ended December31 Lo T S oo0d ! 2003 - - 2002 o
’Statementsallncome EREEN I g o
‘,Revenues o s . , ~
o Net’ premlums earned (mcludes attrhated relnsurance of . ST S et ST e
\ $100,773; 324, $94,173, ,934 and $86,195,962) *'-$265,838,594 . $196,792,696 - ' - - ,$185,841,193 ‘
Sl Investment rncome net of: mvestment expenses ! .. 715,906,728 o -13,315,936 © - 14,581,252
-+ - _Instaliment payment fees .~ o L 3,686,790 2,464,604, - - 7.~ 2,447,229
- ‘Lease.income , TR T - +,890,306 ¢ T 845211 L7 e 789,697 -
Net realrzed_rnvestment‘gains ;T e ) 1.466:220 © 1,368,031~ 144,190 -
. Otherincome '+ .- . Tt ) L)t o 205,850 L=
. Tofal revenues ~ - . ce- C \'087,788,638 -~ - 7 214,992,328 - . 203:803,561
Expenses ) TR AR / ) L .~ )
" Net losses and loss expenses (mcludes afflllated relnsurance of - oL T R _—
o $55, 109122 $53,659, 974 and $54,684,955) - S 164,141,368 © . 7. - 126,243,311 i 129,267,686
Amomzatron of deterred policy acqursrtron costs : - . 39.434,000-7 .. 30,839,000: - . > 29,473,000 ",
* Other. underwriting expenses ™ - - PR 42,544,166 ) 28, 686 365 T 7 0258,331,777
" Policy dividends . o ’ 1300 893 T 17154773 1,056,790
. _Interest, N s T T ‘ 1,613, 511 . ) 1287197 1,119,204 .
. Other ool ey T t’;’, PN ‘1 700449» ’ - 1,345,307 1,080,520 ~ °

. - Comprehensive income  * - o< I

- Total. expensesw )

‘ 250,734,387,

“189,555,_953. )

187,308,977 -

Income before i mcome tax expense and extraordrnary |tem P
JIncome tax experise. '{ -7 S '

© 37,054,251
10,885,652

"< 25,436,375

- © 7,142,399

16,494,584, -
4,491,862

" Income before’ extraordmary item Tk RIS

sNevincome < - L a. T L T s131‘.«,e‘1~‘4»,259\“~ ’\ Rk 1‘8,293;_976 -8 12,002,722
Basic earnrngs percommon share . L U DR B SN g S
Income before’ extraordrnary item. o, e $. - 1 99 \$ o719t 8 e 132
Extraordrnary item - - LT T A 7‘ N oo —
CNetincome_ - Lt U S0t T 24000 8 191 0 T8 L 132
B Diluted earnin‘gs percemmon,sharew L RN N o A
-Income before extraordinary item - - " s L1920 o5 185 LS 13
'Extraordinary tem -~ L R T 407 o oo — S =
Net income - e, Vo 282 LTS ' 185 $ . 131

Extraordlnary garn — unallocated negatrve goodwrll . 2

26 168,599
| 5445670

18 293; 976

2002722

Statemenrs of Camprehensrve Incame s o -

S sl
W oTe

“Netincome - .~ -.. R

- Other comprehensrve income (Ioss) net—of tax

Unrealized, garns on securmes

‘Unrealrzed holding gain. arlsrng dunng the penod net ot rncome

~fax of $221,920, $754 840, and-$1;148, 224

Reclassn‘rcatlon adjustment for gaing- rncluded ‘in-net income, 7

"+ net of income tax of $513, 177,,$478 811 and $49, 565

. o
~ %

412,085

731,614,269

C o (953,043):

P o
+

I

I

T ez o

© 0 $18293,976

’ ,1’,268 190

T8 12002722

1
St
;

2,144,813

T (8a825)

Othercomprehensrve mcome (Ioss) R BN

~ 1 (540,958) -

2,050,188

'§$-31,073311 -

$ 14,052,910,

oo~

See accompanyin(j'notes_td-cpnsotida‘ted‘financial”'stetement‘s.\ -

a7

378,970
" -$48,672,946

=

s
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ELT,lUITY
Accumulated .

Tax beneflt on exermse of stock optlons GE

Other comprehenswe income-

'

- e

T

e T /-;‘ ‘-/ /\ \‘i - v‘, 6,323 :
0080788, ¢ LY il

" B " . [N P -
\ N

- ‘ - BN «
R
S

; T - \ Gommon/.—Stock’” 5 Addmonal L Other - T Total ‘
L s e e - ClassAT ClassB. ClassA: . ClassB o - Paideln: - - Comprehensive Refained . - “Tre’asury Stockholders o
P - : Shares Shares ” Amount - “Amount- - . -Capital "+ | . Income’ ." . Earnings Stock © Equity
o Balance January1 2002 - 16,097, 214 3021 965, $.60,972. sso,z‘zo‘ $ 58,887,715 - $2,861,765 $59;9%922125 $(891 748) .$120,928,349.
Issuance ofcommon stock L 166 972 N 11570 e ?(1,64’,1,‘5}17 ‘ L T 1643, 217
Netingome. S R U D R 12002722 IR 13 )
CCashdvidends S T RO T e (3526157)’ S (3526.157)
«Exeruse of stock options. - e B AN ¥ AR T AN /S < I R Y
Grantofstockopﬂons S A R IR 1 - I (38034) S =

e R
 2.050188 -

Balance December 31 2002

" \§:269,093 3,004742 '$ 62,691 -

$30:247° $ 60 651,751

$4 911 953

. $(891 ,‘748)‘ 3133 182,850

Issuance of common stock

'

' Netincome - '_X
Cash dnvudends

Exermse of stock opnons
Grant of stock opt|ons :

\

" .3)547,000

‘.“\
'
T
P~
PN ,
- §
L)
! .
’

Tax beneﬁt on exerc:se ot stock optxons

‘‘‘‘‘

I 35470 - 60193670

27069 0 644 ¢ 27 o 744310

 Taars

PEEN

e 976077

IR N S 179,0_97, L

N ool . - . o
t - [N ~
P ., N
Lo PR -

* $68.417.056 -
Ly © 60229140
' 18293976

SO o
' '\(4 360, oze)
" 745,225

-(4,380,026) _

s - [ [ N .
/*( . s . U

[N

S mey

[ - Lt
PREEEN -

g’ U T T

C ey L e &

RN

‘378970 « .

Batance December 31 2003

B 9, 880, 506 3051 811

$ 98,805 " $30,518.

$129.744.905 -

5,290,923 . $81375,629

$(891.748) $208,649,232

Issuance otcommon stock o
I Net income:

Cash d|v1dends»

 Exefcise.of Staick opttons

Lo

Grant of stock optlons

]
B

Lol ,,48 736

‘

L. A e

" 465985

"8 A SRR

125347 D 4660 1254 -
T e

859,945

- 6081938

L T s

T

R LT T
R 7 PR

P

@79~ v =

L

T 31614269
- (6172733
S D T e T e 6,087,852

Tax benefit on, exercuse of. stock optlons T i .- - f\, 2,206, 217 e e T e T 208207
Othercomprehenswe l6ss s e G T . (540.958) .. - coo . (540,998) -
" Balance, December 31,2004 < : 10395227 3177440 $103.952 831775 $131,980,264~“‘$4749965 X s1os7301oe $(891,748) $242704314 -
“/" — ‘ ’_/ ‘ ‘\, = ’,/ ‘\/ O e e . ,,; e T~ - . . - . ‘: ‘ N ,*,)’\,\/ B ‘\.1
See accompanymg notes to consolldated financial statements T e T N
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DonegalGrouplnc i '\, - e E e
CDNSDLIDATED STATEMENTS 'DF EASH FLDWS w‘w’,' o N
YearEnded December31 R 2004- L 003 - 20020
Cash Flowsfrom Operatmg Achvmes T S N T T
*_ Netincomeg: . < T | $31,614269 - - - $18,293,976 ¢ - - $12,002,722""
" Adjustments to° reconcne netincome to net cash R R 7 BT T
prowded by, operatmg activities:. "~ - Dol T T e e T T
»Extraordmary gam——-unallocated negahve goodwxll’ ‘ / -, ‘(5,445,670)'-7 Lo, iR e ‘ ‘/ L=
Depremahon and-amortization ~. “ ‘ o N 12,472,813 . 1, 1532664 1,236,592
.+ Netrealized investment.gains - ; N (1 1466 220) (1 368 031) 'i ‘ T (144 190)
. Changes in Assets and Liabilities; -, ~ >~ 0 oo . -
- dLosses and loss’ expenses ] oo 13 353 426 T 7 222 306 0 30 851 847
- / Unearned premiums - - s T M T 0T R0,002,138) L .. 13,025,588 ° 6,923,183,
o Accrued expenses - S v 2406540 -~ - - 11,186,084 * (602,282)
© Premiums-eceivable . . v 0T T (6:638,081). .. . (2,730,458) - (2,142,951)
" - Déferred policy acquisition costs .- LT e, 7T 716,033,995) L (1 656,695) - (962,855) .
Deferred income taxes. ~ ~. - - C T (405,256) 7 0 (352,731) - (579,654).
. Reinsurancerecgivable " << -~ T o . 07 2(9,402:114) - Lo 772,198,166 (15 354,098) ...
- Accruedinvestmeritincome o T .t .(503,171), L3374 L o L 5 (50,373) L0
- Amounts due to/from affiliate |~ .o TET L (663,772) 0 - (3,175,963)° R 65,341 :
" Reinsurance balances payable ' ST (876711 o 255,358 ) 7 261,287 -«
Prepaid remsurance Premiums’ LU - (2,558204) . O, (2.837,658). - 1739471, -
' - Curentincome taxes - v c o7 (1882,007) LT 087,388 - | 656,488
. Other,met > = . .- cO T T T 306822) T L (8204406)° 181,965 .
. Net adjustments - . - . vl = D 382,804 112,678,920 .1 22079,771 .
, ‘J‘ ~ Net cash prowded by operatmg actrvmes‘ LU oo 0733997073 .0 7 30,972,896 7 34,082,493 7.
* Cash Flos from lnvestmg Activities: * ~ . AT S PRV T
Purchase of fixed maturities~. - . - R ' L e e e
) Held-to maturity S /(64,920 048)\ < (51,747,067) UL (35867,577) 4 -
* Available for sale- AL e (75,037;253) ~ . (104935.346) » * "0 (75783783 *
" Purchase of equity Sécurities‘ . R t <l (20 631 815) (16 506, 807) ; - (18,325,041) - =
.+ - Sale of fixed maturities™, =, N P T Ve :
L Held to maturity- -, R i;.—a‘ 1971 000 - V2, 415,000
;w7 Available fof sale ! g L A c27813196 0 L T 16 575179 - | 461,965
\\ e Matunty of fixed'maturities - . T e Do T T T T SR
U Heldtomaturity-+ ol o arae et L - 20,056, 03, " 34:967,828
.. Available for sale. T Lo T is3g44da1 -0t - 84,303,268 - 58,798,825
-Sale ofequity securities - T -0 T - - 14924971 L - 12 457 028 . . 13,371,510.
“Purchase of Le Mars {nsurance Companyy(net of cash acqwred) 711,816 523) : — el —
Purchase of. Peninsula Insurance Group (net: of cash acqmred) < (21, 912,629) : -, i' - =,
" Net decrease (increase) In investment in affiliates -~ . (2,222,872) - N "(4‘048 000 b 22 613 -
Net purchase of property and equipment - - ° AT (521 095)° - . (552 005)"

s

v

N Net sales (purchases) ‘of short-term investments,™ ' >

L Net: cash Used | in investing activities - N (38 673 820) T .(89(,268,996 ) (27,445,883)

Cash Flows from Financing Achvmes S T REVARY S
. Issuance of comman stock--» "~ s Tl I 6948 287 s . 80, 974 365 1 721 425 "
Issuance of sitbordinated debentures S SRR 5 155; 000 T 25,774,000 ° :
Payments on-line of credit - — R <{19,800, 000) A ,}(7 800 000)

Cash dividends paid -~ ... et e s ' (5 984 731) e T - (3,868,348) . (3,508, 719)
Net cash provnded by (used. m) fmancmg activities > T 'B118556 0 - 63 080, 017 - (9,587,294)

. Net ificréase (decréaseyincash. - - < T S- T 0 1441809 0 4783917 (2 950,684).

.. < Cash at'beginning of vear~ A e st 05,908,521 .. 1124804 - 4075288 ° .
. Cashatendofyear .-~ - * .-+ ., C $7350,330 ¢ .o~ - $5908521 - $1,124604 < -
'f7jsee\aCCOrhpanyir}Q notes to consolidated financial statéments. T A \ ‘ 3

) N o 19 . : ' .
I ) - '\’ °

40,259,336 © - (49,314,707

. (4,955,218)

)
L (371477) "
)
)

“
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\1'—'rsummary ot Significant Acc_ountingflf'ol_icies - B

Organrzatron and Busrness T e Tt

© We were organrzed in 1986 asa regronal insurance holdrng company by

Donegal MutualInsurance Company (the, “Mutual ‘Comipany”) and
opérate predomrnantly as an’ underwrrter of property and casualty )
rnsurance through our subsrdrarres :0ur property and casualty rnsurance

Southern Insurance Company of” Vrrgrnra( Southern’ ), Le Mars

" Insurancé Company (“Le Mars "), and-the, Penrnsula Insurance Group
(" Penrnsula") which consists of Peninsula Indemnrty Company and- The
“Peniinsula Insurancé Company; write’ personal and’ commercral lings of 20
property and casualty coverages exclusively throughi.a network ot
rndependent insurance agents in thé Mid-Atlantic, Mrdwest and Southern-
states. We have three operatrng segments the:investment functron the ™
personal fines- tunctron and the.commercial lings function. Our personal
Irnes products consist primatily of homeowners and pnvate passenger_

v automobrle policies. Our- commercral lines products consist primarily ot

commercral automobrle commercral multi-peril. .and workers' - - 7
compensatron polrcres Af December 31, 2004, the Mutual Company held
approxrmately 429% of our. outstandrng Class A common stock and
approxrmately 66% of our‘outstandrng Class B common stock

Lo e

Atlantrc States partrcrpates ina poolrng agreement with the Mutual L
»Company lUnder the pooling agreement ‘the insurance’ busrness of the -

twocompanres is pooled and Atlantrc States assumes 70% ot the

~pooled business. .~ 7 . ‘, L
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“We also own 48 t% of the olutstandrng stock of Donegal Frnancral ;

" Services Corporatron ("DFSC") a‘thrift holding: company- that-owns. L
Provrnce Bank FSB. The remaining 51.9%of the outstandrng stock of*
DFSCis owned by the Mutual Company oL
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Proneer Insurance Company of Ohio ( Proneer Ohro ) prevrously a

L wholly owned subsrdrary was merged into Atlantic States on May 1,

N

. 2002. Southern Herrtage Insurance Company previously a wholly
: owned subsrdrary, was merged into Southern -on May 1, 2002 The 4

‘mergers were ‘accournited for ast statutory mergers and had no frnancral

-~ cadualty insurance unpard Iosses and 10ss expenses,-valuation of
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most srgnrfrcant estrmates relate to ourreservestor property and. -

. investments, polrcy acquisition' costs and guaranty fund liability .

accruals While we belreve our estimates ‘are approprrate the ultrmate
amounts may différ from the estrmates provrded The methods for

subsidiaries, Atlantrc States. Insurance Company (“Atiantic States”), j( PRt -.making these: estrmates are regularly reviewed, and any-adjistment.

consrdered necessary rs reflected rn our current results ot—operatrons
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) Reclassrtrcatlon SRR , -

< \\ Short term rnvestments are carrred at amortrzed cost whrch

" impact on the consolrdated entrty o N v - ‘5 ‘

.

-~0n December 1, 2003 we- completed an underwrrtten publrc offerrng of

3.5 million shares-of-our. Class A-common stock resultrng in net

proceeds of $590 mrllron tous. - ST e
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BasrsotCunsoIrdatron‘_ o s e T
The consolrdated financial, statements,cwhrch have been prepared rn
accordance With accountrngjprrncrples generally accepted in‘the Unrted
States of America,include our accounts and those of our wholly owned -

subsrdrarres All significant rnter company accounts and transactrons
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have been: elrmrnated in consolrdatron The terms we,”™ “Us,
the “Company”’as used herern reter to the consolrdated entrty

! ~L e ‘L . P © [ ,‘

Use ot Estrmates B r\g, ’ ” ) l\ o

' /

) ,requrred to make estimates “and. assumptions that’ atfect the’ reported ‘

. Certain amounts.jn 2003 and 2002 as reported in the Consolrdated
Balance Sheets Consolrdated Statements of Cash Flows and Notes to””

Consolrdated Frnancral Statements hidve been reclassrfred to conform to S

the current year presentatron B RN . L
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. Investments R SN o

N T Avarlable for:Sale — Debt and equrty securrtres not: classrfred as held ?/ v

We classrfy our debt and equrty seourrtres rnto the followrng categorres

Held to Maturrty — Debt securrtres that. we have the posrtrve intent
and abrlrty to. hold to maturrty reported at amortrzed cost

s, to maturity; reported -at fair value, with unrealrzedagarns ang..

©

- Iosses excluded-from’ income and’ reported asa separate
component of stockholders equrty (net ot tax eftects) ;,;

- f T

approxrmatesfarrvalue \:- PR 't _
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We regularly pertorm varrous analytrcal procedures to determrne

possrble rmparrment wrth respect.to our rnvestments rncludrng -

* identifying any. securrtyewhose fair valug is below rts ‘amortized cost. -
Upon rdentrtrcatron of such securrtres a detailed review is pertormed to
determrne whether such. declrne is other than’ temporary if theré isa .

decline in fair value.below amortrzed cost that is other than temporary, o

the- cost basis for such. investments in the held to ‘maturity and avarlable

for sale categorres is reduced to fair value. Such decline in cost basrs is- -

recognrzed asa realrzed Ioss aod oharged to rncome

Premiums and drscounts ondebt securrtres are amortrzed over the Irte
-of the-security-as an adrustment to yreld using the. etfectrve interest

e

”~ -
T
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" method. Realized investment gains and Iosses are computed usrng the -

“specific rdentrtrcatron method ’“:’/, o

o \” ’\ A

Premrums and drscounts for mortgage backed debt securrtres are

amortrzed usrng antrcrpated prepayments__ ” N ,

amounts of .assets and Irabrlrtres as of the date:of‘the balance sheet and :

reventes and expenses Tor the perrod Actual results could drffer
srgnrfrcantly from those estrmates R :

We make estrmates and assumptrons ‘that can have -3’ srgnrfrcant etfect
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© - quoted- market prices, when avarlable If quoted market prrces are o
on “amounts and drsclosures we report rn ol frnancral statements The\ -

s, e -
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o FarrVaIues ot Frnancral Instruments B

Investments in. affrlrates are-accounted for usrng the equity method of
accounting in- -accordance wrth “Accounting-Principles Board (APBY -
.Opinion No. 18, “The Equity Method ‘of Accounting for Investments | in-

" Common-Stock.” Under the_equity method we record our investment at’ )

cost; "with- adrustments for our share of aftrlrate earnrngs and losses as

well as changes rn affiliate’ equrty due to unrealrzed garns and Iosses

o
i S o, -
i ; <, "

We have used thé followrng methods and assumptrons rn estrmatrng
our fair. value drsclosures S . . Lt

~,

- Investments — Farr values for frxed maturrty securrtres are based on -
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T not -availablé, talr values are based on quoted market prtces of-

e comparable mstruments orvalues obtained from mdependent
-~ . pricing services through a banktrustee The falrvaluesforequrty
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secuntres are based on quoted market pnces- NN .

" Cash and Short Term lnvestments — The carrymg amounts N e

s

reponed m the balance sheet tor these mstruments approxrmate

thelrfalrvalues, /g “ AR

' B o
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Premlum and Remsurance Recelvables and Payables The“ o

, carrymg amounts feported in the balance shieet for these | - --

—/[ o mstruments approxrmate therrfalrvalues E a0 ; ,Qti J,
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*Revenue Recogmtron I
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Insurance premrums are recognrzed as- mcorne over the terms of the

N pollcres Unearned premlums are calculated on-a' dally pro rata basrs ~

o
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Ppltcy Acqursrtlon Custs T L DR

Polrcy acquisition costs consrstmg prlmanly\of £ommissions, premrum >

" faxes and certain other variabte, underwntmg costs, are deferred and -
amortlzed _over the period-in which the premlums“are garned: RN

i

N

Subordmated Debentures — The carrymg amounts reported in the\ .
- balance sheet for these mstruments approxrmate farr value due to,

We currently file a consolldated federal mcome tax return A

J s ¥y

We account for income. taxes usmg the asset and habtlrty method The L

objectrve of theasset and liability, method is- to establish’ deferred tax - -
+ assets and’ llabllltles for.the temporary dltterences between the

fmancral reporting basrs and the tax basrs of our assets and liabilities,
/at enacted tax: rates expected to be m eftect when such? amounts are IR
- realized- orsettled S R
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Credrersk TS e e Ry

We provrde property and lrabrlrty coverages through mdependent agency

\, " systems located throughout our insurance subsrdrarres operatmg areas. ~

;

. Thet ma;onty of this business is'bitled dtrectly to the insured, although ac:.- .' "
N portron of our commercial busmess i$ billed through our agents who ‘
are extended credit m the normal course “of business, o ‘ s

e
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Our msurance subsrdrarles have remsurance dgreements: m place with the : s
S CMutual Company and with a number of ather authorized reinsurers wrth
, at Ieast anAM. Best ratmg of A oran equrvalent fmancral condition. -
- ) ‘ 7\&/ \,_ v),
v Remsurance Accountmg and Reportmg e \’ TN N

'

~ S

We rely Upon remsurance agreements 10 llmrtour maxrmum net loss L
. from large smgle risks or risks.in_ concentrated -areas; and.to mcrease

’ N

Antrcrpated lossesand loss expenses, expenses for maintenance ot /, -ouF capacity to Awrite insurance: Remsurance does not relieve the .
‘ prrmary msurertrom lrabrhty -10-its polrcyholders To the extent thata”

-policies m force and antrcnpated investment’ income are consrdered m
the determmatlon of the recoverabtltty ot deterred acqursrtlon costs .
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Property and Equrpment - -;'t,j e LT L

” Property. and equrpment are reported at deprecrated cost that is v ;
< computed usmg the strarght lme method based upon estlmated usetult :

<
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" “companres We generally record our liability for' such assessments as
T we wrlte premlums upon whrch those assessments are based )

lrves oftheassets ‘ \-;',_. o e
_’ 5 \‘,,,l‘_J\\v(‘\.‘ S "/_/
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s msolvencles,from states in wHich our- msurance subsrdrarres are,’

- S . v,
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Losses and Luss Expenses N Y

The liability: for losses and loss expenses mcludes amounts determmed
on the basis of estimates for losses reported prior-to. the close -of the
accountmg period and other estrmates,,mcludmg those for mcurred but
ot reported losses and. salvage and subrogatron recoverles Ca

These llabrlltles are contmuously revrewed and updated by management

tand management belteves that such Ilabtlrtles are adequate 1o, cover the

ultrmate net cost of claims and expenses. When management ' -

-t
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determmes that changes- in estlmates are requrred such changes are L

mcludedmcurrentearnmgs, A T
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" We have no materral exposures to asbestos and envrronmental

,
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Guaranty Fund LlahltltyAccruaIs ’. e R

o tatr value as'a dividend'to the controllmg entity. These provrsrons apply
“ - to.us, because the Mutual Company is the employer of record_ for

e make .estimates ‘of our- msurance subsrdrane Irabllmes for guaranty

v
o

‘fund and other assessments-because.of i msurance company

N

licensed. Generally; an insurer is subject to assessment dependmg
upon- its market share of a-given line of biisiness, to assrst inthe -

-payment of unpald claims and” related costs of msolvent msurance .
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/- reinsurer; may- be unable-to, pay losses tor whichiit is liablg" tnder the- e
terms of a-reinsurance.agreement, we are exposed to.the risk of | -
- continued lrabrlrty for such losses. However inan effortto reduce the-
g risk’of non< payment\we require all of our; reinsurers to havé' an A M.,
Best ratmg ofA orbetter or; with: respect to forergn reinsurers; to. have > °
" a fmancral condmon that*in the OplﬂlOﬂ of management S equrvalent to-

N . v

acompany wrth at least an A- ratmg . P L
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Stock-Based Cumpensatron,, oL T
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Eﬁecttve July 1, 2000 we adopted Fmancral Accountmg Standards Board

(FASB) lnterpretatron No. 44 (FIN_No. 44), “Accountmg for Certam ;f . ‘[

v

;

N

Ty

Transactlons mvolvmg Stock Compensatron‘ and Emergmg lssues Task ~
Force Issue No. 60-23 (EfTF00-23),"Issués Related to the, Accountmg .
forStock Compensation under-APB Opinion No 25, Accountmg for © 7 .
_Stock Issued to Employees, and FIN No.'44, Accountmg for Cértgin - ’

- Trarisactions: involving Stock- Compensatron " Pursuant to FIN No. 44, 7. ‘

. APB-Opinion-No., 25 does:not-apply in the separate tmancral statements .f o
ofa subsrdrary to the accounting: for-stock compensatton granted by the -

ARY subsrdrary to employees of the parent or. another subsrdlary EITE 00~ 23 -

’ _ states that ‘when employées 0f a. controllmg entity are granted stock, oo
compensatlon the entrty granting the stock compensation should, o
~-measre: the farr value of the award atthe grant date and recognize: hé’ -

[
-
v
|

tsubstantrallyall employeesthatprovrdeservrcesto us.oo L T o

" We accountfor, stock- based dlrector compensatron pIans under the - )
~ provisions: of APB Opmron No 25 and related mterpretatlons During " . .- .~
2001, we adopted an Equrty Incentlve Plan for Diréctors that made 0 : )
200 000 shares of.Class A common stock avallable for issuance! Awards ™" .
© may. be\made in thetorm of stock opttons and the,plan addltronally cos T

- provid€s for the |ssuance of 175 shares of restncted stock'to each v‘ﬁ T

: dtrector/on the. flrst businéss day of January in each- year No stock based

. diréctor compensatron is reflected in; income; as all optrons granted under .
those plans had an exercrse prrce equal to, or greater ‘than, the market p
~value ot the underlymg common stock on the date ot the grant v

o .
N

- I ! N : . N
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i ',’The following table illustrates’ 'the effect on net income and earnings per . -
“share as if we had applied the provisions of Statement of Financial " ]

Accounttng Standards (SFAS) No. 123 (as amended by SFAS No. 148)
Accountlng for Stock Based Compensatlon L ;

2003 © 2002

"_ '
. N . Con

after adoption. The amou'ntof‘opera‘ting cash flows recognized.for such -
excess tax deductions were $2.2 mlllron $179 097 and $6 323 in 2004,
2003-and 2002 respecttvely ; U e R

— - - [ [

- |
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3— Transactrons wrth Attrlrates

v

We conduct busrness and have various agreements with the l\/lutual o

) A 2004
Neti mcome “as reported l$31_,614t,269>, $18,293,97_6 $12 002, 722
bess:” N ;
- Total stock- based b s o “
- employee compensatron - L LT -
“expense determined s s o
‘_underfarr -value- oL ‘a - T
based method tor N
- allawards; netof T T J
_  related fax effects - (18657) ' (12,092)  '(203.463) °
- Pro forma,netinc‘ome" 7 $31 505612 $18.281884 | §11,799.250.
N K R B £ A g N B
_Basrcearnmgs pershare Y
As reported” - © 8§, 240 -5 191-§ 132
Proforma . S 40 K 130-
T'Dlluted eamings-per share o B
~Asreported . . 1$ 0232 % 185 $ . 131
Pro‘forma P 232 ~ : -"'t 28

~185 i

P -

| No optlons were granted to drrectors in 2004 or 2002 The werghted

) Th|s fair-value was calculated based pon a risk-free mterest rate of

L 1.8%; expected life of 3 years expected volatlllty of 34% and expected .

.'drV|dend\y|eld of 4% SN SR U L
al . Cr

Basic earnings per share are calculated by- dtvrdlng net mcome by the -

© weighted- average-number-of common shares outstandtng for'the

\ ~-period, while difuted earnings.per share reflects thé dilution that could-

. occur if securltles or other cantracts to issue common: stock were
. exercrsed or converted |nto common stock

- N . d
PR
L ~ N

22— Impact of New Accountrng Standards

. ln December 2004 the FASBllssued SFAS No. 123( ), “Share Based

Payment a revrsron of SFAS No 123 and supersedlng APB Optnlon .
“ No. 25. SFAS No. 123(R) requrres .the measurement of all employee ]
sharg- based payments to employees mcludtng grants of employee ’
stock options, using a fair- values -based method and the recordrng of -

. such expense in our consoltdated statements of income. The provisions - .
" of SFAS No. 123(R) are eftecttve tor reportrng penods beglnnlng after !

. average grant date fair value ot Optrcns granted durlng 2003 ‘was $2.18.

-

Company that are descnbed below o o

a Rernsurance Poollng and. Other Hernsurance Arrangements

Atlantlc States cedes-t0 the Mutual Company al*of its msurance .
biusinéss-and-assumes trom the Mutual' Company-70% of the Mutual -
Comipany’s total pooled ifsurance busrness including that assumed
“from Atlantic States.and substanttally all'ofthe business assumed-by
the Mutyal Company from Southern (prior to January 1, 2002) The -
“Mutual Company and Atlantic States. write business with different-risk , -
profiles.. Through the pooling arrangement each.is able to'share
proportlonately inthe results of all palicies written by the ‘other. Atlantic
States ceded premtums earned of. $62,831,701, $55,846,128'and -
$45 229,457°and ceded losses and-loss expenses incurred'of |,

", $42,487; 082, $35,840, 578-and $34,471 ;381 under this- arrangement
durlng 2004, 2003 and 2002, respecttvely It also assumed premrums
-earned of $167,949,892, $153 068,026 and $134 236,778 and assumed
-losses and ‘loss expenses mcurred of $101, 567,995, $99,677, 22t and
- $98, 517 930 under this arrangement dunng 2004, 2003'and-2002,
respectlvely Atlantic’ States had- prepaid relnsurance premtums of -
$34 227, 955, $29,981,597- and $26,517,322 and a ceded llabllrty tor
losses and-loss expenses of $57,989, 162 ~$52,263, 271 and -

~ $47,862,627 under this arrangement as of December 31, 2004 '2003"

" and 2002, respéctively-It also had assumed unearned premtums of

- $84, 350, 320 $77,782,685 and $69,208, 310 and an assurmed’ I|ab|l|ty r

- for losses and loss expenses ot $127 127 611, $121 297,553 and

v

-

'June 15, 2005. We. are requrred to'adopt SFAS Na. 123(R) in the third f‘;

' quarter of 2005. Upon' adoption, the pro forma: dlsclosures prevrously o

* permitted under SFAS No. 123 will'no longer be an alternative to
financial statement recognltlon We are evaluatlng the alternatives
allowwed under the standard and we- expect the adoption ‘of SFAS No.
-123(R) to result in amounts that are similar to the current pro forma

disclosures under SFAS No. 123 for all share- based payment/ NS

transactlons through December 31,°2004. The impact of any future -
- share- based .payment transactlons on our financial posrtlon or results ot
operations cannot be determmed SFAS No.-123(R) also requires the

be. reported asa ftnancrng cash flow, rather than‘as an operating cash -
‘flow as requrred under current rules. This requirement will reduce net
operattng cash tlows and mcrease net tlnancmg cash flows in pertods ,

v -

- $113,850,952 under this arrangement at DecemberBt 2004 2003 and L
2002 respecttvely h S .

Pnor to. January 1, 2002 the Mutual Company and Southern had a
. quota'share agreement whereby Southern ceded 50% ofits direct

business, less reinsurance, to the Mutuat Company “The business . - P

assumed by the Mutual Company from Soditfiern became part. of the
pcollng arrangement between the Mutual Company and Atlantic States
Southern ceded- losses and l0ss expenses incurred of $(611 479),

- $(73,077) and $488,055 under-this agreement during-2004, 2003 and
12002, respecttvely Southern had a ceded liability for.losses and loss -
expenses of $2,333,521, $4, 175 127 and $6,399,727 under this
agreement at DecemberSt 2004 2003 and 2002, respectrvely Thls

" agreement was termlnated as otJanuaryt 2002.

Atlantlc States Southern and Le IVlars (ettectlve June1 2004) each
“ have-a catastrophe reinsurance agreement with the'Mutual Company a
that limits the maximum llabrllty under any one catastrophic occurrence

\ = t0,$800,000, $600 000and $500,000, respectively; with a-combined-

“+ benefits of fax deducttons in excess ‘of recogntzed compensatton cost tor .

22

I|m|t of $1,500, 000 for a catastrophe”involving beth -Atlantic States and
" Southern. Prior to merging into Atlantic States; Pioneef- Ohlo hada '
catastrophe reinsurance agreement with the Mutual Company that
limited the maxrmumdrablllty under any one catastrophic.occurrence to .
$200 000. l'rlor -0 mergirig-into’ Southern, ‘Sodthiern Herttage had a .
catastrophe réinsurance’ agreement with the Mutual Company that
-limited the’'maximum. llabllrty under any one: catastrophtc occlrrence to-.
$400,000. Prior to merging rnto Atlantic States Pioneer-Ghio and the -
Mutual Company had an excess of loss reinsurance agreement in which-,
the Mutual Company assumed up to $250 000 of losses inexcéss of ~
$50 000 The Mutual Company and Southern have an excess of loss

'




‘-

R ' Southern and Le Mars (etfectrve Aprll 1 2004) have agreements wrth

N

‘ rernsurance agreement m whrch the Mutual Company assumes up to

$170 000 ($150,000 i in 2003.and $175 000.in 2002) of logses.in ' excess;
ot $200,000 ($150, 000'in 2003 and $125,000 in"2002). Effective
Octobert 2000 and prior to merging into Southern Southern Herrtage

o and the Mutual Company had an, excess of Ioss rernsurance agreement

inWhich'the. Mutual Company assumed up'to $175,000° ot losses in -

AN “excess<ot $125:000. The Mutual Company has agreements in place. Wrth

Southern to re;ﬁlocate the’ loss results’ of workers compensatron_
busrness wfitten by those" companles as part of commercral accounts
prrmanly written’ by the Mutual Company or Atlantrc States These
agreements provrde fof the workers compensatron Ioss ratios ots .
~Southerf’ for be no worse than the average workers' compensatron loss

- =ratio for Atlantic. States, ‘Southern’ and the Mutual LCompany ¢ combrned i

'respectrvely ,,’,\ RO A N

- Qur subsidiaries ceded premrums earned of $4,344,867,,$3,047, 964- and
$2 811, 359 and ceded Iosses and Ioss expenses’rncurred of $4 583;270,
-$10,249; 746 and  $6,873,539 under these varlous agreements durlng

-2004, 2003 and 2002 respectively. Our subsidiaries:had.a ceded lrabllrty

" for losses and J0s$ expenses.of $7, 532, 812,867,218, 397 and $6,397,326 , '

under these. vanousagreements at December 31l, 2004, 2003 and 2002

“

v ‘»

the Mutual Company ‘under which they cede; andthen reassume back ©

" 100%of their business-net of reinsurance. The primary purpose<of-the -

agreement is to: provrde Southeinand Le-Mars, with the sdmé'A.M: Best -
- fating: (currently “A”) as the Mutuat Company, whrch these subsrdranes
mrght not achieve without these-contracts:in place These agreements

" .do not transfer insurance risk. Whrle these subsrdrarles cedéd-and

g reassumed amounts recelved from, pollcyholders of $64, 696,278,

v

v

~ $46,885, 317 and $48,921,377-and claims” 0f.$36,269,291; $26,497, 971‘
~-and'$28,859, 644 under these agreements in.2004, 2003 and-2002, .-

a respectrvely the amounts are,fiot reflected in our_ consolidated frnancral

, Statements. The. aggregate lrabrlrtres ceded and- reassumed under.these

agréements were $71, 377 640 and $47 217 323 at December 31 2004 s

and 2003 respectrvely

bExpenseSharrng ’\'v f”‘\ L

'

The Mutual Company provrdes tacnltres management and other, .

L servrces ‘to-us; and'we rermburse the Mutual. Company for such servrces

\

[

»

t

- general counsel since 1986 principally in connectron with the defense - "
-"of claims’ lrtrgatlon arising in Lancaster, Dauphln and York countles DA
Such frrm is pald its customary feesfor such services,« s

y -

ona perrodrc basis under usage agreements and.pooling arrangements

- The. charges are based upon the relatrve partrcrpatron ‘of .us and-the’
Mutual Company-in-the poolrng arrangement and our management and

- the management of- the Mutual* Company consrder thrs allocationto be . -

’ reasanable. Charges for these services totalled $40 165,744, . "~ -

$33 047769 and” $28 586 888 for 2004, 2003 and 2002 respectrvely

—V,\/;,, ~,>“/ 5
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c Lease Agreement T

We lease offrce equrpment and automobrles with terms rangrng from 3
“to 10 years to the Mutual Company under a 10-year lease agreement
dated January 1 2000 T

d: Legal Serwces RPR DT LT

~ .Donald H. leolaus Presrdent and one of our drrectors |s also a partner Py

in the law tlrm of Nrkolaus & Hohenadel Such frrm has served: as our -

< ~,, S

- T -
P . s RN P

‘e.- ProvmceBank L T T e A s

. Asof December 31 2004 and 2003; we' had $3 762 153 and- $5 661 089
respectrvely, in checkrng accounts with Provrnce Bak, & wholly owned
subsidiary. of DFSC. We éarned $32, 138, $24 972 and $44,818 in’
mterest on these accounts durrng 2004 2003 and 2002 respectlvely

A= Busmess Combmatlons e

RS

"
ARG

, Durrng 2004 we acqurred all of the outstandrng stack of Le Mars and ~
Pemnsula “These acqursrtrons have been. accounted for as busrness

y combmatrons |n accordance wrth SFAS No 141 “Busrness L f

Combrnatlons el s ¢

- ¢ g o r

ln June 2002 ‘the Mutual Company consummated an attrlratron wrth Le )

Mars As part of the affiliation, the Mutual Company entered into'a+
management agreement with and made a $4 0 million surplus note
cinvestment inLe Mars Durmg 2003, Le Mars”board of dlrectors
adopted a plan-of: :conversion to convert to a stock lnsurance company
Followrng polrcyholder and regulatory approval of the plan of .
“< conversion, we acquired all of the outstanding stock of Le Mars as ot
January 1) 2004 for approxlmately $12. 9 million.in cash Jincluding
* payment of the pnncrpal amount of thé surplus note ($4 0 mitlion) and
_~accrued interest ($392,740) to-the Mutual Company The operatrng
© resilts ot Le Mars:have been lncluded in“our consolrdated frnancral
statements since January1 2004 .- M

! The acqursrtron of Le Mars enables s to conduct our msurance\
busrness in.four Mrdwest states Le Mats, which was organrzed under ‘

the laws oftowa in 1901 operates asa property and casualty: insurerin .

o

< lowa, Nebraska ‘Oklahoma and- Sauth Dakota., Personal.lines coverages: -
represent a malorrty of Le: Mars' premiums wntten with the balance |
- - comrng from Tarmowners and: mercantile and service busrnesses Le |

-Mars' Jargest lines of busrness are private passenger automobile lrabrlrty

‘and- physical damage rts other prrncrpal lines are homeowners and -
- commercral multi- penl For the years ended December 31,2003 and<

2002, Le Mars had net premiums earned of $17:9 million and $20.5 !

.-

‘ - million; respectrvely ‘Le’Mars’ surplus and total admltted assets on-a.-
- statutory basis as of December 3132003 Were $12.0- million-and $37.0

;— million; respectrvely Thelpurchase price of Le-Mars was based-upon an -,

independent Valuation as of July 31, 2003 In applyrng GAAP purchase.”
accountlng standards as of January ‘I 2004 wie recognrzed an-
extraordrnary garn in_the:amount of- $5 4 illign. related to unallocated
negative goodwill resultlng from.this. acqursrtron A substantlal portion
'of this unallocated negative goodwrll was’ generated by the recognrtron

“,‘: “of antlcrpated federalincome tax benefits that we expect to realize over

- the allowable 20-year:carryover.pefiod by otfsettlng the net operatrng
 loss carryover. obtainéd-as part of the’ acquisition of Le*Mars against, °
taxable income generated by our consolrdated afflllates We have -

determrned thiat-a valuation. allowance is requrred for a portron of the/

¢
v

'r.'

acqurred net operatlng loss carryover; becalise federal fax Iaws limitthe -~ -

amount of such carryover that can be utrlrzed Other factors that-
L generated negatrve goodwrll included tavorable operatrng results and .

" increases.in the ‘market values of lnvested assets in-the perrod between '

the valuatron date and the acqulsrtron date: _ ool R
As of January 1; 2004 we purchased all- of the outstandmg stock of

- Penlnsula Indemnrty Company and The' Peninsula Insurance Company, .
BN

~both of 'which are organized under Maryland law, with- headquarters in

Salrsbury Maryland from Folksamerrca Holdrng Company, Inc.” .

h Fo/lksamenca ),‘a part of the White Mountalns lnsurance Group, Ltd.,”

"= “foratprice incash equal to 107.5% of Penmsula s GAAP stockholders‘ -

* equity as of the: closrng of the: acquisition; or approxrmately $23.5,
« million;, The operatmg Tesults of Peninsula have been rncluded in our
: consolrdated tlnancral statements srnce January 1, 2004

W

Penlnsula expands ur presence |n exrstmg markets operatmg prrmanly
~in-Maryland; Delaware and Vlrgrnra Peninsula specializes in prrvate
passenger automobrle coverages and also wntes homeowners
commercral multr perrl workers' compensatlon ‘and commercial -
automoblle coverages For the: years ended December 31, 2003 and

" 2002, Peninsula had-net premrums earned of $32 7 mrllron and $29.7

\

’ mrllron respectrvely Penmsula $ surplus and total-admifted-assets on a -

: statutory basrs as of December 31 2003 were $19 5 mrllron and $52 6

L

'
Y
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mrlhon respectlvely We recorded goodwrll ot $449 968 related to thrs
“acquisition, none-of which-is expected to.be deductible for federal .
income tax; purposes Pursiant to the terms of the purchase agreement
with Folksamerlca Folksamerrca has guaranteed us againstany
defrcrency in-excess. of $1.5, mllhon in_the, 1dss and-loss expense

, reserves of Penlnsula as of lJanuary 1,.2004. Any such deficiency wilk be
based on asfrnal actuanal revrew ot the development of such Teserves: to
be conducted four years affer January 1, 2004. The. maxrmum v
obllgatlon ‘of Folksamerica to us-under 1 thrs guarantee lS $4.0 mrlllon

The followmg isa summary Fof the estlmated fair values ‘of the net

~assets acqulred at the date of each acqursrtron based on purchase prrce .57 US.government ;

3”003“0”3 S L e " corporations S

- I T g .and agencies - $60219180 $ 13,107
;- . -Le'Mars . Peniinsula.’ o : -

Co L (§ in thousands) E
Assetsacqurred ’ o » .

CUo31913 ) 7 $a5p44

.Investments o l
_ Prémiums receivable P 3699 - - \4,91\3» .
- Reinsrance receivable .- . - . 3602 LA4Ta
Other™ = * - . 0 ;75276 - BT20 .
“ Total assefs acquired 44490, eo 751
Liabilities. assumed: oL L)
_ Losses and loss expenses 16,476 19447\‘, ‘
Unearned premiums " 1734 - 12,563 .
o Other - J -0 T 71983 5281
Total liabilitieé.assfumed ' o 26,193 37,291 "~
- - Total net assets acquired $18 297 $23 460

= [ _

Vs

Our consolrdated frnancral ‘Statements” for the year ended December 31
2004 mclude the operatlons of Le Mars and Penlnsula from January 1,
2004 the date of their acquisition. The following. table presents.our .
unaudrted pro forma historical results for-the'year ended December 31,.

. 2003 as if these purchased entrtres had been acqurred at January 1, 2003

“ 4
-

‘L ‘ 'j o ($ mthousands except pershare data)

-Total reverives . - - $266 778
Income before income tax expense and extraordlnary |tem 26,‘542'
lncome tax expense .- - IR - 7,530
Income before extraordinary item aT- 18,012
, Basic earnlngs per share Before extraordmary |tem RN 1.69. -
D|Iuted earnrngs per share.] before extraordlnary item”, S

N

", The above pro forma earnmgs per share were- calculated as if the

proceeds of approxrmately 17. mrllron Class A common shares |ssued on ‘

December 1,72003. (represeriting only those proceeds sed o fund the

i acqursrtlons) were'received on January 1, 2003 and as if the . -

~-corresponding common shares were included in welghted average -
- shares outstanding from that date. The pro forma results do not mclude

‘the m‘rpact of'an extraordlnary item in the amount of appro><|mately $5.2+

m||||on related to unallocated negatrve goodwrll that would-have resulted
trom the Le Mars acqursrtron . /’_

‘ The unaudrted pro forma results above have been prepared for

comparatlve purposes only and do not purport to be inidicative of the

© results, of operations that-actually would have resulted had-the- -

acqursrtrons occurred at January 1, 2003 nor are. they necessarlly ,
mdrcatlve of future operatrng results ‘

) “ |
PN v ‘

‘ N BN
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5 —_ Investments

Y

The amortrzed cost and estlmated falr values of flxed matuntles and
equrty secuntles at December 31, 2004 and 2003 are as follows

{

'

‘ 2004

e e -°Gross ~ Gross  Estimated.
: so. Amortrzed Unreallzed Unreallzed Fair
Held.to Maturity = - -~ Cost Garns‘ Losses Value

A
h

U.S. Treasury securities i
_and oblrgatrons of -

Oblrgatrons of states o
- and pelltlcal

S
/\

\ - - . g
’ R N Lo

© UsS. Treasury securiies  + v L

-~ and obligations of R
! us. government

_ corporations ~

-3 74 843, 822

i
- t

$ 7386261 - § 74,976,810

'S 683,647 $ 50,548,640

‘subdivisions 75,651,7751 1,867,257 .- 93018 ' 78:426,000
Corporate securltres :2\7,149,096\/ 1138760 ' -68,856° 28,219,000
o Mortgagebaclged R T A o L

. securities” 18,553,747 ° 159,462 = 218,367 18,494,842 ..
Totals $182,573,784 ' $3.178,586 , $1,063,888 $184,688,482
- _ ... - ~Gross ‘ Gross - Estimated
ST *." Amortized . Unrealized” Unrealized . _Fair °
Available for Sale Cost” = Gains Losses - Value

M . and agencies” $ 459,549
Obl|gatlons of states SO . < -
s and. political - P R ‘
’ subdivision_s 108,777,575 ;3,682;/0‘6& 13 538 ° 112446100 .
Corporate securities - 30,37:8,7289‘.1,063,247 89 925 " 31,352,050
lvlortgage -backed ST S g
 securities -, 8,071,679 22 937 52:254// 8,042,362
- “Equity securities - 30770759 3,331,747 5’9.7,530 ©-33504,976
" Totals - - - ~$252,842,563 '$8,559,243 '$1,139,508 $260,262,298
] T 008
S ' .. .Gross . , Gfoss. * Estimated
R B R -Amortized . Unrealized /Unrealrzed -Fair -
Held to Maturity ~ , . Cost ~ -~ Gaing _ ' Lossés™ ' Value
-U.S. Treasury securities © ~. . N o S g
. cdndobligations of .. -~ - -
" US. government ’ o -
_ corporations; ™ : ,
v " and agencres -y 29 130 684 $. §6§,050 $368 967 $ 28 827 767
oo Canadran government K L
obligation - ‘_4\99,1630;‘ 25370 -~ 525 00 .
- Obligations of states_* =* v - w0 o - ~
" and’political £ oL : - ‘
. subdivis‘igns o 45187284 1, 117 513 60,847 461243,950*
. Corporate securities 25,192je44\ 2086465 T 9 ' 27278500
- Mortgage:backed - -~ ', ST
. securities- T 13,041,142 '2,87,732 71,089 13,257,785
- Totals, -~ . -$113050,784 $3,583,130  $500,912 $116,133,002.
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The amorttzed oost and estrmated falr value ot frxed matuntres at_

December 31 2004 by contractual matunty are shiovin below o7

" Expected maturmes will, dlfter from contractual maturities because : K
_borrowers’ may, hayé the nght to call-or prepay obhgatlons wrth o AT

ce

- —
- - - ‘/(.r

Gross fealized garns and Iosses trom tnvestments and the change in the

drfference between talr value and cost of mvestments before appltcabte
moome taxes are as tollows ’ .

v

. N
-~ PRI
' ‘ ;

4 '\: Eooz '

'

P,

C e )2003 § SR R oomprehensrve rncome (loss) in ourstatements of comprehensrve
ST, < Gross Gross~- Estirnated * ~income- tncludes net unrealized- (gains) losses of $95,947, $77 598 and
‘ e Amortrzed ¢ Unreahzed Unreahzed L2 - Fair $(22 535) for 2004; 2003 and 2002, respecttvety, representmg our . ”
. Avarlable for Sale Cost * _ Gains™' " Losses" ) Value’ Y share ot DFSC unrealrzed mvestment (gatns) Iosses et
US ‘Treasury. securmes v I e e Other rnvestment m athhates represents ouf tnvestment in statutory et
- "and! oblrgatsons of , v . : B N trusts that hoId our subordmated debentures as drscussed in Note 9. -
~fUS government 2 : <, . -
.- ASea - ( .
~ ~ corporations - ' e g Net mvestment meome consrstmg phmanly of tnterest and drvrdends cL
~ andagencies - 3 69481186 $1 094 {676 $ 68714 s 70507350 is attrtbutable to the followmg sources:. LT )
i Oblrgattonsotstates LT s ; . e SRR o
~ and pohttcal Lo " - 3 2004 : 2003 o 2002
_ subdivisiohs - - \81,,104,79'4f 3281 260. - /60 - 84,385, 450 Fixed maturmes " $16540611. /$13 255492 . $14,285,049 NN
" Corporaté securifies ""2'8',7\6,6,844 1932 255 S ) 699100 3y , Equity seclrites " 1 989966 834, 578, 804087 W4
. Modgabtéi,b‘apke d\", . - ,r~, N - l(s)hr:)rt term tnvestments e Sgg ;;g o 53322(7} -, 523 ;ig ‘,
T securities s | 12744548 " g0 2,997: X 12,e41.,5437 LI RYR SO ——t ;
Equity sec,u,r"ities‘_( 22,890,367 1897441 "71403*1\ 241’730}405\ . lnvestmenttncome S 18, 085 519 14 642, 847 S 15 683123
Totals™ . $214987 730, $8 305 721+ $1~49;7\18\n$2231-143’742.\ tnvestment expenses (2178 791) Q, 326 911) -, 101 871)
: S = = .+~ Netinvestment tnoome ~ $15,906,728 - 313315 936 $14 581 252

>

;

R
R

-
AN

wrthout call or,prepayment penaltres o7 el s - s ; 2004\” 2003 o
R R AL A VN Gross redlzed gains: . . L ’
4:’,\" e i T T + | “Estimated "'~ * Fixed maturities - $ 458,389 $1 002 461 $ 128/714
e T Amomzed Fair : Equlty securities -, 1252075/ ° . 637.856° © ' 911,094-
s e e e Cost Vale ', .o . 1710464 1540317 ‘ 1,040,708 ~‘_
Held to maturtty o ‘ N N Gross realized losses T = \_‘/ ' i
. Due in one year.orless '~ $ 3707192 " 3 3,742, 000’ - Fixed maturities” _.” 35, 957 ’ 33 759.< < ©106,789
Due atter one year through five years < ‘\ 70 732 3317 © 70,959,290 Equrty securltles 208 292 238 527 789 729 -
Due atterhve yearsthroughten years -18, 801, 384 / 19120000 AN T 244 244, - 272 286.. 896 518
Dugaftertenyears -« - . |- £ 70779130 -\ - 72372450 Wit realied ﬁgatns C $1466220 a ,st,aea,oarf ‘.s 144,190,f '
wt\/lortgage backed securttles RN »18(553 747. ) 18494 8421 Changem drtterence between v\ R L
Total held to. maturity - 182573784 $184 688,482 fairvalugandgostof o L Lol o -
Avarlable for sale me DR '\*1 . R 3} Zinvestments:- PR ; RS (R
" Due ifone year or oss | - S 10660910 - § 10760380 . - _F"‘f{d rT‘a?“f'E',es_; .p 3(2 517967) "~ $(001,290) - 85,253,785
- Due after one year through five years -~ 84,659,230 . +85618:330°  --Equify securifies: © G117 554745 . (637.585)
. Due afterfive:years through ten years ~ '~ 54204245 -~ 56, 051580 ~ oot (1 703 7@ 3 653455 $4 616200
. Due after ten years - I 64475740 ¢ ] 66:284,700 T - o
Mortgage -backed securttres ) ;8‘,071;679/ S 8,042,362 tWe held frxed matuntres and equrty secuntres wrth unrealrzed Iosses S
~ Total avaltable forsale . . $222.071:804; $226757322 representing declrnesthat we consrdered temporary at December31

.
p

o RS o ’_ “" Fair Unreallzed Fair’, Unrealtzed
tnvestments |n affiliates. consrsted of the foIIowmg at December31 oo o Value - - Losses Va'Ue : - Losses
o 2004 and 2003 R N . . " gs\ US Treasury securrtles IR IR
. : oo I “,’/ " and obligations of 2 - -, U S
RN SRR ”—2004 S —20935‘ % . US-government . < 7
DFSCA"A . ) \T$7.,935‘,ﬁ7'41 T .. 85963816 .- corporattons and- T T e e T
- Other ™ o '\ 929,000 774000, 0 < T agencres R~ '$:80,588,500 - §- 940,084" 85,370,000 - $129:824 ~~
‘Tota\t R ss 864 741 . $s737315 ~ Obligaticns of states. - Sl f_‘ w T o
. - R < . G and polttlcal R N LT I
- We made addrtronal equrty mvestments in DFSC inthe amount of” o J-- subdivisions ™ - 13055 950' 106506 - 5,000 50-
$2 250,000-and $3;500,000 durmg 2004 and' 2003, respecttvely Other Corporate Securmes 1?433 300 . 158, 781 =
-expenses in our consolidated: statements of income include $182128 N Mortgage backed\ BT AN ,“ e e
$226,000 and. $22,613-for 2004, 2003 and 2002, respectrvety, . ;” \ Securltles 15 734, 625 151 952 3.5_8’4,1,1’? . 118 669
representtng our share ot DFSConsses In addrtron other R Eqmty securmes T 5947 354 540 030 292,500: 57 500
S — - R R Totals $127.760729 $1.897.353 39,251,617 . $3061043, )

The amortrzed cost ot hxed maturmes on- deposrt with vanous
- regulatory-authorities at December 31 2004 and: 2003 amounted to -
$8 566, 784 and $5 095; 211, respecttvely

Sy e
~

2004 as. fotlows
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'
- - /r_\ -t
- - [N

Less than 12 months ;.

. ~

12 months orf longen ’
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The unrealrzed losses in our flxed matuntles alt of Wthh are rated ’
- investment-grade, were primarily due to the rmpact of higher market
interest rates rather than a decline in credit quality. There were:12 held
‘to-maturity fixed maturrtles 'and two U.S. government agency’ preferred

L equrty securities-in an unrealized loss position for 12 months or Ionger

¢
v

T

7— Property and Equrpment ;o T

Property and equrpment at December 31 2004 and 2003 consrsted of
the followrng RN o .

=
RN N

Durrng 2003 We "sold certam bonds that had tieen classified as held to
maturlty due to a series of rating.agency downgrades related-to these '

" securities. These bonds had am amortized cost of $1 8 million, and the °

-~ " Balance, December 31 -

_ saler resulted in-a. realized gam of-$165,564. During 2002 we sold: /l

certain bonds that had been ‘classified as held to maturity dug to

. significant deterioration in the issuér’s creditworthiness. These bonds
had an-amortized cost of $488 901, and the sale resulted in @ realized

" 10ss of $73 901. There were no other ‘sales or transfers from the held to

_maturity portfolio in’ 2004, 2003 o 2002,

We have no derivative mstruments or hedgrng actrvmes

/ r\ -
ey

6 — Deterred Polrcy Acqursltlon Costs ‘ T; . N

.

Changes rn deferred pollcy acqursrtlon costs are as follows

NI - [ a

o004 2003 | 2002
+ Balance; January 1 $16 223, 765 g $14,567,070 . -~ $13,604,215~
-, "Acquisitior costs deterred 145, 46],995 - 32,4}95,695 30,435,855 °
Amortrzatlon charged S0 IR
~ to earnings . ,f(39,434,000) 7 (30,839,000)  (29,473,000)
$14,567,070

- $22,257,760 $16,223:765

[
\

i ‘lncurred felated to:

\ - .
\ , L - N N
R ~ e , E

-The fixed maturrtles and-equity securities with unrealized losses have I - 'Estimated g
'not been srgnlfrcantly below cost for continuous.amounts of time, and - B ., Useful
-we determined that the unrealizéd losses are tempofaryin nature baged- | * <~ .~ . 12004 2003 , Life” -
upon the factors we consrder ll‘l determrnmg possible: rmpalrment Office” equrpment‘ $ 6,135,142 $5293,302¢ 515 years .
Automoblles © 1,101,095 ’“903,162 - 3 years.
" We held fixed maturrtles and equrty securltres with- unrealrzed losses  Real estate - 3848772 . 9676636, 1550 years
representing declifes that we considered temporary at December 31 Sottware S . 544086 - ° 395323 5 years
_ 20033 fO”OWS N g ’ 1620055 . . 9198423 - . -
. N o LT Accumulateddeprecrauon CT(6,120,215) . (5,046,752)
) : Lessthan 12months . 12 maonths or longer ' -- f~$5508 340 $4151 671 ‘f, ,
T - Fair - Unrealized, - Fair _Unrealized m g
o ;-0 Value LOSSBS Value .. Losses’ Deprecratlon expense for2004 2003, and 2002 amounted to $932 987
us. Treasury secuntres A B o - $650 200 and $690 263 respectlvely R
“and obligationsof- © . T . o - S e
U.S. government . _ . . : ; , T s T
- corporationsand s L T - B
- agencies - $23155000 S437E81 8 S U KE LrabrlrtylorLosses and Loss Expenses BT
- Obligations of states > - . o o0 T Actrvrtyrn the llabrllty for losses and loss. expenses is summarrzed as .
- and political” Sl C e s Lo e follows AT , .
subdivisions - L 5574000 1—\61,451 o T = R , S T C.
Corporate securmes ., 500,000 o9y ) "—— o \"_‘—' R . -9004 0003 T 2002 . -
Mortgage-backed -~ - . Co s e e T Balanceat.Januaryl v $217914057  $210,691,752. $179,839,905
- securites . -5820,168 64791 560,716 ~ _9«,295_ less reinsurance - L - DT l :
Equrtysecurltles 1275737 38048 - 898130 39,355 recoverable - < (79,017,987) (79:583,319)  (65,295,790) -
otals $35 324,905 $601980 1458846 o8 850" Net balance'at Janudry 1" 138,896,070 - 131,108,433 114544115
'During. 2004 2003 and 2002 certam mvestments tradlng below cost P Acq:r';'tg:;:gu‘;: Mars. o8 6;13-1’40 . - R
had declined on'an other than temporary- basis. Losses of $6,650, - —" L
§237,724 anid $378,672-were included in net fealized investment gams Net: balange at January1 T e SN
for these mvestments in 2004 2003 and 2002, respectlvely 2 -as adjusted 1167,739,21\0 (131108433 114544115

Current year 171,384,,964‘ \126,693’,421\" 122,433,653 -
-_Prior years . (7,243596) - * (450,110) ;, 6,834,033
Total inclirrad 164,141,368 - 126243311, 120,267,686 |-

CPaid relatedto T -0 R

_'Curréntyear — ° - 96,041,306 72,187,103 67:655902 -

Prroryears < ‘64408705 ~ 46268571 = 45047466 |
Total paid . 160,450,011 - 118,455,674 ° 112,703,368
Netbalanceat ' . e W o
’ December 31 471,430,567 138,896,070 - 131,108,433 -
' Plus reinsurance -~ St T

"+ ‘recoverable ‘95,759,493 . 79,017,987 © 79, 583,319 -

$267 190'060 $217 914 057 $210 691 752

~ Balance at December 31

T

We recognlzed an rncrease (decrease) in the lrabllrty for |osses and Ioss Ol

" expenses of prior years of §(7.2 mitlion), $(450, 110) and $6:8 million in
2004, 2003 and 2002, respectrvely These- developments are pnmarrly
attnbutable to variations from expected claim Severity in the’ ‘private
passenger and commercial automobile liability, workers’ oompensatlon
and commercial mutti-peril lines of business. Included in the 2004
development. are decreases-in the lrabllrty for losses.and loss expenses )
of prior years for Le Mars and Peninsula of $3.6 million.and $1.4
mrlhon respectrvely, Iargely due to favorable settlement of open clarms

4



" '_'Lme ot Credlt L

< -debentures carry an rnterest rate equal 1o the thrée- month LIBOR rate

< \transactron s “ .

- \On May 24 2004 we recelved $5 1) mrllron in.net. proceeds from the

.
R
RN

Y —'7Borro'wings*

i
7

On November 25 2003 We entered |nto a credrt agreement wrth
Manutacturers and Traders Trust Company ("M&T")- relating toa four-
year $35.0. mrlllon unsecured revolving. line.of credrt As of December T
N 2004 we may borrow up'to $35 0 mrtllon at interest rates equal fo.
M&T’sclrrent prime rate or the then ‘current London interbank
Eurodollar bank rate"(LIBOR) plus between 1.50% and 1.75%,".
dependlng on our Ieverage ratio..In addltlon we pay a fee of 0. 15% per -
annum on the loan commrtment amount: regardless of usage. The- - ‘

’ ’agreement requires our compliance with certain.covenants, which
include minimum levels of our net worth, Ieverage ratio and’ statutory
.surplus and A.M: Best ratrngs of our rnsurance subsidiaries: Durrng the N
'year ended: December.31, 2004, there ieré no borrowings outstandrng,
\and we comphed wrth all requrrements of the agreement A

-

N

N
'

At December 31, 2002 pursuant to a credit agreement dated

* December 29; 1995, and amended as ofJuIy 27, 1998, with Fleet’
National_Bank, we had unsecured borrowrngs of $19 8-million."Such,
' -borrowmgs were_madé in connectron with vanous acqursmons ‘and .

o caprtal contrlbutrons to our- subsrdrarles The, borrowrngs under thrs

" "line of credit were repaid-during 2003 and thls credrt agreement was
termrnated on December-2, 2003 S T e

- - - P 1 -
T o~ YA .
\ o - 4 -
n <
N -

‘ ‘Subordlnated Debentures ,
“On May- 15 2003, we received $15. 0 m|II|on in net proceeds from the

>
’

" issuance of subordiniated debentares. The, debentures mature on May™

* 15,2033 and are callable at ouroptlon at par, after five years. The -

plus4.10%, which is adrustable quarterly At December 31;.2004, the
+interest rate on these debentures was 6.38%, and is next- subject to i

- adjustment«on February 15, 2005.'As_of December 31, 2004 and 2003,
“our consolldated balance sheets included-an mvestment in a trust of;
$464.000 and subordmated debentures of $15 5 mrlhon retated to' th|s N

-

.
’

" On Octdber’ 29 2003 we recerved $1O 0 mllhon rn net proceeds from

. thei issuance_of subordrnated’debentures The debentures mature on ~v .

/October 29, 2033 and are callable at our-option, at par, after five, year5\ f?/;
—The ‘debentures carry an interést rate equal tg the three month LIBOR"
‘rate plus 3.85%, which is adjustable quarterly At December 31,2004, .
.the interest, rate on these debentures was 5. 98% and is next subject to j
adrustment on January 29, 2005. As-of December 31 -2004-and 2003

our c consolldated balance sheets’ mcluded an mvestment ina trust of, -
$310 000 and subordlnated debentures of $1D 3 mrIIron related to thrs )
transactron -

It K s o

issuance-of subordinated debentures ‘The débentures mature on May

SRRV 2034 and are callable at ouroptron at par, after five years: The a
X debentures cdrry an interest rate equal to the three- month LIBOR rate

-7 plus 3.85%, which is. adjustable quarterly. At. December 31,2004, the™
- interest Tate on these, «debentures was 6.21%, and is next subrect to/

adJustment on February 24, 2005. As'of December 31,2004, our

. consolidated balafice sheet included an investment ina trust of $155 OOO
..and subordlnated debentures of. $5 2 mrllron related to. thrs transactron

-

- Unaffiliated Remsurers

. Totai Hemsuranee

\\74

In addition to the ceded reinsurance’ m place W|th the I\/Iutuat Company, " .
our insurancg subsidiaries have other rejinsurance in place, prrnmpally S
with four unattllrated reinsurers. We monitor the financial strength of . !

~ our unaffiliated réinsurers, requiring that companies rated by AM. Best

r"Company maintain a'rating of A- or higher and that forergn reinsurers -

. not rated by A.M. Best Company mamtarn a level of. tlnancral strength - °

‘equivalent to’ companies qualifying for an A.M.-Best Company rating of
~A--or hrgher The followrngtamounts represent ceded reinsuranée -
transactrons wrth unaﬁrlrated rernsurers durlng 2004 2003 and 2002

v

s 2‘004;,“ ~itﬁzooe

. : - ' ' 12002 o
 [Premiums written $22,016464 $10,008851" §10,772473 .
Premiums earned.. - =~ ~. —~$23,704,363  $11;535,468 . $10,776,702
Losses and l0ss expenses -$14,324616 --$10,646,851 $13,693,184
’ Prepaid reinsurance premiums . & 1,679421 ~ $ 710,057 $ 1,336,674 -
. Liability for losses and, Lo YT e e '
o ~$27.903,998 - $15,361,192

' loss expenses ~ . $18923639 .~

E The fotlowrng amounts represent the fotal of alI ‘ceded rernsurance
. transactrons with.both attrhated and unaﬁrllated rernsurers dunng 2004, g
2003and2002 B PRI )

T

2003 .

s e e T 1-20‘04 2002

. Premiums earned " 590,880,931 -$70.429,560 - $56,817,518' ..

°  LoSsesiand loss expenses. - : $60,783,489- $56,664,098. "$55,526,159 ~ .

Prepaid reinsurance premiums,’ 5535,907,376 ~$30'691 654 ~'$27 853, 996 R
Llabrlrty for losses and . '
Ioss expenses $95 759 493 ) $79 017 987 [ $79,583,319 .

- [
'

The followrng amounts represent the eftect' of relnsurance on premrums
wntten for 2004; 2003 and 2002 - <

. >
v~ i 7 - i I~ t

. |
- N . N N

, S a0t 2003 . . 2002, - .
Dirsct . -, . $202,064323 - $118,605,732 '$111,767,756
Assumed 174657504 -1161642,112 133,814,138 0 ¢
Ceded . ¢ <~ (93,439,390) ° (73,267,218)" (57,078,047)

\ —/Netprem'iumsw'ritten.:‘ «s’zss 282437 $206980626 $194503847

7
N

The followrng amounts represent the effect of” retnsurance on premrums

earned for 2004 2003 ang 2002 - L

N o . <

2064,1':-.- T o003 - 2002

Direct L. o< $188,665453 . $114,154,202° $1104124ea

" Assumed - - . 168054072 153,068,054 134, 246213
.+ -Geded . (90,880,931) (70,429,560} (58817518) -

" et premiums eamed . .’ $196,792, 696 $185 841193

'$265,838,594.

- [P
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11 — Income Taxes LT ) S Fe As.a result of the acqursltlons of Le lVlars and Penrnsula net deferred

- N "+ taxasséts of $3, 193 500 were acqmred S
The provrsron for income. tax consrsts of the followmg ol AN = ‘ ’
ST ,fg S L. - e e T .\,At December31 2004 we haveanet operatlng loss carryforward of
e el T R $13.8 mjllion, which-is available to offset ourtaxable mcome 0f thls
S S ‘:/2004\ cy 2003 2002 .amount; $10.5 million will begin to expire in 2009 and is subject toan -
" Gurrent, c - '311,290,903, $ 7,495, 130" $/5,071,516"" % “annual limitation in the‘amount that we can use in any one year of <
: Deferred‘ ST T (405,256) : (352 73 (579 6521) - approxmately $376 000 ’The remalnlng $3.3-million will .expire m 2012
i IFe‘deralLtax'provision S $10?885652 $ 7142 399 $ 4491, 862 . and i subject tosan annual llmrtatlon of approxrmately $903 000 )
Yo The effectlve tax rate is dlfferent from the amount computed at the - 2__ Stookholders Equ|ty IS /.j ¥ Pt
PO statutory federal rate of 35% for- 2004 and-2003 and 34% for: 2002 The w ) \ ‘ :
reasons for such drtference and the related fax effects are as follows L 10n Aprir1g; 2001 our: stocknolders approved an amendment fo OUF
T AR/ N \ . Certificate oflncorporatfon Among other things, the amendment ~~
v 'jﬁ' i 2004 e ’2003 - 2002 B reclassrfled our:common stock as Class-B common stock and gtfected-a - -
o lncome before ‘ - = P T < . ‘one-for-three reverse split ofourCIass BT common §tock effective April

Lincome taxes |t $37,054:251 '/,—_$;251436’§}5 $16 494, 584 19, 2001, The ‘amendment’ also authorized a:new class of common, )
- T = t’d’/’ = — - stock with_one- -tenth of a vote per share desrgnated as Class A common -
Computed “expected” o A +, _ stock. QOur Board -of Dlrectors also approved a d|v1dend of two shares of

taxes e \’ *12 968; 988 . ’_8,902‘;73.1» 5508159 BN CIassAcommon stock for gach share of ClassBcommon stock, after <
 Taxeremptintsrest. . 0 (2302.247) © (1:824,830) (130497) . tfie-one-for-thres reverse splrt held of record at the cTose of busrness
‘;DlVldendsrecelved deductlon‘. (106836) - ’(49147) LT (31,830) . Apr|l19 2001 R L S
\,Other net v ,’ 325 747 = 113645 - 219,730 ;' \anh share ‘of Class/—\common stock outstandmg atthe trme ofthe .
Federal income. - K\Tf; - declaration of any dividend'or other distribution payable in-cash upon the * . ¢
tax WOV‘S‘O“ - $10885 652 “$ 1142, 399 $ 4491 862 -7 _hates of Class B'common stock is entitled to a dividend or distribution’ -
- B e payable at the same time and to stockholders of.record on the same date- -
: The tax effects. Of temporary dlfferences that QIVS rise to srgnlfrcant L inan amount at least 10% greater-than ‘any.dividénd declared upon each -
S portlons of the, deferred ‘tax assets and deferred tax llabrlmes at © . Share gt Class B.common stock:in the event of aur merger o . "
. /December31 2004 and 2003 are as follows: P .~ 7 “consolidation with or ifito another entity, the holders of Class A commion *
B SN N -~ stock and the holders of Class-B common stock-are entitled o receive T
! o - ,\ - 2004 © 2003 .+ thesame pershare consrderatlon in such mergerorconsolldatron In the ‘
! Deferred.tax assets’ g S »j« N he L e event of ourhqurdatlon dlssolutfon or wrndlng up; any assets available .
Ungamed premlum ,;” e $ 9708475 ‘$} 7.246.680" . to common stocknholders will be distributed pro rata to the holders of o
Loss reserves /, 5o 1 / - 6916375 " 5943747 - - Class A common stock and Class B commen stock. : . R
. Net operating oss carryforward T SO t‘:On February 17, 2005 ourBoard of Dlrectors approved afour for- three
. -dcquired Compames T T 4,824;30&‘“ -4 4597227 " - 'split of our Class.A common stock and-our Class B common stock to = -
Other RS T {119,355 - 1449747 < ~be gffected in the form of a 33-1/3% stock dividend'to stockhélders of
— ot gross deferred assets — f 2. 568‘5‘05"« "'16‘099 896 - :,;%cozrgoast the close of husmess March 1, 2005 andpayable on. M’arc’h ‘
Lessvaluatlonallowance o (770799) R STy EMRNEC /“, - . .‘:j e R PR PG
et defrred faxassets - L$21 197706 $16099896’ T e T s e T e
;’Deferredtax liabilies: .~ - oL o) U TN
o Deprecratlon opense .- 7§ 316,0,35& _.~$ 331 291 O AL A SR SR
‘Deferred pollcyacqmsmoh costs & ... 7,790,216 . 0 5678318 S Y
"o - Silvagerecoverable T - 2113 ':~ 208948 LT e T T e
Net unreallzedgarns SULENE 2557 673 2848930\ . / R '/; LA T T e T
Total gross deferred labilities - 510875266~ 8 Q067487 .- o e e ot T s
Netdeferredtaxasset ‘ji' L $1092244o vs ~7032.409, T A T ST AU
- A valuatlon allowance is provrded when it'is more llkely than not that s T oo S
- some portlon of the tax asset will not be realized. Management has oo e o = Lo T T - , o
. determined that'a valuation dllowance of 770,799 related foaportion .o T oo 0T et
+- of the'net operating 10ss carryforward of Le Mars should be'established =~~~ "~ s L o L S T o0 T
“at January 12004, Management has determinied-that it isnot required - - . - Y T T T e T e s T
- “to establish-a valuation allowance for the other-net deferred tax assets, ST e N Sl e A e
- of $21,797,706-and $16,099,896 at December 31, 2004 and 2003, - T T e e T e
' respectively, since-it is- more likely. thian not that the-deferred tax assets oL L s T e s o
. will be reallzed through reversals of existing temporary dlfferences Yoo T Ty T e T s A N
% future taxable income, carrybacks 1o taxable income:in prroryears and* ST A o ¢ 8T R
h -tthe |mplementatlon oftax plannmg strategles W T el e v RN
- o i ~ Lote oo § ’2/,/8’\'/‘ N _ . Cae P
. i e - D P e ,‘ o
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13 — S‘tock’Compensatio’n‘Pla,ns ot T T T The tollowmg table summanzes mformatton about frxed stock optrons at
- B P R December31 2004 o : .
EqurtylncenttvePlans P E N N T S T A o
~ During 1996, we adopted af Equity lncentrve Plan for Employees o ,f ‘-’ Nurnber of o Weigme‘i?AVéfage Number.of
- During 2001, we'adopted a nearly identical plan that made a total of ~~ @ . . Exercise . Options <. -Remaining ..~ Options * - -
1,500,000 shares of Class A common-stock available for issuance. Each™ ~ —"TIe® Outstandrng ,Contractual Lie " _Exefcisable
S plan provides for the granting of awards by the-Board of Direcforsin’ .~ - $,900 " ~ 1,500 < N 15year .o 1500
— the_form of stock optlons stock- apprecratlon rights, restricted stock or - 712000 571 849 ) 35years\ L1 -V
““any combination. of the abave. The plans provrde that stock optrons may .7 14.00 ,292,333 - S i5years - 292,333 -
become exercrsable up t0 10 years from date of grant, with an'option -« ' 1825:" 50000 . ° 35years.- . 1667 -
 pFice not less than fair market value on date ofgrant No stock ool es 2092 7,0 20000 0 T BOyeas 0 Tl F
, apprecratron nghts have been issued. ~ N 2100 ©° - 5000 - “ 4Oyears . 16677, 1
" During’ 1996,:we' adopted an Equity Incentrve Plan forDrrectors Durifig o 2205 - . »\7500 745 years - 72500
2001, e adopted a nearly-identical plan that made 200,000 shares of - 2384 7500 L e 4Syears . 2500
:_Class A common stock available fof igsuance.-Awards may be madein » Lo Toal - 892 82, - 683419
theform of stock options, and the plan addltronally provides forthe . ° S N A A N
rssuance of 175 shares of restncted stock to each director on the trrst - HESO f ) ' "
busrness day of Jariuary in each'year, As of December 31, 2004, wes - : Employee Stock Purchase Plans L - .
have 36,666 unexercised options uider these plans. Additionally 1,925, -~ - During 1996, we adoptéd an Employee Stock Purchase Plan. Dunng \
1,925 and 2,100 shares ot restncted stock-were rssued on. January 2 . 2001 we adopted a nearly idlentical plan that made\SOO 000 shares of
' 2004 2003 and 3002, respectrvely S e s CIassAcommon stock avarlable for |ssuance _ )
AII optrons ‘issued pnor to 2001 Were converted o optrons on, Class A ) The new ptan extends over a 10- -year penod and provrdes for shares to
_and Class B common stock as a result of our récapitalization. No further Be offered to-all eligible employees at a purchase price equal to the
. shares are avarlabte tor plans in effect pnor to 2001 RS ‘ ., lesser of 85% of the tarr market value of our Class-A common stock on
. - the last day before the flrst day of the.enroliment period (June 1and
lntormatron regardrng actrvrty inour. STOCk OPUOH plans is presented \ '\ . December 1) "0f the plan or 85% of the fair market value of our Class A
below Ceooo oo . . L \if— common stdck on the last day of the subscnptrcn penod (June 30 and
_\ ,__Fr " , R Werghted Average -~ December31) Asummary of plan’ actrvrtytollows /f‘ o o
“ e o Numberof t ExercrsePnce L e S :» DR S’hares Issued
e Optiohs - v‘HPerShar\e‘ - IR . Price Shiares . - " -
i Outstandlng at December31 2001 1934467 . 1327 - January1 2002 e T s8edss 12769
Granted - 2002 /\ ,’ - -10,000°" C1400 L July1 2002 Tou L NL 877200 10520
. Exercised - 2002 - ol }, ¢ 684) o 800 S ja?eiwzébgm CA 1‘312;2 Z;?g o
o~ AR YR L ran T uly EEE .o 101575 , ;
\ Fmened 202 oL 18334y, 1436, Canyary1,2004 Lo - s e 0 414495 7637 C
Explred 2002 . ’ '_ . ‘(5\24,448)» e 13.,50 o July1 2004 T . LT L T 170085 . '5009,
_Outstanding at December31 2002, . 1,394,001 © .7 . $1343 - ‘~ c ' -
Granted - 2003 R 667 500 - . 1200,; R On January 1, 2005 we rssued an addrtronal6068 shares atapnce of ,
R ' = $17 5865 pershare underthls plan ST . L " .
- Exercised -2003 e (91482) R RN R ’,-; S
- Forfeted <2003, . ©(14,000) - - f‘ 1057 - Agency smk pu,chase Plans . _
 Expired - 2003 DI ;‘(47'6'667) s 1.8;00 -~ OnDecember 31, 1996, we adopted an Agency Stock Purchase Plan
Outstandmg at December31 2003 ¢ 1,479352". i‘ s 81172 o \‘  Durinig 2001, we adopted a riearly identical plan, that made 300,000
Granted 2004 o '/ " C.o34500° 0 18584 ‘t' - shares of Class A common'stock available for issuance. The plan _ ‘
Exercrsed 2004 T (591 332) © 10307 .. . provides for agents of ouraffrlrated companies’to ‘invest up to $12 000 -
- Forfeited - 2004 " S *(29.838) " 1184 T persubscnptron period (Apnltto September 30 and Octobertto .
. 0 standing at Decamber 31/ 2004 T 89, 682' ) S04 * ‘March. 31) undervarrous methods Stock is issued at the end of the- :
) Lslancing embe —— subscnptron period ata price equal 0 90% of the average market pncev
. Exercrsable at: | . Lo “s _ .. ~during the Jast ten trading days of the subscrrptron perrod During
December31 2002 - - B ,1,085,000 . $1329° - 2004, 2003 and'2002, 32, 754 28 547 and 8, 310 shares, respectively;.’
December 31,2003~ ~ . . 883707 - -- §f111- -~ - wereissled under this ptan Expense recognlzed underthe plan was
December-31; 2004 - - 683, A9 o $i2. 973 e j "ot matena' S T AP
Optrons avartabte for tuture grants at December 31,2004 are 577 386 e e
N T > L .0 , / oo ' . ’T ~ .
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4 — Statutory Net Income,, Caprtal .and Surplus
+ and Dwrdend Restrlotrons v -

v

VT A

The tollowmg is selected mformatron as trled wrth msurance regulatory )
authontres for our insurance subsidiaries as determined in accordance =7
with accountrng practlces presorrbed ar permltted by such rnsurance S

regulatory authontres

v
’

B
L

.
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pnncrples used to prepare these statutory tmancral statements drfter
“from frnancral statements prepared on the basrs ot generally accepted .

accountlng pnncrples N . . T )‘

Reconcrhatrons of statutory net mcome and caprtal and surplus as
determined using statutory accountrng pnncrples to the- amounts
|nctudedJn the aocompanylng fmancral statements are as follows

— — 200'4 - >200?i\ - - {200,27 LI e ,Year Ended December 31 ‘
A"an"c SlateS ‘\ - W ! G oA . E\ 2004 X 2003 2002~ .
Statutorycapltal T S Statutorynetrncome of < o , on -
._and surplus. _$127,219,100 . $109.854,398 f$95,\405,603 insurance subsidiries _ $ 26, 261,441 $i‘1§‘,§48,5?30\ $ 13;1»52,@95», :
2 Statutory unassigned " . T o ar T T Do Increases (decreases) Lo . N
7 surplus " ) - § 73,558,245 $ 56,193,534 $46,744739 .~ Deferred pollcy LT - L
Statutorynetlncome . ($16,342,671  -$ 13,272,651 - $10646804.° - " acquisition Costs‘“: js,ogg;ggs - 1556595 " ge2855 ¢ -
,\;w{ L S R Deferred federal -~ Do e
30““"3"‘ R A _— . o income taxes 405 256 - 352, 731 . '579,654 .~
, - Statutory caprtal LT Salvage and subrogatron o [ IR
. and SUl’p|US /’: -8 50 253 802 $ 40 649 495 ‘ $31 243 897 j s recoverable (112,182) A _:(167,—627) o ’ \(863,313_)
*ST?‘“T,OW unassrgn_ed/f , R Consohdatmg ellmmatlons '; R o :ﬂ,\ T
’,S‘UTp|US,(d9fICll) ) '§ 1 136 217 $ (1 968 090) $(6 373 688) and ad ustments e ' (57/9]‘343) ‘ s (8,099,197) . (1 1‘264 732) .
Statltory et income * > - $ ,2,868,102 "~ § 51275909 - § 2,505,891 Parent only S B
N S A D A R - netincome (lass)* - > (394 898) . 6002814 - 9435 563
teMars ... _ . - " . R R : Net incomeas” * -, ’ -
Statutory capital ~ -t o T e reported herem ‘/ " $ 31,614, 269 $ 18 293 976 $ 12, 002 722
“andsurplus, Y ¢ .$ 17,103,902 $ 11987214 s12,673,209 PR R
, Statutory unassigned - ] A o7 . i o Decemberst ' s
sufplus- § 4511 162"1$17;987,214' 5 8673 209 PR, ¥ . 2004 - \2003,‘, s 2002; R
Statutgry netmcome \; -g,’ ~ - /V\ = Lo S StatUTOfy Cap::tal,and ' Z'“ ,' ': ’r- K 3 : ; Lot _T - -
loss S5 3768, 8190 S '72‘8,é29 h 7006 . surpluso
A( L . - — $ ,,( - ) $ ; D lnsurance subsrdlarles $217 752 909 $150 503 893 $126 649 500
Pemnsula T ’;«,‘:, ’ ’ - - o I Incr;ases (decreases) i // oo .
S PN eferred-policy - - . S ‘_ - -
StatutorycaprtaI/ e Wy S T ) < P - s o T
N . . S st 7,760 2237 145 '
andsurplus | L<$ 23176096 -$ 147,027 $17 932 85 seqstion coss | 22070 - 1 23, 55 :57’070 /
— ~ ——— ~Deferred federd - Cos e :
- Statutory unassigried - " 0o ; . income taxes (3,855,261) - (4268 453) (3 499 656) S
_surplus S5 7§ 5576682 & §. 3,125,‘533 $ 1,581 401 . (.Salvage and- subrogatlon RPN N .
Statutory net mcome $' ':3 781'849 81 513 794 C $ 885 681 . . v recoverable 8146 694 7 167 008 h 7334 635
. K v - , "“Non -admiitted assets and < - s :
Our pnncrpal source ot cash tor payment\ot drvrdends are leldends ks C * other ad)ustments net’. 1,121,22{53 o 907 955 L ~235,946 .
from our |nsurance sub3|dlar|es that are required By law to malntam “, Fixed maturities - - o 6207757 6,52,1124\6~ - 7,517,290
i} certam minifium capltal and- -§ufplus on a statutory basis'and’ are’ - /‘; C‘/\\parem -only equrty and o - R
R subject to regulatrons Aunder which’ payment of d|V|dends from ‘statutory - ~ .+ ofher ad;ustments (8, 926170)\ ~- 31593818 (20121935)
- .surplus |srrestncted and may require-prior-approval of thelrdomlcrlrary b, Stockholders' equity as ~ . - ST
o> - insurance regulatory authontles Qur’insurance subsrdranes -are also” M7 o reported herem $242 704 314 .$208,649.232 -$133,182,850-
'\ subject to Risk Based Capltal (RBC) requirements that may further ' o - - L -
|mpact therrablllty to'pay. drvrdends At December31 2004, the s Vg 7 i\ :’ f T )», ’
companres statutory capital -and surplus were substantrally above the s - - ‘ Sae s S
' RBC requrrements Amounts available fordistribution as dividends to us 5 - Supplementary Cash Flow’ lntormatron o

wrthout pnor approval of insurance regulatory authorities in 2005 are

- '$16, 342 671 from Atlantic. States $2 868,102 trom Southern T
$1 710 390 from Le Mars and $2 317 610 trom Penrnsula

-

5 — Heooncrhatlon ol SIatutory F|I|ngs to

44
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Amounts Reported Hereln

-

~ Ouri msurance sub3|dtar|es are requrred to frle statutory tmancral -
statements wrth state msurance regulatory authorltles Accountrng

~

~
N

o lnterest -+ <

The followmg reﬂects income taxes and mterest pard dunng 2004 2003
and 2002:. - ST SO S N
2004 2003 2002 '
$12,905,000 $4,410,000 -

$7,356,674
$ 1,528,655 $1,291,992 $1,047,237

-

<~ 0 . Lt

ncome taxes ™.
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- 17— Earmngs Per Share L ,:_ W L L‘andensed Sfatemenfs of Incume and CUmprehens/ve Inr:ame

($ in thousands) ‘

~ N

~ The followrng rnformatron rIIustrates the oomputatron of net mcome r '/ /\

_Cash at end of year

outstandmg shares and earnmgs per-share on both a basic and diluted - ;ﬁ:;eﬁss?s?sclzzqaie;31 — “ e _’ ,3094 — ?903* ?OQZ -
-basis for the years ended. December31 2004 2003 and 2002 L?' e " Revenues e T T S :
‘ h Werghted .7 Y- Dividends from suhsrdranes $- 950~ $'7,000 -$10,400 . -
. P Average ,Eamings , . Other- L Vg 242 . 1,034 797 ,-
S o e e Net o "~ Shares~ © Per - Total revenues | T 2192 8034 11197
-, Income. Outstandrng Share Expenses I : ) o R
,“» 204: - .. T - ,ri o Operatrng expenses IR T 1700 - 1345 1057, .
" Basic . S $31,614,269 13 159 435 r \’~ $2,40~\—f ‘ Interest S . T 1614 1,320 1139
; Eﬁectofstockoptrons e 475737 (08) - Totalexpenses .~ » -, v . . 3314 - (2665 " .2196 .
. Diluted . ~ . .$31,614:269 ,13 635,172 -$2.32 Tncome (lossybefore jncome tax bengfit~ — © ., . . B
— —— = . = = _and equity in undistributed net - N T
2003; - - - ca T S = 2T Tindome of subsidiaries © - 'Y o - -(1,122) T 53697 1 9,001
- Basic oo $18,293,976 - 9570 872 \,/ : /?1.91 " Inconie tax benefit .+ ) (727) . (634) £(435)" ‘
- Effect of Stock optrons ) R r323 972 (08) . incorie (loss) | before equityin .0 T o T LT
Dilute - 18 293 976 . 9894 844’ | 1,85\ © undistributed net income - -, S L oy T
d ——— $ — $ S ofsuhsrdrarres toos T T (385) -6,003 L9436
’\200,2' S . y > P q'\Equrty in undrstrrbuted C e T
Basic = $12 002 722 , 9,085,914’ $1 32 / —net mcome . - L PRGN L - ) .
< Effect ofstockopt'rons, IS ,\—"':‘, 107,199 (01) o 4ofsubsrdrar|es ‘ 32{009“’ 1‘12}291‘ ‘-2:567 R
D||uted AR 312002722 9193113' o $1 31" :\‘ Net income - - o i ~$31’61,4’ ‘~$18,294— ,$12,003’/’ .
) T 0 STy Statements afCamprehensrve meome. - . T ool
- The followrng optrons to’ purchase shares of common stock were not - . Netincome™ = ~ ' - 7. % 8315614 1 818,294 $12,003.
included in‘the computation-of diluted earnirigs, pef share'because the-" - Other comprehensrvemcome (Ioss) SR
exercrse prrce ‘of the optlons was greater than the average market prrce: © . hetof tax ’ - Cown T e ,
. S A - ¢ Unrealized gain (Ioss) parent\ ERES 1@ 215
STt 2004 2003 - 20027 o " Unrealized gain (loss) - subsidiaries . “(539). 4 2 2035 L
Optrons excluded from .+ s -Other compreherisive rncome (Ioss) P R ’
drluted earnings pershare 7500 7t og94e7 netoftax ' .~ - - (541 379 2050 L
: A o - Comprehensrve income _ 4 $31,073  $18, 673 -$14,053
ST e . T ot e T C‘andensed Siatements of L‘ash Flows !
N 18—Condensed Fmanclal Intormatron nf Parent Companv ST e T (Sinthousandsy e o T T
o R S . .., YearEndedDeceriber3df, . . . . . - 2004 2003 2002 - -
e CandensedBalanceSheets R Cash flows from operating actrvmes EE
) T : (smmousandsr o ©L L Netineome - T - $31.614 818,204 7 $12,003 *
December31 D Tl e e 2004 2_00‘3 . Adjustments: - - " T e S ,
' Assets o ‘, SN o R Equrty in undistributed net X T L -
L . T , £ income: of subsrdrarres v (32,009) - 2(12,291) = (2,567) ° )
_ Fixeg- maturrty |nvestments \$ 4\129\ R 3 \:1,98‘7 : | Other s o :. RN @ 705
 Investment in S#“'“'?“?iiaﬁ',"at?s' oseges . " 1asdtn Net adjistments (31,278) _(16428) " (1.772)
., lequiy method) =70 (o 200.898 . 183402, " NGt cash provided | 336 1866 10231
Short- term"ﬂ_vesml?m% LT v 5585 47,959 Gash flows from investing activities: ~ . - " ~ oo
DCash s T 1581 71365 o Netpurchase of fixed maturities : (2,084) (1 938) —
Propertyand equrpment ST e s T 1293 1,579 Nét sale. (pufchase) ofshortterm T v
Otherr S Ce T 322 Tt 3450 - 'investments . 4],974’ (47 559) -
: S PR ey Netpurohase ofproperty and I -

Total assets $275 703 $1236‘,23_7\‘ ’ equrpment . - (46)° (433) (480)
Lrabrlrlres and Smgkhgldgrs Equ,fy o ST Investment in subsrdranes (45,216) (14 274) — ,
Lrabllrtres o .- oL PN Oter e .. 334 __(981) .

Cash dlvrdends declared to stockholders $ 156708 1379 .. C sh'roNET ]eash LfJ‘SBd i (5.238) (65185) (442) .
A e "~ oeamy - Cashflows from financing activities: BN , SRR
S“bord'?at?q ‘feb’?”t”res/ I AR 25'774/ - VCash dvideris paig “(5.985) (3,868») 3 509) N
 Other _ - - oo S8 o 435 euance of common stock. 8948 60:974 72
_TotalVabilfles L 32099 77 588 ; Issuance of subordinated:, " IR
Stockholders equty. . - o 242,704. 208,649 ‘debentures PR 7; 5155 \,?‘577‘4 L= J
. Total Irabllrtres and stockholders equrty $275,703 . $236,237,; - Line of ¢fedit; net . V= (19,800); (7.800) - ~
- N, < N - — - L - Net cash provided- (used) ~ . 6,118 63,080 ' (9,588) .
STy e o Netchangeincash * ., ./ =~ . 1218 (239" 201 . >
i , : ' _Cashiat béginning. of year ~ ™ 365 ", 604 403 "
/ ;o $1581 $ 365 '§ 604
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19 — Segmenl Intormatlon

J B

t

" As an underwnter of property and casualty msurance we have three
reportable segments which consist of the investment functron the

. personal lines of i insurance and the commercial lines of i msurance

- Using rndependent agents we market personal lines ofi msurance to -
' individuals and-commercial lines of i rnsurance to, smaII and medrum-

srzed busmesses

poon S

N

s

L

‘

We evaluate the pen‘ormanee of ‘the personal llnes and commercral lmes -

. primarily. based upon underwriting results as. determlned under SN !
statutory accountmg practlces (SAP) for ourtotal busrness . '

EANES

Assets are not allocated to- the personal and commercral I|nes and are' .

L /revrewed in total by | management\for purposes-of decision making. We .

operate only in"the United.States and rio smgle customer or agent o

provrdes 10 percent or. more of revenues - "; R

qFrnancral data by segmentars as follows

~

"xv // N | Voo -

!

20 — Guaranty Funtl and: ther Insurance Relaled Assessmenls ‘

We accrue tor guaranty fund and other«rnsurance related assessments
‘i accordanoe with Statément ofJPosrtron (SOP) 97- -3, “Accountmg by
Insurance ahd Other Enterpnses for Insurance- Related Assessments.”
SOP 97-3 provides- gurdance for d determmmg when an entity should
recognrze a liability for guaranty tund and other insurance:- -related,

i

~r

. assessments, how. to measure that llabrlrty and when an asset | may be

. recognrzed for the recovery of such assessments through premium tax:

oftsets or-policy surcharges Our Irabrlltles tor guaranty#und and: other

" insurance-related asséssments were $4,140,878 and'$3,556, 227 at

Deeember 31 2004 and 2003, respectively: These liabilities included.
$376,428 and $283,509 related-to Surchafges tollected by us-on behalf -
.of regulatory authorrtles for 2004 and 2003 respeotlvely ‘

S

/ N ~ P - Yoo
N

21— Interrm Fmanclal Data (unaudned)

-<,

o
¢ A

TP = o W s o0 U TRirst - Seeond: ‘Third, » * Fourth®
IR T 200 2002 : ' . - T T R woo- N
Bl R _1‘_ . ‘?004 ($ - th?)uesands) - OQ - W Quarter : Quarter ' Quarter . Quarter
R/ T /", —— / — : - \Netpremi_’tims:» S R ' ST
gvenues”, v SN o earmed, 862, 699478 $65498402 —$67958382 $69682332
* premiums samas e e - Totalfevenues 7 68001661, 70692422 73613653 75480902
] Commerolal lrne‘s/ - $ 99, 657 $ 71 471 /$66003. - Net losses aid, loss I .
- Personallings. - , 169322 125322 - 119838 " " eypénses - 40,371, 057 39 961 021 42 285, 455 41 523 835
» _ TotahSAP 7 ’ﬂ T ~“Incorfie before, : S
s premiums eamed 2@.33:97,9 , 196798, 2 185 841 " extraordinary ftem ' 6,286,636 e,z7o,1e7 5,886, 886 7.2, 390
. - GAAP adj ustments“ = - (3'140) . — ,_ Extraordrnary |tem i 5445670 i ! — — -—
P T?‘i:rgxfmseame d\ T L degen :;85,\8&1‘_‘ o Netimcorie © - 11732306 6770187 5886886 7,22,4,8905/\'
 Net investment income. 15007, © ‘fl?;,BTlG" C 148t Basfo?;]é?]g:hlﬁ; ’ RS 3\J ¢ TN
Realrzed |nvestment gams—- " 1466 } '1,36t3/ 0] 44 lncome befare e ” NN L
Other LT BT asmr 73515 3238 " .. ' - gxtraordinary |tem VA9 T B2 44 54
. Total révenues - ., 7$287,789 .  $214992 -~ $203,804° - o Extraordrnarytrtem To42. o= = .
- - B - <Netincome. " 91 o0 527 ° . 44 -0 54
o } - ~.0004 7 . 20037 .5, 2002 Diluted earrings pér > .. /L - ~ L N o
e T einthowsands), o - Sommonsharer . T o Tem
Income befare | income taxes T T +income before - T T N
‘and extraordinary tem: - T ST edraordinary flem 47 770, 7k 48 0 e 83
Underwrmng income (loss); ho L e - “Extraordinary ftem~ - - 40 % Sl i L o’
Commercialfines >, ~$<.6:208 - ='$ v'77,1,73,‘ s 6,326  Netincome ° - - &7 ' 80 , -43‘ 53
Personallines =~ _© - 10100 " <7 2004 - (5056) . - - LR meind o e
AP undgrritin N LoD T e e -
,S mco?ne 4 g 16309 9177 1270 - - s. .7 - Fist .. a\’\Secondf . Third: s Fourth
, s 2 GAAP adrustments . 2109 . g (558) r R Quarter \‘ - fQuarter Ouarter Quarter
. . . L - Netpremrums co- h ~ e e
GAAP uniderwriting .+ * 7. o T T T s .
mcgme - g leae T ety el eamed . $47928881 $48433689 $49719584 $50710542 ,
'>Net rnvestment income - . f' V45907 © | 13316 -, 14581 - Total revenues 52,185, 419 52 826 818 54 285 753 55,694, 338 ;
S T mme ot g4 -  Net losses and Ioss o o
Realized tment arns -1,466 . 1,368, <7 > 144" r
,ggf:e'rze 'n~ve§fmn g onr . ag \1058; T epenses - .31,850515 20658466 32759356 31 974974
ncorie befo re‘mcf;meta’xes e e = L Netincome 3,844,432, 5268953 4001 385 517920\6_«‘
" and extraordrnary |tem i . $ 37054 ¢ $25,436 $ 16495 Net income per oo o S e
T . > RS — .. -commonshare -. e s i PR
C T e T , STt Basic. Too42 o BE 43 49
y “ s ) z P T Dlluted T AN 40 ‘47 .
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MANAEEMENT’S REPDRT CIN INTERvNAL BI:INTRIL LT e e U

CIVER FINANGIAL REF‘DRTING o ~\ J ;, « t R _',_ w0 T

Our management rs responsrble for establlshrng and mamtammg adequate mternat controt over tmancralf reportlng as that term |s deﬂned in Rule 13a-
L 15(f)-under the Secunttes Exchange Act of 1934 Undepthe supervrsuon and wnh the parhcupatton ot our Chtet Executtve Oﬁtcer and our Chief” Fmancrat

Ve
J

Offtcer our management has conducted an evaluatton of the eftectlveness of our mternal control over ttnanmal reportmg as of- December 31, 2004 a
f based on the framework and crrtena estabhshed in/ lnternal Control — lntegrated Framework issued by the Commrttee ot Sponsonng Organrzattons/ot /

[EEPFEN

A

the Treadway Commlssmn (the “COS&Framework”) S e S ";," D ST
" N > ‘ ,.\,," T T P )

- Based on our evaluatlon under the COSO Framework,r our management has concluded that our- mter__nal control»over tmancral reportmg was ettectnve a5’
of December31 2004 S v

N . , \
7 N ' ‘\/J S -
~/r,',vr [t o ro -, C o w.‘ -

i
v . ;o . : e N
. . ~ . - [N -

NN
[N N - o .. - I - -

- ~|nternal controt over tlnancral repomng cannot provnde absolute assurance of achtevmg fmanotal repomng objectlves because ot |ts mherent

-
-8

R hmrtatlons Internal control over fmanmal reportmg |s a process that mvolves human dthgence and compllance,and IS subject to Iapses in, judgment and

' breakdowns resultmg from human fatlures !nternat control over tlnancral reportmg also can be cnrcumvented by coltusmn or |mpr0per management
—overnde Because ot such Itmltatlons there IS a nsk that matenal m|sstatements may not be prevented or detected ‘on a ttmely“baSts by mternal control

L over ttnanmat reportlng However these mherent I|m|tat|ons are known teatures ot the tmanmat reportmg process ,Theretore !T is possible to de5|gn i

0 [

o into: the process safeguards to reduce though not ellmrnate thls nsk IR NCC ST (R AT e

.
. . > P '
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Because of tts mherent hmttattons asystem of mternal control over ﬂnancrat reportrng may not prevent or detect aII mrsstatements Also, protectlons

s
\

) '_ . of any evaluatton of ettectrveness to future’ penods are subject to the nsk that controls may become |nadequate because of changes rn condltnons or

7

. the degree “of compllance wrth the pohues or procedures may detenorate ‘ —} ST T e e T ;?' o
e Our management s assessment of the eftecttveness ot our mternal control over fmanC|aI reportlng has. “beer. audrted by KPMG LLP an mdependent
o reglstered puiblic accountmg ttrm £ stated in therr attestatlon report whtch |s mcluded hereln N E ’,,‘tj\ —J,“ LT :1 . ,
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REPORT OF INDEPENDENT REGISTERED PUBLIE ACCOUNTING FIRM
) 7 S S '\\ ’ r" :/. "\ s . : \M .‘ ‘,E . _, N ‘/‘\/_‘\ : - ~_d \‘\:/‘ //\/"/“’//f,/ f N . . o )

~ Tothe Stocltholde‘rs and Baard of Directors of Donleg'al Gro‘upln’t:,« AU f S R
We have audlted management S assessment lncluded in the accompanylng Management S Repon on lnternal Control Over FlnanC|al Reportlng that
Donegal Group In¢. malntalned etfectlve mternal control over fmancnal reportmg as ofDecember 31, 2004, based on criteria establlshed |n /nterna/ :

R Contro/— Iritegrated Framework |ssued by the Committee of Sponsonng Organlzatlons of the Treadway Commlssron Donegal Group Inc s - ;o I

\‘ ; management is responsrble for malntammg effectrve mternal control over fmancral reportlng and for its assessment of the eﬁectrveness of mternal

i

. control over financial reportlng Our responsrblllty is to express an oplnlon on management 5 assessment and an OplﬂlOll on the ettectlveness ofthe ~

Companysrnternal control overtlnancral reportmg based on ouraudlt S e o : R .
’ ' T PR . = T ' |

We conducted our audrt in accordance W|th the standards of the PUbIIC Company Accountlng Overs1ght Board (Unlted States) Those standards require - .
~ that: we plan and perform the audlt to obtain- reasonable assurance about whether effective internal control over fmancral reporting was malntalned in .
Call matenal respects Our audrt lncluded obtalmng an understandlng of lnternal control ovecfmancral reporting,” evaluatlng management S assessment

B testlng and evaluatlng the desrgn and operatlngletfectrveness of lnternal control and pen‘ormlng such other procedures as we. gonsidered: necessary ln

- - . \

" the: curcumstances We belleve that ouraudrt prowdesareasonable basrs for ouroplnlon e g P j . ST e

TN, i

S

T A company s rnternal contro‘l overt fmancral reportlng isa process desrgned to provide reasonable assurance regardmg the rel|ab|I|ty of flnanmal Coe . )
Ny reportmg and the preparatlon of fmancral statements for. external purposes in accordance with generally aocepted accountmg pnnclples A company’ s ’
‘ rnternal control over frnancral reportmg lncludes those polrcres and, procedures that (t) pertarn to the malntenance of records that, in reasonable detall
) ‘accurately and talrly retlect the. transactlons and drsposrtlons of the assets. of-the company (2) provrde reasonable assurance that transactlons are —
: recorded as necessary to permlt preparatlon of fmancral statements in accordance wrth generally accepted accountlng pnncrples and that recelpts and -
expendltures of the company are belng made’ only in accordance with® authonzattons of management and dlrectors ‘of the' company, and (3) provide
" reasonable assurance regardmg prevention or timely detectlon ‘of unauthonzed acqursrtlon use, or dlsposmon ot the company S assets that could have

’
\
‘

:

‘amaterlalettectonthefrnancualstatements S B SR S -

P ‘l - N . N - ' !
- ‘ P . ~ . \ ~ N b
P N - N, y

[N P

Because ot -its mherent lrmltatrons mternal control overtrnancral reportlng may not prevent or detect mlsstatements Also prolectlons ot any B
evaluatlon of eftectlveness to future perlods are subject to the rlsk that controls may become lnadequate because of changes in condrtlons or that the

N

degree of compllance wrth the polrcres or procedures may detenorate L Co e S o 7_

n
§

lnfour oplnlon management S assessment that Donegal Group Inc. malntalned eftectlve lnternal control over fmancral reportmg as’ of December 31

2004; is fairly. stated in-all matenal respects based onfcntena establlshed in lnterna/ Control — /ntegrated Framework lssued by the Commlttee of

Sponsonng Organlzatlons of the Treadway Commlssron Also, ln our oplnlon Donegal Group Inc. malntalned in all materlal respects effectuve mternal
control over fmancnal reportmg as of December 31 2004 _based on cntena establlshed in /nterna/ Control— /ntegrated Frameworklssued by the -

Commlttee of Sponsonng Organlzatlons of ‘the Treadway Commlssmn\.\,‘;' ) i o r; ; ST s ‘1 o Tl T

, ) .
N . : \
= N . /

We also have audlted ll'l accordance with the standards of the Publrc Company Accountlng Oversrght Board (Unlted States) the consolldated balance
sheets of Donegal Group lnc andsubsrdlarles as of December 31 2004 and 2003 and the related consolldated statements of lncome and' - ,
comprehensrve income, stockholders equrty, and cash tlows for each of” the years in the three year penod ended December 31, 2004 and our report

- dated March 14 2005 expressed an unquallfled oplnlon on those consolldated fmanmal statements DR R

' ~
v yti ! <
" .

KPMG LLP o T
Phrladelphla Pennsylvanra o L e . o P ) ,
',\’ arch 14, 2005 N S S A TR R ,




REPURT oF: INDEPENDENT REBISTERED F"UBLII: ACCDUNTINE F'IRM ‘_ o
7 To the Stockholders'and Board ot Drrectors ot Donegal Group Inc,» [ i S - o, T N

We have audited the accompanylng consohdated balance sheets ot Donegal Group Inc and subsrdlanes 28y of December 31 2004 and 2003 and the
- related consolldated statements of mcome and comprehenswe mcome stockholders equnty and cash flows for each ‘of thé years in. the three -year v
perrod ended Iecember 31 2004 These consolldated fmanmal statements'are the, responsrblhty of the Company s management Our’ respon5|blhty lS

' ' . ' .-

Y to express an opmlon on these consohdated tmancral statements based on ouraudlts ) S PR . SRR ‘-

P We conducted our audlts in accordance with the standards ot the Publuc Company Accountlng Oversrght Board (Unlted States) ~Those standards \ ‘
requrre that We plan and perform the audtt to obtaln reasonable assurance about whether the fmancral statements are free of materlal mtsstatement Lo

‘s

RN “An audit mcludes exammmg ona test basrs ewdence supportlng the amounts and dlsclosures in’ the financial statements An audit also includes

v

o assessmg the accounttng prtncrples used and S|gn|t|cant esttmates made by management as- well as evaluatmg the overall fmancnal statement A
- - 1 . 1 . -
presentatlon We beheve ‘that ouraudlts provrdea reasonable basrs for'our oplnlon S AT , oo T )
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ANNUAL MEETING t s - CORPORATE OFFICES
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T v L o _“Marietta, Pennsylvania 17547-0302
: o "'{800) 877-0600 } .
B _— ‘ . © E-mail Address: info@donegalgroup.com
FORM 10 k ' . . Donegal Web Site: www.donegalgroup.com
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DONEGAL GROUP INC.

Board of Directors

Donald H. Nikolaus. . . .. President, Chief Executive Officer
and a Director

Philip H. Glatfelter, I} . . . Chairman of the Board

and a Director

Robert S. Bolinger ... .. Director

Patricia A. Gilmartin . . . . Director

dohnJ. Lyons. . . ... ... Director

R. Richard Sherbahn . .. . Director

Richard D. Wampler, l .. Director

O TICRIS e

Donald H. Nikolaus. .. .. President and Chief Exebu(/ve
Officer

Philip H. Glatfelter, i . .. Chairman of the Board

Ralph G. Spontak ... ... Senior Vice President, Chief
Financial Officer, and Secretary

Daniel J. Wagner ... ... Vice President and Tfeasure(

Jeffrey D. Miller. .. .. .. Vice President and Gontrofler

DONEGAL MUTUAL INSURANCE COMPANY

Board of Directors

Donald H. Nikolaus. . ... President, Chief Executive Officer
and a Director

Philip H. Glatfefter, Il ... Chairman of the Board and a Director
Frederick W. Dreher, 11l . . Director

Patricia A. Gilmartin . . . . Director
John E. Hiestand ... ... Director
Kevin M. Kraft, Sr. . .... ... Director

R. Richard Sherbahn. . . . Director

William H. Shupertt. . . .- Senior Vice President
of Underwriting and a Director

Ralph G. Spontak . . . . .. Senior Vice President, Chief Financial Officer,
Secrelary and a Director

Other Officers

Kevin G. Burke. .. ... .. Vice President of Human Resources
Kenneth L. Dull .. ... .. Vice President

of Research and Development
Charles M. Ferraro . . . .. Vice President of Information Services
Cyrit J. Greenya....... Senior Vice President

of Underwriting
Jeffrey A. Jacobsen. . . .. Vice President

of Personal Lines Underwriting
Perry S. Keith ... .. ... Vice President of Internal Audit
Richard G. Kelley . ... .. Vice President

of Commercial Underwriting
Steven P Klipa.. ... ... Vice President of Casualty Claims
David S. Krenkel. . . .. .. Vice President of Marketing
Jeffrey D. Miller. .. .. .. Vice President and Gontroller
Matthew T. Resch . ... .. Vice President of Invesiments
Robert G. Shenk. ... ... Senior Vice President of Claims
Daniel J. Wagner . ... .. Vice President and Treasurer

Janet L. Weisberg. . . ... Vice President of Bodily Injury Claims
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