
KEYSTONE AUTOMOTIVE INDUSTRIES INC
Form 10-Q
August 11, 2004
Table of Contents

UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, DC 20549

FORM 10-Q

(Mark One)

x Quarterly Report Pursuant to Section 13 or 15 (d) of the Securities Exchange Act of 1934.

For the quarterly period ended: July 2, 2004

or

¨ Transition Report Pursuant to Section 13 or 15 (d) of the Securities Exchange Act of 1934.

For the Transition period from              to             

Commission file number 0-28568

KEYSTONE AUTOMOTIVE INDUSTRIES, INC.
(Exact name of registrant as specified in its charter)
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California 95-2920557
(State or other jurisdiction of

incorporation or organization)

(I.R.S. Employer

Identification Number)

700 East Bonita Avenue, Pomona, CA 91767

(Address of principal executive offices) (Zip Code)

(909) 624-8041

(Registrant�s telephone number including area code)

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

The number of shares outstanding of the registrant�s Common Stock, no par value, at August 9, 2004 was 15,559,430 shares.

This Form 10-Q contains 20 pages.
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PART I - FINANCIAL INFORMATION

Item 1. Financial Statements

Keystone Automotive Industries, Inc.

Condensed Consolidated Balance Sheets

(In thousands, except share amounts)

July 2, 2004 March 26, 2004

(Unaudited) (Note)
ASSETS

Current Assets:
Cash and cash equivalents $ 5,685 $ 3,176
Accounts receivable, net of allowance of $832 at July 2004 and $887 at March 2004 45,256 44,005
Inventories, primarily finished goods 109,706 107,221
Other current assets 8,636 11,532

169,283 165,934
Plant, property and equipment, net 32,244 30,652
Goodwill 10,053 9,662
Other intangibles, net of accumulated amortization of $3,682 at July 2004 and $3,565 at March
2004 1,208 1,323
Other assets 9,114 8,342

Total assets $ 221,902 $ 215,913

LIABILITIES AND SHAREHOLDERS� EQUITY
Current Liabilities:
Credit facility $ 5,849 $ 10,000
Accounts payable 22,982 18,598
Accrued liabilities 14,281 14,477

43,112 43,075

Other long-term liabilities 1,197 1,311

Shareholders� Equity:
Preferred stock, no par value:
Authorized shares�3,000,000
None issued and outstanding �  �  
Common stock, no par value:
Authorized shares�50,000,000
Issued and outstanding shares 15,545,000 at July 2004 and 15,443,000 at March 2004 90,883 89,492
Restricted Stock 1,004 180
Additional paid-in capital 5,967 5,967
Retained earnings 80,893 76,841
Accumulated other comprehensive loss (1,154) (953)
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177,593 171,527

$ 221,902 $ 215,913

The accompanying notes are an integral part of these condensed consolidated financial statements.

NOTE: The balance sheet at March 26, 2004 has been derived from the audited consolidated financial statements at that date but does not
include all of the information and footnotes required by accounting principles generally accepted in the United States for complete
financial statements.
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Keystone Automotive Industries, Inc.

Condensed Consolidated Statements of Income

(In thousands, except share and per share amounts)

(Unaudited)

Fourteen
Weeks Ended
July 2, 2004

Thirteen

Weeks Ended

June 27, 2003

Net sales $ 141,117 $ 118,100
Cost of sales 79,912 66,569

Gross profit 61,205 51,531
Operating expenses:
Selling and distribution 41,691 34,672
General and administrative 13,634 10,349

Operating income 5,880 6,510
Other income 896 544
Interest expense (95) (174)

Income before income taxes 6,681 6,880
Income taxes 2,629 2,700

Net income $ 4,052 $ 4,180

Per Common Share:
Net income per share:
Basic $ 0.26 $ 0.28

Diluted $ 0.26 $ 0.28

Weighted average common shares outstanding:
Basic 15,469,000 14,760,000

Diluted 15,766,000 15,118,000

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Keystone Automotive Industries, Inc.

Condensed Consolidated Statements of Cash Flows

(In thousands)

(Unaudited)

Fourteen
Weeks Ended
July 2, 2004

Thirteen

Weeks Ended
June 27, 2003

Operating activities:
Net income $ 4,052 $ 4,180
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 1,864 1,540
Provision for losses on uncollectible accounts 45 268
Provision for write-down of inventories 385 597
Gain on sale of assets, net (44) (30)
Changes in operating assets and liabilities:
Accounts receivable (1,244) 1,596
Inventories (2,827) (3,209)
Other assets 2,851 1,550
Accounts payable 4,384 (492)
Accrued liabilities (511) (1,640)

Net cash provided by operating activities 8,955 4,360

Investing activities:
Proceeds from sale of assets 77 47
Acquisitions of certain distribution centers, net of cash received (670) (3,833)
Purchases of property, plant and equipment (3,093) (2,603)

Net cash used in investing activities (3,686) (6,389)

Financing activities:
Other debt, net �  (7)
(Payment) borrowings under the bank credit facility, net (4,151) 979
Net proceeds on option exercises 1,391 1,627

Net cash (used in) provided by financing activities (2,760) 2,599

Net increase in cash and cash equivalents 2,509 570

Cash and cash equivalents at beginning of period 3,176 3,658

Cash and cash equivalents at end of period $ 5,685 $ 4,228

Supplemental disclosures:
Interest paid during the period $ 113 $ 182

Income taxes paid during the period $ 78 $ 203
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The accompanying notes are an integral part of these condensed consolidated financial statements.
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Keystone Automotive Industries, Inc.

Notes to Condensed Consolidated Financial Statements

(Unaudited)

July 2, 2004

1. Basis of Presentation

The accompanying unaudited consolidated financial statements have been prepared in accordance with accounting principles generally accepted
in the United States for interim financial information and with the instructions of Form 10-Q and Article 10 of Regulation S-X. Accordingly,
they do not include all of the information and footnotes required by accounting principles generally accepted in the United States for complete
financial statements. In the opinion of management, all adjustments, consisting only of normal recurring accruals, considered necessary for fair
presentation, with respect to the interim financial statements have been included. The results of operations for the 14-week period ended July 2,
2004 are not necessarily indicative of the results that may be expected for the full year ending April 1, 2005. The comparable quarter in the prior
fiscal year comprised a 13-week period. For further information, refer to the financial statements and footnotes thereto for the year ended March
26, 2004, included in the Keystone Automotive Industries, Inc. Form 10-K filed with the Securities and Exchange Commission on June 9, 2004.

2. Fiscal Year

The Company uses a 52/53 week fiscal year. The Company�s current fiscal year, which is a 53-week year, ends on the last Friday of the first
week in April.

3. Income Taxes

The income tax provision for interim periods is based on an estimated effective annual income tax rate.

6
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4. Acquisitions

The results of operations for the quarter ended July 2, 2004 reflect the operations from certain businesses acquired in August, September and
December 2003 and January, April and June 2004, as of the date of each acquisition. No results relating to these acquisitions were included with
respect to the first quarter of fiscal 2004. The unaudited pro forma results for the first quarter of fiscal 2005, assuming these acquisitions had
been made at the beginning of fiscal 2005, would not be materially different from the results presented.

5. Stock Compensation Plans

The Company adopted Statement of Financial Accounting Standards (�SFAS�) No. 148, �Accounting for Stock-Based Compensation�Transition and
Disclosure,� which amends SFAS No. 123, Accounting for Stock-Based Compensation. SFAS No. 148 provides alternative methods of transition
for a voluntary change to the fair value based method of accounting for stock-based employee compensation. In addition, SFAS No. 148 amends
the disclosure requirement of SFAS No. 123 to require more prominent and more frequent disclosures in financial statements of the effects of
stock-based compensation. If the Company had elected to recognize compensation cost based on the fair value of the options granted at the grant
rate as prescribed by SFAS No. 148, net income and earnings per share would have been reduced to the pro forma amounts shown below:

Fourteen

Weeks Ended
July 2,
2004

Thirteen
Weeks Ended
June 27, 2003

(thousands, except

per share amount)
Pro forma:
Net income � as reported $ 4,052 $ 4,180
Add: Stock-based compensation as reported in net income 27 �  
Less: Fair value stock-based compensation (140) (148)

Net income � pro forma $ 3,939 $ 4,032
Net income per share � as reported:
Basic $ 0.26 $ 0.28
Diluted $ 0.26 $ 0.28
Net income per share � pro forma:
Basic $ 0.25 $ 0.27
Diluted $ 0.25 $ 0.27

7
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6. Sales By Product

Fourteen

Weeks Ended
July 2,
2004

Thirteen
Weeks Ended
June 27, 2003

(in thousands)
Automotive body parts $ 71.2 $ 58.9
Bumpers 41.7 33.8
Paint and related materials 17.3 15.0
Wheels and related products 10.9 9.9
Other �  .5

Net Sales $ 141.1 $ 118.1

7. Employee Benefit Plans

The Company has suspended its defined benefit pension plan (the �Plan�) to provide pension benefits to all non-union employees. Plan benefits are
based on an employee�s years of service and the compensation during the five years of employment which would yield the highest average
compensation. Effective in April 1997, the Company suspended the accrual of future benefits.

The net periodic pension cost for the Company�s benefit plan was as follows:

Fourteen
Weeks Ended

July 2,
2004

Thirteen
Weeks Ended
June 27, 2003

(in thousands)
Service cost $  �  $  �  
Interest cost 68 76
Expected return on plan assets (73) (63)
Recognized net actuarial (gains) or losses 18 32
Prior service cost recognized �  �  

$ 13(1) $ 45

(1) In addition, for the first quarter of the fiscal year beginning March 27, 2004, an additional amount of $88,000 was expensed to represent an
anticipated settlement charge during the fiscal year. The total amount expensed for the first quarter of this fiscal year was $100,500.

Item 2. MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS
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General

Except for the historical information contained herein, certain matters addressed in this Item 2 constitute �forward-looking statements� within the
meaning of Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended. Such
forward-looking statements are subject to a variety of risks and uncertainties, including those set forth under �Item 5. Other Information,� that
could cause actual results to differ materially from those anticipated by the Company�s management. The Private Securities Litigation Reform
Act of 1995 (the �Act�) provides certain �safe harbor� provisions for forward-looking statements. All forward-looking statements made in this
Quarterly Report on Form 10-Q are made pursuant to the Act and are subject to the cautionary statements set forth herein and in the Company�s
Form 10-K for the year ended March 26, 2004, on file with the Securities and Exchange Commission.

Because the quarter ended July 2, 2004 contained 14 weeks as compared to 13 weeks in the quarter ended June 27, 2003, comparisons of the
results of operations for the two periods, other than on a percentage of sales basis, must be carefully analyzed.

Critical Accounting Policies

General. The Company�s discussion and analysis of its financial condition and results of operations are based upon its consolidated financial
statements, which have been prepared in accordance with accounting principles generally accepted in the United States. The preparation of these
financial statements requires the Company to make estimates and judgments that affect the reported amounts of assets, liabilities, revenues and
expenses and related disclosure of contingent assets and liabilities. On an ongoing basis, the Company evaluates its estimates, including those
related to product returns, bad debts, inventories, intangible assets, income taxes, insurance, pensions and contingencies and litigation. The
Company bases its estimates on historical experience and on various other assumptions that management believes to be reasonable under the
circumstances, the results of which form the basis for making judgments about the carrying values of assets and liabilities. Actual results may
differ from these estimates under different assumptions or conditions.

8
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The Company believes the following critical accounting policies affect its more significant judgments and estimates used in the preparation of its
consolidated financial statements.

Inventory. The Company writes down its inventory for estimated obsolescence or unmarketable inventory equal to the difference between the
cost of the inventory and its estimated market value based upon assumptions about future demand and market conditions. If demand is less
favorable than anticipated for certain parts, additional inventory write-downs may be required.

Bad Debt. The Company maintains allowances for doubtful accounts for estimated losses resulting from the inability of its customers to make
required payments. The Company adjusts its allowance monthly based upon a formula relating to the aging of its receivables.

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

Insurance. The Company�s main insurance programs (medical, workers� compensation and vehicle) are designed as large deductible programs.
Through these programs the Company self-insures losses up to a deductible limit and purchases stop-loss insurance to protect against losses that
are over the deductible. The stop-loss insurance is purchased on an individual and aggregate basis. The amount of the deductible has risen
significantly in the last two years resulting in a shift of risk from the insurance carrier to the Company. The Company estimates its cost for these
programs and maintains reserves for incurred, but not reported, losses. If the Company were to experience an increase in claims activity over
anticipated amounts, and its reserves are not sufficient, additional reserves may be required, which could have a material adverse impact on
future earnings.

Results of Operations

The following table sets forth for the periods indicated, certain selected income statement items as a percentage of net sales.

Fourteen
Weeks Ended
July 2, 2004

Thirteen
Weeks Ended
June 27, 2003

Net sales 100.0% 100.0%
Cost of sales 56.6 56.4

Gross profit 43.4 43.6
Selling and distribution expenses 29.5 29.4
General and administrative expenses 9.7 8.8
Other income 0.6 0.5
Interest expense (0.1) (0.1)
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Income before income taxes 4.7 5.8
Income taxes 1.8 2.3

Net income 2.9% 3.5%

Fourteen weeks ended July 2, 2004 compared to thirteen weeks ended June 27, 2003

Net sales were $141.1 million for the 14-week quarter ended July 2, 2004 (the �2004 Quarter�) compared to $118.1 million for the 13-week
quarter ended June 27, 2003 (the �2003 Quarter�), an increase of $23.0 million or 19.5%. A material amount of the increase in net sales results
from the extra week in the 2004 Quarter. Overall, the increase in net sales reflects increases in the sale of body parts, bumpers and wheels.
During the 2004 Quarter, sales of automotive body parts (including fenders, hoods, headlights, radiators, grilles and other crash parts), increased
by $12.3 million (an increase of 20.9%), sales of new and recycled bumpers

9
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increased by $7.9 million (an increase of 23.4%) and sales of wheels and related materials increased by $1.0 million or 10.1%. The increases
were attributable in part to the fact that insurance companies were specifying more aftermarket parts in connection with the repair of insured
vehicles and in part to price increases instituted since June 27, 2003.

Gross profit increased in the 2004 Quarter to $61.2 million (43.4% of net sales) from $51.5 million (43.6% of net sales) in the 2003 Quarter, an
increase of 18.8%, primarily as a result of the increase in net sales. The gross margin decreased by 0.2% of net sales primarily as a result of an
inventory adjustment of $625,000 booked during the 2004 Quarter. The Company estimates that approximately $450,000 occurred during the
last three quarters of fiscal 2004 and believes that the effect in any fiscal 2004 prior quarter is not material. The inventory adjustment was made
after the Company in June 2004 discovered two errors in the software underlying the new management information systems which had resulted
in the double counting of certain inventory over the last four quarters, primarily returns of recycled bumpers at certain locations. The software
programs have been revised and no further such adjustments are anticipated.

Selling and distribution expenses increased to $41.7 million (29.5% of net sales) in the 2004 Quarter from $34.7 million (29.4% of net sales) in
the 2003 Quarter, an increase of 20.2%. The increase in selling and distribution expenses was generally the result of certain fixed costs being
spread over increased sales and the fixed nature of certain of these costs. In addition, during the 2004 Quarter, on a comparative basis, fuel costs
increased by approximately $250,000, the Company spent approximately $65,000 advertising its new e-commerce initiative websites
(getcrashparts.com and getradiators.com) and a lease termination expense of $150,000 was booked.

General and administrative expenses increased to $13.6 million (9.7% of net sales) in the 2004 Quarter compared to $10.3 million (8.8% of net
sales) in the 2003 Quarter, an increase of 31.7%. The increase in general and administrative expenses and its increase as a percentage of net sales
was in large part the result of expenses of approximately $500,000 related to the retirement of Mr. Hogarty, the current chief executive officer
and the hiring of Mr. Keister, who will replace Mr. Hogarty effective August 18, 2004; a write-down of certain computer software of $125,000;
expenses relating to the Sarbanes-Oxley Section 404 implementation effort; increased legal fees primarily related to the pending lawsuit with
General Motors Corporation (see �Part II, Item 1. Legal Proceedings,� below) and increased costs relating to the enterprise-wide management
information system roll-out as the pace of implementation has been accelerating.

Primarily as a result of the increases in general and administrative expenses, the Company experienced a decrease in net income for the 2004
Quarter. Net income for the 2004 Quarter was $4.1 million (2.9% of net sales), as compared to net income of $4.2 million (3.5% of net sales) in
the 2003 Quarter.

Variability of Quarterly Results and Seasonality

The Company has experienced, and expects to continue to experience, variations in its sales and profitability from quarter to quarter due, in part,
to the timing and integration of acquisitions and the seasonal nature of Keystone�s business. The number of collision repairs is directly impacted
by the weather. Accordingly, the Company�s sales generally are highest during the five-month period from December to April. The impact of
seasonality has reduced somewhat as Keystone has become more geographically diversified. Other factors which influence quarterly variations
include the number of business days during the holiday seasons, the timing of the introduction of new products, the level of consumer
acceptance of new products, general economic conditions that affect consumer spending, the timing of supplier price changes and the timing of
expenditures in anticipation of increased sales and customer delivery requirements.

Liquidity and Capital Resources
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The Company�s primary use of funds over the past two years has been for acquisitions, for the development and implementation of an
enterprise-wide management information system and for working capital to finance increased sales levels. At July 2, 2004, working capital was
$126.2 million compared to $122.9 million at March 26, 2004. The Company financed its working capital requirements and the two small
acquisitions completed during the first quarter of fiscal 2004 from cash flow from operations.

During the three months ended July 2, 2004, the Company�s cash and cash equivalents increased by $2.5 million. This increase is the result of (i)
an increase in cash provided by operating activities of $9.0 million, partially offset by (ii) decreases in cash used in financing activities of $2.8
million and cash used in investing activities of $3.7 million, primarily as a result of acquisitions and the purchase of property and equipment
primarily related to the implementation of the Company�s enterprise software package. The decrease in cash used in financing activities resulted
primarily from payments of $4.2 million to reduce the amount outstanding under the Company�s credit facility partially offset by cash proceeds
from the exercise of stock options. The increase in cash provided by operating activities resulted primarily from the elimination of $2.3 million
of non-cash expenses from the reported net income of $4.1 million and as the result of an increase in inventory. The most significant non-cash
expenses were depreciation and amortization and the provision for a write-down of inventories.

10
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The Company has in place a revolving line of credit with a commercial lender that provides for a $40.0 million secured credit facility, which
expires on June 1, 2005. Advances under the revolving line of credit bear interest either at LIBOR plus 1.0% or at the lender�s prime rate. At July
2, 2004, $5.8 million had been drawn down under the line of credit and, of this amount, $5.0 million bore an interest rate of 2.2% and $.8 million
was at a 4.3% interest rate. The line of credit is subject to certain restrictive covenants set forth in the loan agreement, which requires that the
Company maintain certain financial ratios. The Company was in compliance with all such covenants at July 2, 2004, and at the date of the filing
of this Quarterly Report. In December 2003, the Company caused its commercial lender to renew a $4.3 million letter of credit and in March
2004 issued an additional letter of credit for $3.1 million to the Company�s primary insurers to secure the Company�s deductible reimbursement
obligations. The amount of these letters of credit reduces the funds available under the Company�s credit facility. At July 2, 2004, $26.8 million
was available to the Company under the line of credit.

The Company believes that its existing working capital, anticipated cash flow from operations and funds anticipated to be available under its line
of credit will enable it to finance its operations, including the costs related to the installation of the new enterprise-wide management information
system (see �Item 5. Other Information � Prelude Software System Installation�) and possible acquisitions for at least the next 12 months. However,
the Company�s liquidity expectations are subject to numerous factors, many of which are beyond the Company�s control. Anticipated cash flow
from operations are subject to the risks of the business, the most significant of which are discussed under �Item 5. Other Information� below. The
availability of funds under the Company�s line of credit could also be restricted or eliminated in the event that the Company does not maintain the
financial ratios required under the credit facility. These ratios include such items as amount of indebtedness, earnings before interest, taxes and
depreciation and amortization, net worth and the current ratio. In the event that the Company�s operations do not meet expectations it is possible
that needed liquidity will not be available under the credit facility.

Inflation

The Company does not believe that the relatively moderate rates of inflation over the past three years have had a significant effect on its net
sales or its profitability.

Long-Lived Assets

Goodwill, which represents the excess of cost over the fair value of net assets acquired, amounted to $10.0 million at July 2, 2004, or
approximately 4.5% of total assets or 5.7% of consolidated shareholders� equity. Goodwill amounted to $9.7 million at March 26, 2004, or
approximately 4.5% of total assets or 5.6% of consolidated shareholders� equity. The increase in goodwill was the result of the completion of two
acquisitions. Pursuant to SFAS No. 142, the Company reviews the recoverability of goodwill annually or whenever significant events or changes
occur which might impair the recovery of recorded costs. The annual impairment tests of goodwill were performed during the fourth quarter of
fiscal 2004 and it was determined that the recorded amounts for goodwill are recoverable and that no impairment existed. The Company is not
aware of any significant events or changes that would affect the recoverability of those amounts as of July 2, 2004.

Other intangible assets, consisting primarily of covenants not to compete obtained in acquisitions, which have finite lives, will continue to be
amortized over the finite life. As of July 2, 2004, other intangible assets amounted to $1.2 million. For each of the quarters ended July 2, 2004
and June 27, 2003, amortization of other intangible assets was approximately $0.1 million.

The Company reviews the recoverability of its long-lived assets as required by SFAS No. 144 and makes assumptions regarding estimated future
cash flows and other factors to determine the fair value of the respective assets. If these estimates or their related assumptions change in the
future, the Company may be required to record impairment charges for these assets not previously recorded.
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Item 3. QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISK

The Company�s results of operations are exposed to changes in interest rates primarily with respect to borrowings under its credit facility, where
interest rates are tied to the prime rate or LIBOR. Under its current policies, the Company does not use interest rate derivative instruments to
manage exposure to interest rate changes. Based on the current levels of debt, the exposure to interest rate fluctuations is not considered to be
material. The Company is also exposed to currency fluctuations, primarily with respect to its product purchases in Taiwan. While all transactions
with Taiwan are conducted in U.S. Dollars, changes in the relationship between the U.S. dollar and the New Taiwan dollar might impact the
price of products purchased in Taiwan. The Company might not be able to pass on any price increases to customers. Under its present policies,
the Company does not attempt to hedge its currency exchange rate exposure.
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Item 4. CONTROLS AND PROCEDURES

The Company maintains disclosure controls and procedures that are designed to ensure that information required to be disclosed in the
Company�s Exchange Act reports is recorded, processed, summarized and reported within the time periods specified in the SEC�s rules and forms,
and that such information is accumulated and communicated to the Company�s management, including its Chief Executive Office and Chief
Financial Officer, as appropriate, to allow timely decisions regarding required disclosure. In designing and evaluating the disclosure controls and
procedures, management recognized that any controls and procedures, no matter how well designed and operated, can provide only reasonable
assurance of achieving the desired control objectives and management necessarily was required to apply its judgment in evaluating the
cost-benefit relationship of possible controls and procedures.

As required by Rule 13a-15(b) under the Exchange Act, management carried out an evaluation, under the supervision and with the participation
of the Company�s management, including the Company�s Chief Executive Officer and Chief Financial Officer, of the effectiveness of the
Company�s disclosure controls and procedures as of July 2, 2004, the end of the period covered by this report. Based on the foregoing, the
Company�s Chief Executive Officer and Chief Financial Officer concluded that the Company�s disclosure controls and procedures were effective
at the reasonable assurance level as of July 2, 2004.

There have been no changes in the Company�s internal controls over financial reporting that occurred in the Company�s last fiscal quarter that
materially affect, or are reasonably likely to materially affect, the Company�s internal controls over financial reporting.

PART II - OTHER INFORMATION

Item 1. LEGAL PROCEEDINGS.

As previously disclosed in Company filings, in November 2002, General Motors Corporation instituted suit against Keystone and a
Taiwan-based manufacturer in the Federal District Court for the Eastern District of Michigan, Southern Division. The complaint alleges that
Keystone is distributing, replacement grilles for General Motors� vehicles with a placeholder matched exactly to the �Chevrolet Bow Tie� design
emblem and the �GMC� mark emblem, which infringes on General Motors� federal, state and common law trademarks. The suit claims this violates
the Lanham Act and constitutes unfair competition under Michigan law. General Motors is seeking damages in an unspecified amount as well as
certain equitable relief, including an injunction. In December 2003 General Motors moved for summary judgment on two of the Company�s nine
affirmative defenses. On April 8 the Court granted in part and denied in part General Motors� motion. Keystone�s main defenses of functionality
and failure of the placeholder to act as a trademark were preserved. A portion of Keystone�s implied license defense was dismissed. On May 5,
2004 General Motors moved for summary judgment on two additional affirmative defenses (laches and acquiescence). A hearing has been set
for September.

Discovery is continuing in the case. Keystone believes that it has meritorious defenses and intends to defend its business practices. The
Company believes that the products in question constitute an immaterial percentage of total sales. Consequently, Keystone believes that
whatever the outcome of the case, it will not have a material adverse impact on the Company�s operations or financial condition.

Item 2. CHANGES IN SECURITIES, USE OF PROCEEDS AND ISSUER PURCHASES OF EQUITY SECURITIES. None
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Item 3. DEFAULTS UPON SENIOR SECURITIES. None

Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS. None

Item 5. OTHER INFORMATION.

Litigation Impacting Aftermarket Collision Replacement Parts. Over the past fifteen years, there have been numerous lawsuits brought relating
to the use of aftermarket parts in repairing motor vehicles. Initially, these cases were brought primarily by automobile manufacturers (OEMs)
against manufacturers and distributors of aftermarket parts seeking to protect their trademarks, copyrights and other proprietary interests in
replacement parts. In more recent years, class action attorneys have commenced numerous cases against insurance companies, primarily alleging
a violation of the insurance contract and state consumer protection laws because of the specification of aftermarket crash parts for the repair of
policyholders� vehicles. Plaintiffs� attorneys allege that aftermarket parts are inferior to OEM parts and thus are incapable of restoring a vehicle to
its �pre-loss� condition as required by many insurance policies.

The leading case involving aftermarket crash parts - Avery v. State Farm Insurance Company - was brought in Marion, Illinois in July 1997
(�Madison County�). In that case, plaintiffs asserted claims for breach of contract, consumer fraud and equitable relief relating to State Farm�s
practice at that time of sometimes specifying aftermarket parts rather than OEM parts when adjusting claims for the damage to insured vehicles.
It was alleged that this practice breached State Farm�s insurance agreements with its policyholders and was a violation of the Illinois Consumer
Fraud and Deceptive Business Practices Act. In October 1999, after a lengthy trial, the jury in Avery awarded plaintiffs compensatory damages
of approximately $586 million. In addition, the judge assessed punitive damages against State Farm of over $600 million. In April 2001, the
Appellate Court of Illinois, Fifth District, upheld the verdict, reducing damages by $130 million, resulting in an aggregate award of $1.06
billion. Thereafter, a Petition for Allowance of Appeal to the Illinois Supreme Court was filed by State Farm. In October 2002, the Illinois
Supreme Court agreed to hear the appeal. The parties have filed their briefs and conducted oral argument. A decision by the Illinois Supreme
Court was expected by now, so a decision could be forthcoming at any time after the fall session of the Court resumes. Since Avery is the only
class action case involving aftermarket parts to proceed to trial, the decision in this case is likely to have a major impact on the future of
aftermarket parts litigation.

Shortly after the verdict in the Avery case, State Farm and many other insurance companies suspended their practice of specifying non-OEM
crash parts on repair estimates. While many insurance companies are again specifying certain aftermarket parts in the repair of insured vehicles,
State Farm, the nation�s largest automobile insurer, has not. The State Farm decision has had, and continues to have, an adverse impact on the
Company�s sales and net income.
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Currently, there are a number of other aftermarket parts cases pending in various jurisdictions across the country, including a statewide class
action against the Farmers Group in the state of California. The Company has not been made a party in any of these cases. There can be no
assurance, however, that Keystone will not be brought into one of these cases or some other aftermarket parts case in the future.

On January 30, 2000, a class action was filed in Quebec against two auto insurers, Groupe Desjardins, ING Canada and AXA Canada, relating to
their specification of aftermarket parts in the repair of vehicles. The case is modeled after the State Farm case and the Plaintiffs are relying in
part on the judgment in that case. The case is expected to trial sometime in early 2005.

A substantial portion of the Company�s business consists of the distribution of aftermarket crash parts to collision repair shops. The vast majority
of the customers of the repair shops are covered by insurance policies. In the event that the State Farm verdict is repeated in other similar cases,
with the result that aftermarket crash parts are no longer specified by insurance companies to repair insured vehicles, the aggregate cost to
consumers will be substantial and the impact on Keystone would be material and adverse. Should this occur, OEMs would likely have monopoly
pricing power with respect to many of the products required to repair damaged vehicles. In addition, if the Company were to become a defendant
in one or more aftermarket parts cases, the costs of defense and the potential for liability could have a material adverse impact on the Company.

The Company believes that substantially all of the aftermarket crash parts that it distributes are of similar quality to OEM crash parts and when
installed in a competent manner by collision repair shops, vehicles are restored to their �pre-loss condition.� In addition, the Company provides a
limited warranty against defects in materials and workmanship with respect to the parts it distributes for as long as the owner at the time repairs
are made continues to own the vehicle.

Federal and State Action. To date, legislation had passed in eight states requiring some form of consent from the vehicle owner prior to
installing aftermarket collision replacements parts. During the past five years, legislation was introduced or considered in over 25 states seeking
to prohibit or limit the use of aftermarket parts in collision repair work and/or require consent or special disclosure before using aftermarket
parts. During 2003, 42 separate bills were introduced in 20 states. Of these bills, the legislatures in North Carolina and Rhode Island enacted
laws affecting the use of aftermarket parts by providing that aftermarket parts must be equal (Rhode Island) or be equivalent (North Carolina) in
fit, quality and performance to the comparable OEM part.

During 2004, 34 bills have been introduced in 16 states, including 17 bills in eight states which were carried over from 2003. Only 22 bills
remain active and only one bill has passed to date. These bills generally affect the use of aftermarket parts in one or more of the following ways:
consent of the vehicle owner to the use of aftermarket parts, notification to the vehicle owner before aftermarket parts are used, restriction on the
use of aftermarket parts to older model years or requiring aftermarket parts to meet certain standards in comparison to the OEM part they would
be replacing. Florida recently passed a law requiring that aftermarket parts must be equivalent to the comparable OEM part.
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To date, state laws have not had a material impact on the Company�s overall business. If a number of states were to adopt legislation prohibiting
or restricting the use of aftermarket crash parts, it could have a material adverse impact on the Company.

In addition, during 2000, a U.S. Congressman requested that the General Accounting Office (�GAO�) review the role of the National Highway and
Transportation Safety Administration in regulating the safety and quality of replacement automotive parts. A GAO report was released in
January 2001. The report may lead to Congressional hearings and possible future legislation, which could be adverse to the interests of the
Company.

In September of 2001, the California State Senate authorized the Department of Consumers Affairs to conduct a study regarding the certification
of aftermarket automobile crash parts. The Bureau of Automotive Repair (BAR) conducted the study and released its findings on January 1,
2003. The report contains both positive and negative findings regarding aftermarket parts. On the one hand, the report does not recommend
additional regulation of the specification of aftermarket parts or regulatory oversight of the organizations that ensure the quality of aftermarket
parts. On the other hand, the report states that insurance companies do not pay for necessary modifications to aftermarket parts and recommends
that the entity certifying the quality of aftermarket parts provide a warranty that would pay such additional costs.

Prelude Software System Installation. The Company continues to install its enterprise-wide management information system, consolidating the
13 systems under which the Company once operated. As of August 1, 2004, only one of the legacy systems remains, excluding Canada and
recent acquisitions. This continues to be an extremely costly and time-consuming process and an effective implementation is necessary to enable
the Company to continue to grow and prosper in the future.

Management installed the system at five locations in California starting on July 1, 2002 as beta sites and adjustments to the system were made
during this first implementation phase. The Company began rolling out the system to other locations in July 2002. Through August 1, 2004, the
system had been installed in 107 locations, leaving 34 locations on legacy systems, excluding Canada and certain recent acquisitions. Based
upon the projected rollout, excluding Canada and recent acquisition locations, complete installation of the system company-wide is now
expected by November 2004.

It is estimated that total costs from inception through the complete roll-out will be approximately $19.4 million, which includes hardware,
software, infrastructure and employee related expenses. Through July 2, 2004, the Company had capitalized approximately $11.5 million of
costs, primarily software licenses and hardware. The Company estimates that the total amount to be capitalized through implementation will be
approximately $13.0 million. The balance of the costs will be expensed as incurred. The cost and timing for a project such as the Company is
undertaking are subject to numerous uncertainties some of which are beyond the control of the Company and others of which cannot be foreseen
at the present time. Consequently, the ultimate functionality may not meet the needs of the operations and the cost and timing to implement the
Prelude system Company-wide may vary greatly from the estimates set forth above.

Continued Acceptance of Aftermarket Collision Replacement Parts. Based upon industry sources, the Company estimates that approximately
85% of automobile collision repair work is paid for in part by insurance; accordingly, the Company�s business is highly dependent upon the
continued acceptance of aftermarket collision replacement parts by the insurance industry and the governmental agencies that regulate insurance
companies and the ability of insurers to recommend the use of such parts for collision repair jobs, as opposed to OEM parts. As described above,
the use of many of the products distributed by the Company is being disputed in various forums.

Dependence on Key and Foreign Suppliers. The Company is dependent on a relatively small number of suppliers. Although alternative suppliers
exist for substantially all products distributed by the Company, the loss of any one supplier could have a material adverse effect on the Company

Edgar Filing: KEYSTONE AUTOMOTIVE INDUSTRIES INC - Form 10-Q

Table of Contents 22



until alternative suppliers are located and have commenced providing products. In fiscal 2004, approximately 62% of the products distributed by
the Company were manufactured in the United States or Canada and approximately 38% were imported directly or indirectly from
manufacturers in Taiwan. As a result, the Company�s operations are subject to the customary risks of doing business abroad, including, among
other things, transportation delays (see below) political instability, expropriation, currency fluctuations and the imposition of tariffs, import and
export controls and other non-tariff barriers (including changes in the allocation of quotas), as well as the uncertainty regarding future relations
between China and Taiwan.

Shipping. The Company�s operations are dependent on a continued source of supply of the many automotive body parts which are presently only
available from Taiwan. These products are transported to the United States aboard container ships which dock primarily in the Los Angeles,
California area. Any disruption in shipping for any prolonged period, such as might result from an act of terrorism or labor strike, would likely
have a material adverse impact on the Company�s sales and earnings. Hostilities between China and Taiwan could also have an adverse impact
on the Company�s source of supply. In addition, contracts with shipping companies are negotiated on an annual basis normally beginning in
April. The recently negotiated contracts did not reflect any material price increases but a material increase in shipping rates could adversely
impact the Company�s results of operations. Finally, because of the increase in global shipping, the Company is concerned that sufficient
containers will be available to transport inventory. Delays in receiving needed inventory could have a material adverse impact on the Company.
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Decline in the Number of Collision Repairs. While the number of collision repairs has declined in recent years, and may continue to do so in the
future, the cost of repairing a vehicle has continued to increase. The decline in the number of vehicles being repaired is due to, among other
things, automotive safety improvements, more rigorous enforcement of stricter drunk driving laws resulting in fewer accidents and the increase
in unit body construction and higher collision repair costs resulting in a larger number of automobiles being declared a total loss in lieu of being
repaired. Recent innovations such as impact detection devices available on certain vehicles could also result in less collisions. The continuation
of the decline in the number of vehicles being repaired may have a material adverse effect on the Company.

Volatility of Stock Price. The trading price of the Company�s Common Stock may be subject to significant fluctuations as a result of variations in
the Company�s actual or anticipated operating results, changes in general market conditions and other factors. In recent years, the stock market
generally has experienced significant price and volume fluctuations which often have been unrelated or disproportionate to the operating
performance of a specific company or industry. There can be no assurance that the market price of the Company�s Common Stock will not
decline below the current market price. The results of operations for the quarter ended July 2, 2004 were below the expectations of public market
analysts and as a result, the price of the Company Common Stock has been adversely affected. There can be no assurance that results in the
future may not disappoint and cause a further erosion of the stock price.

Item 6. Exhibits and Reports on Form 8-K.

a. Exhibits

Exhibit No. Description

31.1 Certification Pursuant to Rule 13a-14(a) or 15d-14(a) of the Securities Exchange Act of 1934, as Adopted Pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002 signed by the Chief Executive Officer, filed herewith.

31.2 Certification Pursuant to Rule 13a-14(a) or 15d-14(a) of the Securities Exchange Act of 1934, as Adopted Pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002 signed by the Chief Financial Officer, filed herewith.

32.1 Statement Required by 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
signed by the Chief Executive Officer, filed herewith.

32.2 Statement Required by 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
signed by the Chief Financial Officer, filed herewith.

b. Reports on form 8-K

On June 3, 2004, Registrant filed a Current Report on Form 8-K under Item 12. Results of Operations and Financial Condition in connection
with the release of the Company�s results for the fiscal year ended March 26, 2004 and attached the related press release as an exhibit.
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SIGNATURES

Pursuant to the requirements of the Securities and Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by
the undersigned thereunto duly authorized.

KEYSTONE AUTOMOTIVE INDUSTRIES, INC.

By: /S/ John M. Palumbo

John M. Palumbo
Chief Financial Officer
(Duly Authorized Officer and Principal Financial
and Accounting Officer)

Date: August 11, 2004
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