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OATH OR AFFIRMATION

1, __ROSALINDA CASTILLO , swear (or affirm) that, to the

best of my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of
TSB SECURITIES, INC. as of

DECEMBER 31 2001  are true and correct. I further swear {or affirm) that neither the company

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

(ﬂ | ‘/—\[
{(ﬂavxﬁln MUK/

FINANCIAL OPERATIONS PRINCIPAL
: . Ttk :

is report** contains (check all applicable boxes):

{a) Facing page.

(b) Statement of Financial Condition.

(c) Statement of Income (Loss).

. (d) Statement of Changes in Financial Condition. '

(e) Statement of Changes in Stockholders’ Equity or Pa.rtncrs' or Sole Propnctor’s Capn.a.!

(f) Statement of Changes in Liabilities Subordinated to Claims of Creditors.

(g) Computation of Net Capital

(h) Computation for Determination of Reserve Requirements Pursuant to Rule 15¢3-3.

() Information Relating to the Possession or control Requirements Under Rule 15¢3-3.

() A Reconciliation, including appropriate explanation, of the Computation of Net Capital Under Rule 15¢3-1 and the
Computation for Determination of the Reserve Requirements Under Exhibit A of Rule 15¢3-3.

& A Reconahanon betwecn thc audited and unaudited Statements of Financial Condition with respect to methods of con-
solidation. . g1

1) An Qath or- Afﬁxmauon
(m) A copy of the SIPC Supplemental Report.
(n) A report d&scn'bmg any ma.tenal inadequacies found to exist or found to have existed since the date of the previous a.udxt

oo\’ O DDDEDBD&EEE’

*sFor conditions of conﬁdentwl treatment of certain portions of this filing, see section 240.1 7a—5(e)(3).
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111 Congress Avenue . Telephone 512 320 5200
Suite 1100 Fax 512 320 5100
Austin, TX 78701

Independent Auditors’ Report

The Board of Directors
TSB Securities, Inc.:

We have audited the accompanying statements of financial condition of TSB Securities, Inc. (the
Company) (a wholly owned subsidiary of Texas State Bank) as of December 31, 2001 and 2000 and the
related statements of operations, changes in stockholder’s equity and cash flows for the years then ended
that you are filing pursuant to Rule 17a-5 under the Securities Exchange Act of 1934. These financial
statements are the responsibility of the Company’s management. Our responsibility is to express an
opinion on these financial statements based on our audits.

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

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of TSB Securities, Inc. as of December 31, 2001 and 2000 and the results of its
operations and its cash flows for the years then ended in conformity with accounting principles generally
accepted in the United States of America.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as a
whole. The information contained in Schedules 1 and 2 is presented for purposes of additional analysis and
is not a required part of the basic financial statements, but is supplementary information required by Rule
17a-5 under the Securities Exchange Act of 1934. Such information has been subjected to the auditing
procedures apphed in the audits of the basic financial statements and, in our opinion, is falrly stated in all
material respects in relation to the basic financial statements taken as a whole.

KPMe LLP

January 18, 2002, except for note 5
which is as of February 1, 2002

. .. . KPMG LLP KPMG LLP a US. limited liabitity partnership, is
a member of KPMG International, 2 Swiss asscciation,



TSB SECURITIES, INC. -
(A Wholly Owned Subsidiary of Texas State Bank)

Statements of Financial Condition
December 31, 2001 and 2000

Assets 2001 2000

Cash and cash equivalents _ $ 78,104 - 140,491

Receivables _ 34,156 13,193

Due from Parent 65,456 32,982

Other assets, net 10,272 9,423
$ 187,988 196,089

Liabilities and Stockholder’s Equity
Liabilities - accrued expenses $ 17,326 . 13,518
Stockholder’s equity:
Common stock, $1 par value. Authorized 1,000,000 shares;

100,000 shares issued and outstanding ~ 100,000 100,000
Paid-in capital 200,000 150,000
Accumulated deficit (129,338) (67,429)

Total stockholder’s equity 170,662 182,571

Commitments and contingencies

$ 187,988 196,089

See accompanying notes to financial statements.



TSB SECURITIES, INC.
(A Wholly Owned Subsidiary of Texas State Bank)

Statements of Operations
Years ended December 31, 2001 and 2000

2001 2000
Revenues: ’
Commissions $ 220,353 210,831
Interest and other income 11,749 11,471
Total revenues 232,102 222,302
Expenses:
Salaries and employee benefits 176,328 83,040
Management fees 10,673 16,800
Audit, tax and accounting 5,300 8,300
Insurance 2,311 5,876
Advertising 22,751 10,373
Occupancy related costs 7,254 5,328
Other 100,309 82,084
Total expenses 325,426 211,801
Income (loss) before provision for income taxes (93,324) 10,501
Income tax (expense) benefit | 31,415 (3,675)
Net income (loss) $ (61,909) 6,826

See accompanying notes to financial statements.



Net income

Capital contribution
Balance at December 31, 2001

TSB SECURITIES, INC.
(A Wholly Owned Subsidiary of Texas State Bank)

Statements of Changes in Stockholder’s Equity
Years ended December 31, 2001 and 2000

Balance at December 31, 2000 100,000 150,000

Total |
Common Paid-in Accumulated  stockholder’s
stock capital deficit equity

Balance at December 31, 1999 $ 100,000 150,000 - -(74,255) 175,745
— — 6,826 6,826

(67,429) 182,571
— — (61,909) (61,909)

— 50,000 — 50,000

$ 100,000 200,000 (129,338) 170,662

See accompanying notes to financial statements.



TSB SECURITIES, INC.
(A Wholly Owned Subsidiary of Texas State Bank)

Statements of Cash Flows
Years ended December 31, 2001 and 2000

2001 2000
Cash flows from operating activities:
Net income (loss) $ (61,909) 6,826
Adjustments to reconcile net income (loss) to net cash provided
by (used in) operating activities:
Depreciation 1,590 1,682
Deferred tax expense 1,059 —_
Loss on disposal of furniture and equipment — 1,928
Changes in assets and liabilities:
Increase in receivables (20,963) (1,719)
Decrease (increase) in due from Parent (32,474) 3,674
Net decrease (increase) in other assets (2,439) 3,250
Increase in accrued expenses 2,749 729
Net cash provided by (used in) operating activities | (112,387) 16,370
Cash flows from investing activities:
Purchases of furniture and equipment : — (3,685)
Net cash used in investing activities — (3,685)
Cash flows from financing activities:
Capital contributions 50,000 —
Net cash provided by financing activities 50,000 —_
Net increase (decrease) in cash and cash equivalents (62,387) 12,685
Cash and cash equivalents at beginning of year 140,491 127,806
Cash and cash equivalents at end of year $ 78,104 140,491

See accompanying notes to financial statements.
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TSB SECURITIES, INC. -
(A Wholly Owned Subsidiary of Texas State Bank)

Notes to Financial Statements
December 31, 2001 and 2000

Organization and Summary of Significant Accounting Policies

TSB Securities, Inc. (the Company) is a wholly owned subsidiary of Texas State Bank (the Parent)
and was incorporated on June 23, 1997. Texas State Bank is a wholly owned subsidiary of Texas
Regional Bancshares, Inc. The Company is a registered securities broker-dealer under the Securities
Exchange Act of 1934 and a member of the National Association of Securities Dealers, Inc. The
Company provides brokerage services primarily to customers of the Parent.

The accounting and reporting policies of the Company conform to accounting principles generally
accepted in the United States of America and to prevailing practices within the securities broker-
dealer industry. The preparation of financial statements in conformity with the accounting principles
generally accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amount of assets and liabilities and disclosures of contingent
assets and liabilities at the date of the financial statements and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from those estimates.

A summary of significant accounting policies follows:

Cash and Cash Equivalents

For purposes of the statements of cash flows, the Company has defined cash and cash equivalents as
cash on hand and amounts due from banks and other financial institutions and money market
accounts.

Commissions

Commissions are recorded on a trade-date basis as securities transactions occur.

Income Taxes

As a wholly owned subsidiary, the Company is included in the consolidated federal income tax
return with Texas Regional Bancshares, Inc. The Parent files a consolidated federal income tax
return with its parent, Texas Regional Bancshares, Inc., and all of its subsidiaries. The Company
records its tax provision utilizing a separate-return method. By agreement with its- Parent, the
Company’s federal income taxes are computed based on financial statement income or loss before
federal income taxes at the current tax rate. Accordingly, payments are made to and received from its
Parent for current federal income tax amounts. The amount due from Parent is the result of net
operating losses utilized by the Parent to reduce consolidated federal income taxes.

Depreciation

Depreciation is provided on a straight-line basis using estimated useful lives of three, five or ten
years based upon classification category.

6 (Continued)
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TSB SECURITIES, INC.
(A Wholly Owned Subsidiary of Texas State Bank)

Notes to Financial Statements
December 31, 2001 and 2000

Balances and Transactions with Parent

In the normal course of business, the Company has entered into transactions with its Parent. Such
balances and transactions as of and for the years ended December 31, 2001 and 2000 are
summarized as follows:

2001 2000

Statements of Financial Condition accounts:
Cash and cash equivalents $ 1,578 852
~ Due from Parent 65,456 32,982
, $ 67,034 33,834

Statements of Operations accounts:

Salaries and employee benefits $ 176,828 : 83,040
Management fees 10,673 16,800
Occupancy related costs ' _ 7,254 5,328
Other 4,500 4,500
$ 199,255 109,668

The Company’s employees are on its Parent’s payroll and thus the Company reimburses its Parent
for these salaries and employee benefits. On a monthly basis, the Company pays a management fee
to its Parent based on the number of hours the chief investment officer works for the Company at a
rate of $100 per hour. Three other employees of the Parent also work for the Company. The
Company rents the space from its Parent on a year-to-year lease. The monthly rent payment for the
first half of the year was $444 and increased to $684 per month in July 2001. The Company began
paying $162 per month for rental space in Harlingen, Texas beginning in October 2001. The
Company maintains a deposit account with its Parent. The Company has a contract with its Parent
for $300 per month for their data processing systems.

Securities Clearing Agreement

The Company has a securities clearing agreement with First Southwest Company primarily to
provide clearing services for the Company. The agreement provides for the Company to introduce

~ certain customers to First Southwest Company and that First Southwest Company, as an Independent

Contractor, may elect to clear and carry the accounts of the Company’s customers pursuant to the

terms and conditions of the agreement. The agreement indemnifies the Company and its Parent

against any claims or damages arising from the agreement based upon the ordinary negligence or
willful misconduct of First Southwest Company or its employees in providing the services under this
agreement. The agreement is for a one-year period and shall automatically be renewed for an
additional one-year period unless terminated by either party upon written notification.

7 (Continued)
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TSB SECURITIES, INC. -
(A Wholly Owned Subsidiary of Texas State Bank)

Notes to Financial Statements
December 31, 2001 and 2000

Liabilities Subordinated to the Claims of General Creditors

As of and during the years ended December 31, 2001 and 2000, the Company had no liabilities
subordinated to the claims of general creditors.

Minimum Capital Requirements

The Company is subject to the Securities and Exchange Commission’s Uniform Net Capital Rule
(SEC Rule 15¢3-1), which requires the maintenance of minimum net capital and requires that the
ratio of aggregate indebtedness to net capital, both as defined, shall not exceed 15 to 1. Any retained
earnings would be restricted as to payment of dividends if this ratio exceeds 10 to 1. The Company

~ filed an amended computation of net capital as of December 31, 2001 with the National Association

of Securities Dealers, Inc. on February 1, 2002. At December 31, 2001, the Company had amended
computed regulatory net capital (as defined) of $94,404, which was $44,404 in excess of its required
net capital of $50,000. The Company’s amended ratio of aggregate indebtedness to net capital was
0.18 to 1 at December 31, 2001.

Employee Benefits

The Company participates in Texas Regional Bancshares, Inc.’s The Employee Stock Ownership
Plan (with section 401(k) provisions) covering substantially all of its employees. Effective
December 1, 2001, Texas Regional Bancshares, Inc. adopted the Amended and Restated Employee
Stock Ownership Plan (with section 401(k) provisions) (the KSOP) primarily to add additional
investment options. Employer contributions to the KSOP are discretionary, and as such, determined
at the sole discretion of the Board of Directors. The KSOP covers employees who have attained age
21 and completed twelve consecutive months and 1,000 hours of credited service, as defined in the -
plan, except for the 401(k) and matching provisions which require three consecutive months and 250
hours of credited service. The Company’s discretionary optional contribution is fully vested after six
years of credited service. Contribution expense, which includes employer matching for the years
ended December 31, 2001 and 2000 was $1,847 and $1,509, respectively.



TSB SECURITIES, INC.
(A Wholly Owned Subsidiary of Texas State Bank)

Schedule 1

Computation of Net Capital under Rule 15¢3-1 of the Securities and Exchange Commission

December 31, 2_001

Net capital:
Stockholder’s equity per Statement of Financial Condition $
Less nonallowable assets:
Due from Parent
- Other assets, net
Less haircuts - money market account (2%)

Net capital requirement

Net capital in excess of required amount

©® H &/ e

Aggregate indebtedness
Ratio of aggregate indebtedness to net capital

Note: The above computation does not differ from the amended computation of net
capital prepared by the Company as of December 31, 2001 and filed with the National
Association of Securities Dealers, Inc. on February 1, 2002, Form X-17A-5.

See accompanying independent auditors’ report.
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0.18to0 1




Schedule 2

TSB SECURITIES, INC.
(A Wholly Owned Subsidiary of Texas State Bank)

Computation for Determination of Reserve Requirements and Information Relating to
Possession or Control Requirements under Rule 15¢3-3 of the Securities and Exchange Commission

December 31, 2001

Computation for Determination of Reserve Requirement

The Company is exempt from the reserve requirements and the related computations for the determination
thereof under Rule 15¢3-3 under the Securities and Exchange Act of 1934 as the Company carries no margin
accounts, promptly transmits all customer funds and delivers all securities received in connection with its
activities as a broker or dealer, does not otherwise hold funds or securities for, or owe money or securities to
customers and effectuates all financial transactions with customers through unaffiliated clearing organizations.

During the year ended December 31, 2001, the Company has maintained compliance with the conditions for
exemption specified in paragraph (k)(2)(ii) of Rule 15¢3-3.

Information Relating to Possession or Control Requirements
The Company did not hold funds or securities for, or owe money or securities to, customers as of December 31,

2001; all customer funds and securities are transmitted to a clearing broker. Therefore, possession or control
requirements under Rule 15¢3-3 do not apply. :

See accompanying independent auditors' report.
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111 Congress Avenue Telephone 512 320 5200
Suite 1100 Fax 512 320 5100
Austin, TX 78701

Independent Auditors’ Report on Internal Control Reqliired by SEC Rule 17a-5

The Board of Directors
TSB Securities, Inc.:

In planning and performing our audit of the financial statements and schedules of TSB Securities, Inc. (the
Company) (a wholly owned subsidiary of Texas State Bank) for the year ended December 31, 2001, we
considered its internal control, including control activities for safeguarding securities, in order to
determine our auditing procedures for the purpose of expressing our opinion on the financial statements
and not to provide assurance on internal control. '

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

1. Making the quarterly securities examinations, counts, verifications and comparisons
2. Recordation of differences required by Rule 17a-13

3. Complying with the requirements for prompt payment for securities under Section 8 of Federal Reserve
Regulation T of the Board of Governors of the Federal Reserve System

The management of the Company is responsible for establishing and maintaining internal control and the
practices and procedures referred to in the preceding paragraph. In fulfilling this responsibility, estimates
and judgments by management are required to assess the expected benefits and related costs of controls
and of the practices and procedures referred to in the preceding paragraph and to assess whether those
practices and procedures can be expected to achieve the SEC’s above-mentioned objectives. Two of the
objectives of internal control and the practices and procedures are to provide management with reasonable,
but not absolute, assurance that assets for which the Company has responsibility are safeguarded against
loss from unauthorized use or disposition and that transactions are executed in accordance with
management’s authorization and recorded properly to permit preparation of financial statements in
conformity with accounting principles generally accepted in the United States of America. Rule 17a-5(g)
lists additional objectives of the practices and procedures listed in the preceding paragraph.

Because of inherent limitations in internal control or the practices and procedures referred to above, errors
or fraud may occur and not be detected. Also, projection of any evaluation of them to future periods is
subject to the risk that procedures may become inadequate because of changes in conditions or that the
effectiveness of the design and operation may deteriorate.

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

We understand that practices and procedures that accomplish the objectives referred to in the second paragraph
of this report are considered by the SEC to be adequate for its purposes in accordance with the Securities
Exchange Act of 1934 and related regulations, and that practices and procedures that do not accomplish such
objectives in all material respects indicate a material inadequacy for such purposes. Based on this understanding
and on our study, we believe that the Company’s practices and procedures were adequate at December 31, 2001
to meet the SEC’s objectives.

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

KPMe P

January 18, 2002
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