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OATH OR AFFIRMATION

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

Hornor' Tovnsend & Kent, Inc. as of N

Decenber 28 , 9_2001 are true and correct. I further swear (or affirm) that neither the company L
nor any partner, proprietor, principal officer or director has any proprietary interest in-any account classified soley as that of ‘
a customer, except as follows: ]

" Notarial Seal /lw ,

‘ Debbz L. Warsriner, Notary Public g

- | : Horsha Twp,, Montgomery County Signanue 4

. My comrmssmn Expires Oct. 16, 2004 _ : |

Member, Pennsy;v, ; aAs;ocuatuon of Notaries AVP/ Treasurer

S B Title i

No;ary Pubhc .

o

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

(a) Facing page. i iy

& (b) Statement of Financial Condition. -

& (c) Statement of Income (Loss). . . "

O ' (d) Statement of Changes in Financial Condition. , ok

& (e) Statement of Changes in Stockholders’ Eqmty or Partners or Sole Propnetor s Capital. ' .

0O (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.
O () Information Relating to the Possession or control Requirements Under Rule 15¢3-3.
O () A Reconciliation, including appropriate explanation, of the Computation of Net Capxtal Under Rule 15¢3-1 and the o1
. Computation for Determination of the Reserve Requirements Under Exhibit A of Rule 15¢3-3. d
d (k) A Reconcnhanon between the audited and unaudited Statements of Financial Condition with respect to methods of con- .

©l sohdanon vy

(l) An Oath or Affirmation. ’ :

O (m)A copy.of the SIPC Supplemental Report. - b

O (o A report describing any material inadequacies found to exist or found to have existed since the date of the previous audit.

7
n
-

**For conditions of confidential treatment of certain portions of this filing, see section 240.17a-5(e)(3).
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HORNOR, TOWNSEND & KENT, INC.

Financial Statements and Supplementary Schedule
Pursuant to Rule 17a-5 of the Securities and Exchange Commission

For the years ended December 28, 2001 and December 29, 2000
with Report of Independent Auditors
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Report of Independent Auditors

To the Board of Directors
Hornor, Townsend & Kent, Inc.

We have audited the accompanying statements of financial condition of Homor,

~Townsend & Kent, Inc. (the “Company”) as of December 28, 2001 and December 29,

2000, and the related statements of income, changes in stockholder’s equity, and cash
flows for the fiscal years then ended. 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. 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 Hornor, Townsend & Kent, Inc. at December 28, 2001
and December 29, 2000, and the results of its operations and its cash flows for the fiscal
years then ended, in conformity with accounting principles generally accepted in the
United States.

Our audits were conducted for the purpose of forming an opinion on the basic financial
statements taken as a whole. The information contained in Schedule I 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 applied in
the audits of the basic financial statements and, in our opinion, is fairly stated in all
material respects in relation to the basic financial statements taken as a whole.

M*MLLP |

0110-0236924-PH Ernst & Young LLP is a member of Ernst & Young International, Ltd. ‘ 1

March 22, 2002




Hommor, Townsend & Kent, Inc.

Statements of Financial Condition

Assets
Cash and cash equivalents
Commissions receivable

Equipment at cost (net of accumulated depreciation

of $339,618 and $259,620, respectively)
Prepaid expenses and other assets
Deferred tax asset
Total assets

Liabilities and stockholder’s equity
Liabilities:
Commissions payable
Accounts payable and accrued expenses
Payable to affiliates
Deferred rent payable
Total liabilities

Stockholder’s equity: .
Capital stock—par value $1.00; 1,000 shares
authorized, issued, and outstanding
Paid-in capital
Accumulated surplus
Total stockholder’s equity
Total liabilities and stockholder’s equity

See accompanying notes.
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December 28 December 29

2001 2000
$ 5,477,805 $ 5,232,785
432,419 739,354
183,565 130,024
469,587 607,792
232,495 23,175
$ 6,795,871  $ 6,733,130
$ 979200 $ 1,464,587
1,647,568 1,005,100
877,603 145,541
- 75,792
3,504,371 2,691,020
1,000 1,000
2,763,315 2,763,315
527,185 1,277,795
3,291,500 4,042,110
$ 6,795,871  $ 6,733,130




Hornor, Townsend & Kent, Inc.

Statements of Income

Fiscal year ended
December 28 December 29

Revenues:
Income from sale of investment company shares
Security commissions
Fees for account supervision, investment
advisory and administrative services
Other income related to the securities business
Interest income

Total revenues

Expenses:
Registered representatives’ compensation and
benefits
Other employees’ compensation and benefits
Legal
Clearing fees
Communications :
Occupancy and equipment costs
Promotional costs
Regulatory fees and expenses
Other

Total expenses

(Loss) income before provision for income taxes
(Benefit) provision for income taxes

Net (loss) income

2001 2000
$17,092,718  $23,421,570
1,979,875 3,528,714
2,812,372 1,878,540
10,572,648 12,827,803
174,672 265,775
32,632,285 41,922,402
26,568,894 34,324,365
2,674,639 2,399,360
1,014,223 492,917
929,378 1,254,371
168,250 218,766
208,210 272,352
311,811 224,331
245,049 224,756
1,665,561 556,370
33,786,015 39,967,588
(1,153,730) 1,954,814
(403,120) 734,759
$ (750,610) $ 1,220,055

See accompanying notes.
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Hornor, Townsend & Kent, Inc.

Statements of Changes in Stockholder’s Equity

Fiscal years ended December 28, 2001 and December 29, 2000

Capital Paid-in Accumulated
Stock ‘Capital Surplus __Total

Balance, December 31, 1999 $ 1,000 $2,763,315 $§ 57,740  § 2,822,055

Net income - - 1,220,055 1,220,055
Balance, December 29, 2000 1,000 2,763,315 1,277,795 4,042,110
Net loss - - (750,610) (750,610)
Balance, December 28, 2001 $ 1,000 $ 2,763,315 $ 527,185 § 3,291,500

See accompanying notes.
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Homor, Townsend & Kent, Inc.

Statements of Cash FloWs

Cash flows from operating activities
Net (loss) income
" Noncash items included in net (loss) income:
Depreciation
Loss on disposal . v
Change in assets and liabilities:
Decrease in commissions receivable
Decrease (increase) in prepaid expenses and
~ other assets ‘
(Increase) decrease in deferred taxes ,
(Decrease) increase in commissions payable
Increase in accounts payable and accrued expenses
Increase (decrease) in payable to affiliates
Decrease in deferred rent payable
Net cash provided by operating activities

Cash flows from investing activities
Purchases of furniture and equipment
Net cash used in investing activities

Increase in cash and cash equivalents

Cash and cash equivalents, beginning of fiscal year
Cash and cash equivalents, end of fiscal year

Supplemental cash flow disclosures

Taxes (received) paid

See accompanying notes.
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Fiscal year ended
December 28 December 29

2001 2000
$ (750,610) § 1,220,055
107,520 94,667
1,924 -
306,935 160,107
138,205 (67,055)
(209,320) 20,991
(485,387) 825,023
642,468 366,704
732,062 (222,201)
(75,792) (45,476)
408,005 2,352,815
(162,985) (22,654)
(162,985) (22,654)
245,020 2,330,161
5,232,785 2,902,624
$ 5,477,805  §$ 5,232,785
$ (155,919) $ 801,746
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Hornor, Townsend & Kent, Inc.

Notes to Financial Statements
Decernbver 28,2001
1. Summary of Significant Accounting Policies
Organization

Homnor, Townsend & Kent, Inc. (the “Company”) is an introducing broker-dealer
registered with the Securities and Exchange Commission (SEC) and is a member of the
National Association of Securities Dealers. The Company is a wholly owned subsidiary
of Independence Square Properties, Inc. (ISP), a wholly owned subsidiary of The Penn
Mutual Life Insurance Company (Penn Mutual). The Company selects, trains, and
supervises personnel of Penn Mutual and independent registered representatives in
connection with the sale of registered products. The Company’s fiscal year ends on the
last business day in the last full week of December.

Certain reclassifications have been made to the 2000 financial statements to conform to
the 2001 presentation.

Cash and Cash Equivalents

Cash and cash equivalents consist of cash, money market funds, and U.S. Treasury Bills
with original maturities of less than 90 days.

Equipment

Equipment is recorded on an historical cost basis and is depreciated on a straight-line
basis over the estimated useful lives of the assets.

Securities Transactions
Securities transactions and related commissions are recorded on a trade-date basis.
Income Taxes

The Company calculates its provision for income taxes utilizing Statement of Financial
Accounting Standards No. 109 (SFAS No. 109). SFAS No. 109 requires recognition of
deferred tax liabilities and assets for the expected future tax consequences of events that
have been included in the financial statements or tax returns. Under this method, deferred
tax liabilities and assets are determined based on the difference between the financial
statement basis and tax basis of assets and liabilities using enacted tax rates in effect for
the year in which the differences are expected to be settled or realized.

0110-0236924-PH 6




Hornor, Townsend & Kent, Inc.

Notes to Financial Statements (continued)

1. Summary of Significant Accounting Policies (continued)
Income Taxes (continued)

The Company files a consolidated federal tax return with its parent, Penn Mutual. The
federal income tax provision or benefit is limited to the extent the Company’s results of
operations increase or decrease the consolidated tax liabilities of Penn Mutual. The
resulting tax liability or receivable is paid to or received from Penn Mutual, and is
reflected in accounts payable and accrued expenses or prepaid expenses and other assets
on the statement of financial condition.

Management Estimates

The preparation of financial statements in conformity with accounting principles
generally accepted in the United States requires management to make estimates and
assumptions that affect the amounts reported in the financial statements and
accompanying notes. Actual results could differ from these estimates. '

2. Related Party Transactions

Clearance and execution services are provided to the Company under an agreement with
Janney Montgomery Scott (JMS), an indirect wholly owned subsidiary of Penn Mutual.
The Company paid JMS $775,128 and $1,143,130 for these services during 2001 and
2000, respectively. The commissions receivable of $432,419 and $739,354 at
December 28, 2001 and December 29, 2000, respectively, represent commissions due
from JMS, net of clearance and execution service fees.

The Company reimburses Penn Mutual for salaries and fringe benefits paid by Penn
Mutual on the Company’s behalf. The reimbursement amounted to $2,674,639 and
$2,399,360 during 2001 and 2000, respectively, of which $160,145 and $130,378 was
due to Penn Mutual at December 28, 2001 and December 29, 2000, respectively. In
addition, Penn Mutual provides payroll services at no cost to the Company.

During the fiscal year ended December 27, 1996, the Company moved its offices. The
Company maintained a noncancelable operating lease for its former office space expiring
August 2002, which was subleased to JMS. As a result of its former lease, a loss was
incurred by the Company and recorded as deferred rent payable on the statement of
financial condition; this amount was to be paid over the remainder of the original lease.
During 2001, the Company was permitted to pay off the lease and exit the agreement.
The Company leases its new offices from Penn Mutual.

0110-0236924-PH ' : ' 7




‘Hornor, Townsend & Kent, Inc.

Notes to Financial Statements (continued)

2. Related Party Transactions (continued)

| During 2001, Penn Mutual began two projects involving the Company. The first relates

to a review of the compliance procedures in place at the Company’s field offices,
including the establishment of an Office of Supervisory Jurisdiction for the Company.
Costs incurred for this project will be paid to Penn Mutual by the Company. The
Company has expensed $488,000 in 2001 related to this project of which the entire
amount is payable to Penn Mutual as of December 31, 2001 and is included in payable to
affiliates on the balance sheet. Payments in the amount of $940,000 are expected to be
paid to Penn Mutual in 2002. The second relates to a system implementation project at
Penn Mutual in which the Company will participate. These costs are noncapitalizable
maintenance fees. The Company has expensed $200,000 in 2001 related to this project of
which $125,000 is payable to Penn Mutual as of December 31, 2001 and is included in
payable to affiliates on the balance sheet. Payments in the amount of $188,000 will be
paid to Penn Mutual in each of the next two years.

3. Credit Risk

In the event a customer of the Company is unable to fulfill its contracted obligations
related to a security trade, JMS may be required to purchase or sell financial instruments
at prevailing market prices 1 order to satisfy its customer-related obligations. Any loss
incurred by JMS on behalf of a customer of the Company is charged back to the
Company.

In accordance with industry practice, JIMS records customer transactions on a settlement-

~ date basis, which is generally three business days after trade date. JMS is therefore

exposed to risk of loss on these transactions in the event of a customer’s inability to meet
the terms of their contracts, in which case JMS may have to purchase or sell the
underlying financial instruments at prevailing market prices. Any loss incurred by JMS,
on behalf of a customer of the Company is charged back to the Company.

Cash equivalents and investments totaling $4,421,424 and $4,759,225 at December 28,
2001 and December 29, 2000, respectively, are held at JMS.

0110-0236924-PH . : 8




Hornor, Townsend & Kent, Inc.

Notes to Financial Statements (continued)

4. Income Taxes
The (benefit) provision for income taxes is comprised of the following:

December 28 December 29

2001 2000
Current $ (193,800)  $ 713,951
Deferred (209,320) 20,808
Income tax provision $ (403,120) § 734,759

The Company has deferred tax assets of $232,495 and $23,175 at December 28, 2001 and
December 29, 2000, respectively, and no deferred tax liabilities. Deferred tax assets result
primarily from accrued expenses which are not currently deductible for income tax
purposes.

5. Employee Benefit Plan

The employees of the Company are covered under Penn Mutual’s defined benefit
retirement plan. Under this arrangement, the Company expensed $135,793 and $89,763

- for the fiscal years ended December 28, 2001 and December 29, 2000, respectively, and

owes $35,793 and $89,763 to Penn Mutual as of December 28, 2001 and December 29,
2000, respectively. Payments are made after the end of each calendar year.

6. Commitments

The Company leases its office from Penn Mutual under a noncancelable operating lease
expiring March 31, 2002.

At December 28, 2001, aggregate minimum rental commitments under all noncancelable
leases in excess of one year were as follows:

2002 $ 107,111
2003 _ ‘ 12,566
2004 11,133
2005 : 9,343
2006 357
Thereafter -
Total $ 140,510
0110-0236524-PH 9




Hornor, Townsend & Kent, Inc.

Notes to Financial Statements (continued)

6. Commitments (continued)

Total rental expense, including equipment rentals, charged to operations for the fiscal
years ended December 28, 2001 and December 29, 2000 was $77,730 and $132,960,
respectively.

7. Contingencies

In the normal course of its business, the Company is a defendant in various claims and
legal actions arising principally from the activities of registered representatives of the
Company. These actions have been considered by the Company in determining reserves
necessary to cover probable liabilities. During 2001, the Company accrued $650,000,
which represents its best estimate for probable losses in connection with these various
legal actions. In the opinion of management, the ultimate disposition of pending litigation
will not have a material adverse effect on the Company’s financial condition, liquidity, or
results of operations.

8. Net Capital Requirements

The Company is subject to the Securities Exchange Commission 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. At December 28, 2001, the Company had net capital of $2,315,072,
which was $2,065,072 in excess of its requlred net capital of $250, OOO The Company’s
net capital ratio was 1.51 to 1.

0110-0236924-PH 10
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Hornor, Townsend & Kent, Inc.

Schedule 1

Computation of Net Capital and Aggregate Indebtedness
Under Rule 15¢3-1 of the Securities and Exchange Commission

December 28, 2001

Computation of Net Capital

Total stockholder’s equity from statement of financial condition
Deduct: Stockholder’s equity not allowable for net capital
Total stockholder’s equity qualified for net capital
Add: ‘
A. Liabilities subordinated to claims of general creditors
allowable in computation of net capital
B. ‘Other (deductions) or allowable credits
Total capital and allowable subordinated liabilities
Deductions and/or charges:
A. Total nonallowable assets from statement of financial

condition

(1) Deferred tax asset $§ 232,495
(2) Equipment at cost, net : 183,565
(3) Prepaid expenses and other assets 469,587

$ 3,291,500

3,291,500

(20,000)

B. Other (deductions) or charges
Other additions and/or credits
Net capital before haircuts on securities positions
Haircuts on securities
Net capital

Computation of Basic Net Capital Requirement

Minimum net capital required (6-2/3% of line 19)
Minimum dollar net capital requirement

Net capital requirement (greater of line 11 or 12)
Excess net capital (line 10 less line 13)

‘Excess net capital at 1,000% (line 10 less 10% of line 19)

0110-0236924-PH

3,271,500

(885,647)
(70,230)

2,315,623
(551)

$ 2,315,072

$ 233,624

§ 250,000

$ 250,000

$ 2,065,072

$ 1,964,635
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17.

18.

19.
20.

Homnor, Townsend & Kent, Inc.

Schedule I (continued)

Computatibn of Net Capital and Aggregate Indebtedness
Under Rule 15¢3-1 of the Securities and Exchange Commission

December 28, 2001

Computation of Ageregate Indebtedness

Total aggregate indebtedness liabilities from statement of
financial condition ‘

Add:

A. Drafts for immediate credit

B. Market value of securities borrowed for which no equivalent

value is paid or credited

C. Other unrecorded amounts v

Deduct: Adjustment based on Special Reserve Bank Accounts
(15¢3-1)(c)(1)(vi1)

Total aggregate indebtedness

Percentage of aggregate indebtedness to net capital (line 19
divided by line 10)

Statement Pursuant to Rule 17a-5(d)(4)

$ 3,504,371

$ 3,504,371

151%

The above computation does not materially differ from the corresponding computation of
net capital under Rule 15¢3-1 as of December 28, 2001, filed by Hornor, Townsend &
Kent, Inc., as part of the Company’s unaudited Focus Part IIA as of the same date with
the National Association of Securities Dealers.

0110-0236924-PH
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Hornor, Townsend & Kent, Inc.

Supplementary Information Pursuant to Rule 17a-5 of the

Securities Exchange Act of 1934

December 28, 2001

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

Computation for Determination of Reserve Requirements Under
Rule 15¢3-3 of the Securities and Exchange Commission’

Information Relating to Possession or Control Requirements Under
Rule 15¢3-3 of the Securities and Exchange Commission'

Schedule of Segregation Requirements and Funds in Segregation for
Customers’ Regulated Commodity Futures and Options Accounts’

' The Company meets the exemptive provisions of SEC Rule 15¢3-3(k)(2)(ii) and

therefore is not required to file this schedule.

0110-0236924-PH

Schedule I

N/A

N/A

N/A
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Report of Independent Auditors
on Internal Control

To the Board of Directors
Hornor, Townsend & Kent, Inc.

In planning and performing our audit of the financial statements and supplemental
schedule of Homor, Townsend & Kent, Inc. (the “Company”) for the year ended
December 28, 2001, we considered its internal control, including control activities for
safeguarding securities, to determine our auditing procedures for the purpose of
expressing our opinion on the financial statements and not to provide assurance on
internal control.

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

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

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

The management of the Company is responsible for establishing and maintaining internal
control and the practices and procedures referred to in the preceding paragraph. In
fulfilling this responsibility, estimates and judgments by management are required to
assess the expected benefits and related costs of internal 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

0203-0286565-PH A Member Practice of Ernst & Young Global
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management with reasonable but not absolute assurance that assets for which the
Company has responsibility are safeguarded against loss from unauthorized use or
disposition, and that transactions are executed in accordance with management’s
authorization and recorded properly to permit the preparation of financial statements in
conformity with generally accepted accounting principles. Rule 17a-5(g) lists additional
objectives of the practices and procedures listed in the preceding paragraph.

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

Our consideration of internal control would not necessarily disclose all matters in internal
control that might be material weaknesses under standards established by the American
Institute of Certified Public Accountants. A material weakness is a condition in which the
design or operation of one or more 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, mcluding
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 28, 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.

Samt ¥ MLLP |

March 22, 2002
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