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AFFIRMATION

I, Hugh McCay, affirm that, to the best of my knowledge and belief, the accompanying financial
statements and supplemental schedules pertaining to UST Securities Corp. (the “Company”) for
the year ended December 31, 2002 are true and correct. 1 further affirm that neither the Company
nor any managing member, proprietor, principal officer or director has any proprietary interest in

any account classified solely as that of a customer.

Signature

President
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Date

Title

H | 67W /24142,

Notary Public

DOREEN M. O'NFILL
" Notary Public State of New Jersey
y Commission Expires November 5, 2006
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Two World Financial Center
New York, New York 10281-1414
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INDEPENDENT AUDITORS’ REPORT

To the Board of Directors and Stockholder of
UST Securities Corp.

We have audited the accompanying balance sheet of UST Securities Co;pr“(the “Company”’), an indirect
wholly-owned subsidiary of U.S. Trust Corporation, as of December 3\1 2002, that you are filing
pursuant to Rule 17a-5 under the Securities Exchange Act of 1934. This financial statement is the
responsibility of the Company’s management. Our responsibility is to express an opinion on this
financial statement based on our audit.

We conducted our audit 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 balance sheet is free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the balance sheet. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall balance sheet presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinton, such balance sheet presents fairly, in all material respects, the financial position of the
Company at December 31, 2002, in conformity with accounting principles generally accepted in the
United States of America.

M&SF\LS—\?U\L\(\L We

February 14, 2003

Deloitte
Touche
Tohmatsu
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UST SECURITIES CORP.

(An indirect wholly-owned subsidiary of U.S. Trust Corporation)

BALANCE SHEET
DECEMBER 31, 2002

Assets

Cash and cash equivalents

Equipment and office facilities - net
Receivables for commissions and interest
Goodwill

Other assets

Total

Liabilities and stockholder’s equity
Liabilities
Commissions payable

Due to aftiliate
Accrued expenses and other liabilities

Total liabilities

Stockholder’s equity

Common stock, stated value $50 - 2,500 shares authorized;

1,020 shares issued and outstanding
Additional paid-in capital
Retained earnings

Total stockholder’s equity

Total

See notes to balance sheet.

$6,323,912
85,577
179,041
510,168
271,643

$7.370341

$ 3,567
460,759
347,651

811,977

51,000
6,455,057
52,307

6,558,364

$7,370,341
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UST SECURITIES CORP.

(An indirect wholly-owned subsidiary of U.S. Trust Corporation)

NOTES TO BALANCE SHEET
DECEMBER 31, 2002

1.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

UST Securities Corp. (the “Company”) provides brokerage services to individuals and institutions
located throughout the United States.

The preparation of the financial statements in conformity with accounting principles generally accepted
in the United States of America (“generally accepted accounting principles™) requires management to
make estimates and assumptions that affect the reported amounts in the accompanying financial
statements. Such estimates relate to useful lives of equipment, office facilities, buildings, and goodwill,
fair value of financial instruments and future tax benefits and litigation. Actual results could differ
materially from such estimates.

The following is a summary of the significant accounting policies:

a.

Basis of Presentation - UST Securities Corp. (the “Company”) is a wholly owned subsidiary of
U.S. Trust Company of New York (the “Parent” or “Trust Company”), which is a wholly owned
subsidiary of U.S. Trust Corporation (the “Corporation”). On May 31, 2000, the Corporation
completed a merger (the “Merger”) with The Charles Schwab Corporation (“CSC”). Upon
completion of the Merger, the Corporation became a wholly-owned subsidiary of CSC and CSC
became a financial holding company, which is a type of bank holding company subject to
supervision and regulation by the Board of Governors of the Federal Reserve System (“Federal
Reserve Board”) under the Bank Holding Company Act of 1956, as amended.

The Company is a registered securities broker-dealer with the Securities and Exchange
Commission (the “SEC”) and is a member of the National Association of Securities Dealers (the
“NASD”). All securities are cleared through Correspondent Services Corporation (a subsidiary of
PaineWebber, Inc.) on a fully disclosed basis.

Income Taxes - The Company’s results of operations are included in the consolidated U.S. Federal
income tax return of CSC. The Company uses the asset and liability method, at currently enacted
rates, in providing income tax expense. Federal income taxes are calculated as if the Company
filed its income tax return on a separate-company basis. State income tax returns are prepared on a
separate-return basis. Under the asset and liability method, deferred tax assets and liabilities are
recorded for temporary differences between the tax basis of assets and liabilities and their recorded
amounts for financial reporting purposes using currently enacted tax law.

Cash Flows - For purposes of reporting cash flows, the Company considers all highly liquid
investments with original maturities of three months or less from inception to be cash equivalents.

Revenue Recognition - Commissions and trading revenue from principal transactions are
recognized on a trade-date basis. Interest is recognized as income when eamned.

Equipment and Office Facilities - Equipment and office facilities are depreciated on a straight-line
basis over the estimated useful lives of the assets of three to seven years. Leasehold improvements
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are amortized on a straight-line basis over the estimated useful lives of the assets or the life of the
lease. Equipment and office facilities are stated at the cost net of accumulated depreciation and
amortization of $574,128 at December 31, 2002.

Pension Plan - The Corporation provides pension and other postretirement benefits to qualifying
employees hired before December 31, 2001 through the Employees’ Retirement Plan of United
States Trust Company of New York and Affiliated Companies (the “Plan”). Employees hired
after December 31, 2001 participate in an account balance plan similar to a profit sharing plan.
The Plan is a trusteed, noncontributory, qualified defined benefit pension plan that provides
pension benefits to substantially all employees. Benefits are based upon years of service, average
compensation over the final years of service and the social security covered compensation. The
Corporation’s funding policy is consistent with the funding requirements of Federal laws and
regulations. The Plan’s investment assets are managed by the Trust Company. The Plan’s assets
principally are invested in shares of various domestic and international equity, fixed income and
money-market portfoiios of the Excelsior Series of mutual funds. The Trust Company is the
investment agdvisor of the Excelsior funds.

The Corporation provides certain health care and life insurance benefits for all employees, certain
qualifying retired employees and their dependents. Postretirement medical and life insurance
benefits are accrued during the years that the employee renders service to reflect the expected cost
of providing health care and life insurance and other benefits to an employee upon retirement.

Estimated Fair Value of Financial Instruments - The Company considers the amounts recorded for
the financial instruments on the balance sheet to be reasonable estimates of fair value,

Goodwill - The fair value paid as a result of the acquisition of investment management enterprises
which is in excess of the fair value of the related net assets acquired is recorded in goodwill.
Goodwill is reviewed for impairment whenever events or changes in circumstances indicate that
the carrying amount of goodwill may not be recoverable. The Company assesses the recoverability
of goodwill using undiscounted expected future cash flows. Goodwill is considered impaired when
the undiscounted expected future cash flow is less than the carrying amount. The Company has
elected April 1 as its annual impairment testing date. There was no impairment for the year ended
December 31, 2002. Goodwill is stated at cost, net of accumulated amortization, recorded prior to
the adoption of Statement of Financial Accounting Standards (“SFAS”) No. 142, Goodwill and
Other Intangible Assets, and accumulated impairment charges, if any.

Accounting Change — SFAS No. 142 was issued in June 2001. Under the provisions of SFAS No.
142, companies are no longer permitted to amortize goodwill and certain intangible assets with an
indefinite useful life. Instead, these assets must be reviewed at least annually for possible
impairment under new criteria. The Company adopted SFAS No. 142 and accordingly
discontinued the amortization of goodwill as of January 1, 2002. The Company completed its
transitional testing for goodwill impairment during the second quarter of 2002, as required, and did
not record any impairment charges. Except for the cessation of goodwill amortization, the
adoption of SFAS No. 142 did not have a material impact on the Company’s balance sheet.

New Accounting Standards - SFAS No. 144, Accounting for the Impairment or Disposal of Long-
lived Assets, was issued in August 2001 and addresses the financial accounting and reporting for
the impairment or disposal of long-lived assets (e.g. equipment and office facilities). This
statement supersedes SFAS No. 121, Accounting for the Impairment of Long-lived Assets and for
Long-lived Assets to Be Disposed of, and certain other accounting and reporting provisions of
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Accounting Principles Board Opinion No. 30, Reporting the Results of Operations. The Company
adopted this statement on January 1, 2002. Adoption of this statement did not have a material
impact on the Company’s balance sheet.

SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities, issued in June
2002 and addresses accounting guidance, principally Emerging Issues Task Force Issue No. 94-3,
Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an
Activity (including Certain Costs Incurred in a Restructuring). SFAS No. 146 may affect the
timing of recognizing future restructuring costs, as well as the amounts recognized. The Company
is required to adopt this statement for exit or disposal activities initiated after December 31, 2002.

FASB Interpretation (“FIN”) No. 45, Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others, was issued in November
2002. This interpretation addresses the disclosures to be made by a guarantor in its interim and
annual financial statements about its obligations under certain guarantees that it has issued. FIN
No. 45 also clarified that a guarantor is required to recognize, at the inception of a guarantee, a
liability for the fair value of the obligation undertaken in issuing the guarantee. In accordance with
FIN No. 45, the Company adopted the disciosure requirements on December 31, 2002 and is
required to adopt the recognition requirements effective on January 1, 2003. The Company is
evaluating the impact of adopting the recognition requirements of this interpretation and does not
expect it to have a material impact on its balance sheet.

FIN No. 46, Consolidation of Variable Interest Entities, an Interpretation of Accounting Research
Bulletin No. 51, Consolidated Financial Statements, was issued in January 2003. FIN No. 46 is
effective for all new variable interest entities created or acquired after January 31, 2003. For
variable interest entities created or acquired prior to February 1, 2003, the provisions of FIN No. 46
must be adopted by the third quarter of 2003. The Company plans to adopt FIN No. 46 in the first
quarter of 2003. This interpretation provides new criteria to address when a company is required to
consolidate (i.e., record the assets and liabilities on the balance sheet) a variable interest entity.

The Company is evaluating the impact of adopting FIN No. 46, and does not expect it to have a
material impact on its balance sheet.

CASH AND CASH EQUIVALENTS

Cash and cash equivalents consist of two money market mutual funds with a combined market value of
$6,189,798 and other cash and cash equivalents of $134,114 at December 31, 2002.
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RENTAL COMMITMENTS

The Company conducts its business from office space that is leased by its Parent in Jersey City, New
Jersey. The Jersey City lease expires in 2015 and is renewable for a five year period. The Company’s
obligation for future minimum rental payments under leased rental space is as follows:

Year Ending Minimum
December 31, Rentals

2003 $ 130,226
2004 130,226
2005 135,119
2006 136,752
2007 136,752
Later years 995,515
Total minimum rental payments $1.,664.590

NET CAPITAL AND OTHER REGULATORY REQUIREMENTS

The Company is subject to the Securities and Exchange Commission (“SEC”) Uniform Net Capital Rule
(Rule 15¢3-1), which requires the maintenance of minimum net capital, as defined, equal to the greater
of $50,000 or 6-2/3% of aggregate indebtedness, as defined. At December 31, 2002, the Company had
net capital of $5,743,201, which was $5,689,069 in excess of the minimum requirement. The
Company’s ratio of aggregate indebtedness to net capital was .14 to 1.

The Company is exempt from the provisions of SEC Rule 15¢-3 pursuant to paragraph (k)(2)(ii) as an
introducing broker, clearing all security transactions with and for customers on a fully disclosed basis
with a clearing broker-dealer, and promptly transmitting all customer funds and securities to such
clearing broker-dealer.

INCOME TAXES

The temporary differences that created a net deferred tax asset included in “other assets™ is detailed
below:

Deferred tax assets:

Premises and equipment $£51,800
Employee benefits 34,840
Miscellaneous 5,719
Net deferred tax asset $92.359

The Company determined that no valuation allowance against deferred tax assets at December 31, 2002
was necessary.

At December 31, 2002, the amount payable by the Company to the Corporation for Federal income
taxes was $277,430 and is included in the “due to affiliate” caption in the balance sheet.



RELATED-PARTY TRANSACTIONS
Pursuant to an agreement, the Company processes trades for clients of the Trust Company.

Pursuant to a service agreement, U.S. Trust Technology and Support Services, Inc. and the Parent
provide certain operating and other administrative support services to the Company. Such services
include payroll, accounting, and administration of health and other employee benefit plans.

EMPLOYEE BENEFIT AND PERFORMANCE COMPENSATION PLANS

Pension Plan - The Corporation uses the projected unit credit method to compute the vested benefit
obligation, where the vested obligation is the actuariai present value of the vested benefits to which the
employee is entitled based on the employee’s expected date of separation or retirement. At

December 31, 2002, the Plan was overfunded.

Performance Compensation Plans - The Corporation sponsors a 401(k) Plan (the “401(k) Plan”),
covering all employees who satisfy a one-year service requirement. Depending upon the Corporation
satisfying certain profitability criteria and other factors, eligible employees receive merit-based annual
awards calculated as a percentage of such employees’ compensation. Employees of the Company may
receive awards under the Corporation’s performance compensation plans. Awards to senior executive
officers are calculated under the provision of the Executive Incentive Plan (“EIP”), while awards to
other officers and other employees are governed by the terms of the Annual Incentive Plan (“AIP”).

Health Care and Life Insurance Benefits - The Corporation provides certain heaith care and life
insurance benefits for all empioyees, certain qualifying retired employees and their dependents.
Postretirement medical and life insurance benefits are accrued in the years that the employee renders
service to reflect the expected cost of providing health care and life insurance and other benefits to an
employee upon retirement tarough programs that are administered by the Trust Company. In addition,
certain healith care and life insurance benefits will be provided to qualifying employees and their eligible
dependents upon the employee’s retirement.

CONCENTRATION OF CREDIT RISK

In the normal course of business, the Company’s clearing broker, Correspondent Services Corporation,
are exposed to risk of loss on customer transactions in the event of a customer’s inability to meet the
terms of its contracts; the clearing broker may have to purchase or sell securities at prevailing market
prices in order to fulfill the customer’s obligations. The Company has agreed to indemnify the clearing
broker for losses that the clearing broker may sustain from the customer accounts introduced by the
Company. As of December 31, 2002, there were no amounts owed to the clearing broker by these
customers.

The Company utilizes the services of clearing brokers for the settlement of its introduced customers’
securities transactions. These activities may expose the Company to risk of loss in the event that the
clearing brokers are unable to fulfiil the terms of the contracts.
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FAIR VALUE OF FINANCIAL INSTRUMENTS

SFAS No. 107, Disclosures about Fair Value of Financial Instruments, requires the disclosure of the
estimated fair values of financial instruments. Substantially all of the Company’s assets and liabilities
are considered financial instruments, as defined by SFAS No. 107. Fair value is defined as the price at
which a financial instrument could be liquidated in an orderly manner over a reasonable time period
under present market conditions.

SFAS No. 107 requires that the fair value of financial instruments be estimated using various valuation
methodologies. Quoted market prices, when available, are used as the measure of fair value. The
Company'’s other financial instruments are short-term in nature. Consequently, carrying amounts of
these assets and liabilities approximate estimated fair value,

RESTRUCTURING

During 2002, the Company commenced restructuring initiatives as part of a restructuring plan (the
“Restructuring Plan”) to reduce operating expenses due to continued economic uncertainties and
difficult market conditions. These initiatives were in addition to those already begun in 2001, and are
intended to reduce operating expenses and adjust the Corporation’s organizational structure to improve
productivity, enhance efficiency, and increase profitability. The Restructuring Plan includes a reduction
in workforce and facilities.

SALE OF A BUSINESS

During 2002, the Company sold its fixed income business to a subsidiary of CSC for $1,500,000. The
transaction was treated as a capital infusion from CSC, and was recorded as an increase to additional

naid-in capital, net of state and locai taxes of $87,750. The Federal tax associated with this transaction
was forgiven by CSC.

* % %k k ok ok
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February 14, 2003
UST Securities Corp.

499 Washington Blvd., 5” Floor
Jersey City, New Jersey 07310

In planning and performing our audit of the financial statements and supplemental schedules of UST

- Securities Corp. (the “Company”), an indirect wholly-owned subsidiary of U.S. Trust Corporation, for

the year ended December 31, 2002 (on which we issued our report dated February 14, 2003), we
considered its internal control, including control activities for safeguarding securities, in order to
determine our auditing procedures for the purpose of expressing an opinion on the financial statements
and not to provide assurance on the Company’s internal control.

Also, as required by Rule 17a-5(g)(1) under the Securities Exchange Act of 1934, we have made a
study of the practices and procedures (including tests of compliance with such practices and
procedures) followed by the Company that we considered relevant to the objectives stated in

Rule 172-5(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. We
did not review the practices and procedures followed by the Company in making the quarterly
securities examinations, counts, verifications, and comparisons, and the recordation of differences
required by Rule 17a-13 or in complying with the requirements for prompt payment for securities under
Section 8 of Regulation T of the Board of Governors of the Federal Reserve System, because the
Company does not carry securities accounts for customers or perform custodial functions relating to
customer securities.

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 control and of the practices and procedures, and to assess whether those practices and
procedures can be expected to achieve the Securities and Exchange Commission’s (the “Commission”)
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 acquisition, 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 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.

Deloitte
Touche
Tohmatsu
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Because of inherent limitations in any internal control or the practices and procedures referred to above,
misstatements due to error or fraud may occur and not be detected. Also, projections of any evaluation
of the internal control or of such practices and procedures to future periods are subject to the risk that
they may become inadequate because of changes in conditions or that the degree of compliance with
the practices or procedures may deteriorate. ‘

Our consideration of the Company’s internal control would not necessarily disclose all matters in the
Company’s 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 internal control components does not reduce to a relatively
low level the risk that misstatements caused by 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 the Company’s internal control and its operation (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 Commission 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, 2002 to meet the Commission’s
objectives.

This report is intended solely for the information and use of the board of directors, management, the
Securities and Exchange Commission, 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.

Yours truly,

Toe ¥ lowndne. uR



