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345 Park Avenue
New York, NY 10154

Independent Auditors’ Report

The Board of Directors
SMBC Securities, Inc.:

We have audited the accompanying statement of financial condition of SMBC Securitie¥] Inc. (the Company) as
of December 31, 2002, that you are filing pursuant to rule 17a-5 under the Securities Exchange Act of 1934. This
statement of financial condition is the responsibility of the Company’s management. Our responsibility is to
express an opinion on this statement of financial condition 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 statement of financial condition is free of material misstatement. An audit of a statement of financial
condition includes examining, on a test basis, evidence supporting that amounts and disclosures in that statement
of financial condition. An audit of a statement of financial condition also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall statement of
financial condition presentation. We believe that our audit of the statement of financial condition provides a
reasonable basis for our opinion.

In our opinion, the statement of financial condition referred to above presents fairly, in all material respects, the
financial position of SMBC Securities, Inc. as of December 31, 2002, in conformity with accounting principles
generally accepted in the United States of America.

KPMe LEP

February 7, 2003

. . . . KPMG LLP KPMG LLP a U.S. limited liability partnership, is




SMBC SECURITIES, INC.
Statement of Financial Condition

December 31, 2002

Assets
Cash and cash equivalents $ 29,756,087
Securities purchased under agreements to resell 220,943,116
Securities owned, at market value 34,986,075
Receivable from brokers, dealers, and clearing organization 502,167
Receivable from customers 2,910,334
Furniture, equipment, and leasehold improvements, at cost, net of accumulated
depreciation and amortization of $1,977,608 339,983
Deferred tax assets : 996,858
Other assets 282,479
Total assets $ 290,717,099
Liabilities and Stockholders’ Equity
Liabilities:
Securities sold under agreements to repurchase $ 217,528,788
Payable to brokers, dealers, and clearing organization 702,434
Payable to customers 225,500
Accounts payable, accrued expenses, and other liabilities 2,122,247
220,578,969
Subordinated liabilities 25,000,000
Total liabilities 245,578,969
Commitments and contingencies
Stockholders’ equity:
Common stock $0.10 par value. Authorized, issued, and outstanding of
Class A and Class B are 5 shares and 995 shares, respectively 100
Additional paid-in capital 39,999,900
Retained earnings 5,138,130
Total stockholders’ equity 45,138,130
Total liabilities and stockholders’ equity $ 290,717,099

See accompanying notes to the statement of financial condition.
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SMBC SECURITIES, INC.
Notes to Statement of Financial Condition

December 31, 2002

Organization

SMBC Securities, Inc. (the Company or SMBC-SI) is registered as a broker-dealer under the Securities
Exchange Act of 1934, is a member of the National Association of Securities Dealers, Inc. (NASD), and is
also registered with the Municipal Securities Rulemaking Board. The Company was incorporated on
August 8, 1990, and commenced operations in December 1991. The Company is exempt from the
Securities and Exchange Commission (SEC) Rule 15¢3-3 pursuant to provision (k)(2)(1) of such rule.
Sumitomo Mitsui Banking Corporation (SMBC) owns 80% of the Class A common stock and 100% of the
Class B common stock and SMBC Financial Services, Inc., a wholly owned subsidiary of SMBC, owns
20% of the Class A common stock.

The Company engages in trading of U.S. Government and agency securities and municipal bonds, and
enters into repurchase and reverse repurchase agreements, which includes managing a matched book. The
Company also acts as an originator, placement, or facility agent for commercial paper and other types of
debt securities.

Significant Accounting Policies

(a) Cash and cash equivalents include cash balance, due from banks, and Federal funds sold. Federal
funds are purchased and sold for one-day periods.

(b)  Securities transactions are recorded on a trade-date basis.

(¢) The fair value of the Company’s assets and liabilities which qualify as financial instruments
approximates the carrying amounts presented in the statement of financial condition.

(d) Securities purchased under agreements to resell (reverse repurchase agreements) and securities sold
under agreements to repurchase (repurchase agreements) are treated as financing transactions and are
carried at amounts at which the securities will be subsequently resold or repurchased plus accrued
interest. The agreements provide that the transferor will receive substantially the same securities in
return at the maturity of the agreement and the transferor obtains from the transferee sufficient cash
or collateral to purchase such securities during the term of the agreement.

The market value of collateral accepted by the Company under reverse repurchase agreements was
$248,781,602 at December 31, 2002, substantially all which has been sold or repledged. Collateral
received from counterparties is valued daily, and should the market value of the securities received
decline below the principal amount loaned, plus accrued interest, additional collateral is requested
when appropriate.

(e) Securities sold under agreements to repurchase and securities purchased under agreements to resell
with the same counterparty are reported net by the counterparty when permitted under the Financial
Accounting Standards Board’s Interpretation No. 41 (FIN 41), Offsetting of Amounts Related to
Certain Repurchase and Reverse Repurchase Agreements. Securities offset under FIN 41 at
December 31, 2002 totaled $21,104,771.

3 (Continued)
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SMBC SECURITIES, INC.
Notes to Statement of Financial Condition

December 31, 2002

Furniture, equipment, and leasehold improvements are stated at cost, less accumulated depreciation
and amortization. Depreciation on furniture and equipment is provided on a straight-line basis over
the assets’ estimated useful lives ranging from three to five years. Amortization on leasehold
improvements is provided on a straight-line basis over the lesser of the terms of the related leases or
useful lives of the improvements.

The Company provides for all income taxes in accordance with the asset and liability method of
accounting. Under this method, deferred income taxes are recognized for the future tax consequences
attributable to differences between the financial statement carrying amounts of existing assets and
liabilities and their respective tax bases. Deferred tax assets and liabilities are measured using
enacted tax rates expected to be recovered or settled. The effect on deferred taxes of a change in tax
rates is recognized in income in the period that includes the enactment date.

Securities owned are stated at market value.

The preparation of a statement of financial condition in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent
assets and liabilities at the date of the statement of financial condition. Such estimates are subject to
change in the future as additional information becomes available or previously existing
circumstances are modified. Actual results could differ from those estimates.

Securities Owned

Securities owned represent commercial paper which is not pledged to counterparties under repurchase
agreements as of December 31, 2002.

Related Party Transactions

In the normal course of business, the Company engages in transactions with SMBC and affiliated
companies. These transactions include but are not limited to securities purchased under agreements to
resell and securities sold under agreements to repurchase transactions, trade execution, and advisory
services. The following amounts related to transactions with SMBC and affiliated companies are included
in the accompanying statement of financial condition:

Securities purchased under agreements to resell $ 18,682
Receivables from customers 365,222
Securities sold under agreements to repurchase 53,511,286
Accounts payable, accrued expenses, and
other liabilities 103,072
Subordinated liabilities 25,000,000
4 (Continued)
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SMBC SECURITIES, INC.
Notes to Statement of Financial Condition

December 31, 2002

Subordinated Liabilities

In February 2002, the Company amended its $25,000,000 subordinated loan agreement with SMBC. The
loan matures on February 28, 2005, and bears interest at the three-month London Interbank Offered Rate
plus 50 basis points. The subordinated loan has been approved as regulatory capital by the NASD and
constitutes part of the Company’s net capital under the SEC Uniform Net Capital Rule 15¢3-1
(Rule 15¢3-1) and may be repaid only if, after giving effect to such repayment, the Company meets the
specified requirements of the SEC.

Commitments and Contingencies

In 2002, the Company amended its agreement for a Demand Promissory Note with JPMorgan Chase (the
Bank). The Company can borrow up to $25 million with interest based upon the prevailing U.S. Federal
Funds rate plus a spread, which is to be determined by the Bank. As of December 31, 2002, the Company
did not have a bank loan payable. Additionally at December 31, 2002, the Company had an uncommitted
line of credit from SMBC for $50 million.

The Company occupies office space under a noncancelable sublease with SMBC which expires on
August 31, 2010. The rent payable by the Company under the sublease will be equal to its allocable share
of the annual rent payable by SMBC under the prime lease.

Future minimum rentals under the sublease are estimated as follows:

Minimum
rentals
Year ending December 31:

2003 $ 307,668
2004 307,668
2005 307,668
2006 307,668
2007 307,668
Thereafter 820,450

$ 2,358,790

Derivative Financial Instruments and Financial Instruments with Off-Balance-Sheet Risk and
Concentration of Credit Risk

In the normal course of business, the Company executes, settles, and finances proprietary securities
transactions. These activities expose the Company to off-balance-sheet risk arising from the possibility that
the counterparty may fail to satisfy its obligations. In these situations, the Company may be required to
purchase or sell financial instruments at unfavorable market prices to satisfy obligations to counterparties.

The Company’s principal objective in holding or issuing derivatives is asset/liability management.
Nontrading derivatives are used to help the Company manage its interest rate risk related to certain
securities held in inventory.

5 (Continued)
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SMBC SECURITIES, INC.
Notes to Statement of Financial Condition

December 31, 2002

The Company enters into transactions in financial instruments with off-balance-sheet risk in order to
reduce its own exposure to market and interest rate risk and in connection with its normal proprietary
trading activities. These financial instruments include forward and futures contracts, interest rate swaps,
contractual commitments, and the writing of options, each of which contains varying degrees of off-
balance-sheet risk whereby changes in the market values of the securities or money-market instruments
underlying the financial instruments may be in excess of the amounts recognized in the statement of
financial condition.

Forward and futures contracts provide for the delayed delivery of securities or financial instruments, with
the seller agreeing to make delivery at a specified future date and at a specified price or yield. Risk arises
from the potential inability of counterparties to perform under the terms of the contracts and from changes
in securities values and interest rates. As a writer of options, the Company receives a premium in exchange
for bearing the risk of unfavorable changes in the price of the securities or financial instruments underlying
the option. '

The Company provides trading, financing, and related services to a diverse group of domestic
counterparties including corporations and institutional investors. In connection with these activities, the
Company enters into collateralized reverse repurchase and repurchase agreements which may result in
significant credit exposure in the event the counterparty to the transaction is unable to fulfill its contractual
obligations. The Company minimizes credit risk associated with these activities by monitoring customer
credit exposure and collateral values on a daily basis and requiring additional collateral to be deposited
with or returned to the Company when deemed necessary.

There are no outstanding derivative financial instruments as of December 31, 2002.

Net Capital Requirements

The Company, as a registered broker-dealer in securities, is subject to the net capital requirements of the
NASD and SEC Rule 15¢3-1. Effective January 1, 2000, the Company elected the alternative method for
calculating net capital. This requires the Company to maintain minimum net capital of the greater of
$250,000 or 2% of aggregate debit items arising from customer transactions, as defined. As of
December 31, 2002, the Company’s net capital was $65,608,476, which exceeded the required minimum
by $65,358,476.

Income Taxes

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of
assets and liabilities for financial reporting purposes and the amounts used for income tax purposes.
Significant components of the Company’s deferred tax assets as of December 31, 2002 is as follows:

Deferred rent ' $ 191,484
Depreciation 516,923
Other 288,451
Deferred tax assets $ 996,858

6 {Continued)
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SMBC SECURITIES, INC.
Notes to Statement of Financial Condition

December 31, 2002

Although realization is not assured for the above deferred tax assets, management believes it is more likely
than not that they will be realized through future taxable earnings.

Employee Benefit Plans

The Company participates in a defined benefit noncontributory retirement plan and defined
contribution 401(k) plan sponsored by its Parent, SMBC. The plans cover substantially all employees.
Retirement plan costs are allocated to the Company based on actuarial computations. Participants of the
401(k) plan may contribute amounts up to 10% of their eligible compensation, subject to certain
limitations. The Company will match such 401(k) contributions in an amount equal to the lesser of 50% of
the first 6% contributed by the participant or 3% of total compensation.

Business Integration with SMBC Capital Markets, Inc.

In December 2002, the Company completed its plan of restructuring the business to take advantage of
revenue and operational synergies with SMBC Capital Markets, Inc., a subsidiary of SMBC.
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345 Park Avenue
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Independent Auditors’ Report on
Internal Control Required by Sec Rule 17a-5

The Board of Directors
SMBC Securities, Inc.:

In planning and performing our audit of the financial statements and supplemental schedules of SMBC
Securities, Inc. (the Company), for the year ended December 31, 2002, 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 debits 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 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 the preparation of financial statements in
accordance 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.

. . . . KPMG LLP KPMG LLP a LS. limited liability partnership, is




Because of inherent limitations in internal control or the practices and procedures referred to above, error
or fraud may occur and not be detected. Also, projection of any evaluation of them to future periods is
subject to the risk that they may become inadequate because of changes in conditions or that the
effectiveness of their 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 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, 2002 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 used and should not be used by anyone other than these specified parties.

K‘pw(cg, LCP

February 7, 2003




