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OATH OR AFFIRMATION

1, Denis McAuley 11T , swear (or affirm) that, to the best of

my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of
Federated Financial Services, Inc. , as

of December 31, ~,2002 , are true and correct. I further swear (or affirm) that

neither the company nor any partner, proprietor, principal officer or director has any proprietary interest in any account
classified solely as that of a customer, except as follows:

Notarial Seal
Susan B. Hil, Notary Publie - LS &S U T €I
. City Of Pittsburgh, Aflegheny County Title
% My Commission Expires June 10, 2006
Al 0| Marmber, Pennsylvania Association Of Notaries

Notary Public

—

hisTeport ** 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 Partners’ or Sole Proprietors’ Capital.

(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.

(i) 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¢3-3 and the
Computation for Determination of the Reserve Requirements Under Exhibit A of Rule 15¢3-3.

(k) A Reconciliation between the audited and unaudited Statements of Financial Condition with respect to methods of
consolidation.

() An Oath or Affirmation.

(m) A copy of the SIPC Supplemental Report.

(n) Areportdescribing any material inadequacies found to exist or found to have existed since the date of the previous audit.

OB O OO00BBAEREEEEF

**Eor conditions of confidential treatment of certain portions of this filing, see section 240.17a-5(e)(3).




i’l ERNST& YOUNG & Ernst & Young e @ Phone: (412) 644-7800

One Oxford Centre www.ey.com
Pittsburgh, Pennsylvania 15219

Report of Independent Auditors

Board of Directors
Federated Financial Services, Inc.

We have audited the accompanying balance sheet of Federated Financial Services, Inc. (the
Company) as of December 31, 2002, and the related statements of income, changes in
shareholder’s equity, and cash flows for the year 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 audit.

We conducted our audit 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 audit provides 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 Federated Financial Services, Inc. at December 31, 2002, and the results
of its operations and its cash flows for the year then ended in conformity with accounting
principles generally accepted in the United States.

Our audit was made for the purpose of forming an opinion on the basic financial statements taken
as a whole. The accompanying supplementary information 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 of the Securities and Exchange Commission. Such
information has been subjected to the auditing procedures applied in the audit 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.

Ennet ¥ LLP

February 14, 2003

A Member Practice of Ernst & Young Global
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Independent Auditors’ Supplementary
Report on Internal Control

Board of Directors of
Federated Financial Services, Inc.

In planning and performing our audit of the financial statements of Federated Financial Services,
Inc. (the “Company”) for the year ended December 31, 2002, 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 criteria 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 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, and

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 criteria. Two of the criteria 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. Rule
17a-5(g) lists additional criteria of the practices and procedures listed in the preceding paragraph.

A Member Practice of Ernst & Young Global




Because of inherent limitations in any internal control or the practices and procedures referred to
above, misstatements due to errors or fraud may occur and not be detected. Also, projections of
any evaluation of internal control to future periods are 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 errors 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, and its
operation that we consider to be material weaknesses as defined above.

We understand that practices and procedures that meet the criteria 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 meet such criteria 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 criteria.

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.

St ¥ LLP

February 14, 2003



FEDERATED FINANCIAL SERVICES, INC.
BALANCE SHEET
DECEMBER 31, 2002
{dollars in thousands, except per share data)

Assets:
Cash and cash eqUIVAIENLS..........ccvviiiiiriiietereiiee ettt st et b sa st seee et e seeteneees $ 74
Receivable from affiliates, NEt............ccoivviiiiiiiiceee ettt ettt sas e seee s 117
OUhEr CUITENE ASSELS. .. .evvviiiieeeeeerteiestte s seeee e e et e s ete s e e te e eserseeeraessaaas e e e e erare e sreeaessaeenteeannesenenen, 1
TOLAT ASSELS. ..ueeiurieerieirei e e ettt e ctteeetee e st e ebeeetee e reeeesss st te e reeeransse s aasteeserneeesabeeeetesestbeeenaee e $ 192
Liabilities:
INCOME tAXES PAYADIE. .. .cviiiiteiiiiee ettt sttt b ekttt sn et et betn e e anes 3 1

Shareholder’s Equity:
Capital stock, par value $1.00 per share-

50,000 shares authorized, issued and outstanding............c.cceeereiineienieriirerenieee e 50
Additional paid-in Capital........cocviiiiiiii s 1,000
AccuMUATEd AefICIt ..o et et (859)

Total Shareholder’s EQUILY......c.ovvuetiiriirercirr et et reneeteet et et et n e e 191

Total liabilities and shareholder’s equity ..o $ 192

(The accompanying notes are an integral part of these financial statements.)




FEDERATED FINANCIAL SERVICES, INC.
STATEMENT OF INCOME
FOR THE YEAR ENDED DECEMBER 31, 2002
(doilars in thousands)

Revenue:

COMIMUISSION INCOMIC.......eviiiiivieeeeitieeresiareeeiesereeeeirsreesaeiasreseessstnnaeseassstraeesosrs e sessenressessessecesesssnes

Operating Expenses:

Allocated

expenses from affiliates........c.oiviiiiiee e

BT LAXES. .. cvvee i ere e et ree st ee s reeseesentesesosert e s e sesaets e e esseaseensaabaes se s nmnassessamesasssesstanessssnseeseenanrson.

Total

OPETAING EXPEIISES. ... eniiuiiemirierierttstiistteaeeseeraesre s vt etsssheeneeaeemeesane st sebarsacaonestnenaasinens

Operating Income

Nonoperating Income:
DIVIAEIAS. ... ittt bbb st bt sttt b et ena e et b st bereen s en

(The accompanying notes are an integral part of these financial statements.)
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FEDERATED FINANCIAL SERVICES, INC.
STATEMENT OF CHANGES IN SHAREHOLDER’S EQUITY
FOR THE YEAR ENDED DECEMBER 31, 2002

(dollars in thousands)

Total
Additional Accumulated Shareholder’s
Capital Stock Paid-In Capital Deficit Equity
Balance at January 1, 2002................ $ 50 % 1,000 % 874) $ 176
0 0 15 15
3 50 § 1,000 $ (859) § 191

(The accompanying notes are an integral part of these financial statements.)



FEDERATED FINANCIAL SERVICES, INC.
STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED DECEMBER 31, 2002
(dollars in thousands)

Operating activities:
INEE IMCOMIC. ..ceeersitere ittt ettt bbb b sk 1h et bbb ottt ne bbb s bt s et en s eas et be e $ 15

Adjustments to reconcile net income to net cash provided by operating activities:

Changes in assets and liabilities:

Increase in receivable from affIlIAtES, NEL.......oiiiiiieieiie ettt er e e seareteeeeeeeesestntesessas (16)

Increase in inCOME tAXES PAYADIC......c.ccooviiiiiciiii e e 1
Net cash provided by Operating aCtiVities.......ovreerreueriereiniei ettt ettt et s s . 0
Cash and cash equivalents, beginning Of YEAT........c.ceevriiiririeiiirecee et 74
Cash and cash equivalents, €nd Of YEaAT......c.cooeeiiiciiiniiii et et $ 74

(The accompanying notes are an integral part of these financial statements.)




FEDERATED FINANCIAL SERVICES, INC.
STATEMENT OF CHANGES IN LIABILITIES SUBORDINATED TO CLAIMS OF CREDITORS
FOR THE YEAR ENDED DECEMBER 31, 2002
(dollars in thousands)

Balance at January 1, 2002, ... $
Additions and/or TEAUCHIONS. ..cviiueieei ettt e ee e et ee e e e e eenaeeeeenanee.
Balance at December 31, 2002.......cc.ooviiiiie ettt $

(The accompanying notes are an integral part of these financial statements.)




FEDERATED FINANCIAL SERVICES, INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2002

(D

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

(a)

(b)

(©)

(d

(e)

®

Nature of Operations

Federated Financial Services, Inc., (the “Company”) is an indirect, wholly owned subsidiary of
Federated Investors, Inc. (“Federated”). The Company is registered as a broker/dealer primarily
for the retail distribution of variable annuity contracts.

Basis of Presentation

The financial statements include the accounts of the Company. Such statements have been
prepared in accordance with accounting principles generally accepted in the United States. In
preparing the financial statements, management is required to make estimates and assumptions that
affect the amounts reported in the financial statements. Actual results may differ from those
estimates, and such differences may be material to the financial statements.

Cash and Cash Equivalents

Cash and cash equivalents represent an investment in a money market fund that is managed by
another affiliate of Federated. This investment may be redeemed upon demand.

Revenue Recognition

The Company earns commission income from marketing-related activities. Revenue is recognized
during the period in which services are performed.

Income Taxes

The operating results of the Company are included in the consolidated federal income tax return
filed by Federated. As part of the Federated consolidated entity, the Company participates in a tax-
sharing policy. Therefore, although the Company computes its Federal income tax provision on a
separate company basis, the tax benefits related to its net operating or capital losses, if any, will be
recorded by the Company to the extent that its losses can be used to reduce consolidated tax
expense.. The Company files and computes state taxes on a separate company basis, where
available, in compliance with the respective state tax law.

The Company uses the liability method to account for deferred income taxes. Under this method,
deferred tax assets and liabilities are determined based on differences between financial reporting
and tax bases of assets and liabilities and are measured using enacted rates expected to be applied
to taxable income in the years in which those temporary differences are expected to be recovered
or settled.

Disclosures of Fair Value
Carrying amounts approximate fair value for cash and cash equivalents. Receivable from affiliate,

net is not settled in cash nor is it Federated management’s current plan to settle this item in cash
and therefore, the Company is not able to determine its fair value.




FEDERATED FINANCIAL SERVICES, INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2002

2

3

©)

&)

TRANSACTIONS WITH RELATED PARTIES

As a matter of general policy, Federated manages most cash related activities on a centralized basis. As
such, the Company’s revenues and certain operating expenses, including compensation and related benefits,
occupancy and other support services, are funded by another subsidiary of Federated and credited or
charged to the Company.

The “Receivable from affiliates, net” represents the amount of fees collected by another affiliate of
Federated on behalf of the Company in excess of operating expenses paid by this affiliate on behalf of the
Company. “Receivable from affiliates, net” is not settled in cash.

INCOME TAXES

Income tax expense for the year ended December 31, 2002 consists of current federal and state taxes of
$8,000 and $1,000, respectively. The Company’s effective tax rate for the year ended December 31, 2002,
was 37.3%. This rate is higher than the Company’s federal statutory income tax rate of 35.0% due to state
income taxes incurred during 2002.

The Company did not have any temporary differences as of December 31, 2002.

REGULATORY REQUIREMENTS

The Company, as a registered broker/dealer in securities, is subject to the Securities and Exchange
Commission Uniform Net Capital Rule (Rule 15¢3-1) and is required to maintain net capital, as defined,
equal to the greater of $5,000 or 6-2/3% of aggregate indebtedness. At December 31, 2002, the Company
had net capital of $72,000, which was $67,000 in excess of its required capital of $5,000.

MAJOR CUSTOMERS

The Company derived $26,000 or 93% of its total revenues for the year ended December 31, 2002, from
one customer. :



FEDERATED FINANCIAL SERVICES, INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2002

Statement Regarding Rule 15¢3-3

The Company is exempt from Rule 15¢3-3 of the Securities and Exchange Commission under paragraph (k)(1) of
that rule.




FEDERATED FINANCIAL SERVICES, INC.
COMPUTATION OF NET CAPITAL UNDER RULE 15¢3-1
DECEMBER 31, 2002
(dollars in thousands)

Computation of net capital:

SATENOLACT"S EQUILY. .. v eieeeeeeiirereset ettt ettt ea e e sa s st e en e et s sessese st et shetesebe b et st sosseaeesesesnnsesanas $ 191

Deductions and/or charges:

INONALOWADIE ASSEIS........veriieieiiee e iseseseissesre s eeeenssssebsae e nee s et ens e enes e $ 118

Haircut on securities owned 1 119
INEE CAPIEAL ...ttt ettt e bbbt b e s e et nE e et ne R eR Rk bbbt ene 3 72
AZETEZate INABDIEANESS. ....eue ittt et st e eh et ettt s e $ 1
Computation of basic net capital requirement:
Minimum net capital required (greater of $5 or

6-2/3% Of aggregate iINAEDIEANESS) ... .ovcvvierererre ettt eteeteeseeesa s s erscese st esaesbasteesbastessesberneseansennesessesrerenans $ 5

EXCESS NEE CAPILAL ..o e st e b sh e st e 3 67
Ratio of aggregate indebtedness to Net CAPItaAl ... .....cocrrriiririiii it s Oltol

Note: The above computation does not differ materially from the
computation included in the Company’s corresponding unaudited
Form X-17A-5-Part 1IA filing.



