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A. REGISTRANT IDENTIFICATION

NAME OF BROKER - DEALER:

OFFICIAL USE ONLY
Abbey National Securities Inc. S
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INDEPENDENT PUBLIC ACCOUNTANT whose opinion is contained in this Report* q
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AFFIRMATION

I, Ian Burns, affirm that, to the best of my knowledge and belief, the accompanying financial statements and
supplemental schedules pertaining to Abbey National Securities Inc. for the year ended December 31, 2002,
are true and correct. 1 further affirm that neither Abbey National Securities Inc. nor any officer or director
has any proprietary interest in any account classified solely as that of a customer.
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INDEPENDENT AUDITORS’ REPORT

To the Board of Directors and Stockholder of
Abbey National Securities Inc.

We have audited the accompanying statement of financial condition of Abbey National Securities Inc. (an
indirect wholly-owned subsidiary of Abbey National plc)(the “Company’) as of December 31, 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 financial statement is free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statement. 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, such statement of financial condition 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.
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February 21, 2003
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ABBEY NATIONAL SECURITIES INC.

STATEMENT OF FINANCIAL CONDITION
DECEMBER 31, 2002

(Amounts in thousands, except share data)

Assets

Cash

Financial instruments owned, at fair value (approximately $1,975,000 was pledged)
Securities borrowed

Securities purchased under agreements to resell

Total assets
Liabilities and stockholder’s equity
Liabilities:
Securities loaned

Securities sold under agreements to repurchase
Payables to affiliates

Affiliate borrowings

Subordinated borrowing

Stockholder’s equity:
Common stock ($10 par value, 45,300 shares authorized, issued
and outstanding)
Additional paid-in capital
Accumulated deficit

Total stockholder’s equity

TOTAL LIABILITIES AND STOCKHOLDER’S EQUITY

See notes to statement of financial condition.

$ 4754
3,458,576
2,610,264
1,528,210

$7.601.804

$1,427,627
3,556,254
10,770

2,475,244
7,469,895

90.000

453
44,847
(3.391)

41,909

$7.601.804



ABBEY NATIONAL SECURITIES INC.

NOTES TO STATEMENT OF FINANCIAL CONDITION
DECEMBER 31, 2002
(Amounts in thousands, except for share data or where stated otherwise)

1. DESCRIPTION OF BUSINESS

The Company - Abbey National Securities Inc. (the “Company”) is an indirect wholly-owned
subsidiary of Abbey National plc. The Company was incorporated in Delaware on February 22, 2001,
obtained regulatory approval to commence broker-dealer operations on October 1, 2001, and
commenced trading operations on November 1, 2001. The Company is registered with the Securities
and Exchange Commission (“SEC”) as a broker-dealer and is primarily engaged in principal
transactions for its own account, resale and repurchase agreements, and securities lending activities.
Further, the Company is a member of the National Association of Securities Dealers, Inc. and Securities
Investor Protection Corporation.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Financial Instruments Used for Trading - Financial instruments, primarily commercial paper, used in
the Company’s trading activities are recorded at fair value.The fair values of financial instruments are
generally based on observable market prices. If observable market prices are not available or if
liquidating the Company’s positions would reasonably be expected to impact market prices, fair value is
determined based on other relevant factors, including dealer price quotations and price quotations for
similar instruments traded in different markets. Purchases and sales of financial instruments are
recorded in the accounts on settlement date, which is not materially different to trade date. In the
normal course of business, the Company pledges its financial instruments owned to collateralize
repurchase agreements and other securities financing.

A futures contract is a financial instrument whose value is derived from an underlying instrument, index
or rate, which generally represents future contractual commitments to exchange cash settlements based
upon commitments to purchase or sell certain financial instruments at a specified time and price.

| During 2002, the Cdmpany began trading exchange-traded futures contracts. The fair value of
exchange-traded futures contracts is determined by quoted market prices.

Securities Financing Transactions - 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 the amounts at which the securities will

subsequently be resold or reacquired as specified in the respective agreements, including accrued

interest. It is the Company’s policy to take possession of securities purchased under agreements to
_ resell. e
Securities borrowed and securities loaned are also treated as financing transactions and are carried at
the amounts of cash collateral advanced and received, including accrued interest, in connection with the
transactions.



- Febmary

The Company receives collateral in the form of securities in connection with reverse repurchase
agreements and securities borrowed transactions and is permitted to sell or repledge these securities
held as collateral to secure repurchase agreements and to enter into securities lending transactions. At
December 31, 2002, the fair value of securities received as collateral where the Company is permitted to
sell or repledge the securities was approximately $4.1 billion, substantially all of which has been
repledged.

The Company’s transactions in financial instruments are primarily cleared by one clearing broker.
Substantially all of the Company’s cash and securities positions are deposited with such clearing broker
for safekeeping purposes.

Income Taxes - Income taxes are provided using the asset and liability method, under which deferred
tax assets and liabilities are determined based upon the temporary differences between the financial
statement and income tax bases of assets and liabilities, using currently enacted tax rates.

Use of Estimates - The financial statements are prepared in accordance with accounting principles
generally accepted in the United States of America, which requires management to make estimates and
assumptions regarding matters that affect the financial statements and related disclosures. Management
believes that the estimates utilized in the preparation of the financial statements are prudent and
reasonable. Actual results could differ materially from these estimates.

New Accounting Pronouncements

In November 2002, the Financial Accounting Standards Board (FASB”) issued Financial Interpretation
No. 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including Indirect
Guarantees of Indebtedness of Others (“FIN 45”), which elaborates on the disclosures to be made by a
guarantor about its obligations under certain guarantees that it issues. It also clarifies 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. The initial recognition and measurement provisions of FIN 45
apply prospectively to guarantees issued after December 31, 2002 regardless of the gnarantor’s fiscal
year-end. The disclosure requirements in FIN 45 are effective for financial statements of any period
ending after December 15, 2002. The Company believes that FIN 45 will not have a material impact on
the Company’s financial position or results of operations.

In January 2003, the FASB issued Financial Interpretation No. 46, Consolidation of Variable Interest
Entities (“FIN 46”), which provides guidance to determine when enterprises should consolidate variable
interest entities (““VIE’s”). In general, a VIE is an entity whose equity investors either do not provide
sufficient resources to enable the VIE to finance its activities without additional financial support from
other parties, or lack decision making authority, the obligation to absorb the expected losses of the
entity, or the right to receive the expected residual returns of the entity. FIN 46 requires that a VIE be
consolidated by the party, referred to as the primary beneficiary, who is subject to a majority of the
expected losses of the VIE or entitled to receive a majority of the expected residual returns of the VIE
or both. FIN 46 is effective for any VIE’s created after January 31, 2003 and applies in the first fiscal
year after June 15, 2003 to VIE’s in which an enterprise holds a variable interest that it acquired prior to

ruary -1, 2003, - The Company inicnds to adopt the provisions of IIN 46 as required in 2003 and

believes that such adoption will not have a material impact on the Company’s financial statements.



3.

FINANCIAL INSTRUMENTS OWNED

The fair value of financial instruments owned is comprised of the fdl]owing at December 31, 2002:

U.S. agencies $ 498518
Certificates of deposits 60,664
Commercial paper 2,899,355
Future contracts 39

5 3458576
INCOME TAXES

The Company files its own Federal and state income tax returns. As of December 31, 2002, the
Company had deferred tax assets, comprised of Federal and state net operating loss carryforwards and
organizational costs that were expensed for financial reporting purposes but are being amortized for five
years for income tax reporting purposes. The net operating loss carryforwards expire in 2021 and 2022.
Due to the uncertainty of the Company’s ability to realize such deferred tax assets the Company has
recognized a full valuation allowance against them as of December 31, 2002.

RELATED PARTY TRANSACTIONS

Affiliate borrowings relate to loans from Abbey National Treasury Services plc (“ANTS”) and totaled
$2,475,000, at December 31, 2002 as follows:

Secured Unsecured Interest rate Maturity date
$ - $ 500,000 1.31 January 2, 2003
975,000 - 1.31 January 2, 2003
1,000,000 - 1.37 January 27, 2003

$1,975,000 $ 500,000

Affiliate borrowings also includes an unsecured loan from ANTS of approximately $244.

At December 31, 2002, the Company had securities borrowed and securities loaned with affiliates of
$452 and $1,240,625, respectively. In addition, the Company had reverse repurchase agreements and
repurchase agreements with affiliates of $328,510 and $715,636, respectively.

The Company incurred expenses from affiliates for its occupancy, equipment rental, communications
and other overhead, and to perform certain administrative services for the Company. Eligible
employees of the Company are included in the benefit plans of certain affiliates, the cost of which is
allocated to the Company. Payables to affiliates consist of amounts due for certain of the Company’s
consummated under terms and conditions comparable with those that would have been obtained if such
transactions were incurred with unaffiliated entities.



SUBORDINATED BORROWING

The Company entered into a satisfactory subordinated loan agreement, pursuant to Appendix D of SEC
Rule 15¢3-1d, with ANTS effective January 2002. The subordinated loan agreement is for $90 million,
bears interest at LIBOR plus 60 basis points (resets semi-annually) and has a maturity date of January
13, 2004. As of December 31, 2002, the interest rate was 1.99%.

The subordinated borrowing is available in computing net capital under the SEC’s uniform net capital
rule. To the extent that such borrowing is required for the Company’s continued compliance with
minimum net capital requirements, it may not be repaid.

STOCKHOLDER’S EQUITY

On June 19, 2002, the Company affected a reverse split of its common stock, pursuant to which 1,000
shares of outstanding common stock of the Company having a par value of $.01 per share was
exchanged for 1 share of common stock having a par value of $10.00 per share. In connection with the
reverse split, the Company has reduced its authorized, issued and outstanding shares from 45,300,000 to
45,300.

RISK MANAGEMENT

The Company’s risk management policies and related procedures are integrated with those of ANTS
and other affiliates. In the normal course of business, the Company enters into reverse repurchase and
repurchase agreements as well as transactions whereby securities are borrowed from and loaned to
counterparties in an exchange for collateral. Credit risk occurs when the fair value of the underlying
securities received falls below the collateral pledged by the Company or when the fair value of the
securities delivered exceeds the collateral received by the Company.

The Company seeks to limit credit risk (as well as concentrations of credit risk) created in its business
through the use of various control policies and procedures, including limits and monitoring procedures
based in part upon the Company’s review of the financial condition and credit ratings of its
counterparties as well as through the use of master netting agreements. In addition, collateral
arrangements with counterparties provide the Company, in the event of a customer default, the right to
liquidate collateral and the right to offset counterparty’s rights and obligations. The Company also
monitors the fair value of the underlying securities as compared with the related receivable or payable
including accrued interest, and requests additional or returns excess collateral, on a daily basis, to
ensure such transactions are adequately collateralized. The Company’s agreements with third parties
specify its rights to request additional collateral.

The financial instruments which potentially subject the Company to concentrations of credit risk consist
principally of receivables and payables arising from collateralized borrow and loan transactions,
collateralized reverse repurchase and repurchase contracts, and proprietary ownership of commercial
paper. The Company’s counterpartles that engage in collateralized transactions are principally broker-

Ana]nvc onfl affilintad antits

BE-ALIAICE-SNnes:

NET CAPITAL REQUIREMENTS

The Company is a registered broker-dealer and, accordingly, is subject to the Uniform Net Capital Rule
(Rule 15¢3-1) under the Securities Exchange Act of 1934. Under Rule 15¢3-1, the Company has
elected to compute its net capital requirement in accordance with the “Alternative Net Capital
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Requirement,” which specifies that net capital shall be at least the greater of $250 or 2% of aggregate
debits, as defined. At December 31, 2002, the Company’s regulatory net capital, as defined under such
rules, was $120,848, which exceeded the minimum requirement by $120,598.

Advances to affiliates, dividend payments and other equity withdrawals are subject to certain
notification and other provisions of the net capital rules of the Securities Exchange Commission.

¥ %k ok ok ok ok
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February 21, 2003

Abbey National Securities Inc.
400 Atlantic Street
Stamford, Connecticut 06901

In planning and performing our audit of the financial statements of Abbey National Securities
Inc. (an indirect wholly-owned subsidiary of Abbey National plc)(the “Company”) for the year
ended December 31, 2002 (on which we issued our report dated February 21, 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 17a-5(g): (1) in making the periodic computations of aggregate indebtedness and net
capital under Rule 17a-3(a)(11); (2) in making the quarterly securities examinations, counts,
verifications, and comparisons, and the recordation of differences required by Rule 17a-13; (3) 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; and (4) for determining
compliance with the exemptive provisions of Rule 15¢3-3.

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.
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Abbey National Securities Inc.
February 21, 2003
Page 2

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, 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,
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