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Report of Independent Auditors

Board of Directors
Touchstone Securities, Inc.

We have audited the accompanying statement of financial condition of Touchstone Securities,
Inc., an indirect wholly owned subsidiary of Western and Southern Life Insurance Company,
as of December 31, 2003, and the related statements of operations, changes in stockholder’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 Touchstone Securities, Inc. at December 31, 2003, 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 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 of the Securities Exchange Act of 1934.
Such information has been subjected to the auditing procedures applied in our 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.
évwvt v MLLP

January 23, 2004

A Member Practice of Ernst & Young Global
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Assets
Cash

Accounts receivable

Touchstone Securities, Inc.

Statement of Financial Condition

December 31, 2003

Receivable from affiliates
Federal tax receivable from affiliate

Deferred federal tax
Deferred commissions

Prepaid and other assets

Total assets

Liabilities and stockholder's equity

Liabilities:

Payable to affiliates
Accrued expenses

Total liabilities

Stockholder's equity:
Common stock, $100 par value, 1,000 shares authorized

issued and outstanding

Paid-in capital
Accumulated deficit

Total stockholder's equity

Total liabilities and stockholder's equity

See accompanying notes.

2

$ 9,576,097
639,839
99,689
822,442
66,209
2,586,948
297,019

$ 14,088,243

$ 2,760,020
1,736,153

4,496,173

100,000
36,624,377
(27,132,307)

9,592,070

$ 14,088,243
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Touchstone Securities, Inc.

Statement of Operations

Year ended December 31, 2003

Revenue
Commissions
Distribution fees
Underwriting
Qutsourced funds revenue
Interest and dividends
Total revenue

Expenses
Commissions
Sales and distribution
Marketing, printing and promotion
Employee compensation and benefits
Shared services
Selling, general and administrative
Travel
Professional services
Occupancy
Research
Depreciation
Total expenses

Loss before provision for income taxes

Current tax benefit
Deferred tax expense

Net loss

See accompanying notes.

$ 40,854,421

4,153,574
360,160
53,476
6,627

45,428,258

42,567,260
3,982,115
1,175,027
3,305,541

761,424
428,458
737,162
103,123
154,773
146,249

3,473

53,364,605

(7,936,347)

(2,760,808)
20,365

$

(5,195,904)
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Touchstone Securities, Inc.

Statement of Changes in Stockholder's Equity

Balance - December 31, 2002
Capital contribution from parent
Net loss

Balance - December 31, 2003

See accompanying notes.

December 31, 2003

Total
Common Paid-In Accumulated Stockholder's
Stock Capital Deficit Equity

$ 100,000 $28,664,377 $(21,936,403) $ 6,827,974
- 7,960,000 - 7,960,000

. - (5,195,904)  (5,195,904)

$ 100,000 $36,624,377 -$(27,132,307) $ 9,592,070




Touchstone Securities, Inc.

Statement of Cash Flows

Year ended December 31, 2003

Cash flows used in operating activities
Net loss
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation
Change in operating assets and liabilities
Accounts receivable
Receivable from affiliates
Federal taxes receivable from affiliates
Deferred federal taxes
Deferred commissions
Prepaid and other expenses
Accounts payable
Payable to affiliates
‘Accrued expenses
Net cash used in operating activities

Cash flows from financing activities
Capital contribution from parent

Net cash provided by financing activities
Increase in cash and cash equivalents

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

See accompanying notes.

$(5,195,904)
3,473

(443,140)
(69,661)
(101,397)
20,365
(935,048)
62,915
(1,155)
516,077
825,181

(5,318,294)

7,960,000

7,960,000

2,641,706

6,934,391

$ 9,576,097
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Touchstone Securities, Inc.

Notes to Financial Statements

December 31, 2003

1. Organization and Nature of Business

Touchstone Securities, Inc. (the Company) is a wholly owned subsidiary of Westemn-Southern Life
Assurance Company (WSLAC), a wholly owned subsidiary of The Western and Southern Life
Insurance Company (WSLIC). The Company is registered as a broker-dealer in securities under
the Securities Exchange Act of 1934 and is authorized to hold both trading and investment
securities. The Company distributes the Touchstone Family of Mutual Funds (the “Touchstone
Funds”) and fixed and variable annuities of its affiliates through affiliated sales representatives.
The Company generates 100% of its revenue from transactions with affiliates.

2. Significant Accounting Policies
Cash Equivalents

Cash equivalents consist of short-term highly liquid investments with original maturities of three
months or less.

Revenue Recognition
Commission income and related expense pertaining to fixed and variable annuity and mutual
fund transactions are recorded upon the execution of the contracts for annuity transactions

and the trade date for mutual fund transactions.

Sales distribution fees are recognized as earned based on an expense reimbursement
agreement between the Company and an affiliate.

Deferred Commissions

Deferred Commissions are recorded upon the trade date of share sales and amortized over the
period they are subject to a contingent deferred sales charge (CDSC),



Touchstone Securities, Inc.

Notes to Financial Statements (continued)

2. Significant Accounting Policies (continued)
Income Taxes

The Company is included in the consolidated federal income tax return with WSLIC. Statement of
Financial Accounting Standards (SFAS) No. 109, Accounting for Income Taxes, requires a
systematic and rational allocation of tax expense to members of the consolidated group.
Accordingly, the Company records a provision for income tax expense under the separate return
method as permitted under SFAS No. 109. The benefit from losses of the Company shall be
available to offset the Company’s future taxable income within the period of limitations, in
accordance with the Company’s tax sharing agreement. Differences between the effective tax rate
and the federal income tax rate are due to adjustments for meals and entertainment. The Company
received $2,659,411 for income tax reimbursement in the current year. The amount of taxes
currently receivable from WSLIC as of December 31, 2003 was $822,442.

Use of 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
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the
date of the financial statements and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates.

3. Related Party Transactions

The Company shares common facilities, equipment, personnel and administrative services with
affiliated entities. The Company reimburses such entities for the use of facilities, equipment,
personnel and services based generally on office space utilized, direct payroll costs incurred and
out-of-pocket expenses. The Company incurred charges of $761,424 from affiliates for the use of
facilities and services for the year ended December 31, 2003.

WSLAC has committed to fund operations of the Company to the extent necessary for the
Company to continue as a going concern.

The Company serves as a distributor for annuity contracts sold by WSLAC and Integrity. During
2003, the Company recorded commission income of $1,001,773 and $39,398,670 of commissions
received from WSLAC’s and Integrity’s annuity sales, respectively.
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Touchstone Securities, Inc.

Notes to Financial Statements (continued)

3. Related Party Transactions (continued)

The Company receives sales distribution income (12b-1 fees) from the Touchstone Funds as
compensation for sales distribution efforts of the Company. Such fees amounted to $4,153,574 for
the year ended December 31, 2003.

The Company pays sales distribution fees (12b-1 fees) to Integrity, and a related broker dealer.
Such fees amounted to $58,947 for the year ended December 31, 2003.

The Company participates in a management service arrangement with affiliates whereby it pays the
excess of commissions income over commissions expense to an affiliate, for certain transactions.
During 2003, the Company incurred $3,630,042 in expense under this arrangement, which is
recorded as commission expense.

4. Pension Plans

The Company is covered under the Western-Southern Affiliated Company Employee
Retirement 401(k) Savings Plan (the Savings Plan) which 1s a contributory plan covering all
eligible full-time employees. The Savings Plan is subject to the provisions of the Employee
Retirement Income Security Act of 1974 (ERISA). Contributions by the Company have amounted
to $13,772 for the year ended December 31, 2003.

Additionally, the Company is covered under the Western-Southern Affiliated Companies
Retirement Plan (the Retirement Plan) which is a defined contribution plan, established on
January 1, 1992, to provide eligible participants with additional income after retirement. Eligible
participants include employees of the Company, who are over twenty-one years of age and have
more than 1,000 hours of service during a twelve-month period. Under the Retirement Plan, each
participant is provided with an allocation of the Company’s contribution that is determined by
resolution of the Board of Directors. The Retirement Plan is subject to provisions of ERISA.
Contributions by the Company have amounted to $76,812 for the year ended December 31, 2003.
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Touchstone Securities, Inc.

Notes to Financial Statements (continued)

5. Deferred Commissions

In August 2001, the FASB issued SFAS 144, “Accounting for the Impairment of Long-Lived
Assets”, which addresses financial accounting and reporting for the impairment or disposal of long-
lived assets and supercedes SFAS 121, “Accounting for the Impairment of Long-Lived Assets and
for Long-Lived Assets to be Disposed Of” During 2003, the Company performed an impairment
analysis of their deferred commussion. As a result of this impairment analysis the Company
recorded an impairment on their B-share deferred commission asset in the amount of $94,282.

6. Regulatory Requirement

The Company is subject to the Uniform Net Capital Rule, Rule 15¢3-1 (the “Rule”), promulgated
by the Securities and Exchange Commission, which requires that the Company maintain a
minimum net capital of $5,000 and a ratio of aggregate indebtedness to net capital not to exceed 15
to 1, as those terms are defined by the Rule.

At December 31, 2003, the Company’s net capital, as defined, was $5,417,424, which was
$5,068,686 in excess of the minimum net requirement, and its ratio of aggregate indebtedness to
net capital was 0.97 to 1.

7. Exemption from Rule 15¢3-3
The Company carries no customer accounts and promptly transmits all customer funds and

securities to its clearing brokers. Accordingly, the Company is exempt from the provisions of Rule
153-3 of the Securities and Exchange Commission
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Touchstone Securities, Inc.

Schedule I - Computation of Net Capital

Pursuant to Rule 15¢3-1 of the Securities Exchange Commission

December 31, 2003

Computation of net capital

1

NN D WN

Stockholder's Equity
Less non-allowable assets:

Accounts receivables
Prepaid assets
Equipment
Haircuts on securities held
Excess Fidelity Bond Deduction

Net Captial

Computation of aggregate indebtedness

8
9
10

11

Total aggregate indebtedness liabilities from balance sheet
Add control disbursement credit balance
Deduct adjustment based on Special Reserve
Accounts (15¢3-1) (c) (1) (VID)
Total aggregate indebtedness

Computation of basic net capital requiremnet

12
13
14
15
16

Minimum net capital required (6 2/3% of line 11)
Minimum net capital required of reporting broker

Net capital requirement (greater of line 12 or 13)
Excess net capital (line 7 less line 14)

Excess net capital at 1000% (line 7 less 10% of line 11)

Computation of aggregate indebtedness to net capital

17

Percentage of aggregate indebtedness to net capital (line 11/line 7)

$ 9,592,070

(1,126,070)
(2,883,426)
29
(165,126)

$ 5,417,424

$ 4,496,173
734,903

$ 5,231,076

$ 348,738
$ 5,000
$ 348,738
$ 5,068,686
$ 4,894,316

97%

There were no material differences between the audited Computation of Net Capital
included in this report and the corresponding schedule included in the Company’s
unaudited December 31, 2003 FOCUS filing.
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Exhibit A
Touchstone Securities, Inc.

Report on Internal Controls Required by the Securities Exchange Act Rule 17a-5 for a Broker-
Dealer Claiming an Exemption from the Securities Exchange Act Rule 15¢3-3

Report of Independent Auditors

Board of Directors
Touchstone Securities, Inc.

In planning and performing our audit of the financial statements and supplemental schedule of
Touchstone Securities, Inc. (the “Company”), for the year ended December 31, 2003, 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 criteria stated in rule 17a-5(g) in
making the periodic computations of aggregate indebtedness (or 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 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 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

11

A Member Practice of Ernst & Young Global



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.

Because of inherent limitations in any 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 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, 2003, to meet the SEC’s criteria.

This report is intended solely for the information and use of the Board of Directors, management,
the SEC 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.

émt v MLLP

January 23, 2004
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