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Report of Independent Auditors

To the Board of Directors and Stockholders
ProEquities, Inc. '

In our opinion, the accompanying statement of financial condition and the related statements of operations,
stockholder's equity, and cash flows present fairly, in all material respects, the financial position of
ProEquities, Inc. (the “Company™) 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 of America. 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 of these statements in accordance with auditing standards generally accepted in the United States of
America, which 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, asse§sing the accounting
principles used and significant estimates made by management, and evaluating the overall financial
staternent presentation. We believe that our audit provides a reasonable basis for our opinion.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as a
whole. The information contained in Schedules I and II 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 under the Securities Exchange Act of 1934. 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.
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February 23, 2004
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ProEquities, inc.
Statement of Financiai Condition
December 31, 2003

Assets

Cash and cash equivalents

Restricted cash

Investments, at market value
Receivables from brokers and dealers
Other receivables, net

Prepaid expenses and other assets

Liabilities and Stockholder's Equity
Commissions payable

Payables to brokers and dealers

Due to parent and affiliates

Deferred compensation obligation
Accounts payable and accrued expenses

Stockholder's equity

Common stock, $1 par value; 250,000 shares
authorized, 114,408 issued and outstanding

Additional paid-in capital
Accumulated deficit

$ 3,249,624
400,000
4,408,806
4,479,754
1,048,410
194,629

$13,781,223

§ 2,689,433
83,526
450,280
4,408,806
1,852,657

9,484,702

114,408
10,466,157

(6,284,044)
4,296,521

$13,781,223

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

2




ProEquities, Inc.
Notes to Financial Statements
For the Year Ended December 31, 2003

1. General

ProEquities, Inc. (the “Company™) is a broker-dealer incorporated under the laws of the state of
Alabama. The Company is registered with the Securities and Exchange Commission (the “SEC”)
and is a member of the National Association of Securities Dealers, Inc (the “NASD”). The
Company is a wholly owned subsidiary of Protective Life Corporation (“PLC”). PLC provides

operating capital to the Company, as needed, to provide supplemental funding for the operations
and activities of the Company.

2. Significant Accounting Policies

Accounting for Securities Transactions

The Company clears all securities transactions through Pershing, LLC (“Pershing”). Under the
clearing arrangement, Pershing confirms securities trades, processes securities movements and
records transactions for customers in its accounts, for which it receives a portion of commission

revenues. The Company’s commission revenues and related expenses are recorded on a trade date
basis.

Cash Equivalents

The Company considers all highly liquid debt instruments purchased with an original maturity of
three months or less to be cash equivalents.

Commissions
Commission income and commission expenses are recorded on a trade date basis for trades

executed through the Company. Trail fees, 12b-1 fees and marketing allowances received from
mutual funds are recognized as revenue when earned.

Use of Estimates

The preparation of financial statements 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 Labilities and disclosures of contingent
assets and liabilities at the date of the financial statements, and the reported amounts of revenue
and expenses during the reporting period. Actual results could differ from these estimates.

Investments
The Company has classified its investments, all of which are associated with its deferred
compensation plans, as trading securities. Trading securities are reported at current market value,

with the resulting unrealized gains and losses recognized in earnings. Gains and losses on the sale
of securities are computed using the specific identification method.

Other Receivables, Net

Other receivables are comprised primarily of advances to the Company’s representatives and
reimbursable expenses paid by the Company on their representatives’ behalf. The Company has
recorded an allowance of $319,167 against these receivables at December 31, 2003.

Income Taxes

The results of operations of the Company are included in the consolidated federal income tax

returns of PLC. The Company utilizes the asset and liability method in accordance with SFAS
No. 109, Accounting for Income Taxes.




ProEquities, Inc.
Notes to Financial Statements
For the Year Ended December 31, 2003

Concentration of Credit Risk

The Company maintains depository accounts with certain financial institutions. Although these
account balances exceed federally insured depository limits, the Company has evaluated the
credit worthiness of these applicable financial institutions, and determined the risk of material
financial loss due to exposure from credit risk to be minimal.

3. Related Parties

The Company occupies office space under a monthly rental arrangement in the office building of
an affiliate, Protective Life Insurance Company, for which rent of $337,708 was paid in 2003. In
addition, PLC provides managerial and administrative services on a shared cost basis to its
affiliates, including the Company. The Company's portion of these expenses amounted to
$670,627 in 2003. The related payable is settled monthly in the normal course of operating
activities of the Company.

The Company recorded commission revenue in 2003 from the following subsidiaries of PLC:

Investment Distributors, Inc. $ 1,864,081
Protective Life Insurance Company : h) 18,553

All employees of the Company participate in the PLC defined benefit pension plan. The plan is
not separable by affiliates participating in the plan. The benefits are based on years of service and
the employee's highest thirty-six consecutive months of compensation. PLC's funding policy is to
contribute amounts to the plan sufficient to meet the minimum funding requirements of the
Employee Retirement Income Security Act (ERISA) plus such additional amounts as PLC may
determine appropriate from time to time. Contributions are intended to provide not only for
benefits attributable to service to date but also for those benefits expected to be earned in the
future.

The employees of the Company also participate in PLC's qualified, defined contribution
employee benefit plan under Internal Revenue Code Section 401(k). PLC has formed an
Employee Stock Ownership Plan to match employee contributions to the 401(k) plan. In addition,
PLC provides limited health care benefits to eligible retired employees of the Company until age
65. PLC also provides certain medical and other benefits to active employees of the Company.

Charges related to these employee benefits provided by PLC of approximately $485,000 and have
been included in salaries and wages in the statement of operations in the year ended 2003.

4, Income Taxes

“Under a tax allocation agreement, PLC allocates current and deferred taxes by applying SFAS
109 to each member of the group as if it were a separate taxpayer. As of December 31, 2003, the
Company had generated approximately $2.4 million in federal net operating losses (“NOL”) and

approximately $7.2 million in state net operating losses which expire in varying amounts between
the years 2004 and 2021.
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“ProEquities, Inc.
Notes to Financial Statements
For the Year Ended December 31, 2003

The provision for income tax expense (benefit) is as.follows:

Provision for income tax expense (benefit)

Current g -
Deferred 371,215
Valuation allowance (371,215)
g .

The provision for income taxes is different from the amount computed by applying the federal

income tax statutory rate primarily due to state income taxes, certain nondeductible expenses, and
the application of the valuation allowance.

The following table shows the significant components of the deferred income tax asset and the
valuation allowance as of December 31, 2003.

Deferred income tax asset

Deferred compensation expense $ 1,359,794
Federal NOL 808,737
State NOL 307,840
Allowance for doubtful accounts 163,099
‘ 2,639,470
Valuation allowance (2,639,470)
Deferred tax asset $ -

Due to the uncertainty of the realization of certain tax carryforwards and assets by the Company
in accordance with its tax sharing agreement, the Company has established a valuation allowance

against these balances. The valuation allowance will be reduced in future years as the Company
utilizes the deferred benefits.

Liabilities Subordinated to Claims of General Creditors

The Company has no borrowings under subordination agreements at December 31, 2003.

Receivables from Brokers and Dealers

The receivables from brokers and dealers balance represents commissions and other fees to be
collected from the clearing broker, mutual fund companies, variable annuity and variable life

companies. Additionally, this balance represents cash required to be held on deposit at Pershing
of $100,000,

Regulatory Requirements

The Company is subject to the SEC’s Uniform Net Capital Rule 15¢3-1, which requires the
maintenance of minimum net capital and requires that the ratio of aggregate indebtedness to net
capital, both as defined, shall not exceed 15 to 1. At December 31, 2003, the Company had
computed net capital of $1,915,089, which was $1,576,696 in excess of its required minimum net

capital of $338,393. The Company's aggregate indebtedness to net capital ratio at December 31,
2003 was 2.65to 1.
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* ProEquities, inc.
Notes to Financial Statements
For the Year Ended December 31, 2003

10.

The Company is exempt from the provisions of SEC Rule 15¢3-3 under paragraph (k)(2)(1).

All customer transactions are cleared on a fully disclosed basis through a clearing broker which
files financial statements with'the SEC pursuant to Rule 17a-5.

Deferred Compensation Plans

The Company has established deferred compensation plans for the benefit of its registered
representatives. Deferred compensation is used to purchase mutual funds, life insurance policies,
and annuity products, as directed by the participants. In addition, the Company may provide
matching contributions for participants who meet certain production targets. Matching
contributions of approximately $33,000 were paid by the Company during 2003.

A trust was established to aid the Company in meeting its obligations under the plans. Mutual
funds and life insurance policies held by the trust are reported as assets of the Company in the
accompanying statements of financial condition. Mutual funds are reported at current market
value. Life insurance policies held by the trust are reported at their cash surrender value. The
Company records a deferred compensation obligation equal to the total reported value of the trust
assets. Changes in the deferred compensation obligation are recorded as adjustments to
comnissions expense.

Investments

The change in net unrealized holding gains and losses on trading securities was $734,622 in 2003.
Net realized gains on trading securities was $18,028 in 2003. Unrealized gains and losses and
realized gains and losses are included in investment gain (loss) in the accompanying statements of

operations. Investments at December 31, 2003 are comprised of mutual funds associated with the
Company’s deferred compensation plan.

Commitments and Contingencies

A number of civil jury or arbitration verdicts have been returned against companies in the
jurisdictions in which the Company does business involving sales practices of representatives,
alleged misconduct, and other matters. Increasingly, these lawsuits have resulted in the awarding
of substantial judgments against these companies that are disproportionate to the actual damages,
including material amounts of punitive damages. In some states, juries or arbitrators have
substantial discretion in awarding punitive damages which creates the potential for unpredictable
material adverse judgments in any given punitive damage suit. The Company, like other brokers
and dealers, in the ordinary course of business, is from time to time involved in such matters.
Although the outcome of any such matters cannot be predicted with certainty, the Company
believes that at the present time there are no pending or threatened matters that are reasonably

likely to have a material adverse effect on the financial position, results of operations, or liquidity
of the Company.

In the normal course of business, the Company’s customer activities involve the execution and
settlement of various customer securities. The Company uses a clearing broker-dealer to execute
all customer transactions. Such transactions may expose the Company and the clearing broker-
dealer to significant off-balance sheet risk in the event margin requirements are not sufficient to
fully cover losses which customers may incur. In the event that customers fail to satisfy their
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ProEquities, Inc.
Notes to Financial Statements
For the Year Ended December 31, 2003

obligations, the Company may be required to purchase or sell financial instruments at prevailing
market prices in order to fulfill the customers’ obligations.

In late 2002, the National Association of Securities Dealers, Inc. (“NASD”) discovered several
member firms had failed to deliver breakpoint discounts to investors purchasing Class A shares of
front-end load mutual funds. After further examination, the NASD directed certain member firms,
including the Company, to conduct a self assessment of their record of delivery of breakpoint
discounts to customers. An analysis of the data obtained as a result of the self-assessment

indicated that most of these member firms had not always delivered the appropriate breakpoint
discounts.

In November 2003, the Company, along with several hundred other firms, received a Letter of
Caution for Failure to Deliver Breakpoint Discounts from the NASD. The Company has
responded to all mandates as set forth in the letter and is in the process of completing a trade-by-
trade review of Class A share mutual fund purchases as required by the NASD. Based on the self
assessment, the Company has estimated a liability for potential refunds of approximately
$400,000, which is included in accounts payable and accrued expenses on the statement of
financial condition. In addition, the Company has segregated $400,000 in a restricted cash
account for these potential refunds, as required by the NASD.
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