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OATH OR AFFIRMATION

I, KIMBERLEY.E.. WOODING- , swear (or affirm) that, to the best of

my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of
AFBA FIVE STAR SECURITIES COMPANY , as

of _DECEMBER 31 , 2004 , 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:
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Notary Public

This report ** 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.

[0 () Statement of Changes in Liabilities Subordinated to Claims of Creditors.

B (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.

(j) 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.

(1) An Oath or Affirmation.

(m} A copy of the SIPC Supplemental Report.

(n) Areport describing any material inadequacies found to exist or found to have existed since the date of the previous audit.
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**For conditions of confidential treatment of certain portions of this filing, see section 240.17a-5(e)(3).
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PricewaterhouseCoopers LLP
PricewaterhouseCoopers Center
300 Madison Avenue

New York NY 10017

Telephone (646) 471 3000

Report of Independent Auditors Facsimile (813) 286 6000

To the Board of Directors and Shareholder of
AFBA Five Star Securities Company:

In our opinion, the accompanying balance sheets and the related statements of income,
shareholder’s equity and cash flows present fairly, in all material respects, the financial
position of AFBA 5 Star Securities Company at December 31, 2004, 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 audits. We conducted our audits of these statements 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 statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by
management, and evaluating the overall financial statement presentation. We believe that our
audits provide 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, II and III as of
December 31, 2004 is presented by management for purposes of additional analysis and is not
a required part of the basic financial statements, but is supplementary information required by
Securities and Exchange Commission under Rule 17a-5 of the Securities 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.

W Ler

PricewaterhouseCoopers LLP

February 24, 2005



AFBA FIVE STAR SECURITIES COMPANY

(a wholly-owned subsidiary of AFBA 5 Star Investment Management Co.)

STATEMENT OF FINANCIAL CONDITION
AS OF DECEMBER 31, 2004

ASSETS

Cash and cash equivalents

Distribution fees receivable

Net service fee receivable from affiliate
Advanced commissions

Prepaid expenses

Total assets

LIABILITIES AND SHAREHOLDER’S EQUITY

Liabilities:
General expenses due and accrued
Total liabilities

Shareholder’s equity:

Common stock, $1 par value; 25,000 shares authorized;

5,000 shares issued and outstanding
Additional paid-in capital
Retained earnings

Total shareholder’s equity

Total liabilities and shareholder’s equity
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The accompanying notes are an integral part of these financial statements.
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AFBA FIVE STAR SECURITIES COMPANY
(a wholly owned subsidiary of AFBA 5 Star Investment Management Co.)
- STATEMENT OF INCOME
FOR THE YEAR ENDED DECEMBER 31, 2004

Service fees : o $ 161,399
Distribution fees 144,895
Contingent deferred sales charge revenue 84,759
Net investment income 66

Total revenues 391,119
Employee compensation and benefits 74,161
Regulatory fees and expenses 24,249
Comumission expense 265,257
Other expenses _ 27,452

Income before Federal income tax expense

Total expenses 391,119
Provision for Federal income tax expense -

Net income $

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



AFBA FIVE STAR SECURITIES COMPANY
(a wholly-owned subsidiary of AFBA 5 Star Investment Management Co.)
STATEMENT OF CHANGES IN SHAREHOLDER’S EQUITY
FOR THE YEAR ENDED DECEMBER 31, 2004

Additional Total
Common : Paid-in Retained Shareholder’s
Stock Capital Earnings Equity
Balance at December 31, 2003 $ 5,000 $ 195,000 $ - § 200,000
Contributions - 250,000 - 250,000
Net income - - - -
Balance at December 31, 2004 $5.000 $ 445,000 $ - $ 450,000

The accompanying notes are an integral part of these financial statements.
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AFBA FIVE STAR SECURITIES COMPANY
- (a wholly-owned subsidiary of AFBA 5 Star Investment Management Co.)
STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED DECEMBER 31, 2004

Cash flows from operating activities
Net income : & -
Adjustments to reconcile net income to net cash
used in operating activities:

Amortization of advanced commissions 155,3 05
Increase in prepaid expenses (81)
Increase in distribution fees receivable (23,848)
Advance commission payments (294,634)
Increase in service fees receivable (24,647)
Increase in general expenses due and accrued 5,392
Net cash used in operations (182,513)
Cash flows from financing activities
Capital contribution from parent 250,000
Net cash used in financing 250,000
Net increase in cash and cash equivalents 67,487
Cash and cash equivalents, beginning of year 23,117
Cash and cash equivalents, end of year §_90,604

The accompanying notes are an integral part of these financial statements.
7



AFBA FIVE STAR SECURITIES COMPANY
(a wholly-owned subsidiary of AFBA 5 Star Investment Management Co.)
- NOTES TO THE FINANCIAL STATEMENTS
FOR THE YEAR ENDED DECEMBER 31, 2004

NOTE 1 - ORGANIZATION AND NATURE OF -BUSINESS

AFBA Five Star Securities Company (the Company) is a limited broker-dealer registered with
the Securities and Exchange Commission (SEC) and is a member of the National Association of
Securities Dealers (NASD). The Company was organized as a Virginia Corporation on July 19,
1999, and is a wholly-owned subsidiary of AFBA 5 Star Investment Management Co. (IMCO)
and ultimately a wholly-owned subsidiary of Armed Forces Benefit Association (AFBA).

The Company was established to be a distribution source for IMCO for the marketing of the
AFBA 5Star Funds (the Funds) and is not engaged in any other lines of business. The Company
is licensed in forty-seven jurisdictions. Because the Company does not carry or hold securities
accounts for customers or perform custodial functions relating to customer securities, the
Company is exempt from SEC rule 15¢3-3.

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES

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

The significant accounting policies followed by the Company are summarized below:

Cash equivalents - Cash equivalents consist of short-term investments with original maturities of
90 days or less.

Prepaid Assets — Prepaid assets consists of insurance and license fees capitalized and amortized
over a one-year period.

Service fees - The Company has entered into a contract with IMCO whereby it receives an annual
service fee equal to the total operating costs incurred by the Company for the related period, net
of any investment earnings received and distribution fees and sales charge revenue earned.



Commissions - The Company has entered into an agreement with PFPC Distributors, Inc., the
primary distributor of the Funds, whereby the Company, on behalf of the Funds, will advance all
sales commissions of the B and C share classes of the Funds, as well as pay the sales commission
on sales of the A share class that reach a qualified level at which there is no upfront sales charge.

- Commission advances are capitalized and amortized over the expected contingent deferred sales

charge period of seven years for B shares and one year for C shares, whereas the A share
commissions are expensed as incurred. Contingent deferred sales charges received from
shareholders of the B and C share classes of the Funds upon redemption of their shares are
recorded as reductions in unamortized advanced commissions when received. Sales charges for
A shares are recognized as revenue when received. In return for advancing the sales
commissions, the Company receives the 12b-1 distribution fees in the amount of 0.75% per
annum of the respective net assets on which a sales commission was advanced.

The gross carrying amount of B and C share advanced commissions, accumulated amortization
and cumulative CDSC received were $517,162, $231,704, and $26,298 at December 31, 2004,
respectively. Amortization expense was $155,305 for the year ended December 31, 2004. The
estimated amortization expense, based on the December 31, 2004 net balance of $490,864 for
each of the next five years is $125,196, $27,015, $27,015, $27,015 and $25,299. The Company °
tests the recoverability of the advance commission asset annually, or when events and changes in
circumstances occur that could significantly increase the risk of non-recovery by comparison to
estimated undiscounted future cash flows to be realized from this asset.. At December 31, 2004,
advanced commissions are considered fully recoverable. The gross amount of A share
commissions expensed and cumulative CDSC received were $109,952 and $84,759, respectively.

Income taxes - The Company is included in the consolidated Federal income tax return filed by 5
Star Financial LLC (Financial), IMCO’s parent. Federal income taxes are calculated as if the
companies filed on a separate return basis, and the amount of current tax or benefit calculated is
either remitted to or received from Financial. The amount of current and deferred taxes payable
or refundable is recognized as of the date of the financial statements, utilizing currently enacted
tax laws and rates. Deferred tax expenses or benefits are recognized in the financial statements
for the changes in deferred tax liabilities or assets between years.

NOTE 3 - RELATED PARTIES

In addition to the service fees paid to the Company by IMCO, the Company is engaged in a
variety of other transactions with affiliated companies relating to the marketing of the Funds and
general operations of the Company. Certain costs incurred by the affiliates are passed on to the
Company directly. Because of the affiliated relationships, the financial statements may not be
indicative of the financial condition or results of operations if the Company were a standalone
entity. A formal allocation agreement exists for the allocation of salaries and other personnel
costs. Total costs incurred under the agreement were $74,161 in 2004.



The Company had outstanding payables of §12,744 to IMCO for salaries and general operating
expenses at December 31, 2004. The Company had outstanding related party recelvables of
$66,456 from IMCO at December 31, 2004.

The Company leases 152 square feet of office space from Financial. Total rent expense paid in
2004 was $5,374. Total future minimum lease payments under existing 1eases as of December

31, 2004 are as follows:

For the vear ending: -

2005 $4,437
2006 4,570
2007 4,707
2008 4,848
2009 3,718

Total 22280

NOTE 4 - FAIR VALUES OF FINANCIAL INSTRUMENTS

The following methods and assumptions were used to estimate the fair value of each class of
financial instruments:

Cash and cash equivalents and distribution fees receivable - The carrying amount approximates
fair value because of their short maturities.

NOTE 5 - NET CAPITAL REQUIREMENTS

The Company is subject to the SEC Uniform Net Capital Rule (SEC 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, 2004, the Company had
net capital of $69,142, which was $64,142 in excess of its required net capital of $5,000. The
Company’s net capital ratio was 0.31 to 1.
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Schedule I
AFBA FIVE STAR SECURITIES COMPANY
(a wholly-owned subsidiary of AFBA 5 Star Investment Management Co.)
COMPUTATION OF NET CAPITAL UNDER RULE 15¢3-1 OF THE
SECURITIES AND EXCHANGE COMMISSION
AS OF DECEMBER 31, 2004

Net capital
Total shareholder’s equity $ 450,000
Add:
Subordinated borrowing allowable in
computation of net capital -

Total capital and allowable subordinated borrowings 450,000
Deductions for non-allowable assets:
Fixed assets, net -
Distribution fees receivable (103,934)

Advanced commissions (259,160)
‘Prepaid expenses (17.764)
(380,858)

Tentative net capital 69,142

Haircuts on securities

Net capital $ 69,142
Aggregate indebtedness $ 21,462
Computation of basic net capital requirement:

Minimum net capital required §_5.000

Excess net capital $ 64,142

Excess net capital at 1000% $ 66.996

Ratio: Aggregate indebtedness to net capital 031to1l

There are no material differences between the above computation of net capital and that
included in the Company’s unaudited December 31, 2004 FOCUS IIA Report.
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Schedule 1I
AFBA FIVE STAR SECURITIES COMPANY
(a wholly-owned subsidiary of AFBA 5 Star Investment Management Co.)
COMPUTATION FOR DETERMINATION OF RESERVE REQUIREMENTS UNDER
RULE 15¢3-3 OF THE SECURITIES AND EXCHANGE COMMISSION
AS OF DECEMBER 31, 2004

The Company is exempt from the provisions of Rule 15¢3-3 of the Securities and
Exchange Commission Act of 1934 in accordance with Sections K(1) and K(2).
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Schedule 111
AFBA FIVE STAR SECURITIES COMPANY
(a wholly-owned subsidiary of AFBA 5 Star Investment Management Co.)
INFORMATION RELATING TO POSSESSION OR CONTROL REQUIREMENTS
UNDER RULE 15¢3-3 OF THE SECURITIES AND EXCHANGE COMMISSION
AS OF DECEMBER 31, 2004

The Company is exempt from the provisions of Rule 15¢3-3 of the Securities and
Exchange Commission Act of 1934 in accordance with Sections K(1) and K(2).

13



PRICEVATERHOUSE( QOPERS

PricewaterhouseCoopers LLP
PricewaterhouseCoopers Center
300 Madison Avenue

New York NY 10017

Telephone (646) 471 3000

To Board of Directors and Shareholder of Facsimile (813) 286 6000
AFBA Five Star Securities Company:

In planning and performing our audit of the financial statements and supplemental schedules
of AFBA Five Star Securities Company (the “Company”) for the year ended December 31,
2004, 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 the internal control.

Also, as required by Rule 17a-5(g)(1) of the Securities and Exchange Commission (the
“SEC”), we have made a study of the practices and procedures followed by the Company,
including tests of compliance with such practices and procedures, that we considered relevant
to the objectives stated in Rule 17a-5(g), in the following:

1. Making the periodic computations of aggregate indebtedness and net capital under Rule
17a-3(a)(11); and
2. 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 the quarterly securities examinations, counts, verifications, and comparisons, and
the recordation of differences required by Rule 17a-13;

2. 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;
and

3. Obtaining and maintaining physical possession or control of all fully paid and excess
margin securities of customers as required by 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 control 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 generally accepted accounting principles. Rule
17a-5(g) lists additional objectives of the practices and procedures listed in the preceding
paragraph.
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Because of inherent limitations in internal control or the practices and procedures referred to
above, errors or fraud may occur and not be detected. Also, projection of any evaluation of
internal control to future periods is subject to the risk that controls 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 one or more 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 procedures 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, 2004 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 and should not be
used by anyone other than these specified parties.

%amuﬁ%&w LLP

PricewaterhouseCoopers LLP

February 24, 2005




