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AFFIRMATION

1, Brian Peters, swear (or affirm) that, to the best of my knowledge and belief, the accompanying
consolidated financial statements and supplemental schedules pertaining to RBC Dain Rauscher Inc. and
subsidianes for the year ended October 31, 2004, are true and correct. I further swear (or affirm) that. to the
best of my knowledge and belief, neither the Company nor any officer or director has any proprietary
interest in any account classified solely as that of a customer.

President and Chief Executive Officer

Subscribed to before me this day of January 1Y , 2005

bieat, Fruar Seeste

Notary Pubfic

; Cnsty Louise Siede
% OTARY PUBLIC MINNESOTA
‘411 oz’ 312007
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INDEPENDENT AUDITORS’ REPORT

Board of Directors and Shareholder
RBC Dain Rauscher Inc.
Minneapolis, Minnesota

We have audited the accompanying consolidated statement of financial condition of RBC Dain Rauscher
Inc. and subsidiaries (the “Company”) as of October 31, 2004 that you are filing pursuant to Rule 17a-5
under the Securities Exchange Act of 1934 and Regulation [.16 under the Commodity Exchange Act.
This financial statement is the responsibility of the Company’s management. Our responsibility is to
express an opinion on this consolidated statement of financial condition 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 consolidated statement of financial condition presents fairly, in all matenal respects,
the financial position of RBC Dain Rauscher Inc. and subsidiaries at October 31, 2004, in conformity
with accounting principles generally accepted in the United States of America.

Our audit was conducted for the purpose of forming an opinion on the basic consolidated statement of
financial condition taken as a whole. The supplemental schedules on pages 17, 18, and 19 are presented
for purposes of additional analysis and are not a required part of the basic consolidated statement of
financial condition, but arc supplementary information required by Rule 17a-5 under the Sccuritics
Exchange Act of 1934 and the regulations under the Commodity Exchange Act. These schedules are the
responsibility of the Company’s management. Such schedules have been subjected to the auditing
procedures applied in our audit of the basic consolidated statement of financial condition and, in our
opinion, are fairly stated in all material respects when considered in relation to the basic consolidated
statement of financial condition taken as a whole.

Oulpilly e Toveke s

January 14, 2005

Member of
Deloitte Touche Tohmatsu
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RBC DAIN RAUSCHER, INC.

CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
OCTOBER 31, 2004
(In thousands, except share and per share information)

ASSETS

Cash and cash equivalents (Note 2)

Receivable from customers (Note 2)

Receivable from brokers, dealers, and clearing organizations (Note 3)
Receivable from Parent and affiliates—net (Note 13)
Securities borrowed (Notes 2 and 3)

Securities purchased under agreements to resell (Note 2)
Trading securities owned—at market value (Notes 2 and 4)
Equipmient and feaschold improvements—iuncet {Notes 2 and 3)
Other receivables (Note 2)

Income taxcs reccivable (Notes 2 and 17)

Deferred income taxes (Notes 2 and 17)

Goodwill (Note 2)

Other assets (Note 6)

Total assets

LIABILITIES AND SHAREHOLDER’S EQUITY

Short-term borrowings (Note 7)

Short-term borrowings from affiliate (Note 7)

Drafis pavable

Pavable to customers (Note 2)

Payble to brokers, dealers. and clearing organizations (Note 3)
Securitics loaned (Notes 2 and 3)

Securities sold under repurchase agreements (Note 2)

Trading securities sold, but not yet purchased—at market value (Notes 2 and 4)
Accrued compensation

Long-term borrowings from aftiliate (Note 8)

Other accrued expenses

Liabilities subordinated to claims of general creditors (Note 9)
Total liabilities

Shareholder's equity:

Common stock ($.125 par value, 100,000 share authorized. issued and outstanding)

Additional paid-in capital
Accumulated other comprehensive income
Retained eamnings

Total liabilities and shareholders' equity

The accompanying notes are an integrai part of this consolidated statement of financial condition.

$ 51.487
1.475.694
265.101
925
987,689
451.150
1,518,161
19.067
190,479
1,079
16.364
118.380
138.173

$ 286.000
200,000
137.949
835.247
§7.141
1.094.938
451.639
736,202
348,853
100.000
106.614

4.384.583

240.000

4.624.583
13
479417

798
128.938

609.166

$5.233.749




RBC DAIN RAUSCHER INC.

NOTES TO CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
OCTOBER 31, 2004

1.  OWNERSHIP AND NATURE OF BUSINESS

RBC Dain Rauscher Inc. and Subsidiaries (the “Company”) is a registered broker-dealer in
securities and an introducing futures commission merchant. The Company is a member firm of the
New York Stock Exchange, Inc. (“NYSE”) and other securities and commodities exchanges. The
Company is a wholly owned subsidiary of RBC Dain Rauscher Corp. (the “Parent”). The Parent is
ultimately owned by Royal Bank of Canada (“RBC”). The Company offers full-service brokerage
and investment banking services to individual, mstitutional, corporate and governmental clients.
Additionally, the Company conducts principal trading, primanly in municipal bonds and other fixed
income securities. The Company also provides asset management services for its customers and
clearing services to correspondent firms introduced through its RBC Dain Correspondent Services
(“RBC DCS”) division. The Company carries all customer accounts of the correspondent brokers
and extends margin credit to these customers. The consolidated financial statements include the
Company and two wholly owned subsidiaries. Intercompany balances and transactions have been
eliminated in consolidation.

In February 2004, the Company sold the net assets of $88.5 million of its former Capital Markets
(**CM”) business line to RBC Capital Markets Corp. (“RBCCM?”), an affiliate of the Company, for
$258.5 million. This transaction was accounted for at historical cost since the transaction was
between companies under common control. CM provided equity investment banking services to
institutional and corporate chients and was a market maker for various securities.

In March 2004, the Company acquired William R. Hough & Co. (“Hough™) in a purchase
transaction. The Company records purchase transactions based upon preliminary allocations of the
purchase price which are subject to adjustment as additional information 1s obtained, but in no case
more than one year after the date of acquisition. Hough is primarily a fixed income banking
operation with retail operations primarily located in the Southeast United States. The transaction
resulted in the recognition of $76.9 million of goodwill (see Note 2) and an $8.7 million customer
relationship intangible recorded in other assets within the accompanying balance sheet, which 1s
being amortized over 1ts estimated useful life of ten years.

In June 2004, the Company acquired the customer relationships of the correspondent services
business of Wells Fargo Investments LLC and Western Securities Clearing Corp. at a purchase price
of approximately $5 million. These relationships were integrated into the RBC DCS division. The
transaction resulted in the recognition of a customer relationship intangible asset of approximately
$5 million, which is recorded in other assets within the accompanying balance sheet and 1is being
amortized over its estimated useful life of eight years.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Cash and Cash Equivalents—Cash and cash equivalents include cash on hand, cash in depository
accounts with other financial institutions and money market investments with original maturities of
90 days or less.
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Securities Transactions—The Company records its profits on principal transactions and the related
commission revenue and expense on a settlement date basis, which is not materially different than if
transactions were recorded on a trade date, except for transactions that are hedged with derivative
instruments, which are recorded on a trade date basis (see Note 12).

Trading securities owned and trading securities sold, but not yet purchased, including derivative
financial instruments, are recorded on a trade date basis and are stated at market value. The
Company marks securities to market. The Company determines market value by using public market
quotations, quoted prices from dealers or recent market transactions, depending upon the underlying
security.

The Company also has venture capital investments in securities that are currently non-marketable.
These securities, which are accounted for at estimated fair value, are also included in other assets.
Management has determined that, when the investments remain restricted, cost generally
approximates fair value and when the restrictions expire on these investments or they are otherwise
readily marketable, the Company uses public market quotations or determines tfair value through an
analysis of financial statements or other sources ot financial data.

At October 31, 2004, the fair value of these equity mstruments and venture capital investments was
$2.0 million.

Securities Borrowed and Securities Loaned—Securities borrowed and securities loaned are
recorded at the amount of cash collateral advanced or received in connection with the transaction.
The Company or its counterparties may terminate these transactions on short notice. Securities
borrowed transactions require the Company to deposit cash as collateral with the lender. With
respect to securities loaned, the Company receives cash as collateral. The initial collateral advanced
or received has a market value equal to or greater than the market value of the securities borrowed or
loaned. The Company monitors the market value of the secunties borrowed and loaned on a daily
basis and requests additional collateral or returns excess collateral, if necesséry.

Resale and Repurchase Transactions—Securities sold under repurchase agreements or purchased
under agreements to resell (resale agreements) are accounted for as collateralized financing
transactions. The Company records these agreements at the contract amount at which the securities
will subsequently be resold or reacquired, plus accrued interest. These agreements provide for
termination by the Company or its counterparties on short notice. It 1s the policy of the Company to
obtaimn possession of collateral with a market value equal to, or in excess of, the principal amount
loaned under resale agreements. Collateral 15 valued daily and the Company may require
counterparties to deposit additional collateral or return collateral pledged when appropriate.

The Company may pledge its financial instruments owned to collateralize repurchase agreements,
securities lending agreements and other securities financing transactions. Pledged securities that can
be resold or repledged by the secured party are included in trading securities owned in the
consolidated statement of financial condition. As of October 31, 2004, the fair value of pledged
securities was $453.7 million. Additionally, there may be financial instruments owned by the
Company that have been loaned or pledged to counterparties, where those parties do not have the
right to sell or repledge the collateral. As of October 31, 2004, the Company did not have any
securities in this classification. The Company enters into reverse repurchase agreements and
repurchase agreements to, among other things, finance the Company’s inventory positions, acquire
securities to cover short positions and settle other securities obligations. The Company receives
collateral in the form of securities in connection with reverse repurchase agreements. In many cases,
the Company is permitted to sell or repledge these securities held as collateral and use the securities




to secure repurchase agreements, to enter into securities lending transactions or for the delivery to
counterparties to cover short positions. At October 31, 2004, the fair value of securities received as
collateral where the Company is permitted to sell or repledge the securities was $465.6 million, and
the fair value of the portion that has been sold or repledged was $437.7 million.

Asset Management Fees—Asset management fees are calculated and billed to clients quarterly in
advance based on assets under management at the beginning of the quarter. Fee revenue is
recognized equally across each month for a given quarter. These revenues are determined in
accordance with contracts between the Company and retail and institutional chents to which the
Company provides fee-based brokerage and investment advisory services.

The Company also receives fees from an affiliate based on money market fund assets managed by
the affiliate for the Company’s clients. The fees are calculated based on average assets under
management for each month and are recorded monthly by the Company.

Investment Banking and Underwriting Revenne—Fixed income underwnting and management
fees and the related selling concessions are recorded when the transaction is complete and the
Company’s revenue is reasonably determinable. Financial advisory fees are recorded when earmed
and determinable, which is as services are provided. Equity selling concessions are recorded when
the transaction is complete and the Company’s revenue is reasonably determinable.

Receivable from and Payable to Customers—Amounts receivable from customers are primarily
related to margin balances. Other customer receivables and payables result from cash transactions.
The Company does not include in its consolidated statement of financial condition the securities
owned by customers or the securities sold short by customers.

Other Receivables—Included in other receivables are forgivable loans made to financial consultants
and other revenue-producing employees, typically in connection with their recruitment. These loans
are forgivable based on continued employment and are amortized over the term of the loan, which is
generally three to eight years, using the straight-line method. '

Depreciation and Amortization—Furniture and equipment are depreciated using the straight-line
method over estimated useful lives of two to eight years. Leasehold improvements are amortized
over the lesser of the estimated useful life of the improvement or the term of the lease.

Goodwill and Intangible Assets—Goodwill 1s primarily related to the 2004 acquisition of Hough
and the 2003 acquisition of First Institutional Securities, LLC. Effective January 1, 2002, the
Company adopted Statement of Financial Accounting Standards (“SFAS”) No. 142, Goodwill and
Other Intangible Assets, which addresses the accounting and reporting for acquired goodwill and
other intangible assets. Under the provisions of SFAS No. 142, intangible assets acquired in a
business combination, which do not possess finite useful lives, will no longer be amortized into net
income over an estimated useful life. However, these intangible assets will be tested for impairment
at least annually based on specific guidance provided in the new standard.




Under SFAS No. 142, an indicator of impairment of goodwill results if the net book value of a
reporting unit exceeds its estimated fair value. The Company performed its annual assessment as of
August 31, 2004 and no impairment loss was recorded as a result of this test. The changes in the
carrying amount of goodwill for the year ended October 31, 2004 are as follows (in thousands):

Balance—October 31, 2003 : $ 142,560
Additions/changes:
CM business line sale (100,753)
Hough acquisition 76,901
Other purchase price adjustments (328)
Balance—October 31, 2004 § 118.380

Intangible assets are recorded in other assets and include customer relationship intangible assets.
Intangible assets are amortized over their estimated useful hives of two to ten years using the
straight-line basis.

Income Taxes—The Company is included in the consolidated income tax returns filed by RBC’s
U.S.-based holding company RBC Holdings (USA), Inc. (“RBC Holdings™). The Company s
provision for income taxes is recorded on the basis of filing a separate income tax return. Income
taxes cuirently payable or receivable are paid to or recerved from the Parent. The Company
determines deferred tax liabilities and assets and any provision for deferred income taxes based on
the differences between the financial statement and tax bases of assets and liabilities at each year
end, using the tax rate expected to exist when the temporary difference reverses.

Fuair Value of Financial Instruments—Substantially all of the Company’s financial assets and
liabilities are carried at fair value or at amounts which, because of their short-term nature,
approximate fair value. The fair value of the Company’s borrowings, if recalculated based on
current interest rates, would not differ significantly from the amounts recorded at October 31, 2004.

Use of Estimates—The Company has made estimates and assumptions in reporting certain assets
and habilities (including trading securities, legal accruals and goodwill impairment) and the
disclosure of contingent habilities in preparing these consolidated financial statements, in
conformity with accounting principles generally accepted in the United States of America. Actual
results could differ from those estimates.




RECEIVABLE FROM AND PAYABLE TO BROKERS, DEALERS AND CLEARING
ORGANIZATIONS

The Company’s receivable from and payable to brokers, dealers and clearing organizations at
October 31, 2004 consisted of the following (in thousands):

Receivable from brokers, dealers and clearing organizations:

Securities failed to deliver $ 44277
Clearing organizations, correspondent brokers and other 220.824
$ 265,101

Payable to brokers, dealers and clearing organizations:
Securities failed to receive $ 63,389
Clearing organizations, correspondent brokers and other 23,752
$ 87141

Securities failed to deliver and receive represent the contract value of securities that have not been
delivered or received by the Company or its counterparties subsequent to settlement date.

TRADING SECURITIES

The market values of trading securities at October 31, 2004 are summarized as follows (in
thousands):

Owned:

U.S. government and government agency securities $ 635,863
Municipal securities’ ' 634,359
Corporate fixed income and other securities 232,997
Certificates of deposit 13,564
Equity securities 1,378
$1.518,161

Sold, but not yet purchased:
U.S. government and government agency securities $ 080,696
Corporate fixed income and other securities 55,506
736,202

Trading securities owned include $453.7 million of U.S. government and government agency
securities that were subject to repurchase agreements at October 31, 2004. The Company has entered
into resale agreements for U.S. government and government agency securities with a market value
of $465.6 million related to trading securities sold, but not yet purchased at October 31, 2004.
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EQUIPMENT AND LEASEHOLD IMPROVEMENTS

The Company’s equipment and leasehold improvements at October 31, 2004 consisted of the
following (in thousands):

Furniture and equipment $ 9,185
Computer equipment and software 6.948
Leasehold improvements 24,508
40,641
Accumulated depreciation (21,574)
Net fixed assets $ 19,067

INTANGIBLE ASSETS

The Company’s intangiblc asscts at October 31, 2004 consisted of the following (in thousands):

Intangible assets $ 13,928
Accumulated amortization (799)
Net intangible assets $ 13,129

SHORT-TERM BORROWINGS AND SHORT-TERM BORROWINGS FROM AFFILIATE

The Company has $1.165 billion in short-term (overnight) credit facilities with nonaffiliated banks.
These tacilities are used to manage short-term liquidity needs. As of October 31, 2004. there was
$286 million outstanding on these facilities. Interest is paid monthly and is a floating rate based on
the federal funds rate (2.21% at October 31, 2004).

The Company has a $300 million revolving credit agreement with RBC. Loans under this facility are
unsecured. As of October 31, 2004, $200 million was outstanding under this facility. Interest is paid

monthly and is based on a floating rate of 30-day LIBOR plus 35 basis points (2.31% at October 31,

2004).

LONG-TERM BORROWINGS

The Company has a $100 million term loan agreement with RBUS LLC, an RBC affiliate. The loan
matures August 10, 2006 with no scheduled principal payments until maturity and is unsecured.
Interest is paid quarterly and is based on a floating rate of 90-day LIBOR plus 0.325% (2.0385% at
October 31, 2004).

LIABILITIES SUBORDINATED TO CLAIMS OF GENERAL CREDITORS

The Company has a five-year $240 million subordinated debt agreement with RBUS LLC. The
subordinated debt matures April 28, 2006 with no scheduled principal payments until maturity.
Interest is paid quarterly and is based on a floating rate of 90-day LIBOR plus 0.775% (2.735% at
October 31, 2004).

The habilities subordinated to claims of general creditors are covered by agreements approved by
the NYSE and are available in computing net capital under the Securities and Exchange
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Commission’s Uniform Net Capital Rule. To the extent such borrowings are required for the
Company’s continued compliance with minimum net capital requirements (Note 10), they may not
be repaid.

REGULATORY REQUIREMENTS

As a broker-dealer and member firm of the NYSE, the Company is subject to the Uniform Net
Capital Rule (the “Rule”) of the Securities and Exchange Commission (“SEC”). The Rule is
designed to measure the general financial position and liquidity of a broker-dealer and the minimum
net capital deemed necessary to meet the broker-dealer’s continuing commitments to customers. The
Rule provides for two methods of computing net capital (as defined). The Company uses what is
known as the alternative method. Under this method, minimum net capital is defined as the greater
of $1 million or 2% of aggregate debit items from customer transactions (as defined). In addition to
the SEC rule, the NYSE may also require a member organization to reduce its business if net capital
1s less than 4% of aggregate debit items and may prohibit a member firm from expanding its
business and declaring cash dividends it its net capital 1s less than 3% ot aggregate debit items.
Failure to maintain the required net capital may subject a firm to suspension or expulsion by the
NYSE, the SEC and other regulatory bodies and may ultimately require its liquidation. The
Company has at all times maintained its net capital above both SEC and NYSE required levels. At
October 31, 2004, the Company had net capital of $272.1 million, or 16.65% of aggregate debit
items, which was $239.4 million in excess of 2% of aggregate debit items and $190.4 million in
excess of 5% of aggregate debit items. The Company 1s also subject to the mmimum financial
requirements of the Commodity Exchange Act (the “CEA”). Based on the Company’s commodity
activity, the CEA requirements are less restrictive than those of the SEC.

Rule 15¢3-3 of the Securities Exchange Act of 1934 specifies when broker-dealers carrying
customer accounts may he required to mamtain cash or qualified securities in a special reserve
account for the exclusive benefit of customers. At October 31, 2004, the Company was not required
to maintain a balance in the special reserve account.

The Company also computes a reserve requirement for the proprietary accounts of introducing
brokers (“PAIB”). At October 31, 2004, the Company’s PAIB deposit requirement was met by
excess debits in the customer reserve formula as prepared in accordance with Rule 15¢3-3 under the
Securities Exchange Act of 1934,

COMMITMENTS AND CONTINGENT LIABILITIES

Leases—The Company leases office space, furniture and communications and information
technology equipment under various noncancelable operating leases. Most office space lease
agreements include rate increases, which are recognized on a straight-line basis over the life of the
lease, and cover payment of real estate taxes, insurance and other occupancy expenses.



12.

Aggregate minimum rental commitments (net of noncancelable agreements) as of October 31, 2004
are as follows (in thousands):

Fiscal Year

2005 $ 40,604
2006 37,927
2007 30.034
2008 23979
2009 19,405
Thereafter 70,294

Total minimum lease payments $ 222,243

Litigation—The Company is a defendant in various legal actions, suits and proceedings before
courts, arbitrators and governmental agencies. Certain of these actions, including those described
below, claim substantial damages and could have a matenial adverse effect on the Company’s
consolidated financial condition and/or consolidated results of operations should these matters not
be resolved favorably. While the outcome of any litigation is uncertain, management believes, based
in part upon consultation with legal counsel, that the resolution of all matters pending or threatened
against the Company will not have a material adverse effect on the Company’s consolidated
financial condition or consolidated results of operations.

The Company is involved in a consolidated class action suit related to initial public offerings where
the Company participated as an underwriter. A sample of “focus” cases has been selected from the
total claims brought within the consolidated class action. The focus cases are proceeding through
discovery and htigation. The expected outcome of the focus cases has not been determined by the
parties involved and damages have not been determined. Management does not believe the impact
of the class action wil! have a material adverse etfect on the Company’s consolidated financial
condition and results of operations, although the amounts involved could be substantial.

Regulators at the state and federal level continue to investigate the manner in which mutual funds
compensate broker-dealers in connection with the sale of the mutual funds’ shares by the broker-
dealer, as well as whether broker-dealers distributing the funds complied with the terms of the
relevant prospectuses in selling shares in those funds. It is likely in the future that broker-dealers
will be required to provide more disclosure to their clients with respect to such payments, and it 1s
possible that such payments may be restricted. It is also possible that broker-dealers, including the
Company, will be required to provide restitution to clients for any amounts, including, for example,
sales charges, collected by broker-dealers contrary to the terms of the relevant mutual fund
prospectus. Any further resultant action from the task force and regulatory studies concerning
mutual funds, or required remedial efforts by the Company to address noncompliant sales or other
practices, could negatively affect the Company’s consolidated financial condition and results of
operations.

OFF-BALANCE-SHEET RISK

The Company may enter into transactions involving derivative financial instruments. Derivative
contracts are financial instruments such as a future, forward, swap, floor, collar or option contract.
Generally, a derivative represents a future commitment to purchase or sell a financial instrument at
specific terms and dates or to exchange interest payment streams based on the contract or notional
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amount. These financial instruments may have market or credit risk, which is not reflected in the
market values included on the consolidated statement of financial condition.

The Company has risk management policies that limit the size and risk of securities owned and
securities sold, not yet purchased. These policies include a risk point methodology, which assigns
tisk points to certain inventories based on modified duration (adjusts all securities to a one-year
maturity) and a value at risk methodology. The Company also monitors inventories for factors that
include credit and concentration risk, contract length and inventory age. These inventories are held
primarily for distribution to individual and institutional clients in order to meet those clients’ needs.
The Company does not enter into derivative financial instruments with off-balance-sheet risk other
than those described in this note. The Company utilizes these types of derivatives to manage risk
exposure.

Market Risk—As part of its broker-dealer activities, the Company purchases and sells a variety of
cash and derivative financial instruments in order to reduce exposure to market risk. Market risk
includes changes 1n interest rates, currency exchange rates, indices or value fluctuations in the
underlying financial instruments. The Company’s hedging strategy involves the purchase and sale of
derivative financial instruments to offset market risk associated with other transactions. The
Company regularly sells securities not yet purchased (short sales) for its own account, primarily to
hedge fixed income trading securities. Short positions may expose the Company to market risk not
recorded in the statement of financial condition in the event prices increase, as it may be obhgated to
acquire the securities at prevailing market prices.

The Company uses notional (contract) amounts to measure derivative activity. Notional amounts are
not included on the Company’s consolidated statement of financial condition, as these contract
amounts are not actually paid or received. Notional amounts allow the Company to calculate the
cash flows to be exchanged and its involvement in any particular type of financial instrument;
however, these amounts are not indicative of overall market risk.

The Company may also pledge customers’ securities as collateral for bank loans, securities loaned,
or to satisfy margin deposit requirements of various clearing agents and exchanges. In the event the
Company’s counterparty is unable to return the securities pledged, the Company might need to
acquire the securities at prevailing market prices. In the case of repurchase agreements, the
Company risks holding collateral at a market value less than contract value of the repurchase
agreement. To control these risks, the Company monitors the market value of securities pledged and
requires adjustments of collateral levels when deemed necessary.

Credit Risk—The notional amounts of derivative instruments also do not represent the Company’s
potential risk from counterparty nonperformance. The Company periodically offsets its market risk
resultant from fixed income trading by entering into financial futures, swaps or option contracts.
Transactions in futures or option contracts are conducted through regulated exchanges, which
guarantee performance of counterparties and are settled in cash on a daily basis, mimimizing credit
risk. Management believes that the Company’s exposure to credit risk is represented by the fair
value of trading securities owned, fails to deliver and customer accounts receivable.

Customer Activities—In the normal course of business, the Company executes, settles and finances
customer securities transactions. Customers’ securities activities are transacted on either a cash or
margin basis. The Company may be required to borrow securities in order to meet settlement
requirements from customer short sale activity. As part of these customer transactions, the Company
also executes option and futures contracts. The risk with these transactions is that customers may fail
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14.

to satisfy their obligations, requiring the Company to purchase or sell various financial instruments
at prevailing market prices to fulfill customer obligations.

The Company mitigates risk by requiring customers to maintain margin collateral in compliance
with both regulatory and internal guidelines. The Company monitors necessary margin levels daily
and requires customers to either deposit additional collateral or reduce margin positions. Market
declines could reduce the collateral value to below the amount the Company has loaned, plus
interest, before the Company is able to sell the collateral. However, due to daily monitoring of
valuations and the amount of collateral the Company requires, management believes this risk to be
minimal.

Deferred Compensation Hedge—As further described in Note 15, the Company has entered into a
total return swap. Management monitors exposure on this transaction by evaluating the effectiveness
of this hedge on a monthly bass.

RELATED PARTY TRANSACTIONS

The Company receives certain fees from an affiliated asset manager for sales of money market fund
shares. Under an informal agreement, this affiliate compensates the Company based on a percentage
of net assets of these money market funds.

The Company engages in activities with RBC aftiliates, mainly RBUS LLC. The Company entered
into a five-year $240 million subordinated debt agreement with RBUS LLC (Note 9), a $100 million
term loan agreement with RBUS LLC (Note 8), and a $300 million revolving credit agreement with
RBC (Note 7). Also, in the normal course of business, the Company enters into stock borrow and
stock loan transactions with RBCCM. The contract value of these activities outstanding at

October 31, 2004 totaled $207.1 million and $2.9 million. respectively. The Company also enters
into resale and repurchase agreements with RBCCM. The contract value of these activities
outstanding at October 31, 2004 totaled $37.1 million and $0, respectively. The Company has also
entered into a total return swap with an RBC affiliate (Note 15).

The Company has an agreement with the Parent in which the Parent provides certain fixed assets
and financing for the Company. The Parent allocates depreciation and interest expense to the
Company.

The Company also has net receivables from the Parent and affiliates of $0.9 million as of
October 31, 2004. The receivable is primarily related to the Company managing cash balances, cash
recetpts and cash distribution for the Parent and affiliates.

The results of operations of the Company are not necessarily indicative of the results that might
occur if the Company was operating independently.

EMPLOYEE BENEFIT PLANS

The Company sponsors a defined contribution retirement plan available to substantially all full-time
employees (the “Plan”). Participants may contribute, on a pretax basis, up to 25% of their eligible
compensation subject to certain aggregate limitations. Participants who are at least age 50 may make
additional pretax contributions subject to certain aggregate limits. Additionally, all participants may
contribute up to another 5% of eligible compensation on an after-tax basis. The Plan’s year runs
from January 1 to December 31.
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During the 2003 plan year, the Company matched, for eligible employees, 100% of the first 3%
(fixed) of eligible pretax compensation. At the end of plan year 2003, an additional variable
matching contribution was determined. The variable matching rate was applied against the first 3%
of eligible pretax compensation and can range from 0% up to 200%. For plan year 2003, the variable
matching rate was 100%. The fixed and variable match contributions were invested at the direction
of the participants. Financial consultants were limited to a total company match of $1,500.

Beginning with the 2004 plan year, the Company matches increased from 3% to 6% of the eligible
pretax compensation. The fixed matching contributions continued to be invested at the direction of
the participants. Financial consultants’ limitation continued unchanged. Beginning with plan year
2004, an additional discretionary company stock contribution is credited in January for the prior
plan year for eligible employees. Company stock contributions are made in the RBC Stock Fund,
and up to 50% of the company stock contributions can be transferred to any other investment option
offered in the Plan each year. Employees do not have to be participating in the 401(k) plan to
receive the company stock contribution. Financial consultants and employees who are eligible for
the Wealth Accumulation Plan are not eligible to receive the company stock contribution.

The Company’s policy 1s to fund plan costs currently.
RETENTION BONUS POOL

In connection with the acquisition of the Parent by RBC, certain officers and key employees of the
Company were selected to participate in a retention bonus pool (the “Pool”). Participants in the Pool
were granted units on January 10, 2001, with an aggregate value of $200 million based on the value
of RBC common stock at that date. The units fluctuate in value based upon the value of RBC
common stock and will be paid in cash upon vesting. These units vest over a period of up to four
vears from the date of the agreement.

The Company's ultimate cash obligation for the units fluctuates based on the per-share market vaiue
of RBC common stock. The Company has hedged its exposure to changes in vajue of RBC common
stock by entering into a total return swap (the “Swap””) with an affiliate of RBC. Under the Swap
agreement, the Company pays interest to the counterparty at a rate based on LIBOR plus 0.08% on
the notional value, as described in the Swap agreement. in exchange for receiving the rate of return
of RBC common stock on the notional value. The Company recognizes other comprehensive
income/loss for changes in the value of the Swap that relates to the hedged portion of the Pool that
has not yet been recognized as compensation expense.

Also, in connection with the Parent’s October 31, 2001 acquisition of Tucker Anthony Sutro, certain
officers and key employees of the Company were granted cash retention awards on October 31,
2001, with an aggregate value of $100 million. These awards are being expensed and paid out
evenly over the expected service periods of three or four years from the date of the agreement.

DEFERRED COMPENSATION PLANS

The Company maintains a nonqualified deferred compensation plan for key employees under an
arrangement cailed the Wealth Accumulation Plan. This plan allows eligible employees to make
deferrals of their annual income and allocate the deferrals among various fund choices, which
include an RBC Share Account that tracks the value of RBC common shares. Certain deferrals may
also be eligible for matching contributions by the Company. All matching contributions are
allocated to the RBC Share Account. Other bonuses may-also be paid into the plan. These deferrals
and matching contributions vest over a period of zero to five years starting after the plan year.
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The Company implemented in 2001 a Long Term Incentive Plan to make certain awards based on
the value of RBC stock to select key employees of the Company. The awards have been in the form
of either stock appreciation rights (“SARSs”) or share units. The SARs have a five-year term, three-
year vesting and an exercise price that is not less than the market price of RBC common shares on
the day of grant. Participants choose the exercise date of SARs after vesting, not to be more than
five years from the grant date, and payout is in cash. The share units have a vesting provision of up
to four years and track the value of RBC common shares. Payout of the share units at vesting is in
cash.

INCOME TAXES

The Company is included in the consolidated federal and state income tax returns filed by RBC
Holdings. The Company’s provision for income taxes is recorded on the basis of filing a separate
mcome tax return. The Company’s effective tax rate differs from the statutory federal rate primarily
due to the sale of the Company’s CM business line to RBCCM, state taxes and nontaxable
municipal bond mmcome.

On the basis of filing a separate income tax return, the sale of the Company’s CM business line to
RBCCM 1n February 2004 resulted 1n a taxable gain of $197.7 milhion and a deferred income tax
hability of $74.6 million. For income tax purposes, the Company will recognize this deferred tax
liability over a period of 15 years as RBCCM amortizes, for income tax purposes, the goodwill
associated with this gain. The amortization will result in a current income tax payable to RBC
Holdings. In accordance with the intercompany tax-sharing agreement, the Company, RBC
Holdings and RBCCM have agreed that the tax benefits related to RBCCM’s amortization of the
goodwill will flow through RBC Holdings to the Company as an offset to the current tax payable.
The impact of this flow-through will be recorded by the Company as additional paid-in capital. For
the vear ended October 31, 2004, the Company amortized $3.7 mithon of the deferred tax hability.
The sale also resulted in a current separate state income tax hability of $3.5 million that was
reimbursed by RBCCM 1in accordance with the intercompany tax-sharing agreement. Since the
Company and RBCCM are both included 1n the consolidated federal and most state income tax
returns filed by RBC Holdings, there is no current or deferred income tax hability recorded in the
consolidated financial statements of RBC relating to the sale of the Company’s CM business line.

The tax effects of temporary differences that give rise to deferred tax assets and deferred tax
liabilities relate primarily to the sale of the Company’s CM business line to RBCCM, compensation
accruals not currently deductible, reserves maintained for accounting purposes and goodwill.

The Company has reviewed the components of its net deferred tax asset and has determined that it is
more likely than not that the asset will be realized.

SUBSEQUENT EVENTS

In November 2004, the Company sold at book value the net assets and liabilities of its former
Middie Markets (“MM”) business line to RBCCM, an affiliate of the Company, for $2.4 million.
MM provided traditional institutional equity sales and block trading, industry/sector specific
research and electronic execution services to smaller institutional investment managers, pension and
mutual funds and hedge funds.
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Subsequent to year end, the Company agreed to acquire the net assets and liabilities of the High
Yield Sales and Trading (“HY”) business of RBCCM, an affiliate of the Company, for
approximately $10 million. HY provides sales, trading and research services related to non-
investment grade securities to istitutional clients.

¥ % *x % x ¥
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RBC DAIN RAUSCHER INC.

COMPUTATION OF NET CAPITAL PURSUANT TO RULE 15¢3-1
UNDER THE SECURITIES EXCHANGE ACT OF 1934
OCTOBER 31, 2004

(In thousands)

Net capital:

Total shareholder’s equity
Shareholder’s equity not allowable for net capital

Total shareholder’s equity qualified for net capital

Additions—

Liabilities subordinated to claims of general creditors allowable in computation
of net capital

‘Total capital and allowable subordinated liabilities

Deductions and other charges—

Nonallowable assets:
Loans and advances
Goodwill
Deferred and current income taxes
Equipment and leashold improvements—net of accumulated depreciation

and amortization

Prepaid expenses

Underwriting receivables
Other receivables and other assets

‘T'otal nonallowabte assets

Charges relating to security accounts:
Haircuts on trading securities
Aged transfers
Commodity futures contracts and spot commodities
Aged fails to deliver (108 items)

Control and restricted loans
Other

Total charges relating to security accounts

Net capital

Minimum net capital required (the greater of $1.0 million or 2% aggregate

debt items as shown in the Formula for Reserve Requirements pursuant to
Rule 15¢3-3 ot'the Securities Exchange Act of 1934)

Excess net capital

Reconciliation between this computation and that filed by the Company on Securities
and Exchange Commission unaudited Form X-17A-5 as of October 31. 2004:
Net capital, as reported in Company’s Part [I (unaudited) FOCUS report
Adjustment to shareholder’s equity due to increase in income tax expense
Adjustment to shareholder’s equity due to increase in additional paid-in capital
Adjustment to nonallowable assets due to decrease in deterred and current income tax assets

Net capital per above

17

$

460.270

114.164

125.407

118.380
17.443

19.067
12,092
2,486

165.395

101.351
4,529
4.024
1,266

782
2.212

$ 609.166

__(2646)

606,520

240.000

846.520

$ 272.080

$ 32,676
$ 239,410

$ 261,130
(62.607)
3.732
69.831

$ 272,086



RBC DAIN RAUSCHER INC.

COMPUTATION FOR DETERMINATION OF RESERVE REQUIREMENTS PURSUANT TO
RULE 15¢3-3 UNDER THE SECURITIES EXCHANGE ACT OF 1934

OCTOBER 31, 2004

{in thousands)

Free credit balances and other credit balances in customers’ security accounts $ 876,150
Monies borrowed collateralized by customer securities 93,909
Monies payable against customers’ securities loaned 305,497
Customers’ securities failed to receive (including credit balances in continuous
net settlement accounts) 60,900
Credit balances in firm accounts which are attributable to principal sales to
customers 12.748
Market value of stock dividends, stock splits and similar distributions receivable
outstanding over 30 calendar days 32
Market value of short securities count differences over 30 days old 133
Market value of short securities and credits in all suspense accounts over 7 days 2,116
Market value of securities which are in transfer in excess of 40 calendar days and
have not been confirmed to be in transfer by the transfer agent or the issuer
during the 40 days 4,529
Other 7.633
Total credits 1.363.647
Debit balances:
Debit balances in customers’ cash and margin accounts, excluding unsecured
and partly secured accounts and accounts doubtful of collection 1,358,751
Securities borrowed to effectuate short sales by customers and securities borrowed
to make delivery on customers’ securities failed to deliver 139,617
Customers’ securities failed to deliver not older than 30 calendar days (including
debit balances in continuous net settlement accounts) 41,512
Margin required and on deposit with the Options Clearing Corporation for all option
contracts written or purchased in customer accounts 93.909
Aggregate debit 1tems 1,633,789
Less 3% of aggregate debit items 49.014
Total debits 1,584,775
Excess of total debits over total credits 3 221,128
Total cash or qualified securities held in a “Special Reserve Bank Account”
for the exclusive benefit of customers at October 31, 2004 h -

Note: There are no material differences between this computation and that filed by the Company on
Securities and Exchange Commission unaudited Form X-17A-5 as of October 31, 2004.
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RBC DAIN RAUSCHER INC.

INFORMATION RELATING TO THE POSSESSION OR CONTROL REQUIREMENTS
FOR BROKERS AND DEALERS UNDER RULE 15¢3-3 OF THE SECURITIES
EXCHANGE ACT OF 1934

OCTOBER 31, 2004

(In thousands, except number of items)

1. Customers’ fully paid securities and excess margin securities not in
the Company’s possession or control as of the report date (for which
instructions to reduce to possession or control had been issued as of
the report date) but for which the required action was not taken by the
Company within the time frames specified under Rule 15¢3-3.

A. Market Value S 448

B. Number of items 27*
2. Customers’ fully paid securities and excess margin securities for which

instructions to reduce to possession or control had not been issued as of

the report date, excluding items arising from “temporary lags which result

from normal business operations” as permitted under Rule 15¢3-3.

A. Market Value . §2.003

B. Number of items 308

< * Substantially all of which have been subsequently reduced to possession or control.

Note: There are no material differences between this computation and that filed by the Company on
Securities and Exchange Commission unaudited Form X-17A-5 as of October 31, 2004.
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January 14, 2005

RBC Dain Rauscher Inc.
60 South Sixth Street
Minneapolis, Minnesota

In planning and performing our audit of the consolidated financial statements of RBC Dain Rauscher Inc.
and Subsidiaries (the “Company”) for the year ended October 31, 2004 (on which we issued our report
dated January 14, 2005), 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
consolidated 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 and Regulation 1.16
under the Commodity Exchange Act, 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) and Regulation 1.16 (1) in making the periodic
computations of aggregate debits and net capital under Rule 17a-3(a)(11) and the reserve required by
Rule 15¢3-3(e) (including the practices and procedures followed by the Company in making the periodic
computations for proprietary accounts of introducing brokers (“PAIB”)): (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 § of Regulation T of the Board of Governors of the Federal Reserve System; and (4) in obtaining
and maintaining physical possession or control of all fully paid and excess margin securities of customers
as required by Rule 15¢3-3. We did not review the practices and procedures followed by the Company in
making the daily computations of the segregation requirements of Section 4d(2) and Regulation 30.7
under the Commodity Exchange Act because the Company does not carry commodity accounts for
customers or perform custodial functions relating to customer’s commodity accounts.

The management of the Company is responsible for establishing and maintaining intermal 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) and Regulation 1.16(d)(2) list additional objectives 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,
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

Member of
Deloitte Touche Tohmatsu



January 14, 2005
RBC Dain Rauscher Inc.
Page 2

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 consolidated 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, the Commodity Exchange Act, 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 October 31, 2004, 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 Commuission, the New York Stock Exchange, Inc., the Commodity Futures
Trading Commission and other regulatory agencies that rely on Rule 17a-5(g) under the Securities
Exchange Act of 1934 and Regulation 1.16 under the Commeodity Exchange Act in their regulation of
registered brokers and dealers, and 1s not intended to be and should not be used by anyone other than
these specified parties.

Yours truly,
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