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OATH OR AFFIRMATION

I, Amedeo G. Piccioni , swear (or affirm) that, to the best of
my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of

Sovereign Securities Corporation, LLC _ , as
of December 31 ,20 04 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:

Signature

Chief Financial Officer

Title
NOTARIAL SEAL
ELcEAr\é?sh J. TUMOLO, Notary Public
. L . ] i iladelphia, Phita. Count
This report ** contains (check all applicable boxes): iy of Phi 4 ¥ v
(a) Facing Page. My Commission Expires February 17 2007

=

£ (b) Statement of Financial Condition.

O (c) Statement of Income (Loss).

[J (d) Statement of Changes in Financial Condition.

O (e) Statement of Changes in Stockholders’ Equity or Partners’ or Sole Proprietors’ Capital.

O (f) Statement of Changes in Liabilities Subordinated to Claims of Creditors.

O (g) Computation of Net Capital.

O (h) Computation for Determination of Reserve Requirements Pursuant to Rule 15¢3-3.

O (i) Information Relating to the Possession or Control Requirements Under Rule 15¢3-3.

0O (§) 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.

O (k) A Reconciliation between the audited and unaudited Statements of Financial Condition with respect to methods of
consolidation.

2 (1) An Oath or Affirmation.

[0 (m) A copy of the SIPC Supplemental Report.

a

(n) A reportdescribing any material inadequacies found to exist or found to have existed since the date of the previous audit.

**For conditions of confidential treatment of certain portions of this filing, see section 240.17a-5(e)(3).
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Sovereign Secuﬁties‘ Corporation, LLC

Statement of Financial Condition

December 31, 2004
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ﬁ ERNS T& YOUN G O Ernst & Young LLP " O Phone: (215) 448-5000
Two Commerce Square Fax: (215) 448-4069
Suite 4000 WWw.ey.com
2001 Market Street '
Philadelphia

Pennsylvania 19103-7096

Report of Independent Registered Public Accounting Firm

The Board of Directors of :
Sovereign Securities Corporation, LLC

We have audited the accompanying statement of financial condition of Sovereign
Securities Corporation, LLC (the “Company”) as of December 31, 2004. This statement
‘of financial condition is the responsibility of the Company’s management. Our
responsibility is to express an opinion on the statement of financial condition based on
our audit.

We conducted our audit in accordance with auditing standards generally accepted in the
United States. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the statement of financial condition is free of
material misstatement. An audit includes consideration of internal control over financial
reporting as a basis for designing audit procedures that are appropriate in the
- circumstances, but not for the purpose of expressing an opinion on the effectiveness of
the Company’s internal control over financial reporting. Accordingly, we express no such
opinion. An audit also includes examining, on a test basis, evidence supporting the
amounts and disclosures in the statement of financial condition, assessing the accounting
principles used and significant estimates made by management, and evaluating the
overall statement of financial condition presentation. We believe that our audit provides a
reasonable basis for our opinion.

In our opinion, the statement of financial condition referred to above presents fairly, in all
material respects, the financial position of the Company at December 31, 2004, in
conformity with accounting principles generally accepted in the United States.

| é/vmtf MLLP

February 24, 2005
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Sovereign Securities Corporation, LLC

Statement of Financial Condition

December 31, 2004

Assets

Cash and cash equivalents

Cash segregated under federal and other regulations

Securities owned, at market value (cost $90,880,665)

Receivables from customers

Receivables from broker-dealers

Accrued interest receivable

Fixed assets (at cost, net of accumulated amortization of $194,617)
Other assets ' '
Total assets

Liabilities and member’s interest
Liabilities:
Loan payable to affiliate
Accounts payable and accrued liabilities
Payables to broker-dealers
Due to affiliate
Other liabilities
Total liabilities

Member’s interest

" Total liabilities and member’s interest

See accompanying notes.
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$ 82,738
250,000
90,777,883
5,534,237
2,281,519
445,174
274,261

229588

$ 99,875,400

$ 33,855,000
1,593,742
7,204,186

319,368
51,562

43,023,858

56,851,542

$ 99,875,400




Sovereign Securities Corporation, LLC

Notes to the Statement of Financial Condition

December 31, 2004

1. Organization

Sovereign Securities Corporation, LLC (the “Company”), is a registered broker and
dealer in securities under the Securities Exchange Act of 1934 and is a member of the
National Association of Securities Dealers, Inc. The Company is a wholly-owned
subsidiary of Sovereign Bank (the “Parent™), which in turn is a wholly-owned subsidiary
of Sovereign Bancorp, Inc. (SBI), a multi-billion dollar thrift holding company
headquartered in Philadelphia, Pennsylvania. The Company is located in Philadelphia,
Pennsylvania, and has additional sales offices in Sarasota, Florida; Boston, Massachusetts
and Iselin, New Jersey.

The Company primarily provides fixed income brokerage services. Brokerage services
are primarily provided to professional portfolio managers at institutional clients,
including broker-dealers, banks, depository institutions, insurance companies, money
managers, and retirement funds. The Company also provides brokerage services for
government agency and municipal security offerings. Additionally, the Company enters
into agent transactions by acting as the intermediary between parties for various

investment and derivative transactions.

2. Significant Accounting Policies
Securities Transactions

Transactions in issued securities are recorded at fair value on the trade date, as if they had
settled. Securities are valued based on prices obtained from third-party pricing sources
and valuation models.

Amounts receivable and payable for issued securities transactions that have not reached
their contractual settlement date are recorded gross on the statement of financial
condition.

Contractual securities commitments represent firm commitments to purchase and sell
securities when issued. These commitments are stated at fair value beginning on their
trade date, and are included in other assets and other liabilities on the statement of
financial condition. '
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~ Sovereign Securities} Corporation, LLC

Notes to the Statement of Financial Condition (continued)

2. Significant Accounting Policies (continued)
Cash and Cash Equivalents

Cash and cash equivalents include all cash balances and highly liquid investments,
including government money market funds, with a maturity date of three months or less.
The carrying amount of cash and cash equivalents in the statement of financial condition
approximates its fair value. Interest and dividend income from cash and cash equivalents
is recorded as it is earned. ~

Derivative Financial Instruments

Derivative financial instruments used for trading purposes, including economic hedges of
trading instruments, are carried at market value or, if market prices are not readily
available, fair value. Market values for exchange-traded derivatives, principally futures,
and certain options, are based on quoted market prices. At December 31, 2004, there
were no derivatives for which a quoted market price was not available.

Derivatives used for economic hedging purposes may include swaps, forwards, futures,
and options. Unrealized gains or losses on these derivative contracts are recognized
currently in the statement of operations as revenue from principal transactions. The
Company applies FASB Statement No. 133, Accounting for Derivative Instruments and
Hedging Activities, and, as such, all financial instruments are marked to market with
changes in fair values reflected in eamnings. The disclosures required in paragraphs 44
and 45 of the Statement are generally not applicable with respect to these financial
instruments. ,

Depreciation

Depreciation is provided on a straight-line basis using estimated useful lives of five to ten
years. -

Income Taxes

The Company accounts for income taxes in accordance with SFAS No. 109. Under this
pronouncement, deferred taxes are recognized for the future tax consequences
attributable to differences between the financial statement carrying amounts of existing
assets and liabilities and their respective tax bases. Deferred tax assets and liabilities are
measured using enacted tax rates that will apply to taxable income in the years in which
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Sovereign Securities Corporation, LLC

Notes to the Statement of Financial Condition (continued)

2. Significant Accounting Policies (continued)
Income Taxes (continued)

those tempofary differences are expected to be recovered or settled. The effect on
deferred tax assets and liabilities of a change in tax rates is recognized as income or
expense in the period that includes the enactment date. '

The Company is included in the consolidated federal income tax return filed by SBI.
Federal income taxes are calculated as if the Company filed on a separate return basis,
and the amount of current tax or benefit calculated is either remitted to or received from
SBI. At December 31, 2004, the Company had deferred tax assets of $19,105.

Use of Estimates

The preparation of financial statements in conformity with accounting principles
generally accepted in the United States requires management to make estimates and
assumptions that affect the amounts reported in the financial statements and
accompanying notes. Actual results could differ from those estimates.

3. Receivables From and Payables to Broker-Dealers

Amounts receivable from and payable to broker-dealers at December 31, 2004 consist of
the following:

Receivables Payables

Forward securities transactions sold/purchased $ 2,108,376 $4,482914
Securities fail to deliver/received : 20,810 2,626,567
Fees receivable on agency transactions 152,333 -
Fair value of futures and forward contracts. - 94 705

$2,281,519  $7,204,186
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Sovereign Securities Corporation, LLC

Notes to the Statement of Financial Condition (continued)

~ 4. Receivables From Customers

Amounts receivable from customers include amounts due on cash transactions. Securities
owned by customers are held as collateral for receivables. Amounts receivable from
customers at December 31, 2004 consist of the following:

Customer receivables for securities sold less than three days $ 2,906,759

Failed customer receivables for securities sold less than five days 1,526,164
Failed customer receivables for securities sold greater than five days 1,101,314
$ 5,534,237

5. Securities Owned

Securities owned consist of trading securities with fair values at December 31, 2004, as
follows:

U.S. government obligations $ 67,674,569
State and municipal obligations 22,513,083
Certificates of deposit 590,231

: $ 90,777,883

Included in securities owned at December 31, 2004 are U.S. government obligations with
a market value of $2,481,760 on deposit and pledged as collateral at clearing
organizations and depositories.

6. Income Taxes

The results of the Company’s operations are included in the Parent’s consolidated
U.S. federal income tax returns. The Company is not subject to state income taxes. In
accordance with the Parent’s Intercompany Tax Sharing Agreement, the Company
reimburses the Parent for all taxes generated by the Company that are paid by the Parent.
During the year ended December 31, 2004, the Company overpaid $261,632 to the Parent
related to estimated income taxes. This amount is included in the net due to affiliate on
the statement of financial condition.

7. Net Capital Requirements

The Company is subject to the Securities and Exchange Commission (the SEC) Uniform
Net Capital Rule (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
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Sovereign Securities Corporation, LLC

Notes to the Statement of Financial Condition (continued)

7. Net Capital Requifements (continued)

not exceed 15 to 1. In addition, the Company may not allow advances to affiliates, the
withdrawal of equity capital or payment of dividends if such payment would result in
aggregate indebtedness greater than 10 times net capital or if net capital would fail to be
at least 120 percent of the minimum required net capital.

At December 31, 2004, the Company had net capital of $53,007,091, which was
$50,612,799 in excess of its required net capital of $2, 394 292. The Company s
aggregated indebtedness to net capital ratio was .68 to 1.

8. Special Account for the Exclusive Benefit of Customers

Pursuant to Rule 15¢3-3 of the SEC, the Company may be required to deposit cash or
acceptable equivalents in a special bank account for the exclusive benefit of its
customers. At December 31, 2004, the Company segregated and secured $250,000 in this
account.

9. Financial Instruments and Concéntrations of Credit Risk

Financial instruments recorded at fair value on the Company’s statement of financial
condition include securities owned. Other financial instruments are recorded by the
Company at contract amounts and include receivables from and payables to broker-
dealers, receivables from and payables to affiliates and customers, and bank loans from
affiliates. Financial instruments carried at contract amounts either have short-term
maturities, are repriced frequently, or bear market interest rates and, accordingly, are
carried at amounts approximating fair value.

In the normal course of business, the Company’s customer activities involve the
execution, settlement, and financing of various customer securities transactions. These
activities may expose the Company to off-balance-sheet risk in the event the customer or
other broker is unable to fulfill its contracted obligations and the Company has to
purchase or sell the financial instrument underlying the contract at a loss.

The Company is engaged in various trading and brokerage activities in which
counterparties primarily include broker-dealers, banks, and other financial institutions. In
the event counterparties do not fulfill their obligations, the Company may be exposed to
risk. The risk of default depends on the creditworthiness of the counterparty or issuer of
the instrument. It is the Company’s policy to review and monitor, as necessary, the credit
standing of each counterparty as well as the exposure to each counterparty.
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Sovereign Securities Corporation, LLC

Notes to the Statement of Financial Condition (continued) |

9. Financial Instruments and Concentrations of Credit Risk (continued)

The Company periodically uses derivatives as financial instruments, which primarily
include futures contracts, whose value is based upon an underlying asset, index or
reference rate. The Company records its derivative activities at fair value and unrealized
gains and losses are recognized currently in principal transaction losses, net, on the
statement of operations and in receivable from or payable to broker-dealers on the
statement of financial condition. These derivative financial instruments are used to
economically hedge other positions or transactions and are subject to varying degrees of
market and credit risk.

Additionally, in the normal course of business the Company enters into transactions for
securities purchased and sold on a when-issued basis (when-issued securities), which are
recorded on the statement of financial condition as unrealized gains and losses..

As of December 31, 2004, the gross contractual or notional amounts of derivative
financial instruments used for trading purposes was $73,500,000, and was comprised of
forward and exchange-traded futures contracts. The gross unrealized loss associated with
these contracts was $94,705 at December 31, 2004, and is included in payable to broker-
dealers.

10. Related Party Transactions
The Company periodically enters into securities transactions with affiliates.

The Company entered into a Management and Expense agreement (the Agreement) with
its Parent. Under the Agreement, the Parent provides various administrative services to
the Company including payroll, accounting, procurement, payment -processing, and
facilities. In return, the Company reimburses the Parent for amounts due under the
Agreement on a monthly basis. As of December 31, 2004, the Company owed the Parent
$534,450 for these services. This amount is included in due to affiliate on the statement
of financial condition.

-On August 27, 2002, the Company entered into a $200,000,000 line of credit agreement

with its Parent. The line of credit has an interest rate equal to the fed funds rate, is
payable on demand, has no stated maturity, and is adjustable if mutually agreed upon by
the Company and the Parent. On December 31, 2004, the Company extended a
$25,000,000 revolving subordinated loan agreement with its Parent to December 31,
2005. The aforementioned $200,000,000 line of credit agreement is automatically
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Sovereign Securities Corporation, LLC

Notes to the Statement of Financial Condition (continued)

10. Related Party Transactions (continued)

reduced to the extent that any amounts are advanced under the revolving subordinated
loan agreement. At December 31, 2004, $33,855,000 was outstanding under the line of
credit agreement.

Employees of the Company participate in 401(k) and other benefit pfograms of the
Parent. The Company reimburses its Parent for its proportionate share of the cost of such
plans on a monthly basis.

Additionally, certain key employees of the Company participate in various restricted
stock and other equity based plans offered by the Parent. Participants are determined
annually at the discretion of the Parent, and stock awards vest over a period ranging from
3 to 5 years, depending on the award, provided the employee meets certain conditions.
The Company reimburses its Parent for its share of equity-based expense on a monthly -
basis. : '

The operating results of the Company could be materially different in the absence of its
relationship with its Parent.

11 Commitments

The Company is committed to pay rent for office space under non-cancelable leases with
minimum annual rental payments. Such leases are subject to escalation clauses covering
operating expenses and real estate taxes. Rent expense was $775,544 for the year ended
December 31, 2004.

The future minimum lease commitments of the Company are as follows:

2005 $ 644,499

2006 ’ ' 259,639
2007 71,008
2008 66,000

$ 1,041,146

At December 31, 2004, the Company had commitments of $180 million and $177 million
to purchase and sell debt securities, respectively, at a future issue date. '
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