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700 Louisiana Street
Houston, TX 77002

Independent Auditors’ Report

The Board of Directors
TSB Securities, Inc.:

We have audited the accompanying statement of financial condition of TSB Securities, Inc. (the Company)
(a wholly owned subsidiary of Texas State Bank) as of December 31, 2004. The 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 of
America. 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 includes examining, on a test basis, evidence supporting the amounts and disclosures in the statement
of financial condition. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as 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 TSB Securities, Inc. as of December 31, 2004, in conformity with
accounting principles generally accepted in the United States of America.

KPMa LP

February 28, 2005

KPMG LLP, a U.S. limited liability partnership, is the U.S.
member firm of KPMG International, a Swiss cooperative.



TSB SECURITIES, INC.
(A Wholly Owned Subsidiary of Texas State Bank)

Statement of Financial Condition

December 31, 2004

Assets

Cash and cash equivalents
Receivables

Due from Parent

Other assets, net

Liabilities and Stockholder’s Equity
Liabilities - accrued expenses

Stockholder’s equity:
Common stock, $1 par value. Authorized 1,000,000 shares;
100,000 shares issued and outstanding
Paid-in capital
Accumulated deficit

Total stockholder’s equity

Commitments and contingencies (note 7)

See accdmpanying notes to the statement of financial condition.

204,140
18,031
76,255
21,695

320,121

27,106

100,000
337,659
(144,644)

293,015

320,121
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TSB SECURITIES, INC.
{A Wholly Owned Subsidiary of Texas State Bank)

Notes to Statement of Financial Condition

December 31, 2004

Organization and Summary of Significant Accounting Policies

TSB Securities, Inc. (the Company) is a wholly owned subsidiary of Texas State Bank (the Parent) and
was incorporated on June 23, 1997. Texas State Bank is a wholly owned subsidiary of Texas Regional
Bancshares, Inc. The Company is a registered fully-disclosed introducing securities broker-dealer under
the Securities Exchange Act of 1934 and a member of the National Association of Securities Dealers, Inc.
(NASD). The Company provides brokerage services primarily to customers of the Parent. The Company
is subject to regulations by NASD and various government agencies, including the Securities and
Exchange Commission and the Texas Securities Department. Such agencies may require certain standards

- or impose certain limitations based on their judgments.

The accounting and reporting policies of the Company conform to accounting principles generally
accepted in the United States of America and to prevailing practices within the securities broker-dealer
industry. The preparation of the statement of financial condition in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amount of assets and liabilities and disclosures of contingent assets
and liabilities at the date of the statement of financial condition. Actual results could differ from those
estimates.

A summary of significant accounting policies follows:

(a) Cash and Cash Equivalents

The Company has defined cash and cash equivalents as cash on hand, amounts due from banks and
other financial institutions and money market accounts.

The Company maintains restricted accounts at each of the entities which provide clearing services.
The total amount of restricted cash 1s $150,000 as of December 31, 2004.

(b) Income Taxes

As a wholly owned subsidiary, the Company is included in the consolidated federal income tax
return with Texas Regional Bancshares, Inc. The Parent files a consolidated federal income tax
return with its parent, Texas Regional Bancshares, Inc., and all of its subsidiaries. The Company
records its taxes utilizing a separate-return method. By agreement with its Parent, the Company’s
federal income taxes are computed based on financial statement income or loss before federal
income taxes at the current tax rate. Accordingly, payments are made to and received from its Parent
for current federal income tax amounts. The amount due from Parent is the result of net operating
losses utilized by the Parent to reduce consolidated federal income taxes.

(c) Depreciation

Depreciation is provided on a straight-line basis using estimated useful lives of three, five years or
ten years based upon classification category.

3 {Continued)
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TSB SECURITIES, INC.
(A Wholly Owned Subsidiary of Texas State Bank)

Notes to Statement of Financial Condition

December 31, 2004

Balances and Transactions with Parent

In the normal course of business, the Company has entered into transactions with its Parent. Such balances
as of December 31, 2004 are summarized as follows:

Statement of Finanial Condition accounts

Cash and cash equivalents h 1,576
Due from Parent 76,255
$ 77,831

The Company’s employees are on its Parent’s payroll and thus the Company reimburses its Parent for
these salaries and employee benefits. On a monthly basis, the Company pays a management fee to its
Parent based on the number of hours certain employees of the Parent work for the Company. The
Company rents the space from its Parent on a year-to-year lease. The Company maintains a deposit
account with its Parent. The Company has two contracts with its Parent one for its data processing system
and the other for the use of its payroll software.

Securities Clearing Agreements

The Company has a securities clearing agreement with First Southwest Company (First Southwest) and
Pershing LLC (Pershing) primarily to provide clearing services for the Company. The agreements, on a
fully-disclosed basis, introduce certain customers to First Southwest and Pershing and that they, as
Independent Contractors, may elect to clear and carry the accounts of the Company’s customers pursuant
to the terms and conditions of the agreements. The agreements indemnify the Company and its Parent
against any claims or damages arising from the agreements based upon the ordinary negligence or willful
misconduct of First Southwest, Pershing or its employees in providing the services under these
agreements. The agreement with First Southwest is for a one-year period and shall automatically be
renewed for an additional one-year period unless terminated by either party upon written notification. The

agreement with Pershing can be terminated by either party without cause upon ninety days notice.

Liabilities Subordinated to the Claims of General Creditors

As of December 31, 2004, the Company had no liabilities subordinated to the claims of general creditors.

Minimum Capital Requirements

The Company is subject to the Securities and Exchange Commission’s Uniform Net Capital Rule (SEC
Rule 15c¢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. Any retained earnings
would be restricted as to payment of dividends if this ratio exceeds 10 to 1. At December 31, 2004, the
Company had computed regulatory net capital (as defined) of $192,921 which was $142,921 in excess of
its required net capital of $50,000. The Company’s ratio of aggregate indebtedness to net capital was 0.14
to 1 at December 31, 2004.

4 {Continued)
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TSB SECURITIES, INC.
(A Wholly Owned Subsidiary of Texas State Bank)

Notes to Statement of Financial Condition

December 31, 2004

Employee Benefits

The Company participates in the Texas Regional Bancshares, Inc.’s Amended and Restated Employee
Stock Ownership Plan (with section 401(k) provisions) (the KSOP) covering substantially all of its
employees. Employer contributions to the KSOP are discretionary, and as such, determined at the sole
discretion of the Board of Directors of Texas Regional Bancshares, Inc. The KSOP covers employees
who have attained age 21 and completed twelve consecutive months and 1,000 hours of credited service,
as defined in the plan, except for the 401(k) and matching provisions which require three consecutive
months and 250 hours of credited service. The Company’s discretionary optional contribution is fully
vested after six years of credited service.

Commitments and Contingencies

The Company is a defendant in a lawsuit alleging misrepresentation involving investment information
regarding certain investments. Management believes that the company has meritorious legal defenses
against this lawsuit. Therefore, no provision for possible losses on this case has been recorded in the
financial statements.



