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I, Gerard J Hallman , swear (or affirm) that, to the best of

my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of
KNBT Securities as

3

of December 31 ,20 2005 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:

yz
i

COMMONWEALTH OF PENNSYLVANIA /
NOTARIAL SEAL .
URSUL:“ M. GARRISON, Notary Public S Signature
entown, Lehigh County
My Commission Expires June 39, 2008 PRESIDENT

Title

C Notary Public/

This report ** contains (check all applicable boxes):

4 (a) Facing Page.

B (b) Statement of Financial Condition.

B (c) Statement of Income (Loss).

B3 (d) Statement of Changes in Financial Condition.

B3 (e) Statement of Changes in Stockholders’ Equity or Partners’ or Sole Proprietors’ Capital.

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

[d (g) Computation of Net Capital.

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

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

Ll () 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.

B3 (k) A Reconciliation between the audited and unaudited Statements of Financial Condition with respect to methods of
consolidation.

B3 (1) An Oath or Affirmation.

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

Cd (n) Areportdescribing 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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Grant Thornton &

Accountants and Business Advisors

Report of Independent Certified Public Accountants

Board of Directors
KINBT Securities, Inc.

We have audited the accompanying statement of financial condition of KNBT Securities, Inc. (a wholly
owned subsidiary of Keystone Nazareth Bank and Trust Company) (a Pennsylvania corporation) as of December 31,
2005, and the related statements of income, changes in shareholders’ equity and cash flows for the year then ended
that you are filing pursuant to Rule 17a-5 under the Securities Exchange Act of 1934. These financial statements are
the responsibility of the Company’s management. Our responsibility is to express an opinion on these financial
statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America as established by the Auditing Standards Board of the American Institute of Certified Public Accountants.
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 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 financial statements, 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 out opinion, the financial statements referred to above present fairly, in all material respects, the financial
condition of KINBT Securities, Inc., as of December 31, 2005, and the results of its operations and cash flows for the
year then ended, 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 financial statements taken as a
whole. The information contained on page 13 is presented for purposes of additional analysis and is not a required
part of the basic financial statements but is supplemental information required by Rule 17a-5 of the Securities
Exchange Act of 1934. Such information has been subjected to the auditing procedures applied in the audit of the
basic financial statements and, in our opinion, is fairly stated in all material respects in relation to the basic financial
statements taken as a whole.

C;\Mﬂm‘b«— LLP

Philadelphia, Pennsylvania
February 27, 2006
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Two Commerce Square
Philade!phia, PA 19103

T 215.561.4200

F 215.561.1066

W www.granithornton.com

Grant Thornton LLP
US member of Grant Thornton International

. e
«_—



KNBT Secutities, Inc.
(a wholly owned subsidiary of Keystone Nazareth Bank and Trust Company)

STATEMENT OF FINANCIAL CONDITION

December 31, 2005

ASSETS
Cash $ 355,667
Receivables from clearing organization 59,454
Recetvables from customers ’ 89,718
Investments securities, at market value 472,252
Furniture and equipment, net 43,581
Goodwill 478,582
Total assets $ 1,499,254
LIABILITIES AND SHAREHOLDERS’ EQUITY
Liabilities
Accounts payable, accrued liabilities and other 179,353
Due to Parent 120,166
Total liabilities 299,519
Stockholdet’s equity
Common stock, no par value; authorized 1,000,000 shares;
issued and outstanding 500,000 1,107,048
Retained earnings 92,687
Total shareholders’ equity 1,199,735
Total liabilities and shareholders” equity $ 1,499,254

"The accompanying notes ate an integral part of this statement.
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KINBT Securities, Inc.
(a wholly owned subsidiary of ICeystone Nazareth Bank and Trust Company)

STATEMENT OF INCOME

Year ended December 31, 2005

Revenues
Brokerage commissions $ 2,464,676
Fee income 29,650
Interest income 7,171
Total revenues 2,501,497

Expenses
Employee compensation and benefits 1,789,923
Clearing fees 150,669
Occupancy and equipment 16,671
Dues and subscriptions 29,015
Travel expenses 45,644
Data processing 5,722
Advertising and marketing 5,848
Professional fees 63,862
Other 150,540
Total expenses 2,257,894
Income befote income taxes 243,603
Provision for income taxes 106,513
NET INCOME $ 137,09

The accompanying notes are an integral part of this statement.
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KNBT Securities, Inc.
(a wholly owned subsidiary of Keystone Nazareth Bank and Trust Company)

STATEMENT OF CHANGES IN SHAREHOLDERS’ EQUITY

December 31, 2005

Common Retained
stock earnings Total
Balance at December 31, 2004 § 894,740 $  (44,403) $ 850,337
Net income - 137,090 137,090
Capital contribution by Parent 212,308 - 212,308
Balance at December 31, 2005 $ 1,107,048 $ 92,687 $ 1,199,735

The accompanying notes are an integral part of this statement.
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KNBT Securities, Inc.
(a wholly owned subsidiary of Keystone Nazareth Bank and Trust Company)

STATEMENT OF CASH FLOWS

Year ended December 31, 2005

Operating activities

Net income $ 137,090
Adjustments to reconcile net income to net cash provided by operations
Purchase of investment (472,252)
Expense forgiveness by Parent 212,308
Depreciation 6,162
Change in receivables (32,722)
Change in other assets 53,006
Change in accrued liabilities 287,993
Net cash provided by operating activities 191,585

Investing activities

Purchase of fixed assets (29,736)
Net cash used by investing activities (29,736)
NET CASH INCREASE FOR YEAR : 161,849

Cash at beginning of year 193,818
Cash at end of year $ 355,667

The accompanying notes are an integral part of this statement.
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KNBT Securities, Inc.
(a wholly owned subsidiary of Keystone Nazareth Bank and Trust Company)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

December 31, 2005

NOTE A - ORGANIZATION

IKINBT Securities, Inc.(the Company or KNBT Securities) is an introducing full service broker dealer, registered
investment advisory firm and insurance agency. KNBT Securities is the successor company of Oakwood Financial
Corp. (Oakwood). Oakwood was acquired by KNBT Bank and Trust Company (the Parent), on November 11,
2004. The Company operates as a wholly owned subsidiary of the Parent. KNBT Securities is a broker dealer
registered with the Securities and Exchange Commission and is a member of the National Association of
Securities Dealers INASD).

NOTE B - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

1. Basis of Financial Statement Presentation

The accounting and reporting policies of KINBT Securities conform to accounting principles generally accepted in
the United States of America (GAAP).

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 as of the date of the balance sheet and reported amounts of revenues and expenses during the
reporting period. Therefore, actual results could differ significantly from those estimates. The principal estimate

that is particularly susceptible to significant change in the near term relates to the evaluation of impairment of
goodwill.

2. Cash and Cash Equivalents

For reporting cash flows, cash and cash equivalents include cash and due from banks and interest-bearing deposits
with banks. The Company maintains cash deposits in other depository institutions that occasionally exceed the
amount of deposit insurance available. Management periodically assesses the financial condition of these
institutions and believes that the risk of any possible credit loss is minimal. Interest-bearing deposits in other
financial institutions consist of short-term investments generally having maturities of less than 30 days.

3. Security Transactons

Transactions are recorded on a settlement date basis.

4. Furniture and Equipment

Furniture and equipment are carried at cost less accumulated depreciation, and include major betterments and
renewals. Expenditures of maintenance and repairs are charged to expense as incurred. Depreciation is computed
using the straight-line method based upon the estimated useful lives of the related assets.

(Continued)




KNBT Securities, Inc.
(a wholly owned subsidiary of Keystone Nazareth Bank and Trust Company)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

December 31, 2005

NOTE B - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES - Continued

5. Goodwill and Intangible Assets

Goodwill is subject to impairment testing at least annually to determine whether write-downs of the recorded
balances are necessaty. In this testing, the Company employs industry practices in accordance with GAAP. The
Company tests for impairment as of December 31 each year. The Company has tested the goodwill included on
its balance sheet as of December 31, 2005 and has determined that it was not impaired as of such date. Goodwill
was reduced by $52,500 as a result of the settlement of the remaining escrow balances.

6. Income Taxes

The Company is a member of a consolidated group for federal income tax purposes. Federal income taxes are
calculated as if the Company filed on a separate return basis, and the amount of the current tax or benefit
calculated is either remitted to or received from the Parent. The amount of the current and deferred taxes payable
or refundable is recognized as of the date of the financial statements, utilizing currently enacted tax laws and rates.

7. Advertising Costs

All advertising costs are expensed as incurred.

NOTE C - RECEIVABLE FROM CLEARING BROKER

The Company conducts business through its clearing broker for its proprietary accounts. The Company also
introduces customer accounts on a fully disclosed basis to the clearing broker and earns revenues and incurs
expenses from activities in those accounts. Its clearing broker, pursuant to a clearance agreement, performs the
clearing and depository operations for the Company’s customer accounts and proprietary accounts. All amounts
receivable from the clearing broker are positions carried by and amounts due from this clearing broker.

NOTE D - FURNITURE AND EQUIPMENT

At December 31, 2005, the Company has furniture and equipment with a cost of $49,743 less accumulated
depreciation of $6,162.

NOTE E - INCOME TAXES

The Company is included in the consolidated federal income tax return filed by the KNBT Bancorp, Inc. Federal
income taxes are calculated as if the Company filed a separate tax return. The federal and state tax expense for the
year ended December 31, 2005 are $81,199 and 25,314, respectively, which is included as a due to (from) affiliate
on the Company’s statement of condition. The effective tax rate differs from the U.S. Federal statutory rate
principally due to state and local taxes and meals and entertainment limitations. There are no significant temporary
differences in the recognition of expenses for financial and income tax reporting,




KINBT Securities, Inc.
(a wholly owned subsidiary of Keystone Nazareth Bank and Trust Company)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

December 31, 2005

NOTE F - RELATED PARTY TRANSACTIONS

At a meeting of the Board of Directors of KNBT Securities, held on November 24, 2004, a corporate resolution
was adopted stating: that the Company would accept a capital contribution from the Parent at the end of each

monthly period equal to the net receivable due to Parent by the Company arising out of the expense agreement
between the Company and the Parent.

The expense agreement stipulated that Parent would pay all expenses incurred by the Company and infuse capital
into the Company in an amount equal to the total of the expenses presented. This procedure insured that the
capital requirements of the Company would be met. During 2005, capital contributions of $212,308 were made

according to this agreement. The Parent has not made contributions pursuant to this expense agreement since
March 2005.

The Company and Higgins Insurance Associates, Inc. (Higgins), a wholly owned subsidiary of the Parent, have
entered into certain verbal reciprocal agreements regarding the payment of commissions to dually licensed
individuals, employed by the two organizations. For the year ending December 31, 2005, the Company made
payments to Higgins totaling $1,526 and received payments of $3,638 from Higgins for services rendered.

The Parent also supplies the Company with certain services free of charge. These services include medical
benefits, accounting setvices, software support and other administrative items. These items are not included in the
statement of income for the year ended December 31, 2005.

The Company leases office space and equipment from its Parent under operating leases, expiring on December 31,
2010 for $1 annually. This lease also provides the Company with utilities for no additional charge. The Company
also utilizes office space within several of the Parent’s branches, no rent has been recorded for this space..

Certain employees have been granted stock options by KNBT Bancorp, Inc. These stock options are accounted
for under APB Opinion No. 25 at KNBT Bancorp, Inc. Options outstanding for employees of the Company are
22,500 shares to purchase KNBT Bancorp, Inc. stock at an exercise price of $15.84. No expense has been
recorded at KNBT Securities for these options.

The Company has $271,740 of deposits at the Parent. The accounts do not bear interest.

NOTE G - BENEFIT PLAN

The Company participates in the Parent’s 401k plan that covers substantially all of its employees. Under the plan,
all employees are eligible to contribute up to 20% of their annual salary with the Company matching 50% of the

employee’s first 6% contribution. The matching contributions for the year ended December 31, 2005 totaled
$10,683

‘NOTE H - NET CAPITAL REQUIREMENTS

The Company is subject to the SEC Net Capital Rule (SEC Rule 15¢3-1), which requires maintenance of minimum

net capital of the greater of $250,000 or 6 2/3 % of aggregate indebtedness. Net capital was $580,837, which was
$330,837 in excess of net required net capital of $250,000.
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KINBT Securities, Inc.
(a wholly owned subsidiary of Keystone Nazareth Bank and Trust Company)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED

December 31, 2005

NOTE I - RESERVE REQUIREMENTS

As of December 31, 2005, the Company operates under the (k)(2)() exemption of SEC Rule 15¢3-3 of the
Securities Exchange Act of 1934. The Company continues to introduce and clear its customers’ transactions on a

fully disclosed basis with its clearing broker. The Company was not in possession of any customer funds at
December 31, 2005.
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‘ KINBT Securities, Inc.
(a wholly owned subsidiary of Keystone Nazatreth Bank and Trust Company)

COMPUTATION OF NET CAPITAL UNDER RULE 15¢3-1
OF THE SECURITIES AND EXCHANGE COMMISSION

December 31, 2005

Total ownership equity from statement of financial condition $ 1,199,735

Deductions and/or charges

Nonallowable assets from statement of financial condition

Goodwill 478,582
Receivables from customerts 89,718
Furniture and Equipment 43,581
CRD Deposit 4654

Total nonallowable assets from statement of financial condition 616,535

Net Capital before haircuts on securities position 583,200

Haircuts on securities (computed where applicable pursuant to Rule 15¢3-1(f) (2,363)

Net Capital $ 580,837

Minimum net capital required 250,000

Excess net capital $ 330,837

Aggregate indebtedness $ 299,519

Ratio of aggregate indebtedness to net capital 90.53%

No material differences exist between the above computation and the computation included in the

Company's corresponding unaudited Form X-17A-5 Part IIA filing, as amended.




Independent Auditors’ Supplementary Report on Internal Control

KNBT Securities, Inc. (a wholly owned subsidiary of Keystone Nazareth Bank and
Trust Company)

December 31, 2005




Grant Thornton &

Accountants and Business Advisors

Independent Auditors’ Supplementary Report on Internal Control

Board of Directors
KINBT Securities, Inc.

In planning and performing our audit of the financial statements and supplemental schedule of KNBT
Securities, Inc. (a wholly owned subsidiary of Keystone Nazareth Bank and Trust Company) (the Company), for the
year ended December 31, 2005, 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 controls.

Also, as required by rule 17a-5(g)(1) of the Securities and Exchange Commission (SEC), we have made a
study of the practices and procedures followed by the Company including tests of such practices and procedures that
we considered relevant to the objectives stated in rule 17a-5(g) in making the periodic computations of aggregate
indebtedness and net capital under rule 17a-3(a)(11) and the reserve requirements required by 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 quarterly securities examinations, counts, verifications and comparisons 2) recordation of differences required
by rule 17a-13, and 3) 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.

The management of the Company is responsible for establishing and maintaining internal controls 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 controls 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 controls 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 propetly to permit the
preparation of financial statements in conformity with accounting principles generally accepted in the United States of
America. Rule 17a-5(g) lists additional objectives of the practices and procedures listed in the preceding paragraph.

Because of inherent limitations in internal control or the practices and procedures referred to above, error or
fraud may occur and not be detected. Also, projection of any evaluation of them to future periods is subject to the

risk that they may become inadequate because of changes in conditions ot that the effectiveness of their design and
operation may deteriorate.
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Our consideration of internal control would not necessarily disclose all matters in internal controls 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 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 2 timely period by employees in the normal
course of performing their assigned functions. However, we noted no matters involving internal control, 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 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, 2005, 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.

(;M //L‘Mlv“' LLP

Philadelphia, Pennsylvania
February 27, 2006




