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INDEPENDENT AUDITORS' REPORT

Pacific Select Distributors, Inc. and Subsidiaries:

We have audited the accompanying consolidated statement of ﬁnanéial condition of Pacific Select Distributors,

Inc. and Subsidiaries (the Company) as of December 31, 2005 that you are filing pursuant to.Rule 17a-5 under
the Securities Exchange Act of 1934. This financial statement is the responsibility of the Company's
management. Our responsibility is to express an opinion on this consolidated financial statement based on our

audit. |

We conducted our audit in accordance with auditing standards geneﬁally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the consolidated 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 consolidated statement of
financial condition, assessing the accounting principles used and significant estimates made by management as
well as evaluating the overall consolidated statement of financial cohdition presentation. We believe that our

audit of the consolidated statement of financial condition provides a reasonable basis for our opinion.

In our opinion, such consolidated statement of financial condition pfesents fairly, in all material respects, the
financial position of Pacific Select Distributors, Inc. and Sub31d1arles as of December 31, 2005 in conformity
with accounting principles generally accepted in the United States of America.

As discussed in Note 12 to the accompanying consolidated statement of financial condition, effective January 1,
2006, the Company distributed its investments in its wholly owned subsidiaries and other related amounts to its
parent, Pacific Life Insurance Company (Pacific Life), who contrlbuted them to Pacific Select Group, LLC., a
wholly owned subsidiary of Pacific Life. 3
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Pacific Select Distributors, Inc. and %S'ubsidiaries

CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
|
’ December 31, 2005

I

‘ Pro Forma
i Actual (Note 12)

ASSETS f
Cash and cash equivalents | $84,152,098 $33,014,513
Restricted cash ‘ 175,000
Commissions and fees receivable ’ 11,770,881 421,370
Receivables from customers | 9,638,047
Receivables from affiliates, net 3,589,356
Loans receivable from affiliates ‘ 451,950
Other receivables | 8,850,374 4,847,688
Investments, at estimated fair value | 1,816,090
Securities owned and pledged, at estimated fair value J\ 11,385,595
Other investments ! 815,893
Property, net | 3,966,582 5,631
Deferred tax asset, net | 2,561,380 131,311
Goodwill | 28,638,834
Other assets | 13,734,330 3,322,883
TOTAL ASSETS $177,505,104 $45,784,702
LIABILITIES AND STOCKHOLDER'S EQUITY ;
Liabilities: |

Commissions and fees payable ’ $36,066,821 $22,087,386

Accounts payable and accrued liabilities ‘ 20,494,354 129,908

Line of credit j 15,000,000

Payables to affiliates, net f 1,153,212

Other liabilities | 11,898,810
Total Liabilities 84,613,197 22,217,294
Commitments and contingencies (Note 10)
Minority interest 1,298,711
Stockholder's Equity:

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

authorized; 1,000 shares issued and outstanding | 1,000 1,000

Paid-in capital | 97,256,950 29,231,162

Accumulated deficit ’ (5,664,754) (5,664,754)
Total Stockholder's Equity : 91,593,196 23,567,408
TOTAL LIABILITIES AND STOCKHOLDER'S EQUITY | $177,505,104 $45,784,702

See Notes to Consolidated Statement of Financial Condition
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Pacific Select Distributors, Inc. and §"ubsidiaries

NOTES TO CONSOLIDATED STATEMENT OF FINANCIAL CONDITION

ORGANIZATION AND SIGNIFICANT ACCOUNTING P

|
:OL][CIES
\

ORGANIZATION AND DESCRIPTION OF BUSINESS j

|
Pacific Select Distributors, Inc. (PSD) is a broker-dealer registered with the Securities and Exchange
Commission (SEC) and a member of the National Association :of Securities Dealers (NASD). PSD isa
wholly owned subsidiary of Pacific Life Insurance Company (Pacific Life). PSD primarily serves as the
distributor of registered investment-related products and servic:es, principally variable life and annuity
contracts issued by Pacific Life and its wholly owned subsidiary, Pacific Life & Annuity Company
(Variable Products), and is the parent company to several sub51dlar1es including other broker-dealers (Note
12). PSD is also the distributor of the Pacific Funds, a multi- class open-end investment management
company (Mutual Funds). Pacific Life is the investment adv1ser to the Pacific Funds.

BASIS OF PRESENTATION ‘

|
The accompanying consolidated statement of financial condition of Pacific Select Distributors, Inc. and
Subsidiaries (the Company) have been prepared in conformity with accounting principles generally
accepted in the United States of America (U.S. GAAP) and in the format prescribed by Rule 17a-5 under
the Securities Exchange Act of 1934 for brokers and dealers m securities. The accompanying consolidated
statement of financial condition includes the accounts of PSD and its wholly owned subsidiaries, Mutual
Service Corporation (MSC), Associated Financial Group, Inc. (AFG), M.L. Stern & Co., LLC (MLS),
United Planners' Group, Inc. (UPG) and Waterstone Financial Group, Inc. (WFG). All significant
intercompany items have been eliminated. On July 1, 2005, a transaction was closed whereby PSD
increased its common stock ownership in WFG from 62% to 100% (Note 3).
MSC is a broker-dealer and parent to several subsidiaries, including Contemporary Financial Solutions,
Inc., a broker-dealer. AFG is a holding company to several subsidiaries, including Associated Securities
Corp., a broker-dealer, and Associated Planners Investment Advisory Inc., an investment advisory firm
registered with the SEC under the Investment Advisers Act of 1940. MLS is a broker-dealer and parent of
Tower Asset Management, LLC, a registered investment advisor. UPG owns a majority interest in, and is
the general partner of, a broker-dealer limited partnership, Umted Planners' Financial Services of America
(UPFSA). WFG is a broker-dealer. 1

|
Minority interest represents the limited partner interest in UPFSA and minority common stock ownership
of WFG, net of tax, prior to PSD's increase in ownership to 100% (Note 3).

|
CASH AND CASH EQUIVALENTS ;
|
Cash and cash equivalents include all investments with an ori‘ginal maturity of three months or less. The
carrying values approximate fair values due to the short-term :maturities of these investments.

|

\
i
f
|
i
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COMMISSIONS AND FEES RECEIVABLE AND PAYABLE
Securities transactions are executed and cleared by independent clearing agents, except for MLS, on a
fully disclosed basis. Customers' securities transactions are reported on a settlement basis. MLS
records proprietary securities transactions in regular-way trades on the trade date as if they had settled.

Commissions and fees receivable primarily represent commissi;ons and fees due the Company from the
sale of financial products. Commissions and fees payable represent amounts due to the Company's
sales representatives in connection with the sales of financial p;roducts.

|

RECEIVABLES FROM CUSTOMERS (

Receivables from customers include amounts due on cash and margin transactions. Securities owned
by customers are held as collateral for margin receivables. Such collateral is not reflected in the
consolidated statement of financial condition. i

INVESTMENTS, AT ESTIMATED FAIR VALUE

The fair value of substantially all securities is determined by qhoted market prices. The estimated fair
value of securities for which there are no quoted market pnces is based on similar types of securities
that are traded in the market. Gains or losses on securities sold are based on the specific identification
method. ;

Investments, at estimated fair value consist of the following securities as of December 31, 2005:

Mutual funds f $1,798,918

Asset-backed securities ] 17,172
Total investments ‘ $1,816,090

SECURITIES OWNED AND PLEDGED, AT ESTIMATED FAIR VALUE

Securities owned and pledged and securities sold are recorded at fair value as determined by nationally
published quotation services and by MLS, which operates as a market maker in municipal and
corporate bond securities.

Securities owned and pledged, at estimated fair value, consist of proprietary positions in the following
securities as of December 31, 2005: |

State and municipal obligations $11,076,984

U.S. and Canadian government obligations ‘ 153,264
Corporate obligations ; 145,820
Other securities : 9,527

$11,385,595

Securities sold short, at estimated fair value, consist of proprifetary positions in U.S. and Canadian
- government obligations and amounted to $9,554 as of December 31, 2005.

|
|
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|
The municipal and corporate obligations are valued by MLS, which serves as a market maker in the
securities. Substantially all of the state and municipal obligations are issues from California and its

municipalities. All securities owned are pledged as collateral for a portion of MLS's line of credit.

OTHER INVESTMENTS |

\
PSD owns a 15% interest in Sorrento Pacific Financial, LLC (fjormerly Advanced Financial Solutions,
LLC), a broker-dealer. During the year ended December 31, 2005, PSD recorded an unrealized loss of
$500,000 in this investment and as of December 31, 20035, this}investment is recorded at an estimated
fair value of $500,000. |
|

WFG has an investment in short-term certificates of deposit tO{aling $210,000 as of December 31,
2005. The certificates of deposit are carried at cost, which approximates fair value. The certificates of
deposit bear interest at market rates. i‘

MSC has a 49.9% and a 25% ownership interest in Series A aﬂd Series B stock, respectively, in a
company that offers residential mortgage loan products. MSCiaccountS for its investment in the joint
venture under the equity method of accounting, as MSC does r?ot have control of the entity. Investment
in the joint venture amounted to $105,893 as of December 31, {2005.

PROPERTY |

\
Property is recorded at cost and depreciated or amortized using the straight-line or accelerated methods
over the estimated useful lives of the assets, which range from/3 to 10 years. Leasehold improvements
are amortized using the straight-line method over the shorter of the lease terms or the useful lives of the
improvements. Computer software is amortized using the straight-line method over 3 years.

LONG-LIVED ASSETS |
|

. |
In the event that facts and circumstances indicate that long-lived assets may be impaired, an evaluation
of recoverability would be performed. If an evaluation is requ‘]ired, the estimated discounted future
cash flows associated with the asset are compared to the asset's carrying amount to determine if a
write-down is necessary.

GOODWILL

Various acquisitions by the Company have been accounted for using the purchase accounting method.
Goodwill is tested for impairment annually. }

The change in the carrying amount of goodwill for the year ended December 31, 2005, is as follows:

Balance as of January 1, 2005 $23,205,512
5,433,322

$28,638,834

Goodwill acquired during year
Balance as of December 31, 2005

|
i
!
|
|
UPFSA LIMITED PARTNER CAPITAL !

In accordance with Statement of Financial Accounting Standa“rds (SFAS) No. 150, Accounting for
Certain Financial Instruments with Characteristics of both Léabilz’ties and Equity, UPFSA's limited
partner capital was considered a mandatorily redeemable financial instrument of a nonpublic entity and
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was classified as a liability as of December 31, 2004. During 2005, UPFSA amended its agreement so
that a limited partner's interest is not mandatorily redeemable u;‘>on withdrawal or termination.
Subsequent to the amendment, if a limited partner withdraws or is terminated, UPFSA may, at the
discretion of the general partner, acquire the interest at 80% of ;the limited partner's capital account
unless the withdrawal is by reason of retirement, death or dlsablhty whereby the interest may, at the
discretion of the general partner, be acquired at 100% of the llmlted partner's capital account. The
general partner has the right to suspend all or part of any dlstrlbutlon if the distribution would result in
reducing UPFSA regulatory net capital below the required net capital. As the limited partners’ capital
is no longer mandatorily redeemable, the Company has recorded the limited partners' capital as

minority interest. \

\’
|
|

PSD and its includable subsidiaries are included in the consolidated Federal income and combined
California franchise tax returns of Pacific Mutual Holding Corflpany, its ultimate parent. PSD and
certain of its subsidiaries also file separate non California state tax returns. PSD and its subsidiaries
are allocated an expense or benefit based principally on the effect of including their operations in the
consolidated and combined returns. In connection with this allocation, the effective tax rate utilized is
required to reflect both changes in statutory tax rates and taxadle income allocated to each state.
Deferred income tax assets and liabilities are recognized for thSe future tax consequences attributable to
differences between the financial statement carrying amounts df existing assets and liabilities and their
respective tax bases. Deferred tax assets and liabilities are measured using enacted tax rates expected

to apply to taxable income in the years the differences are expécted to be recovered or settled.

INCOME TAXES

USE OF ESTIMATES

The preparation of financial statements in conformity with U. S GAAP requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates. ‘

RESTRICTED CASH |

i
As of December 31, 2005, MSC and MLS have restricted cash of $50,000 and $125,000, respectively,
in special reserve bank accounts for the exclusive benefit of cistomers. These amounts were in excess
of that prescribed by the Customer Protection Rule (Rule 15¢3-3) of the SEC.

|

ACQUISITION

On July 1, 2005, PSD entered into a Common Stock Purchase Agreement (Agreement) to increase its
common stock ownership in WFG from 62% to 100%. The tdtal purchase price of $6.6 million
consists of two amounts: a cash payment of $3.4 million made on July 8, 2005 and an additional
payment based on calculations defined in the Agreement. The additional payment, which will be paid
in 2006, is estimated to be approximately $3.3 million and was accrued as of December 31, 2005.
Goodwill of $5.4 million was recorded as a result of this transaction.

|

As of January 1, 2006, the contingent payment obligation wa$ assumed by PSG (Note 12).
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PROPERTY ‘/‘
|

As of December 31, 2005, the components of property, net, are as follows:

Furniture and equipment | $12,234,876
Computer software ‘ 7,233,528
Leasehold improvements ; 2,190,254
Other j 21,071
Total property é 21,679,729
Less accumulated depreciation and amortization 1 17,713,147
Property, net J $3,966,582
LINE OF CREDIT ‘J

MLS has a broker lending agreement with a bank for a $25,00Q,OOO line of credit, of which
$15,000,000 was drawn as of December 31, 2005. The line of credit bears interest at the Federal funds
rate plus a spread; such rates reset daily and was 5.09% as of December 31, 2005. The lending
agreement requires monthly interest only payments and has no specified maturity. The lending
agreement allows MLS to borrow funds against pledged propr1etary and customer securities. As of
December 31, 2005, the line of credit balance related to customer margin transactions was $4,450,000,
which was fully collateralized with customer securities. The remaining amounts borrowed under the
line of credit related to MLS transactions that were fully collaterahzed by proprietary positions pledged
by MLS. 3
|
Under SFAS No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, a replacement of FASB statement No. 125, MLS is required to report
the values of securities that it has received as collateral and that can in turn be used (or repledged) by
MLS to generate financing, such as securities fending, or to fulﬁll either client-originated or
proprietary short sale transactions. MLS is also required to disclose the value of such securities that it
has actually repledged as of the reporting date. MLS provides margin loans to its clients, which are
collateralized by securities in their brokerage accounts. These¢ clients have agreed to allow MLS to sell
or repledge those securities in accordance with Federal regulations As of December 31, 2005, MLS
was allowed, under such regulations, to sell or repledge customer securities with a market value of
$7,519,763. Of this amount, $7,278,433 has been pledged or sold as of December 31,2005, in
connection with bank borrowing and deposits with clearing orgamzatlons
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INCOME TAXES ‘
|

|
The deferred tax asset, net, as of December 31, 2005, is comprlsed of the following tax effected timing

differences: 1

Deferred compensation | $2,624,571
Reserves and allowances { 1,075,059
Net operating loss : 377,570
State income taxes (31,665)
Depreciation i (1,535,171
Other | 51,016
Deferred tax asset, net i $2,561,380
|

The deferred tax asset component related to a Federal net operating loss assumed in an acquisition of a
subsidiary in 1996 of $122,019, is a future tax benefit that will expire in 2010 and is based on the net
operating loss realizable under Section 382 of the Internal Revenue Code. The remaining net

operating loss relates to California losses incurred in 2004, with a ten-year carryforward.
\

NET CAPITAL REQUIREMENT i

PSD is subject to the SEC Uniform Net Capital Rule (Rule 1563~1), which requires the maintenance of
minimum net capital. PSD has elected to use the alternative method, which requires PSD to maintain
net capital equal to the greater of $250,000 or 2% of aggregate debit items, as defined. As of
December 31, 2005, PSD's net capital was in excess of its required minimum by $3,318,440.
All of PSD's broker-dealer subsidiaries complied with their respectlve net capital provisions of Rule
15¢3-1 during 2005.

|

|

RESERVYE REQUIREMENTS FOR BROKERS OR DEALERS

PSD is exempt from the provisions of Rule 15¢3-3, paragraph k(2)(1), under the Securities Exchange
Act of 1934, from filing the Computation for Determination of Reserve Requirement for Brokers and
Dealers as PSD does not carry customers’ securities accounts and does not receive or hold customers’
securities. Consequently, PSD has nothing to report with respect to information relating to possession
or control of customers' fully paid or excess margin securmes‘

RELATED PARTY TRANSACTIONS

Pacific Life provides the Company with certain marketing and administrative services and offers
participation in certain benefit plans, including a defined benefit employee retirement plan and a
401(k) defined contribution plan. Eligible employees of certéin subsidiaries also participate in a
deferred compensation plan provided by the subsidiary (DC Plan). Payment of this DC Plan liability is
guaranteed by PSD in the event the certain subsidiaries are not able to fulfill their obligations under the
DC Plan. Due to PSD's guarantee, the balance of the DC Plan of $2,963,473 as of December 31, 2005,
is treated as a deduction to PSD's regulatory net capital (Note 7).
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1
|
PSD has a commitment from Pacific Life for additional capital funding as may be required.
|
\
|

COMMITMENTS AND CONTINGENCIES
OPERATING LEASES
PSD's subsidiaries lease office facilities and equipment under Operating lease agreements. Future

aggregate minimum rental payments on the noncancelable operatmg leases, which were assumed by
PSG (Note 12) as of January 1, 2006, are as follows: |

Year Ending December 31: |

2006 $4,128,765
2007 j 2,231,385
2008 ; 1,937,289
2009 1,737,138
2010 | 1,633,113
Thereafter ; 6,691,656
Total minimum payments - $18,359,346

\

|
The Company provides routine indemnifications relating to leése agreements. The estimated
maximum potential amount of future payments under these obligations is not determinable due to lack
of a stated maximum liability for certain matters and therefore% no related liability has been recorded.
Management believes that judgments, if any, against the Company related to such matters are not
likely to have a material adverse effect on the Company's consolidated financial position, but could
have a material effect on the consolidated results of operatlons

\
LITIGATION AND OTHER MATTERS ;

|
The Company is a respondent in a number of legal proceedingjs, some of which involve allegations for
extra-contractual damages. Although the Company is confident of its position in these matters, success
is not a certainty and it is possible that in any case a judge or jury could rule against the Company. In
the opinion of management, the outcome of such proceedings js not likely to have a material adverse
effect on the Company's consolidated financial position, but could have a material effect on the
consolidated results of operations.

|
During 2005, MSC received formal notification from the NASD that it was subject to an investigation
related to certain of its compliance supervision, practices, and |procedures related to certain
transactions. In the opinion of management, the amount of losses, if any, resulting from this matter is
not likely to have a material adverse effect on the Company's consolidated financial position, but could
have a material effect on the consolidated results of operations.

FINANCIAL INSTRUMENTS WITH OFF BALANCE SHEET CREDIT RISK
As securities brokers, PSD's subsidiaries are engaged in buying and selling securities for a diverse

group of customers including financial institutions. PSD's subsidiaries introduce these customer
transactions for clearance through independent clearing agents on a fully disclosed basis.

10




PSD's subsidiaries exposure to credit risk associated with nonperformance of customers in fulfilling
their contractual obligations, pursuant to securities transaction“s, can be directly impacted by volatile
trading markets, which may impair their ability to liquidate the customer's collateral at an amount equal
to the original contracted amount. Agreements between PSD's subsidiaries and their clearing agents
provide that PSD's subsidiaries are obligated to assume any ex‘posure related to such nonperformance
by their customers. PSD's subsidiaries monitor their customerf activity by reviewing information they
receive from their clearing agents on a daily basis, and seek to ‘control the aforementioned risks by
requiring the registered representatives to compensate PSD's sub51d1ar1es for nonperformance by the
customer. )

At certain of PSD's subsidiaries, customer securities transactio‘ns may be performed on a cash or
margin basis. In margin transactions, these subsidiaries extend credit to their customers, subject to
various regulatory and internal margin requirements, collateralized by cash and securities in the
customers' accounts. In connection with these activities, these subsidiaries execute and clear customer
transactions involving the sale of securities not yet purchased, substantially all of which are transacted
on a margin basis, subject to individual exchange regulations.; Such transactions may expose these
subsidiaries to off balance sheet risk in the event margin requirements are not sufficient to fully cover
losses that customers may incur. In the event the customer fails to satisfy its obligations, these
subsidiaries may be required to purchase or sell financial instruments at prevailing market prices to
fulfill the customer's obligations. These subsidiaries seek to c;ontrol the risk associated with their
customers' activities by requiring customers to maintain margin collateral in excess of regulatory
guidelines. These subsidiaries monitor required margin levels; daily and, pursuant to such guidelines,

require the customer to deposit additional collateral, or to reduce positions, when necessary.
\

|

Customer financing and securities settlement activities require certain of PSD's subsidiaries to pledge
customer securities as collateral in support of various secured financing sources, such as bank loans. In
the event the counterparty is unable to meet its contractual obhgatlon to return customer securities
pledged as collateral, these subsidiaries may be exposed to the risk of acquiring the securities at
prevailing market prices in order to satisfy customers' obligations. These subsidiaries control this risk
by monitoring the market value of securities pledged on a daily basis and by requiring adjustments of
collateral levels in the event of excess market exposure. In addition, these subsidiaries establish credit
limits for such activities and monitor compliance on a daily basis.

11




11. CONDENSED CONSOLIDATING FINANCIAL INFORNI:ATION

A summary of condensed consolidating financial information fjor PSD and Subsidiaries as of December

31, 2005, is as follows:

Statement of Financial Condition

?
|
PSD Subsidiaries

Eliminations  Consolidated

ASSETS

|
$51,137,585

Cash and cash equivalents $33,014,513 $84,152,098
Commissions and fees receivable 421,370 11,3349,5 11 11,770,881
Receivables from customers 9,“63 8,047 9,638,047
Securities owned and pledged, | .

at estimated fair value 11,385,595 11,385,595
Investments in consolidated j

subsidiaries 72,453,460 | ($72,453,460)
Goodwill 28[63 8,834 28,638,834
Other assets 10,631,328 21L288,321 31,919,649

|

TOTAL ASSETS | ($72,453,460) $177,505,104

$116,520,671 $133,437,893

LIABILITIES AND STOCKHOLDER'S EQUITY ‘

Liabilities: }
Commissions and fees payable $22,087,386 $13,979,435 $36,066,821
Accounts payable and ‘
accrued liabilities 1,805,053 20,255,268 ($1,565,967) 20,494,354
Line of credit 15,000,000 15,000,000
Payables to affiliates, net (3,589,356) 4,742,568 1,153,212
Other liabilities 4,624,392 7,274,418 11,898,810
Total Liabilities 24,927,475 61,251,689 (1,565,967) 84,613,197
Commitments and contingencies “
Minority interest 1,298,711 1,298,711
Stockholder’s Equity: ({
Common stock 1,000 } 223,373 (223,373) 1,000
Paid-in capital 97,256,950 5(‘2,534,506 (52,534,506) 97,256,950
Retained earnings \
(accumulated deficit) (5,664,754) 118,129,614 (18,129,614)  (5,664,754)
Total Stockholder's Equity 91,593,196 70,887,493 (70,887,493) 91,593,196

TOTAL LIABILITIES AND
STOCKHOLDER'S EQUITY

|
$116,520,671 $133,437,893

($72,453,460) $177,505,104

12




12.

SUBSEQUENT EVENT

Effective January 1, 2006, Pacific Life formed a new wholly ovjvned subsidiary, Pacific Select Group,
LLC. (PSG), a Delaware limited liability company. Pacific Life is PSG's single member. PSG will
become the parent company and operate all of PSD's subsndlarles and certain related activities
(Subsidiary Operations). PSD will distribute its Subsidiary Operat;ons to Pacific Life, who will
contribute them to PSG. PSD will continue to serve as the dlStI'lbutOI‘ of Variable Products and Mutual

Funds. |

f

The transaction will be effective January 1, 2006, and will be valued based on December 31, 2005,
book values of the Subsidiary Operations. Approx1mately $131 7 million in assets, $63.7 million in
liabilities and minority interest, and $68 million in equity will be distributed by PSD to Pacific Life.
After the distribution, PSD will retain approx1mately $45.8 mllhon in assets, $22.2 million in liabilities

and $23.6 million in equity. (

13
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February 24, 2006

Board of Directors

Pacific Select Distributors, Inc.
700 Newport Center Drive
Newport Beach, California 92660

In planning and performing our audit of the consolidated financial statements of Pacific Select
Distributors, Inc. (PSD) and subsidiaries (the “Company”) for the year ended December 31, 2005,
on which we issued our report dated February 24, 2006, we c0n51dered its internal control,
including control activities for safeguardlng securities, in or(‘ler 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, we have made
a study of the practices and procedures (including tests of compliance with such practices and
procedures) followed by PSD 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 for determining compliance with the exemptive provisions of Rule 15¢3-3. We
did not review the practices and procedures followed by PSD in making the quarterly securities
examinations, counts, verifications, and comparisons, and the recordation of differences required
by Rule 17a-13 or in complying with the requirements for pﬂompt payment for securities under
Section 8 of Regulation T of the Board of Governors of the Federal Reserve System, because
PSD does not carry securities accounts for customers or perform custodial functions relating to

customer securities. )

The management of PSD is responsible for establishing and mamtammg internal control and the
practices and procedures referred to in the preceding paragraph In fulfilling this responsibility,
estimates and judgments by management are required to assess the expected benefits and related
costs of 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 Ob_]eCthCS of internal control and the
practices and procedures are to provide management with rqasonable, but not absolute, assurance
that assets for which PSD has responsibility are safeguarded against loss from unauthorized
acquisition, use, or disposition, and that transactions are executed in accordance with 7
management’s authorization and recorded properly to permi(‘t 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 practlces and procedures listed in the
preceding paragraph. 1
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 nbt 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 may become inadequate because of changes in conditions or that the
degree of compliance with the practices or procedures may fdeteriorate.
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Our consideration of PSD’s internal control would not necessanly disclose all matters in PSD’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 PSD’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 and felated regulations, and that
practices and procedures that do not accomplish such obJectlves in all material respects indicate a
material inadequacy for such purposes. Based on this understandmg and on our study, we believe
that PSD’s practices and procedures were adequate at December 31, 2005, to meet the
Commission’s objectives. i
This report is intended solely for the information and use of the Board of Directors, management,
the Securities and Exchange Commission, the National Assomatlon of Securities Dealers, 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 mtended to be and should not be used

by anyone other than these specified parties.

Yours truly,
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