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| ' OATH OR AFFIRMATION

| i
Sherry L. Bruce “ , swear (or affirm) that, to the best of

|
my knowledgg and belief the accompanymg financial statement and supporting schedules pertaining to the firm of

.State Discount Brokers, Inc. .

of

\December 31, ,20__05 _ 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 soIer as that of a customer, except as follows:

|
| ‘r\
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! Signature
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Title

W 9%‘—74/%%/ /7”)/ é’ﬂ/)//;?/ff/ o XL ES

4

Notary Public © \ SEPLT DY oo 7

This report *# contains (check all applicable boxes)

B Facmg Page. |

& (b) Statepxent of Financial Condition. |

3 © Statement of Income (Loss). il

Y] Statement of Changes in Financial C(W)ndmon

3 e Staterpent of Changes in Stockho]dcr\s Equity or Partners’ or Sole Proprietors’ Capital.

0 (f) Staterpent of Changes in Liabilities Subordmated to Claims of Creditors.

(3 (g) Computation of Net Capital. i

0O ) Computation for Determination of Reserve Requirements Pursuant to Rule 15¢3-3.

0O @ Infomzlation Relating to the Possessioﬁn or Control Requirements Under Rule 15¢3-3.

O () A Reconciliation, including appropn%te explanation of the Computation of Net Capital Under Rule 15¢3-3 and the
Comp‘utanon for Determination. of the Reserve Requirements Under Exhibit A of Rule 15¢3-3.

O & A Reconcxhauon between the audxted and unaudited Statements of Financial Condition with respect to methods of
consolidation. !

3 0 An Oﬁth or Affirmarion. ‘\‘

O ma copy of the SIPC Supplemental Report

O

Areport describing any material inadequacies found to exist or found to have existed since the date of the previous audit.

*%For conditions of confidential trearment of certain portions of this filing, see section 240.17a-5(e)(3).
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l
Independent Auditors' Report

To the Shareholder

State Di}scount Brokers, Inc.

We havc;e audited the accompanying statement of financial condition of State Discount Brokers, Inc.
(a wholly-owned subsidiary of S. L” Bruce Financial Corp.) as of December 31, 2005 and 2004, and
the relat:ed statements of income (loss), changes in shareholder’s equity and cash flows for the years

then ended that you are filing pursuant to Rule 17a-5 under the Securities Exchange Act of 1934

(the “1934 Act”). These financial &tatements are the responsibility of the Company's management.

Our resp;ons1b1hty 1S to express an o‘pmlon on these financial statements based on our audits.
\:

We conducted our audits in accoric!iance with auditing standards generally accepted in the United

States of America. Those standards require that we plan and perform the audit to obtain reasonable

assuranée about whether the ﬁna”ncial statements are free of material misstatement. An audit

. .. I . . . . .
includes examining, on a test basis, evidence supporting the amounts and disclosures in the

ﬁnancia} statements. An audit alsoH includes assessing the overall financial statement presentation.
We believe that our audits provide a reasonable basis for our opinion.

In our o‘pinion, the financial state%ents referred to above present fairly, in all material respects, the
financial position of State Discoq[nt Brokers, Inc. as of December 31, 2005 and 2004, and the

results of its operations and its cash flows for the years then ended in conformity with accounting

principlt‘is generally accepted in the‘ United States of America.

Our audit was made for the purposi‘e of forming an opinion on the basic financial statements taken
as a whole. The information contained in Schedules I and II is presented for the purposes of
additional analysis and is not a req‘!iuired part of the basic financial statements but is supplementary
information required by Rule 17a-3 under the 1934 Act. This information has been subjected to the
auditing procedures applied in theH audit of the basic financial statements and, in our opinion, is

fairly stated in all material respects Hin relation to the basic financial statements taken as a whole.

by, Bolocnalet Gampary

February 7, 2006
Cleveland, Ohio

i
b
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ASSETS |
\ :

Cash and equivalents
!

Cash on deposit with clearing brol%er (Note 2)
Receivable from clearing broker “

Amounts due from related parties (Note 3)

Other receivables

Fixed assets, net (Note 4)

Deferred income taxes (Note 7)
‘}
Prepaid| expenses, deposits and otf})er

! :
x
LIABILITIES AND EQUITY }
1 i

Notes p:ayable (Note 5) “
| “

I |
Accoun;ts payable and accrued expenses

Commiitments (Note 8) |

Shareholder's equity |

2
|
i
|
1

|

$

STATE DISCOUNT BROKERS, INC.
STATEMi;ENT OF FINANCIAL CONDITION

DECEMBER 31, 2005 AND 2004

2005

2,495
57,147
23,201

150,104

4,307
69,500

6,211

24,405

2004

8,108
50,000
32,926

141,459

1,955
75,522

9,495

25,724

337,370

345,189

12,911

324,459

5,322

11,671

328,196

337,370

345.189

|
See accompanying notes.
|




REVENUE

Commissions
Interest|and dividends
Order flow

Other

EXPENSES

| I,
Floor brokerage, exchange and clearing fees
]‘l taxes
i

Compensation, benefits and payro

| . .
Commqmcatlons

Occupancy and equipment rent !

Adverty‘sing
Professional fees
| .
Other operating expenses

| |
LOSS BEFORE INCOME TAXES

INCOME TAXES

NET LOSS

STATjE DISCOUNT BROKERS, INC.

STATEMENT OF INCOME (LOSS)

|

3

$

YEARS ENDED DECEMBER 31, 2005 AND 2004

2005

456,922
202,412
6,717
93,253

759,304

143,494
347,031
69,547
84,478
5,832
25,404
87,190

762,976

(3,672)

65

(3,737)

See accompanying notes.

2004

533,693
224,061
14,655
99,252

$

871,661

164,283
351,998
95,730
89,387
12,342
48,962
114,879

877,581

(5,920)

1,432

(7,352)
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STATE DISCOUNT BROKERS, INC.

STATEMENT OF CASH FLOWS
|

YEARS ENIjED DECEMBER 31, 2005 AND 2004

2005 2004
i
CASH FLOW FROM OPERATIONS
I
Net loss | $ (3,737) $ (7,352)
Adjustments to reconcile net loss :
to cash used by operating activiti%s
Depreciation and amortization | 7,202 12,556
Loss on disposal of assets j: 345 1,598
Defer‘red income taxes | 3,284 1,432
Chanoe in assets and 11ab11111es \ '
Deposu with clearing broker | (7,147)
Rece‘,wable from clearing broker 9,725 (3,393)
Amounts due from related pames (5,038) (590)
Other receivables (2,352) 10,140
Prep‘ald expenses, deposits dndiother 1,319 6,400
Accounts payable and accrued ‘expenses 1,240 (7,098)
Cash flow provided by operating actlvities 4,841 13,693
|
CASH FLOW FROM INVESTII#G
Acquisn‘lon of fixed assets 3“ (1,525) (1,947)
Advances to related parties, net ‘\ (3.607) (18,085)
Cash flo‘w used by investing actwmes (5,132) (20,032)
u
CASH FLOW FROM FINANCII‘\IG
Repaym‘ent of bank loan, net ‘j (5,322) (6,897)
I
\ |
Cash flow used by financing act1v1~tles (5,322) (6,897)
DECREASE IN CASH (5.613) (13,236)
CASH, BEGINNING OF YEAR! 8,108 21,344
I
CASH, END OF YEAR ;3 $ 2,495 $ 8,108

See accompanying notes.
5




STATE DISCOUNT BROKERS, INC.
NOTES TO FINANCIAL STATEMENTS

YEARS ENbED DECEMBER 31, 2005 AND 2004

Description of business an#i summary of significant accounting policies:

Description of business: M

L | . .

State Discount Brokers, In(‘c (the "Company") is a registered broker-dealer under the
Secuntles Exchange Act of 1934 (the “1934 Act”). The Company is a wholly owned
sub51d1ary of S.L. Bruce Fmancml Corp. (the “Parent”), and currently has one office, which

1‘5 located in Cleveland, Ohlo

|

"ll“he Company does not calrry customer accounts or securities, but rather operates as an
1Ptrodu01n° broker on a fully disclosed basis with an unrelated clearing firm. The Company
transmits all funds and deh\ﬂers all securities received. The Company does not hold funds or
securities for customers, nor does it owe any funds or securities to customers. The Company
lS exempt from the requulrements of Rule 15¢3-3 of the Securities and Exchange
Commlsswn (“SEC”) becau (se it operates under Section (k)(2)(ii) of that Rule.

\

The Company is requ1red to maintain a minimum net capital balance (as defined) of
$50 000, pursuant to the SIEC s Uniform Net Capital Rule 15¢3-1. The Company’s net
c“ap1tal balance was $69, 932 at December 31, 2005. The Company must also maintain a
ratio of aggregate indebtedness (as defined) to net capital of not more than 15 to 1. The

Company’s ratio was .185 to 1 at December 31, 2005.

Securities transactions:

Customer securities transact‘ions and related commission revenue and expenses are recorded
OI’I a settlement date basis, which is generally the third business day following the trade. The

effect of using the settlemenut date rather than the trade date basis is not material.

Cash and equivalents: w

i
For purposes of the statement of cash flows, the Company considers all highly liquid
instruments with original maturities of three months or less to be cash equivalents.

Accounts receivable:

L‘Accounts receivable are ste"“lted at cost. The Company uses the direct write-off method to
E‘lCCOUHt for bad debt expen‘;se. Account balances are written off as un-collectible on a case-
by-case basis, principally when the Company has not received payment after exhausting all

i‘ntended collection efforts. The Company had write-offs of $0 in 2005 and $6,310 in 2004.
No interest is accrued on past due balances.




|
STATE DISCOUNT BROKERS, INC.

!
\
NOTES TO FINANCIAL STATEMENTS (CONTINUED)

|

[

YEARS ENbED DECEMBER 31, 2005 AND 2004
\

|
description of business and summary of significant accounting policies (continued):

—

Lo o]

|
i
‘ixed assets: \
|

Fixed assets are stated at co%t. Depreciation of computer and office equipment and furniture
and fixtures is calculated using the declining balance method over 5 to 7 years. Leasehold

.| . . . .
improvements are amortlzﬂed using the straight-line method over the shorter of the
rfsmaining lease term or useful life of the improvement. For income tax purposes, the

QOmpmy uses accelerated rr‘mthods, where permitted.

S‘oftware development costHs incurred in connection with the Company’s web site were
ﬁapitdized and amortized using the straight-line method over three years. Costs incurred to

maintain the web site, including costs to modify web site content, are expensed as incurred.

4dvertising costs:

|
Advertising costs are expensed as incurred.

Income taxes: ]
\ i
\

| . s . .
Deferred tax liabilities ori assets are recognized based on the expected future tax

cionsequences of all transact%ons that have been recognized in the financial statements. Such
tax consequences are measured based on the provisions of enacted tax laws. Deferred tax

assets (prepaid income taxes:;) are recognized where it 1s more likely than not that such assets
\T/ill be realized. Deferred irﬁcome taxes principally arise from differences between financial
reporting and tax depreciation.

i
| |

\‘ . . . .
The Company files a consolidated income tax return with its Parent. The Parent allocates
cionsolidated Income taxes Hto the Company based on its proportionate share of taxable
income. Any income tax liabilities (or refundable income taxes) are owed to (or receivable

from) the Parent. H

(}Jse of estimates: ‘;

The preparation of financial statements in accordance with generally accepted accounting

[, . . . . .
principles requires manage”ment to make estimates and assumptions that affect certain

r‘eported amounts and discl‘,:losures. Accordingly, actual results could differ from those

e‘stimates. |

Cash on deposit with clearing broker:

The Company maintains a|security deposit with its principal clearing broker, and earns
interest thereon in accordance with the terms of the clearing agreement.

7




STA’fE DISCOUNT BROKERS, INC.
H
NOTES TO F[[\;TANCIAL STATEMENTS (CONTINUED)

|
YEARS ENDED DECEMBER 31, 2005 AND 2004

Amounts due from relateq parties:
|
1‘ 2005 2004
1
Note from the Compaﬁy’s president $101,995 $ 98,388
Amount due from Parent 33,484 28,699
Other receivables 1 ' 14,625 14,372
|
! $150,104 $141,459

"ll"he note from the Company s president is payable on December 31, 2006, which includes
interest at 4.74%. The Corr‘lpany earned interest income of $4,634 in 2005 and $4,205 in
20()4 No collateral was ﬁledged for the note. The Company’s president is the sole

s‘hareholder of the Parent. |
\ 3

The amount due from Parei‘nt and other receivables are due on demand. No collateral is

p‘led%d for either balance. ;The amount due from Parent includes income tax benefits of

$9 510 at December 31, 2005 and $5,726 at December 31, 2004.

‘ |
T‘he Company pays a mana,‘gement fee to its Parent for leased equipment, debt service and
other administrative costs. Management fees of $5,806 in 2005 and $24,000 in 2004 are

i:ncluded in professional fees.

Fixed assets: “
‘ 2005 2004
Leasehold 1mpr0veme%1ts $ 79,774 $ 79,275
Furniture and fixtures ! “ 81,569 81,569
Computer and office egulpment 78,900 78,308
Software developrnent\ costs 58,850 58.850
‘ 299,093 298,002
Accumulated deprec1a‘t10n and amortization 226,593 222 480
| $ 69,500 $ 75522




STA'I]“;E DISCOUNT BROKERS, INC.

NOTES TO FIN ANCIAL STATEMENTS (CONTINUED)

YEARS ENDED DECEMBER 31, 2005 AND 2004

‘\
il
Notes payable:
I

The Company has an unsecured line of credit with Bank One (the “Bank™). Outstanding

borrowings bear interest at ‘the Bank's prime rate plus 2%4% (9%2% at December 31, 2005)
and are payable on dema}:nd Interest is payable monthly. The Company's president

guarantees payment. The no]%es were paid in full during 2005.
| !

: |

|

The Company paid interest (fijf $361 in 2005 and $553 in 2004.

Employee benefit plans: \

'he Company has a profi‘t sharing plan that covers substantially all employees. The

Company may make contrlbutlons to the plan at the discretion of the Board of Directors.
[he Company did not make: contrlbutlons to the plan in 2005 or 2004.

_Jf\s._]

Income taxes (benefit):

2005 2004

Current federal ‘ $ (3,219)
Deferred federal | 3,284 $ 1432
| $ 65 $ 1432

The effective income tax rate includes the effect of lower bracket income tax rates, certain

non-deductible expenses, and the expiration of net operating loss carry-forwards. Deferred

|
income taxes principally result from accelerated depreciation used for income tax purposes,

z‘md available net operatln0 1oss carry-forwards.

The Parent had net operatm0 loss carry-forwards of $42,000 at December 31, 2005, which

éxplres beginning in 2023. U

1“he Company paid no mco&le taxes in 2005 and $487 in 2004.

CommltmentS' ‘

The Company leases ofﬁce“ space, certain office equipment and a vehicle under operating
leases At December 31, 2@05 the future minimum lease payments are $67.294 in 2006,
$52,018 in 2007 and $34, 112 in 2008. Rent expense was $77,237 in 2005 and $79,761 in
2004




STATE DISCOUNT BROKERS, INC.

NOTES TO FINAN CIAL STATEMENTS (CONTINUED)

YEARS ENI;)ED DECEMBER 31, 2005 AND 2004

4‘

|
Finding by NASD Special Investigator:

A Special Investigator for‘the NASD issued a finding on February 9, 2004 that the

QOmpmy was required to mamtam a minimum net capital balance (as defined) of $100,000
(the “$100,000 requlrement”) rather than the $50,000 minimum that the Company believed

should have been required.'The Special Investigator’s finding was based on his assertion
that the Company . executed‘ more than ten (10) proprietary trades during 2003 and 2004.
These trades involve ° Worthless securities” for which customers must execute a trade in

o‘rder to attain a tax deducth‘n for the loss of value.
:\

The Company contended tti‘lat it did not execute these trades, but rather the trades were
executed by the Company’s clearing firm, and that any shares transferred to the Company

| 1 . .
were solely for the purpose% of accommodating customers who no longer desired to hold

v‘vorthless securities in theirjaccounts. On March 3, 2004, the NASD granted the Company

r‘ehef from the $100,000 requ1rement predicated on the Company’s stated intention not to
enter into any proprietary trades during the remainder of calendar year 2004. The NASD
a‘tlso indicated that if, for whatever reason, the Company engaged in any proprietary trades
dunno the remainder of calendar year 2004, the $100,000 requirement would immediately
take effect. The Company dld not enter into any proprietary trades from March 3, 2004 to
lDecernber 31, 2004. Durlnc the year ended December 31, 2005 the Company executed four

4) proprietary trades.

10




STATE DISCOUNT BROKERS, INC.

PUiRSUANT TO RULE 15¢3-1

' DECEMBER 31, 2005
I

NET CAPITAL ??

Total shareholder's equity from staﬁement of financial condition
\ |
|
Deductions and/or charges !
Nonallowable assets (per followifilg schedule)

Net capital before haircuts on secufrity positions
Haircut on money market instruments

NET C“APITAL
AGGREGATE INDEBTEDNESS

Total liabilities from statement of financial condition

SCHEDULE 1” COMPUTATION OF NET CAPITAL

COMPUTATION OF BASIC NET CAPITAL REQUIREMENT

\
6 2/3%

Minimu‘m require

of aggregate indebtedness !
d net capital

Net capital requirement ‘i

|

JJ

EXCESS NET CAPITAL

RATIO OF AGGREGATE INDEBTEDNESS TO NET CAPITAL

EXCESS CAPITAL AT 1000% w

Net capital, as reported in Companly s Part I (unaudited) FOCUS report

Audit adjustment refated to accoupts receivable

NET CAPITAL, PER ABOVE |

See accompanying notes.
11

3 324,459
(254,527)

69,932

$ 69,932

$ 12911

$ 861

$ 50,000

$ 50,000

$ 19,932

0.185

to 1.00

$ 68,641

$ 70,027
(95)

3 69,932




STAT]EE DISCOUNT BROKERS, INC.

SCHEDULE Ij- COMPUTATION OF NET CAPITAL
PURSUANT TO RULE 15¢3-1 (CONTINUED)

DECEMBER 31, 2005

NONALLOWABLE ASSETS
Amounts due from related parties ;‘ $ 150,104
Other receivables 4,307
Furniture, fixtures and office equipjlment, net of accumulated depreciation 6,015
Leasehold improvements, net of ac%cumulated amortization 63,485
Deferred income taxes 6,211
Prepaid expenses and deposits ‘1 24,405
| $ 254,527

See accompanying notes.
12




STATE DISCOUNT BROKERS, INC.

SCHEDULE II - COMPUTATION FOR DETERMINATION OF RESERVE
REQUIREMENTL> AND INFORMATION FOR POSSESSION OR
CONTROL REQUIREMENTS PURSUANT TO RULE 15¢3-3

|
| DECEMBER 31, 2005

I
|

The Company is not requ1red to present the schedules “Computation for Determination of
Reserve Requirements Under Rule 15¢3-3” or “Information for Possession or Control
Requlrements Under Rule 1503 3” as it meets the exemptive provisions of Rule 15¢3-3
nder Section (k)(2)(ii) of the Rule.

-

T
|
f/
w
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Supplern“ental Report of Independent Auditors
on Internal Accounting Control

To the S‘hareholder ;
State Discount Brokers, Inc. i

In planm‘ng and performing our audjit of the financial statements of State Discount Brokers, Inc. (the
“Company”) as of December 31, 2005 and for the year then ended, we considered its internal

control, iincluding control activitiesl for safeguarding securities, in order to determine our auditing
proceduries for the purpose of exprewssing our opinion on the financial statements and not to provide
assurance on internal control. ‘\

Also, al‘s required by Rule l’nla—S(g)(l) of the Securities and Exchange Commission
(“Commission”), we have made a study of the practices and procedures followed by the Company,

including tests of such practices anchi procedures that we considered relevant to the objectives stated
in Rule |17a-5(g) in making the Qeriodic computation of aggregate indebtedness (or aggregate
debits) and net capital under Rule 1j7a-3(a)(11) and for determining compliance with the exemptive

provisions of Rule 15¢3-3. Because the Company does not carry securities amounts for customers
or perform custodial functions relai‘ing to customer securities, we did not review the practices and
procedures followed by the Compar‘ly 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 requirc{:ments 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 control
and the‘ practices and procedures referred to in the preceding paragraph. In fulfilling this

responsiPility, 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
Commission’s above-mentioned objectives.

I
I

14




|

To the Shareholder )
State Digcount Brokers, Inc. 1
Page2 | |
\

Two of‘ the objectives of 1nternall control and the practices and procedures are to provide
management with reasonable, but not absolute, assurance that assets for which the Company has

respon51b1hty are safeguarded ag‘[zunst loss from unauthorized use or disposition, and that

.| |
transactions are executed in accordance with management’s authorization and recorded properly to

permit ghe 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 proc‘edures listed in the preceding paragraph.

‘ \

i
Because of inherent limitations in|any internal control structure 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 | o the risk that they may become inadequate because of changes
in conditions or that the effectlveness of their design and operation may deteriorate.

Our consideration of internal control would not necessarily disclose all matters in internal control
that méht be material weakness?:s 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 sﬂvemﬁc internal control COH”lpOIlCIltS 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 \Jlthm a timely period by employees in the normal course of
performmcr their assigned functlonsh However, we noted no matters involving internal control that
we cons‘1der to be material weaknesges as defined above.

| |
We unc%erstand that practices and|procedures that accomplish the objectives referred to in the
second paragraph of this report are Eonsidered by the Commission to be adequate for its purposes in
accordance with the Securities Exchange Act of 1934 and related regulations, and that practices and

procedu:res that do not accomplish such objectives in all material respects indicate a material
inadequ?cy for such purposes. Based on this understanding and our study, we believe that the
Company’s practices and procec‘ures were adequate at December 31, 2005 to meet the

T T
Commission’s objectives. w

This reRort is intended solely for the information and use of management, the Commission and
other regulatory agencies that rely ?n Rule 17a-5(g) under the Securities Exchange Act of 1934 in
their reO‘ulation of registered broke 'S and dealers, and is not intended to be and should not be used

by anyone other than these spe<:1ﬁed parties.

Februan‘/ 7, 2006

Cleveland, Ohio
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