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OATH OR AFFIRMATION

I. William D»- Felder , swear (or affirm) that, to the best of

my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of
Southwest Securities, Inc. , as

of June 30 ;20 06 |, are true and correct. [ 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: :
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VILMA 1. GALVAN
«‘,rr,"_ Notary Public, State of Texas //i' / / / J @wj ) K/ !

My Commission Expires
February 17, 2010 Signature
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President & Chief Executive Officer

M\M Mol

Notary Public

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

XJ (a) Facing Page.

X1 (b) Statement of Financial Condition.

X] (c) Statement of Income (Loss).

X] (d) Statement of Changes in Financial Condition.

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

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

X] (g) Computation of Net Capital.

X1 (h) Computation for Determination of Reserve Requirements Pursuant to Rule 15¢3-3.

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

O () A Reconciliation, including appropriate explanation of the Computation of Net Capital Under Rule 15¢3-1 and the
Computation for Determination of the Reserve Requirements Under Exhibit A of Rule 15¢3-3.

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

XJ (1) An Oath or Affirmation.

J (m) A copy of the SIPC Supplemental Report.

O m a report describing 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).




Grant Thornton &

Accountants and Business Advisors

Report of Independent Public Accountants

To the Board of Directors and Stockholders of
Southwest Securities, Inc.

We have audited the accompanying statement of financial condition of Southwest Securities, Inc., (the
“Company,” a Delaware corporation and a subsidiary of SWS Group, Inc.) as of June 30, 2006, and the
related statements of operations, stockholders’ 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 includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes 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 our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of Southwest Securities, Inc. at June 30, 2006, and the results of its operations and its 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 in Schedules I, IT and III is presented for purposes of additional analysis
and is not a required part of the basic financial statements, but is supplementary information required by Rule
17a-5 under 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 faitly stated in all
material respects in relation to the basic financial statements taken as a whole.

Sront Thondore P

Dallas, Texas
August 23, 2006

1717 Main Street

Suite 1500

Dallas, TX 75201

T 214.561.2300

F 214.561.2370

W www.grantthornton.com

Grant Thornton LLP
US member of Grant Thornton International



Southwest Securities, Inc

(A Subsidiary of SWS Group, Inc.)
Statement of Financial Condition
June 30, 2006

(dollars in thousands, except par and redemption values)

Assets

Cash

Assets segregated for regulatory purposes

Receivable from brokers, dealers and clearing organizations
Receivable from clients

Securities owned, at market value

Securities purchased under agreements to resell

Fixed assets, at cost, less accumulated depreciation of $27,482
Goodwill, net

Other assets (including $504 from affiliates)

Total assets

Liabilities and Stockholders' Equity

Short-term borrowings

Payable to brokers, dealers, and clearing organizations

Payable to clients

Drafts payable

Securities sold, not yet purchased, at market value

Securities sold under agreements to repurchase

Accrued expenses and other liabilities (including $10,108 to affiliates)

Stockholders' equity:

Series A preferred stock, $20 par value, $1,000 redemption
value; authorized 100,000 shares; issued and outstanding 100 shares

Class A voting common stock of $1 par value; authorized
10,000 shares; issued and outstanding 2,820 shares

Class B nonvoting common stock of $1 par value; authorized 10,000
shares; none issued

Additional paid-in capital

Retained earnings

Total liabilities and stockholders’ equity

$

5,261
345,028
2,821,512
373,245
157,608
63,636
7,281
7,552
22,883

3,804,006

30,500
2,784,076
618,185
29,144
96,909
7,719
43,414

3,609,947

32,438
161,616

194,059

$

3,804,006

The accompanying notes are an integral part of these financial statements.
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Southwest Securities, Inc.
(A Subsidiary of SWS Group, Inc.)
Statement of Operations

Year Ended June 30, 2006

(dollars in thousands)

Revenues:
Net revenues from clearing operations $ 15,654
Commissions 63,720
Interest 155,567
Investment banking, advisory and administrative fees 32,534
Net gains on principal transactions 16,218
Other 10,557
Total revenue 294,250

Expenses:
Commissions and other employee compensation 101,101
Interest 116,192
Occupancy, equipment and computer service costs 19,355
Communications 7,713
Floor brokerage and clearing organization charges 3,562
Advertising and promotional 2,665
Legal 3,745
Other 12,392
266,725
Income before income tax expense 27,525
Income tax expense 9,988
Net income $ 17,537

The accompanying notes are an integral part of these financial statements.
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Southwest Securities, Inc.
(A Subsidiary of SWS Group, Inc.)
Statement of Cash Flows

Year Ended June 30, 2006

(dollars in thousands)

Cash flows from operating activities:

Net income $ 17,537
Adjustments to reconcile net income to net cash provided by operating activities:
Deferred income tax benefit (1,193)
Depreciation and amortization 4,521
Provision for doubtful accounts 960
Gain on exchange of stock exchange membership (5,161)
Loss on sale of fixed assets 654
Changes in operating assets and liabilities:
Assets segregated for regulatory purposes (14,240)
Brokers, dealers and clearing organizations accounts, net 62,866
Clients accounts, net 6,165
Securities owned 13,819
Securities purchased under agreements to resell (34,746)
Other assets 27,979
Drafts payable 2,874)
Securities sold, not yet purchased (9,254)
Accrued expenses and other liabilities (5D
Net cash provided by operating activities 66,982
Cash flows from investing activities:
Cash paid for O'Connor & Company Securities, Inc. (86)
Proceeds from the sale of fixed assets 300
Proceeds from exchange of NYSE seat 97
Purchase of fixed assets (2,832)
Net cash used in investing activities (2,521)
Cash flows from financing activities:
Payment of cash dividend to parent (30,000)
Issuance of preferred stock 50
Payments on short-term borrowings (2,233,500)
Cash proceeds on short-term borrowings 2,200,600
Cash proceeds on securities sold under agreements to repurchase, net (342)
Net cash used in financing activities (63,192)
Net change in cash 1,269
Cash at beginning of year 3,992
Cash at end of year $ 5,261
(continued)

The accompanying notes are an integral part of these financial statements.
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Southwest Securities, Inc.
(A Subsidiary of SWS Group, Inc.)
Statement of Cash Flows

Year Ended June 30, 2006

Supplemental schedule of non-cash investing and financing activities:

Exchange of NYSE stock $ 5,091
Supplemental disclosure of cash flow information:

Cash paid for interest $ 114,495

Cash paid for taxes $ 10,875

The accompanying notes are an integral part of these financial statements.
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Southwest Securities, Inc.

(A Subsidiary of SWS Group, Inc.)

Notes to Financial Statements

(doliars in thousands, except par and redemption values)

1.  Organization

Southwest Securities, Inc. (“Company”), a subsidiary of SWS Group, Inc. (“Parent”), is a registered
broker/dealer in securities under the Securities Exchange Act of 1934 (“Act™).

The annual financial statements are prepared as of the close of business on the last Friday of June.
Accordingly, the fiscal year for 2006 ended on June 30, 2006.

Pursuant to the Securities and Exchange Commission’s (“SEC”) Rule 11(a) of the Act, over 50% of
the Company’s revenues are comprised of Section 11(a) items, indicating the Company is primarily
engaged in trading on behalf of customers.

2. Summary of Significant Accounting Policies

Securities Transactions

Proprietary securities transactions are recorded on trade date, as if they had settled. Customers’
securities and commodities transactions are reported on a settlement date basis with related
commission income and expenses reported on a trade date basis.

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

Marketable securities are valued at market value, based on quoted market prices, and securities not
readily marketable are valued at fair value as determined by management.

Commissions
Commissions and related clearing expenses are recorded on a trade-date basis as securities
transactions occur.

Fixed Assets

Fixed assets are comprised of furniture, equipment and leasehold improvements which are stated at
cost and depreciated using the straight-line method over the estimated useful lives of the assets (3 to
9 years).

Goodwill

The Company accounts for goodwill under the provisions of Statement of Financial Accounting
Standards (“SFAS”) No. 142, “Goodwill and Other Intangible Assets.” The Company performed
its annual assessment of the fair value of goodwill during fiscal 2006 as required by SFAS No. 142,
and based on the results of the valuation, the goodwill balance was not impaired.

Resale and Repurchase Agreements

Transactions involving purchases of securities under agreements to resell (reverse repurchase
agreements or reverse repos) or sales of securities under agreements to repurchase (repurchase
agreements or repos) are accounted for as collateralized financings except where the Company does
not have an agreement to sell (or purchase) the same or substantially the same securities before
maturity at a fixed or determinable price. It is the policy of the Company to obtain possession of
collateral with a market value equal to or in excess of the principal amount loaned under resale
agreements. Collateral is valued daily, and the Company may require counterparties to deposit
additional collateral or return collateral pledged when appropriate.



Southwest Securities, Inc.

(A Subsidiary of SWS Group, Inc.)

Notes to Financial Statements

(dollars in thousands, except par and redemption values)

Securities-Lending Activities

Securities borrowed and securities loaned transactions are generally reported as collateralized
financings except where letters of credit or other securities are used as collateral. Securities-
borrowed transactions require the Company to deposit cash, letters of credit, or other collateral with
the lender. With respect to securities loaned, the Company receives collateral in the form of cash in
an amount generally in excess of the market value of securities loaned. The Company monitors the
market value of securities borrowed and loaned on a daily basis, with additional collateral obtained
or refunded as necessary.

Investment Banking

Investment banking revenues include gains, losses, and fees, net of syndicate expenses, arising from
securities offerings in which the Company acts as an underwriter or agent. Investment banking
revenues also include fees earned from providing merger-and-acquisition and financial
restructuring advisory services. Investment banking management fees are recorded on offering
date, sales concessions on settlement date, and underwriting fees at the time the underwriting is
completed and the income is reasonably determinable.

Drafts Payable

In the normal course of business, the Company uses drafts to make payments relating to its
brokerage transactions. These drafts are presented for payment through the Company’s bank and
are sent to the Company daily for review and acceptance. Upon acceptance, the drafts are paid and
charged against cash.

Cash Flow Reporting

For purposes of the statement of cash flows, the Company considers cash to include cash on hand
and in depository accounts. In additton, highly liquid debt instruments purchased with original
maturities of three months or less are considered to be cash equivalents.

Assets segregated for regulatory purposes are not included as cash equivalents for purposes of the
statement of cash flows because such assets are segregated for the benefit of customers only.

Federal Income Taxes

The Company files a consolidated Federal income tax return with its Parent. For purposes of these
financial statements, current income taxes are computed as if the Company filed a separate entity
income tax return.

Income taxes are accounted for under the asset and liability method. Deferred tax assets and
liabilities are recognized for the estimated future tax consequences attributable to differences
between the financial statement carrying amounts of existing assets and liabilities and their
respective tax bases and operating loss and tax credit carryforwards. Deferred tax assets and
liabilities are measured using enacted tax rates in effect for the year in which those temporary
differences are expected to be recovered or settled. The effect on deferred tax assets and liabilities
of a change in tax rates is recognized in income in the period that includes the enactment date.

Fair Value of Financial Instruments
Substantially all of the Company’s financial assets and liabilities are carried at market value or at
amounts which, because of their short-term nature, approximate current fair value.




Southwest Securities, Inc.
(A Subsidiary of SWS Group, Inc.)

Notes to Financial Statements
(dollars in thousands, except par and redemption values)

Use of Estimates

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 and disclosure of contingent assets and liabilities at the
date of the financial statements and the recorded amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates.

3. Assets Segregated For Regulatory Purposes

At June 30, 2006, the Company had U.S. Treasury securities with a market value of approximately
$137,395, reverse repurchase agreements of approximately $25,000, and related cash and accrued
interest of approximately $182,633 segregated in special reserve bank accounts for the exclusive
benefit of customers under Rule 15¢3-3 of the Act. These reverse repurchase agreements were
collateralized by U.S. Government securities with a market value of approximately $25,332.

4.  Receivable From and Payable to Brokers, Dealers and Clearing Organizations

At June 30, 2006, the Company had receivable from and payable to brokers, dealers and clearing
organizations comprised of the following:

Receivable:
Securities failed to deliver $ 33,123
Securities borrowed 2,728,679
Correspondent broker/dealers 34,601
Clearing organizations 9,730
Other 15,379
$ 2,821,512
Payable:
Securities failed to receive $ 43,723
Securities loaned 2,701,368
Correspondent broker/dealers 18,464
Other 20,521
$ 2,784,076

Securities failed to deliver and receive represent the contract value of securities that have not been
delivered or received subsequent to settlement date. Securities borrowed and loaned represent
deposits made to or received from other broker/dealers relating to these transactions. These
deposits approximate the market value of the underlying securities.

The Company clears securities transactions for correspondent broker/dealers. Settled securities and
related transactions for these correspondents are included in the receivable from and payable to

brokers, dealers and clearing organizations. The Company holds collateral for the receivables from
correspondents.



Southwest Securities, Inc.

(A Subsidiary of SWS Group, Inc.)

Notes to Financial Statements

(dollars in thousands, except par and redemption values)

The Company participates in the securities borrowing and lending business by borrowing and
lending securities other than those of its clients. All open positions are adjusted to market values
daily. The Company has received collateral of approximately $2,728,266 under securities lending
agreements, of which the Company has repledged approximately $2,653,504 at June 30, 2006.

5. Receivable From and Payable to Clients

Receivable from and payable to clients include amounts due on cash and margin transactions.
Included in these amounts are receivable from and payable to noncustomers (as defined by Rule
15¢3-3 of the Act, principally officers, directors and related accounts), which aggregated
approximately $491 and $2,204, respectively, at June 30, 2006. Securities accounts of
noncustomers are subject to the same terms and regulations as those of customers. Securities
owned by customers and noncustomers that collateralize the receivables are not reflected in the
accompanying financial statements.

The Company pledges client securities as collateral in conjunction with the Company’s securities
lending activities. At June 30, 2006, the Company has approximately $479,956 of client securities
under customer margin loans that are available to be pledged, of which the Company has repledged
approximately $47,049 under securities loan agreements.

The Company pays interest on certain customer “free credit” balances available for reinvestment.
The aggregate balance of such funds was approximately $543,092 at June 30, 2006. During fiscal
year 2006, the interest rates paid on these balances ranged from 2.1% to 3.9%. While the Company
pays interest on these funds at varying rates, the rate paid at June 30, 2006 was 3.9%. The
weighted average interest rate paid during fiscal 2006 was 3.1%.

The Company maintains an allowance for doubtful accounts which represents amounts, in the
judgment of management, that are necessary to adequately absorb losses from known and inherent
risks in receivables from customers. Provisions made to this allowance are charged to operations.
At June 30, 2006, all unsecured customer receivables had been provided for in this allowance.

10



Southwest Securities, Inc.
(A Subsidiary of SWS Group, Inc.)

Notes to Financial Statements
(doliars in thousands, except par and redemption values)

6. Securities Owned and Securities Sold, not yet Purchased

At June 30, 2006, securities owned and securities sold, not yet purchased, both of which are carried
at market value, included the following:

Securities owned:
U.S. Government and Government agency

obligations $ 46,168
Municipal obligations 30,971
Corporate equity securities 13,913
Corporate obligations 54,076
Other 12,480

$ 157,608

Securities sold, not yet purchased:
U.S. Government and Government agency

obligations $ 76,132
Municipal obligations 57
Corporate equity securities 1,715
Corporate obligations 18,220
Other 785

$ 96,909

Certain of the above securities have been pledged to secure short-term borrowings or as security
deposits at clearing organizations for the Company’s clearing business. These pledged securities
amounted to approximately $5,044 at June 30, 2006. Additionally, at June 30, 2006, the Company
had pledged securities valued at $2,025 in conjunction with securities lending activities.

NYSE / Archipelago Southwest Securities has been a member of the NYSE since 1972 owning
one seat carried at a cost of $230. Upon the merger of the NYSE and Archipelago Holdings, L.L.C.
(“Archipelago”) in March 2006, Southwest Securities surrendered its seat for the right to receive
from the new entity, NYSE Group, Inc. (“NYSE Group”), $300 in cash and 80,177 restricted shares
of NYSE Group common stock (NYX), par value $0.01 per share.

SWS also had an investment in 23,721 shares of Archipelago recorded at its cost of zero. Upon the
merger, each outstanding share of Archipelago common stock was converted into one share of
NYX stock.

Also, in lieu of a seat, on January 4, 2006, Southwest Securities secured the right to a trading
license at the inaugural NYSE license auction for $49. This license allows Southwest Securities
continued physical and electronic access to the NYSE trading facilities following the close of the
merger.

11



Southwest Securities, Inc.

{A Subsidiary of SWS Group, Inc.)

Notes to Financial Statements

(dollars in thousands, except par and redemption values)

The 80,177 NYX shares received from the merger are restricted shares. These restrictions prohibit
any “direct or indirect assignment, sale, exchange, transfer, tender or other disposition of NYX
stock.” The restrictions on the shares lapse based on a three year vesting schedule with restrictions
lapsing on one-third of the restricted shares annually. There are no restrictions on the 23,721 shares
from our investment in Archipelago upon conversion to NYX stock.

The 80,177 NYX shares have been discounted at an overall rate of 18.6% of the market price of
NYX stock at June 30, 2006. The discount rate was determined based on the length of time of the
restrictions, expected rate of return for this type of investment and the relative amount of restricted
NYX stock versus fully tradable stock.

The initial valuation of the restricted shares resulted in a gain of approximately $5,100 recorded in
net gains from principal transactions on the Statement of Operations. As of June 30, 2006, our total
investment, 103,898 of NYX shares, was valued at $6,044.

7. Securities Purchased Under Agreements to Resell

Transactions involving purchases of securities under agreement to resell (“reverse repurchase
agreements”) are accounted for as collateralized financings except where the Company does not
have an agreement to sell the same or substantially the same securities before maturity at a fixed or
determinable price. At June 30, 2006, the Company held reverse repurchase agreements totaling
$63,636, collateralized by U.S. Government and Government agency obligations with a market
value of approximately $63,266.

8.  Short-Term Borrowings

The Company has credit arrangements with commercial banks, which include broker loan lines up
to $275,000 at June 30, 2006 to finance securities owned, securities held for correspondent
broker/dealer accounts, and receivables in customers’ margin accounts. The lines may also be used
to release pledged collateral against day loans. These credit arrangements are provided on an “as
offered” basis and are not committed lines of credit. These arrangements can be terminated at any
time by the lender. Any outstanding balances under these credit arrangements are due on demand
and bear interest at rates indexed to the federal funds rate (5% at June 30, 2006). At June 30, 2006,
the amount outstanding under these secured arrangements was $30,500, which was collateralized
by securities held for firm accounts valued at $68,089.

Additionally, the Company has an irrevocable letter of credit agreement aggregating $50,000 at
June 30, 2006, pledged to support its open option positions with an options clearing organization.
The letter of credit bears interest at the broker call rate, if drawn, and is renewable semi-annually.
This letter of credit is fully collateralized by marketable securities held in customers” and
noncustomers’ margin accounts with values of approximately $81,303 at June 30, 2006.

The Company has unsecured letters of credit agreements aggregating $2,250 at June 30, 2006,

pledged to support its open positions with securities clearing organizations. The unsecured letters
of credit bear a 1% commitment fee and are renewable semi-annually.

12



Southwest Securities, Inc.
{A Subsidiary of SWS Group, Inc.)

Notes to Financial Statements
(dollars in thousands, except par and redemption values)

10.

In addition, the Company has an unsecured line of credit aggregating $10,000 that is due on
demand and bears interest at rates indexed to the federal funds rate. The total amount of
borrowings available under this line of credit is reduced by the amount outstanding on the line and
under the unsecured letters of credit at the time of borrowing. At June 30, 2006, the total amount
available for borrowing was $7,750. There was no amount outstanding on this unsecured line of
credit other than the $2,250 under unsecured letters of credit at June 30, 2006.

Securities Sold Under Agreements to Repurchase

Securities sold under repurchase agreements, which are secured borrowings, generally mature
within one to four days from the transaction date. Securities sold under repurchase agreements are
reflected at the amount of cash received in connection with the transactions. The Company may be
required to provide additional collateral based on the fair value of the underlying securities. The
Company monitors the fair value of the underlying securities on a daily basis. Securities sold under
repurchase agreements at June 30, 2006 was $7,719.

Income Taxes
Income tax expense for the fiscal year ended June 30, 2006, (effective rate of 36.3%) differs from

the amount that would otherwise have been calculated by applying the U.S. Federal corporate tax
rate (35%) to income before income taxes and is comprised of the following:

Income tax expense at the statutory rate $ 9,634
Tax-exempt interest (113)
Non-deductible meals and entertainment expenses 221
Other, net 246
$ 9,988

Income taxes as set forth in the statement of operations consist of the following components:

Current
Federal h) 8,134
State 661
8,795
Deferred
Federal Y 1,440
State (247)
1,193
Total income tax expense $ 9,988

13



Southwest Securities, Inc.

(A Subsidiary of SWS Group, Inc.)

Notes to Financial Statements

(doliars in thousands, except par and redemption values)

11.

12,

The tax effects of temporary differences that give rise to significant portions of the deferred tax
assets and deferred tax liabilities at June 30, 2006 are presented below:

Deferred tax assets:

Accrued expenses $ 4,216
Fixed assets 964
Other 579
Total gross deferred tax asset 5,759

Deferred tax liabilities (578)
Net deferred tax asset included in other assets $ 5,181

As a result of the Company’s history of taxable income and the nature of the items from which
deferred tax assets are derived, management believes that it is more likely than not that the
Company will realize the benefit of the deferred tax assets.

The amount of current taxes payable to the Parent included in other liabilities on the balance sheet
was $1,352 at June 30, 2006.

Net Capital Requirements

The Company is subject to the Securities and Exchange Commission’s Uniform Net Capital Rule,
which requires the maintenance of minimum net capital. The Company has elected to use the
alternative method, permitted by the rule, which requires that it maintain minimum net capital, as
defined in Rule 15¢3-1 under the Act, equal to the greater of $1,000 or 2% of aggregate debit
balances, as defined in Rule 15¢3-3 of the Act. At June 30, 2006, the Company had net capital of
approximately $130,155 which is approximately $120,373 in excess of its minimum net capital
requirement of approximately $9,782 at that date. Additionally, Rule 15¢3-1 provides that equity
capital may not be withdrawn or cash dividends paid if resulting net capital would be less than 5%
of aggregate debit items. At June 30, 2006, the Company had net capital of approximately
$105,699 in excess of 5% of aggregate debit items.

Affiliate Transactions

The Company clears all customer transactions and provides accounting and administrative services
for SWS Financial Services, Inc. (“SWSFS™), an affiliate. Based on an agreement with this entity,
the Company receives a fee for clearing SWSFS trades. The amount of fees received by the

Company for clearing trades for this entity was approximately $990 during fiscal year 2006.

The Company, as clearing broker for its affiliate, has the right to charge customer losses back to the
affiliate.
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Southwest Securities, Inc.
(A Subsidiary of SWS Group, Inc.)

Notes to Financial Statements
(dollars in thousands, except par and redemption values)

13.

14.

Profit Sharing

The Company has a defined contribution profit sharing/401(k) plan covering substantially all
employees. Employer provided profit sharing benefits become fully vested after six years of
service by the participant. Profit sharing contributions to the plan are accrued and funded at the
Company’s discretion. There were profit sharing contributions of $585 for the year ended June 30,
2006. The 401(k) portion of the plan began in January 2000, and the Company provides a match of
up to 4% of eligible compensation. The Company’s matching contributions vest immediately and
the expense totaled approximately $2,030 for the year ended June 30, 2006.

Commitments and Contingencies
The Company leases its offices and certain equipment under noncancelable operating lease
agreements. Rental expense relating to the facilities and equipment leases for fiscal year 2006

aggregated approximately $7,293.

At June 30, 2006 the future rental payments for the noncancelable operating leases for each of the
following five fiscal years and thereafter follows:

2007 § 2,986
2008 2,463
2009 1,754
2010 954
2011 479
Thereafter 157

§ 8,793

Through its participation in underwritings, both corporate and municipal, the Company could
expose itself to material risk since the possibility exists that securities that the Company has
committed to purchase cannot be sold at the initial offering price. Federal and state securities laws
and regulations also affect the activities of underwriters and impose substantial potential liabilities
for violations in connection with sales of securities by underwriters to the public. Total open
underwritings at June 30, 2006 were $242,880. Open underwritings are generally scheduled to be
settled within the next 60 days and are expected to have no material adverse effect on the financial
statements.

In the general course of its brokerage business and the business of clearing for other brokerage
firms, the Company has been named as a defendant in various lawsuits and arbitration proceedings.
These claims allege violation of Federal and state securities laws. Management believes that
resolution of these claims will not result in any material adverse effect on the Company’s financial
position or results of operations. The Company has accrued $1,640 in the current fiscal year for
such claims.
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Notes to Financial Statements
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15.

The Company provides representations and warranties to counterparties in connection with a
variety of commercial transactions and occasionally indemnifies them against potential losses
caused by the breach of those representations and warranties. These indemnifications generally are
standard contractual terms and are entered into in the normal course of business. The maximum
potential amount of future payments that the Company could be required to make under these
indemnifications cannot be estimated. However, the Company believes that it is unlikely it will
have to make material payments under these arrangements and has not recorded any contingent
liability in the financial statements for these indemnifications.

The Company is a member of an exchange and multiple clearinghouses. Under the membership
agreements, members are generally required to guarantee the performance of other members.
Additionally, if a member becomes unable to satisfy its obligations to the clearinghouse, other
members would be required to meet shortfalls. To mitigate these performance risks, the exchange
and clearinghouses often require members to post collateral. The Company’s maximum potential
liability under these arrangements cannot be quantified. However, the potential for the Company to
be required to make payments under these arrangements is unlikely. Accordingly, no contingent
liability is recorded in the financial statements for these arrangements.

Financial Instruments with Off-Balance-Sheet Risk

In the normal course of business, the Company engages in activities involving the execution,
settlement and financing of various securities transactions. These activities may expose the
Company to off-balance-sheet credit and market risks in the event the customer or counterparty is
unable to fulfill its contractual obligation. Such risks may be increased by volatile trading markets.

As part of its normal brokerage activities, the Company sells securities not yet purchased (short
sales) for its own account. The establishment of short positions exposes the Company to market
risk in the event prices increase, as the Company may be obligated to acquire the securities at
prevailing market prices.

The Company seeks to control the risks associated with its customers’ activities, including
customer accounts of its correspondents for which it provides clearing services, by requiring
customers to maintain margin collateral in compliance with various regulatory and internal
guidelines. The required margin levels are monitored daily and, pursuant to such guidelines,
customers are required to deposit additional collateral or to reduce positions when necessary.

A portion of the Company’s customer activity involves short sales and the writing of option
contracts. Such transactions may require the Company to purchase or sell financial instruments at
prevailing market prices in order to fulfill the customers’ obligations.

At times, the Company lends money using reverse repurchase agreements. All positions are
collateralized by U.S. Government or U.S. Government agency securities. Such transactions may
expose the Company to off-balance-sheet risk in the event such borrowers do not repay the loans
and the value of collateral held is less than that of the underlying receivable. These agreements
provide the Company with the right to maintain the relationship between market value of the
collateral and the receivable.
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Notes to Financial Statements
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16.

17.

18.

The Company arranges secured financing by pledging securities owned and unpaid customer
securities for short-term borrowings to satisfy margin deposits of clearing organizations. The
Company also actively participates in the borrowing and lending of securities. In the event the
counterparty in these and other securities loaned transactions is unable to return such securities
pledged or borrowed or to repay the deposit placed with them, the Company may be exposed to the
risks of acquiring the securities at prevailing market prices or holding collateral possessing a
market value less than that of the related pledged securities. The Company seeks to control the
risks by monitoring the market value of securities pledged and requiring adjustments of collateral
levels where necessary.

Preferred Stock

On October 17, 1997, the Company’s Board of Directors (“Board”) authorized 100,000 shares of
preferred stock. Simultaneously, the Board designated 5,000 shares of the authorized preferred
stock as Series A Preferred Stock. Up to 50 shares of the Series A Preferred Stock, which has a par
value of $20, can be issued to each of up to 100 qualified participants. Qualified participants are
broker/dealers registered under the Act who clear their proprietary transactions through the
Company and who represent that they are subject to net capital rules of the SEC and other self-
regulatory organizations to which such broker/dealers report. The Series A Preferred Stock is
nonvoting and nonconvertible to common stock, and it is entitled to noncumulative cash dividends
when, as and if declared by the Board. The Series A Preferred Stock is redeemable at any time by
the Company at a redemption price of $1,000 per share.

PAIB Reserve Requirements

At June 30, 2006, the Company did not have a PAIB reserve requirement and has no amount on
deposit.

Stock Purchase of O’Connor

In a cash transaction in August 2001, the Parent acquired O’Connor & Company Securities, Inc.
(“O’Connor”) which had assets totaling $1,200. The Parent recorded approximately $744 in
goodwill on the transaction. The Parent transferred the goodwill to the Company after the adoption
of SFAS No. 142. Additionally, contingent consideration based upon future operating performance
of O’Connor was calculated on an annual basis extending through July 2005 in accordance with the
acquisition agreement. The maximum additional earn-out consideration per the acquisition

agreement was $2,500. As of June 30, 2006, goodwill of $3,298 was recorded related to this
transaction, $2,500 of which related to the $2,500 earn-out consideration.
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19.

Subsequent Event

On March 22, 2006, the Company entered into an agreement with TD Ameritrade Holding
Corporation and the Advanced Clearing division of the company’s subsidiary, Ameritrade, Inc.,
(“Ameritrade”) to transfer Advanced Clearing’s 15 correspondent clients to the Company. This
transaction closed in July 2006, with 12 of the 15 correspondents agreeing to transfer to the
Company’s clearing platform. The purchase price was based on the estimated value of the
transferred correspondents. One half of the purchase price, $2.4 million was paid upon closing with
the remainder to be paid on the one year anniversary of the closing date. Ameritrade will receive
100 percent of the remaining amount if the transferred correspondents meet agreed upon ticket
volumes. If these volumes are not met, the second payment will be pro-rated by the ticket volumes
incurred compared to the agreed upon ticket volume. The maximum purchase price is
approximately $5.8 million. As a result of this transaction, the Company has recorded goodwill of
$1,183 and a customer relationship intangible of $1,338, which will be amortized over a five year
period at a rate based on the future economic benefit of the customer relationships.

18




Southwest Securities, Inc.
(A Subsidiary of SWS Group, Inc.)

Schedule | - Computation of Net Capital Pursuant to Rule 15¢3-1 of the
Securities Exchange Act of 1934 and Regulation 1.17 of the Commodity
Futures Trading Commission

(dollars in thousands)

Total stockholders' equity from statement of financial condition $ 194,059

Add liabilities subordinated to claims of general creditors
allowable in computation of net capital -

Total capital and allowable subordinated liabilities 194,059

Deductions and /or charges:

Receivable from affiliates § (504)

Fixed assets, net (7,281)

Other nonallowable assets (41,261)

Aged fails to deliver (192)

Aged short security differences (160)

Other deductions and/or charges (3,213) (52,611)
Net capital before haircuts on securities positions 141,448

Haircuts on securities positions (11,293)
Net Capital 130,155

Net capital requirement:
Greater of 2% of aggregate debit items as shown in
computation of special reserve requirement on
Schedule IT ($489,118 x 2% = $9,782) or $1,000 9,782

Excess net capital $ 130,155

Net capital in excess of the greater of 5% of
aggregate debit items or $1,200 $ 105,699

Note: The above computation does not differ materially from the computation of net capital prepared by
the Company as of June 30, 2006 and filed with the New York Stock Exchange, Inc. on July 26,
2006.
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Southwest Securities, Inc.

(A Subsidiary of SWS Group, Inc.)

Schedule Il - Computation for Determination of Reserve Requirements
Pursuant to Rule 15¢3-3 of the Securities Exchange Act of 1934

(dollars in thousands)

Credit balances:

Free credit balances and other credit balances in customers' security accounts $ 648,841
Monies borrowed collateralized by securities carried for the accounts
of customers 1,542
Monies payable against customers' securities loaned 47,864
Customers' securities failed to receive 38,691
Credit balances in firm accounts which are attributable to principal sales
to customers 4,416
Market value of short securities and credits in all suspense accounts over 7
calendar days 312
Transfers in excess of 40 calendar days 23
Other 45,308
Total credits 786,997
Debit balances:
Debit balances in customers' cash and margin accounts excluding unsecured
accounts and accounts doubtful of collection 372,754
Securities borrowed to effectuate short sales by customers and securities
borrowed to make delivery on customers' securities failed to deliver 44,627
Failed to deliver of customers' securities not older than 30 calendar days 28,140
Margin required and on deposit with the Options Clearing Corporation for all
option contracts with or purchased in customer accounts 43,597
Total debits 489,118
Less 3% haircut (14,674)
Total debits 474,444
Excess of total credits over total debits $ 312,553
Reserve requirement at June 30, 2006:
Amount of securities held in "Reserve Bank Accounts" at June 30, 2006 $ 345,028
Withdrawal made within required time frames of qualified securities (15,900)
Amount of securities held in "Reserve Bank Accounts” $ 329,128

Note: The above computation does not differ materially from the computation of special reserve
requirement prepared by the Company as of June 30, 2006 and filed with the New York Stock

Exchange, Inc. on July 26, 2006.
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Southwest Securities, Inc.

(A Subsidiary of SWS Group, Inc.)

Schedule 1l - Information for Possession or Control Requirements
Pursuant to Rule 15¢3-3 of the Securities Exchange Act of 1934

State the market valuation and the number of items of:

1.

Customers fully paid securities and excess margin securities not in the respondent’s possession or
control as of June 30, 2006 for which instructions to reduce to possession or control had been
issued as of June 30, 2006 but for which the required action was not taken by respondent within the
time frames specified under Rule 15¢3-3

(dollars in thousands)

Number of items 12

Market value $ 28

Customers’ fully paid securities and excess margin securities for which instructions to reduce to
possession or control had not been issued as of June 30, 2006 excluding items arising from
“temporary lags which result from normal business operations™ as permitted under Rule 15¢3-3

(dollars in thousands)

Number of items -

Market value $ -
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Accountants and Business Advisors

Report of Independent Public Accountants on
Internal Control Required by SEC Rule 17a-5 and CFTC Regulation 1.16

To the Board of Directors of
Southwest Securities, Inc.

In planning and performing our audit of the financial statements of Southwest Securities, Inc. (the
“Company” a subsidiary of SWS Group, Inc.), for the year ended June 30, 2006, 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 control.

Also, as required by Rule 17a-5(g)(1) of the Securities and Exchange Commission (SEC) and Regulation 1.16
of the Commodity Futures Trading Commission (CFTC) (collectively, the “Commissions”), we have made a
study of the practices and procedures followed by the Company, including tests of compliance with such
practices and procedures that we considered relevant to the objectives stated in Rule 17a-5(g) and Regulation
1.16, in making the following:

1. The periodic computations of aggregate indebtedness (or aggregate debits) and net capital under Rule
17a-3(a)(11) and the reserve required by Rule 15¢3-3(e);

2. The quartertly securities examinations, counts, verifications, and comparisons, and the recordation of
differences required by Rule 17a-13;

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;

4. Obtaining and maintaining physical possession ot control of all fully paid and excess margin securities of
customers as required by Rule 15¢3-3;

5. The periodic computations of minimum financial requirements pursuant to Regulation 1.17;

Because the Company does not catry commodity accounts for customers or perform custodial functions

relating to customet’s commodity accounts; we did not review the practices and procedures followed by the
Company in making any of the following:

1. The daily computations of the segtegation requirements of Section 4d(2) of the Commodity Exchange
Act and the regulations thereunder, and the segregation of funds based upon such computations; and

2. The daily computations of the foreign futures and foreign options secured amount requirements pursuant
to Regulation 30.7 of the CFTC.
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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 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 Commissions’ above-mentioned objectives. Two of the
objectives of internal control 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 unauthotized use or disposition, and that transactions are executed in accordance with management's
authorization and recorded properly to permit the preparation of financial statements in conformity with
generally accepted accounting principles. Rule 17a-5(g) and Regulation 1.16 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 or that the effectiveness of
their design and operaton may deteriorate. Our consideration of internal control would not necessarily
disclose all matters in intetnal 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 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 internal control,
including procedures 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 Commissions’ to be adequate for its purposes in accordance
with the Securities Exchange Act of 1934 and the Commodity Exchange Act and related reguladons, 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 June 30, 2006, to meet the Commissions’ objectives.

This repott is intended solely for the information and use of the Board of Directors, management, the SEC,
the CFTC, the National Association of Securities Dealers, Inc., the New York Stock Exchange, the National
Futures Association and other regulatory agencies that rely on Rule 17a-5(g) under the Securities Exchange
Act of 1934 and the Commodity Exchange Act in their regulation of registered brokers and dealers, or
Regulation 1.16 of the CFTC and is not intended to be and should not be used by anyone other than these
specified parties.

nant Lhouttm LLP

Dallas, Texas
August 23, 2006




