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OATH OR AFFIRMATION

I, ROBERT J. CONWAY ) , swesr (or affirm) that, to the best of

my knowledge and belief the accompanying financial statement and supportmg schedules pertaining to the firm of

__DIVERSIFIED SECURITIES, INC. -, as
of DECEMBER 31, ,20 06, are true and correct. I further swear (or affirm) that
neither the company nor any partner, proprietor, principal officer or director has any proprietary interest in any account
classified solely as that of a customer, except as follows:

NONE

Signature ROBERT J. CONWAY

See attached.
Notary Public

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

(a) Facing Page.

. (b) Statement of Financial Condition,

{c) Statement of Income (Loss)

{d) Statement of GkH SRR ) ) ChEhFlWB

(¢) Statement of Cha.nges in Stockholders’ Equity or Partners’ or Sole Proprietors® Capital.

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

(g) Computation of Net Capital.

(k) Computation for Determination of Reserve Mqun'emenm leuant to Rule 15¢3-3.

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

(i} A Reoonciliation, including appropriate explanation of the Computation of Net Capital Under Rule 15¢3-3 and the
Computation for Determination of the Reserve Requirements Under Exhibit A of Rule 15¢3-3,

(k) A Reconciligtion between the audited a.nd unaudited Statements of Findncial Condition with respect to methods of

consolidation.

(1) An Oath or Affirmation.

(m) A copy of the SIPC Supplemental Report
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OO0

ﬁ(o)IndependeutAuditom'ReportmInternalAccomﬁngGmtrol '
For conditions of confidential treatment of certain portions of thi.! Jiling, see section 240.1 7a-5 fe)(3).

(n) Areportdescribing any material inadequacies found to exist or found to have existed since the date of the previous audit.
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GOODRICH-BARON-GOODYEAR LLP

Cert{ﬁéd Public Accountants

INDEPENDENT AUDITORS' REPORT

The Board of Directors
Diversified Securities, Inc.
Long Beach, California

We have audited the accompanying statement of financial condition of Diversified Securities, Inc. as of December
31, 2006, and the related statements of income and comprehensive income, changes in stockholder's 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. Cur 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.
Those standards require that we plan and perform the audit to cobtain reasonable assurance about whether the
financial statements are free of material misstatement. 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 reasconable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position
of Diversified Securities, Inc. as of December 31, 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 on pages 11 through 14 is presented for the purpose of additional analysis and is not a
required part of the basic financial statements, but is supplementary information required by Rule 17a-5 of the
Securities Exchange Act of 1934. Such information has been subjected to the auditing procedures applied in the
audit of the basic financial statements and, in our opinion, is fairly stated in all material respects in relation to the
hasic financial statements taken as a whole.

i

Long Beach, Califernia
February 9, 2007




DIVERSIFIED SECURITIES, INC.
STATEMENT OF FINANCIAL CONDITION

DECEMBER 31, 2006

ASSETS
Cash $ 205,696
Cash - Reserve bank account ___ 25099
Total cash - 230,795
Receivables:
Commissions 62,615
Concessions 49,957
Others 66,265
Prepaid expenses 7,631
Deposit - Pershing 100,000
Marketable equity securities 319,505
Property and equipment, at cost, less $264,487
of accumulated depreciation 67,856
Other assets 29,361
Total assets $ 933,985
LIABILITIES AND STOCKHOLDER'S EQUITY
Liabilities:
Payable to customers $ 99
Accounts payable and accrued expenses 46,274
Commissions payable 50,222
Due to affiliates 6,941
Income taxes payable 800

Deferred income taxes payable

24,000

Total liabilities 128,336
Commitments -
Stockholder's equity:

Common stock, $5 par value,
20,000 shares authorized,
4,335 shares issued and outstanding 3 21,675
Additional paid-in capital 31,323
Retained earnings 629,628
Accumulated other comprehensive income 123,023
Total stockholder's equity 805,649
Total liabilities and stockholder's equity $ 933,985

The accompanying notes are an integral part of these financial statements.
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DIVERSIFIED SECURITIES, INC.
STATEMENT OF INCOME AND COMPREHENSIVE INCOME

YEAR ENDED DECEMBER 31, 2006

Revenues:
Concessions:
Mutual funds
Tax shelters and limited partnerships
Other commissions
Reimbursements
Interest
Management fees - related party
Other management fees

Total revenues
Expenses:
Commission expense
Clericai and administrative employees' expenses
Communications
QOccupancy and equipment costs
Promotional costs
Regulatory fees, assessments and professional fees
Other
Total expenses
Income (loss) before income taxes
Income taxes
Net income
Other comprehensive income:
Unrealized gains on securities

Other comprehensive income before tax

Deferred income tax expense {benefit) related
to other comprehensive income

Other comprehensive income, net of tax

Comprehensive income

$ 2418491

1,052,661
221,839
802,134

58,984
54,710
133,155

83,623

3 2,343,851
102,150
1,273,493
130,693

7,421

430,000

295,331

4,682,939

4,741,974
(159,035)
800

{159.835)

83,623

(39.400)

123,023

A ———————

$ (36.812)

The accompanying notes are an integral part of these financial statements.
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DIVERSIFIED SECUR!TIES, INC.
STATEMENT OF CHANGES IN STOCKHOLDER'S EQUITY

YEAR ENDED DECEMBER 31, 2006

. Accumulated
Additional Other

Common Paid-in Retained Comprehensive
Stock Capital Earnings Income Total

Balance, beginning of year $ 21,675 31,323 789,463 84,208 926,669
Net income for the year

ended December 31, 2006 - - (159,835) - (169,835)

Other comprehensive income - - - 38.815 38,815

Balance, at end of '
year $ 21,675 31,323 629 628 123,023 805,649

The accompanying notes are an integral part of these financial statements.

. 4




DIVERSIFIED SECURITIES, INC.
STATEMENT OF CASH FLOWS

YEAR ENDED DECEMBER 31, 2006

Cash flows from operating activities:
Net income
Adjustments to reconcile loss to net cash provided
by operating activities:
Depreciation
Unrealized gain in equity securities
(Increase) decrease in:
Receivables - Commissions
Receivables - Concessions
Accounts receivable - Other
Prepaid expenses
Due from affiliates
Other assets
Increase (decrease} in:
Accounts payable and accrued expenses
Commissions payable
Due to affiliates
Income taxes payable
Peferred income taxes payable

Total adjustments
Net cash flows used for operating activities

Cash flows from investing activities:
Capital expenditures

Net cash flows used for investing activities
Cash flows from financing activities

Net decrease in cash
Cash, beginning of year

Cash, end of year

$ 15,858
15,400

(62,615)
27,629

(15,933)
383
7,313

(2,210)

20,339
14,140
6,941
(10,800)
(39.400)

5697

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION

Cash paid during the year for:
Interest
Income taxes

The accompanying notes are an integral part of these financial statements.

5

$ (159,835)
— (22,955}
(182,790)
(5,597)
(188,387)
419,182
$___ 230795
$=»-=
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DIVERSIFIED SECURITIES, INC.
NOTES TO FINANCIAL STATEMENTS

DECEMBER 31, 2006

(1} SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Nature of Business

The Company is a wholly-owned subsidiary of DSI Financial, Inc. The Company acts as an introducing
broker/dealer and clears transactions with and for customers on a fully disclosed basis through a clearing
broker/dealer. The Company's primary business consists of mutual funds, securities, option and margin
accounts.

The Company’s main office is located in Long Beach, California. [t also’ maintains branch offices in Santa Ana,
West Covina, and Visalia, California and Bend, Oregon. The Company's trading business is affected by
economic fluctuations in the broker-dealer industry. :

Security Transactions

Security transactions are reported on a trade date basis which is in conformity with generally accepted
accounting principles.

Property and_Equipment

Property and equipment are stated at cost. Depreciation of property and equipment is provided over their
estimated useful lives ranging from five to ten years using the straight-line method.

Income Taxes

The Company files consolidated Federal and State corporate tax returns with its parent, DSI Financial, Inc.,
and is allocated a portion of the consolidated tax liability based upon its share of net income. Refunds which
are the result of loss carrybacks are allocated based on the Company's share of the net loss. Deferred income
taxes result primarily from timing differences in the reporting of California franchise tax expense for financial
and tax purposes and the use of the accelerated cost recovery system for depreciating assets for Federal tax
purposes.

Cash Equivalents

For purposes of the statement of cash flows, the Company considers all highly liquid debt instruments
purchased with a maturity of three months or less to be cash equivalents. There were no cash equivalents at
December 31, 2006.

Use of Estimétes

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect certain reported amounts and disclosures.
Accordingly, actual results could differ from those estimates.




DIVERSIFIED SECURITIES, INC.
NOTES TO FINANCIAL STATEMENTS, CONTINUED

DECEMBER 31, 2006

{1} SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, continued

Corhgrehensive Income

Comprehensive income consists of net income and other gains and losses affecting stockholder's equity that,
under United States generally accepted accounting principles, are excluded from net income, such as gains
and losses related to certain investment securities.

{2) MARKETABLE EQUITY SECURITIES
Marketable equity securities, which are stated at market, are held for an indefinite peried and thus are
classified as available for sale. The aggregate fair value at December 31, 2006 was $319,505. Unrealized

holding gain on such securities, which was shown as accumulated other comprehensive income in the
stockholder's equity, was $123,023.

(3) CASH - RESERVE BANK ACCOUNTS

Cash of $25,099 has been segregated in a special reserve bank account for the benefit of customers under
Rule 15¢3-3 of the Securities and Exchange Commission.

{4} PROPERTY AND EQUIPMENT

Property and equipment is comprised of.

Office equipment $ 197,576
Leasehotd improvements 134,767
332,343

Less accumulated depreciatiorj (264.487)
Net property and equipment _ $ 67,856

Depreciation expense for the year ended December 31, 2006, was $15,858.




DIVERSIFIED SECURITIES, INC.
~ NOTES TO FINANCIAL STATEMENTS, CONTINUED

DECEMBER 31, 2006

(5) RELATED PARTY TRANSACTIONS

‘The Company pays rent and administrative service costs totaling $430,000 on behalf of affiliated companies.
The entire amount was reimbursed as of December 31, 2006, and is shown as "Management fees - related
party” in the accompanying Statement of Income and Comprehensive income.

The following schedule identifies the components of the related party receivable(payable} balance:

DSl Financial, Inc. $ 2,778
DSl Properties, inc. {9.719)
$ (6,941)

(6) RESERVE REQUIREMENT - SEC RULE 15¢3-3

The Company is subject to the full provision of SEC Rule 15¢3-3 and prepares a computation of the Reserve
Formula on a weekly basis.

(7) INCOME TAXES

Income taxes consist of the following:

Federal State Total
Current $ - $ 800 $ 800
Deferred ‘ (28,900) (10,500) {39.400)

$___ (28.900) $ (9,700) $__ (385600)

Under the provisions of Financial Accounting Standards No. 109 (FAS 109), Accounting for Income Taxes,
income taxes are accounted for using an asset and liability approach. The asset and liability approach requires
the recognition of deferred tax assets and liabilities for the expected future tax consequences of temporary
differences between the carrying amounts and the tax bases of other assets and liabilities.

Deferred income taxes result from the differences in recognition of California Franchise tax for accounting and
tax purposes and the use of the accelerated cost recovery system for depreciating assets for Federal tax
purposes. The tax effect of these timing differences was not material at December 31, 2006. Deferred income
taxes benefit resulted from other gains and losses affecting stockholder's equity that are excluded from net
income, such as gains and losses related to certain investment securities. '




DIVERSIFIED SECURITIES. INC.
NOTES TO FINANCIAL STATEMENTS, CONTINUED

DECEMBER 31, 2006

(7) INCOME TAXES, continued

The Comparyy is included in consolidated tax returns filed by the parent. The following is the aggregate income
taxes for the parent and its subsidiaries:

Dsl Diversified DSl
Financial, Securities, Properties,
inc. Inc. Inc. Total
Federal:
Current $ - $ - $ - $ -
Deferred - (28,800} - (28.900)
$ - 3 {28,900) $ - $ {28.900)
State:
Current $ 800 % 800 $ 800 $ 2,400
Deferred - (10.500) - (10,500}
Total income tax expense $ 800 3% (9.700) $ 800 $ (8.100)
{8) COMMITMENTS

The Company entered into operating leases relating te its offices in Long Beach, Santa Ana, and West Covina,
California. The lease agreements expire in various years through 2009.

The remaining minimum future rental payments under non-cancelable operating leases as of December 31,
2008, are approximately as follows:

Year Ended December 31 Amount
2007 $ 484,345
2008 254,892
2009 114,080
Total minimum future renta! payments $ 833!317

The Company entered into a month-to-month lease for its office in Bend, Oregon. The monthly rent is $850.

The Company has also entered into an annual lease for its office in Visalia, California. The annual rent is
$35,376. .

Rent expense for the year was $506,180.




DIVERSIFIED SECURITIES, INC.
NOTES TO FINANCIAL STATEMENTS, CONTINUED

DECEMBER 31, 2006

(9) CONCENTRATION OF CREDIT RISK

The Company's customer base is located primarily in California. Financial instruments that potentially subject
the Company to credit risk are trade receivables and municipal bond inventory. The Company uses an
established clearing broker-dealer to clear all transactions for its primary receivables and requires no collateral.
There was no municipal bond inventory at December 31, 2006.

(10} CONCENTRATION OF CREDIT RISK FOR CASH HELD AT BANKS

The Company maintains a cash account at Union Bank which had a bank balance of $324,297 at December
31, 2006. Accounts at this institution are insured up to $100,000 by the Federal Deposit Insurance
Corporation.

The Company also maintains a reserve bank account at the same bank. This account is required by the
Securities and Exchange Commission and is fully insured by Securities Investor Protection Corporation.

(11} NET CAPITAL

The Company is subject to a $250,000 minimum net capital requirement under SEC Rule 15¢3-1 which
requires that the ratio of aggregate indebtedness to net capital shall not exceed 15 to 1. Net capital and the
related net capital ratio fluctuate on a daily basis, however, as of December 31, 2006, the net capital ratio was
.16 to 1 and net capital was $456,599 which exceeded the required minimum capital by $206,599.
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DIVERSIFIED SECURITIES, INC.
COMPUTATION FOR DETERMINATION OF RESERVE REQUIREMENTS
UNDER RULE 15¢3-3

YEAR ENDED DECEMBER 31, 2006

Credits:
Free credit and other credit balances in
customer's accounts $ 25,099
Customers' securities failed to receive -

25,099
Debits —_—
Excess of total credits over total debits 25,099
Amounts held on deposit in
"Reserve Bank Account” at year-end $ 25,099
Amount of deposit (withdrawal) in
"Reserve Bank Account" on January 4, 2007 20.000
Net amount in "Reserve Bank Account”
after deposit 45.099
Amount in excess of that required
to be deposited $____20000

The audited Computation for Determination of Reserve Requirements under Rule 15¢3-3 as reperted above agrees
with the computation included in the unaudited Part IlA filing.

1




DIVERSIFIED SECURITIES, INC.

COMPUTATION OF NET CAPITAL PURSUANT TO RULE 15¢3-1

DECEMBER 31, 2006

Total ownership equity

Less non-allowable assets: )
Petty cash $ (600)

Concessions (49,957)
Other receivable {66,265)
Prepaid expenses {7,631)
Property and equipment, net {67,856)
Other assets - deposits {29.361)
Net capital before haircut
Haircut:
Marketable equity securities {15% of $46,185) $ (6,928)
Marketable equity securities {40% of $273,320) (109,328)
Undue concentration {11.124)

Net capital

5 805,649

(221,670)
583,979

(127.380)

$ 456,599

COMPUTATION OF BASIC NET CAPITAL REQUIREMENT

Minimum net capital required
(6-2/3% of aggregate indebtedness)

Minimum dollar net capital required

Net capital requirement (greater of above
two figures)

Excess net capital

$ 4,820

$ 260,000

N

$ 250,000

$ 206,599

COMPUTATION OF RATIO OF AGGREGATE INDEBTEDNESS

Total liabilities

Less:

Adjustment based on special reserve account
Due to affiliates

Deferred income taxes

Total aggregate indebtedness

Ratio of aggregate indebtedness to
net capital

Percentage of debt to debt-equity total
computed in accordance with Rule 15¢3-1(d)

12

$ 128,336

(25,099)
(6,941)

{(24,000)

$ 72,298

16 to 1
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DIVERSIFIED SECURITIES, INC.
RECONCILIATION OF NET CAPITAL

DECEMBER 31, 2006

Net capial as reported in unaudited
Focus Report Part llA

Adjustments:
Other receivable
Due from affiliate
Property and equipment
Haircut on marketable equity securities
Due to affiliate
Income taxes - current
Income taxes - deferred
Unrealized gain on securities

Net capiial as reported in audited
financial statements

$ 437,583

(16,525)
7,313
8,750

(56,928)

(6.941)
10,800
39,400

33,147

19.016

$ 456509

_————

The computation of net capital as reported in the unaudited Part 1A filing differs from the audited net capital for
the reasons noted above. While such differences are material, the Company is in compliance with the minimum

net capital requirement.
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DIVERSIFIED SECURITIES, INC.
INFORMATION RELATING TO POSSESSION OR CONTROL REQUIREMENTS
UNDER RULE 15¢3-3

DECEMBER 31, 2006

1. Customers' fully paid securities not in the respondent's possession

or control as of the report date (for which instructions to reduce to
possession or control has been issued as of the report date) but for
which the required action was not taken by respondent within the

time frames specified under Rule 15¢3-3. o
A. Number of items -
. Customers' fully paid securities and excess margin securities for
which instructions to reduce to possession or control had not been
issued as of the report date, excluding items arising from "temporary
lags which result from normal business operations" as permitted
under Rule 15¢3-3. .
B. Number of items -

14




GOODRICH-BARON-GOODYEAR LLP

Certified Public Accountants

REPORT ON INTERNAL CONTROL REQUIRED BY SEC RULE 17a-5

The Board of Directors
Diversified Securities, Inc.
Long Beach, California

In planning and performing our audit of the financial statements of Diversified Securities, Inc. {the Company), as of
and for the year ended December 31, 20086, in accordance with auditing standards generally accepted in the United
States of Americé, we considered the Company's internal control over financial reporting (internal control) as a basis
for designing our auditing procedures for the purpose of expressing our opinion on the financial statements, but not
for the purpose of expressing an opinion on the effectiveness of the Company's internal control. Accordingly, we do
not express an opinion on the effectiveness of the Company's internal control.

Also, as required by Rule 17a5(g)(1) of the Securities and Exchange Commission (SEC), we have made a study of
the practices and procedures followed by the Company, including consideration of control activities for safeguarding
securities. This study included tests of compliance with such practices and procedures that we considered relevant
to the objectives stated in Rule 17a-5(g), in the following:

1. Making 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. Making the quarterly 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 or control of all fully paid and excess margin
securities of customers as required by Rule 15¢3-3.

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 {0 assess whether those practices and procedures can be
expected to achieve the SEC's above-mentioned objectives. Two of the objectives of internal control and the
practices and procedures are to provide management with reascnable but not absolute assurance that assets for
which the Company has responsibility are safeguarded against loss from unauthorized use or disposition, and that
transactions are executed in accordance with management's authorization and recorded properly to permit the
preparation of financial statements in conformity with generally accepted accounting principles. Rule 17a-5(g} lists
additional objectives of the practices and procedures listed in the preceding paragraph.

Because of inherent limitations in internal control and 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
operation may deteriorate.

A control deficiency exists when the design or operation of a control does not allow management or employees, in
the normal course of performing their assigned functions, to prevent or detect misstatements on a timely basis. A
significant deficiency is a contro! deficiency, or combination of control deficiencies, that adversely affects the entity's
ability to initiate, authorize, record, process, or report financial data reliably in accordance with generally accepted
accounting principles such that there is more than a remote likelihood that a misstatement of the entity's financial
statements that is more than inconsequential will not be prevented or detected by the entity's internal control.

A material weakness is a significant deficiency, or combination of significant deficiencies, that results in more than a
15



remote likelihood that a material misstatement of the financial statements will not be prevented or detected by the
entity's internal control,

Our consideration of internal contro) was for the limited purpose described in the first and second paragraphs and
would not necessarily identify all deficiencies in internal control that might be materiai weaknesses. We did not
identify any deficiencies in internal control and control activities for safeguarding securities that we consider to be
material weaknesses, as defined above.

We understand that practices and procedures that accomplish the objectives referred to in the second paragraph of
this report are considered by the SEC to be adequate for its purposes in accordance with the Securities Exchange
Act of 1934 and related regulations, and that practices and procedures that do not accomplish such objectives in all
material respects indicate a material inadequacy for such purposes. Based on this understanding and on our study,
we believe that the Company's practices and procedures, as described in the second paragraph of this report, were
adequate at December 31, 2006, to meet the SEC's objectives. '

This report is intended solely for the information and use of the Board of Directors, management, the SEC, and
other regulatory agencies that rely on Rule 17a-5(g) under the Securities Exchange Act of 1934 in their regulation of
registered brokers and dealers, and is not intended to be and should not be used by anyone other than these

specified pajurties. ; 3 i % %2 o) £

Long Beach, California
February 9, 2007

. FEND



