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KPMG LLP

Suite 1800
420 20th Street Notth
Birmingham, AL 35203

Independent Auditors’ Report

The Board of Directors and Stockholder
FTN Financiat Securities Corp:

We have audited the accompanying statement of financial condition of FTN Financial Securities Corp
(the Company), a wholly owned subsidiary of First Tennessee Bank National Association, as of
December 31, 2006 that you are filing pursuant to Rule 17a-5 under the Securities Exchange Act of 1934.
This statement of financial condition is the responsibility of the Company’s management. Our
responsibility is to express an opinion on this statement of financial condition 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 obtain reasonable assurance about
whether the statement of financial condition is free of material misstatement. An audit includes
consideration of internal control over financial reporting as a basis for designing audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of
the Company’s internal control over financial reporting. Accordingly, we express no such opinion. An
audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the statement
of financial condition, 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 statement of financial condition referred to above presents fairly, in all material
respects, the financial position of FTN Financial Securities Corp as of December 31, 2006 in conformity
with U.S. generally accepted accounting principles.

As discussed in note 1 to the statement of financial condition, the Company changed its method of
accounting for share-based payments effective January 1, 2006 and, effective December 31, 2006, its
method of accounting for defined benefit pension and postretirement benefit plans.

KPMe P

February 23, 2007

KPMG LLP, a U.S. hmited liabitity partnarship, is the .S
member hrm of KPMG International, a Swiss cooperative.
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OATH OR AFFIRMATION

I, Allen Riggs, swear {(or affirm) that, to the best of my knowledge and belief the accompanying statement of financial
condition pertaining to the firm of FTN Financial Securities Corp, as of December 31, 2006, is true and correct. I
further swear (or affirm) that neither the company nor any partner, proprietor, principal officer, or director has any
proprietary interests in any account classified as that of customer.
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Signatu

Controller
Title

CONTENTS OF REPORT
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Nefary Public

My Commission
Expires 10-19-2008

Facing page

Statement of Financial Condition

Statement of Income (Loss)

Statement of Changes in Financial Condition

Statement of Changes in Stockholders’ Equity or Partners’ or Sole Proprietors’ Capital
Statement of Changes in Liabilities Subordinated to Claims of General Creditors
Computation of Net Capital

Computation for Determination of Reserve Requirements Pursuant to Rule 15¢3-3
Information Relating to the Possession or Control Requirements Under Rule 15¢3-3

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

A Reconciliation between the audited and unaudited Statements of Financial Condition with respect to
methods of consolidation

An Oath or Affirmation

(m) A copy of the SIPC Supplemental Report

(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 vertain portions of this filing, see section 240.17a-5¢e)(3)




FTN FINANCIAL SECURITIES CORP
(A Wholly Owned Subsidiary of First Tennessee Bank Nationai Association)

Statement of Financial Condition
December 31, 2006

Assets

Cash and cash equivalents

Cash segregated for regulatory purposes

Securities owned, at market value

Securities purchased under agreements to resell
Recetvable from customers

Receivable from brokers and dealers

Deposit with clearing organization

Accrued interest receivable

Furniture, equipment, and leasehold improvements, net
Other assets

Liabilities and Stockholder’s Equity

Securities sold, not yet purchased, at market value
Securities sold under agreement to repurchase
Short-term borrowings from third parties
Short-term borrowings from First Tennessee Bank National Association
Payable to customers

Payable to brokers and dealers

Payable to clearing organizations, net

Due to First Tennessee Bank National Association
Deferred tax liability

Accrued compensation and benefits

Accrued interest payable

Other accrued expenses

Stockholder’s equity:
Common stock, $1 par value per share. Authorized, issued, and
outstanding 1,000 shares
Additional paid-in capital
Retained earnings
Other comprehensive loss

Total stockholder’s equity

See accompanying notes to statement of financial condition.

$

$

$

$

494,330
1,500,000
806,455,484
645,189,492
83,876,924
57,244,383
1,350,363
12,319,095
400,302
843,352

1,609,673,725

578,087,640
46,893,330
565,000,000
56,303,587
35,163,521
48,352,901
93,509,245
2,776,159
13,382
2,091,119
9,528,036
1,021,105

1,438,740,025

1,000
118,455,648
52,633,583
(156,531)

170,933,700

1,609,673,725
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FTN FINANCIAL SECURITIES CORP
(A Wholly Owned Subsidiary of First Tennessee Bank National Association)

Notes to Statement of Financial Condition
December 31, 2006

Organization and Significant Accounting Policies

(a)

(b)

(c)

(@

(e)

Organization and Operations

FTN Financial Securities Corp (the Company), a Tennessee corporation, was formed on October 30,
1998, to act as an underwriter, broker, and dealer of certain debt and equity instruments, including
municipal bonds, government and government agency securities, mortgage-backed securities,
common and preferred stocks, and other asset-backed securities, and derivatives thereof. The
Company also engages in investment banking services. The Company was capitalized on January 19,
1999, as a wholly owned subsidiary of First Tennessee Bank National Association (FTBNA), which
is a wholly owned subsidiary of First Horizon National Corporation (FHN).

The Company is registered as a securities dealer with the Securities and Exchange Commission
(SEC), the Nattonal Association of Securities Dealers, Inc. (NASD), the Municipal Securities Rule
Making Board (MSRB), and with various state agencies. As such, the Company is subject to the
rules and regulations of these federal and state regulatory agencies. As a subsidiary of a national

bank, the Company is also subject to the rules and regulations of the Office of the Comptroller of the
Currency (OCC).

Resale and Repurchase Agreements

Transactions involving short-term purchases of securitics under agreements to resell (reverse
repurchase agreements) or sales of securities under agreements to repurchase (repurchase
agreements) are generally entered into with third-party broker/dealers. These 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. It
is the Company’s policy to obtain possession of the securities purchased under agreements to resell,
consisting primarily of U.S. government securities and corporate bonds.

Securities Transactions

Securities transactions are recorded on trade date, as if they had settled and are valued at market
value using quoted market prices as determined though third-party pricing services.

Securities owned and securities sold, not yet purchased are valued at market value.

Furniture, Equipment, and Leasehold Improvements

Furniture, equipment, and leaschold improvements consist of leasehold improvements, office
furniture and fixtures, computer equipment, and other electronic data processing equipment.
Depreciation of furniture, fixtures, and equipment is computed over estimated useful lives of five to
eight years using the straight-line method. Leasehold improvements are amortized over the lesser of
the economic useful life of the improvement or the term of the lease using the straight-line method.

Derivative Instruments

The Company buys and sells securities for resale to customers. When these securities settle on a
delay basis, they are considered forward contracts as free-standing derivative instruments. For these

3 (Continued)
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FTN FINANCIAL SECURITIES CORP
{A Wholly Owned Subsidiary of First Tennessee Bank National Association)

Notes to Statement of Financial Condition
December 31, 2006

free-standing derivative instruments, changes in fair values are recognized currently in earnings. Fair
value is defined as the amount the Company would receive or pay in the market to replace the
derivative as of the valuation date. Fair value is determined using available market information and
appropriate valuation methodologies. Credit risk related to theses transactions is controlled through
credit approvals, risk control limits, and ongoing monitoring procedures through the Asset Liability
Committee of FHN.

Share-Based Payment

The Company adopted Statement of Financial Accounting Standards (SFAS) No. 123 (revised
2004), Share-Based Payments, (SFAS No. 123(R)) as of January 1, 2006. SFAS No. 123(R)} requires
recognition of expense over the requisite service period for awards of share-based compensation to
employees. The grant date fair value of an award will be used to measure the compensation expense
to be recognized over the life of the award. For unvested awards granted prior to the adoption of
SFAS No. 123(R), the fair values utilized equal the values developed in preparation of the
disclosures required under the original SFAS No. 123. Compensation expense recognized after
adoption of SFAS No. 123-R incorporates an estimate of awards expected to ultimately vest, which
requires estimation of forfeitures as well as projections related to the satisfaction of performance
conditions that determine vesting. As permitted by SFAS No. 123(R), the Company retroactively
applied the provisions of No. 123(R) to its prior period financial statements. The statements of
financial condition were revised to reflect the effects of including equity compensation expense in
those prior periods. Additionally, all deferred compensation balances were reclassified within equity
to capital surplus.

Since the Company’s prior disclosures included forfeitures as they occurred, a cumulative effect
adjustment as included as a component of equity, as required by SFAS No. 123(R) of $4,904 net of
tax, was made for unvested awards that are not expected to vest due to anticipated forfeiture.

Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans

In September 2006, the Financial Accounting Standards Board (FASB) issued SFAS No. 158,
Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans— an
Amendment of FASB Statements No. 87, 88, 106, and 132(R) (SFAS No. 158), which requires the
recognition of the overfunded or underfunded status of a defined benefit postretirement plan as an
asset or liability in the statement of financial condition. SFAS No. 158 does not change measurcment
or recognition requirements for periodic pension and postretirement costs. SFAS No. 158 also
provides that changes in the funded status of a defined benefit postretirement plan should be
recognized in the year such changes occur through comprehensive income. Additionally, SFAS
No. 158 requires that the annual measurement date of a plan’s assets and liabilities be as of the date
of the financial statements. Upon adoption of SFAS No. 158, unrecognized transition asset
obligations, unrecognized actuarial gains and losses, and unrecognized prior service costs and credits
will be recognized as a component of accumulated other comprehensive income. As a result of
adopting SFAS No. 158, unrecognized transition assets and obligations, actuarial gains and losses,
and unrecognized prior service costs or credits were recognized as a component of accumulated
other comprehensive income resulting in a reduction in equity of $156,531. For measurement date
requirements, SFAS No. 158 is effective for fiscal years ending December 15, 2008,

4 {Continued)
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FTN FINANCIAL SECURITIES CORP
(A Wholly Owned Subsidiary of First Tennessce Bank National Association)

Notes to Statement of Financial Condition

December 31, 2006

th)  Use of Estimutes

The preparation of the statement of financial condition in conformity with U.S. generally accepted
accounting principles 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. Actual results could differ from those estimates.

(i)  Other

The Company’s financial instruments are either carried at fair value or considered to be stated at fair
value due to their short-term nature.

()  Accounting for Uncertainty in Income Taxes

In July 2006, FASB Interpretation No. 48, dccounting for Uncertainty in Income Taxes, (FIN 48)
was issued. FIN 48 provides guidance for the financial statement recognition and measurement of a
tax position taken or expected to be taken in a tax retumn. FIN 48 also provides guidance on the
classification and disclosure of uncertain tax positions in the financial statements, Adoption of
FIN 48 requires a cumulative effect adjustment to the beginning balance of retained earnings for
differences between the tax benefits recognized in the statement of condition prior to the adoption of
FIN 48 and the amounts reported after adoption. FIN 48 is effective for fiscal years beginning after
December 15, 2006. The Company has determined that the adoption of FIN 48 w111 not have a
material impact on the Company’s financial position.

Income Taxes

The Company calculates its income tax provision under the terms of a tax sharing arrangement with FHN,
with whom it files a consolidated tax return. For federal income taxes, the Company provides
intercompany charges or credits in lieu of income taxes as if the Company filed on a separate-return basis.
The Company computes state taxes at the applicable state tax rate and remits directly to the applicable state
authority. The amount of current and deferred taxes payable or refundable is recognized as of the date of
the financial statements, utilizing enacted tax laws and rates. Certain tax benefits not otherwise
recognizable on a stand-alone basis may be recognized to the extent they may be utilized by the
consolidated group. As of December 31, 2006, the Company had deferred tax liabilities of $13,382. As of
December 31, 2006, $456,304 was due from FTBNA for current income taxes and is included in due to
First Tennessee Bank National Association in the Company’s statement of financial condition.

Receivable from and Payable to Customers, Broker/Dealers, and Clearing Organizations

Receivable from and payable to customers and broker/dealers consist primarily of securities failed to
deliver, securities failed to receive, and securities transactions, which have yet to reach their settlement
date.

The Company clears certain of its proprietary transactions through another broker/dealer on a fully
disclosed basis. The amount payable to clearing organizations relates to the aforementioned transactions
and is collateralized by securities owned by the Company. The amount receivable from clearing
organizations consists of deposits with various clearing organizations.

5 (Continued)
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FTN FINANCIAL SECURITIES CORP
(A Wholly Owned Subsidiary of First Tennessee Bank National Association)

Notes to Statement of Financial Condition

December 31, 2006

Securities Owned and Securities Sold, Not Yet Purchased

As of December 31, 2006, securities owned and securities sold short, not yet purchased consist of trading
securities at market value as follows:

Securities
Securities sold, not yet

owned purchased

Corporate obligations $ 642,763,746 479,449,763
U.S. government obligations 49,937,385 97,189,028

U.S. government agency

obligations 96,539 —
Equity and other securities 113,657,814 1,448,849
Total $ 806,455,484 578,087,640

Short-Term Borrowings from Third-Party Lenders

The Company has entered into secured short-term borrowing agreements with multiple third-party lenders
to serve as funding sources for securitics inventory. The weighted average interest rate was 5.489% at
December 31, 2006 for the third-party borrowings and the broker loan rate was 5.625% at December 31,
2006. As of December 31, 2006, secured borrowings from, and the market values of, the collateral pledged
to third parties consisted of the following:

Market value

of securities

Secured pledged as

borrowings collateral
Third-party borrowings $ 475,000,000 491,426,711
Broker loan borrowings 90,000,000 102,569,595
Total $ 565,000,000 593,996,306

Collateral Arrangements

The Company has accepted securities, which it is permitted to repledge or sell, as collateral for securities
purchased with agreements to resell transactions. At December 31, 2006, the fair value of this collateral,
including accrued interest, was $634,539,859, of which $578,087,641, had been repledged or sold by the
Company. The collateral is primarily received from other broker/dealers and is used by the Company to
settle related securities sold, not yet purchased transactions to hedge its long inventory position,

6 (Continued)
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FTN FINANCIAL SECURITIES CORP
(A Wholly Owned Subsidiary of First Tennessee Bank National Association)

Notes to Statement of Financial Condition

December 31, 2006

Off-Balance-Sheet Items

The market and book values of the forward contracts as of December 31, 2006 and the related gain (loss)
recognized as of December 31, 2006 are as follows:

Buys
Sells

Market Book Gain
value value (loss)
$ 399,563 399,500 63
2,552,421 2,558,402 5,981
Total $ 6,044

The net gain of $6,044 as of December 31, 2006 is included in receivable from customers in the
Company’s statement of financial condition.

Transactions with Related Parties

(a)

(®)

Lines of Credit

The Company has a line of credit with FTBNA, which has a maximum principal balance of $325
million, and which is subject to an annual renewal. The line of credit was renewed on January 1,
2007 with a maturity of December 31, 2007. Borrowings are payable monthly, including interest at a
variable rate equal to the one-month LIBOR rate plus 0.375% (5.69688% as of December 31, 2006).
Based on the terms of the related security agreement, collateral of up to 130% of the outstanding
principal balance is required to be pledged. The collateral percentage may vary based on the mix of
the security inventory. At December 31, 2006, securities with a fair value of approximately
$68,704,793 were pledged as collateral to secure these borrowings of $56,303,587.

During the year, the Company received two separate advances of $10 million each on its revolving
subordinated loan agreement with FHN., This line of credit has a maximum principal balance of
$10 million and matures on June 18, 2009. Borrowings mature one year from the date of advances
including interest at the prime rate. Borrowings under this agreement are available in computing net
capital under the Securities and Exchange Commission’s uniform net capital rule. To the extent that
such borrowings are required for the Company’s continued compliance with minimum net capital
requirements, they may not be repaid without the prior approval of the NASD. There were no such
borrowings outstanding at December 31, 2006.

Other Related-Party Transactions

FTBNA and FHN provide the Company certain accounting, administrative, audit, and legal functions
for a fee payable monthly, pursuant to various administrative services agreements between the
Company and FTBNA and FHN. In addition, the Company leases office space and furniture and
fixtures from FTBNA.

7 (Continued)
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FTN FINANCIAL SECURITIES CORP
(A Wholly Owned Subsidiary of First Tennessee Bank National Association)

Notes to Statement of Financial Condition

December 31, 2006

Certain employees operate under an informal employee-sharing arrangement between the Company
and FTBNA. Salaries and other compensation for those employees that incur time related to both
Company and FTBNA operating activities are allocated based on management’s discretion.

Employees of the Company participate in certain benefit programs sponsored by FTBNA or FHN,
including a defined benefit pension plan, a contributory savings plan, and a postretirement medical
plan, as well as medical and group life insurance plans. A portion of the cost of these benefit
programs has been allocated to the Company based upon the number of employees, salary levels, and
other relevant measures. The actuarial and plan asset information pertaining to the employees of the
Company is not segregated in FTBNA or FHN pension and postretirement calculations and is
therefore not available.

Certain employees of the Company also receive nonqualified stock options issued by FHN as part of
their aggregate compensation.

From time to time, the Company enters into standard fixed-income securities trades with FTBNA.
These transactions are executed and settled in the same manner as if they were arm’s-length
transactions with third parties.

The Company’s cash is held in noninterest-bearing checking accounts with FTBNA.

The Company holds cash in a special reserve bank account for exclusive benefit of customers
pursuant to NASD requirements. This account is a noninterest-bearing checking account with
FTBNA.

The transactions with FITBNA and affiliates described above and the effect thereof on the
accompanying statement of financial condition may not necessarily be indicative of the effect that
might have resulted from dealing with nonaffiliated parties.

Furniture, Equipment, and Leasehold Improvements

Fumiture, equipment, and leasehold improvements consist of the following at December 31, 2006:

Furniture and equipment $ 399,221
Communications and computer equipment 113,939
Leasehold improvements and other fixed assets 332,125
845,285
Less accumulated depreciation and amortization (444,983)
$ 400,302
8 (Continued)




FTN FINANCIAL SECURITIES CORP
(A Wholly Owned Subsidiary of First Tennessee Bank National Association)

Notes to Statement of Financial Condition
December 31, 2006

(10) Regulatory Requirements

(11)

The Company is subject to the Securities and Exchange Commission Uniform Net Capital Rule
(Rule 15¢3-1), which requires the maintenance of minimum net capital, as defined. The Company has
elected to use the alternative method permitted by this rule, which requires that minimum net capital be
maintained at the greater of $250,000 or 2% of aggregate debit items computed in accordance with the
formula for determination of reserve requirements pursuant to Rule 15¢3-3 of the Act, as defined. At
December 31, 2006, the Company’s net capital, as defined, totaled $44,476,536, which was $44,226,536
greater than its required net capital of $250,000.

In accordance with Rule 15¢3-3 of the Act, as required, the Company segregates certain funds or qualified
securities in accounts designated for the exclusive benefit of customers. Based on the computation for
determination of reserve requirement at December 31, 2006, $0, were required to be segregated. At
December 31, 2006, the Company segregated $1,500,000, of cash for the exclusive benefit of customers.

Commitments and Contingencies

Some contracts that the Company enters into in the normal course of business include indemnification
provisions that obligate the Company to make payments to the counterparty or others in the event certain
events occur. The indemnification clauses are often standard contractual terms and were entered into in the
normal course of business based on an assessment that the risk of loss would be remote. Since there are no
stated or notional amounts included in the indemnification clauses and the contingencies triggering the
obligation to indemnify have not occurred and are not expected to occur, the Company is not able to
estimate the maximum potential amount of future payments under these indemnification clauses. There are
no amounts reflected on the accompanying statement of financial condition as of December 31, 2006
related to these indemnifications.

The Company is a party to financial instruments and commitments in the normal course of business to
conduct trading activities with customers and broker/dealers, and manage market risks. These financial
instruments and commitments include forward commitments to purchase and sell securities, securities sold
not yet purchased, securities purchased and sold on a when-issued basis (when-issued securities), and firm
underwriting commitments. These instruments and commitments involve, to varying degrees, elements of

- credit and market risk. Credit risk is the possibility that a loss may occur because a party to a transaction

fails to perform according to the terms of the contract. Market risk is the possibility that a change in
interest rates will cause an unfavorable change in the value of a financial instrument.

The Company controls the credit risk arising from these instruments and commitments through its credit
approval process and through the use of risk control limits and monitoring procedures. It evaluates each
customer’s or other broker/dealer’s creditworthiness on a case-by-case basis. If collateral is deemed
necessary to reduce credit risk, the amount and nature of the collateral obtained is based on management’s
credit evaluation of the other party. Based on the Company’s assessment of each of its counterparties,
collateral was not required by the Company at December 31, 2006.

9 {Continued)




FTN FINANCIAL SECURITIES CORP
(A Wholly Owned Subsidiary of First Tennessee Bank National Association)

Notes to Statement of Financial Condition
December 31, 2006

The market risk associated with trading financial instruments and commitments, the prices of which
fluctuate regularly, is managed by imposing limits as to the type, amounts, and degree of risk that traders
may undertake. These limits are approved by senior management, and the risk positions of traders are
reviewed on a daily basis to monitor compliance with the limits.

The Company, in its capacity as a broker/dealer, is subject to litigation and various claims in the normal
course of business, as well as examination by regulatory agencies. As of December 31, 2006, the Company
was not currently subject to any litigation or claims.

10




KPMG LLP

Suite 1800

420 20th Street North
Birmingham, AL 35203

Independent Auditors’ Report on
Internal Control Required by SEC Rule 17a-5

The Board of Directors
FTN Financial Securities Corp:

In planning and performing our audit of the financial statements of FTN Financial Securities Corp and
subsidiary (the Company), a wholly owned subsidiary of First Tennessee Bank National Association as of
and for the year ended December 31, 2006, in accordance with auditing standards generally accepted in the
United States of America, 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 intemnal control.

Also, as required by rule 17a-5(g)(1) of the Securities and Exchange Commission (SEC), we have made a
study of the practices and procedures followed by the Company, including 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 debits and net capital under rule 17a-3(a)(11) and
the reserve required by rule 15¢3-3(e)

[

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 to 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 reasonable
but not absolute assurance that assets for which the Company has responsibility are safeguarded against
loss from unauthorized use or disposition, and that transactions are executed in accordance with
management’s authorization and recorded 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.

KPMG LLP a U.S. Iimited liability partnership, is the U.S.
mamber firm of KPMG International, a Swiss cooperative.




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 1s a control 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 remote likelihood that a material misstatement of the financial statements will not be
prevented or detected by the entity’s internal control.

Qur consideration of internal control 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 material
weaknesses. We did not identify any deficiencies in intemnal 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,
the National Association of Securitiecs Dealers, and other regulatory agencies that rely on rule 17a-5(g)
under the Securities Exchange Act of 1934 in their regulation of registered brokers and dealers, and is not
intended to be and should not be used by anyone other than these specified parties.

KPMme LEP

February 23, 2007
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