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OATH OR AFFIRMATION

[, David Grizzle , swear (or affirm) that, to the best of
my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of

State Farm VP Management Corp. l , a8
of December 31, ,2006 _, are te and correct, I further swear (or affirm) that

neither the company nor any partner, proprietor, pringipal officer or director has xlny proprietary interest in any account
classified solely as that of a customer, except as follows:

.
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%\ |
g L g - &
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Noliry Public, State Of i
My Commiaalon Expires 0f/1305
Assfstant Sf.Tc./Treas.
i A Mertorne
Notary Public

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

Bd (a) Facing Page.

&d (b) Statement of Financial Condition,

& (c) Statement of Income (Loss).

B (d) Statement of Changes in Financial Condition

B (e) Statement of Changes in Stockholders® Equity or Partners’ or Sole Proprietors’ Capital.

£ (9 Siatement of Changes in Liabilities Sabordinated to Claims of Creditors.

H (g) Computation of Net Capital.

Bd (h) Computation for Detcrmination of Reserve Requirements Pursuant to Rule 15¢3-3,

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

U () AReconciliation, including appropriate explanation of the Compatation of Net Capital Under Rule 15¢3-] and the
Computation for Determimation of the Reserve Requirements Under Exhlbu A of Rule 15¢3-3.

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

B () AnOath or Affirmation

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

B (n) Arepont describing any material inadequacies found to exist or found to have existed since the date of the previous audit.

**For conditians of confidential treatment of certain portions of this filing, see section 240.17a-5(e)(3).
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PricewaterhouseCoopers LLP
\ One North Wacker

[ Chicago IL 60606

| Telephone (312) 298 2000
i Facsimile (312) 298 2001

Report of Independent Auditors
|

To the Board of Directors and Stockholder df
State Farm VP Management Corp. |

In our opinion, the accompanying statementlof financial condition and the related statements of
operations, changes in stockholder’s equity and cash flows present: fa1rly, in all material respects, the
financial position of State Farm VP Management Corp. (the “Company”) at 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. These financial statements are the
responsibility of the Company’s management; our responsibility is to express an oplmon on these
financial statements based on our audit. Wer conducted our audit of these statements in accordance
with auditing standards generally accepted in the United States of Amenca, which 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 exammmg, on a test ba515 evidence supporting the amounts
and disclosures in the financial statements, assessing the accountmg principles used and significant
estimates made by management, and evaluatmg the overall financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.

The Company is a wholly-owned submd:ary. of State Farm Investment Management Corp. and, as
disclosed in the financial statements, has extensive transactions and relatlonshlps with State Farm
Mutual Automobile Insurance Company and its affiliates. Because of these relationships, it is possible
that the terms of these transactions are not the same as those that would result from transactions
among wholly unrelated parties. ‘

Our audit was conducted for the purpose of fomung an opinion on the basic financial statements taken
as a whole. The information contained in the Supplemental Schedules on pages 12 and 13 is presented
for purposes of additional analysis and is not a required part of the basm 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 audmng 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 basic financial

statements taken as a whole. "

!
i
|
February 16, 2007 :




State Farm VP Management Corp.
Statement of Financial Condition
December 31, 2006

Assets

Cash and cash equivalents '
Receivable from funds for 12b-1 fees :
Receivable from Parent ‘
Receivables from other affiliates and associated partnership
Prepaid commission expense

Deferred tax asset

Other assets

Total assets

Liabilities and Stockholder’s Equity
Liabilities |

Payable to affiliates
Total liabilittes !

Stockholder’s equity ‘
Common stock, $1 par value; 20,000 shares authorized,
10,000 shares issued and outstanding
Additional paid-in capital
Accumulated deficit

Total stockholder’s equity !

b

Total liabilities and stockholder’s equity

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

2

$ 20,808,485
3,311,471
1,575,618
4,785,550
7,274,793
1,593,311

92,950

$ 39,442,138

$ 9,144,083
9,144,083

10,000
139,190,000

(108,901,895)
30,298,105
$ 39,442,138




State Farm VP Management Corp.
Statement of Operations |
Year Ended December 31, 2006

Revenue ‘
Commissions |
Retail funds ! $ 18,659,579
Variable Products funds . 10,111,827
Phoenix Home Life | 21,713,121
AIM 529 Plans ' 1,311,411
i2b-1 fees ! 11,832,001
Dividend income ' 1,354,973
Miscellaneous income | 23,597
Total revenue 65,006,509
Expenses | T
Commissions
Retail funds 16,900,366
Variable Products funds , 8,673,684
Phoenix Home Life \ 10,760,047
AIM 529 Plans . 620,555
Administrative expense - Insurance Placement Services, Inc. 7,535,053
Agency incentives and bonuses - Retail funds 7,407,956
Agency incentives and bonuses - Variable Products funds 1,437,943
Agency incentives and bonuses - Phoenix Home Life 3,418,021
Department salaries and benefits 17,611,697
Other allocated shared company expenses | 2,476,684
Advertising and marketing | 2,831,886
General and administrative 2,157,360 .
Systems support and maintenance | 316,068
Office equipment and rent | 1,561,581
Regulatory fees 1,756,106
Consulting fees ' 16,936
Total expenses : 85,482,143 °
Loss before income taxes (20,475,634)
Income tax benefit ‘ 7,134,634
Net loss $(13,341,000)

|
I

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

| 3




State Farm VP Management Corp.
Statement of Changes in Stockholder’s Equity
Year Ended December 31, 2006 |

| Additional Total
Common Paid-in Accumulated Stockholder’s
Stock! Capital Deficit Equity
Balance at December 31, 2005 $ 10,000 $139,190,000 §)(95,560,895) $ 43,639,105 .
Net loss ! (13,341,000) (13,341,000)
Balance at December 31, 2006 $ 10,0d0 $139,190,000 $ I(108,901,895) $ 30,298,105

l
l

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

| 4




State Farm VP Management Corp.
Statement of Cash Flows

Year Ended December 31, 2006 !

!

Cash flows from operating activities |
Net loss !
Adjustments to reconcile net loss to net cash used in
operating activities
Increase in receivable from other affiliates and associated partnership
Decrease in deferred tax asset '
Increase in receivable from Parent !
Increase in receivable from funds for 12b-1 fees
Decrease in other assets '
Increase in payable to affiliates

Net cash used in operating activities

Net decrease in cash and cash equivalents

Cash and cash equivalents |
Beginning of year !

End of year |

b

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

[
5
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$ (13,341,000)

(482,954)

1,476,013
(591,067)
(794,645)
376,254

3,339,138

(10,018,251)

(10,018,251)

30,826,746
$ 20,808,435




State Farm VP Management Corp.
Notes to Financial Statements
December 31, 2006 |

1. General Information

State Farm VP Management Corp. (the Company ") 1s a registered broker and dealer in securities
under the Securities Exchange Act of 1934 On January 1, 2006, a change of ownership occurred
for the Company. State Farm Mutual Autom0b1le Insurance Company (“SFMAIC”) contributed
100% of the outstanding shares of the Company to State Farm Inves'tment Management Corp.
(“SFIMC} and the Company became a wholly-owned subsidiary of SFIMC. SFIMC is a wholly-
owned subsidiary of SFMAIC. There was no change in the Company s business operations or
activities as a result of this change in ownershlp There was no change in the basis of the assets and
liabilities.

|
The Company was formed for the purpose of underwriting and d1str1but1ng certain securities
products for SFMAIC and other affiliates. The Company sells and servnces its variable annuity and
variable life products only through an independent contractor agency force of its affiliates; State
Farm Life Insurance Company (“SFL™) and State Farm Life and Accident Assurance Company
(“SFLAAC”) which are wholly-owned subsidiaries of SFMAIC.

|
The Company also distributes retail mutual funds to the general public. The 15 mutual funds
offered through the State Farm Retail Mutual Fund Trust (“SFMFTY’) are: State Farm Equity Fund,
State Farm Small/Mid Cap Equity Fund, State Farm International- Equlty Fund, State Farm S&P 500
Index Fund, State Farm Small Cap Index Fund State Farm Internatlonal Index Fund, State Farm
Equity and Bond Fund, State Farm Bond Fund State Farm Tax Adx antaged Bond Fund, State Farm
Money Market Fund, State Farm L1fePath® Income Fund, State Farm LifePath 2010® Fund, State
Farm LifePath 2020® Fund, State Farm LlfePath 2030® Fund and State Farm LifePath 2040®
Fund. |
|
Although the Company received no additional capital contrtbutions during 2006, it does anticipate
receiving additional capital contributions while the Company remains in a net operating loss
position. This capital contribution is subject to the discretion of SFIMC’s Board of Directors.

l
The Company has a sales agreement with Phoemx Home Life Mutual Insurance Company
(“Phoenix Home Life”) and Insurance Placement Services, Inc. (“IPSI”) to sell Phoenix Home Life
variable annuities and variable life products to sophisticated 1nvestors IPSI, a wholly owned
subsidiary of SFMAIC, is an affiliate of the Company who prowdes administrative services for the
variable annuity and life products. ‘
The Company offers The State Farm College Savings Plan (the “Plan 7). The Plan is sponsored by
the State of Nebraska and administered by the Nebraska State Treasurer The Plan is established in
cooperation with the Company, AIM Distributors, Inc. and the State of Nebraska, pursuant to which
the Company offers classes of shares in a srenes of accounts within the Nebraska Educational
Savings Plan Trust (the “Trust”) that are managed and distributed by AIM Capital Management,
Inc. (“AIM”) and its affiliates. The Trust offers other accounts that are not affiliated with the Plan.

i
t
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State Farm VP Management Corp
Notes to Financial Statements
December 31, 2006

2.

Significant Accounting Policies

a.

Cash and cash equivalents, which reprel,sent investments with original maturities of three
months or less, are invested in a money market fund and are cohsndered to approximate their
respective carrying values due to their short-term nature and generally negligible credit losses.

!
The fair value of assets and liabilities are considered to approximate their respective carrying
values due to their short-term nature. |

|
Dividend income earned on the money :market fund is recorded as income on the ex-dividend
date. !

\
Commission income is recognized when earned and related expenses are recorded when
incurred on variable annuity and life i msurance sales and mutual fund sales. Class A and
Legacy Class A shares of the SEMFT are sold with a front-end sales charge. This represents
commission income to the Company, a|51gn1ﬁcant portion of whlch is paid to the registered
representative within the independent contractor agency force vs'nth the remaining retained by
the Company. Class B and Legacy Class B shares of the SFMET are sold without a front-end
sales charge. The appropnate commtssnon is paid to the registered representative at the time of
sale; however, the commission expense is amortized over a snc-iyear period to correlate with the
additional revenue resulting from the ]arger 12b-1 fee that is assessed on these shares for the
first eight years from the purchase date In addition, the Class B and Legacy Class B shares are
subject to a Contingent Deferred Sales Charge (“CDSC”). The{CDSC is collected when these
shares are redeemed within the first six years of the purchase date and is recorded as
commission income at that time. !

\
Under the sales and servicing agreement with IPSI, commtsSton income on the Phoenix Home
Life products is pard to the registered representatwe within the' independent contractor agency
force, with the remaining remitted to IPSI as an administrative|expense generating a zero net
income effect in the Company’s Statement of Operations. Under the sales and servicing
agreement with the Life variable products affiliates, commtsswn income on the variable
annuity and variable life products is pald to the registered representattve within the independent
contractor agency force generating a zero net income effect in the Company’s Statement of
Operations. |

Under the selling agent agreement with AIM, commission meome on AIM 529 Plan products is
paid to the registered representatives wrthm the independent contractor agency force with the
remaining remitted to the Company as commission fee income.

The Company recognizes other mcom‘e for the 12b-1 dtstrtbutlon fees on the shares in the retail
mutual funds. Shares are charged fees at an annual percentage rate of the average daily net
assets to compensate the Company for| certain distribution and|shareholder servicing expenses.

The Company accounts for income taxes in accordance with Statement of Financial Accounting
Standards No. 109, “4ccounting for Income Taxes” (“SFAS 109’ ’). The Company records tax
accounts in accordance with the tax agreement with SFMAIC. | The method of allocation for the
federal current tax accounts, including deferred tax assets related to tax credit or loss carryovers
(“tax attributes™), is based upon the Company’s contribution to the consolidated tax liability,




State Farm VP Management Corp.
Notes to Financial Statements
December 31, 2006

with current credit for losses. The metl:md of allocation for the deferred tax accounts, excluding
tax attributes but including any requ1red valuation allowance, 1s|based on the Company’s
contribution to the consolidated temporary difference for each item giving rise to a deferred tax
asset or liability. |
The Company joins with SFMAIC in the filing of a consolidateld Federal income tax return.
Intercompany Federal income tax ba!ances are settled as follow 1} intercompany federal
income tax receivable or payable that i 1s related to the current year is settled within ninety (90}
days of recognition; 2) any refund of prior year Federal income tax is settled within thirty (30)
days of receipt of the refund by SFMAIC; and 3) any payment of prior year Federal income tax
is settled within thirty (30) days of payment by SFMAIC.

I
The Company files state income tax ret:ums in 44 states and the District of Columbia (“D.C.”).
In five of those states, the Company is required to join affiliated companies in a
combined/consolidated filing. The Company will not receive alcurrent tax benefit for its state
net operating losses that are utilized in the combmed/consohdated filings until the Company
has a profitable year. The Company will not incur any current tax expense in a profitable year
until the Company’s taxable income exceeds the accumulated net operating losses that have
been utilized in the combined/consolidated filings in prior years The Company files separate
company tax returns in the remaining 39 states and D.C.
The method of allocation for the state tax account balances, including the assessment of the
realizability of state deferred tax assets| is determined on a sepa}ate company basis. The
Company has recorded a valuation allowance for the full amount of the state deferred tax asset
(net of federal income taxes) of $9,740!522. The Company is prOJectrng that it will not
generate sufficient taxable income within a reasonable amount of time to benefit from the loss

" carryforwards in certain states.

!
The preparation of financial statements|in conformity with accolunting principles generally
accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and llabrhtles and disclosure of
contingent assets and liabilities at the date of the financial statements and the reported amounts
of revenues and expenses during the reporting period. Actual results could differ from those
estimates. !
For purposes of the Statement of Cash 1!: lows, the Company has|defined cash equivalents as
highly liquid investments with original 'maturities of less than ninety days.

SFMAIC and its affiliates currently provrde post-career benefitsiin the form of health care and
life insurance. Eligible former employees eligible former agents and their eligible dependents
currently may participate in these plans. | The Company is allocated a portion of the total post-
career benefits provided by SFMAIC and its affiliates.
|
The Company’s share of the net post- career benefit cost for the year ended December 31, 2006
was $1,592,595, and included paid benefits, the expected cost of the potential health care and
life insurance beneﬁ'rs for newly ehglblle post-career associates, interest cost and amortization
of the transition obligation. |
\
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State Farm VP Management Corp.
Notes to Financial Statements
December 31, 2006

|
At December 31, 2006, the Company’s share of the unfunded post-career benefit obligation
attributable to the potential health care and life insurance benefits for post-career associates was

$1,592,595. '

j- On July 13, 2006, the Financial Accountmg Standards Board (* rFASB ") issued FASB
interpretation No. 48 “4ccounting for Uncertamty in Income Taxes” (“FIN 48”). The
provisions of FIN 48 are effective as of the beginning of 2007. ‘The Company is currently
reviewing the impact of FIN 48; management does not believe it will have a material impact on
either its financial position or results of operations.

3. Regulatory Net Capital Requirement

Pursuant to the Securities and Exchange Clommission s Uniform Net Capital Rule (*Rule 15¢3-17),
the Company is required to maintain minimum net capital and an allowable ratio of aggregate
indebtedness to net capltal as defined under this Rule. The Company operates under the basic
method, which requires minimum net capltal as defined, equal to the greater of $25,000 or 6-2/3%
of aggregate indebtedness. At December 31 2006, the Company, had net capital of $16,089,242
which was $15,479.637 in excess of its requlred minimum net cap:tal The ratio of aggregate
indebtedness to net capital is 0.57 to 1, which is in excess of the minimum requirement at

December 31, 2006,

4. Income Taxes |
]

Components of the income tax benefit are as follows:

Current income tax benefit

Federal ' $ 8,610,647
State : -
| 8,610,647
Deferred income tax expense -
Federal | (1,476,013)
State ' -

| (1,476,013)

Net income tax benefit $ 7,134,634




State Farm VP Management Corp.
Notes to Financial Statements
December 31, 2006 !
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Federal and state deferred income tax assets and liabilities allocated under the prescribed

methodology are as follows: ,
!

Deferred tax assets |

Agency deferred compensation $ 979,024
State income tax net operating losses camed forward 9,705,015
Post retirement beneft 600,233
Accrued self-insurance expense 47,274
Prepaid commission expense ' 2,287

R | ——
Gross deferred tax assets | 11,333,833

' -

Valuation allowance ’ (9,740,522)

Net deferred tax assets | $ 1593311

A reconciliation of the provision for income taxes computed at the statutory rates compared to the
actual provision for income taxes is as follows:

‘ Amount %
Federal income tax benefit at statutory rate $ 7166472 35.00%
Increase (decrease) resulting from ‘
Other : (30,845) (0.15%)"
Non-deductible lobbying and meals and entertainment expense (30,733) (0.15%)
Non-taxable Medicare subsidy [ 29,740 0.15%
Income tax benefit ‘ $ 7,134,634 34.85%

Transactions with Affiliates and Associ'ated Partnership

At December 31, 2006, the Company had amounts due to/from SFMAIC, affiliates and an
associated partnership for commissions, agents’ incentives, income taxes and general expenses
resulting from the sales of variable annuity and variable life produ'cts and retail mutual fund
products. The cost of Financial Service Adv1sors (“FSA™), Field Compllance Coordinators (“FCC™)
and Internal Sales Support (“ISS™) are also included in these expenses The FSAs provide training
to agents on the sale of financial products and the FCCs perform reviews of agents’ work products
and procedures to ensure regulatory compliance. 1SS assists agents with questions related to the
sale of the retail mutual funds. \

\
Many expenses appearing within the accompanymg Statement of Operations are allocated from
SFMAIC or other affiliates. The Company, SFMAIC, SFL and State Farm Indemnity Company
(“SFIC”) are parties to a servicing agreement whereby SFMAIC, SFL and SFIC provide certain
services and office space to the Company. The Company and theise affiliates share certain
administrative, occupancy, advertising and marketing expenses. The allocation of these expenses is
determined through usage studies and is mcluded in the accompanying Statement of Operations.
The payable to SFMAIC included in the : accompanymg Statement of Financial Condition represents
expense allocations net of relmbursement to the Company for the‘luse of its NOL. The amounts
due/to from SFMAIC, affiliates and an assoc1ated partnership settle monthly except for the payable
to SFMAIC for the agents’ incentives and bonuses that is settled once per year.
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State Farm VP Management Corp.
Notes to Financial Statements
December 31, 2006

6. Indemnifications and Warranties

In the ordinary course of its business, the Company has entered into contracts or agreements that
contain indemnifications or warranties. Future events could occur that lead to the execution of these
provisions against the Company. The max1mum exposure to the Company under these provisions is
unknown as this would involve future claims that have not yet occurred.

7.  Securities and Exchange Commission Rule 15¢3-3

The Company claims exemption from Rule 15¢3-3 of the Securities Exchange Act of 1934 as

| J
provided by paragraph k(1). Accordingly,'the Company is not requu‘ed to submit a computation for
the determination of reserve requirements or information relating t0 possession or control
requirements.

11
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State Farm VP Management Corp.

Computation of Net Capital under Rule
Securities and Exchange Commission
December 31, 2006

15¢3-1 of the

N .

Total stockholder’s equity

Deductions and/or charges
Nonallowable assets
Receivable from Parent
Receivable from other affiliates
Deferred tax asset
Other assets

Total deductions and/or charges

Net capital before haircuts on securities positions

Haircuts on securities
Trading and investment sedurities
Other securities

Net capital

Aggregate indebtedness
Items included in statement of financial condition

Payable to affiliates
Total aggregate indebtedness

Computation of basic net capital requirements
Minimum net capital requirement

Excess net capital

Excess net capital at 1000%

Ratio: Aggregate indebtedness to net capital

There were no material differences between the above computation of net;
and the corresponding computation submitted by the Company in Part IIA of their

unaudited Form X-17a-5 as of December 31, 2006.

12

capital

$ 30,298,105

1,575,618
37,500
1,593,311

10,586,264
13,792,693
16,505,412

416,170
$ 16,089,242

&0 | o4

9,144,083
9,144,083

$ 609,605
§ 15,479,637
§ 15,174,834

057101
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State Farm VP Management Corp.
Statement for Determination of Reserve
Requirement and Information Relating|to

Possession or Control Requirements Under Rule 15¢3-3
Of the Securities and Exchange Commission

December 31, 2006

The Company claims exemption from the provisions of Rule 15¢-3 of the
Securities Exchange Actof 1934
under Section (k) 1 of that rule.

i3




PRICEAATERHOUSE( QOPERS
CE/

PricewaterhouseCoopers LLP
One North Wacker

Chicago IL 60606

Telephone (312) 298 2000
Facsimile (312) 298 2001

3

Report of Independent Auditors on Internal Control
Required By SEC Rule 17a-5

To the Board of Directors and Stockholder of
State Farm VP Management Corp:

In planning and performing our audit of the ﬁnanc1al statements and supplemental schedules of State
Farm VP Management Corp. (the “Company”) 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 the eff?ctiveness 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 17a-5(g)(1) of the|Securities and Exchange Commission (the “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 f
practices and procedures, that we considered relevant to the Ob_]eCtIVICS stated in Rule 17a-5(g), in the
following:

1. Making the periodic computations of aggregate indebtedness and net capital under Rule 17a-
3(a)(11); and
2. Determining compliance with the exemptive provisions of Rule|15¢3-3.

Because the Company does not carry secunltles accounts for customers or perform custodial functions,
relating to customer securities, we did not review the practices and procedures foliowed by the
Company in any of the following:

1. Making the quarterly securities examinations, counts, verifications, and comparisons, and the
recordation of differences required by Rule 17a-13; and '

2. 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




PRICEVATERHOUSE( QOPERS

The management of the Company is re3ponsrble for establishing and maintaining internal control and
the practices and procedures referred to in the preceding paragraph. In fulfi lling this responsibility,

i estimates and judgments by management are|required to assess the e)lcpected benefits and related costs
of control and of the practices and procedures referred to in the precedmg 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 practrees and procedures are to provide

. management with reasonable, but not absolute, assurance that assets for which the Company has

! responsibility are safeguarded against loss frc‘nn unauthorized use or drsposrtlon and that transactions
are executed in accordance with management s authorization and recorded properly to permit the
preparation of financial statements in confom‘nty with generally accep‘ned 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 or the practices and'procedures referred to above,
errors or fraud may occur and not be detectedl Also, projection of any evaluation of internal contro}
to future periods is subject to the risk that controls may become inadequate because of changes in
conditions or that the effectiveness of their desrgn 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 functiong to prevent or detect
misstatements on a timely basis. A significant deficiency is a control dc]:f iciency, or combination of
control deficiencies, that adversely affects the ‘entlty s ability to mltlate authorize, record, process, or
report financial data reliably in accordance w1th generally accepted accountmg principles such that
there is more than a remote likelihood that a mrsstatement of the entity's financial statements that is
more than inconsequential will not be prevented or detected by the enmy s internal control.

A material weakness is a significant deficiency, or combination of sign?ﬁcant deficiencies, that results
in more than a remote likelihood that a materia% misstatement of the financial statements will not be
prevented or detected by the entity's internal control.

Our consideration of internal control was for the limited purpose descrrbed in the first, second, and
third paragraphs and would not necessarily rdentlfy all deficiencies in mtemal control that might be
material 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 objectrves referred to in the second

paragraph of this report are considered by the SEC to be adequate for 1ts purposes in accordance with

the Securities Exchange Act of 1934 and related regulations, and that practrces 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 December 31, 2006 to meet the SEC’s objectives.




| PRICEWAIERHOUSE( OOPERS

This report is intended solely for the information and use of the Board of Directors, management, the
SEC, National Association of Securities Dealers Inc, and other reguhtory agencies that rely on Rule
‘1 17a-5(g) under the Securities Exchange Act of 1934 in their regulanoh of registered brokers and

|

dealers, and is not intended to be and should hot be used by anyone other than these specified parties.
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