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OATH OR AFFIRMATION

I, Denis McAuley III , swear (or affirm) that, to the best of
my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of
__Federated Securities Corp. , 88
of _ Decembher 31 , 2007 , 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:

City Of Pittsburgh, Allegherty Cotnty
/yty Commission Expires June 14, 2008
ber, Pavinsylvania Association Of Notaries Title

0N~ ay Qf\
COMMONWEALTH OF PENNSYLVANIA 15‘ i - Y\&
Notarial Seal ~
Deanna L Marlay, Notary Public Signat
I

Notary Pubtic

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

B (a) Facing Page.

B (b) Statement of Financial Condition.

@ (c) Statement of Income (Loss).

B () Statement of Changes in Financial Condition.

Bd (e) Statement of Changes in Stockholders’ Equity or Partners’ or Sole Proprictors’ Capital.

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

B (g) Computation of Net Capital.

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

O (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.

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

() An Oath or Affirmation.

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

@ (n) A reportdescribing any material inadequacies found to exist or found to have existed since the date of the previous audit.

o LEJERRI '
**For conditions of cbnﬁdcn'ﬂal treatment of certain portions of this filing, see section 240.17a-5(e)(3}.
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i’l ERNST& YOUNG & Ernst & Young up & Phone: (412) 644-7800

2100 One PPG Place www.ey.com
Pittshurgh, Pennsylvania 15222

Report of Independent Registered Public Accounting Firm

Board of Directors of
Federated Securities, Corp.

We have audited the accompanying balance sheet of Federated Securities, Corp. (the
Broker/Dealer) as of December 31, 2007, and the related statement of income, changes in
shareholder's equity, changes in liabilities subordinated to claims of creditors, and cash flows
for the year then ended. These financial statements are the responsibility of the
Broker/Dealer’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. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement.
We were not engaged to perform an audit of the Broker/Dealer’s intemal control over
financial reporting. Our audit included consideration of intemal 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 Broker/Dealer’s
internal control over financial reporting. Accordingly, we express no such opinion. An audit
also includes examining, on a test basis, evidence supporting the amounts and disclosures in
the financial statements, assessing the accounting principles used and significant estimates
made by management, and 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 Federated Securities, Corp. at December 31, 2007, and the
results of its operations and its cash flows for the year then ended in conformity with U.S.
generally accepted accounting principles.

Our audit was conducted for the purpose of forming an opinion on the basic financial
statements taken as a whole. The supplemental information 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 our 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.

Gt ¥ MLLP

February 22, 2008

A member firm of Ernst & Young Global Limited



FEDERATED SECURITIES CORF.
BALANCE SHEET
DECEMBER 31, 2007
{dollars in thousands, except per share data)

Current assets:

Cash eqQUIVAIENES........ccooritii s e s e se s e sssssse et tens $ 4,822
ACCOUNLS TECEIVADIE ...t s s b et st eae e emesbesssssabasssasastirss 3,832
Receivable from affiliates, Net. ..o v e e b snsne e 5,872
Prepaid @XPeNses......coovuiuiiuiirerere st ettt et s e e r st ekttt re sttt sbs s bt s 712
Current deferred taX ASSEL, MEL.....c.ccocerrrerrrrerererressesnrsrrrsris s sissnesesrerassssreensessssans 3
Short-term dEPOSIS.......cciceiicc e e s snes b b s s s s ems st smns e st e e sneeee 48

TOtAl CLITENL ASSEIS.....viiieceeeerreeeierce e e e e e evasessssssesstesneesneerresaberabasatssasssenssrnnrns 15,289

Long-term assets:

GOOAWIlL..cvnriicc e e as 1,831
Long-term deferred tax assel, Nel.......ocveeeeveierisernrrenineriaieseescssssssseseresesesnssssssensens 344
Property and equUipment, Net.......coicicrcirirvvimiini s rsse et nens 135

Total JONZ-tErM ASSELS.......ccecvrereririiirrirerrereseraessseeserssenaeeesesestnsessarssessesensesereseansssens 2,310

0Ll ASSBES. e iineeeieiiiriiet i it ecsserer e sttt et eeeeer e e nesssbessbtsatasenannsesasmeesaressnessabesse s 17,599
Liabilities:
Total HabIlities. ...cococcivvririeccc e s e e sem s as e $ 0
Shareholder's Equity:
Capital stock, par value $1.00 per share-

50,000 shares authorized, 17,275 shares issued and outstanding..........ccccorerrerennn. 17
Additional paid-in Capital..........c.cccomremmiiiiiiissiieesese e rress s ettt seererenearas 14,072
Retained €AMINGS..........ovvvvevevesiiininicrisssessssesssss st e nsnese e st se s 3,510

Total shareholder's @qUItY.......cciivimimrrsiceen e sy 17,599
Total liabilities and shareholder's equity........ccccoerermrnerine s $ 17,599

(The accompanying notes are an integral part of these financial statements.)
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FEDERATED SECURITIES CORP.
STATEMENT OF INCOME
FOR THE YEAR ENDED DECEMBER 31, 2007
(dollars in thousands)

Revenue:

‘ SEIVICE fBES, NEL....eo vt e es s e es et s e e s s ben 3 153,282
, COMIMISSION INCOME.......ooreemeiirreeeerresresrssrsrsseesesrintererrstererrssssressesssrsasensssssensossssanses 3,452
| OLREL INCOME. ......eiveereceresssesrsssissesesesbes st st sts s sssassrsssnssasasessrsestasasssnsatresssssasnsasesernn 43

TOtA] TEVENUE.......ccoovieiiecenee e ser e eems s e s s ae et e st sesms e st ne st s e 156,777

Operating Expenses:
Marketing and distribution. ..ot 129,907
Compensation and related..............cccoeeeeeinieveecees it er e s s sssasssessseresesens 39,080
Advertising and promotional...........cc.cocviiiiccenireeeineee et 11,183
L0 1= SO OO U U 19,335
Expense reimbursement, net of charge, from affiliated companies...........covvevevnnene. (43,574)

Total OPErating EXPENSES. ....ceriviresirisrrrereresrerereriarses s isases s sressesssrasssssssassssaraseresesese 155,931

OPEIALNE IMCOMIE. ......eereeeriereeverrse s s seessesssssesssasasssssseassassrsasessasesatessrassesssenssns 846

Nonoperating Income (Expense):
Interest and dividends...........ovvcieeeiiiiiiniiic et 267
Interest accrued on long-term incentive Program.........cooeoeecoceeccameceeeeereceee e (46)
Other NONOPETALING EXPENSE........oiceervrrieererrerrisriresesreresrisrsresresosessestesnsrsseresssstsssssees (1)
Total nonoperating iNCOME, NEL..........c.cccecerernereiresersrarseresrsserasersensensssnsenesrssarere 220

INCOmeE BEfOre INCOME LAXES........cceeeiiiieiteite s rrs s csar e revsmremsarrrasmsssses e st eassnmsnssensas 1,066

INCOME tAX PrOVISION.......cirireiceeirererereriiirereecrsseresnesresesssstessassntessessnsesmssssesasssmnnnensesesns 572

NELIMCOIMIE ..ottt st e s st ae b e s e e e ermee etk bt teie e teiestns e eeeeranasnessereasasnonneseee D) 494

{The accompanying notes are an integral part of these financial statements.)
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FEDERATED SECURITIES CORP.

STATEMENT OF CHANGES IN SHAREHOLDER'S EQUITY

FOR THE YEAR ENDED DECEMBER 31, 2007

(dollars in thousands)

Total
Additional Retained Shareholder’s

Capital Stock Paid-In Capital Eamnings Equity
Balance at January 1, 2007......ccccccrverenenns $ 17 $ 14,072 $ 3,016 h) 17,105
Net INCOME. ..ovrurcrireeririsiiaeietermsnerenrrresrsrenra: 0 0 494 494
Balance at December 31, 2007........ccccreuneee $ 17 $ 14,072 $ 3,510 $ 17,599

(The accompanying notes are an integral part of these financial statements.)
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FEDERATED SECURITIES CORP.
STATEMENT OF CHANGES IN LIABILITIES SUBORDINATED TO CLAIMS OF CREDITORS
FOR THE YEAR ENDED DECEMBER 31, 2007
{dollars in thousands)

e —

Balance at January 1, 2007........ccovvrinerenrenrrcceccessninsiissssssase s resesssssssa s sisissssssases $ 0
Additions and/or FEAUCHIONS.......cccoieececiiiiesesiie e sresres e s s st e sasseesasssesass srest s rsrarsnrernsarssas 0
Balance at December 31, 2007.......ovvevioermeieessiseesssis i srsssssss st sessssssssssss st masssesssansens $ 0

(The accompanying notes are an integral part of these financial statements.)
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FEDERATED SECURITIES CORP.
STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED DECEMBER 31, 2007

{(dollars in thousands)

L . " = N
Operating Activities:
INEE INCOME.....uuitiiiiiceeerericssee et sere st st st r e e ass s s asnsns a1 es e s e s sessesseba st atatesessmnsresrnsnssrrerererens 3 494
Adjustments to reconcile net income to net cash provided by operating activites:
DIEPIECIALION. .....viir e scrsesaras e s e rb sttt s e e e e e s b st et sast e east b st b e earasaes 260
LSS ON QISPOSAL OF ASSELS........ccoieieirerreie ettt ee e s e sneb e et s s as bbb e ererenearananesesesnesentotan 1
Provision for deferred iNCOME 1BXES.........cocviriiiiniriiiececcce st ere st et eee e e cese et rmonanssrasssas s 229
Changes in assets and liabilities:
Increase in receivable from affiliates, Netl...........c.o.eeiieeiiiiceeernerr e eerteaens (1,028)
Decrease in prepaid expenses and Other GSSels........c.ccuvuvvriireriieieissssensesienrsseessssessssnsranns 44
Net cash provided by operating aCHVITIES. .......ccvereeeeerrereersenrsieri st see e sreressreaesens 0
Net increase in cash and cash eqUIVALENTS.......c..cocvuriecees e en e s b en e eee 0
Cash equivalents, beginning of YEAr.......cccccoeemiirirrrinnire et essssesees 4,822
Cash equivalents, end OF YT ..ot e st s msees e rsnsss st b b e s easnssstssesees 3 4,822

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

7




FEDERATED SECURITIES CORP.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2007

(1

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

(a)

(b)

(c)

(@

(e)

Nature of Operations

Federated Securities Corp., (the “Company”) is an indirect, wholly owned subsidiary of Federated
Investors, Inc. (“Federated”). The Company is registered as a broker/dealer and acts as the
principal distributor of the shares of the mutual funds advised and administered by affiliated
companies. The Company is also the principal shareholder servicer and program servicer agent
relative to the Class B shares of Federated-sponsored mutual funds.

Basis of Presentation

The financial statements include the accounts of the Company. Such statements have been
prepared in accordance with U.S. generally accepted accounting principles. [In preparing the
financial statements, management is required to make estimates and assumptions that affect the
amounts reported in the financial statements and accompanying notes. Actual results may differ
from those estimates, and such differences may be material to the financial statements.

Cash Equivalents

“Cash equivalents” represents an investment in a money market fund that is managed by an
affiliate of the Company. This investment may be redeemed upon demand.

Property and Equipment

Property and equipment are recorded at cost and are depreciated using the straight-line method
over their estimated useful lives ranging from 4 to 10 years. Leasehold improvements are
amortized using the straight-line method over the shorter of their estimated useful lives or their
respective lease terms. As property and equipment are taken out of service, the cost and related
accumulated depreciation and amortization are removed and any residual net book value is
reflected as a loss in “Other nonoperating expense” in the Statement of Income.

Management reviews the remaining useful lives and carrying values of property and equipment to
determine whether events and circumstances indicate that a change in the useful life or impairment
in value may have occurred. Indicators of impairment monitored by management include a
decrease in the market price of the asset, an accumulation of costs significantly in excess of the
amount originally expected in the acquisition or development of the asset, historical and projected
cash flows associated with the asset and an expectation that the asset will be sold or otherwise
disposed of significantly before the end of its previously estimated useful life. Should there be an
indication of a change in the useful life or an impairment in value, the Company compares the
carrying value of the asset to the probability-weighted undiscounted cash flows expected to be
generated from the underlying asset over its remaining useful life to determine whether an
impairment has occurred. If the carrying value of the asset exceeds the undiscounted cash flows,
the asset is written down to fair value determined based on prices of similar assets if availabte or
discounted cash flows.

Costs of Computer Software Developed or Obtained for Internal Use

Certain internal and external costs incurred in connection with developing or obtaining software
for internal use are capitalized. These capitalized costs are included in “Property and equipment,
net” on the Balance Sheet and are amortized using the straight-line method over the shorter of the
estimated useful life of the software or four years. These assets are subject to the impairment test
used for other categories of property and equipment as described in Note (1)(d).




FEDERATED SECURITIES CORP.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2007

Q)

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, continued

03]

(8)

()

®

Goodwill

The Company tests goodwill for impairment at lfeast annually or when indicators of potential
impairment exist. The Company uses a two-step process to test for and measure impairment that
begins with an estimation of the fair value of its reporting unit. This first step is a screen for
potential impairment, and if impairment has occurred, the second step measures the amount of
impairment. Management has concluded that goodwill is not impaired as of December 31, 2007.

Advertising Costs

The Company generally expenses the cost of all advertising and promotional activities as incurred.
Advertising expense was approximately $226,000 for the year ended December 31, 2007.

Revenue Recognition

The Company is registered as a broker/dealer and generates the majority of its revenue by acting as
the principal distributor of shares of the mutual funds advised by affiliated companies. Revenue is
recognized during the period in which services are performed. The Company may waive certain
fees for services for competitive reasons or to meet regulatory requirements. Service fees are
shown net of these waivers in the Statement of Income.

Income Taxes

The operating results of the Company are included in the consolidated federal income tax return
filed by Federated. As part of the Federated consolidated group, the Company participates in a tax-
sharing agreement. Therefore, although the Company computes its federal income tax provision
on a separate-company basis, the tax benefits related to its net operating or capital losses, if any,
are recorded by the Company to the extent that the losses can be used to reduce conselidated tax
expense. The Company computes and remits state taxes on a separate- or combined-company
basis, as required, in compliance with the respective state tax law.

The Company utilizes the liability method to account for deferred income taxes. Under this
method, deferred tax assets and liabilities are determined based on temporary differences between
financial statement carrying amounts and the corresponding tax bases of assets and liabilities that
will result in taxable or deductible amounts in future years. These items are measured using
enacted rates expected to be applied to taxable income in the years in which those temporary
differences are expected to be recovered or settled.

Disclosures of Fair Value

Carrying amounts approximate fair value for “Cash equivalents” and “Accounts receivable” due to
their short maturities. “Receivable from affiliates, net” is not settled in cash nor is it Federated
management’s current plan to settle this itemn in cash and therefore, the Company is not able to
determine its fair value.




FEDERATED SECURITIES CORP.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2007

(n SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, continued
k) Recent Accounting Pronouncements

SFAS 159 — In February 2007, the Financial Accounting Standards Board (FASB) issued
Statement of Financial Accounting Standard (SFAS) No. 159, “The Fair Value Option for
Financial Assets and Financial Liabilities” {(SFAS 159). SFAS 159 allows entities to voluntarily
choose to measure many financial assets and liabilities at fair value. The election is made on an
instrument-by-instrument basis and is irrevocable. Once the election is made for an instrument, all
subsequent changes in fair value for that instrument must be reported in earnings. SFAS 159 is
effective on January 1, 2008 for calendar-year companies. Management has not elected the fair-
value option for any assets or liabilities as of January 1, 2008 and has concluded that the adoption
of this standard will not have a material impact on the Company’s financial statements.

SFAS 157 and FSP SFAS 157-2 - In September 2006, the FASB issued SFAS No. 157, “Fair
Value Measurements” (SFAS 157). SFAS 157 defines fair value, establishes a framework for
measuring fair value in generally accepted accounting principles and expands disclosures about
fair value measurements. SFAS 157 applies under other accounting pronouncements that require
or permit fair value measurements because the FASB had previously concluded in those
accounting pronouncements that fair value is the relevant measurement atiribute. Accordingly, this
Statement does not require any new fair value measurements. In February 2008, the FASB issued a
FASB Staff Position (FSP) to defer the effective date of SFAS 157 for one year for nonfinancial
assets and liabilities. With respect to financial assets and liabilities, the provisions of SFAS 157 are
effective for fiscal years beginning after November 15, 2007. Management has concluded that the
adoption of this standard for financial assets and liabilities will not have a material impact on the
Company’s financial statements. Management continues to evaluate the impact this statement will
have on the Company’s financial statements once its provisions are adopted for nonfinancial assets
and liabilities.

(2)  PROPERTY AND EQUIPMENT

Property and equipment consisted of the following at December 31, 2007:

Estimated Useful Life (in thousands})
Computer equipment 4 years $ 569
Office furniture and equipment 10 years 282
Software development 4 years 224
Leasehold improvements Up to term of lease 8
1,083
Accumulated depreciation (948)
Property and equipment, net $ 135

Depreciation expense was approximately $260,000 for the year ended December 31, 2007.
3 TRANSACTIONS WITH RELATED PARTIES

As a matter of general policy, Federated manages most cash-related activities of its domestic subsidiaries on
a centralized basis. As such, certain expenses of the Company, including marketing and distribution and
compensation and related benefits, are funded by another subsidiary of Federated and charged to the
Company. In addition, certain affiliates of the Company incur costs on its behalf, such as occupancy and
other support services. Such expenses are allocated to the Company, amounted to $5.6 million for the year
ended December 31, 2007 and are recorded in “Expense reimbursement, net of charge, from affiliated
companies” on the Statement of Income.
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FEDERATED SECURITIES CORP.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2007

)

)

TRANSACTIONS WITH RELATED PARTIES, continued

In addition, certain operating expenses incurred in connection with the sale of shares of mutual funds are
reimbursed from affiliates that provide investment advisory services to these funds. Expense
reimbursements of $49.2 million were accrued and recorded in “Expense reimbursement, net of charge,
from affiliated companies” in the Statement of Income for 2007. Additionally, certain amounts associated
with distribution activities of the Company, including payments and amortization of deferred sales
commissions are not reflected in the Company’s financial statements and have been recognized by other
affiliated entities.

The Company sells to an indirect wholly owned subsidiary of Federated the rights to all distribution fees,
servicing fees, and contingent deferred sales charges (“CDSCs") relating to Class B shares of Federated-
sponsored funds pursuant to the terms of a transfer agreement between the Company and this affiliate. In
exchange for these rights, the affiliated company advances all of the related deferred sales commissions.
Commissions advanced by the affiliated company on behalf of the Company in 2007 were $9.6 million. No
gain or loss was recorded by the Company as a result of these sales.

The “Receivable from affiliates, net” on the Company’s Balance Sheet includes intercompany receivables
for fees collected by an affiliate on behalf of the Company and fees charged to affiliates for certain net
operating expenses incurred by the Company on behalf of these affiliates, offset by intercompany payables
related to the above mentioned transfer agreement and expenses paid by an affiliate of the Company on its
behalf. There is no intention now or in the foreseeable future to settle the net intercompany receivable.

The majority of “Accounts receivable” represents amounts owed to the Company from mutual funds
managed by affiliates of the Company.

PROFIT SHARING/401(k) PLAN

The Company’s employees participate in the Federated Investors, Inc. Employees Profit Sharing/401(k)
Plan. Under this plan, employees can make salary deferral contributions at a rate of 1% to 50% of their
annual compensation (as defined in the 401(k) plan), subject to Internal Revenue Code limitations.
Federated makes a matching contribution in an amount equal to 100% of the first 2% that each participant
defers and 50% of the next 4% of deferral contributions. Forfeitures of nonvested matching contributions
are used to offset future matching contributions.

Vesting in the Company's matching contributions commences once a participant in the 401(k) plan has been
employed at least two years and worked at least 1,000 hours per year. Upon completion of two years of
service, 20% of the Company’s contribution included in a participant’s account vests and 20% vests for
each of the following four years if the participant works 1,000 hours per year. Employees are immediately
vested in their 401(k) salary deferral contributions.

Matching contributions to the 401(k) plan charged to the Company by Federated were approximately
$£680,000 for the year ended December 31, 2007.

The Profit Sharing Plan is a defined contribution plan to which Federated contributes amounts as authorized
by its board of directors. An Employee becomes eligible to participate in the Profit Sharing Plan if they are
employed on the last day of the year and have worked at least five hundred hours for the year. Federated
made no contributions to the Profit Sharing Plan in 2007.
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FEDERATED SECURITIES CORP.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2007

(%)

(6)

M

3

INCOME TAXES

Income tax expense consisted of the following components for the year ended December 31, 2007:

(in thousands) Current Deferred Total

Federal g 201 $ 61 b 262
State 142 168 310
Total $ 343 $ 229 $ 572

The Company’s effective income tax rate for the year ended December 31, 2007 was 53.6%. This rate is
higher than the Company’s 35% federal statutory income tax rate primarily as a result of the Company’s
revised estimate of the deferred tax asset related to state tax net operating loss carryforwards. All tax related
balances due to or from affiliates, if any, are included in “Receivable from affiliates, net.”

The Company’s deferred tax assets totaled $1,891,000 at December, 31, 2007 and primarily related to state
tax net operating loss carryforwards. During 2007, the Company increased its valuation allowance to
$1,499,000 related to these losses due to management’s revised estimate as to their realizability. The
corresponding state tax net operating loss carry-forwards underlying the resulting net deferred tax asset will
expire in 2018 ($205,000) and 2025 ($12,000). The Company’s deferred tax liabilities totaled $45,000 and
primarily related to capitalized software development costs.

REGULATORY REQUIREMENTS

The Company, as a registered broker/dealer in securities, is subject to the Securities and Exchange
Commission Uniform Net Capital Rule (Rule 15¢3-1) and is required to maintain net capital, as defined,
equal to the greater of $25,000 or 6-2/3% of aggregate indebtedness. At December 31, 2007, the Company
had net capital of approximately $5.6 million, which was approximately $5.6 million in excess of its
required net capital of $25,000.

MAJOR CUSTOMERS

The Company derived a substantial portion of its revenue from three Federated-sponsored funds. The
Federated-sponsored funds contributed 26%, 26%, and 15%, respectively, of the Company’s revenues for
the year ended December 31, 2007.

COMMITMENTS AND CONTINGENCIES

In 2005, Federated entered into settlement agreements with the Securities and Exchange Commission and
New York State Attorney General to resolve the past mutual fund trading issues. Under the terms of the
settlements, Federated paid for the benefit of fund shareholders a total of $80.0 million. In addition,
Federated agreed to reduce the investment advisory fees on certain Federated funds by $4.0 million per year
for the five-year period beginning January 1, 2006, based upon effective fee rates and assets under
management as of September 30, 2005. Depending upon the level of assets under management in these
funds during the five-year period, the actual investment advisory fee reduction could be greater or less than
$4.0 million per year. For the year ended December 31, 2007, these fee reductions were approximately $4
million.

Since October 2003, Federated has been named as a defendant in twenty-three cases filed in various federal
district courts and state courts involving allegations relating to market timing, late trading and excessive
fees. All of the pending cases involving allegations related to market timing and late trading have been
transferred to the U.S. District Court for the District of Maryland and consolidated for pre-trial proceedings.
One market timing/late trading case was voluntarily dismissed by the plaintiff without prejudice.
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FEDERATED SECURITIES CORP.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2007

®

COMMITMENTS AND CONTINGENCIES, continued

The seven excessive fee cases were originally filed in five different federal courts and one state court. All
six of the federal cases are now pending in the U.S. District Court for the Western District of Pennsylvania.
The state court case was voluntarily dismissed by the plaintiff without prejudice.

All of these lawsuits seek unquantified damages, attomeys’ fees and expenses. Federated is defending this
litigation. The potential impact of these recent lawsuits and future potential similar suits, as well as the
timing of settlements, judgments or other resolution of these matters, are uncertain. It is possible that an
unfavorable determination will cause a material adverse impact to Federated’s reputation, financial position,
results of operations and/or liquidity in the period in which the effect becomes reasonably estimable.

Federated’s Consolidated Financial Statements for the year ended December 31, 2007 reflect $4.4 million
for costs associated with various legal, regulatory and compliance matters, including costs related to
Federated’s internal review, costs incurred on behalf of the funds, costs incurred and estimated to complete
the distribution of Federated’s regulatory settlement, costs related to certain other undertakings of these
settlement agreements, and costs incurred and estimated to resolve certain of the above-mentioned ongoing
legal proceedings. Accruals for these estimates represent management’s best estimate of probable losses at
this time. Actual losses may differ from the estimate, and such differences may have a material impact on
Federated’s consolidated results of operations, financial position or cash flows. Various expenses and
accruals related to these matters were allocated to the Company and are included in the $5.6 million of
expense allocated for the year ended December 31, 2007, as discussed in Note (3).

In addition, Federated has other claims asserted and threatened against it in the ordinary course of business.
These other claims are subject to inherent uncertainties. It is possible that an unfavorable determination will
cause a material adverse impact on Federated’s reputation, financial position, results of operations and/or
liquidity in the period in which the effect becomes reasonably estimable.
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FEDERATED SECURITIES CORP.
COMPUTATION OF NET CAPITAL UNDER RULE 15¢3-1

DECEMBER 31, 2007
(dollars in thousands)

Computation of net capital:

SHArChOLAEI'S BQUILY. ...overererieetrirrasrerirssrrsr e e ceee s csastt b ass s bsasrs b aE b en s aba b s aben b smnra s nasssnanbasaes 5 17,599
Deductions and/or charges:
Nonallowable 85SE1S. ......coovciricrrierini i smereesrmrrerssssssseisasramsssres st ssnes $ 11,877
Haircut on securities OWned.........ooeicrcnicninesnnniim s s 96 11,973
INEL CAPILAL 1r v e ares e eeeee et srcas s sases s eb et ea s s e s bR SR as s o R R aAo 4 Rer s S ans b eab b bR e e S SR E b0 $ 5,626
ARETCEALE INAEDIEANMESS....c.cuvveererrirecre e teest s e e e s e ane b araan e an e remcnss $ 0
Computation of basic net capital requirement:
Minimum net capital required (greater of $25 or
6-2/3% of aggregate indebtEdNess)..........coc it e e 5 25
EXCESS NEE CAPILAL ...ttt s et e s s aae e e e s 5,601
Ratio of aggregate indebtedness to net Capital.......cooviinivernrene s Otol

Note: There were no material differences between the audited Computation
of Net Capital included in this report and the corresponding schedule
included in the Company's unaudited December 31, 2007 Part [JA FOCUS filing.



FEDERATED SECURITIES CORP.
SUPPLEMENTAL INFORMATION TO FINANCIAL STATEMENTS
DECEMBER 31, 2007

Statement Regarding Rule 15¢3-3

The Company is exempt from Rule 15¢3-3 of the Securities and Exchange Commission under paragraph (k)(1) of
that rule.
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Supplementary Report of Independent Registered Public Accounting Firm on
Internal Control Required by SEC Rule 17a-5(g)(1)

Board of Directors of
Federated Secunties, Corp.

In planning and performing our audit of the financial statements of Federated Securities, Corp.
(the Broker/Dealer), as of and for the year ended December 31, 2007, in accordance with auditing
standards generally accepted in the United States, we considered its 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 Broker/Dealer’s internal control. Accordingly,
we do not express an opinion on the effectiveness of the Broker/Dealer’s internal 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 Broker/Dealer, including
consideration of control activities for safeguarding securities. The study included tests of such
practices and procedures that we considered relevant to the objectives stated in rule 17a-5(g) in
making the periodic computations of aggregate indebtedness (or aggregate debits) and net capital
under rule 17a-3(a)(11) and for determining compliance with the exemptive provisions of rule
15c3-3. Because. the Broker/Dealer does not carry securities accounts for customers or perform
custodial functions relating to customer securities, we did not review the practices and
procedures followed by the Broker/Dealer in any of the following:

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

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

The management of the Broker/Dealer 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 intemal control and the
practices and procedures are to provide management with reasonable but not absolute assurance
that assets for which the Broker/Dealer 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.

A member firm of Ernst & Young Global Limited



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 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 inconsequentia! 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.

Our 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 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
Broker/Dealer’s practices and procedures, as described in the second paragraph of this report,
were adequate at December 31, 2007, 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 Securities 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.
émt ¥ LLP

February 22, 2008

END




