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OATH OR AFFIRMATION

1, Lisa Boutote , swear (or affirm) that, to the
best of my knowledge and beliaf the accompanying financial statement and supporting schedules pertaining to the firm of

Direct Brokerage, Inc.

as of

December 31, 2001  zre true and corvect, 1 further swear (or affirm) that neither the company

nor any parwer, proprietor, principal officer or chrcc:cr has any proprietary interest in any account classified soley as that of
a customer, excapt as follows:

AL

This report** containg (check all applicable boxes):
(a) Facing page.
(b) Statement of Financial Condition.,
() Statement of Income (Loss).
(d) Statement of Changes in Financial Condition.
() Statement of Changes in Stockhalders’ Equity or Parmers or Sole Pmprlaor’s Capital.
() Statement of Changes in Liabilities Subordinated to Claims of Creditors.
. (8) Computation of Net Capital
(k) Computation for Determination of Reserve Requirements Pursuaﬁt nctl:r R;‘l:.-h ‘:;::3
Information Relating to the Possession or control Requirements .
8 A Recondiliation, mﬁwng appropriate explanation, of the Computation of Net Capital Under Rule 15c3-1 and t.he
Computation for Determination of the Reserve Requirements Under Exhibit A of Rule 15¢3-3.
(k) A Reconciliation between the audited and unaudited Statements of Financial Condition with respect to mezhod: of con-
solidation.
g:)x An Oath or Affirmation,
)A copy of the SIPC Supplemental Report. )
() A report describing m:;ﬁm:m?m found to exist or found to have existed since the date of the previous audit.

Oooo 0O oooooauoon

*sfor conditions of confidential treatment of certain portions of this fillng, see section 240.!74{{(&)(3)-
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INDEPENDENT AUDITORS' REPORT

To the Officers and Directors of
DIRECT BROKERAGE INC.
39 Broadway

New York, NY 10006

We have audited the accompanying statement of financial condition of DIRECT BROKERAGE INC. as of
December 31, 2001, and the related statements of income, changes in stockholders' equity, and cash flows for the
year then ended that you are filing pursuant to rule 17a-5 under the Securities Exchange Act of 1934. These
financial statements are the responsibility of the Company's management. Our responsibility i is to express an
opinion on these financial statements based on our audit.

We conducted our audit in accordance with U. S. generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles used and

significant estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of DIRECT BROKERAGE INC. as of December 31, 2001, and the results of its operations and its cash
flows for the year then ended in conformity with U. S. generally accepted auditing principles '

Our audit was made for the purpose of forming an opinion on the basic financial statements taken as a whole. The
information contained in the accompanying schedules is presented for purposes of additional analysis and is not
a required part of the basic financial statements, but is supplementary information required by rule 17a-5 under the
Securities Exchange Act of 1934. Such information has been subjected to the auditing procedures applied in the
audit of the basic financial statements and, in our opinion, is fairly stated in all material respects in relation to the

basic financial statements taken as a whole.
A e ito CPAS FC

New York, New York
March 14, 2002, except for Note 8
for which the date is April 9, 2002
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DIRECT BROKERAGE INC.
STATEMENT OF FINANCIAL CONDITION
DECEMBER 31, 2001

ASSETS

Cash

Commissions receivable
Receivable from brokers
Investments, at market value
Deferred tax asset -

Deposit

Other assets

Total assets

LIABILITIES AND STOCKHOLDERS' EQUITY

Liabilities
Secured line of credit, bank
Payable to customers : v
Securities sold, not yet purchased, at market value
Accounts payable and accrued expenses
Income taxes payable
Deferred rent

Total liabilities
Commitments and contingencies

Stockholders' equity
Common stock - par value $.01,

Authorized: 50,000 shares
Issued and outstanding: 34,200 shares
Additional paid-in capital
Retained earnings

Total stockholders' equity

Total liabilities and stockholders' equity

The accompanying notes are an integral part of these financial statements.
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$ 261,891
669,540
65,005
20,572
13,700
38,000

18,866

$ 1087574

$ 175,000
161,737

6,905
259,453
35,140

48,595

686,830

342
353,474

46,928

400,744

$ 1,087,574



DIRECT BROKERAGE INC.
STATEMENT OF INCOME -
YEAR ENDED DECEMBER 31, 2001

Revenues
Commissions
Interest and dividend income
Trading income

Total revenues

Expenses
Employees' salaries and benefits
Payroll taxes
Seat rental
Clearance, floor brokerage and execution expense
Error expense
Interest
Utilities
Rent
Professional fees
Financial services
Insurance
Exchange fees
Registration fees
Office and miscellaneous
Travel and entertainment
Dues and memberships
Depreciation

Total expenses

Income before provision for income taxes, and cumulative effect
of change in accounting principle, net of tax

Provision for income taxes

Income before cumulative effect of change in accounting principle,
net of tax

Cumulative effect of change in accounting principle, net of tax

Net income

The accompanying notes are an integral part of these financial statements.
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$ 8,566,271
2,500
71,144

8.639.915

3,877,143
188,313
1,496,000
576,708
161,304
127,027
284,637
233,554
143,936
295,811
390,161
257,043
31,149
265,722
293,473
70,738

3,070

8,597,789

42,126

24,754

17,372
105.812
§ 123,184



DIRECT BROKERAGE INC.
STATEMENT OF CHANGES IN STOCKHOLDERS' EQUITY
YEAR ENDED DECEMBER 31, 2001

Accumulated
Additional (Deficit)/ Total
Common Paid-In Retained Stockholders’
Stock Capital Earnings Equity
Shares Amount
Balance, January 1, 2001 34200 $ 342  §$ 353,474 $§  (76,256) $ 277,560
Net income - - - 123,184 123.184

Balance, December 31, 2001 34200 § .342 by 353,474 $» 46,928 §$§ 400,744

The accompanying notes are an integral part of these financial statements.
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DIRECT BROKERAGE INC.
STATEMENT OF CASH FLOWS-
Increase (Decrease) in Cash
YEAR ENDED DECEMBER 31, 2001

Cash flows from operating activities:
Net income

$ 123,184
Adjustments to reconcile net income to net
cash provided by operating activities:
Depreciation 5,070
Deferred income taxes (13,700)
(Increase) decrease in assets:
Commissions receivable (429,412)
Due from brokers (3,640)
Investments, at market value 63,060
Other assets 1,349
Increase (decrease) in liabilities:
Payable to customers 161,737
Securities sold, not yet purchased 6,905
Accounts payable and accrued expenses 79,412
Income taxes payable 30,140
Deferred rent (11,356)
Total adjustments (110.435)
Net cash provided by
- operating activities 12,749
Net cash used in investing activities:
Purchase of office furniture and equipment (14.120)
Net cash provided by financing activities:
Proceeds from secured line of credit, bank v 175,000
Net increase in cash 173,629
~ Cash, beginning of year 88.262
Cash, end of year $§ 261,891
Supplemental disclosures of cash flow information:
Cash paid during the year for:
Interest 27,02
Income tax $§ 6753

The accompanying notes are an integral part of these financial statements.
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DIRECT BROKERAGE INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2001

Note 1 - Nature of Business and Summary of Significant Accounting Policies

(a)

(b)

©

C)

(e)

Nature of Business

The Company, a broker/dealer, clears all security transactions through its clearing brokers on a fully-
disclosed basis, and operates under the exemptive provisions of the Securities and Exchange
Commission (the SEC) rule 15¢3-3(k)(2)(ii), except for customers’ recapture commissions which
fall under the provisions of rule 15¢3-3 (k)(2)(i) requiring a reserve bank account (see Note 8). The
Company provides trade execution, clearing services and an immediate link to U.S. equity markets
through direct access.

Revenue Recognition

Securities transactions (and the related commission revenues and expenses) are recorded on a trade-
date basis.

Income Taxes

The Company accounts for income taxes in accordance with Statement of Financial Accounting
Standards No. 109 (SFAS No. 109), Accounting for Income Taxes, which requires an asset and
liability approach to financial accounting and reporting for income taxes. Deferred income tax assets
and liabilities are computed annually for differences between the financial statement and tax bases
of assets and liabilities that will result in taxable or deductible amounts in the future based on
enacted tax laws and rates applicable to the periods in which the differences are expected to affect
taxable income. Valuation allowances are established, when necessary, to reduce deferred tax assets
to the amount expected to be realized. Income tax expense is the tax payable or refundable for the
period plus or minus the change during the period in deferred tax assets and liabilities.

Use of Estimates

The preparation of financial statements in conformity with U. S. generally accepted accounting
principals requires management to make estimates and assumptions that affect the reported amounts
of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reported period. Actual
results could differ from those estimates.

Change in Accounting Principle

Effective for the year ended December 31, 2001, the Company changed its accounting method for
recording securities transactions, commissions, and related clearing expense from settlement date
to trade date reporting, in accordance with U. S. generally accepted accounting principles and
industry standards. Trade date reporting reflects the date when transactions are initiated, at which
time the risks, benefits and economic potentials are created and conveyed.

The impact on earnings and cash flows for the year is not material. Accordingly, the cumulative
effect of the change totaling $105,812 has been reflected, net of tax, in the statement of operations.
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DIRECT BROKERAGE INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2001

Note 2 - Investments, at Market Value

Investments and securities sold, not yet purchased as of December 31, 2001, consisted of common stocks
and totaled $20,572 and $6,905, respectively.

Note 3 - Secured Line of Credit, Bank

On February 12, 2001, the Company established a $250,000 revolving line of credit bearing interest at
prime plus 2%, secured by the assets of the firm and guaranteed by all principals. The facility contains
certain customary affirmative and negative convenants including financial covenants requiring the

maintenance of specified debt leverage ratio and a minimum net worth of $360,000. The Company
believes it is in compliance in such covenants.

At December 31, 2001, $175,000 was outstanding under this facility.
Note 4 - Commitments and Contingencies

Leases

The Company leases office space under a lease agreement expiring June 30, 2009. Rent totaled $233,554
(net of current portion of deferred rent of $11,357) for the year ending December 31, 2001. The future

minimum annual rental payments (net of $48,595 rental abatement representing the deferred rent portion at
December 31, 2001) for the years ending December 31, are as follows:

Year Ending Amount
2002 $ 215,460
2003 225,304
2004 232,063
2005 239,025
2006 249,577

Thereafter 901,155
$2.062,584

Also, the Company leases five New York Stock Exchange memberships generally on an annual basis. Seat

rental expense amounted to $1,496,000 for the year ended December 31, 2001. The Company expectsto
renew these leases as they expire.

Note S - Net Capital Requirements

Pursuant to the SEC's Uniform Net Capital Rule 15¢3-1, the Company’s net capital of $314,898 at

December 31, 2001 exceeds the minimum capital requirement of $250,000 in the amount of $64,898. The
Company’s net capital ratio was 200%.
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DIRECT BROKERAGE INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2001

Note 6 - Income Taxes

The income tax provision (benefit) consists of the following:

Current
Federal $ 24,700
State 34,254
Utilization of NOL (20,500)
§ 38454
Deferred ‘
Federal $ (5,800)
State _ (7.900)
__(13,700)
$ 24754

Deferred tax asset represents the difference between financial and tax reporting for deferred rent.

Note 7 - Payable to Customers

Amounts payable to customers represent commissions payable totaling $161,737 (see Note 8).

Note 8 - Violation of Rule 15¢3-3

During August 2001, the Company commenced a commission recapture program pursuant to which the
Company, as introducing broker, rebated to certain of its managed institutional customers a portion of the
commissions that DBI earned from each of those customers.

Prior to its commencement of this business, the Company obtained the Exchange's approval for the
manner in which it intended to conduct the business. Subsequently, following the Exchange's receipt from
the SEC staff of further interpretive guidance on the Net Capital and Special Reserve Account
imphcat1ons of this type of business, the Exchange notified the Company that its new line of business
requlrcd an increase in its minimum net capital requirement from $100,000 to $250 000 (i.e., to the
minimum required of carrying firms).

When the Company began this business, no SEC or NYSE rule or interpretation had been published that
characterized introducing brokers engaging in a commission recapture program as "carrying firms" for
purposes of the Net Capital Rule. In February 2002, pursuant to interpretive advice from the SEC staff
to the NYSE, the NYSE published a memorandum to its member organizations (NYSE Interpretation
Memo 02-3) that considered introducing firms who engage in "commission recapture” rebate programs
to be "carrying firms" under SEC Rule 15¢3-1 and consequently subject to a $250,000 minimum net
capital requirement, unless the firm elects to deposit the proposed rebate into a separate 15¢3-3 Special
Reserve bank account.
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DIRECT BROKERAGE INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2001

Note 8 - Violation of Rule 15¢3-3 (Continued)

Upon learning of this interpretation, the Company notified the Exchange, on February 28, 2002, that it had
opened a 15¢3-3 Special Reserve account for the rebates, which was promptly funded in March 2002.
After further discussions with the Exchange, and at the recommendation of the Exchange, the Company
has made arrangements to transfer its responsibility for the rebated funds to a clearing firm, enabling the
Company to return to a $100,000 minimum Net Capital requirement.

Note 9 - Subsequent Events

Effective February 13, 2002 (date of approval by the New York Stock Exchange), the Company amended
its certificate of incorporation increasing the number of common shares authorized to issue from 50,000
to 2,500,000 with a par value of $.01. Simultaneously, 1,924,130 shares were issued to stockholders and
employees in recognition of their contributions to the Company. On the same date, the Company
purchased 312,366 shares from a director/stockholder for $50,000 which represented 15.8% of the
Company’s shares outstanding and also entered into a five-year employment agreement with the former
stockholder at a salary of $100,000 per annum.

U. S. generally accepted accounting principles require that the Company, issuing common stock to
employees and officers in lieu of compensation, for which the recipients do not pay any cash consideration
to the Company, determine an estimated fair value at the award dates for the issued stock. The Company
would recognize, at that time, a charge to its statement of operations as compensation cost and a credit
to its stockholders' equity as additional paid-in capital.

Presently, management has not yet determined the fair value of the shares issued. The compensation
expense is expected to be recognized in the first quarter ended March 31, 2002.

Note 10 - Financial Instruments with Off-Balance-Sheet Credit Risk

As a securities broker, the Company is engaged in buying and selling securities for a diverse group of
institutional and individual investors. The Company's transactions are collateralized and are executed
with and on behalf of banks, broker/dealers, and other financial institutions. The Company introduces
these transactions for clearance to another broker/dealer on a fully-disclosed basis.

The Company's exposure to credit risk associated with non-performance of customers in fulfilling their
contractual obligations pursuant to securities transactions can be directly impacted by volatile trading
markets which may impair customers' ability to satisfy their obligations to the Company and the
Company's ability to liquidate the collateral at an amount equal to the original contracted amount. The
agreement between the Company and its clearing broker provides that the Company is obligated to
assume any exposure related to such non-performance by its customers. The Company seeks to control
the aforementioned risks by requiring customers to maintain margin collateral in compliance with various
regulatory requirements and the clearing broker's internal guidelines. The Company monitors its
customer activity by reviewing information it receives from its clearing broker on a daily basis, and
requiring customers to deposit additional collateral, or reduce positions, when necessary.
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DIRECT BROKERAGE INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2001

Note 10 - Financial Instruments with Off-Balance-Sheet Credit Risk (Continued)

The Company, at times, maintains cash balances at financial institutions in excess of federal and SIPC
insured limits. Uninsured cash balances at December 31, 2001 totaled $202,595.

A copy of the Company's statement of financial condition as at December 31, 2001, pursuant to the SEC rule 17a-5,
is available for inspection at the Company's office and at the regional office of the SEC.
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DIRECT BROKERAGE INC.
COMPUTATION OF NET CAPITAL UNDER SEC RULE 15¢3-1
DECEMBER 31, 2001
SCHEDULE I

Total stockholders' equity $ 400,744

Deductions/charges:
Non-allowable assets:
Other assets $ 82,760
Capital charges pursuant to
SEC Rule 15¢-3-1

Investments } 3,086 85.846

Net capital 314,898
Less: Minimum net capital requirements
greater of 6-2/3% of aggregate
indebtedness or $250,000, whichever

is greater 250,000
Net capital in excess of all requirements | 64,898

Capital ratio - (maximum allowance 1500%)
Ratio of aggregate indebtedness to

net capital
$ 631330 = 200%
314,898
Aggregate indebtedness
Accounts payable, accrued expenses, and

income taxes payable $ 631,330

There are no material variances between this computation of net capital under rule 15¢3-1 and the Registrant’s
computation filed with the amended Part 11A, Form X-17A-5. Accordingly, no reconciliation is required.

See independent auditors’ report.

-11-
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DIRECT BROKERAGE INC.
COMPUTATION FOR DETERMINATION OF RESERVE REQUIREMENT
UNDER SEC RULE 15¢3-3
DECEMBER 31, 2001

SCHEDULE II
Customer free credit balance and
other credit balances ‘ $ 161737
Total credit balances 161
Required deposit 105% of credit balances ' L__M_Q,&_;ﬁ
Deficit $ 169,824

The Company did not have a reserve bank account as required by 15¢-3-3(k)(2)(i) (see Note 8).

See independent auditors’ report.
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DIRECT BROKERAGE INC.

INDEPENDENT AUDITORS' REPORT ON
' INTERNAL CONTROL

DECEMBER 31, 2001
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INDEPENDENT AUDITORS' REPORT ON INTERNAL CONTROL

To the Officers and Directors of
DIRECT BROKERAGE INC.
39 Broadway

New York, NY 10006

Gentlemen:

In planning and performing our audit of the financial statements and supplementary information of DIRECT
BROKERAGE INC. (the Company) for the year ended December 31, 2001, we considered its internal control,
including control activities for safeguarding securities, in order to determine our auditing procedures for the purpose
of expressing our opinion on the financial statements and not to provide assurance on 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 Company including 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 prov151ons of rule 15¢3-3. Because the Company does not carry securities accounts for customers except
for customers’ recapture commissions payable, which require a 15¢c-3-3(k)(2)(i) reserve bank account (see Note 8)
or perform custodial functions relating to customer securities, we did not review the practices and procedures
followed by the Company in any of the following:

1. Making quarterly securities examinations, counts, verifications and comparisons
2. 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

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 accordance with U. S. generally accepted accounting principles. Rule 17a-5(g)
lists additional objectives of the practices and procedures listed in the preceding paragraph.

-13-
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TODMAN & CO., cpas,P.C.

Certified Public Accountants and Business Consultants

Because of inherent limitations in internal control or the practices and procedures referred to above, error or fraud
may occur and not be detected. Also, projection of any evaluation of them to future periods is subject to the risk that

they may become inadequate because of changes in conditions or that the effectiveness of their design and operation
may deteriorate.

Our consideration of internal control would not necessarily disclose all matters in internal control that might be
material weaknesses under standards established by the American Institute of Certified Public Accountants. A
material weakness is a condition in which the design or operation of the specific internal control components does
not reduce to a relatively low level the risk that error or fraud in amounts that would be material in relation to the
financial statements being audited may occur and not be detected within a timely period by employees in the normal
course of performing their assigned functions. However, we noted no matters involving internal control, including
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 objectivesin 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, 2001, to meet the SEC's
objectives.

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

{Jm\fm%@oﬂgs s

New York, New York
March 14, 2002, except for Note 8
for which the date is April 9, 2002
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