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Report of Independent Auditors

Board of Directors
Capital Investment Services, Inc.
Coral Gables, Florida

We have audited the accompanying statement of financial condition of Capital Investment Services, Inc. as of
December 31, 2001 and the related statements of operations, changes in stockholders’ equity, and cash flows for the
year then ended that you are filing pursuant to regulation 1.10 under the Commodity Exchange Act and rule 17a-5
under the Securities and Exchange Act of 1934. These financial statements are the responsibility of the Company'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. 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
Capital Investment Services, Inc. as of December 31, 2001 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.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as a whole. The
required supplementary information contained in schedules I and Il is presented for purposes of additional analysis and
is not a required part of the basic financial statements, but is supplementary information required by regulation 1.10
under the Commodity Exchange Act and/or rule 17a-5 under the Securities and 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.

Baukusglt Loite, + S, P. 4.

January 20, 2002




Capital Investment Services, Inc.
Statement of Financial Condition
December 31, 2001

Assets

Cash and cash equivalents

Accounts receivable

Income tax receivable

Prepaid expenses

Investment

Due from a related party

Leasehold improvements and office equipment, at cost,
less accumulated depreciation of $5,084

Total assets

Liabilities and stockholders' equity
Accounts payable B
Total liabilities

Stockholders' equity:

Common stock, $1 par value; 1,000,000 authorized
shares; 165,000 shares issued and outstanding;
180,000 shares subscribed

Accumulated deficit

Total stockholders’ equity

Total liabilities and stockholders' equity

133,012
29,313
5,038
9,329
15,600
56,397

12,708

261,397

73,106

345,000
(156,709)

188,291

261,397




Capital Investment Services, Inc.
Statement of Operations
Year Ended December 31, 2001

Revenues:
Commissions on securities trades, net of clearing
charges
Interest
Other miscellaneous income
Total revenues

Expenses:

Operating expenses

Selling, general and administrative
Total expenses
Net loss before income taxes

Income taxes

Net loss

677,901
94,369
12,179

784,448

460,924
482,142

943,066

(158,618)

163 -

(158,781)




% : ‘sajou Surunduiodon 23§

162881  $ (60L°9ST) § 000081 $ 000081 000691 $ 000691 1002 ‘1€ 12quidod( 18 aouefeg
(18L°8ST1) (18.°8S1) - -- - -- $SO[ 1N
000°081 -- 000081 $§ 000°081 -- - PaqLIOSQNS SOIRYS UOLUO))
TLOL9T $ TL0C § - § - 000°691 $ 000°S91 000T ‘1€ 19quuada(] 1e aouejeg
[e10], mygaq junowry PqLIdSGNS  junowy  Jurpuelsing
paje[nuInddy saJeys sa.aeys
uownoe)) aowuo))

100T ‘1€ 19quadd( popud 183X
Aymby SIOPIOYR00)S Ul saguey)) JO JudwAle)S
U] ‘SIOIAIG JudUSAAU] [ejide))



Capital Investment Services, Inc.
Statement of Cash Flows
Year Ended December 31, 2001

Operating activities
Net loss
Adjustments to reconcile net loss to net cash
used in operating activities:
Depreciation
Changes in operating assets and liabilities:
Accounts receivable
Prepaid expenses
Accounts payable
Income taxes receivable
Net cash provided by operating activities

Investing activities

Proceeds from sale of certificate of deposit
Purchase of investment

Purchases of property and equipment

Net cash provided by investing activities

Financing activities
Net change in amounts due to/from related party

Net cash used in financing activities

Net change in cash and cash equivalents
Cash and cash equivalents, beginning of year

Cash and cash equivalents, end of year

$

(158,781)

4,015

70,874
7,353
139,447

(5,331)

57,577

104,968
(15,600)
(10,531)

78,837

(71,058)

(71,058)

65,356
67,656

133,012




Capital Investment Services, Inc.
Notes to Financial Statements
December 31, 2001

1. Description of Business and Significant Accounting Policies

Capital Investment Services, Inc., a Florida corporation (the “Company"), was organized on June 10, 1999.
The Company is registered as an introducing broker/dealer with the Securities and Exchange Commission,
National Association of Securities Dealers, and National Futures Association. The Company uses a fully
disclosed basis of operations. Under this basis, it forwards as a broker all transactions and accounts to
another broker who carries all the accounts of such customers and maintains and preserves such books and
records as are customarily made and kept by a clearing broker. BNY Clearing Services, LLC currently
performs the transaction clearing functions and related services for the Company.

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities at
the date of the financial statements, as well as their related disclosures. Such estimates and assumptions also
affect the reported amounts of revenues and expenses during the reporting period. Actual results could differ
from those estimates.

Revenue Recognition

Commissions from securities transactions are recorded on a settlement date basis, generally the third
business day following the transaction date, which 1s not significantly different than if recorded on a trade
date basis.

Cash and Cash Equivalents

The Company considers all highly liquid investments with a maturity of three months or less when
purchased to be cash equivalents. The carrying value of cash equivalents approximates fair value.

The Company maintains cash balances at two commercial banks located in the states of Florida and New
York. One of the commercial banks requires the Company to maintain balances of not less than $100,000.
Cash accounts at commercial banks are insured by the FDIC for up to $100,000. At December 31, 2001, the
Company had approximately $108,000 of cash on deposit in excess of federally insured limits.

Investment

The Company owns 1,200 shares of common stock in The Nasdaq Stock Market, Inc. Since the market
value of the stock cannot be readily determinable, it is recorded at cost.




Capital Investment Services, Inc.
Notes to Financial Statements
December 31, 2001

1. Description of Business and Significant Accounting Policies (continued)
Property and Equipment

Property and equipment is recorded at cost. Depreciation is computed using the straight-line method over
the estimated useful lives of the assets. Leasehold improvements are amortized over the lesser of the
economic useful life of the improvement or the term of the lease.

Income Taxes

The Company provides for income taxes currently payable and, in addition, provides for deferred ncome
taxes resulting from temporary differences between financial and taxable income. :

The Company records deferred tax liabilities and assets based on the expected future income tax
consequences of events that have been included in the financial statements or tax returns. Under this
method, deferred income tax liabilities and assets are determined based on the difference between the
financial statement and tax bases of assets and liabilities using enacted tax rates in effect: for the year in
which differences are expected to reverse.

Concentration of Credit Risk

As a securities broker, the Company enters into various debt and equity transactions as principal and agent.
The execution of such transactions may result in off-balance sheet risk or concentrations of credit risk.
Pursuant to its agreement with its clearing brokers, the Company is liable for amounts uncollected from
customers introduced by the Company.

2. Net Capital Requirements

The Company is subject to the Uniform Net Capital Rule (Rule 15¢-1) of the Securities and Exchange Act of
1934 which requires the Company to have and maintain net capital of not less than $50,000. In addition, the
Company is subject to a limitation on “Aggregate Indebtedness” (as defined by Rule 15¢3-1) which cannot
exceed 15 times net capital. At December 31,2001, the Company’s “Aggregate Indebtedness” was $73,106
and the Company had “Net Capital” (as defined) of $77,861, which was $27,861 in excess of its required net
capital of $50,000. At December 31, 2001, the Company’s percentage of “Aggregate Indebtedness” to “Net
Capital” was 93.89%.

3. Related Party Transactions

One of the Company’s stockholders is also a 100 percent stockholder in Southern Trust Securities Holding
Corp. As of December 31, 2001, $56,397 was due from this related party.




Capital Investment Services, Inc.
Notes to Financial Statements
December 31, 2001

4. Income Taxes

At December 31, 2001, the Company had net operating loss carryforwards of approximately $142,000 for
federal and $152,000 for state income tax reporting purposes. The net operating loss carryforwards expire in
2016 (Federal) through 2020 (Florida). The net deferred tax asset resulting from these carryforwards was
fully offset by a valuation allowance at December 31, 2001 due to the uncertainty surrounding the ultimate
realization of the deferred tax asset. During 2001, the Company made income tax payments totaling $5,495.

S. Employee Benefit Plan

The Company has established a retirement and savings plan for the benefit of employees who have at least
one hour of service and have attained the age of 21 years. Under the provisions of the plan, participants may
contribute up to 25 percent of their compensation.. The Company has the option of matching a percentage of
employee contributions. The Company did not make any contributions to the Plan in 2001.

6. Commitments

The Company leases its Coral Gables office uﬂder a noncancelable operating lease agreement, which expires
in 2002. Required lease payments for 2002 are $43,602. The Company paid approximately $58,000 for rent
in 2001. e ‘

7. Common Stock
During the year, commissions payable to the stockholder’s wife were converted to 180,000 shares of

common stock. This transaction has been treated as a non-cash financing transaction in the accompanying
statements of cash flows. '
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Schedule I
Capital Investment Services, Inc.
Computation of Net Capital Under Rule 15¢3-1
of the Securities and Exchange Commission
Year Ended December 31, 2001
Net capital
Total stockholders' equity $ 188,291
Deductions and/or charges:
Nonallowable assets:
Unsecured receivables, prepaid expenses, deposits, investment, and
property and equipment, net 110,430
Net capital before haircuts on securities 77,861
Haircuts on securities:

Other securities -
Net capital | , : 3 77,861
Aggregate Indebtedness
Items included in statement of financial condition:

Accounts payable | Lo $ 73,106
Total aggregate indebtedness S $ 73,106
Basic net cabit_al requirement v .

Minimum (15:1) o 5 4,874
Minimum doll?a.r amount 3 50,000
Greater of the.above . $ 50,000
Excess net capital $ 27,861
Ratio of aggregate indebtedness to net capital 93.89%

There is no significant difference between net capital as reported above and the amount of net
capital, as reported in the Company’s Part II (unaudited) FOCUS report. No reconciliation is required.

10
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Schedule 11
Capital Investment Services, Inc.
Exemption from Rule 15¢3-3 Special Reserve Bank
Account Arrangements under Rule 15¢3-3(k)(2)(ii) of the
Securities and Exchange Commission
Year Ended December 31, 2001

The Company operates so as to meet the exemption under Securities and Exchange Commission Rule 15¢3-
3(k)(2)(ii) from the special reserve requirement of Rule 15¢3-3.

During the period covered by this report there were no customer funds or securities.
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Independent Auditors' Supplementary Report
on Internal Control

Board of Directors
Capital Investment Services, Inc.
Coral Gables, Florida

In planning and performing our audit of the financial statements of Capital Investment Services, Inc. for the
year ended December 31, 2001, we considered its internal control, including procedures for safeguarding
customer and firm assets, in order to determine our auditing procedures for the purpose of expressing our
opinion on the financial statements and not to provide assurance on the internal control.

Also, as required by by Rule 17a-5(g)(1) of the Securities Exchange Commission (“SEC”), we have made a
study of the practices and procedures (including tests of compliance with such practices and procedures)
followed by Capital Investment Services, Inc. that we considered relevant to the objectives stated in Rule
17a-5(g) in making the periodic computations of aggregate indebtedness and net capital under Rule 17-a-
3(a)(11) and for determining compliance with the exemptive provisions of Rule 15¢3-3. Because the
Company does not carry securities for customers or perform custodial functions relating to customer
securities, we did not review the practices and procedures followed by the Company in making quarterly
securities examinations, counts, verification, and comparisons, recordation of differences required by Rule
17a-13, or compliance with the requirements for prompt payment for securities under Section § of Federal
Reserve Regulation T of the Board of Governors of the Federal Reserve System.

In addition, as required by Regulation 1.16 under the Commodity Exchange Act (“CEAct”), we have made a
study of the practices and procedures (including tests of compliance with such practices and procedures)
followed by the Company that we considered relevant to the objectives stated in Regulation 1.16 in making
the periodic computations of minimum financial requirements pursuant to Regulation 1.17.

Management of the Company is responsible for establishing and maintaining internal control and the
practices and procedures referred to in the preceding paragraphs. In fulfilling this responsibility, estimates
and judgments by management are required to assess the expected benefits and related costs of internal
control policies and procedures and of the practices and procedures referred to in the preceding paragraphs

12




Independent Auditors' Supplementary Report
on Internal Control (continued)

and to assess whether those practices and procedures can be expected to achieve the SEC's and the
Commodity Futures Trading Commission’s (“CFTC”) 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 preparation of financial statements in accordance with
generally accepted accounting principles. Rule 17a-5(g) and Regulation 1.16(d)(2) list additional objectives
of the practices and procedures listed in the preceding paragraphs.

Because of inherent limitations in any internal control or the practices and procedures referred to above,
errors, irregularities, 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 1n conditions or that
the effectiveness of their design and operation may deteriorate.

Our consideration of the internal control would not necessarily disclose all matters in the 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 elements does not reduce to a relatively low level the risk that errors or irregularities 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 the internal control, including procedures for safeguardmg secuntles 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 and
third paragraphs of this report are considered by the SEC and CFTC to be adequate for their purposes in
accordance with the Securities Exchange Act of 1934, the CEAct, and related regulations, and that practices
and procedures that do not accomplish such objectives in all material respects indicate a material inadequacy
for such purposes. Based on this understanding and on our study, we believe that the Company's practices
and procedures were adequate at December 31, 2001 to meet the SEC's and CFTC’s objectives.

This report is intended solely for the use of management, the SEC, the CFTC, the National Association of
Securities Dealers, Inc., and other regulatory agencies which rely on Rule 17a-5(g) under the Securities
Exchange Act of 1934 and/or Regulation 1.16 under the CEAct for 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.

B auckin il L osithrs + S, L. 4.

January 20, 2002
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