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Report of Independent Accountants

To the Partners of McFadden,
Farrell & Smuth, L.P.

In our opinion, the accompanying statement of financial condition and the related statements of income,
of changes in partners’ capital and of cash flows present fairly, in all material respects, the financial
position of McFadden, Farrell & Smith, L.P. at 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 of America. 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 of these statements in accordance with auditing standards generally accepted in
the United States of America, 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
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.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken
as a whole. The information contained in Schedules I and I 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.

MM f«««LL/j

February 22, 2002
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2
Statement of Financial Condition
December 31, 2001
Assets
Cash 219,106
Receivable from clearing broker 840,210
Furniture, fixtures, equipment and leasehold improvements
(net of accumulated depreciation of $275,374) 117,746
Other assets 98,724
Total assets 1,275,786
Liabilities and Partners' Capital
Liabilities
Employee compensation and benefits payable 677,288
Accrued expenses and other liabilities 91,622
Total liabilities 768,910
Partners' capital 506,876
Total liabilities and partners' capital 1,275,786

The accompanying notes are an integral part of these financial statements.
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Notes to Financial Statements

1. Organization and Significant Accounting Policies

McFadden, Farrell & Smith, L.P. (the “Company”) is a partnership formed pursuant to the laws of the
State of Delaware. The Company is a registered broker-dealer with the Securities and Exchange
Commission (the “SEC”) and is a member of the National Association of Securities Dealers Inc. (the
“NASD”). The Company acts primarily as an interdealer broker of fixed income securities. The
Company records transactions in securities and revenues and expenses on a trade date basis.

Depreciation of furniture, fixtures and equipment is provided on a straight-line basis over the estimated
useful lives of such assets. Leasehold improvements are amortized on a straight-line basis over the life
of the related leases. :

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 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.

2. Receivable from Clearing Broker

The Company’s clearing operations are provided by one broker. At December 31, 2001, the receivable
from clearing broker reflected in the Statement of Financial Condition is due from this clearing broker in
connection with such services. The clearing broker has the right to charge the Company for unsecured
losses that result from a customer’s failure to complete security transactions.

3. Net Capital Requirement

As a registered broker-dealer and member of the NASD, the Company is subject to the Uniform Net
Capital Rule 15¢3-1 of the Securities and Exchange Commission, which requires the maintenance of
minimum net capital of 6-2/3% of aggregate indebtedness, as defined, or $100,000, whichever is
greater. At December 31, 2001, the Company had net capital of $305,668, which exceeded the
minimum requirement by $205,668.

4. Income Taxes

As a partnership, the Company is not subject to federal and state income taxes. The Company is subject
to New York City unincorporated business tax. Such amounts have been provided for in the
accompanying Statement of Operations.

S. Related Party Transactions

An affiliate provides the Company with various services including payroll, use of office space and
telecommunications equipment for which the Company is allocated expenses based upon actual costs
incurred. For the year ended December 31, 2001, the Company was allocated expenses of $695,463 for
those services which are included in the applicable expense captions in the Statement of Operations.
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Notes to Financial Statements ‘

6. Employee Benefit Plan

The Company has a 401(k) profit-sharing plan. The Company made no contributions for the year ended
December 31, 2001.

7. Estimated Fair Value of Financial Instruments

Management estimates that the aggregate net fair value of financial instruments recognized in the
Statement of Financial Condition approximates their carrying value, as such financial instruments are
either recorded at market value, short term in nature, bear interest at current market rates or are subject
to repricing.

8. Financial Instruments with Off Balance Sheet Risk

In the normal course of business, the Company enters into securities sales transactions as principal. If
the securities subject to such transactions are not in the possession of the Company, the Company may
incur a loss if the security 1s not received and the market value has increased over the contract amount
of the transactions. |

The Company may be exposed to off-balance-sheet risk in the event the counterparty is unable to fulfill
its contractual obligations and the Company has to purchase or sell the financial instrument underlying
the contract at a loss.

In the event counterparts do not fulfill their obligations, the Company may be exposed to risk. The risk
of default depends on the creditworthiness of the counterparty or issuer of the instrument. The
Company has a policy of reviewing, as considered necessary, the credit standing of each counterparty
with which it conducts business.




