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We remember all those who were affected by the tragic events of September 11, 2001.

First Montauk Financial Corp., through its subsidiaries, provides a broad range of financial
products and services to a nationwide network of approximately 550 independent financial
professionals and 60,000 retail and institutional customers. The Company’s 209 branch offices are

located in 35 states.

First Montauk Securities Corp., a full service retail and institutional securities brokerage, provides
general securities and investment services to a diverse retail and institutional clientele as well as

corporate finance and investment banking services to corporations and businesses.

Mornitauk Insurance Services Inc. provides insurance products to independent financial

profassionals and their clients.

Century Discount Investments, the company’s discount brokerage division, operates an on-line
full-service discount brokerage. Century provides on-line trading capabilities for existing clients as

well as new accounts.
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NANCIAL GROUP

Montauk Financial Group is a service mark of First Montauk Securities Corp., Member NASD/SIPC.

The forward-looking statements contained in this report are estimates of the Company’s management of future
performance and are subject to a variety of risks an uncertainties that could cause actual results to differ material-

ly from management’s current expectations.




FIRST MONTAUK FINANCIAL CORP.

Letter To Qur Shareholders

Dear Shareholder,

For First Montauk Financial Corp., 2001 will be remembered as a year of great challenges and
difficulty. On September 11, we witnessed a horrifying tragedy that shocked the world and
tested our strength and determination as a nation. The personal and financial devastation
resulting from the terrorist attacks in New York City and Washington, D.C., took a huge toll on
an already struggling economy.

It is no surprise that these events led to a particularly painful year for our Company as well.
When the financial services industry as a whole took a downturn as it did in late 2000 and
2001, it had an adverse impact on First Montauk’s financial results. Revenues for the year
ended December 31, 2001 declined 14% to $51.2 million compared with $59.3 million for 2000.
The Company reported a net loss available to common stockholders of $5,307,000 or $.61 per
basic and diluted share for the year compared to a net loss available to common stockholders
of $792,000 or $.08 per basic and diluted share for fiscal 2000.

In addition to the decrease in revenues, the losses were partially attributable to an increase in
legal fees and litigation settlements that typically occur when the markets turn downwards and
investors seek redress for their losses, as well as write-offs of receivables that the Company
deemed uncollectible. A larger case volume, coupled with the establishment of a legal reserve
for potential future litigation costs, combined to adversely affect our bottom line. In the face of
these uncertain economic conditions and internal issues, we began to take aggressive steps to
find ways to stem the losses and put the Company back on track for a better year.

Although we are deeply disappointed by these numbers, which reflect the dramatic decline in
revenues and the losses that the Company sustained during 2001, we remain cautiously
optimistic about the future. Despite the negative results for fiscal 2001, we are continuing to
improve and enhance the infrastructure of the Company in order to move forward in a
positive direction. While revenues from general securities declined, other areas of the business
such as mutual funds, insurance and fee-based products have increased year over year. Our
efforts in these business segments include the training and education of our network of 560
financial professionals to broaden their business and expertise into these untapped markets.

We believe that there are changing dynamics in the financial services industry that also pose
long-term opportunities for our Company. During bear markets, many brokers seek ways to
increase their income and obtain a higher level of payout that First Montauk offers. Recently,
we have seen an increase in interest among financial professionals in becoming affiliated with
an independent firm with no sales quotas, proprietary products or biased research.

As 2002 progresses, the difficult choices and cost cutting measures that were implemented have
already begun to impact the bottom line in a positive way. At the same time, management is
dedicated to maintaining a high quality of service and responsiveness to its network of
financial professionals. Marketing and sales efforts in the area of recruiting are paying off as
the Company has added more than 100 brokers over the past year. We are hopeful that as
market conditions improve, we will see increased volume that should lead to better resuits
ahead.
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We would like to express cur sincere appreciation to you, our shareholders, to cur employees
and our affiliated financial professicnals. Despite the difficulties of the past year, we continue to
work diligently to create more value for our shareholders. We lock forward to a more
prosperous year as we continue to build First Montauk Financial Corp. Thank you for your
ongoing support.

Sincerely,

wrs

Herb Kurinsky
President and CEC
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SELECTED FINANCIAL DATA

Statement of Operations:
Total revenues. . .................

Total expenses

Income (loss) before income taxes . . .
Provision for income taxes (income
tax benefit)

Net income (loss)

Net income (loss) available to
common stockholders

Per share of Common Stock:
Basic
Diluted

Financial condition:
Total assets

Total liabilities
Stockholders’ equity

Year ended December 31,

2001

2000

1999

1998

1997

$51,220,415

$59,329,886

$57,584,616

$41,876,378

$37,742,633

56,519,627

59,978,373

54,752,198

45,243,757

35,297,630

(5,299,212)

(90,989)

(648,487)

6,721

2,832,418

549,140

(3,367,379

(604,532)

2,445,003

968,178

$(5,208,223)

$ (689,408)

$ 2,283,278

$(2,762,847)

$ 1,476,825

$(5,306,976)

$ (792,136)

$ 2,215,528

$(2,762,847)

$ 1,476,825

$ (61)
$ (61)

$14,227,562
$11,934,881
$ 2,286,181

$ (.08)
$ (.08)

$16,913,063
$ 9,203,672
$ 7,702,891

$17,059,184
$ 7,429,046
$ 9,593,638

$ (.28)
$ (.28)

$11,543,734
$ 5,320,107
$ 6,187,127

$11,971,934
$ 4,732,467
$ 6,892,967




FIRST MONTAUK FINANCIAL CORP.

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

Results of Operations—Three Years Ended December 31, 2001

Fiscal year 2001 proved to be a difficult year for the Company and the securities industry
in general. The decline in investor confidence that began in 2000 continued through 2001 as
corporate earnings continued to fall shori of Wall Street expectations, unemployment
continued to rise and the global econcmy remained sluggish. As a result, the Company’s
results reflect the declining trading volume in the U.S. financial markets and the generally
bearish investor sentiment. Total revenues for the twelve months ended December 31, 2001
decreased $8,110,000 or 13.5% to $51,220,000 as compared to the twelve months ended
December 31, 2000.

Year Ended December 31,
2001 2000 1899
@©00’s) % Change ©00’s) % Change ©o0’sy

Revenues:

Commissions . ..................... $37,808 19) $46,530 15 $40,517
Principal Transactions. .............. 8,022 12 7,131 (49 14,001
Investment Banking .. ............ ... 1,483 39 2,417 451 439
Interest/Other. .. ................... 3,907 20 3,252 24 2,628
Total Revenues. . .. ................. $51,220 19 $59,330 3 $57,585

The Company’s primary source of revenue is derived from commissions generated from
listed and over-the-counter securities and other agency transactions. The decline in
commissions from 2000 to 2001 resulted from an $11,063,000 or 29% decrease in revenues
related to general securities and mutual fund transactions that were partially offset by a
$3,253,000 or 55% increase in insurance products and management fee income. Insurance
revenues increased in 2001 primarily due to annuity sales of one registered representative,
which is not expected to continue.

Comparing 2000 to 1999, the revenue growth resulted from increased commissions from
general securities transactions and insurance related products, particularly from the sale of
variable annuities. The overall increase in commission revenue was due primarily to the
addition of new affiliated representatives, a direct result of the increase in, and maturation of,
our recruiting and marketing efforts. The Company also benefited from the excepticnal
performance in the equities markets of the first quarter of 2000, during which we earned 41%
of our total revenues for the year.

Gains from proprietary trading and market-making activities increased 12%, or $891,000,
over the 2000 period. Decreased revenues from principal sales of corporate bonds offset
unrealized gains in the Company’s proprietary accounts. During 2001, the Company reduced
and consolidated its market-making and proprietary accounts, thereby reducing perscnnel
costs and market data services. The Company also reduced its inventory by almost $2.8
million during 2000, thus significantly reducing the Company’s regulatory capital charges and
its exposure to market volatility. The Company has taken steps to reduce its risk exposure in
this area, which has improved the management of risk during the 2001 period. The 50%
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decrease in revenues from $14 million in 1999 to $7.1 million in 2000 was due to investment and
trading losses primarily in Nasdaq and other securities held in the firm’s proprietary accounts.

Investment banking revenues for 2001 decreased $934,000 to $1,483,000, down from
$2,417,000 in 2000. Revenues for 1999 were $439,000. For the year 2000, investment banking
revenues included commissions and fees from an initial public offering completed in the first
quarter of 2000. The decline in revenues in 2001 reflects the absence of new offerings coming
to the market in which the Company may participate. In an effort to mitigate this decline, the
Company has enhanced the corporate finance department by creating investment banking
relationships with corporations to act as a consultant in exchange for investment banking fees.
Although still in its development stage, the Company continues to support this effort. Also
included in this category are commissions earned from the sale of registered offerings of
collateralized medical receivables, which the Company began selling during the second half of
2001.

Interest and other income increased $655,000 to $3,907,000 in 2001 from $3,252,000 in 2000.
In 1999 interest and other income was $2,628,000. The increase in interest revenue is consistent
with large cash and money fund balances being maintained by customers in reaction to the
uncertainty of the market. This, combined with the more favorable interest sharing
arrangement with the Company’s clearing firm (see below for a more detailed discussion of the
Fiserv agreement), contributed to the overall increase in this category. Also reflected in this
category is the amortization of deferred revenue resulting from the financial agreement with
the clearing firm.

Year Ended December 31,
2001 2000 1999
©00’s) % Change ©00's) % Change ©00's)

Expenses:
Commissions, employee compensation

and benefits ..................... $42,356 €©))] $46,801 11 $42,138
Clearing and floor brokerage.......... 3,247 (19 4,003 3 4,110
Communications and occupancy ...... 3,249 19 2,732 1 2,697
Legal matters and related costs . . ... .. 2,416 105 1,181 (15) 1,395
Write-down on Note receivable—Global

Financial Corp. .. ................. — (100) 239 139 100
Loss on lease settlements............ — (100) — (100) 600
Other operating-expenses............ 5,077 4 4,862 37 3,546
Interest........................... 175 9 160 (4) 166
Total expenses..................... $56,520 (6) $59,978 10 $54,752

Total expenses decreased by $3,458,000 or 6% to $56,520,000 for 2001, down from
$59,978,000 in 2000. Commission expense has a direct relationship to commission revenue and
subsequently represented the largest decrease in expenses. Although commissions as a
percentage of total revenues remained constant, averaging 66% in both 2000 and 2001, the
dollar decrease was $5,231,000 or 13%. Commissions in 2000 increased approximately
$4,000,000 over 1999 due to the increase in commission revenue as well as an increase in
commission payout percentages. For 2001, the Company paid salaries and benefits of
$8,267,000 (16% of revenues) for management, operations and clerical personnel, as compared
to $7,512,000 in 2000 (13% of revenues) and $6,636,000 (12% of revenues) in 1999. During the
second half of 2000, the Company hired additional management and support staff for various
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departments, primarily in sales, recruiting and compliance as well as adding employees to its
mutual fund and insurance departments, and on the equity order desk. In 2001, the Company
implemented certain cost cutting measures in response to the decrease in revenues and
tracdling activity. These measures included a reduciion in executive officers’ salaries and
personnel laycffs in the trading and operations departments. The full extent of these cost
reductions will not be realized until the second quarter of 2002. The Company employed
approximately 106 salaried employees as of December 31, 2001, 120 salaried employees as of
December 31, 2000, and 78 salaried employees as of December 31, 1999.

Clearing costs, which are associated with the level of transaction volume and type,
decreased $756,000 to $3,247,000 in 2001 from $4,003,000 in 2000, which was relatively
unchanged from the 1999 expense of $4,110,000. As a percent of revenues, clearing costs have
remained fairly constant at 6% in 2001, 7% in 2000 and 7% in 1999. The percentage of clearing
costs to gross revenues can, and does, fluctuate depending upon the product mix. Certain
transactions, such as opticns and bonds, have a higher execution and clearing cost than others.

Communications and occupancy costs increased 19% or $517,000 tc $3,249,000 in 2001
from $2,732,000 in 2000. As a percent of revenue, communications and cccupancy increased
from 5% to 6%. During the third quarter of 2001, the Company entered into twc new leases for
branch offices in Boca Raton, Florida and New York City. In fourth quarter 2001, the Company
sublet its office space in Paramus, New Jersey, which formerly housed the operations of Century
Discount Investments (“CDI”). CDI was relocated to the Red Bank headquarters. As a result of
opening these new offices and general rent increases on current office space, rent increased
by approximately $258,000. Data processing costs also increased by $102,000 over 2000 due to
the addition of services to support these new corporate offices. Communications and
occupancy costs were relatively unchanged from 1999 to 2000, increasing only $35,000.

Cther operating costs increased $215,000 to $5,077,000 in 2001 from $4,862,000 in 2000. The
increase is due primarily to increased customer and broker bad debts, as well as a reserve for
payments previously made to a vendor for the development of applications software. The
Company is seeking restitution from this vendor for breach of contract. From 1999 to 2000
other operating expenses increased from $3,546,000 to $4,862,000, respectively, an increase of
37%. The increase is due primarily to the write-off of the balance of the receivable from Global
Financial Corp. and various broker loan receivables; costs associated with the conversion to the
new clearing firm, and increased sales and marketing initiatives.

Legal fees and litigation settlements increased $1,235,000 to $2,416,000 in 2001 from
$1,181,000 in 2000, an increase of 104%. The increase is due to a larger volume of cases,
significant settlement costs, and the establishment of a $945,000 reserve for future litigation
costs. The Company is a respondent in a customer arbitration seeking rescissionary damages
of approximately $9.5 million including statutory interest, plus punitive damages. The
Company is currently a respondent in varicus other customer arbitrations and lawsuits arising
in the normal course of its securities business. In view of the inherent difficulty of predicting the
outcome of litigation, management is unable to derive a meaningful estimate of the amount or
range of possible loss that may arise out of pending legal proceedings in any particular year or
in the aggregate. However, it is possible that the ultimate outcome of these matters could have
a material adverse impact on the Company’s financial condition, results of operations, and cash
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flows. Legal matters and related costs decreased $214,000 from $1,395,000 in 1999 to $1,181,000
in 2000.

In December 1999, the Company accepted a $500,000 cash payment in settlement of an
arbitration claim against another securities firm. The Company commenced the arbitration in
an effort to recover customer settlements that it had previously paid on claims arising from
the activities of a former affiliate office. The settlement was received in February 2000.

The Company’s effective tax rate in 2001 was higher than expected because of an increase
of $1,877,000 in the deferred tax valuation allowance. Management remains uncertain as to the
ability of the Company to realize most of its deferred tax benefits. The Company has filed for
federal and state tax refunds of approximately $1,069,000. The rate in 2000 was higher than
expected because of the effect of non-deductible expenses and an increase in the tax valuation
allowance during the year. Management increased the tax valuation allowance in 2000 to offset
tax benefits arising from state tax loss carryforwards and stock-based compensation because
their realization is uncertain. The rate in 1999 was lower than expected because income tax
expense was offset by the reversal of a valuation allowance established against deferred tax
assets (principally reserves and net operating losses) in 1998,

For the year 2001, the Company reported a net loss available to common stockholders of
$5,307,000, or $.61 per basic and diluted share, as compared to the net loss available to commen
stockholders reported in 2000 of $792,000, or $.08 per basic and diluted share. For 1999, the
Company reported net income available to common stockholders of $2,216,000, or $.22 per
basic share and $.21 per diluted share.

Liquidity and Capital Resources

The Company maintains a highly liquid balance sheet with approximately 50% of the
Company’s assets consisting of cash and cash equivalents, securities owned, and receivables
from the Company’s clearing firm and other broker-dealers. As of December 31, 2001, this
balance was $7,138,000. The balances in the Company’s cash, inventory and clearing firm
accounts can and do fluctuate significantly from day to day, depending on general economic
and market conditions, volume of activity, and investment opportunities. The Company
monitors these accounts on a daily basis in order to ensure compliance with regulatory capital
requirements and to preserve liquidity.

Net cash used in operating activities during 2001 was $1,408,000 primarily as a result of the
Company’s net loss for 2001 of $5,208,000, adjusted by non-cash charges including the reserve
for software development cost of $500,000, depreciation and amortization of $564,000, decreases
in securities held for trading and investment and taxes payable of $2,776,000 and $2,009,000,
respectively, and an increase in commissions payable of $2,009,000. Cash was also generated
in both 2001 and 2000 by advances received under the financial agreement with Fiserv.

The Company received cash under the Fiserv agreement of $1,250,000 in 2001 and
$4,000,000 in 2000. For financial reporting purposes, the Company will earn the advance on a
straight-line basis over the term of the clearing agreement. Amortization can be accelerated
based on performance. Advances are subject to income taxes in the year of receipt. Fiserv has
agreed to provide additional advances of $1,250,000 in each of the next two years, provided the
Company meets certain performance and other criteria. Also impacting operating cash flows is
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the increase in employee and broker receivables of $496,000. In an effort to compete with other
broker-dealers for registered representatives, FMSC has increasingly made loans to brokers as
an inducement to join the Company. Some of these loans are forgivable if the registered
representative remains licensed with the Company for an agreed upon period of time,
generally 1-2 years, and/or meets specified productions goals. Other loans to registered
representatives are payable in installments, generally over periods from 1-2 years, with
interest rates ranging from 0% tc 8% per annum. The balance of these loans at December 31,
2001 was $2,106,000.

Investing activities required cash of $318,000 in 2001. Additions to capital expenditures and
increased security deposits consumed $308,000 and $237,000, respectively, while collections of
notes and Global lease receivables contributed $186,000. As of the first quarter 2002, all
expected collections from Global lease receivables have been received.

In 1999, the Company completed a private offering of Series A Convertible Preferred Stock
with the majority of the Global lease investors. Under the terms of the offering, each Global
lease investor who participated in the offering received one share of Preferred Siock in
exchange for every $5 of lease investment value that the investor was entitled to receive from
Global after certain adjustments. Each leaseholder was required to assign their interest in all
lease payments to which they were entitled. Each share of the Preferred Stock is convertible
into two shares of the Company’s Common Stock and pays a quarterly dividend of $.075 per
Preferred Share.

Financing activities used cash of $195,000 in 2001. A total of $606,000 of proceeds was
received from capital lease financing. This was offset by notes and capital lease repayments of
$559,000 and dividend payments to preferred shareholders of $99,000. In addition, a total of
$144,000 was used to repurchase 236,737 of the Company’s outstanding shares pursuant toc a
stock repurchase program.

At December 31, 2001, the Company's broker-dealer subsidiary had net capital of
$1,039,165 which was $726,396 in excess of its required net capital of $312,769, and the ratio of
aggregate indebtedness tc net capital was 4.51 to 1.

In 1998, the Company issued convertible promissory notes in the aggregate amount of
$570,000 to a private investor and his affiliated entities in connection with a Global lease
settlement. The principal amount was criginally due in Cctober 2003. In 2000, the Company
redeemed the notes for 110% of the note principal, and recorded an extraordinary loss of
$57,000 before income taxes from the early extinguishment.

In 1999, the Company issued additional convertible notes in the original aggregate amount
of $690,526 to several private investors in connection with a Global lease settlement. The notes
are payable in thirty-six monthly non-interest bearing installments of $16,404, plus ballcon
payment of $112,000, which include interest of $12,000 calculated on the basis of 8% of the
balloon amount beginning in month nineteen of the note term. The Company had recorded a
loan discount on the notes of $64,609, which is being amortized over the note terms using the
interest method. The notes are convertible into 245,263 shares of the Company’s common stock
based on a conversion price of $2.00 per share. Once the underlying shares are registered, the
Company can request that the noteholders convert their shares. Proceeds from the sale of the
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shares must be applied towards the unpaid principal of the notes. Any excess proceeds or
unsold shares will be returned to the Company.

As of December 31, 2001, the Company had an aggregate of $50,000 of subordinated notes
outstanding with interest at 8% per annum. The final $50,000 payment was due and paid in
January 2002.

[Impact of Inflation

Management of the Company believes that the impact of inflation has an effect upon the
amount of capital generaily available for investment purpeses and also may affect the attitude
or willingness of investors to buy and sell securities. The nature of the business of the
Company’s broker-dealer subsidiary and the securities industry in general is directly affected
by national and international economic and political conditions, broad trends in business and
finance and volatility of interest rates, changes in and uncertainty regarding tax laws, and
substantial fluctuation in the volume and price levels of securities transactions and the
securities markets. To the extent inflation results in higher interest rates and has other
adverse effects on the securities markets and the value of securities held in inventory, it may
adversely affect the Company’s financial position and results of operations.

Factors Affecting “Forward Looking Statements”

From time to time, the Company may publish “forward-looking statements” within the
meaning of Section 27A of the Securities Act of 1933, as amended, and Section 21E of the
Securities and Exchange Act of 1934, as amended, or make oral statements that constitute
forward-looking statements. These forward-looking statements may relate to such matters as
anticipated financial performance, future revenues or earnings, business prospects, projected
ventures, new products, anticipated market performance, and similar matters. The Private
Securities Litigation Reform Act of 1995 provides a safe harbor for forward-looking statements.
These risks and uncertainties, many of which are beyond the Company’s control, include, but
are not limited to: () transaction volume in the securities markets, (ii) the volatility of the
securities markets, (iii) fluctuations in interest rates, (iv) changes in regulatory requirements
which could affect the cost of doing business, (v) fluctuations in currency rates, (vi) general
economic conditions, both domestic and international, (vii) changes in the rate of inflation and
related impact on securities markets, (viii) competition from existing financial institutions and
other new participants in competition from existing financial institutions and other new
participants in the securities markets, (ix) legal developments affecting the litigation
experience of the securities industry, and (x) changes in federal and state tax laws which
could affect the popularity of products sold by the Company. The Company does not
undertake any obligation to publicly update or revise any forward-looking statements.

Effects of Recently Issued Accounting Pronouncement(s)

In June 1998, the Financial Accounting Standards Board (“FASB”) issued Statement of
Financial Accounting Standards (“FAS 133"), “Accounting for Derivative Instruments and
Hedging Activities”, which became effective for the Company during the first quarter of 2001.
FAS 133 requires the recognition of all derivatives as either assets or liabilities in the
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Cempany’s balance sheet and measurement of those instruments at fair value. To date, the
Cempany has not entered into any derivative or hedging activities, and, as such, the adoption
of FAS 133, as amended, has not had a material effect on its consolidated financial statements.

In June 2001, the Financial Accounting Standards Board finalized the FASB Statements No.
141, Business Combinations (“FAS 1417), and No. 142, Goodwill and Other Intangible Assets
(“FAS 142™). FAS 141 requires the use of the purchase methed of accounting and prohibits the
use of the pooling-of-interest method of accounting for business combinations initiated after
June 30, 2001. FAS 141 also requires that the Company recognize acquired intangible assets
apart from goodwill if the acquired intangible assets meet certain criteria. FAS 141 applies to
all business combinations initiated after June 30, 2001 and for purchase business combinations
completed on or after July 1, 2001. It also requires, upon adoption of FAS 142, that the Company
reclassifies, if necessary, the carrying amounts of intangible assets and goodwill based on the
criteria in FAS 141.

FAS 142 requires, among other things, that companies no longer amortize goodwill, but
instead test goodwill for impairment at least annually. In addition, FAS 142 requires that the
Company identify reporting units for the purposes of assessing potential future impairments of
goodwill, reassess the useful lives of other existing recognized intangible assets, and cease
amortization of intangible assets with an indefinite useful life. An intangible asset with an
indefinite useful life should be tested for impairment in accordance with the guidance in FAS
142. FAS 142 is required to be applied in fiscal years beginning after December 15, 2001 to all
goodwill and other intangible assets recognized at that date, regardless of when those assets
were initially recognized. FAS 142 requires the Company to complete a fransitional goodwill
impairment test six months from the date of adoption. The adoption of FAS 141 and 142 has
not had a material impact on the Company’s firancial statements.

In August 2001, the FASB issued FASB Statement No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets (“FAS 144”). The new guidance resolves significant
implementation issues related tc FASB Statement No. 121, Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to be Disposed Of (“FAS 1217). FAS 144
supersedes FAS 121, but it retains its fundamental provision. It also amends Account Research
Bulletin No. 51, Consolidated Financial Statements, to eliminate the exception to consclidate a
subsidiary for which control is likely to be temporary. FAS 144 retains the requirement of FAS
121 to recognize an impairment loss only if the carrying amount of a long-lived asset within the
scope of FAS 144 is not recoverable from its undiscounted cash flows and exceeds iis fair value.

FAS 144 is effective for fiscal years beginning after December 15, 2001, and interim pericds
within those fiscal years, with early application encouraged. The Company adopted the
provisions of FAS 144 with no impact on its financial statements.

Market Risk

Certain of the Company’s business activities expose it to market risk. This market risk
represents the potential for loss that may result from a change in value of a financial
instrument as a result of fluctuations in interest rates, equity prices or changes in credit rating
of issuers of debt securities. This risk relates to financial instruments held by the company as
investment and for trading.
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The Company’s securities inventories are exposed to risk of loss in the event of
unfavorable price movements. The Company’s securities inventories are marked to market on
a daily basis. The Company’s market-making activities are client-driven, with the objective of
meeting clients’ needs while earning a positive spread. At December 31, 2001 and December
31, 2000, the balances of the Company’s equity securities positions owned and sold but not yet
purchased were approximately $1,199,102 and $245,000 and $3,975,000 and $386,000,
respectively. In the opinion of management, the potential exposure to market risk, trading
volatility and the liquidity of securities held in the firm’s inventory accounts, could potentially
have a material effect on the Company’s financial position.

The Company’s client activities involve the execution, settlement, and financial of various
transactions on behalf of its clients. Client activities are transacted on either a cash or margin
basis. The Company’s client activities may expose it to off-balance sheet credit risk. The
Company may have to purchase or sell financial instruments at the prevailing market price in
the event of the failure of a client to settle a trade on its original terms or in the event that
cash and securities in the client margin accounts are not sufficient to fully cover the client
losses. The Company seeks to control the risks associated with client activities by requiring
clients to maintain collateral in compliance with various regulations and Company policies.
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REPORT QOF INDEPENDENT AUDITORS

The Board of Directors and Stockholders
First Montauk Financial Corp.

We have audited the accompanying consolidated statements of financial condition of First
Montauk Financial Corp. and subsidiaries as of December 31, 2001 and 2000, and the related
consolidated statements of income (loss), changes in stockholders’ equity, and cash flows for
each of the three years in the period ended December 31, 2001. These consolidated financial
statements are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the
United States of America. 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 cur audits provide 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 First Montauk Financial Corp. and subsidiaries as of
December 31, 2001 and 2000, and the results of their operations and their cash flows for each
of the three years in the period ended December 31, 2001 in conformity with accounting
principles generally accepted in the United States of America.

SCENEIDER & ASSOCIATES LLP

Jericho, New York
March 25, 2002
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FIRST MONTAUK FINANCIAL CORP. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION

December 31,

2001 2000
Assets
Cash and cash equivalents. . . . ... ... . . . i $ 1,779,554 $ 3,701,010
Due from clearing firms . . ... ... .. 4,146,410 2,405,666
Trading and investment account securities . . .. ........ ... ... ... ......... 1,199,102 3,975,309
Employee and broker receivables .. ....... ... .. ... . e 2,105,620 1,609,666
Global leases receivable. . . ... ... . .. .. e e 6,491 174,661
Notes receivable . . ... .. e — 18,000
Due from officers . . .. .. . 202,964 175,068
Property and equipment —net. . ......... ... . .. .. . . . .. . .., 1,631,801 2,304,533
Income tax refunds receivable. . . .. ... ... e 1,069,442 —_
Deferred income taxes — Net. . . ... . vttt i e 930,000 1,721,262
Other @88etS. . ..o e 1,156,178 827,888
Total @SSEES . .. ..o e $14,227,562 $16,913,063
Liabilities and Stockholders’ Equity
Liabilities
Deferred income. ... ... i $ 4,783,333 $ 3,933,333
Securities sold, but not yet purchased, at market ... .................... 245,078 386,459
Notes payable. . . .. ... . e e 277,376 559,179
Commissions payable. . ... ... ... .. ... .. . . ... 3,647,170 1,637,733
Accounts payable. . .. ... .. e e 490,842 450,974
Accrued eXpPensSes. . . . ... 1,434,885 840,578
Income taxes payable. . .. ... ... ... 7,111 875,786
Capital leases payable . ... ... . i 542,210 138,995
Other liabilities. . . ... .. . e 506,876 380,635
Total liabilities . . . .. . ... 11,934,881 9,203,672
Temporary equity—stock subject to redemption. . . ... ... ... ... ... ....... 6,500 6,500

Commitments and contingencies (See Notes)

Stockholders’ Equity

Preferred Stock, 4,375,000 shares authorized, $.10 par

value, no shares issued and outstanding . ............... .. ........... — —
Series A Convertible Preferred Stock, 625,000 shares

authorized, $.10 par value, 331,190 and 349,511 shares

issued and outstanding, respectively; liquidation

preference: $1,655,950 and $1,747,555, respectively . ................... 33,119 34,951
Common Stock, no par value, 30,000,000 shares

authorized, 8,622,284 and 9,309,309 shares issued,
