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OATH OR AFFIRMATION

I, Melanie P. Miller . , swear {or affirm) that, to the best of

my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of
AF Brokerage, Inc.

of June 30 2002

, as
, are true and correct. I 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:

(. ﬁu 1 'ﬁﬁgﬂusllﬂ QZK,QQ, .
. ""’ML‘:’L‘» 1 Signature

(M, Commission Expires 10.30.2006_) Executive Vice-President/Chief Financial Officer

Title § Secretary/Treasurer
?%Kﬁzl Q:} \{E)A43<3&$>

Notary Public

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

[®@ (a) Facing Page.

3 (b) Statement of Financial Condition.

8 (¢) Statement of Income (Loss).

(@ (d) Statement of Changes in Financial Condition.

(8 (e) Statement of Changes in Stockholders’ Equity or Partners’ or Sole Proprietors’ Capital.

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

! (g) Computation of Net Capital.

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

@ (i) Information Relating to the Possession or Control Requirements Under Rule 15¢3-3.

O (j) A Reconciliation, including appropriate explanation of the Computation of Net Capital Under Rule 15¢3-3 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.

@ (1) An Oath or Affirmation.

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

(n) Areportdescribing any material inadequacies found to exist ot found to have existed since the date of the previous audit.

a

**For conditions of confidential treatment of certain portions of this filing, see section 240.17a-5(e)(3).
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Post Office Box 760
{ialax, Virginia 24333
276-238-1800

Fax 776-238-1801

Independent Auditor’s Report
on the Financial Statements
and Supplementary Schedule

To the Board of Directors
AF Brokerage, Inc.
West Jefferson, North Carolina

We have audited the accompanying statements of financial condition of AF Brokerage, Inc., a wholly-
owned subsidiary of AF Bankshares, Inc., as of June 30, 2002, and the related statements of operations,
stockholder’s 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 is to express an opinion on these financial statements based
on our audit. The financial statements of AF Brokerage, Inc. as of June 30, 2001, were audited by other
auditors whose report dated August 3, 2001 expressed an unqualified opinion on those statements.

We conducted our audit 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 from 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
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 AF Brokerage, Inc. as of June 30, 2002, 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.

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 II 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 of 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.

Xa/uwwe, e’ &»7%7, PLC

Galax, Virginia
August 6, 2002




AF Brokerage, Inc.

Statements of Financial Condition
June 30, 2002 and 2001

Assets

Assets
Cash
Cash equivalents, money market account
Commissions receivable
Office furniture and equipment, net
accumulated depreciation in 2002
0f 319,078 and in 2001 of $12,840
Prepaid expenses
Income taxes receivable
Total assets

Liabilities and Stockholders’ Equity

Liabilities
Accrued expenses and other liabilities
Deferred income taxes
Total liabilities

Commitments

Stockholders’ equity
Additional paid in capital
Accumulated deficit
Total stockholders’ equity
Total liabilities and stockholders’ equity

See Notes to Financial Statements

2002 2001

$ 26,512 § 33,921
151,778 149,222
13,290 2,056

32,634 37,940

10,684 8,014
105.902 45,545

$ 340,800 3 276,698
$ 27,868 $ 54,176
7.007 3,737

34,875 57,913
500,000 300,000
(194,075) (81,215)
305.925 218.785

$ 340.800 § 276,698




AF Brokerage, Inc.

Statements of Operations
Years ended June 30, 2002 and 2001

2002 2001
Revenue:
Commission income $ 161,524 § 154,114
Other 14,019 9,557
175.543 163,671
Expenses:
Commission expense 7,663 4,299
Employee compensation and benefits 231,048 209,349
Occupancy and equipment 12,613 12,980
Rent 6,000 6,000
Other general and administrative 88.275 36,701
~ 345,599 269,329
Income (loss) before income tax expense (credits) (170,056) (105,658)
Federal and state income tax expense (credits) (57,196) (33,191
Net income $§ (112.860) $ (72.467)

See Notes to Financial Statements




AF Brokerage, Inc.

Statements of Stockholders’ Equity
Years ended June 30, 2002 and 2001

Additional
Paid-In Accumulated
Capital Deficit
Balance, June 30, 2000 $ 250,000 $ (8,748)
Capital contribution 50,000 -
Net loss - (72,467)
Balance, June 30, 2001 300,000 (81,215)
Capital contribution 200,000
Net loss - (112.860)
Balance, June 30, 2002 $ 500,000 $§ (194,075

See Notes to Financial Statements




AF Brokerage, Inc.

Statements of Cash Flows
Years ended June 30, 2002 and 2001

Cash flows from operating activities:
Net income (loss)
Adjustments to reconcile net income (loss) to net cash
provided by (used in) operating activities:
Depreciation
Deferred income taxes
Changes in assets and liabilities:
Increase in commissions receivable
Increase in prepaid expenses
Increase in income taxes receivable
Increase (decrease) in accounts payable and accrued expenses
Net cash provided by (used in) operating activities

Cash flows from investing activities:
Purchase of office furniture and equipment

Cash flows from financing activities:
Capital contribution from AF Bankshares, Inc.

Increase (decrease) in cash and cash equivalent

Cash and cash equivalents:

Beginning
Ending

Cash and cash equivalents:
Cash
Money market account

2002 2001
(112,860) $  (72,467)
6,238 - 6,119
3,270 58
(11,234) (1,342)
(2,670) (1,991)
(60,357) (35,882)
(26.308) 25.448
(203.921) (80.057)
(932) -
200,000 50,000
(4,853) (30,057)
183,143 213,200
178290 $ 183,143
26,512 33,921
151.778 149,222
178290 § 183,143
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AF Brokerage, Inc.
Notes to Financial Statements

Note 1. Nature of Business and Significant Accounting Policies
Nature of Business

AF Brokerage, Inc. (the “Company”) is a registered broker/dealer and is a member of the National
Association of Securities Dealers, Inc. (“NASD”). Prior to its approval with the NASD on October 22,
1999, the Company was functioning as a branch office of Securities America, Inc., a securities broker/dealer
with locations in Jefferson and West Jefferson, North Carolina, under a contractual rental agreement. The
Company is a wholly-owned subsidiary of AF Bankshares, Inc.

The Company is not affiliated with Securities America, Inc., but it serves as the Company’s clearing broker.
The securities purchased or sold through Securities America, Inc. are not insured by the Federal Deposit
Insurance Corporation (FDIC) or any other federal or state deposit guarantee fund, are not deposits or
otherwise obligations of AF Bank (a wholly-owned subsidiary of AF Bankshares, Inc.), are not guaranteed
by AF Bank, and are subject to investment risks, including possible loss of the principal invested.

Beginning in May, 2000, the Company began operating as an independent securities broker/dealer under the
provisions of Paragraph (k)(2)(ii) of Rule 15¢c-3 of the Securities and Exchange Commission and,
accordingly, will be exempt from the remaining provisions of the Rule. The requirements of Paragraph
(k)(2)(ii) provide that the Company clear all transactions on behalf of customers on a fully disclosed basis
with a clearing broker/dealer, and promptly transmit all customer funds and securities to the clearing
broker/dealer. The clearing broker/dealer carries all of the accounts of the customers and maintains and
preserves all related books and records as are customarily kept by a clearing broker/dealer.

Accounting estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the reported
amount 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.

A summary of the Company’s significant accounting policies follows:

Cash equivalents

For purposes of reporting cash flows, the Company has defined cash equivalents as short-term, highly liquid
debt instruments purchased with a maturity of three months or less. The Company maintains amounts of
cash which exceed federally insured limits. The Company has not experienced any losses in such accounts.

Recognition of revenue

Securities transactions and related commission revenue and expense are recorded on the date the transaction
is executed, otherwise referred to as the “trade date.”
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AF Brokerage, Inc.

Notes to Financial Statements

Note 1. Nature of Business and Significant Accounting Policies, continued
Office furniture and equipment

Office furniture and equipment are carried at cost. Depreciation is computed primarily by the straight-line
method over estimated useful lives from 5 to 7 years.

Income taxes

Deferred taxes are provided on a liability method whereby deferred tax assets are recognized for
deductible temporary differences and operating loss and tax credit carryforwards and deferred tax
liabilities are recognized for taxable temporary differences. Temporary differences are the differences
between the reported amounts of assets and liabilities and their tax bases. Deferred tax assets are
reduced by a valuation allowance when, in the opinion of management, it is more likely than not that
some portion or all the deferred tax assets will not be realized. Deferred tax assets and liabilities are
adjusted for the effects of changes in tax laws and rates on the date of the statement.

The Company files its federal income tax returns on a consolidated basis with AF Bankshares, Inc., its
parent company. The members of the consolidated group have elected to allocate income taxes among
the members of the group for the income tax reductions resulting from the member’s inclusion in the
consolidated return, or the member makes payments to the parent company for its allocated share of the
consolidated income tax liability.

Note 2. Profit-Sharing Plan

The Company has a 401(k) profit-sharing plan for its employees. The annual contribution to the plan is a
discretionary amount determined by the Company’s Board of Directors. The maximum Company
contribution is the amount allowed under Internal Revenue Service regulations. The amount of
contribution was $3,057 and $4,371 for the years ended June 30, 2002 and 2001, respectively.

Note 3. Operating Leases

The Company leases an office facility from a related party, AF Bank, under an operating lease. The lease
requires monthly rentals of $500 and is cancelable at the Company’s discretion.

The total rental expense was $6,000 for the years ended June 30, 2002 and 2001, respectively.
Note 4. Net Capital Requirements

The Company is subject to the Securities and Exchange Commission uniform net capital rule (Rule 15¢3-
1), which requires the maintenance of minimum net capital and that the ratio of aggregate indebtedness to
net capital, both as defined, shall not exceed 15 to 1. Rule 15¢3-1 also provides that equity capital may
not be withdrawn or cash dividends paid if the resulting net capital ratio would exceed 10 to 1.

At June 30, 2002, the Company had net capital of $143,386 under Rule 15¢3-1, which was $93,386 in
excess of its required net capital of $50,000. The Company’s net capital ratio (aggregate indebtedness to
net capital) was .19to 1.




AF Brokerage, Inc.
Notes to Financial Statements

Note 5. Income Tax Matters

The tax effects of temporary differences that gave rise to significant portions of the net deferred tax
liability in the statements of financial condition were as follows at June 30:

2002 2001
Deferred tax assets:
State net economic loss carryforward $ 14,124 § 6,040
Other - 275
14,124 6,315
Less valuation allowance (14,124) (6.040)
- 275
Deferred tax liabilities:
Property and equipment (5,272) 4,012)
Other ' (1.735) -
(7.007) (4.012)
Net deferred tax liability $ (7,007) $ 3,737

During the years ended June 30, 2002 and 2001, the Company recorded valuation allowances of $8,084
and $6,040, respectively, on deferred tax assets to reduce the total to an amount that management
believes will ultimately be realized. Realization of deferred tax assets is dependent upon sufficient future
taxable income during the period that deductible temporary differences and carryforwards are expected to
be available to reduce taxable income. There was no other activity in the valuation allowance account
during 2002 and 2001.

Income tax expense (credits) for the years ended June 30, 2002 and 2001 consists of the following:

2002 2001
Current $ (60,466) $ (33,249)
Deferred 3270 58

$ (57.196) $ (33,191)

Note 6. Off-Statement of Financial Condition and Concentration of Credit Risk

As discussed in Note 1, the Company’s customers’ securities transactions are cleared on a fully disclosed
basis by its clearing broker/dealer. The clearing broker/dealer carries all of the accounts of the customers
of the Company and is responsible for execution, collection of and payment of funds and receipt and
delivery of securities relative to customer transactions. Off-statement of financial condition risk exists
with respect to these transactions due to the possibility that customers may be unable to fulfill their
contractual commitments, wherein the clearing broker/dealer may charge any losses it incurs to the
Company. The Company does not anticipate nonperformance by customers or its clearing brokers. The
Company seeks to minimize this risk through procedures designed to monitor the creditworthiness of its
customers and that customer transactions are executed properly by the clearing broker/dealer.




AF Brokerage, Inc. Schedule I
Computation of Net Capital and Aggregate Indebtedness Pursuant to Rule 15¢3-1

June 30, 2002

Total stockholder’s equity from the statement of financial condition $ 305.925

Add:
Other (deductions) or allowable credits — deferred income taxes

Deductions:

Nonallowable assets:
Commissions receivable
Office furniture and equipment
Prepaid expenses
Income taxes receivable
Haircut on securities
Other deductions

Total deductions
Net capital

Computation of basic net capital requirement:
Minimum net capital required ($50,000 or 6 2/3% of aggregate indebtedness)

Excess net capital

Aggregate indebtedness:
Accrued expenses and other liabilities

Ratio, aggregate indebtedness to net capital

7,007

13,290
32,634
10,684
105,902
3,036

4,000

169,546

43,386

b 50,000

338

b 27,868
19to 1

Note: There are no material differences between the amounts presented in the computation of net capital
set forth above and the amounts as reported in the Company’s unaudited Part II-A Focus report as of June

30, 2002, as amended.
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AF Brokerage, Inc. Schedules II and II1

Computation for Determination of Reserve Requirements under Rule 15c¢3-1
June 30, 2002

Schedule IT

Computation for Determination of Reserve Requirements Under Rule 15¢3-3
June 30, 2002

None, the Company is exempt from Rule 15¢3-3 pursuant to the provisions of subparagraph (k)(2)(ii)
thereof.

Schedule III

Information Relating to Possession or Control Requirements Under Rule 15¢3-3
June 30, 2002

None, the Company is exempt from Rule 15¢3-3 pursuant to the provisions of subparagraph (k)(2)(ii)
thereof.

10




dITOWE
yrompainy, evc

CPAs and Consultants

Post Office Box 760
Galax, Virginia 24333
276-238-1800

Fax 276-238-1801

Independent Auditor’s Report
On Internal Control

To the Board of Directors
AF Brokerage, Inc.
West Jefferson, North Carolina

In planning and performing our audit of the financial statements and supplementary schedule of AF
Brokerage, Inc. (the Company) for the year ended June 30, 2002, 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 and net capital under Rule 17a-3(a)(11) and for determining
compliance with the exemptive provisions of Rule 15¢3-3. Because the Company 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 Company in any of the following:

(1) Making the quarterly securities examinations, counts, verifications and comparisons;
(2) Recordation of differences required by Rule 17a-13; and

(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 preparation of financial statements in accordance with
accounting principles generally accepted in the United States of America. Rule 17a-5(g) lists additional
objectives of the practices and procedures listed in the preceding paragraph.

1




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 matenial 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 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 Company’s practices and procedures were
adequate at June 30, 2002, to meet the SEC’s objectives.

This report is intended solely for the use of the Board of Directors, management, the SEC and the National
Association of Securities Dealers, Inc., 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.

XW .6' &7;700,,7, FPLC

Galax, Virginia
August 6, 2002
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