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OATH OR AFFIRMATION

1, Leonard W. Busse, swear (or affirm) that, to the best of my knowledge and belief the accompanying financial
statement and supporting schedules pertaining to the firm of Headwaters MB LLC as of _December 31, 2002,
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:
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Notary Public

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

B (a) Facing page

B ()  Statements of Financial Condition

| (©) Statements of Income

| (d) Statements of Cash Flows

|| (e) Statement of Changes in Stockholders’ Equity

O ) Statement of Changes in Liabilities Subordinated to Claims of Creditors. N/A

| (2) Computation of Net Capital .

O (h) Computation for Determination of Reserve Requirements Pursuant to Rule 15¢3-3. N/A

O 1) Information Relating to the Possession or Control Requirements Under Rule 15¢3-3. N/A

O ) A Reconciliation, including appropriate explanation, of the Computation of Net Capital

"~ Under Rule 15¢3-1 and the Computation for Determination of the Reserve Requirements

Under Exhibit A of Rule 15¢3-3. N/A

O (k) A Reconciliation between the audited and unaudited Statements of Financial Condition
with respect to methods of consolidation. N/A '

| 1)) An Oath or Affirmation

O  (m) A copy of the SIPC Supplemental Report N/A

O (n) A report describing any material inadequacies found to exist or found to have existed
since the date of the previous audit. N/A

|| (0) Independent auditors’ report on internal accounting control.

** For conditions of confidential treatment of certain portions of this filing, see section 240.17a-5(e)(3).




Independent Auditors’ Report

The Board of Directors and Members of
Headwaters MB LLC:

We have audited the accompanying statement of financial condition of Headwaters MB LLC (the Company) as
of December 31, 2002. This financial statement is the responsibility of the Company’s management. Our
responsibility is to express an opinion on the financial statement based on our audit. '

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 statement of financial condition is free of material misstatement. An audit of the statement of
financial condition includes examining, on a test basis, evidence supporting the amounts and disclosures in the
statement of financial condition. An audit of the statement of financial condition also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall .
statement of financial condition presentation. We believe that our audit of the statement of financial condition
provides a reasonable basis for our opinion.

In our opinion, the statement of financial condition referred to above presents fairly, in all material respects, the
financial position of Headwaters MB LLC as of December 31, 2002 in confonmty with accountmg principles
generally accepted in the United States of America. :

KIMG LLF

KPMG LLP

Denver, Colorado
February 14, 2003



HEADWATERS MB LLC
Statement of Financial Condition

December 31, 2002

Assets

Current assets:
Cash and cash equivalents
Adpvisory fees receivable
Investment securities

Prepaid expenses and other assets
Total current assets

Property and equipment:
Furniture and equipment
Leasehold improvements
Software
Total property and equipment

Less accumulated depreciation and amortization

Total assets

Liabilities and Members’ Equity

Current liabilities:
Accounts payable, accrued expenses, and other liabilities
Accrued liabilities:
Compensation
Deferred compensation
Other

Total current liabilities

Members’ equity:
Preferred interest — $2.50 unit value, 1,822,000 units authorized
1,822,000 issued and outstanding
Common interest — Class B — $.0001 unit value, 2,000,000 units
authorized 2,000,000 issued and outstanding

Total members’ equity
Commitments and contingencies (notes 4 and 5)

Total liabilities and members’ equity

See accompanying notes to statement of financial condition.

190,829
72,541
2,993,050

25,038

3,281,458

183,600
46,019
5,770

235,389
73,449

161,940

3,443,398

18,866

21,000
485,371
1,193

526,430

3,386,458

(469,490)

2,916,968

3,443,398
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HEADWATERS MB LLC
Notes to Statement of Financial Condition

December 31, 2002

Summary of Significant Accounting Policies

(a)

(b)

(c)

(d)

(e)

(g)

Organization

Headwaters MB LLC (Headwaters or the Company) was formed in July 2001 as a Delaware entity
that operates as a merchant banking firm. Headwaters is headquartered in Denver, Colorado, is
registered as a broker-dealer with the Securities and Exchange Commission (SEC), and is a member
of the National Association of Securities Dealers (NASD). The Company offers its clients a variety
of investment banking services, including mergers and acquisitions, capital raising and financial
advisory services and does business throughout the U.S. The Company is engaged in a single line of
business as a securities broker-dealer. The Company does not hold, nor does it plan to hold, any
customers’ securities or funds.

Basis of Presentation

The accompanying statement of financial condition has been prepared using the accrual method of
accounting.

Cash and Cash Equivalents

Cash and highly liquid short-term investments with original maturities of three months or less are
considered to be cash and cash equivalents.

Investment Securities

Investment securities at December 31, 2002 have maturities less than one year and are carried at
amortized cost, which approximates fair value.

Property and Equipment
Property and equipment are recorded at cost, less accumulated depreciation and amortization.

Depreciation on property and equipment is calculated using the straight-line method over the
estimated useful lives of the assets. Property and equipment held under leasehold improvements are
amortized straight line over the shorter of the lease term or estimated useful life of the asset. Lives
generally range from two to five years for property and equipment. The Company periodically:
reviews the carrying amounts of its long-lived assets to determine whether current events or
circumstances warrant adjustments to such carrying amounts.

Income Taxes

The members of the Company report their pro rata portions of Headwaters’ net income on their
respective tax returns. Therefore, the Company does not reflect a provision or liability for income
taxes in the accompanying statement of financial condition.

Use of Estimates

The preparation of the statement of financial condition 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 statement of financial condition. Actual
results could differ from those estimates.

3 (Continued)
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HEADWATERS MB LLC
Notes to Statement of Financial Condition

December 31, 2002

Related-Party Transactions

At December 31, 2002, the Company has recorded $485,371 as deferred compensation expense for two
partners of the Company. The expenses under the compensation arrangement are approved each year by
the board of directors.

Members’ Equity

Preferred Interest

There were 1,822,000 units authorized and outstanding at December 31, 2002. The preferred unit has
voting rights entitling the preferred unit holders to one vote per preferred unit.

Common Interest — Class B

There were 2,000,000 units authorized and outstanding at December 31, 2002. The common unit — Class B
has voting rights entitling the common unit holders to two votes per Class B unit.

Allocation of Profits and Losses

Profits and losses are allocated to the preferred interest and common interest — Class B unit holders
(collectively, the Unit Holders) based on the number of units held by each individual Unit Holder as a
percentage of units held by all Unit Holders.

Commitments
Leases

In September 2001, the Company entered into a noncancelable operating lease with an unrelated third
party (the lessor) for office space through August 2003 for 24 monthly payments of $7,962 each. Under the
lease agreement the Company is required to make minimum lease payments of $63,696 in 2003.

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 minimuin net capital and ratio of aggregate indebtedness
to net capital. At December 31, 2002, the Company had net capital of $2,652,471 which was $2,617,376 in
excess of its required net capital of $35,095. The Company’s net capital ratio was .20 to 1.



