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Report of Independent Certified Public Accountants on
Basic Financial Statements and Supplementary Information

To the Members of Potomac Capital Markets, LLC

We have audited the accompanying statements of financial condition of Potomac Capital
Markets, LLC, as of December 31, 2002 and 2001, and the related statements of operations,
members’ equity, and cash flows for the years 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. Qur responsibility is to express an opinion on these 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 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 Potomac Capital Markets, LLC as of December 31, 2002 and 2001 and
the results of its operations and its cash flows for the years 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 included in Section II 1s 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.

February 25, 2003 Drapus 4 MCGM PA

365 WEST PATRICK STREET, THIRD FLOOR
FREDERICK, MARYLAND 21701




Potomac Capital Markets, LL.C

Statements of Financial Condition
For the years ended December 31,

2002 2001
Assets
Cash $ 34,217 § 24,197
Accounts receivable 2,002,701 3,014,161
Prepaid expenses - 341
Investment in NASDAQ 3,300 3,300
Total Assets $ 2,040,218 $ 3,041,999
Liabilities and Members' Equity

Liabilities

Accounts payable * $ - 3 5,000
Members' Equity 2,040,218 3,036,999
Total Liabilities and Meﬁnbers' Equity $ 2,040,218 § 3,041,999

The accompanying notes are an integral part of these statements.




Potomac Capital Markets, LLC

Statements of Operations
For the years ended December 31,

2002 2001
Revenue
Fees $§ 1,835175 $§ 3,106,448
Interest 462 1,242
Other 284 -
Total revenue 1,835,921 3,107,690
Operating Expenses
Commissions (5,000) 20,000
Administrative services 2,794,500 2,747,813
Bad debt expense 20,209 -
Legal 9,108 3,523
Accounting 4,049 4721
Regulatory fees 5,533 4,090
Licenses and permits 2,000 1,885
Office expenses 1,583 235
Insurance 720 -
Total operating expenses 2,832,702 2,782,267
Net Income (loss) $ (996,781) $ 325,423

Statements of Members' Equity
For the Years Ended December 31, 2002 and 2001

Members' equity, beginning of year $ 3,036,999 § 2,711,576
Contributions - -
Net income (loss) (996,781) 325,423
Members' equity, end of year $ 2,040,218 ‘$ 3,036,999

The accompanying notes are an integral part of these statements.




Potomac Capital Markets, LLC

Statements of Cash Flows
For the years ended December 31,

2002 2001

Cash Flow from Operating Activities
Net income (loss) $ (996,781) § 325,423
Bad debt provision 20,209 -
Adjustments to reconcile net income (loss) to net cash

provided by operating activities

Accounts receivable 991,251 (314,786)

Other assets 341 (341)

Accounts payable (5,000) 5,000

Net cash provided by operating activities 10,020 15,296

Net increase in cash ' ‘ 10,020 15,296
Cash, beginning of year 24,197 8,901
Cash, end of year $ 34217 § 24,197

Supplemental Disclosures, cash paid for:

Interest
Taxes

The accompanying notes are an integral part of these statements.




1.

Potomac Capital Markets, LLC
Notes to Financial Statements

Organization and Nature of Business

Potomac Capital Markets, LLC (PCM) is a Maryland Limited Liability Company (LLC)
organized and registered as a minimum net capital broker-dealer. The Company has met
all the licensing requirements of the NASD and the SEC. PCM is a member of the NASD
with a limited membership agreement. The business activities of PCM as prescribed in
the membership agreement are limited to private placements of securities.

As a minimum net capital broker-dealer, PCM does not hold customer securities or cash
balances and, if and when it does process customer trades, clears such trades- through
other broker-dealers. As of and for the years ended December 31, 2002 and 2001; PCM
has not processed any customer transactions.

Summary of Significant Accounting Policies

Basis of presentation

The accompanying financial statements are prepared on the accrual basis of accounting in
accordance with generally accepted accounting principles applicable to companies
operating in the United States. As such, revenues are recorded as eamed and expenses
are recognized as incurred.

Use of estimates
It is the opinion of management that there are no material estimates necessary in the
preparation of the Company’s financial statements.

Income taxes
As an LLC, the Company is not subject to income taxes; instead, its members report the
net earnings or loss on their individual or corporate income tax returns.

Net Capital Requirements

Pursuant to the net capital provisions of Rule 15¢3-1 of the Securities and Exchange Act
of 1934, the Company is required to a minimum net capital equal to the greater of $5,000
or 6.67% of aggregate indebtedness. At December 31, 2002, the Company had net capital
of $34,217, which was $29,217 in excess of its minimum requirement.

Exemption from Rule 15¢3-3

The Company is exempt from Rule 15¢3-3 of the Securities and Exchange Act of 1934
under exemption claim found in Section (k)2(1) and, accordingly, is not required to
maintain a reserve account for the exclusive benefit of customers.




Potomac Capital Markets, LLC

Notes to Financial Statements

Related Party Transactions and Commitments

The Company is 99% owned by Potomac Investment Services, Inc., (PIS, Inc.) a
Maryland C-type Corporation. PIS, Inc. provided office space, communication systems
and administrative services in the amount of $2,794,500 and $2,747,813 for the years
ended December 31, 2002 and 2001. These services were provided under an
Administration Services Agreement that provides for minimum charges for basic services
and additional charges when additional services are provided; the agreement has a term
of five years from March 2002, renewable annually; and is cancelable with 30 days
notice by either party at the end of the initial term.

Concentration of credit risk

The Company maintains cash balances at two financial institutions. Each account is
insured up to the Federal Deposit Insurance Corporation (FDIC) limit of $100,000. At
times during the year, the amount of cash on deposit at any one financial institution may
exceed the FDIC insured amount. However, management does not believe that the
Company is exposed to any risk of loss.

Significant customers

For the year ended December 31, 2002, the Company earned its revenue from two new
customers that are not related entities. For the year ended December 31, 2001, all of the
company’s revenue was with one customer, which was a related entity.

USA Patriot Act, NASD Rule 3011

Pursuant to NASD Rule 3011, Potomac Capital Markets, LLC has complied with the
USA Patriot Act by adopting a written policy for detecting, monitoring and reporting of
money laundering. PCM does not open or process customer accounts. However, PCM
does conduct quarterly reviews of contacts with the Office of Foreign Asset Control list
of non-terrorists.

Prior period adjustment
The retained earnings account was restated as of January 1, 2001, due to revenue not

being recognized in the period earned. The effect of such under-statement resulted in an
increase in accounts receivable and an increase in retained earnings of $2,699,375.
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Potomac Capital Markets, LLC

Computation of Net Capital under Rule 15¢3-1 of the Securities Exchange Act of 1934
For the Year Ended December 31, 2002

Total Members' Equity $2,040,218
Less nonallowable assets:

Accounts receivable (2,002,701)
Investment in NASDAQ stock (3,300)
Total non-allowable assets (2,006,001)

Tentative Net Capital 34,217

Less: Haircuts on securities -

Net Capital as of December 31, 2002 $ 34217

Aggregate Indebtedness
Items included in Statement of Financial Condition
Accounts payable ‘ $ -
Total Aggregate Indebtedness 5 -

Computation of Basic Net Capital Requirement

Minimum net capital required $ -
Minimum dollar net capital 5,000
Net capital requirement 5,000
Excess net capital 29,217
Excess net capital at 1000% of Al 34,217
Percentage of aggregate indebtedness to net capital 0%

Percentage of debt to debt-equity computed in accordance with Rule 15¢3-1(d) N/A

The accompanying notes are an integral part of this statement.




Potomac Capital Markets, LLC

Net capital reconciliation pursuant to Rule 17a-5(d)(4)
For the Year Ended December 31, 2002

Net capital, as reported by Company in Part [IA (unaudited) of Focus Report  § 34,217

Change in non-allowable assets 19,005
Audit adjustments, net (19,005)

Net capital as computed under Rule 15¢3-1 $ 34,217

The accompanying notes are an integral part of this statement.
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CERTIFIED PUBLIC ACCOUNTANTS
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Michele R. Mills, CPA

Report of Independent Certified Public Accountants on Internal Control Required by SEC
Rule 172a-5 for a Broker-Dealer Claiming an Exemption From SEC Rule 15¢3-3

To the Members of Potomac Capital Markets, LLC

In planning and performing our audit of the financial statements and supplemental schedules of
Potomac Capital Markets, LLC (the Company), for the year ended December 31, 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 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 (or aggregate debits) 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 quarterly securities examinations, counts, verifications, and comparisons
2. Recordation of differences required by rule 17a-13
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 the preparation of financial
statements in accordance with generally accepted accounting principles. Rule 17a-5(g) lists
additional objectives of the practices and procedures listed in the preceding paragraph.

365 WEST PATRICK STREET, THIRD FLOOR
FREDERICK, MARYLAND 21701




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 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 internal
control, including control 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 December 31, 2002, to meet the SEC's
objectives.

This report is intended solely for the use of the Members, management, the SEC, NASD 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 should not be used by anyone other than
these specified parties.

DAag v q NCGM PA-

February 25, 2003




