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5 Times Square www.ey.com
New York, New York 10036-6530

Independent Auditor's Report

To the Members of
D. E. Shaw Valence, L.L.C.:

We have audited the accompanying statement of financial condition of D. E. Shaw Valence, L.L.C. (a
Delaware Limited Liability Company) as of December 31, 2003. This statement of financial condition is
the responsibility of the Company’s management. Our responsibility is to express an opinion on the
statement of financial condition based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States.
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 includes
examining, on a test basis, evidence supporting the amounts and disclosures in the statement of
financial condition. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall presentation of the statement of
financial condition. We believe that our audit 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 D. E. Shaw Valence, L.L.C. at December 31, 2003, in conformity with
accounting principles generally accepted in the United States.

émﬂé ¥ LLP

February 17, 2004

A Member Practice of Ernst & Young Global
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D. E. Shaw Valence, L.L.C.

Statement of Financial Condition
December 31, 2003

Assets

Receivables

Clearing broker

Interest and dividends
Financial instruments owned

Total Assets

Liabilities and Members’ Capital
Payables

Interest and dividends

Parent
Financial instruments sold, but not yet purchased
Other liabilities and accrued expenses

Total Liabilities

Commitments

Revolving Subordinated Borrowings

Members’ Capital

Total Liabilities and Members’ Capital

The accompanying notes are an integral part of this statement.

(in thousands)

$ 1,784,348
4,170
3,924,644

$ 5,713,162

$ 2,724
43,424
4,688,566
867

4,735,581

100,000

877,581

$ 5,713,162




D. E. Shaw Valence, L.L.C.

Notes to Statement of Financial Condition
December 31, 2003

1. Organization

D. E. Shaw Valence, L.L.C. (the “Company”) is a Delaware limited liability
company that operates as a securities broker-dealer. The Company converted to
its current structure from a limited partnership (formerly named D. E. Shaw
Valence, L.P.) during 2003. D. E. Shaw & Co., L.P. (the “Managing Member”) is the
managing member of the Company and held less than 0.1 percent of the
Company’s capital at year-end. Effective January 1, 2004, the Managing Member
withdrew its entire capital balance, though it continues to act as Managing
Member of the Company. D. E. Shaw Valence Portfolios, L.L.C. (the “Parent”) is
the sole non-managing member of the Company.

The purpose and investment objective of the Company is capital appreciation,
primarily through the purchase and sale of financial instruments. The Company
also served as placement agent for its Parent’s investors until October 16, 2003.

2. Significant Accounting Policies

The Company’s statement of financial condition is prepared in accordance with
accounting principles generally accepted in the United States, which require
management to use its judgment in making certain estimates. Such estimates
relate primarily to the valuation of financial instruments when quoted market
prices are not available, or when liquidation of the Company’s positions is
reasonably expected to impact market prices, as discussed further below. Such
estimates may differ from the amounts ultimately realized due to the uncertainties
inherent in any such estimation process, and the differences may be material.

Principal transactions in financial instruments and related expenses are recorded
on a trade date basis. Dividends are recorded on the ex-dividend date, and
interest is recorded on an accrual basis.

Substantially all of the Company’s assets and liabilities are carried at either fair
value or contracted amounts that approximate fair value.

a. Financial instruments owned and financial instruments sold, but not yet
purchased include (without limitation) equity securities, debt securities, and
certain derivative instruments such as options and warrants. Such financial
instruments are reflected on the statement of financial condition at fair value.
While the underlying financial instruments related to contractual
commitments arising pursuant to futures and any other derivative contracts
are not reflected on the statement of financial condition, the fair value of -
these contracts is reflected in receivable from clearing broker on such




D. E. Shaw Valence, L.L.C.

Notes to Statement of Financial Condition (Continued)
December 31, 2003

2. Significant Accounting Policies (Continued)

a.

(Continued)

statement. The resulting net change in unrealized gains and losses on these
contracts (as well as the net change in unrealized gains and losses on the other
financial instruments described above) is reflected in members’ capital on the
statement of financial condition.

Fair value is generally based on quoted market prices, taking into account the
liquidity and concentrations of, and any restrictive terms with respect to, the
instruments and contracts. If quoted market prices are not readily available,
or if the liquidation of certain of the Company’s positions is reasonably
expected to impact market prices, fair value of those positions may be
determined based on other relevant factors, including (without limitation)
dealer price quotations, price activity for equivalent instruments, and -
valuation pricing models. When quoted market prices or dealer price
quotations are obtained, instruments and contracts may be valued using the
last sale price, the bid price, the asked price, a price somewhere within the
range between the bid and asked prices, or another method considered
appropriate in the circumstances. The Company believes that, where
applicable, consistent methods have been used with respect to valuing
instruments and contracts associated with similar types of trading. Valuation
pricing models consider, where applicable, time value and volatility factors
underlying financial instruments, as well as other relevant economic
measurements.

Receivables and payables (including those resulting from contractual
commitments, over-the-counter instruments, and cash collateral) are
reported net by counterparty, provided a legally enforceable master netting
agreement exists.

A portion of net assets is denominated in foreign currencies. Foreign-
denominated assets and liabilities are revalued at prevailing spot rates, with
any resulting gains or losses reflected in members’ capital on the statement of
financial condition.

Substantially all other assets and liabilities are recorded at contracted
amounts that approximate fair value.

U.S. federal and state income taxes have not been provided because the members
report their respective distributive share of the Company’s taxable income or loss
on their respective tax returns.




D. E. Shaw Valence, L.L.C.

Notes to Statement of Financial Condition (Continued)
December 31, 2003

3. Receivable From Clearing Brokers

The Company enters into transactions in financial instruments that are cleared by
a limited number of brokers and dealers (the “Clearing Brokers”) pursuant to
clearance agreements. Substantially all of the Company’s cash and securities
positions are either held as collateral by the Clearing Brokers against various
margin obligations (including $2.8 million of cash collateral pledged in
connection with its futures positions) or are deposited with such Clearing Brokers
for safekeeping purposes. These arrangements subject the Company to credit risk
with respect to the Clearing Brokers, and this risk is typically concentrated among
a limited number of counterparties. The clearance agreements permit the
Clearing Brokers to pledge or otherwise hypothecate the Company’s securities,
subject to certain limitations, typically based on the Company’s margin
borrowings. The Clearing Brokers may also sell such securities and/or other
positions in limited instances where required collateral is not posted on a timely
basis. During 2003, the Company’s cash, as well as its securities and futures
positions, were held by one Clearing Broker.

To the extent the Company has not borrowed the maximum amount available
from the Clearing Brokers or has deposited excess cash with the Clearing Brokers
for safekeeping purposes, such amounts represent available short-term funding.
The Company maintains most of its liquidity in these forms of available short-
term funding. This subjects the Company to liquidity risk, to the extent the
Clearing Brokers may choose to decrease collateralized margin borrowings they
make available to the Company. The Company attempts to limit this liquidity risk
by entering into contracts that require the Clearing Brokers to provide reasonable
notice periods before additional margin can be required on existing positions,
when the Clearing Brokers make this term available.

4. Financial Instruments

Financial instruments owned and financial instruments sold, but not yet
purchased consist of the following (in thousands):

Sold, but not
Owned yet purchased

Equities ' $3,277,502 $3,849,519
Corporate debt 33,928 ~
Options and warrants ' 613,214 839,047

Total $3,924,644 $4,688,566



D. E. Shaw Valence, L.L.C.

Notes to Statement of Financial Condition (Continued)
December 31, 2003

5. Related Party Transactions

The Managing Member, directly and through certain affiliates, provides
substantially all personnel, management, and overhead, and certain other services
to the Company and the Parent. In consideration for providing these services and
in accordance with the applicable operating agreements, the Managing Member
(i) receives a monthly management fee from the Parent’s investors based on a
percentage of their net assets and (ii) is reimbursed by the Parent for the effect of
its bearing certain costs and expenses. In turn, the Company is responsible for its
allocable share of these costs and expenses pursuant to an expense allocation
agreement between the Managing Member, the Parent and the Company. In
connection with this agreement, the total costs and expenses applicable to the
Company (primarily related to professional and regulatory fees) were charged to
the Company by the Parent. No portion of the management fee described above
was allocated by the Parent to the Company.

The Parent may also deposit funds with the Company from time to time in
anticipation of future funding requirements. To the extent applicable, such
deposits bear interest at rates both selected by, and believed to be commercially
reasonable by, the Managing Member.

Payable to Parent represents amounts due in respect to each of the above. Any
such payables are due on demand. The amount payable as of December 31, 2003
was primarily the result of deposits from the Parent.

6. Revolving Subordinated Borrowings

Effective December 31, 2003, the Company and a financial institution extended
the scheduled maturity date of a $150 million revolving subordinated loan
agreement (the “Revolver”) to December 31, 2005. The Parent has guaranteed
payment and performance by the Company, and the Parent and the Managing
Member have pledged their ownership interests in the Company to support the
Revolver. Under the terms of the Revolver, the Company is charged interest on
outstanding borrowings at floating rates based on the federal funds rate. A rate of
three-eighths of one percent per annum is charged for any unused portion of the
credit line. The Revolver contains various requirements and restrictions. Among
other things, the Revolver requires that the Company maintain a minimum level
of members’ capital to draw funds, and generally requires the Company to clear
its securities transactions through affiliates of the financial institution. At
December 31, 2003, the Company was in compliance with such requirements and
restrictions of the Revolver. The Company may, under certain conditions,
terminate the Revolver prior to maturity.



D.E. Sh;zw Valence, L.L.C.

Notes to Statement of Financial Condition (Continued)
December 31, 2003

6. Revolving Subordinated Borrowings (Continued)

Any outstanding subordinated borrowings are covered by an agreement approved
by the National Association of Securities Dealers, Inc. (“NASD”) and are thus
available in computing net capital under the uniform net capital rule of the United
States Securities and Exchange Commission (“SEC”). To the extent that such
subordinated borrowings are required for the Company’s continued compliance
with minimum net capital requirements, they may not be repaid.

7. Net Capital Requirement

As aregistered broker-dealer and member of the NASD, the Company is subject to
SEC Rule 15¢3-1, which specifies uniform net capital requirements for its
registrants. The Company has elected the alternative net capital method
permitted by Rule 15¢3-1, which requires that it maintain minimum net capital, as
defined, equal to the greater of $250,000 or two percent of aggregate debit items
arising from customer transactions, as defined. At December 31, 2003, the
Company had net capital of approximately $57.0 million, which exceeded the
minimum requirement by approximately $56.8 million.

Proprietary balances, if any, held at the Clearing Brokers (“PAIB assets”) are
considered allowable assets for net capital purposes, pursuant to agreements
between the Company and the Clearing Brokers, which require, among other
things, that the Clearing Brokers perform computations for PAIB assets and
segregate certain balances on behalf of the Company, if applicable.

8. Certain Financial Instruments, Associated Risks, and Off-Balance-Sheet Risk

In the normal course of business, the Company enters into transactions in various
financial instruments with off-balance-sheet risk, primarily for the purpose of
hedging its exposure to market, interest rate, and foreign currency risks, and in
connection with its normal investing activities. These financial instruments

- include (without limitation) financial instruments sold, but not yet purchased, as
well as other derivative financial instruments. Risk in these transactions arises
from many factors, including (without limitation) the potential failure of the
exchange or counterparty to perform under the terms of each of these contracts
and from changes in interest rates, foreign currency exchange rates, or the fair
value of the underlying financial instruments. Through the use of hedging
strategies and various credit-monitoring techniques, the Company attempts to
reduce its exposure to certain market, interest rate, foreign currency, and



D. E. Shaw Valence, L.L.C.

Notes to Statement of Financial Condition (Contmued)
December 31, 2003

8. Certain Financial Instruments, Associated Risks, and Off-Balance-Sheet Risk
(Continued)

credit risks arising from the use of financial instruments with off-balance-sheet
risk. A further description of these instruments appears below.

a. Financial Instruments Sold, But Not Yet Purchased

Financial instruments sold, but not yet purchased represent obligations to
deliver specified financial instruments at contracted prices, thereby creating
liabilities to purchase such financial instruments at some time in the future at
then-prevailing market prices, thus subjecting the Company to market risk.

b. Derivative Financial Instruments

Derivative financial instruments contain varying degrees of off-balance-sheet
risk, whereby changes in interest rates, foreign currency exchange rates, or the
fair value of the underlying financial instruments may result in losses in excess
of any amounts reflected on the statement of financial condition. The specific
types of derivative financial instruments traded by the Company are described
further as follows:

i. Option contracts written are derivative financial instruments that provide a
counterparty with the right, but not the obligation, to purchase or sell
financial instruments at a specified price on or before a specified future date.
A premium is received by the option contract writer in exchange for bearing
the risk of unfavorable changes in the values of the financial instruments
underlying the option contract.

ii. Financial and currency futures contracts are derivative financial
instruments that represent future commitments to purchase or sell other
financial instruments at specified terms at specified future dates.

At December 31, 2003, the fair value of the Company’s commitments to
purchase and sell the underlying financial instruments relating to derivative
financial instruments were as follows (in thousands):

Assets Liabilities
Options and warrants $613,214 $839,047
Futures : : - 2,256
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Notes to Statement of Financial Condition (Continued)
December 31, 2003

8. Certain Financial Instruments, Associated Risks, and Off-Balance-Sheet Risk
(Continued)

b. Derivative Financial Instruments (Continued)

While, individually, these derivative financial instruments carry the risks
referred to above, the measurement of risk associated with these instruments
is meaningful only when all related and offsetting transactions used to limit
(though not eliminate) certain risks to the Company are identified. In any
case, it should be noted that the Company’s exposure to credit risks associated
with counterparty nonperformance on these instruments is limited to the
unrealized gains inherent in such contracts (as well as any margin posted on
such contracts), which, as stated above, are included on the statement of
financial condition. Itis the Company’s policy to monitor its exposure to
credit risks, to pledge collateral where deemed necessary, and to obtain
collateral where permitted and deemed necessary.



