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OATH OR AFFIRMATION

‘I, Ben T. Morris , swear (or affirm) that, to the best of

my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of
Sanders Morris Harris Inc.

, as
of December 31, , 20 04 , are true and correct. I further swear (or affirm) that
rieither 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:

| 2
SANDRA L. GRAHAM l 77
NOTARY PUBLIC STATE OF TEUAS ’ S¥énature
COMMISSION EXPIRES: Ben T. Morris

MARCH 6, 2007 . . .
Chief Executive Officer

s S Draka,

Notary Public )

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

@ (a) Facing Page. ‘

(b) Statement of Financial Condition.

¥ (c) Statement of Income (Loss).

@ (d) Statement of Changes in Financial Condition.

@ (e) Statement of Changes in Stockholders’ Equity or Partners® or Sole Proprietors’ Capital,

3 (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.

0 () 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.

[0 (k) A Reconciliation between the audited and unaudited Statements of Financial Condition with respect to methods of
consolidation.

(B (1) An Oath or Affirmation.

[0 (m) A copy of the SIPC Supplemental Report.

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

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




SANDERS MCORRIS HARRIS INC.

Consolidated Financial Statements
and Schedule

December 31, 2004 and 2003
(With Independent Auditors’ Report Thereon)



KPMG LLP
700 Louisiana Street
Houston, TX 77002

Independent Auditors’ Report

The Board of Directors
Sanders Morris Harris Inc.:

We have audited the accompanying consolidated statements of financial condition of Sanders Morris
Harris Inc. (a wholly owned subsidiary of Sanders Morris Harris Group Inc.) and subsidiaries
(the Company) as of December 31, 2004 and 2003 and the related consolidated statements of income,
changes in stockholder’s 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. Our 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 consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in
the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company’s
internal centrol over financial reporting. Accordingly, we express no such opinion. 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 consolidated financial statements referred to above present fairly, in all material
respects, the consolidated financial position of Sanders Morris Harris Inc. and subsidiaries as of
December 31, 2004 and 2003 and the results of their operations and their 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 consolidated financial
statements taken as a whole. The information contained in the schedule is presented for purposes of
additional analysis and is not a required part of the basic consolidated 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 consolidated
financial statements and, in our opinion, is fairly stated, in all material respects, in relation to the basic
consolidated financial statements taken as a whole.

KPMe LIP

February 25, 2005

KPMG LLP, a U.S. limited liability partnership, is the U.S.
member firm of KPMG International, a Swiss cooperative.
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SANDERS MORRIS HARRIS INC.
Consolidated Statements of Financial Condition
December 31, 2004 an_d 2003

(Deillars in thousands)

Assets 2004 2003
Cash and cash equivalents $ 18,376 27,945
Deposits with clearing organizations 1,068 1,054
Receivables, net 11,362 9,695
Securities owned:
Marketable, at market value 20,512 3,929
Not readily marketable, at estimated fair value 17,276 17,396
Not readily marketable, for deferred compensation plan,
at estimated fair value 636 183
Leasehold improvements, furniture, and equipment, net 7,168 3,882
Goodwill 29,696 29,696
Deferred tax asset — 174
Other assets 3,364 3,734
Receivable from Parent 2,821 —
$ 112,279 97,688
Liabilities, Minority Interests, and Stockholder’s Equity
Liabilities:
Payable to broker-dealers $ 12 15
Securities sold, not yet purchased, at market value 6,348 255
Accounts payable and other accrued liabilities 3,377 3,513
Sales commissions and bonuses payable 9,542 9,485
Deferred compensation 3,417 1,724
Deferred tax liability 954 —
Payable to Parent — 3,491
Total liabilities 23,650 18,483
Commitments and contingencies
Minority interests 2,752 4,523
Stockholder’s equity:
Common stock, $0.01 par value. Authorized 200,000 shares;
issued and outstanding 60,729 shares 1 1
Additional paid-in capital 53,594 53,594
Retained earnings 32,282 21,087
Total stockholder’s equity 85,877 74,682
$ 112,279 97,688

See accompanying notes to consolidated financial statements.



SANDERS MORRIS HARRIS INC.
Consolidated Statements of Income
Years ended December 31, 2004 and 2003

{(Doliars in thousands)

2004 2003
Revenues:
Commissions v $ 51,686 49,683
Investment banking 31,399 24,357
Principal transactions, net 9,846 11,657
Fiduciary, custodial, and advisory 7,171 3,885
Equity in income of limited partnerships 4,135 3,971
Interest and dividends 3.857 2,082
Other 2,187 2,209
Total revenues 110,281 97,844
Expenses:
Employee compensation and benefits 61,654 57,306
Communications and data processing 6,783 5,383
Occupancy 6,534 4,980
Clearing and execution fees 5,689 5,490
Other 8,155 7,124
Total expenses 88,815 80,283
Income before income taxes and minority interests 21,466 17,5601
Provision for income taxes (7,592) (6,457)
Income before minority interests , 13,874 11,104
Minority interests in net income of consolidated companies (2,679) (1,148)
Net income $ 11,195 9,956

See accompanying notes to consolidated financial statements.
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SANDERS MORRIS HARRIS INC.
Consolidated Statements of Cash Flows
Years ended December 31, 2004 and 2003

(Dollars in thousands)

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash used in
operating activities:

Depreciation

Loss on disposal of fixed assets

Provision for bad debts

Compensation expense related to amortization of notes
receivable from employees and deferred charge

Deferred income taxes

Equity in income of limited partnerships

Minority interests in net income of consolidated companies

Change in:
Receivables, net
Securities owned
Deposits with clearing organizations
Other assets
Payable to brokers and dealers
Securities sold, not yet purchased
Accounts payable and other accrued liabilities
Sales commissions and bonuses payable
Deferred compensation
Payable to Parent

Net cash used in operating activities

Cash flows from investing activities:
Capital expenditures
Acquisition

Net cash used in investing activities

Cash flows from financing activities:
Investment by minority interest
Distributions paid to minority interests
Collections of receivable for shares issued

Net cash (used in) provided by financing activities
Net decrease in cash and cash equivalents

Cash and cash equivalents, beginning of year

Cash and cash equivalents, end of year

Supplemental disclosures of cash flow information:
Cash paid for interest
Cash paid for income taxes

2004 2003
11,195 9,956
1,708 1,139
— 2
173 295
2,196 1,558
1,128 945
(4,135) (3,971)
2,679 1,148
(1,438) (2,830)
(12,781) (6,788)
(14) (54)
352 (2,224)
(3) 15
6,094 162
(136) 995
57 1,963
1,693 610
(9,917) (5,067)
(1,149) (2,146)
(4,994) (1,258)
— (377)
(4,994) (1,635)
71 1,000
(3,522) (529)
25 —
(3,426) 471
(9,569) (3,310)
27,945 31,255
18,376 27,945
2 3
1,119 713
(Continued)



SANDERS MORRIS HARRIS INC.
Consolidated Statements of Cash Flows
Years ended December 31, 2004 and 2003
(Doliars in thousands)

2004 2003
Supplemental disclosures of noncash transactions:
Notes receivable issued to SMH employees for common stock
of Parent $ 1,666 1,172
Deferred charge related to grants of common stock of Parent to
employees and groups of independent brokers 1,968 51

See accompanying notes to consolidated financial statements.
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SANDERS MORRIS HARRIS INC.
Notes to Consclidated Financial Statements
December 31, 2004 and 2003

Description of Business

Sanders Morris Harris Inc. (the Company), a wholly owned subsidiary of Sanders Morris Harris Group Inc.
(SMHG) created by the merger of Harris, Webb & Garrison, Inc. (HWG) and Sanders Morris Mundy Inc.
(SMM), is incorporated in the state of Texas for the purpose of serving as a broker/dealer and to enter into
certain investment banking activities. The Company operates as an introducing broker. Its customers’
accounts are carried primarily by the Pershing Division of Donaldson, Lufkin & Jenrette Securities
Corporation, a BNY Securities Group company, pursuant to a fully disclosed clearing arrangement.

On December 1, 2003, the Company acquired the Tulsa, Oklahoma branch office of U.S. Bancorp Piper
Jaffray, Inc. for $377,000 in cash. The Tulsa office provides retail brokerage services to its clients. The
acquisition resuited in a goodwill addition of $17,000.

In addition, the Company manages, through its majority interests in certain management companies,
limited partnerships that invest in debt and equity securities in small to medium capitalization companies
primarily operating in the environmental, technology, and medical industries.

Summary of Significant Accounting Policies
(a) Principles of Consolidation

The consolidated financial statements include the accounts of the Company and its majority-owned
subsidiaries. All significant intercompany accounts and transactions have been eliminated in
consolidation.

(b) Cash and Cash Equivalents

For purposes of the statement of cash flows, the Company considers all highly liquid investments
with original maturities of three months or less to be cash equivalents.

(c) Securities Owned

Marketable securities are carried at market value based on quoted market prices. Not readily
marketable securities are valued at fair value based on either internal valuation models or
management’s estimate of amounts that could be realized under current market conditions assuming
an orderly liquidation over a reasonable period of time. Unrealized gains or losses from marking
securities owned to fair value or estimated fair value are included in income under the caption
principal transactions, net. Securities not readily marketable include securities: (a) for which there is
no market on a securities exchange or no independent publicly quoted market, (b) that cannot be
publicly offered or sold unless registration has been effected under the Securities Act of 1933 or
other applicable securities acts, or (c) that cannot be offered or sold because of other arrangements,
restrictions, or conditions applicable to the securities or to the Company. Proprietary securities
transactions and the related income/expense are recorded on the trade date. Realized gains and losses
from sales of securities are computed using the average cost method.

(d) Commissions

Commissions are recorded on a trade-date basis as securities transactions occur.

7 (Continued)
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SANDERS MORRIS HARRIS INC.
Notes to Consolidated Financial Statements
December 31, 2004 and 2003

Leasehold Improvements, Furniture, and Equipment

Leasehold improvements, furniture, and equipment are carried at cost less accumulated depreciation
and amortization. Amortization of leasehold improvements is computed on a straight-line basis over
the term of the lease. Depreciation of office furniture and equipment is computed on a straight-line
basis over a five to seven-year period.

Goodwill

The Company is required to perform goodwill impairment tests on at least an annual basis. If

~ impairment is determined to exist, the asset is written down to reflect the estimated future discounted

cash flows expected to be generated by the underlying business. The Company determined that the
fair value of the reporting units exceeded their carrying values; therefore, goodwill does not appear
to be impaired as of December 31, 2004. There can be no assurance that future goodwill impairment
tests will not result in a charge to earnings.

Investrnent Banking

Investment banking revenues include gains, losses, and fees, net of syndicate expenses, arising from
securities offerings in which the Company acts as an underwriter or agent. Underwriting
management fees are recorded on the offering date; sales concessions are recorded on the settlement
date; and underwriting fees are recorded at the time the underwriting is completed and the related
income 1s reasonably determinable.

Fiduciary, Custodial, and Advisory Fees

Fiduciary, custodial, and advisory fees consist primarily of portfolio and partnership management
fees. Portfolio management fees are received quarterly, and are recognized as earned when payments
are received. Partnership management fees are received quarterly, but are recognized as earned on a
pro rata basis over the life of the partnership.

Income Taxes

The Company is included in the consolidated federal return with SMHG and computes its respective
tax attributes on a separate company basis.

Deferred income taxes are provided utilizing the asset and liability method, whereby deferred
income tax assets or liabilities are recognized for the tax consequences in future years of differences
in the tax bases of assets and liabilities and their financial reporting amounts based on enacted tax
laws and statutory tax rates applicable to the periods in which the differences are expected to affect
taxable income. Valuation allowances are established when necessary to reduce deferred tax assets to
the amount expected to be realized.

Recent Accounting Pronouncements

In December 2004, the FASB 1issued SFAS No. 123, Share-Based Payment (Revised 2004).
SFAS 123R establishes standards for the accounting for transactions in which an entity (1) exchanges
its equity instruments for goods or services, or (i) incurs liabilities in exchange for goods or services
that are based on the fair value of the entity’s equity instruments or that may be settled by the

8 {Continued)
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SANDERS MORRIS HARRIS INC.
Notes to Consolidated Financial Statements
December 31, 2004 and 2003

issuance of the equity instruments. SFAS 123R eliminates the ability to account for stock-based
compensation using APB 25 and requires that such transactions be recognized as compensation cost
in the income statement based on their fair values on the date of the grant. SFAS 123R is effective
for the Company on July 1, 2005. The Company will transition to fair value based accounting for
stock-based compensation using a modified version of prospective application (modified prospective
application). Under modified prospective application, as it is applicable to the Company, SFAS 123R
applies to new awards and to awards modified, repurchased, or cancelled after July 1, 2005.
Additionally, compensation cost for the portion of awards for which the requisite service has not
been rendered (generally referring to nonvested awards) that are outstanding as of July 1, 2005 must
be recognized as the remaining requisite service is rendered during the period of and/or the periods
after the adoption of SFAS 123R. The attribution of compensation cost for those earlier awards will
be based on the same method and on the same grant-date fair values previously determined for the
pro forma disclosures required for companies that did not adopt the fair value accounting method for
stock-based employee compensation. Based on the stock-based compensation awards outstanding as
of December 31, 2004 for which the requisite service is not expected to be fully rendered prior to
July 1, 2005, the Company expects to recognize additional pre-tax, quarterly compensation cost of
approximately $34,000 beginning in the third quarter of 2005 as a result of the adoption of
SFAS 123R. Future levels of compensation cost recognized related to stock-based compensation
awards (including the aforementioned expected costs during the period of adoption) may be
impacted by new awards and/or modifications, repurchases and cancellations of existing awards
before and after the adoption of this standard.

Account Management Fees

Account management fees are received quarterly, but are recognized as earned on a pro rata basis
over the term of the contract and are included in commissions. :

Stock-Based Compensation

SFAS No. 148, Accounting for Stock-Based Compensation — Transition and Disclosure, was issued
in December 2002. SFAS No. 148 amends SFAS No. 123, Accounting for Stock-Based
Compensation, to provide alternative methods for transition for a voluntary change to the fair value
based method of accounting for stock-based employee compensation. In addition, SFAS No. 148
amends the disclosure requirements of SFAS No. 123 to require prominent disclosures in both
annual and interim financial statements about the method of accounting for stock-based employee
compensation and the effect of the method used on reported results. The Company has adopted the
disclosure provisions included in SFAS No. 148 in the notes to the financial statements contained
herein.

The Company applies the intrinsic value-based method of accounting prescribed by Accounting
Principles Board Opinion No. 25, Accounting for Stock Issued to Employees, and related
interpretations including FASB Interpretation No. 44, Accounting for Certain Transactions involving
Stock Compensation an Interpretation of APB Opinion No. 25, issued in March 2000, to account for
its fixed-plan stock options. Under this method, compensation expense is recorded on the date of
grant only if the current market price of the underlying stock exceeded the exercise price.

9 (Continued)
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SANDERS MORRIS HARRIS INC.
Notes to Consolidated Financial Statements

December 31, 2804 and 2003

The following table illustrates the effect on net income for the years ended December 31, 2004 and
2003, as if the Company had applied the fair value recognition provisions of SFAS No. 123 as
amended by SFAS No. 148 (in thousands):

2004 2003
Net income $ 11,195 9,956
Deduct total stock based compensation expense
determined under the fair value based method
for all awards, net of related tax effects (215) (384)
Pro-forma net income $ 10,980 9,572

Fair Value of Financial Instruments

Substantially all of the Company’s financial assets and liabilities are carried at fair value or estimated
fair value or at amounts which, because of their short-term nature, approximate fair value.

Reclassifications

Certain reclassifications have been made to the 2003 consolidated financial statements to conform
them with the 2004 presentation.

Use of Estimates

The preparation of consolidated 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 amounts of assets and liabilities and disclosure of contingent
assets and liabilities at the date of the consolidated financial statements and the reported amounts of
revenues and expenses during the reporting period. Actual results could differ from those estimates.

Risks and Uncertainties

The Company owns securities that are valued at estimated fair values or quoted market values at the
consolidated statement of financial condition date. As a result of changes in market and other
conditions, it is at least reasonably possible that changes to the values of securities could occur in the
short term and be material to the Company’s consolidated financial statements.

10 (Continued)
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SANDERS MORRIS HARRIS INC.
Notes to Consolidated Financial Statements
December 31, 2004 and 2003

Receivables

The receivables balance at December 31, 2004 and 2003 consists of the following (in thousands):

2004 2003

Notes receivable:

Nonaffiliates $ 1,034 871

Employees and executives 4,187 3,232

Other affiliates 931 974
Receivable from affiliated limited partnerships 1,340 2,155
Receivable from other affiliates 423 310
Receivable from broker-dealers 412 522
Receivable from investment banking - customers 3,511 2,031
Allowances for bad debts (476) (400)

$ 11,362 9,695

Notes receivable from nonaffiliates consist of uncollateralized promissory notes from unrelated companies.
The notes bear interest at various rates up to 8% and mature between 2005 and 2007.

Notes receivable from employees and executives consist of non-interest bearing loans provided to certain
executives and employees of the Company in the form of cash and SMHG common stock issued under the
Company’s 1998 Incentive Plan (the Incentive Plan) (see notes 10 and 12). Notes receivable issued to
employees and executives for SMHG stock totaled $1.7 million and $1.2 million during 2004 and 2003,
respectively, and vest over a three-year period. The notes have tiered maturities from 2005 through 2006
and are structured to be incentives for the employees to remain at the Company. As each maturity date is
reached, a portion of the notes and applicable interest is forgiven if the employee remains employed by the
Company. If employment is terminated, the remaining unforgiven balance is due and payable by the
former employee. Such forgiveness is recorded as employee compensation and benefits in the consolidated
statements of income.

Notes receivable from other affiliates consist of non-interest bearing loans provided to independent brokers
in the form of cash and SMHG common stock issued under the Incentive Plan. The original consideration
paid under the notes totaled $1.0 million and $858,000 during 2004 and 2003, respectively, and additional
consideration will be paid based on gross revenue generated by the brokers. The notes issued in the form of
cash are forgiven in equal monthly increments generally over a four-year period if the groups of brokers
meet certain specified performance measures and remain agents of the Company. If employment is
terminated, the remaining unforgiven balance is due and payable by the former employee.

Receivable from affiliated limited partnerships are primarily for management fees.

Receivables from investment banking customers consist of investment banking fees earned and related
reimbursable expenses incurred.

11 (Continued)
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SANDERS MORRIS HARRIS INC.

Notes to Consolidated Financial Statements

December 31, 2004 and 2003

Securities Owned and Securities Sold, Not Yet Purchased

Securities owned and securities sold, not yet purchased, at December 31, 2004 and 2003 consist of the

following, at fair and estimated fair value (in thousands):

Marketable:
U.S. government and agency $
Corporate stocks
Corporate bonds

Not readily marketable:
Limited partnerships
Warrants
Equities and options

2003

Sold, not yet

Sold, not yet

Owned purchased Owned purchased
10,039 6,333 3,494 —
3,305 15 435 255
7,168 — — —-
20,512 6,348 3,929 255
8,890 — 10,654 —
8,100 — 4,601 —

922 — 2,324 —
17,912 — 17,579 —
38,424 6,348 21,508 255

The investments in limited partnerships represent general partner interests in private investment
partnerships which account for their investments at estimated fair value. These general partner interests,
which are accounted for using the equity method, consist of ownership in the following private investment
partnerships: Environmental Opportunities Fund, L.P.; Environmental Opportunities Fund II, L.P,;
Environmental Opportunities Fund II (Institutional), L.P.; Corporate Opportunities Fund, L.P.; Corporate
Opportunities Fund (Institutional), L.P.; Sanders Opportunity Fund, L.P.; Sanders Opportunity Fund
(Institutional), L.P.; Life Sciences Opportunity Fund, L.P.; Life Sciences Opportunity Fund (Institutional),
L.P.; Life Sciences Opportunity Fund II, L.P.; Life Sciences Opportunity Fund (Institutional) II, L.P. and
SMH Private Equity Group I, L.P. A summary of the combined results of operations and combined net
assets of the limited partnerships is as follows for the years ended December 31, 2004 and 2003 (in

thousands):

12
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SANDERS MORRIS HARRIS INC.
Notes to Consolidated Financial Statements

December 31, 2004 and 2003

2004 2003
Combined results of operations: :
Net investment loss h) (2,653) (592)
Change in unrealized (loss) gain on investments (6,819) 5,251
Realized gain on investments 14,273 23,448
Increase in partners’ capital resulting
from operations $ 4,801 28,107
Combined total assets $ 161,538 163,384
Combined total liabilities : 1,354 5,890
Combined net assets $ 160,184 157,494

(5) Leaseheld Improvements, Furniture, and Equipment

Leasehold improvements, furniture, and equipment consist of the following at December 31, 2004 and
2003 (in thousands):

2004 2003
Estimated Estimated
useful life useful life
in years in years
Leasehold improvements [-10 5 4,351 5-11 $ 1,850
Furniture and fixtures 7 2,226 7 1,592
Office equipment 5 4,611 5 3,396
11,188 6,838
Accumulated depreciation N
and amortization (4,020) (2,956)
Leasehold
improvements,
furniture, and
equipment, net b 7,168 $ 3,882

(6) Income Taxes

The provision for income taxes was composed of the following for the years ended December 3 1, 2004 and
2003 (in thousands):

2004 2003
Current $ 6,464 5,512
Deferred 1,128 945
Provision for income taxes $ 7,592 6,457
13 (Continued)



SANDERS MORRIS HARRIS INC.
Notes to Consolidated Financial Statements

December 31, 2004 and 2003

The following table reconciles federal income taxes computed at the statutory rate with income tax expense
as reported for the years ended December 31, 2004 and 2003 (in thousands):

2004 2003
Expected federal tax at statutory rate of 35% for 2004
and 34% for 2003 $ 6,575 5,580
State taxes 939 821
Other 78 56
Provision for income taxes $ 7,592 6,457

The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and
deferred tax liabilities at December 31, 2004 and 2003 are presented below (in thousands):

2004 2003
Deferred tax assets:
Excess of tax over book basis in limited partnership
investments $ 1,205 231
Deferred compensation 314 71
Fund manager carried interest 238 1,351
Other 288 359
Total gross deferred tax assets 2,045 2,012
Deferred tax Habilities:
Unrealized gain on securities owned (2,973) (1,638)
Excess of book basis over tax basis in fixed assets (16) (121)
Other (10) (79)
Total gross deferred tax liabilities (2,999) (1,838)
Net deferred tax (liability) asset § (954) 174

There was no valuation allowance for deferred tax assets as of December 31, 2004 and 2003. In assessing
the realizability of deferred tax assets, management considers whether it is more likely than not that some
portion or all of the deferred tax assets will not be realized. The ultimate realization of deferred tax assets
is dependent upon the generation of future taxable income during the periods in which those temporary
differences become deductible. Management considers the scheduled reversal of deferred tax liabilities,
projected future taxable income, and tax planning strategies in making this assessment. Based upon the
level of historical taxable income and projections for future taxable income over the periods which the
deferred tax assets are deductible, management believes it is more likely than not that the Company will
realize the benefits of these deductible differences at December 31, 2004 and 2003.

14 (Continued)
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SANDERS MORRIS HARRIS INC.
Notes to Consolidated Financial Statements

December 31, 2004 and 2003

Concentrations of Risk

In the normal course of business, the Company enters into securities sales transactions as principal. If the
securities subject to such transactions are not in the possession of the Company, the Company is subject to
risk of loss if it must acquire the security on the open market at a price that exceeds the contract amount of
the transaction. ‘

The Company executes, as agent, securities transactions on behalf of its customers. If either the customer
or a counterparty fails to perform, the Company may be required to discharge the obligations of the
nonperforming party. In such circumstances, the Company may sustain a loss if the market value of the
security is different from the contract value of the transaction. The Company’s customer security
transactions are transacted on either a cash or margin basis. In margin transactions, the customer is
extended credit by the clearing broker, subject to various regulatory margin requirements, collateralized by
cash and securities in the customer’s account. In connection with these activities, the Company executes

customer transactions with the clearing broker involving the sale of securities not yet purchased (short

sales). In the event the customer fails to satisfy its obligation, the Company may be required to purchase
financial instruments at prevailing market prices in order to fulfill the customer’s obligations.

As an introducing securities broker and dealer, the Company is engaged in various trading and brokerage
activities involving securities of various industries. A substantial portion of the Company’s transactions
involve securities relating to the environmental industry. Accordingly, the overall economic impact of
environmental industry trends could directly impact the Company’s ability to maintain current trading
activity levels.

The Company’s policy is to monitor its market exposure, customer risk, and counterparty risk through the
use of a variety of credit exposure reporting and control procedures, including marking-to-market
securities, and any related collateral as well as requiring adjustments of collateral levels as necessary. In
addition, the Company has a policy of reviewing, as considered necessary, the credit standing of each
counterparty and customer with which it conducts business. ’

15 (Continued)



C)

®

SANDERS MORRIS HARRIS INC.
Notes to Consolidated Financial Statements
December 31, 2004 and 2003

Commitments and Contingencies

- The Company leases office space under noncancelable operating leases that expire by 2014 and provide for

base annual rentals and additional rentals based on the lessor’s operating expenses for the year. Rental
expense for the years ended December 31, 2004 and 2003 totaled $4.0 million and $3.0 million,
respectively. Future minimum rentals approximate {in thousands):

Amount
Year ending:
2005 $ 3,760
2006 3,718
2007 3,342
2008 2,342
2009 2,471
Thereafter 9,546
Total minimum rental
payments $ 25,179

In the normal course of business, the Company enters into underwriting commitments. There were no firm
underwriting commitments open at December 31, 2004 and 2003.

The Company has issued a letter of credit in the amount of $1.5 million to the owner of one of the offices
that we lease to secure payment of our lease obligation for that facility. The letter of credit is secured by
securities owned in the amount of $1.5 million.

The Company is a defendant in certain litigation incidental to its securities and underwriting business.
Management of the Company, after consultation with outside legal counsel, believes that the resolution of
these lawsuits will not result in any material adverse effect on the Company’s consolidated financial
position, results of operations, or cash flows.

Related-Party Transactions

Pinnacle Trust Co. (PMT), an affiliate, paid $8,000 and $16,000 to the Company for telephone, delivery-
and quotation service costs during 2004 and 2003, respectively, which are recorded as offsets to
occupancy, compensation, and communications expenses.

The Company earned fees of $1.4 million and $1.7 million through sales of annuity products from HWG
Insurance Agency, Inc. during 2004 and 2003, respectively. The sole shareholder of HWG Insurance
Agency is an employee of the Company.

In conjunction with their employment, certain employees and groups of independent brokers of the
Company were granted restricted common shares of SMHG under the Incentive Plan (see note 10). The
value of the shares will be expensed by the Company over the three-year vesting period. In the event that
employment or affiliation with the company is terminated, all unvested shares will be forfeited. During
2004 and 2003, the value of SMHG common stock granted to Company employees aggregated
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$2.0 million and $51,000, respectively. The unamortized portions of the grants are reported in other assets
and amount to $1.6 million and $627,000 at December 31, 2004 and 2003, respectively.

Receivable from (payable to) SMHG for income taxes, expense reimbursements, issuance of SMHG
common stock-to Company employees, as discussed above, and in note 3 and other cash advances was
$2.8 million and ($3.5 million) at December 31, 2004 and 2003, respectively.

During 2004, the Company eamned private placement commissions of approximately $824,000 from its role
in raising capital for a client, which is majority owned by two directors of SMHG.

During 2001, the Company formed PTC — Houston Management, L.P. (the Partnership) to secure financing
for a new proton beam therapy cancer treatment center to be constructed in Houston. An advisory director
of SMHG and his family are the principal owners of an entity that is a 50% owner of the Partnership. Net
operating income recognized by the Partnership totaled $1.6 million and $414,000 during 2004 and 2003,
respectively, of which 50%, or $782,000 and $207,000 in 2004 and 2003, respectively, was attributable to
the Company and the advisory director-owned entity.

Stock Options

SMHG adopted the Incentive Plan in which SMHG may issue incentive awards to employees of the
Company covering an aggregate of the greater of: (1) 4,000,000 shares of Common Stock, or (2) 25% of
the number of shares of Common Stock issued and outstanding on the last day of the then-preceding
calendar quarter.

Typically, a portion of the Incentive Plan options vests upon grant and the remainder vests on subsequent
anniversary dates of the grant. All options have been granted at fixed prices that equal the market price of
SMHG’s common stock on the grant date. Any excess of the market price on the grant date over the
exercise price is recognized as compensation expense in the accompanying consolidated financial
statements. No such compensation expense was recognized in 2004 or 2003.

The following table sets forth information regarding the SMHG stock options for Company employees for
the years ended December 31, 2004 and 2003:

Weighted Weighted
average average
Shares exercise price fair value
Outstanding, December 31, 2002 984,600 §$ 4.90
Granted — —  $ —
Exercised (193,225) 4.61
Canceled/forfeited (60,750) 5.41
Outstanding, December 31, 2003 730,625 4.93
Granted 82,500 1233 % 4.02
Exercised (103,332) 4.85
Outstanding, December 31, 2004 709,793 5.80
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The foliowing table summarizes information related to SMHG stock options outstanding and exercisable
for Company employees at December 31, 2004:

S\ Weighted Weighted Number Weighted
Range of average average exercisable average
exercise Number remaining exercise December 31, exercise
price outstanding contract life price 2004 price
$ 444-6.04 627,293 422 % 4.94 579,793 § 4.91
12.02 — 14.09 82,500 9.37 12.33 20,625 12.33
4.44-14.09 709,793 4.82 5.80 600,418 5.17

The following table summarizes information related to SMHG stock options outstanding and exercisable
for Company employees at December 31, 2003:

Weighted Weighted Number Weighted
Range of average average exercisable average
exercise Number remaining exercise December 31, exercise
price outstanding contract life price 2003 price
$ 444-6.04 730,625 546 $ 4.93 645,625 § 4.88

The fair value of each stock option granted is estimated on the date of grant using the Black-Scholes option
pricing model with the following weighted average assumptions: dividend yield of 1.09% to 2.06%;
risk-free interest rates ranging from 1.69% to 4.40%; the expected life of options is 7 to 10 years; and
volatility ranging from 17.28% to 108.7%.

(11) Benefit Plans

The Company’s employees participate in the SMHG 401(k) plan There were no Company matchmg
contributions during 2004 and 2003.

(12) Deferred Compensation Plans

As part of certain underwriting agreements with its customers, the Company is awarded warrants, options,
or equities, which it contributes to a deferred compensation plan with key executives and employees. The
Company is contractually obligated to pay all proceeds, if any, to these key executives and employees,
from the exercise or sale of such securities. Securities valued at $636,000 and $183,000 at December 31,
2004 and 2003, respectively, are included in securities owned in the accompanying consolidated statements
of financial condition, which correspond to deferred compensation liabilities under the plan.

18 (Continued)



(13)

14

1s)

SANDERS MORRIS HARRIS INC.
Notes to Consolidated Financial Statements

December 31, 2004 and 2003

Net Capital Requirements

The Company is subject to the Securities and Exchange Commission Uniform Net Capital Rule
(SEC Rule 15c3-1), which requires the maintenance of minimum net capital and requires that the ratio of
aggregate indebtedness to net capital, both as defined, shall not exceed 15 to 1. At December 31, 2004, the
Company had net capital, as defined, of $18.2 million, which was $17.3 million in excess of the required
minimum net capital of $862,000. The Company’s aggregate indebtedness to net capital ratio was 0.71 to 1
at December 31, 2004. ,

Subordinated Liabilities

The Company had nc subordinated liabilities during the years ended December 31, 2004 and 2003.
Therefore, the statement of changes in liabilities subordinated to claims of general creditors has not been
presented.

Exemptien From Rule 15¢3-3

The Company claims the exemptive provisions of SEC Rule 15¢3-3 under paragraph (k)(2)(ii). Under this
exemption, the “Computation for Determination of Reserve Requirements” and “Information Relating to
the Possession or Control Requirements” are not required.
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KPMG LLP
700 Louisiana Street
Houston, TX 77002

Independent Auditors’ Report
on Internal Control Required by SEC Rule 17a-5

The Board of Directors
Sanders Morris Harris Inc.:

In planning and performing our audit of the consolidated financial statements and supplemental schedule
of Sanders Morris Harris Inc. (the Company) and subsidiaries for the years ended December 31, 2004 and
2003, 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 consolidated 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 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 control 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
conformity 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.

Because of inherent limitations in internal control or the practiceé and procedures referred to above, errors
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.
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Our consideration of intemal 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 procedures 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, 2004 and 2003 to meet the SEC’s objectives.

This report is intended sclely for the information and use of the board of directors, management, the SEC,
the National Association of Securities Dealers, Inc. and other regulatory agencies which rely on
Rule 17a-5(g) under the Securities Exchange Act of 1934 in their regulation of registered broker dealers,
and is not intended to be, and should not be used by anyone other than these specified parties.

KPrc P

February 25, 2005
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Schedule
SANDERS MORRIS HARRIS INC. _
Computation of Consolidated Net Capital Under Rule 15¢3-1
of the Securities and Exchange Commission
December 31, 2004
(Dellars in thousands)
Net capital:
Total stockholder’s equity per the accompanying financial statements $ 85,877
Other allowable credits 9,142
95,019
Nonallowable assets:
Nonaliowable receivables ' 10,950
Leasehold improvements, furniture, and equipment, net 7,168
Goodwill 29,696
Not readily marketable securities 17,912
Receivable from Parent 2,821
Other nonallowable assets 5,409
Total nonallowable assets 73,956
Net capital before haircuts on securities positions 21,063
Haircuts on securities positions (2,903)
Net capital $ 18,160
Aggregate indebtedness:
Payable to broker dealers $ 12
Accounts payable and other accrued liabilities 3,377
Sales commissions and bonuses payable 9,542
Total aggregate indebtedness $ 12,931
Ratio of aggregate indebtedness to net capital 0.71
Computation of basic net capital requirement:
Minimum net capital required (greater of 6-2/3% of aggregate
indebtedness or $250) $ 862
Excess net capital 17,298
Note: Computed regulatory net capital and aggregate indebtedness differ from that disclosed in the
FOCUS report filed under X-17A-5 on January 26, 2005 as follows:
Aggregate
Net capital indebtedness
Per FOCUS report $ 19,078 11,720
Post-closing adjustments, net (918) 1,211

Per above $ 18,160 12,931

See accompanying independent auditors’ report.
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