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A LEONE, MORRISSEY, HENRIKSEN & SYNAN, P.C.

INDEPENDENT AUDITORS’ REPORT

To The Stockholders
Moors & Cabot, Inc.
111 Devonshire Street
Boston, Massachusetts

We have audited the accompanying statement of financial condition of Moors
& Cabot, Inc. (the Company) as of June 30, 2006, that you are filing
lpursuant to Rule 17a-5 of the Securities Exchange Act of 1934. This
:financial statement is the responsibility of the Company’s management. Our
| responsibility is to express an opinion on this 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
Iplan 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 control over financial reporting. Accordingly, we
express no such opinion. An audit also includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial
{statement, assessing the accounting principles used and significant
restimates made by management, as well as evaluating the overall financial
| statement presentation. We believe that our audit provides a reasonable
‘basis for our opinion.

'In our opinion, such statement of financial conditicn presents fairly, in
:all material respects, the financial position of Mocrs & Cabot, Inc., as of
‘June 30, 2006, in conformity with accounting principles generally accepted
in the United States of America.

: {
Lisonss /%z.e/..cse-;; 7 S Syniny AE,

1
¢

:Leone, Morrissey, Henriksen & Synan, P.C.

August 21, 2006

Certified Public Accountants
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MOORS & CABOT, INC.
STATEMENT OF FINANCIAL CONDITION
JUNE 30, 2006

ASSETS

Cash
Securities Owned - At Market Value
Investment in Subsidiary
Receivables: '

Brokers and Dealers

Related Parties

Employees
Secured Demand Notes Receivable

Office Equipment and Fixtures - At Cost (Less Accumulated Depreciation

and Amortization of $2,599,162)
Deferred Income Tax Credit
Prepaid Expenses, Other Assets, and Other Intangible Assets

LIABILITIES AND STOCKHOLDERS® DEFICIT

CURRENT LIABILITIES:
Securities Sold, But Not Yet Purchased - At Market Value
Accrued Commissions
Payable to Clearing Organizations
Accounts Payable and Accrued Expenses

LIABILITIES SUBORDINATED TO CLAIMS OF GENERAL CREDITORS

STOCKHOLDERS® DEFICIT:
Common Stock:
Class A (Voting), No Par Value, 12,500 Shares Authorized;
783.71 Shares Issued and Qutstanding
Class B (Nonvoting), No Par Value, 12,500 Shares Authorized;
No Shares Issued and Outstanding
Additional Paid-In Capital
Accumulated Deficit

See Notes to Financial Statements

$ 263,574
1,646,347
273,584

2,044,863
192,392
677,606

12,123,000

1,492,197
4,704,149
2,262,303
§ 25,680,015

$ 2,446
1,542,291
12,588,804
978,754
15,112,295

14,123,000

400,200

3,602,000

( 7,557,480)
( 3,555,280)
$§ 25,680,015




MOORS & CABOT, INC.
NOTES TO FINANCIAL STATEMENTS
YEAR ENDED JUNE 30, 2006

BUSINESS:

The Company - Moors & Cabot, Inc. (the Company) is a Massachusetts corporation

and a broker and dealer in securities. The Company is 87% owned by an individual
and 13% owned by M&C, Inc. M&C, Inc. is 100% owned by an individual. The

Company is engaged in buying and selling securities and other financial products
for a diverse group of investors. The Company introduces these transactions for
clearance and execution services to National Financial Services, LLC (“NFS”),
Pershing, Inc., and Bank of New York Brokerage, Inc. (“BNY”), each a New York Stock
Exchange member firm, on a fully disclosed basis. The Company’s business and
results of operations are, to a large extent, dependent on investment trends of the
United States economy.

The agreements between the Company, NFS, Pershing, Inc., and BNY provide that the
Company is obligated to assume any exposure related to nonperformance by its
customers. The Company monitors its customer activity by reviewing information it
receives from NFS, Pershing, Inc., and BNY on a daily basis, requiring customers to
deposit additional collateral or reduce positions as appropriate, and reserving for
doubtful accounts when necessary.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES:
1. Security Transactions - The Company accounts for securities transactions and
the related commission income and expense on a trade date basis.

2. Investments in Securities - Marketable securities owned and marketable
securities sold but not yet purchased (“short positions”) are carried at quoted
market values; realized gains and losses, and unrealized appreciation and
depreciation, are reflected in income. Short positions have additional off-
balance sheet market risk to the extent that there may be an unfavorable future
change in market prices and the Company has not covered the positions.

3. Syndication Revenue - Fees from syndications are recorded at the time the
underwriting is completed and the income is reasonably determinable.

4. Depreciation and Amortization - Depreciation of office equipment and fixtures
is provided using the straight-line method over their useful lives of three to
five years. Costs incurred in connection with improvements to the Company’s
leased premises have been capitalized and are being amortized over the term of
the lease using the straight-line method.

5. Income Taxes - The Company accounts for taxes under the liability method where
a deferred tax asset, or liability, is determined based on the difference
between the financial statement and tax basis of assets and liabilities as
measured by the enacted tax rates that are expected to be in effect when these
differences reverse.




MOORS & CABOT, INC.
NOTES TO FINANCIAL STATEMENTS
YEAR ENDED JUNE 30, 2006
(Continued)

B. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES: (Continued)

6.

10.

Use of 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
amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts of
revenue and expenses during the reporting period. The estimated fair value of
financial instruments is determined by reference to various market data and
valuation techniques, as appropriate. These techniques require the Company to
develop assumptions on such items as discount rates and future cash flows.
Accordingly, such fair value estimates may not necessarily be indicative of the
amounts the Company would realize upon a current market exchange. Actual
results could differ from those estimates.

Fair Value of Financial Instruments - The amounts reported in the statement of
financial condition for cash, receivables from brokers and dealers and
employees and related parties, secured demand notes receivable, payables, and
liabilities subordinated to claims of general creditors approximate fair value
because of the short maturity of these instruments. The amounts reported for
securities owned and securities sold but not yet purchased are the fair wvalue
of those instruments.

Investments in Subsidiary and Affiliates - Investments in subsidiary and
affiliates, those in which the Company owns 20% to 100% and exercises
significant influence over operating and financial policies, are accounted for
using the equity method of accounting.

Other Intangible Assets - Other intangible assets represent identifiable
intangible assets consisting of exchange interests owned by the Company that
have a carrying value of $820,000 at June 30, 2006. These

identifiable intangible assets have indefinite useful lives and are not
amortized but are tested at least annually for impairment.

Indemnifications - In the normal course of its business, the Company
indemnifies and guarantees certain service providers, such as clearing and
custody agents, trustees and administrators, against specified potential losses
in connection with their acting as an agent of, or providing services to, the
Company or its affiliates. The Company also indemnifies some clients against
potential losses incurred in the event specified third-party service providers,
including subcustodians and third-party brokers, and improperly executed
transactions. The maximum amount of future payments that the Company could be
required to make under these indemnifications cannot be estimated. However,
the Company believes that it is unlikely it will have to make material payments
under these arrangements and has not recorded any contingent liability in the
financial statements for these indemnificatiomns.




MOORS & CABOT, INC.
NCGTES TO FINANCIAL STATEMENTS
YEAR ENDED JUNE 30, 2006

(Continued)

SECURITIES OWNED AND SECURITIES SOLD, BUT NOT YET PURCHASED:
Securities owned and sold, but not yet purchased, consist of trading and investment
securities at market values as follows:

Municipal Bonds $ 1,329,547 § -
Corporate Stocks 295,326 2,446
Preferred Stocks 21,474

S 1,646,347 § 2,446

INVESTMENT IN SUBSIDIARY:

The Company is the 100% owner of Moors & Cabot Financial Advisors, LLC (MCFA, LLC),
a broker-dealer. MCFA, LLC is not a guaranteed subsidiary cf Moors & Cabot, Inc.
and accordingly, the investment is not consolidated into the earnings and net
capital of Moors & Cabot, Inc. but is accounted for under the equity method of
accounting.

RELATED PARTY TRANSACTIONS:

During the year ended June 30, 2006, The Company paid certain operating expenses
for M&C, Inc., the minority stockholder (13%) in the Company and MCFA, LLC (the
subsidiary), and was subsequently reimbursed. In addition, the company earns fees
from Moors & Mendon Capital, LLC (an affiliate). Amounts receivable from Moors &
Mendon Capital, LLC amounted to $224,570 at June 30, 2006.

Amounts receivable from M&C, Inc. and payable to MCFA, LLC amounted to $5,597 and
($37,775) at June 30, 2006, respectively. Amounts receivable from employees
amounted to $677,606 at June 30, 2006.

O0f the Company’s subordinated debt, $12,123,000 is owed to employees and other
related parties at June 30, 2006.

INVESTMENT IN AFFILIATE:

The Company has a 50% interest in Moors & Mendon Capital, LLC (“Mendon”), an
investment adviser that manages an investment partnership. This investment is
accounted for under the equity method of accounting. During the year ended June
30, 2006, the Company contributed $641,111 to Mendon and received distributions
from Mendon of $653,714.




MOORS & CABOT, INC.
NOTES TO FINANCIAL STATEMENTS
YEAR ENDED JUNE 30, 2006

(Continued)

SUBORDINATED INDEBTEDNESS:

Under the terms of the Company’s various agreements with its subordinated lenders,
such loans are subordinated to the claims of general creditors and are available to
the Company in computing net capital pursuant to Rule 15¢3-1 of the Securities and
Exchange Commission (the “Commission”). To the extent that such borrowings are
required for the Company’s continued compliance with minimum net capital
requirements, they may not be repaid.

Subordinated indebtedness at June 30, 2006, matures as follows:

Employees and other related parties - automatic annual renewal
provisions unless written notice from lenders is received:

Seven months preceding the scheduled maturity date S 123,000
Thirteen months preceding the scheduled maturity date 2,400,000
Related-party agreements - mature August 31, 2006 200,000
Revolving credit line agreement - matures May 31, 2008 2,000,000
Related-party agreement - matures June 30, 2009 1,000,000
Related-party agreement - matures April 30, 2009 1,100,000
Related-party agreement - matures January 31, 2008 400,000
Related-party agreement - matures April 30, 2008 800,000
Related-party agreement - matures July 31, 2008 600,000
Related-party agreement - matures August 31, 2008 500,000
Related-party agreement - matures September 15, 2008 300,000
Related-party agreement - matures September 30, 2008 800,000
Related-party agreement - matures October 31, 2008 500,000
Related-party agreement - matures December 31, 2008 500,000
Related-party agreement - matures January 31, 2009 700,000
Related-party agreement - matures February 28, 2009 700,000
Related-party agreement - matures March 31, 2009 900,000
Related-party agreement - matures May 31, 2009 600,000
$ 14,123,000

0f the above borrowings under the subordinated loans, $123,000 bears interest at
the prime rate (8.25% at June 30, 2006) and $12,000,000 bears interest at the prime
rate, plus 2%, but not less than 6%. One related party agrezed to waive all
interest associated with certain secured demand notes. The subordinated debt is
collateralized by secured demand notes. The demand notes are secured by cash and
securities.

The Company has a Revolving Note and Cash Subordination Agreement with a commercial
bank whereby the Company may borrow up to $2,000,000. The agreement expires on
May 31, 2008; interest is payable monthly at LIBOR (5.80% at June 30, 2006)

plus 2%. At June 30, 2006, the Company has $2,000,000 ocutstanding under this
agreement .

NET CAPITAL REQUIREMENTS:

The Company is required to maintain minimum net capital as calculated by the
Commission’s Uniform Net Capital Rule 15¢3-1 (Alternative Method). At June 30,
2006, the Company had a net capital requirement of $250,000 and net capital of
$1,245,554, resulting in excess capital of $995,554.

-6 -




MOORS & CABOT, INC.
NOTES TO FINANCIAL STATEMENTS
YEAR ENDED JUNE 30, 2006

(Continued)

LEASE COMMITMENTS:

The Company has entered into operating lease agreements for its office space and
various equipment. At June 30, 2006, minimum rental commitments under long-term
operating leases are as follows:

Year Ending June 30,:

2007 $ 1,604,897
2008 1,660,739
2009 1,740,905
2010 1,628,203
2011 1,649,525
2012 and Thereafter 4,080,113

$ 12,364,382

INCOME TAXES:

The deferred income tax credit at June 30, 2006 of $4,704,149 is derived

primarily from the anticipated future income tax benefit of net operating loss
carryforwards as well as certain income tax credits. At June 30, 2006, the Company
has Federal and state loss carryforwards of approximately $11,278,000 expiring in
the years 2024 through 2026, and 2007 through 2026, respectively.

401(k) PLAN:

The Company sponsors a defined contribution employee savings and investment plan
(the Plan). The Plan qualifies under Section 401(k) of the Internal Revenue Code
and allows eligible employees to contribute up to 15% of their annual compensation,
subject to a maximum dollar amount determined by the Internal Revenue Service.
Employees are generally eligible following the attainment of age 21. The Company
had $18,000 of expenses related to the matching contributions provisions of the
Plan during fiscal year 2006.

LITIGATION:

The Company is engaged in various legal proceedings. The Company believes it has
meritorious positions in these matters and expects to vigorously contest the
actions. Management believes, on the basis of present information and advice
received from counsel, that the effect, if any, of resolving these actions will not
be material to the financial statements taken as a whole.

CONCENTRATION OF CREDIT RISK:

The Company is engaged in various trading and brokerage activities in which
counterparties primarily include broker-dealers, banks, and other financial
institutions. In the event counterparties do not fulfill their obligatiomns, the
Company may be exposed to risk. The risk of default depends on the
creditworthiness of the counterparty or issuer of the instrument. It is the
Company’s policy to review, as necessary, the credit standing of each counterparty.




| A LEONE, MORRISSEY, HENRIKSEN & SYNAN, P.C.

INDEPENDENT AUDITORS’ REPORT ON INTERNAL CONTROL

To The Stockholders

| Moors & Cabot, Inc.
111 Devonshire Street
Boston, Massachusetts
. In planning and performing our audit of the statement of financial
condition of Moors & Cabot, Inc. (the Company) as of June 30, 2006 (on
which we issued our report dated August 21, 2006), we considered its
internal control, including control activities for safeguarding securities,
in order to determine our auditing procedures for the purpose of expressing
an opinion on the financial statements and not to provide assurance on the
Company’s internal control.

' Also, as required by Rule 17a-5(g)(l) under the Securities Exchange Act of
{1934, we have made a study of the practices and procedures (including tests
{of compliance with such practices and procedures) followed by the Company
%that we considered relevant to the objectives stated in Rule 17a-5(g) in
imaking the periodic computations of aggregate indebtedness and net capital
lunder Rule 17a-3(a)(1ll) and for determining compliance with the exemptive

i provisions of Rule 15¢3-3. We did not review the practices and procedures
i followed by the Company in making the quarterly securities examinations,
counts, verifications, and comparisons, and the recordation of differences
required by Rule 17a-13 or in complying with the requirements for prompt
payment for securities under Section 8 of Regulation T of the Board of
Governors of the Federal Reserve System, because the Company does not carry
security accounts for customers or perform custodial functions relating to
customer securities.

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 internal control and of the practices and procedures,
and to assess whether those practices and procedures can be expected to
iachieve the Securities and Exchange Commission’s (the “Commission”) 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 acquisition, 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.

Certified Public Accountants

80 Washington Street, Building K, Norwell, Massachuseits 02061 781 » 878 » 9111 FX 781 878 « 3666 www.Imhscpas.com



Because of inherent limitations in internal control or practices and
procedures referred to above, misstatements due to error or fraud may occur
and not be detected. Also, projections of any evaluation of the internal
control or of such practices or procedures to future periods are subject to
the risk that they may become inadequate because of changes in conditions
or that the degree of compliance with the practices or procedures may
deteriorate.

Our consideration of the Company’s internal control would not necessarily
disclose all matters in the Company’s 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 one or more of the internal control
components does not reduce to a relatively low level the risk that
misstatements caused by 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 the Company’s internal control and its operation (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
Commission 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 not adequate at June 30, 2006, to meet the
Commission’s objectives. As noted in the Company’s Rule 17a-11 Notice to
the Commission on August 29, 2005, the Company was not in compliance with
the minimum net capital requirements of the Commission’s Rule 15c¢3-1 omn
June 30, 2006, and thereafter as a result of a settlement subsequent to
June 30, 2005, related to a loss contingency which existed at June 30,
2006. The Company expects to cure the net capital deficiency on August 30,
2005, when capital will be increased by $800,000 following expected
approval by the New York Stock Exchange on an unrelated Subordinated Demand
Note agreement.

This report is intended solely for the information and use of the board of
directors, management, the Securities and Exchange Commission, the New York
Stock Exchange, 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.

/
Lfo’«v/c/’ /%.ex/my /}'./wx/[’.r&/ ,"éf)’a/zf{ ~C.

Leone, Morrissey, Henriksen & Synan, P.C.

August 31, 2006
Certified Public Accountants
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