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OATH OR AFFIRMATION

I, Trent Davis, swear (or affirm) that, to the best of my knowledge and belief the accompanying financial
statement and supporting schedules pertaining to the firn of Paulson Investment Company, Inc., as of
December 31, 2005, are true and correct. I further swear (or affirm) that neither the company nor any partner,
proprietor, principal officer or director has any proprietary interest in any account classified solely as that of a
customer.
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(a) Facing page.

(b) Statement of Financial Condition.

(c) Statement of Income (Loss).

{d) Statement of Cash Flows,

(e) Statement of Changes in Stockholders' Equity or Partners' or Sole Proprietor's Capital.

(f) Staternent of Changes in Liabilities Subordinated to Claims of Creditors.

(g) Computation of Net Capital

(k) 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.

(1) A Reconciliation, including appropriate explanation of the Computation of Net Capital Under Rule 15¢3-1 and the
Computation for Determination of the Reserve Requirements Under Exhibit A of Rule 15¢3-3.

(k) A Reconciliation between the audited and unaudited Statements of Financial Condition with respect to methods of con-
solidation.

{I) An Oath or Affirmation.

(m) A copy of the SIPC Supplemental Report.

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

(o) Independent Auditor’s Report on Internal Control
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**For conditions of confidential treatment of certain portions of this filing, see section 240.17a-5(e)(3).




McGladrey & Pullen

Certified Public Accountants

independent Auditor's Report

To the Board of Directors
Paulson Investment Company, inc.
Portiand, Oregon

We have audited the accompanying statement of financial condition of Pauison investment Company, Inc. as of
December 31, 2005, and the related statements of operations, changes in stockholder's equity and cash flows for the
year then ended that you are fiing 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 audit.

We conducted our auditin 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 audilincludes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit aiso 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 audit provides 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 Paulson Investment Company, Inc. as of December 31, 2005, and the results of its operations and its cash flows
for the year 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 contained in Schedules |, Il and Hll is 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.
/?4.%47 / Aty L L

Chicago, Hllinois
February 20, 2006

McGladrey & Pullen, LLP is a member firm of RSM International -
an affiliation of separate and independent legal entities.




Paulson Investment Company, Inc.

Statement of Financial Condition
December 31, 2005

Assets

Cash and cash equivalents $ 128,223
Trading and investment securities 33,960,372
Underwriter warrants, at estimated fair value 6,275,000
Receivable from correspondent broker-dealer 12,608,491
Receivables from and advances to noncustomers 1,132,389
Other assets ' 623,467

Total assets $ 54727942

Liabilities and Stockholder’s Equity

Accounts payable and accrued expenses - $ 3,324,505
Securities sold, not yet purchased, at market value 23,033
Payable to corespondent broker-dealer 3,182,347
Deferred income taxes 5,570,000
Current income taxes payable to parent 2,499,571

Total liabilities 14,599 456

Commitments and Contingent Liabilities

Stockholder's Equity
Preferred stock, no par value; authorized 500,000 shares;
no shares issued and outstanding
Common stock, no par value; authorized 1,000,000

shares; issued and outstanding 400,100 shares 2,024,039
Receivable from parent (7,612,309)
Retained earnings 45,716,756
Total stockholder's equity 40,128,486

Total liabilities and stockholder's equity $ 54727942

The accompanying noles are an integral part of these financial statements.




Paulson Investment Company, Inc.

Notes to Financial Statements

Note 1. Nature of Business and Significant Accounting Policies

Paulson Investment Company, Inc. {the Company), a wholly-owned subsidiary of Paulson Capital Corp. {the Parent},
is an Oregon corporation and a registered broker-dealer in securities under the Securities and Exchange Act of 1934
and is a member of the National Association of Security Dealers (NASD). The Company renders broker-dealer
services in securities on both an agency and principal basis 10 its customers who are fully introduced to National
Financial Services, LLC (NFS), a Fidelity Investments Company. The Company also acts as a lead or participating
underwriter for securities offerings.

The Company operates under the provisions of paragraph (k)(2){ii) of rule 15¢3-3 of the Securilies and Exchange Act
of 1934 and, accordingly, is exempl from the remaining provisions of that rule. Essentially, the requirements of
paragraph {k)(2){ii) provide that the Company clear all transactions on behalf of customers on a fully disclosed basis
with a clearing broker-dealer and promptly transmit afl customer funds and securities to the clearing broker-dealer.
The clearing broker-dealer carries alf of the accounts of the customers and maintains and preserves all retated books
and records as are customarily kept by a clearing broker-dealer.

Significant accounting policies are as follows.

Use of estimates: The preparation of financial statements in conformity with generally accepted accounting principles
requires management {o make estimates and assumptions that affect the reported amounts of assels, liabilities and
disclosures of contingent assets and liabilifies at the date of the financial statements and the reported amounts of
revenues and expenses during the reporting period. The Company's estimates regarding the fair market value of not
readily markelable securities are significant estimates and these estimates could change in the near term. Actual
results could differ from those estimates.

Security transactions: Security transactions and related revenue are recorded on a trade date basis. Manager’s fees,
underwriter's fees, and other underwsiting revenues are recognized at the time the underwriting is completed. Tax
shelter revenue is recognized at the time individual tax shelter units are sold. Revenue from the receipt of underwriter
warants, received in corporate finance transactions, is recognized on the date the warrants are received based on
the estimated fair value of the securities received as estimaled using the Black-Scholes option-pricing model.

Marketable securities are valued at fair market value, and securities not readily marketable are valued at fair value as
determined by management. The fair value of not readily marketable securities is estimated by management using
available information including the following: quoted market prices of similar securities (i.e., unrestricted shares of the
same company); price of recent known trades of the same or similar securities; the cost of the security if recently
purchased adjusted for changes in the financial condition of the issuer; all other information available from review of
available documents related to the issuer or discussions with management of the issuer. Changes in the value of
these securities are reflected cumrently in the results of operations.

Underwriter warrants are valued al estimated fair value using the Black-Scholes option-pricing mode, taking into
account the exercise price, remaining life of the warrant, the cumrent price of the underlying stock and its expected
volatility, expected dividends on the stock and the risk-free interest rate for the remaining term of the warrant.
Changes in the estimated fair vaiue of these underwriter wamants are reflected curmently in the results of operations.

Fair value of financial instruments: The carrying amounts reflected in the financial statements for cash and cash
equivalents, receivables and payables approximate their respective fair values due fo the short-lerm nature of these
items. The fair values of securities owned and securities sold, not yet purchased are equal to the carrying value.
Changes in the markel value of these securities are reflected currently in the results of operations for the year.




Paulson Investment Company, Inc.

Notes to Financial Statements

Note 1. Nature of Business and Significant Accounting Policies (continued)

Income taxes: The Company's taxable income or loss is included in the consolidaled federal income tax retumns of
the Parent. The Parent allocates income tax expense or benefit to the Company based upon its contribution to
taxabie income or loss as if the Company were fifing a separate return.

Income taxes are accounted for under the same asset and liability method. Deferred tax assets and liabilities are
recognized for the estimated future tax consequences attributable to differences between the financial statement
carrying amounts of existing assets and liabiliies and their respective tax bases and operating Joss and tax credit
carryforwards. Deferred tax assets and liabifities are measured using enacted tax rates in effect for the year in which
those temporary differences are expected to be recovered or settied. The effect on deferred tax assets and liabilities
of a change in tax rates is recognized in income in the period that includes the enactment date.

Cash and cash equivalents: Cash and cash equivalents include cash on hand, cash on deposit with banks, and
highty liquid debt instruments with a maturity of three months or less when purchased.

Balances maintained within accounts on deposit with banks, at times, may exceed federally insured fimits. The
Company has not experienced any losses in such accounts.

Note 2, Receivable from and Payable to Correspondent Broker-Dealer

The Company introduces ali customer transactions in securities traded on U.S. securities markets to NFS on a fully-
disclosed basis. The agreement between the Company and its clearing broker provides that the Company is
obligated to assume any exposure related 1o nonperformance by customers or counterparties. The Company
manitors clearance and seftlement of all customer transactions on a daily basis. The exposure to credit risk
associated with the nonperformance of customers and counterparties in fufiling their contractual obligations
pursuant {o these securities transactions can be directly impacted by volatile trading markets which may impair the
customer's or counterparty's ability to satisfy their obligations to the Company. In the event of nonperformance, the
Company may be required to purchase or sell financial instruments at unfavorable market prices resulting in a loss.
Management does not anticipate significant nonperformance by customers and counterparties in the above
situations.

In addition to the clearing services provided, NFS also loans money to the Company fo finance trading accounts.
Note 3. Receivables from and Advances to Noncustomers
Receivables from and advances to noncustomers consist of the following:

Officers $ 37431
Employees 99,108
independent brokers 16,756
Other 979,034

$ 1,432,389

Employee receivables refate principally to advances and expenses in excess of commission earnings and inventory
losses charged to the Company’s employees and registered representatives. Other receivables are primarily related
fo commissions receivable, amounts advanced to companies involved in potential underwriting transactions, and
amounts receivable from insurance companies as reimbursement for insured losses. An aflowance is recorded for
specific amounts when they are determined by management to be uncoilectible.



Paulson Investment Company, Inc.

Notes to Financial Statements

Note 4. Trading and Investment Securities and Securities Sold, Not Yet Purchased

At December 31, 2005 trading and investment secunfies and securities sold, not yet purchased, at market values or
estimated fair value if not readily marketable, are as follows:

Sold,
Not Yet
Owned Purchased
State and municipal govemment obligations $ 5007 § -
Corporate warrants 1,757,900 -
Carporate equities 32,197 465 23,033

$ 33960372 % 23033

As a securities broker-dealer, the Company is engaged in various securities trading and brokerage aclivities as
principal. In the normal course of business, the Company has sold securities that is does not currently own and will
therefore be obligated to purchase such securities at a future date. The Company has recorded this obligation in the
financial statements at the December 31, 2005 market value of the related securilies and will incur a trading loss on
the securities if the market price increases and a trading gain if the market price decreases subsequent lo
December 31, 2005.

included in trading and investment securities are certain securities which are not readily markelable. Securities not
readily marketable include investment securities {a) for which there is no market on a secunities 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 (c) that cannot be offered or sold because of other arrangements, restrictions, or
conditions applicable to the securities or to the Company. At December 31, 2005, these securilies consist of
corporate stocks and warrants at estimated fair values of approximately $4,186,064.

Note 5. Underwriter Warrants

The estimated fair value of warrants is delermined by management using the Black-Scholes option-pricing model,
taking into account the exercise price, remaining contractual life of the warrant, the current price of the underlying
stock and its expected volatility, expected dividends on the stock and the risk-free interest rate for the remaining term
of the warrant. The wamants generally have a five-year expiration date and vest immediately. The warrants are
generally subject to a restriction period of six months to one-year in which the Company cannot exercise the
warrants. The expected volatility faclors were delermined using historical volatility of the underlying stock if available
and historical volatility of a peer group if volatifity for the underlying stock is not available.
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Pautson Investment Company, Inc.

Notes to Financial Statements

Note 5. Underwriter Warrants (continued)

The following table summarizes activity in underwriter wamants:
Estimated fair value at January 1, 2005

Wanmants received, net of employee compensalion

Warranis exercised or expired
Unrealized depreciation in estimated value

Estimated fair value at December 31; 2005

Note 6. Income Taxes

$ 9418,000
1473169
(3,300,090}
(1,314,079

$ 6275000

Income tax expense for the year ended December 31, 2005, differs from the amount calculated at the federal

statutory rate, as follows:

Federal income tax expense at the statutory rale

State and local income tax expense, net of federal tax benefit
Permanent differences and other

Decrease in valuation allowance on net deferred tax asset

The Company’s net deferred lax asset {liability) consists of the following:

Prepaid expenses

Accrued expenses

Unrealized gain on securities

State net operating loss carryforwards and credils
Net deferred tax liability, before vatuation allowance
Valuation allowance

Net deferred tax liability

$ 4,199,000
473,000
(132,000)
(104,000)

$ 4436000

$  (172,000)
224,000
(5,639,000)
62,000

(5,525,000)
(45,000)

$ (5,570,000

The Company has recorded a valuation allowance in the amount of $45,000, for certain state net operating losses,
based upon management's assessment that it is more likely than not that a portion of the deferred tax assets will not
be realized. The change in the valuation allowance was recorded in the fourth quarter of 2005. Management will
continue to review the net deferred tax asset and may adjust the valuation allowance in future periods based upon

their assessment.
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Paulson Investment Company, Inc.

Notes to Financial Statements

Note 7. Profit-Sharing Plan

Retirement benefits for employees who have completed certain service requirements, are provided by a defined
contribution profit-sharing plan. The Company contributed approximalely $605,000 to the plan for the year ended
December 31, 2005.

Note 8. Related Party Transactions

The Company incurred charges of $360,000 from its Parent for management and computer services during the year
ended December 31, 2005. The Company alse advances funds fo its Parent in the normal course of business.

During the year ended December 31, 2005, the Company paid approximately $408,000 of legal costs on behalf of its
officers and employees.

Note 9. Leases

The Company leases office space under the terms of various non-cancelable operating leases. The future minimum
payments, by year and in aggregate, required for leases with initial or remaining terms of one year or more consist of
the following:

Years ending December 31:

2006 $ 516,509
2007 533,753
2008 538,800
2003 301,572
2010 117,456

$ 2008090

Occupancy expense for all operating leases amounted to $605,468 in 2005.

Note10.  Contingencies

The Company has been named by individuals in certain legal actions, some of which claim state and federal
securifies law violations and claim principal and punitive damages. Included in the financial statements is an accrual
for $833,000 for settiements agreed to near and subsequent {o the Company’s year-end. As preliminary hearings and
discovery in the remaining cases is not complete, itis not possible to assess the degree of iability, the probability of
an unfavorable outcome or the impact on the Company's financial statements, if any. The Company's management
denies the charges in the remaining lega! actions and is vigorously defending against them. No provision for any
liabifity that may result from the remaining confingencies has been made in the financial statements.
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Paulson Investment Company, Inc.

Notes to Financial Statements

Note 11.  Net Capital Requirement

The Company is subject to the Securities and Exchange Commission Uniform Net Capital rule (SEC Rule 15¢3-1),
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 15to 1. The rule also provides ihat equity capital may not be withdrawn or
cash dividends paid if the resulting net capital ratio would exceed 10 o 1. At December 31, 2005, the Company had
net capital of $22,696,747, which was $22,308,476 in excess of its required net capital of $388,271. The Company's
net capital ratio was 0.26 10 1.

Note 12.  Concentration of Risk

The Company's trading and investment securities include investments in the common stock of the following
companies, which represent more than 10 percent of trading and investment securities at December 31, 2005:

Investment
Company Amount Percentage of Total
ICOP Digital $ 4,435,039 13.06 %
Charles and Colvard, Lid. 16,890,351 49.74 %
$ 21325390 62.80 %
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