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Report of Independent Auditors

To the Board of Directors and Stockholders of
C.L. King & Associates, inc. and Subsidiary

In our-opinion, the accompanying consolidated statement of financial condition presents fairly, in all
material respects, the financial position of C.L. King & Associates, Inc. and its subsidiary (the
“Company"} at December 31, 2008, in conformity with accounting principles generally accepted in the
United States of America. 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 of this statement in accordance with auditing standards generally accepted in the United States
of America, which require that we pian and perform the audit to obtain reasonable assurance about
whether the financial statement is free of material misstatement. An audit inciudes examining, on a test
basis, evidence supporting the amounts and disclosures in the statement of financial condition,
assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable
basis for our opinion.

As described in Note 9 to the consclidated statement of financial condition, the Company has had
significant transactions with related parties.

’5‘“ Cewan. %Co/a}-«g ref

February 23, 2007




C.L. King & Associates, Inc. and Subsidiary

Consolidated Statement of Financial Condition

December 31, 2006

Assets :
Cash and cash equivalents-
Restricted cash
Cash and securities segregated under federal
and other regulations
Deposits with clearing organizations
Receivables from:
Brokers, dealers and clearing organizations
Securities borrowed
Customers
Related parties
Securities owned, at market value
Property and equipment
Other assets -

Total assets

Liabilities and Stockholders’ Equity
Short-term bank loans
Payables to:
Brokers, dealers and clearing organizations
Securities loaned
Customers
Related parties
Securities sold, but not yet purchased, at market value
Accounts payable and accrued expenses

Total liabilities
Commitments and contingencies
Subordinated borrowings - related party

Stockholders' equity
Common stock; $.01 par value; authorized
500,000 shares; issued 305,000 shares
Additional paid-in capital
Retained earnings
Less: Treasury stock, at cost, 9,250 shares

Total stockholders' equity
Total liabilittes and stockholders’ equity

3 185,107
181,199

10,550,000
1,537,234

5,763,156
111,095,950
2,503,143
69,939,035
15,800,293
1,350,856
643,944

$ 219,549,917

$ 9,180,000

292,683
50,485,143
9,004,568
124,064,678
2,790,439
2,624,767

168,452,278

9,000,000

3,050
96,950

12,022,252
(24,613)

12,097,639

$219,549917_

The accompanying notes are an integral part of the consolidated statement of financial condition.
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C.L. King & Associates, Inc. and Subsidiary
Notes to Consolidated Statement of Financial Condition
December 31, 2006

1. Significant Accounting Policies

Business Operations

The consolidated statement of financial condition includes the accounts of C.L. King & Associates,
Inc. (the “Company”) and its wholly-owned subsidiary Jetco V, LLC. The Company is a securities
broker-dealer and investment advisor registered with the Securities and Exchange Commission
(SEC). The Company is engaged principally in the trading and brokerage of equity securities and
other investment products for individual and institutional custormers throughout the United States.
Jetco V, LLC was organized in 2001 pursuant to the laws of the State of New York. Through

July 2005 Jetco V, LLC owned an aircraft, its principal asset, which it operated for charter. In
August, 2005 Jetco V, LLC sold the aircraft. In December 2006 Jetco V, LLC purchased a fractional
share of an aircraft which it uses principally for business purposes.

Use of Estimates

The preparation of the staterent of financial condition 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 statement. Actual results could differ from those
estimates.

Cash and Cash Equivalents

The Company considers cash and amounts in demand deposit accounts at various financial
institutions, other than those segregated under federal and other regulations, to be cash
equivalents. ’

Securities Transactions

Proprietary securities transactions in regular-way trades are recorded on the trade date, as if they
had settied. Customers' securities and commodities transactions are reported on a settlement date
basis.

Securities owned and securities sold, but not yet purchased are comprised of United States stocks
and are valued at market value based on quoted market prices.

Resale and Repurchase Agreements

Transactions involving purchases of securities under agreements to resell or sales of securities
under agreements to repurchase are treated as collateralized financing transactions and are
recorded at their contracted resaie or repurchase amounts plus accrued interest. It is the policy of
the Company to obtain possession of collateral with a market value equal to or in excess of the
principal amount of cash loaned under resale agreements. Collateral is valued daily and the
Company may require counter parties to deposit additional collateral or return collateral pledged
when appropriate. These agreements typically mature within one week.

Securities-Lending Activities

Securities borrowed and securities loaned are recorded at the amount of cash collateral advanced
or received. Securities borrowed transactions require the Company to deposit cash or other
collateral with the lender. With respect to securities loaned, the Company receives collateral in the
form of cash or other collateral in an amount generally in excess of the market value of securities
loaned. The Company monitors the market value of securities borrowed and loaned on a daily
basis, with additional collateral obtained or refunded as necessary.




C.L. King & Associates, Inc. and Subsidiary
Notes to Consolidated Statement of Financial Condition
December 31, 2006

Collateral
The Company continues to report assets it has pledged as collateral in secured borrowings when
the secured party cannot sell or repledge the assets.

Receivables from Clearing Broker

Receivables from clearing broker represent cash balances on deposit with and securities receivabie
from the Company's clearing broker. The Company is subject to credit risk should the clearing
broker be unable to repay the balance reflected on the statement of financial condition. However,
the Company does not anticipate non-performance by this counter party.

Property and Equipment
Property and equipment are stated at cost less accumulated depreciation. Depreciation is provided
for using both straight line and accelerated methods with varying lives ranging from 3 to 10 years.

Financial Instruments

The financial instruments of the Company are reported on the statement of financial condition at
market or fair value, or at carrying amounts that approximate fair value because of the short
maturity of the instrument, except subordinated borrowings. The estimated fair value of
subordinated borrowings from the Company’s principal stockholder at December 31, 2006
approximates their carrying value based on current rates available.

Income Taxes

The Company has elected to be taxed as a Subchapter $ corporation and, therefore, is not
generally taxed at the corporate level other than for state franchise taxes. The Company's earnings
and tax credits are passed through to the stockholders.

2. Cash and Securities Segregated Under Federal and Other Regulations
Resale agreements collateralized by U.S. Government securities of $10,550,000 as of December
31, 2006 have been segregated in special reserve bank account for the exclusive benefit of
customers under Rule 15¢3-3 of the SEC.

3. Receivables from and Payables to Brokers, Dealers and Clearing Organizations

Amounts receivable from and payable to brokers, dealers and clearing organizations consist.of the
following as of December 31, 2006:

Receivables from clearing broker 3 1,858,407
Receivables from clearing organizations 2,911,514
Receivables from underwriting designations 99,643
Receivables from brokers for unsettled securities
transactions 438,716
] 5,763,156
Payables to clearing organizations $ 278,845
Payables to broker 13,838
3 292,683




C.L. King & Associates, Inc. and Subsidiary
Notes to Consolidated Statement of Financial Condition
December 31, 2006

Proprietary securities transactions are recorded on trade date, as if they had settied. The related
amounts receivable and payable for unsettled securities transactions are recorded net in
receivables from or payables to brokers, dealers and clearing organization on the statement of
financial condition.

4, Receivables from and Payables to Customers and Related Parties
Receivables from and payables to customers and related parties inctude amounts from cash and
margin transactions. Securities owned by customers and related parties are held as collateral for
the receivable balances. Such collateral is not included in the financial statement. The customer
and related party collateral amounted to $130,851,141 at market value at December 31, 2006.

5. Property and Equipment

Property and equipment consists of the following at December 31, 2006:

Furnitureffixtures $ 218,547
Office equipment 1,044,934
Leasehold improvements 907,231
Aircraft 494,000
2,664 712
Less: Accumulated depreciation {1,313,856)
Property and equipment, net 3 1,350,856

6. Short-Term Bank Loans

The short-term bank loans are obtained under four lines of credit, one $35,000,000 line of credit,
one $17,500,000 line of credit and two $15,000,000 lines of credit, ail with variable interest rates.
The interest rates on the lines are as follows: on two of the lines, it is based upon the prevailing
federal funds rate plus 1.00% (6.25% at December 31, 2006), another is based upon the effective
federal funds rate plus 1.00% (6.30% at December 31, 2006), and the fourth is based upon the
targeted federal funds rate plus 1.00% (6.31% at December 31, 2006). As of December 31, 2008,
the loans are collateralized by $27,226,904 of the Company's and certain related parties' securities
purchased on margin subject to certain regulatory formula. The Company has not separately
presented these securities on the statement of financial condition as the creditors cannot sell or
repledge the collateral. The average interest rate on these loans was 6.02% for the year ended
December 31, 2006. Total unused lines of credit amounted to $73,320,000.

Restricted cash of $181,199 at December 31, 2006 represents a compensating balance maintained
to assure future credit availability on one of the $15,000,000 lines of credit. According to the terms
of the agreement, the Company must maintain a low six figure deposit with the lending institution at
all times.




C.L. King & Associates, Inc. and Subsidiary
Notes to Consolidated Statement of Financial Condition
December 31, 2006

7. Commitments and Contingencies

The Company leases additional office space and certain office and communication equipment
under noncancelable operating leases which expire at various times through 2013. Certain leases
contain renewal options and escalating rent. Future minimum annual rentals payable are as follows:

2007 $ 490,980
2008 482,560
2009 307,932
2010 278,594
2011 235,642
Thereafter _ 353,463

3 2,149,171

At December 31, 2006, the approximate market value of collateral received that can be sold or
pledged by the Company was: ‘

Sources of coliateral

Securities purchased under agreements to resell $ 10,550,130

Securities borrowed, collateralized by cash $ 105,800,236

Uses of collateral

Securities loaned, collateralized by cash $ 48,503,592
Litigation

In the normal course of business, the Company has been named a defendant, or otherwise has
possible exposure, under certain claims. Certain of these are class actions, which seek unspecified
damages, which could be substantial. The Company has not provided for any of these claims.
Although there can be no assurance as to the eventual outcome of these claims, in the opinion of
management, based upon the advice of its attorneys, such claims will not, in the aggregate, have a
material adverse effect on the Company's liquidity or financial position, although they could have a
material effect on annual operating results in the period in which they are resolved.

8. Subordinated Borrowings

On March 30, 2005, April 30, 2005 and February 28, 2006 the Company entered into three separate
secured demand note agreements with the Company’s principal stockholder for $5,000,000,
$2.000,000 and $2,000,000, respectively. Two of the agreements bear interest at 2% and the third
at 4%. These are recorded as receivables from refated parties and subordinated borrowings on the
statement of financial condition. The debts are collateralized by securities with a market value of
$16,115,506 at December 31, 2006. Interest is paid monthly with the principal amount due at
maturity on March 31, 2008, May 31, 2008 and March 31, 2009, respectively.

During the year ended December 31, 2006, a secured demand note agreement matured for
$2,000,000.

The National Association of Securities Dealers has approved all of the Company’s subordinated
borrowings. Pursuant to these approvals, these amounts are allowable in computing the
Company's net capital under the SEC's uniform net capital rule. To the extent that such borrowings
are required for the Company's continued compliance with minimum net capital requirements, they
may not be repaid.




C.L. King & Associates, Inc. and Subsidiary
Notes to Consolidated Statement of Financial Condition

December 31, 2006

10.

Related Party Transactions

PCM Ventures, LLC and PCM Ventures ll, LLC administer and operate two investment partnerships
and are affiliated with the Company through common ownership and management. PCM Ventures
International, LLC administers and operates a British Virgin Islands International Business
Company and is affiliated with the Company through common ownership and management. The
Company provides execution, clearance, settiement and general accounting services to the
investment partnerships operated by PCM Ventures, LLC and PCM Ventures I, LLC, and the
British Virgin Islands International Business Company operated by PCM Ventures International,
LLC.

During the year ended December 31, 2006, the Company recognized approximately $829,000 in
commission revenue and $103,000 for stock borrow rebate interest income related to doing
business with the partnership operated by PCM Ventures II, LLC.

During the year ended December 31, 2006, the Company recognized approximately $66,000 in
commission revenue and $9,000 for stock borrow rebate interest income, related to doing business
with the British Virgin Islands International Business Company operated by PCM Ventures
International, LLC.

Paradigm Capital Management, Inc. (PCM), an affiliated Company through common ownership and
management, uses the Company for custody and clearance services for some advisory clients.
The Company recognized approximately $463,000 in commission revenue from PCM for the year
ended December 31, 2008. In addition, the Company allocates overhead expenses for services
provided to PCM. For the year ended December 31, 2006, the expenses allocated to PCM were
approximately $3,301,000.

Paradigm Funds Advisor LLC, an affiliated Company through common ownership and
management, uses the Company for administrative services. The Company allocates overhead
expenses for services provided to Paradigm Funds Advisor LLC. For the year ended December 31,
2006 the expenses allocated to Paradigm Funds Advisor LLC were approximately $385,000.

The Company maintains brokerage accounts for the benefit of the principal stockholder. During the
year ended December 31, 2006, the Company recognized approximately $61,000 for stock borrow
rebate interest income on these accounts. For these accounts, the sharing of stock borrow interest
income between the Company and the principal stockholder uses the same terms and conditions
as the Company offers to other clients.

Net realized and unrealized gains and losses on securities owned by the Company are accrued to
the benefit of the principal stockholder. Generally, compensation is paid to the principal stockholder
when net gains are realized. A net realized and unrealized gain of $1,662,335 on securities owned
by the Company was accrued to the benefit of the principal stockholder for the year ended
December 31, 2006. At December 31, 2006, $5,692,673 was unpaid and is included as a payable
to related parties on the statement of financial condition.

Employee Benefit Plan

The Company maintains a deferred profit sharing plan (Internal Revenue Code Section 401(k)
Ptan) which permits eligible employees to defer a percentage of their compensation. Company
contributions may be made at the discretion of the Board of Directors to eligible participants. The
Company did not make contributions to the Plan in 2006.
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1.

12,

The Company has a deferred compensation plan for certain employees. Benefits in this plan vest
over a five year period. The Company has accrued $220,685 related to this plan as of December
31, 2006. These amounts are included in accounts payable and accrued expenses on the
statement of financial condition.

Net Capital Requirements

The Company is subject to the SEC's Uniform Net Capital Rule (Rule 15¢3-1), which requires the
maintenance of a minimum net capital. The Company has elected to use the alternative method,
permitted by the Rule, which requires that the Company maintain a minimum net capital, equal to
2% of aggregate debit balances arising from customer transactions, as defined, or $250,000,
whichever is greater. At December 31, 2006, the Company had net capital of $16,760,799, which
was 23% of aggregate debit balances and $15,332,568 in excess of required minimum net capital
of $1,428,231. ' -

Financial Instruments with Off-Balance-Sheet Credit Risk

In the normal course of business, the Company's customer clearing activities involve the execution,
settlement, and financing of various customer securities transactions. These activities may expose
the Company to off-balance-sheet risk in the event the customer or other broker is unable to fulfill
contractual obligations and the Company has to purchase or sell the financial instrument underlying
the contract at a loss.

The Company's customer securities activities are transacted on either a cash or margin basis. In
margin transactions, the Company extends credit to its customers, subject to various regulatory and
internal margin requirements, collateralized by cash and securities in the customers’ accounts. in
connection with these activities, the Company executes and clears customer transactions involving
the sale of securities not yet purchased, some of which are transacted on a margin basis subject to
individual exchange regulations. Such transactions may expose the Company to off-balance-sheet
risk in the event margin requirements are not sufficient to fully cover losses that customers may
incur. In the event the customer fails to satisfy its obligations, the Company may be required to
purchase or sell financial instruments at prevailing market prices to fulfill the customer's obligations.

The Company seeks to control the risks associated with its customer activities by requiring
customers to maintain margin collateral in compliance with various regulatory and internal
guidelines. The Company monitors required margin levels daily and, pursuant to such guidelines,
requires the customer to deposit additional collateral, or to reduce positions, when necessary.

The Company's customer financing and securities settlement activities require the Company to
pledge customer securities as collateral in support of various secured financing sources such as
bank loans and securities loaned. [n the event the counterparty is unable to meet its contractual
obligation to return customer securities pledged as collateral, the Company may be exposed to the
risk of acquiring the securities at prevailing market prices in order to satisfy its customer obligations.
The Company controis this risk by monitoring the market value of securities pledged on a daily
basis and by requiring adjustments of collateral levels in the event of excess market exposure. In
addition, the Company establishes credit limits for such activities and monitors compliance on a
daily basis.

In addition, the Company has sold securities that it does not currently own and is therefore
obligated to purchase such securities at a future date. The Company has recorded these
obligations in the financial statement at the December 31, 2006 market values of the related
securities and will incur a loss if the market value of the securities increases subsequent to
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13.

December 31, 2006. The establishment of short positions exposes the Company to off-balance-
sheet risk in the event prices increase, as the Company may be obligated to acquire the securities
at prevailing market prices.

Concentrations of Credit Risk

The Company is engaged in various trading and brokerage activities in which the counterparties
primarily include broker-dealers, banks and other financial institutions. In the event counterparties
do not fulfill their obligations, the Company may be exposed to risk. The risk of default depends on
the creditworthiness of the counterparty or issuer of the instrument. The Company seeks to control
credit risk by following an established credit approval process, monitoring credit limits, and by
requiring collateral where appropriate.

The Company purchases securities and may have significant positions in its inventory subject to
market and credit risk. In order to control these risks, securities positions are monitored on at least
a daily basis. Should the Company find it necessary to sell such a security, it may not be abie to
realize the full carrying value of the security due to the significance of the position sold.

During the year, there were times when cash was not entirely insured or collateralized, primarily as
a result of cash balances pending investment or distribution to customers.
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Report of Independent Auditors on Internal Control Required
By SEC Rule 17a-5

To the Board of Directors and Stockholders of
C.L. King & Associates, Inc and Subsidiary:

In planning and performing our audit of the consolidated financial statements of CL King & Associates,
inc. & Subsidiary (the *Company”) as of and for the year ended December 31, 2006, in accordance with
auditing standards generally accepted in the United States of America, we considered the Company's
internal control over financial reporting {internal contrel) as a basis for designing our auditing procedures
for the purpose of expressing our opinion on the consolidated financia! statements, but not for the purpose
of expressing an opinion on the effectiveness of the Company's internal control. Accordingly, we do not
express an opinion on the effectiveness of the Company's internal control.

Also, as required by Rule 17a-5(g)(1) of the Securities and Exchange Commission (the “SEC"), we have
made a study of the practices and procedures followed by the Company, including consideration of control
activities for safeguarding securities. This study included tests of compliance with such practices and
procedures that we considered relevant to the objectives stated in Rule 17a-5(g), in the following:

1. Making the periodic computations of aggregate debits and net capital under Rule 17a-3(a){11) and the
reserve required by Rule 15¢3-3(e);

2. Making the quarterly securities examinations, counts, verifications, and comparisons, and the
recordation of differences required by Rule 17a-13;

3. Complying with the requirements for prompt payment for securities under Section 8 of Federal
Reserve Regulation T of the Board of Governors of the Federal Reserve System; and

4. Obtaining and maintaining physical possession or control of all fully paid and excess margin securities
of customers as required by Rule 15¢3-3.

The management of the Company is responsibie for establishing and maintaining internal control and the
practices and procedures referred to in the preceding paragraph. In fulfilling this responsibility, estimates
and judgments by management are required to assess the expected benefits and related costs of controls
and of the practices and procedures referred to in the preceding paragraph, and to assess whether those
practices and procedures can be expected to achieve the SEC's above-mentioned objectives. Two of the
objectives of internal control and the practices and procedures are to provide management with
reasonable, but not absolute, assurance that assets for which the Company has responsibility are
safeguarded against loss from unauthorized use or disposition, and that transactions are executed in
accordance with management's authorization and recorded properly to permit the preparation of financial
statements in conformity with generally accepted accounting principles. Ruie 17a-5(g) lists additional
objectives of the practices and procedures listed in the preceding paragraph.

Because of inherent limitations in interna! control and the practices and procedures referred to above,
error or fraud may occur and not be detected. Also, projection of any evaluation of them to future periods
is subject to the risk that they may become inadequate because of changes in conditions or that the
effectiveness of their design and operation may deteriorate.




A control deficiency exists when the design or operation of a control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis. A significant deficiency is a control deficiency, or combination of control
deficiencies, that adversely affects the entity's ability to initiate, authorize, record, process, or report
financial data reliably in accordance with generally accepted accounting principles such that there is more
than a remote likelihood that a misstatement of the entity's financial statements that is more than
inconsequential will not be prevented or detected by the entity's internal control.

A material weakness is a significant deficiency, or combination of significant deficiencies, that resuits in
more than a remote likelihood that a material misstatement of the financial statements will not be
prevented or detected by the entity's internal control.

Our consideration of internal control was for the limited purpose described in the first and second
paragraphs and would not necessarily identify all deficiencies in internal control that might be material
weaknesses. We did not identify any deficiencies in internal control and control activities for safeguarding
securities that we consider to be material weaknesses, as defined above.

We understand that practices and procedures that accomplish the objectives referred to in the second
paragraph of this report are considered by the SEC to be adequate for its purposes in accordance with the
Securities Exchange Act of 1934 and related regulations, and that practices and procedures that do not
accomplish such objectives in all material respects indicate a material inadequacy for such purposes,
Based on this understanding and on our study, we believe that the Company's practices and procedures
were adequate at December 31, 2006 to meet the SEC’s objectives.

This report is intended solely for the information and use of the Board of Directors, management, the SEC,
the National Association of Securities Dealers, and other regulatory agencies that rely on Rule 17a-5(g)
under the Securities Exchange Act of 1834 in their regutation of registered brokers and dealers, and is not
intended to be and should not be used by anyone other than these specified parties.

%‘CWAMM_ L f

February 23, 2007

END



