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DECEMBER 31 2008



Independent Auditors Report

Board of Directors

CapStone Investments Inc

We have audited the accompanying statement of financial condition of CapStone

Investments Inc the Company as of December 31 2008 This financial statement is the

responsibility of the Companys 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 plan and perform the audit to obtain

reasonable assurance about whether the statement of financial condition is free of material

misstatement An audit includes examining on test basis evidence supporting the amounts and

disclosures in the statement of financial condition An audit also includes assessing the accounting

principles used and significant estimates made by management as well as evaluating the statement

of financial condition presentation We believe that our audit provides reasonable basis for our

opinion

In our opinion the statement of financial condition referred to above presents fairly in all

material respects the financial position of CapStone Investments Inc as of December 31 2008 in

conformity with accounting principles generally accepted in the United States of America

San Francisco California

March 16 2009
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CAPSTONE iNVESTMENTS INC

Statement of Financial Condition

December 31 2008

Assets

Cash 144084

Commissions receivable 72294

Deposits at clearing brokers 260704

Securities owned at fair value 558706

Notes receivable 92773

Employee advances 93660

Prepaid expenses 26954

Furniture and equipment net 53269

Other 18474

Total assets 1320918

Liabilities and Stockholders Equity

Liabilities

Accounts payable 150343

Accrued liabilities 68565

Total liabilities 218908

Stockholders equity

Common stock 10000000 shares of no par value authorized

7267441 shares issued and outstanding 295000

Retained earnings 807010

Total stockholders equity 1102010

Total liabilities and stockholders equity 1320918

See Accompanying Notes to Statement of Financial Condition
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CAPSTONE INVESTMENTS iNC

Notes to Statement of Financial Condition

December 31 2008

Business and Summary of Significant Accounting Policies

Business

CapStone Investments Inc the Company is California corporation formed on

September 25 1995 The Company currently has five individual shareholders all of whom

actively participate in the day-to-day operations Business is conducted primarily from the

Companys San Diego California office

The Company is registered with the Securities and Exchange Commission SEC as

securities broker-dealer and is member of the Financial Industry Regulatory Authority

FINRA The Company is subject to various governmental rules and regulations

including the Net Capital Rule set forth in Rule 5c3- of the Securities Exchange Act of

1934

The Company is fully disclosed broker-dealer that provides securities and derivatives

trading and various brokerage firm services to hedge funds corporations and institutional

investors Wedbush Morgan Securities Inc and J.P Morgan Clearing Corporation the

Clearing Brokers are the Companys custodians and provide clearing services

Cash

The Company maintains its cash in bank deposit accounts with commercial banks and

financial institutions which at times may exceed federally insured limits The Company has

not experienced any losses in such accounts and believes it is not exposed to any significant

credit risk on cash balances

The Company maintains bank account for the exclusive benefit of customers At December

31 2008 the balance in this account was $41753 which is included in cash on the

accompanying statement of financial condition

Securities Valuation

In connection with certain investment banking activities the Company may receive or

acquire stock or stock warrants exercisable for shares of stock of the issuing company The

securities that are readily marketable are valued at fair value using the last quoted price on

the day of valuation while the securities not readily marketable are stated at estimated fair

value as determined by management see Note Among the factors considered by

management in determining the fair value of securities are the cost of the security terms and

liquidity developments since the acquisition of the securities the sales price of recently

issued securities the financial condition and operating results of the issuer the long-term

business potential of the issuer and other factors generally pertinent to the valuation of

securities The fair value of these securities is subject to high degree of volatility and may

be susceptible to significant fluctuation in the near term
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CAPSTONE INVESTMENTS iNC

Notes to Statement of Financial Condition

December 31 2008

Business and Summary of Significant Accounting Policies continued

Furniture and Equipment

Furniture and equipment is stated at cost less accumulated depreciation Depreciation is

recorded on straight-line basis over estimated useful lives of five to seven years

Income Taxes

The Company has elected to be taxed under the provisions of Subchapter of the Internal

Revenue Code Under those provisions the Company is not subject to federal or state

income taxes Accordingly no provisions have been made for federal or state income

taxes Instead stockholders are taxed on their proportionate share of the Companys
taxable income However the Company is subject to franchise tax in the state of

California levied at corporate level of 1.5% Any temporary differences arising from

recording state taxes are immaterial and accordingly do not generate any deferred tax

asset or liability

Financial Accounting Standards Board FASB Interpretation No 48 FIN 48
Accounting for Uncertainty in Income Taxes establishes new guidance on recognition

and measurement of uncertain tax positions for financial reporting purposes

Management has deferred application of FIN 48 until 2009 pursuant to FASB Staff

Position 48-3 Management is currently reviewing any tax positions that would be subject

to recognition or measurement under FIN 48 However management does not expect

application of FIN 48 to have material impact on the financial statements

Use of Estimates

The statement of financial condition is prepared in accordance with accounting principles

generally accepted in the United States of America that require management to make

estimates and assumptions that affect the amounts and disclosures reported in the

statement of financial condition and accompanying notes Such estimates and

assumptions could change in the future as more information becomes known which

could impact the amounts reported and disclosed herein
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CAPSTONE INVESTMENTS iNC

Notes to Statement of Financial Condition

December 31 2008

Furniture and Equipment net

Net furniture and equipment includes the following

Computer and office equipment 26776

Furniture and fixtures 27351

Leasehold improvements 7224

61351

Accumulated depreciation 8082

Furniture and equipment net 53269

Net Capital Requirements

The Company is subject to the SEC Uniform Net Capital Rule SEC Rule 15c3-1 which

requires the maintenance of minimum net capital of the greater of $250000 or 2% of

combined aggregate debit items as shown in the Formula for Reserve Requirement pursuant

to Rule 5c3-3 prepared as of the date of the net capital computation At December 31

2008 the Company had net capital of $306088 which was $56088 in excess of its required

net capital of $250000 The Company was not subject to reserve requirements under Rule

15c3-3 during 2008

Commitments

The Company rents its office premises under lease agreements that expire in 2013 The

lease agreements provide for monthly base rent plus pro rata share of the increase in

certain common building operating expenses Future minimum lease payments under these

leases are as follows

Year Ending

December 31

2009 231100

2010 221100

2011 203800

2012 192800

2013 48800

Total 897600
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CAPSTONE INVESTMENTS INC
Notes to Statement of Financial Condition

December 31 2008

Deposits at Clearing Brokers

Under the Companys clearing agreements good faith deposit of $250000 is required to be

held with the clearing brokers As of December 31 2008 the Company had $260704 on

deposit with the clearing brokers

Financial Instruments With Off-Balance Sheet Risk and Credit Risk

Cash and securities held by the custodian brokers are insured by the Securities Investor

Protection Corporation and by supplemental insurance provided by the brokers Such

insurance protects against loss due to failure of the brokers but not loss due to

unfavorable changes in the fair value of securities Management does not believe the

Company is exposed to undue risk of loss thereon

The majority of the Companys transactions and consequently the concentration of its credit

exposure is with its clearing brokers as well as with other brokers dealers and other

financial institutions In the event counterparties do not fulfill their obligations the Company

may be exposed to credit risk The risk of default depends on the credit worthiness of the

issuer of the instrument The Company seeks to control its risk by following an established

credit approval process and monitoring credit limits

Notes receivable represents amounts receivable from certain investment banking clients that

mature over period of five to seven years The Company may be exposed to credit risk in

the event these clients do not fulfill their obligations

Pension Plan

The Company sponsors 40 1k pension plan under which employees may defer certain

percentage of their salary to the plan The Company can elect to match the employees

contribution at their discretion however no election was made for the year ended December

31 2008

Fair Value of Securities

Securities held by the Company are presented at fair value Fair value is the price that would

be received to sell an asset in an orderly transaction between market participants at the

measurement date SFAS No 157 establishes fair value hierarchy for inputs used in

measuring fair value that maximizes the use of observable inputs and minimizes the use of

unobservable inputs by requiring that the most observable inputs be used when available

Observable inputs are those that market participants would use in pricing the asset based on

market data obtained from sources independent of the Company Unobservable inputs reflect

the Companys assumption about the inputs market participants would use in pricing the

asset developed based on the best information available in the circumstances The fair value

hierarchy is categorized into three levels based on the inputs as follows
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CAPSTONE INVESTMENTS iNC

Notes to Statement of Financial Condition

December 31 2008

Fair Value of Securities continued

Level Valuations based on unadjusted quoted prices in active markets

for identical assets or liabilities that the Company has the ability to access

Valuation adjustments and block discounts are not applied to Level

securities Since valuations are based on quoted prices that are readily and

regularly available in an active market valuation of these securities does not

entail significant degree of judgment

Level Valuations based on quoted prices in markets that are not active

or for which all significant inputs are observable either directly or indirectly

Level Valuations based on inputs that are unobservable and significant

to the overall fair value measurement

The following table summarizes the Companys fair value hierarchy for those securities

measured at fair value on recurring basis as of December 31 2008

Fair Value Measurements on Recurring Basis

Securities Owned Level Level Level Total

Equities 58950 $499756 $558706

The following table is reconciliation of the beginning and ending balances of securities

measured at fair value on recurring basis using significant unobservable inputs Level

during the year ended December 31 2008

Level Securities

Balance at December 31 2007 $460337

Unrealized gains related to assets held at year end 37416

Realized gains related to assets no longer held 132828

Purchases issuances and settlement 2003

Transfers out 132828

Balance at December 31 2008 $499756

The amounts of unrealized gains for the year ended December 31 2008 included in the table

above are all attributable to those assets still held as of December 31 2008 All Level

securities held by the Company at December 31 2008 were non-marketable
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CAPSTONE iNVESTMENTS INC

Notes to Statement of Financial Condition

December 31 2008

Exemption from Rule 15c3-3

The Company is exempt from the SEC Rule 15c3-3 pursuant to the exemptive provisions

k2i and k2ii as all customer transactions are cleared through the clearing brokers

on fully disclosed basis and all customer rebates of commissions are processed through

Special Bank Account for the Exclusive Benefit of Customers the reserve bank

account The Company did not maintain reserve bank account which equaled or

exceeded the payables to the customers on December 31 2008 and subsequent to the date of

the financial statements which is the requirement for the Companys exemption from SEC

Rule 15c3-3 provision k2i The Companys current practice is to maintain receivable

from its clearing brokers and fund the reserve bank account upon receipt of payment in the

following month The Company believes that its current practice satisfies the requirement

for its exemption from the SEC Rule 5c3-3 provision k2i

10 Capital Transactions

On January 2008 the Company issued 807494 fully vested shares to two existing

shareholders at $0.03 per share In October 2008 two existing shareholders contributed

additional capital totaling $175000 to the Company No additional shares were issued in

exchange for these contributions

During 2008 the Company paid dividends totaling $770000 to the shareholders

11 Subsequent Event

From January 2009 to March 16 2009 the Company paid dividends of $39605 to the

shareholders The Company is still in compliance with the SEC Uniform Net Capital Rule

5c3- after these dividend payments
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