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QATH OR AFFIRMATION

I, David J. Kenneth, swear (or affirm) that, 1o the best of my knowledge and belief the accompanying financial statement and suppcring
schedules pertaining to the firm of Melvin Specialists, L.L.C., as of December 31, 2002, are true and correct. | further swear (or affirm) that
neither the company nof aify partner, proprietor, principal officer or director has any proprietary lnlerest in any account classmed solely as that

of a cust omer,
A
CRFTCIAL SEAL M%
BETTYANN ROGINIC

NOTARY PUBLIC, STATE OF ILLINOIS Signature
MY COMMSSIN ™Y PIP=8 3.27-2004

Smmpn s mnd

Chief Financial Officer
Title

=

is report™ contains (check all applicable boxes):

(a) Facing page.

{b} Statement of Financial Gondition.

{c) Statement of Income (Loss).

{d) Statement of Changes in Cash Fiows.

{e) Statement of Changes in Stockholders' Equity or Pariners' or Sole Proprigtor's Capital.

{f) Statement of Changes in Liabilities Subordinated to Claims of Creditors.

(g) Computation of Net Capital.

{h} Computation for Determination of Reserve Requiremems Pursuant to Rule 15¢3-3.

(i) Information Relating to the Pogsession or control Requirements Under Rule 15¢3-3.

() 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 Reconciliztion between the audited and unaudited Statements of Financial Condition with respect to methods of
consolidation. :

() An Oath or Affirmation.

(m)A copy of the SIPC Supplemental Report.

{n) Areport 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 treaiment of certain portions of this filing, see seclion 240.17a-5(e)(3).
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McGladrey & Pullen

Certitied Public Accountants

INDEPENDENT AUDITOR'S REPORT

To the Members
Melvin Specialists, L.L.C.
Chicage, Hliinois

We have audited the zccompanying statement of financial condition of Melvin Specialists, L.L.C. as of December 31,
2002, and the related statements of operations, members' capital, changes in liabilities subordinated to claims of
general creditors and cash fiows for the year then ended that you are filing pursuant to rule 17a-5 under the
Securilies 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 eudit in accordance with auditing standards generally accepted in the United States of America,
Those stendards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial stalements are free of material misstatement. 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 evalugting the overall financia! statement
presentation. We believe that our audit provides a reasonable basis for cur opinion,

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position
of Melvin Specialists, L.L.C. as of December 31, 2002, and the results ¢f 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 stalements taken as a whole.
The information contained in Schedules |, Il and Il is presented for purposes of adcitional analysis and is not a
required part ¢f the basic financial statements, but is supplementary information required by rule 17a-5 under the
Securilies Exchange Act of 1834. '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 1o the

basic financial statements taken as a whole.
/%% ///(,Z&%/ e~

Chicago, Minois
February 7, 2003

McGladrey & Pullen, LLP is zn indepandent member firm of
RSM Intemalional, an affliation of independent accounting
and consuiting fimms.




MELVIN SPECIALISTS, L.L.C.

STATEMENT OF FINANCIAL CONDITION
December 31, 2002

ASSETS

Cash and cash equivalents

Receivable from clearing organizations

Securities owned, at market value

Due from affiliate

Deposits with clearing crganizations

Exchange memberships, at cost {market value $65,000)

Furniture, equipment and leasehold improvements at cost, [ess
accumulated depreciation and amortization of $59,234

Other assets

LIABILITIES AND MEMBERS' CAPITAL

Liabilities
Payable to clearing organizations
Securities sold, not yet purchased, at market value
Accounts payable and accrued expanses
Due to affiliate

Liabilities subordinated to claims of general creditars

Members' Capital

The accompanying notes are an infegra! part of these financial statements.

$ 557,256
733,794
116,258

17,273
335,421
© 251,300

148,327
104,872

$ 2,264,501

$ 20,775
33,134

475,441

7,892

537,242

450,000

1,277,259
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MELVIN SPECIALISTS, L.L.C.

STATEMENT OF OPERATIONS
Year En_ded December 31, 2002

Revenue:
Trading gains and losses, net
Interest and dividend income
Other
Tolal revenue

Expenses:
Employee compensation and related benefits
Commissions, order flow, floor brokerage and clearance
Professicnal fees
Rent and occupancy
Interest and dividend expense
Impairment loss
Other
Total expenses

Net income

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

5,914,637
24978
714,400

6,654,015

2,542,047
3,001,943
110,149
335,153
117,561
40,101
500,970

. 6,648,824

$

5,191




MELVIN SPECIALISTS, L.L.C.

STATEMENT OF MEMBERS' CAPITAL
Year Ended December 31, 2002

General Class B
Member Members Total
Balance, December 31, 2001 $ 1086932 § 185,136 § 1,272,068
Net income 4672 519 5,191
Balance, December 31, 2002 $ 1,081,604 § 185655 § 1,277,259

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




MELVIN SPECIALISTS, L.L.C.

STATEMENT OF CHANGES IN LIABILITIES SUBORDINATED TO
CLAIMS OF GENERAL CREDITORS
Year Ended December 31, 2002

Balance, December 31, 2001 ‘ $ 400,000
Issuance of subordinated note : 350,000
Payment of subordinated note (300,000

Balance, December 31, 2002 8 450,000

The accompanying nolfes are an integral part of these financial statements,




MELVIN SPECIALISTS,L.L.C.

STATEMENT OF CASH FLOWS
Year Ended December 31, 2002

Cash Flows From Operating Activities
Net income
Adjustments to reconcile net income to net cash provided by
operating activities;
Depreciation and amertization
impeirment loss on unamoriized gocawill and intangible assets
Loss from sale of exchange memberships
{Increase) decrease in operating assels:
Receivable from and payable to broker-dealers
and clearing organizations, nat
Securities owned
Due from affiliate
Deposits with clearing organizations
Other assets
Increase {decrease) in operaling liabilities:
Securities sold, not yet purchased
Accounts payable and accrued expenses
Due to affiliate :
Net cash provided by operating activities

Cash Flows From Investing Activities
Proceeds from sale of exchange membership
Purchase of furniture and equipment
Net cash provided by investing activities

Cash Flows From Financing Activities
Payments on demand note payable
~ Proceeds from issuance of subordinated note
Payment on subordinated note
Net cash used in financing activities

Net increase in cash and cash equivalents

Cash and cash equivaients:
Beginning of year

End of year

Supplemental Disclosures of Cash Flow Information
Cash payments for interest

The accompanymg notes are an integral parl of these financial statements.

$

5,191

39,629
40,101
168,600

2,429,096
1,811,252
11,454
141,677
54,066

(2,582,227)
(289,496)
(3,463)

1,925,880

117,000

_ (41,095)
~ 75905

(1,500,000)
350,000
(300,000

(1,450,000)

551,785

5471

$

557,256

$

111,893




MELVIN SPECIALISTS, L.L.C.

NOTES TO FINANCIAL STATEMENTS

Note 1. Nature of Business

Melvin Specialists, L.L.C. (the Company), is a broker-dealer registered with the Securilies and Exchange
Commission and the Nationat Association of Securities Deslers, Inc. (NASD). The Company is a member of, and
conducts business as a specialist on, the Chicago Slock Exchange, Inc. (CHX) and the Boston Stock Exchange
{BSE). The clearing and depository operations for the Company's proprietary transactions are performed by the
National Securities Clearing Corporation (NSCC) and the Depository Trust Company (DTC).

Note 2. Significant Accounting Policies

Use of estimates: The preparation of financial stetements in conformity with generally accepled accounting
principles requires management to make estimates and assumptions that zffect the reported amounts of assets and
liabilities and disclosure of contingent assets and fiabilities at the date of the financial statements and the reported
amounts of revenue and expenses during the reporting pericd. Actual results could differ from those estimates.

Cash and cash eguivalents: The Company considers all demand deposits and investments with daily maturities to
be cash equivalents. The Company maintains its cash in bank deposit accounts which at times may exceed federally
insured limits. The Campany has not experienced any losses on such eccounts.

Revenue recogniticn; Securities fransactions and related income and expenses ‘are recorded on the trade-date
basis.

Included in other income s an ameount refated to the Company's sale of trading rights of certain securities, which the
Company maintained on the Chicago Stock Exchange.

Securities transactions: Securities cwned and securities sold, not yet purchased, are corporate stocks which are
recorded at market value. The resulting differences between cos! and market value are included in trading gains.

Exchange memberships: Exchange memberships are carrigd at cast or, if other than tempaorary impairment in value
has occurred, at a value that reflects management's estimate of the impairment. Management believes that no such
impairment in value cccurred in 2002, Market values are based on the last quoted sale.

Fumiture,_equioment. and leasehold improvements: Fumiture and equipment consist of furniture and compuier
equipment and are being depreciated on a straight-line basis over the useful lives of the assets. Leasehold
improvements are being amortized over the life of the lease.

|ncdrne taxes: As a limited liability company, the Company is not subject te federal income taxes. The members
separately account for the Company's items of income, deductions, losses and credits. Therefore, these statements
do not include any provision for federal income taxes.




"MELVIN SPECIALISTS, L.L.C.

NOTES TO FINANCIAL STATEMENTS

Note 3, Receivable from and Payable to Broker-Dealers and Clearing Organizations
Receivable from and payable o broker-deaiers and clearing organizations at December 31, 2002, consist of:

Receivable Payable
Receivable from and payable to clearing organizations $ 702650 § 2,722
Securities failed-to-deliver/failed to receive 31144 18,053
Total v $ 73379 % 20,775

Note 4. Related Parties

For the year ended December 31, 2002, the Company paid an affilizte for certain shared administrative costs totaling
821,974 with §7,892 accrued as of December 31, 2002. The Company also charged an affilizte for cerain shared
administrative costs. ‘The amount duge from the zffiliate at December 31, 2002 {or shared administrative costs totaled
$17.273.

The Company also paid an affiliale $29,354 in management fees for the year ended December 31, 2002,

Note 5. Liabilities Subordinated to the Claims of General Creditors

The borrowings under subordination agreements at December 31, 2002, are in the form of & revolving subordinated
demand note, not 1o exceed $500,000, bearing interest at a market relaled floating rate, due August 15, 2003.
Borrowings are guaranteed by the Company's members in relation 1o their respective ownership percentages. The
balance outstanding under this agreement was $450,000 at December 31, 2002. Interest expense for the year
ended December 31, 2002 was $51,225.

The subordinated borrowings are covered by agreements approved by the Company's designated self-regulatory
organization and, thus, are available in computing 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 and repayment may be extended.

Note 6. Commitments and Contingencies

The Company has leased its office space and equipment under operating leases that expire between September 1,
2004 and June 30, 2006 and require various minimum annual rentals, ' ’

The total minimum rental commitment at December 31, 2002 is due as follows:

During the year ending December 31:

2003 $ 298,645
2004 260,374
2005 f 167,876
2008 85,179

$ 812,074




MELVIN SPECIALISTS, L.L.C.

NOTES TO FINANCIAL STATEMENTS

Note 6. Commitments and Contingencies (continued)

An affiliated entily occuries and uses a majority of the leased office space and equipment. The required monthly
lease payments for the office space and equipment is being paid for by the affiliated entity.

The total rental expense included in the statement of operations for the year ended December 31, 2002 was
approximatzly $246 325. .

In the ordinary course of business, the Company is involved in various legal matters or claims incidentel to the
normal business conducted by the Company. In the opinion of management, these matters are not expected to have
a material adverse effect on the Company's financizl position, results of operations or cash flows,

Note 7. Off-Balance-Sheet Risk and Concentration of Credit Risk

in the normal course of business, the Company execuies and enters into securities transactions with other members
of national securilies exchanges. All securities transactions are cleared through the NSCC. In the event
counterparties do not fulfill their obligations, the Company may be exposed to risk. Amounts due from clearing
organizations represent & concentration of credit risk. The risk of default depends on the creditworthiness of the
counterparty. it is the Company's policy to review, as necessary, the credit standing of each counterparty with which
it conducts business.

In addition, the Company has sold securilies that it does not currently own and will, therefore, be obligated to
purchase such securities at a future date. The Company has recorded these obligations in the finencial statements
al December 31, 2002, at market values of the related securities and will incur 2 loss if the market value of the
securities increzses subsequent to December 31, 2002, The Company monitors such risk on a daily basis.

Notes.  Net Capital Requirements

As a registered broker-dealer and member specialist of the CHX and BSE, 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 1o net capital, both as defined, shall not
exceed 1510 1. Rule 15¢3-1 also provides that equity capital may not be withdrawn if the resulting net capital ratio
would excesd 10 to 1. In addition, cerain clearing organizations may stipulate higher minimum net capital
requirements. At December 31, 2002, the Company had net capital of $1,205,487 which was $1,105,478 in excess
of its required net capital of $100,000. The Company's net capital ratio was 0.40 {o 1.

Note 9. Impact of Recently Issued Accounting Standards

in June 2001, the Financial Accounting Standards Bozard issued Statement No. 142, Goodwil! and Other Intangible
Assets. Statement No. 142 is required to be applied in years beginning after December 15, 2061, Under Statement
No. 142, goodwill and intangible assets that management concludes have indefinite useful lives will no longer be
amortized but will be subject to impairment tests performed at least annually. Also, upon initial application, the
Company is required to perform a transttional impairment test to all previcusly recognized goodwill and to assign all
reccgnized assels and lizbilities to reporting units.

The Company epplied Statement No. 142 beginning in the first quarter of 2002. Application of the nonamortization
provisions of Statement No. 142 resulted in an increase in net income of approximately $7,000 per year. During
2002, the Company performed the first of the required impairment tests of goodwill and other intangible essets, and
determined those assets 1o be fully impaired in value resulting in 2 $40,101 impairment loss for the year ended
December 31, 2002,

<O




MELVIN SPECIALISTS, L.L.C.

COMPUTATION OF NET CAPITAL UNDER RULE 15¢341

December 31, 2002 SCHEDULE !
Total members' capiial : $ 1,277,259
Add: ‘

Subordinated borrowings aflowable in the computation of net capital 450,000

Deductions andfer charges:
Nonallowable assets:

Due from affiliate $ 17,273
Exchange memberships 251,300.
Furniture, equipment and leasehold improvements 148,327
Cther assels 104,872 521,772
Net capital , 1,205,487
Minimum net capital requirement 100,000
Excess net capital | . § 1105487

Aggregate indebledness:

Due to afiiliate ‘ | ' $ 7,892
Accounts payable and accrued expenses : 475,441
Total aggregate indebtedness , v $ 483,333

Ratio of aggregate indebtedness to nef capital , 0.40to 1

Additional memo haircuts for equity withdrawal purposes:
Haircut on securities ' - ‘ § 17,593

Statement pursuant to Paragraph (d) of rule 17a-5:
There are no material differences between the amounts presented in the computations of net capital
set forth above and the amounts as reported in the Company’s unaudited Part 11-A Focus report as
of December 31, 2002, filed January 28, 2002.

10




MELVIN SPECIALISTS, L.L.C.

COMPUTATION FOR DETERMINATION OF RESERVE REQUIREMENTS
UNDER RULE 15¢3-3
December 31, 2002 ' SCHEDULE Il

Not required as the Company carries no customer accounts nor does it hold customer funds or
securities,

INFORMATION RELATING TO POSSESSION AND CONTROL REQUIREMENTS
UNDER RULE 15¢3-3
December 31, 2002 SCHEDULE Il

Not required as the Company carries no customer accounts nor does it hold customer funds or
securities. '

"




McGladrey &Pullen

Certified Public Accountants

INDEPENDENT AUDITOR'S REPORT
ON INTERNAL CONTROL

To the Members
Melvin Specialists, L.L.C.
Chicago, Minois

In planning and perferming our audit of the financial statements and supplemental schecdules of Melvin Specialists,

L.L.C. (the Company) for the year ended December 31, 2002, we considered its internal controf, including control

activities for safeguarding securities, in order to determine our auditing procedures for the purpose of expressing our
opinion on the financial statements and not to provide assurance on internal control.

Also, as required by rule 172-5(g)(1) of the Securities and Exchange Commission {SEC), we have made a study of
the practices and procedures followed by the Company inciuding tests of compliance with 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 172-3(a)(11) and for determining compliance with the
exemptive provisions of rule 15¢3-3. Because the Company does not carry securities accounts for custemers or
perform custadial functions relating to cusiomer 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 reguired 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.

The management of the Company is responsible for establishing and maintaining internal control and the practices
and pracedures referred to in the preceding paragraph. In fulfilling this responsibility, estimates and judgments by
management are required 1o 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 practlices and procedures can be
expected to achieve the SEC's above-mentioned objectives. Two of the cobjectives of internal control and the
practices and procedures are to provide managemsant 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 execuled in accordance with management's authorization and reccrded properly to permit the
preparation of financial statements in accerdance with accounting principles generally accepted in the Urited States
of America. Rule 17a-5(g) lists additional objectives of the practices and procedures listed in the preceding
paragraph,

McGladray & Pullen, LLP is an independent membar firm of
RSM Intemational, an affiiation of independent eccounting
and consulling firms,




Because of inherent limitations in internal controt or the practices and procedures referred to ebove, error or fraud
may occur and not be detecled. Also, projection of any evaluation of them to fulure pericds 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. Cur consideration of internal control would not necessarily disclose all matters in intemnal
contre! that might be material weaknesses under standards established by the American Institute of Certified Public
Accountanis. 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 wolld 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 invalving intemal control,
including control activities for safeguarding securities, that we consider to be materizl weaknesses as defined above.

We understand that practices and procedures that accompiish the abjectives referred to in the second paregraph of
this report are considered by the SEC to be adeguate 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 cn this understanding and on our study,
we believe that the Company's practices and procedures were adequate at December 31, 2002, 1o meet the SEC's
objectives. ‘ '

This report is intended solely for the use of the members, management, the SEC, the Chicago Stock Exchange, Inc.,

the Bosten Stock Exchange, and other regulatory agencies that rely on rule 172-5(g) under the Securities Exchange
Act af 1834 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.
/?c% / Al | L

Chicago, lifinois
February 7, 2003
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McGladrey &Pullen

Certified Public Accountants

Melvin Specialists, L.L.C.

Financial Report
December 31, 2002

This-report is deemed CONFIDENTIAL in accordance with Rule 17a-5(e)(3) under the Securities Exchange Act of |
1934 A stalement of financial condition bound separately has been filed with the Securities and- Exchange

Commission simultaneously herewith as a public document.




