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AFFIRMATION

I, Nancy L. Meier, affirm that; to the best of my knowledge and belief, the accompanying financial statements
and supporting supplemental schedules pertaining to the firm of Hutchinson, Shockey, Erley & Co. as of
March 31, 2003, are true and correct. I further affirm that neither the Company nor any officer or director has
any proprietary interest in any account classified solely as that of a customer.
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& Touche

INDEPENDENT AUDITORS’ REPORT

To the Board of Directors and Stockholders of
Hutchinson, Shockey, Erley & Co.
Chicago, Illinois

We have audited the accompanying statement of financial condition of Hutchinson, Shockey, Erley & Co.
(the “Company”’) as of March 31, 2003, that you are filing pursuant to Rule 17a-5 under 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 plan and perform the audit to obtain reasonable assurance
about whether the financial statement is free of material misstatements. An audit includes examining, on
a test basis, evidence supporting the amounts and disclosures in the financial statement. An audit also
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, such statement of financial condition presents fairly, in all material respects, the financial
position of Hutchinson, Shockey, Erley & Co. at March 31, 2003, in conformity with accounting
principles generally accepted in the United States of America.

7@’417& S Toncke L1

May 22, 2003




HUTCHINSON, SHOCKEY, ERLEY & CO.

STATEMENT OF FINANCIAL CONDITION
MARCH 31, 2003

ASSETS
CASH

RECEIVABLES FROM BROKER-DEALERS AND
CLEARING ORGANIZATIONS

RECEIVABLES FROM CUSTOMERS
ACCRUED INTEREST RECEIVABLE

TRADING SECURITIES—At market value

OFFICE FURNISHINGS AND EQUIPMENT—ALt cost less accumulated

depreciation of $1,824,884

OTHER ASSETS

TOTAL ASSETS

LIABILITIES AND SHAREHOLDERS’ EQUITY

LIABILITIES:
Collateralized loans
Payables to broker-dealers
Payable to customers
Accrued expenses and other liabilities

Total liabilities
SHAREHOLDERS’ EQUITY:
Common stock, $1 par value; authorized 15,000 shares;
13,500 shares issued and outstanding
Paid-in capital '
Retained earnings

Total shareholders’ equity

TOTAL LIABILITIES AND SHAREHOLDERS’ EQUITY

See notes to statement of financial condition.

$ 2,205,741

7,402,029
518,235
492,421

32,901,999

813,807

924,874

345259.106

$25,500,000
510,253
5,179
11,212,848

37,228,280

13,500
1,468,489
6,548,837

8,030,826

$45,259,106




HUTCHINSON, SHOCKEY, ERLEY & CO.

NOTES TO STATEMENT OF FINANCIAL CONDITION
MARCH 31, 2003

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Hutchinson, Shockey, Erley & Co. (the “Company”) deals in fixed income municipal debt securities as
either an underwriter or broker. Its customers are composed primarily of banks and other financial
institutions.

The accounting records of the Company are maintained in accordance with accounting principles
generally accepted in the United States of America. A summary of the significant accounting policies
utilized by the Company is as follows:

Security transactions are recorded in customer accounts on settlement date. Proprietary positions
are recorded on trade date, with the receivable and payable on unsettled transactions recorded on a
net basis on the statement of financial condition. The total unsettled regular way and delayed
delivery transactions net to receivables of $4,393,000 and $2,611,000, respectively, at March 31,
2003. These amounts are included in receivables from broker-dealers and clearing organizations
on the statement of financial condition.

Underwriting fees include gains, losses and fees arising from securities offerings in which the
Company acts as underwriter or agent. Underwriting profits additionally include investment
banking management fees. Underwriting profits are recorded at the time the underwriting is
completed and income is reasonably determinable.

Depreciation on office furnishings, fixtures, and computer hardware are provided on a double
declining-balance basis over 7 years. Leasehold improvements are amortized on a double
declining-balance basis using the estimated useful lives of the assets. Software developed for
internal use is capitalized along with purchased software and is amortized on a double declining-
balance basis over 5 years.

Trading securities are carried at market value.

Deferred tax assets or liabilities are recognized for the estimated future tax effects attributable to
tax carryforwards and temporary differences in the timing of the recognition of income and
expense for tax and financial reporting purposes. Temporary differences arise from differences
between the book basis and tax basis of the Company’s assets and liabilities which are expected to
reverse at some future date.

Underwriting expenses include expenses incurred by the Company associated with underwriting
transactions and other investment banking services. These costs consists primarily of bond counsel
fees, bond insurance expense, rating services fees and other clearing fees. Underwriting expenses
are recorded at the time the related underwriting is completed.




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

o In November 2002 and January 2003, the Financial Accounting Standards Board (“FASB”) issued
FASB Interpretation No. 45 (“FIN 45”), Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others and FASB Interpretation
No. 46 (“FIN 46™), Consolidation of Variable Interest Entities, an Interpretation of ARB No. 51,
respectively. '

FIN 45 requires that upon issuance of a guarantee, the guarantor must recognize a liability for the
fair value of the obligation it assumes under that guarantee. The disclosure provisions of FIN 45
are effective for financial statements for periods that end after December 15, 2002. The provisions
for initial recognition and measurement are effective on a prospective basis for guarantees that are
issued or modified after December 31, 2002. During the year ended March 31, 2003, the Company
adopted the provisions of FIN 45. The Company does not expect the adoption of the remaining
provisions of FIN 45 will have a material impact on its financial position or results of operations.

FIN 46 addresses the consolidation by a business enterprise that is the primary beneficiary of a
“variable interest entity.” It is effective no later than the first annual reporting beginning after June
15,2003 for a nonpublic entity with a variable interest created before February 1, 2003. The
Company is assessing the potential impact, if any, of FIN 46.

COLLATERALIZED LOANS

Collateralized loans represent borrowings from a bank, payable on demand, made at the market rate of
interest available to brokers and dealers, and are collateralized by trading securities (none of which are
pledged as defined by Statement of Financial Accounting Standards No. 140). The Company currently
has an available line of credit of $45,000,000 that allows for advances in excess of this amount if needed
and agreed to by the bank. The average and maximum borrowings during the year were $23,600,000
and $46,000,000, respectively. During the year, the interest rate charged on borrowings under the line
ranged from 2.650% to 3.338% and the interest rate at March 31, 2003 was 2.775%.

LEASE AGREEMENTS
The Company has operating lease agreements covering its Chicago, Milwaukee, and Phoenix offices.

During the year ended March 31, 2003, the Company extended the term of its Chicago and Phoenix
office leases into fiscal years 2015 and 2007, respectively.




The following is a schedule by years of future approximate minimum rental payments, excluding
escalation charges and other operating costs, required under operating leases that have initial or
remaining noncancelable lease terms in excess of one year as of March 31, 2003:

Fiséal Year Ending Minimum Lease Payment
2004 $ 161,853
2005 - 277414
2006 328,649
2007 309,757
2008 289,930
Later years 2,018,829
Total $3,386,432

CAPITAL STOCK AND STOCK REPURCHASE AGREEMENTS

All shareholders are parties to stock purchase agreements (the “Agreements””) which provide that the
Company has the right of first refusal in the event that a shareholder has an offer to sell his or her stock
in the Company. In the event of a shareholder’s retirement, disability, death or termination, the
shareholder’s stock is to be offered for repurchase by the Company, which must repurchase such shares
unless the Company elects to permit the remaining shareholders to purchase such shares proportionately.
The purchase price of stock is book value, as defined in the Agreements.

In April 2002, the Board of Directors increased the authorized shares of common stock by 9,000 shares
to 15,000 shares and reduced the par value per share from $10 to $1. Additionally, the Board of
Directors authorized a 9-for-1 stock dividend, thus increasing the shares issued and outstanding from
1,350 at April 1, 2002, to 13,500 at March 31, 2003.

Certain employees obtained bank loans collateralized by 1,750 shares of the Company’s common stock.
Under the terms of these loan agreements (which mature on various dates ranging from April 22, 2003
through August 7, 2005), in the event of default on the loans or interest payments, the employees are
obligated to offer the shares to the Company for repurchase. The Company has agreed to repurchase the
shares and remit to the bank the lesser of the unpaid loan principal balance plus accrued interest
($608,043 and $20,271, respectively, as of March 31, 2003) or the shares’ current book value, as defined
in the Agreements. If the shares’ current book value exceeds the unpaid principal, the employees are to
receive the excess.

The repurchase of shares by the Company may be limited by the net capital rules of the Securities and
Exchange Commission (“SEC”).

REGULATORY REQUIREMENTS

The Company is subject to the uniform net capital rule promulgated by the SEC which requires that the
ratio of “‘aggregate indebtedness” to “net capital” (as those terms are defined by the rule) not exceed
15to 1. At March 31, 2003, the Company’s net capital, as defined, was $4,723,750, its required net
capital was $787,187 and its ratio of aggregate indebtedness to net capital was 2.50 to 1.

Pursuant to SEC Rule 15¢3-3, the Company had $110,000 deposited in a special reserve bank account
for the exclusive benefit of customers.




BENEFIT PLAN

The Company has a defined contribution profit sharing plan with a 401(k) provision. Contributions to
the plan are discretionary, based upon the decision of the Company’s Board of Directors. With regard to
the 401(k) provision, the Company matches contributions of employees as specified in the plan
documents.

COMMITMENTS AND CONTINGENT LIABILITIES

In the normal course of business, the Company enters into delayed delivery and underwriting
commitments. As of March 31, 2003, the Company had contractual commitments of $49,000.

In the ordinary course of business, the Company may be subject to various legal proceedings. In the
opinion of management, after consultation with legal counsel representing the Company in such matters,
the ultimate disposition of such proceedings will not have a material effect on the Company’s financial
position.

INCOME TAXES

The Company has a deferred tax asset (before valuation allowance) of $709,000, primarily attributable
to certain bonus and payroll accruals and available alternative minimum tax (“AMT”) credits. The
Company has $409,000 of AMT credits that may be utilized to offset the excess of regular federal
income tax over AMT in future years. The Company increased its valuation allowance of $391,000 to
$409,000, equal to the portion of the deferred tax asset attributable to the AMT credits carried forward.

The Company’s effective tax rate of 26.5% is less than the statutory tax rate of approximately 34%
primarily due to state income taxes, tax-exempt interest income (net of disallowed interest expense) and
other permanent items.
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Deloitte & Touche LLP
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May 22, 2003

To the Board of Directors and Stockholders of
Hutchinson, Shockey, Erley & Co.
Chicago, Illinois

In planning and performing our audit of the financial statements of Hutchinson, Shockey, Erley & Co.
(the “Company”’) for the year ended March 31, 2003, (on which we issued our report dated May 22,
2003), 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)(1) under the Securities Exchange Act of 1934, we have made a study
of the practices and procedures followed by the Company, including tests of compliance with such
practices and procedures, that we considered relevant to the objectives stated in Rule 17a-5(g):

(1) in making the periodic computations of aggregate indebtedness and net capital under Rule 17a-
3(a)(11) and the reserve required by Rule 15¢3-3(e); (2) in making the quarterly securities examinations,
counts, verifications, and comparisons, and the recordation of differences required by Rule 17a-13; (3) 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; and (4) in 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 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 achieve 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.

Because of inherent limitations in any internal control or the 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 and 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 adequate at March 31, 2003, to meet the Commission’s objectives.

This report is intended solely for the information and use of the board of directors, management, the
Securities and Exchange Commission, the National Association of Securities Dealers, 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.

Yours truly,
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