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INDEPENDENT AUDITORS’ REPORT

To the Board of Directors of
Prime Dealer Services Corp.

We have audited the accompanying statement of diahoondition of Prime Dealer Services Corp.
(the "Company") as of December 31, 2011. This fongnstatement is the responsibility of the
Company's management. Our responsibility is to esgran opinion on this financial statement
based on our audit.

We conducted our audit in accordance with audistandards generally accepted in the United
States of America. Those standards require thatlare and perform the audit to obtain reasonable
assurance about whether the financial statemdngéesof material misstatement. An audit includes
consideration of internal control over financiapoeting as a basis for designing audit procedures
that are appropriate in the circumstances, butfarothe purpose of expressing an opinion on the
effectiveness of the Company's internal controlrdwvencial reporting. Accordingly, we express no
such opinion. An audit also includes examiningadast basis, evidence supporting the amounts and
disclosures in the financial statement, assesdnegaiccounting principles used and significant
estimates made by management, as well as evaluhgngverall financial statement presentation.
We believe that our audit provides a reasonablis f@sour opinion.

In our opinion, such statement of financial cormitipresents fairly, in all material respects, the

financial position of Prime Dealer Services Corp.December 31, 2011, in conformity with
accounting principles generally accepted in thetdéhStates of America.

/s/ Deloitte & Touche LLP
New York, NY

February 28, 2012



PRIME DEALER SERVICES CORP.
STATEMENT OF FINANCIAL CONDITION
December 31, 2011
(In thousands of dollars, except share data)

ASSETS
Cash and cash equivalents $ 66,515
Cash deposited with clearing organization 150
Securities borrowed 9,339,008
Securities received as collateral, at fair value 14,956,326
Other assets 6
Total assets $ 24,362,005
LIABILITIES AND STOCKHOLDER'S EQUITY

Securities loaned $ 9,339,008
Obligation to return securities received as cotkdiet fair value 14,956,326
Payables to affiliates 11,885
Other liabilities 106
Total liabilities 24,307,325
Stockholder’s equity:

Common stock ($1 par value, 1,000 shardsoaiaed, issued

and outstanding) 1

Paid-in capital 24,999

Retained earnings 29,680
Total stockholder’s equity 54,680
Total liabilities and stockholder’s equity $ 24,362,005

See Notes to Statement of Financial Condition.
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PRIME DEALER SERVICES CORP.
NOTES TO STATEMENT OF FINANCIAL CONDITION
December 31, 2011
(In thousands of dollars)

Note 1 - Introduction and Basis of Presentation

The Company

Prime Dealer Services Corp. (the “Company”) is alyhowned subsidiary of Morgan Stanley &
Co. LLC (the “Parent”), which is an indirect subaiy of Morgan Stanley (the “Ultimate Parent”).
The Company is registered with the Securities axach&hge Commission (“SEC”) as a broker-
dealer and is primarily engaged in the borrowind Emding of securities.

Basis of Financial Information

The statement of financial condition is prepare@aanordance with accounting principles generally
accepted in the United States of America (“U.Sa/hich require the Company to make estimates
and assumptions regarding the valuations of cerfmancial instruments, compensation, the
outcome of litigation and tax matters and othertematthat affect the statement of financial
condition and related disclosures. The Companyebes that the estimates utilized in the
preparation of the statement of financial conditwa prudent and reasonable. Actual results could
differ materially from these estimates.

Related Party Transactions

The Company has the following transactions withliftemate Parent and its affiliates as of and for
the year ended December 31, 2011:

Assets and receivables from affiliated compsaie comprised of-
Securities borrowed $ 9,339,008

Liabilities and payable to affiliated compangs comprised of-
Payable to affiliates $ 11,885

The Company paid a dividend of $50,000 to the RamenNovember 29, 2011. The Company
receives rebates and interest from customers whiehpassed through to the Parent as part of
securities borrow and securities loan activities.

Note 2 - Summary of Significant Accounting Policies

Cash and Cash Equivalents

Cash and cash equivalents consist of cash andyhligjiid investments not held for resale with
original maturities of three months or less.

Cash Deposited With Clearing Organization
Cash deposited with clearing organization represeash deposited with the Options Clearing

Corporation.
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Financial Instruments and Fair Value

Securities received as collateral and Obligationréturn securities received as collateral are
measured at fair value as required by accountingagee. A description of the Company’s polices
regarding fair value measurement and its applindtdows.

Fair Value Measurement — Definition and Hierarchy

Fair value is defined as the price that would lmeireed to sell an asset or paid to transfer aliigbi
(i.e. the “exit price”) in an orderly transaction beememarket participants at the measurement date.

In determining fair value, the Company uses variatuation approaches and establishes a
hierarchy for inputs used in measuring fair valbhattmaximizes the use of relevant observable
inputs and minimizes the use of unobservable inpytequiring that the most observable inputs be
used when available. Observable inputs are infatisrharket participants would use in pricing the
asset or liability developed based on market dditimed from sources independent of the
Company. Unobservable inputs are inputs that reftee Company’s assumptions about the
assumptions other market participants would ug&itcing the asset or liability developed based on
the best information available in the circumstanddse hierarchy is broken down into three levels
based on the observability of inputs as follows:

* Level 1—Valuations based on quoted prices invactmarkets for identical assets or
liabilities that the Company has the ability to e&x= Valuation adjustments and block
discounts are not applied to Level 1 instrumenisceSvaluations are based on quoted prices
that are readily and regularly available in anwactnarket, valuation of these products does
not entail a significant degree of judgment.

* Level 2—Valuations based on one or more quotezepiin markets that are not active or for
which all significant inputs are observable, eitbgectly or indirectly.

» Level 3 —Valuations based on inputs that are seolable and significant to the overall fair
value measurement.

The availability of observable inputs can vary frgmoduct to product and is affected by a wide
variety of factors, including, for example, the ¢ypf product, whether the product is new and not
yet established in the marketplace, the liquiditynarkets and other characteristics particulah®o t
transaction. To the extent that valuation is basednodels or inputs that are less observable or
unobservable in the market, the determination ofvalue requires more judgment. Accordingly,
the degree of judgment exercised by the Companydtermining fair value is greatest for
instruments categorized in Level 3 of the fair eahierarchy.

The Company considers prices and inputs that aneruas of the measurement date, including
during periods of market dislocation. In periodsridrket dislocation, the observability of priceslan
inputs may be reduced for many instruments. Thisditton could cause an instrument to be
reclassified from Level 1 to Level 2 or Level 2ltevel 3 of the fair value hierarchy (see Note 8). |
addition, a downturn in market conditions coulddéa further declines in the valuation of many
instruments.



In certain cases, the inputs used to measure daievmay fall into different levels of the fair val
hierarchy. In such cases, for disclosure purposedevel in the fair value hierarchy within which
the fair value measurement falls in its entiretylédermined based on the lowest level input that is
significant to the fair value measurement in itSrety.

Valuation Techniques

Many cash instruments have bid and ask pricesctiratbe observed in the marketplace. Bid prices
reflect the highest price that a party is willinggay for an asset. Ask prices represent the lowest
price that a party is willing to accept for an ass®r financial instruments whose inputs are based
on bid-ask prices, the Company does not requir¢ tha fair value estimate always be a
predetermined point in the bid-ask range. The Cayiggoolicy is to allow for mid-market pricing
and adjusting to the point within the bid-ask raniggt meets the Company’s best estimate of fair
value. For offsetting positions in the same finahanstrument, the same price within the bid-ask
spread is used to measure both the long and sbsitiqms.

Fair value for many cash instruments is derivechgigiricing models. Pricing models take into
account the contract terms (including maturity) v@sll as multiple inputs, including, where
applicable, commodity prices, equity prices, insérete yield curves, credit curves, correlation,
creditworthiness of the counterparty, creditworgsism of the Company, option volatility and
currency rates. Where appropriate, valuation adjests are made to account for various factors
such as liquidity risk (bid-ask adjustments), cragliality and model uncertainty. Adjustments for
liquidity risk adjust model derived mid-market lév@f Level 2 and Level 3 financial instruments
for the bid-mid or mid-ask spread required to prbpeeflect the exit price of a risk position. Bid-
mid and mid-ask spreads are marked to levels obdeirv trade activity, broker quotes or other
external third-party data. Where these spreadsuambservable for the particular position in
guestion, spreads are derived from observable dewélsimilar positions. The Company also
considers collateral held and legally enforceablaster netting agreements that mitigate the
Company’s exposure to each counterparty. Adjustsnéat model uncertainty are taken for
positions whose underlying models are reliant gmificant inputs that are neither directly nor
indirectly observable, hence requiring relianceestablished theoretical concepts in their derivatio
These adjustments are derived by making assessmoktite possible degree of variability using
statistical approaches and market-based informatleen possible. The Company generally subjects
all valuations and models to a review processaliytiand on a periodic basis thereafter.

Fair value is a market-based measure consideredtfie perspective of a market participant rather
than an entity-specific measure. Therefore, evearmwharket assumptions are not readily available,
the Company’s own assumptions are set to refleaseththat the Company believes market
participants would use in pricing the asset oriliigbat the measurement date.

See Note 3 for a description of valuation technggageplied to financial instruments measured at fair
value.

Securities Lending Transactions

Securities borrowed and securities loaned areeteas collateralized financings and are recorded at
the amount of cash collateral advanced and received



Income Taxes
Incometax expense is provided for using the asset addlity method, under which deferred tax
assets and liabilities are determined based uperteimporary differences between the financial
statement and income tax bases of assets andtiesbilsing currently enacted tax rates.

Note 3 — Fair Value Disclosures

Fair Value Measurements

A description of the valuation techniques appliedite Company’s major categories of assets and
liabilities measured at fair value on a recurriagib follows.

Securities received as collateral and Obligationrdéturn securities received as collateral are
generally valued based on quoted market pricesaaacdcategorized in Level 1 of the fair value
hierarchy. A portion of the securities received cadlateral and obligation to return securities
received as collateral are valued using pricing @®dr based on inputs that are unobservable and
are categorized in Level 2 and Level 3 of the ¥alue hierarchy, respectively.

The following fair value hierarchy table presentdormation about the Company’s assets and
liabilities measured at fair value on a recurrirggib as of December 31, 2011. See Note 2 for a
discussion of the Company’s policies regardingféirevalue hierarchy.

Assets and Liabilities Measured at Fair Value on &ecurring Basis as of December 31, 2011

Quoted Prices in

Active Markets Significant Significant
for Identical Observable Unobservable Balance at
Assets Inputs Inputs December 31,
(Level 1) (Level 2) (Level 3) 2011
Assets
Securities received as collatel$ 14,831,81: $ 124,511 $ 3% 14,956,326
Liabilities
Obligation to return securities
received as collateral $ 14,831,81: $ 124,511 $ 3% 14,956,326

There have been no significant transfers betweasidef the fair value hierarchy during 2011.
Financial Instruments Not Measured at Fair Value

Some of the Company’s financial instruments arenm@asured at fair value on a recurring basis but
nevertheless are recorded at amounts that apprteifai value due to their liquid or short-term
nature. Such financial assets and financial liaédi include: Cash and cash equivalents, Cash
deposited with clearing organization, Securitiegdwed and Securities loaned.



Note 4 — Collateralized Transactions

The Company enters into securities borrowed andrgies loaned transactions to settle other
securities obligations and to accommodate countigepaneeds. The Company’s policy is generally
to take possession of securities received as eddlatand securities borrowed. The Company
manages credit exposure arising from securitiesoln@d and securities loaned transactions by, in
appropriate circumstances, entering into masteingeagreements and collateral arrangements with
counterparties that provide the Company, in thenegka counterparty default, the right to liquielat
collateral and the right to offset a counterpartyghts and obligations. The Company also monitors
the fair value of the underlying securities as cared with the related receivable or payable,
including accrued interest, and, as necessary, estguadditional collateral to ensure such
transactions are adequately collateralized. Wheesmgd appropriate, the Company’s agreements
with third parties specify its rights to requestigidnal collateral.

The Company receives collateral in the form of sées in connection with securities borrowed
transactions. In many cases, the Company is pewnit sell or repledge these securities held as
collateral and use the securities to enter intourssges lending transactions. The Company
additionally receives securities as collateral onreection with certain securities-for-securities
transactions in which the Company is the lender.instances where the Company is permitted to
sell or repledge these securities, the Companytefte fair value of the collateral received almel t
related obligation to return the collateral in #tatement of financial condition. At December 31,
2011, the fair value of financial instruments reeei as collateral where the Company is permitted
to sell or repledge the securities was $24,295z834f which had been repledged.

Note 5 — Contingencies

There are no pending legal actions, including eabdns, class actions and other litigation, agsin
in connection with the Company’s activities as &usiies borrowing and securities lending
financial services institution. Where availableommation indicates that it is probable a liabilitgd
been incurred at the date of the statement of filmhrrondition and the Company can reasonably
estimate the amount of that loss, the Company asctioe estimated loss by a charge to income.
There are no legal reserves in the statement affilal condition as of December 31, 2011.

Note 6 - Risk Management

The Company’s risk management policies and relptededures are integrated with those of the
Ultimate Parent and its other consolidated subsetia These policies and related procedures are
administered on a coordinated global basis witrsictEration given to each subsidiary’s, including
the Company’s, specific capital and regulatory megoents. For the Risk Management discussion
which follows, the term “Company” includes the Wiate Parent and its subsidiaries.

Risk is an inherent part of the Company’s busiress activities. Management believes effective
risk management is vital to the success of the @myip business activities. Accordingly, the

Company has policies and procedures in place ntifying, measuring, monitoring and managing
each of the various types of significant risks imed in the activities of its business and support
functions. The Company'’s ability to properly andeefively identify, assess, monitor and manage
each of the various types of risk involved in itsidties is critical to its soundness and profilis§p

The Company’s portfolio of business activities Iseleduce the impact that volatility in any

particular area or related areas may have on iteewenues as a whole.
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The cornerstone of the Company’s risk managemeitbgaphy is the execution of risk-adjusted
returns through prudent risk-taking that protebss €Company’s capital base and franchise. Five key
principles underlie this philosophy: comprehenses=) independence, accountability, defined risk
tolerance and transparency. The fast-paced, complea constantly-evolving nature of global
financial markets requires that the Company maingairisk management culture that is incisive,
knowledgeable about specialized products and narkatd subject to ongoing review and
enhancement. To help ensure the efficacy of riskagament, which is an essential component of
the Company’s reputation, senior management regjtiverough and frequent communication and
the appropriate escalation of risk matters.

Credit Risk

Credit risk refers to the risk of loss arising wreeborrower, counterparty or issuer does not meget i

financial obligations. The Company incurs credgkriexposure to institutions and sophisticated
investors. This risk may arise from a variety okimess activities, including, but not limited to,

providing funding that is secured by physical geraficial collateral whose value may at times be
insufficient to cover the loan repayment amountd goosting margin and/or collateral to

counterparties.

The Company has structured its credit risk managerframework to reflect that each of its
businesses generates unique credit risks, andliseegbpractices to evaluate, monitor and control
credit risk exposure both within and across busirsegments. The Company is responsible for
ensuring transparency of material credit risks,ugeng compliance with established limits,
approving material extensions of credit, and esicaarisk concentrations to appropriate senior
management. The Company’s credit risk exposure agaged by credit professionals and risk
committees that monitor risk exposure, includingdar sensitive, higher risk transactions.

Note 7 - Income Taxes

The Company is included in the consolidated fed@@me tax return filed by the Ultimate Parent.
Federal income taxes have generally been providea separate entity basis in accordance with the
tax allocation agreement with the Ultimate Par@ihie Company is included in the combined state
and local income tax returns with the Ultimate Ra@nd certain other subsidiaries of the Ultimate
Parent. State and local income taxes have beendpbwn separate entity income at the effective
tax rate of the Company’s combined filing group.

In accordance with the terms of the Tax Allocathagreement with the Ultimate Parent, all current
and deferred taxes are offset with all other irgerpany balances with the Ultimate Parent.

As of December 31, 2011 the Company has not accamgdunrecognized tax benefits in the
statement of financial condition.

The Company, through its inclusion in the returntioé¢ Ultimate Parent, is under continuous
examination by the Internal Revenue Service (tHeS®) and other tax authorities in certain
countries and states in which the Company hasfgignt business operations, such as New York.
The Company is currently under examination by R8 IAppeals Office for the remaining issues
covering tax years 1999 — 2005. Also, the Companycurrently at various levels of field
examination with respect to audits with the IRSwa#l as New York State and New York City, for
tax years 2006 — 2008 and 2007 — 2009, respectively
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The Company believes that the resolution of taxtenstwill not have a material effect on the
statement of financial condition of the Company.

It is reasonably possible that further significahanges in the gross balance of unrecognized tax
benefits may occur within the next 12 months. A$ time, however, it is not possible to reasonably

estimate the expected change to the total amounhcognized tax benefits and impact on the

effective tax rate over the next 12 months.

The following are the major tax jurisdictions in iain the Company and its affiliates operate and the
earliest tax year subject to examination:

Jurisdiction Tax Year
United States 1999
New York State and City 2007

Note 8 - Regulatory Requirements

The Company is a registered broker-dealer and,rdicgly, is subject to the minimum net capital
requirements of the SEC and the Financial InduRegulatory Authority (“FINRA”). Under these
rules, the Company is required to maintain mininfdet Capital, as defined under SEC Rule 15c¢3-
1, of not be less than 2% of aggregate debit itansng from customer transactions or $250,
whichever is greater. At December 31, 2011, then@any's Net Capital was $53,039 which
exceeded the minimum requirement by $52,789.

The Company is exempt from the provisions of RiBe3t3 under the Securities Exchange Act of
1934 in that the Company’s activities are limitedtttose set forth in the conditions for exemption
appearing in paragraph (k)(2)(ii) of the Rule.

Note 9 - Subsequent Events

The Company evaluates subsequent events througbatieeon which the statement of financial
condition is issued. The Company did not note amgsequent events requiring disclosure or
adjustment to the statement of financial condition.
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A copy of our December 31, 2011, statement of fercondition filed pursuant to Rule 17a-5 of
the Securities Exchange Act of 1934 is availableeiwamination at the New York Office of the
Securities and Exchange Commission or at our ieaffice at 1585 Broadway, New York, N.Y.
10036.

A copy of this Prime Dealer Services Corp. Statéméfrinancial Condition can be viewed online
at the Morgan Stanley website at:
http://www.morganstanley.com/about/ir/shareholdenfedealerservices_corp.pdf



