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  ASSETS 

    

  Cash and cash equivalents  $  205,303 
    
  Cash deposited with clearing organization  150 
    
  Securities borrowed  9,070,070 
    
  Securities received as collateral, at fair value  20,224,629 
    
  Other assets    6 
    
  Total assets $  29,500,158 
    

    

  LIABILITIES AND STOCKHOLDER'S EQUITY  

    

  Securities loaned $  9,070,070 
    
  Obligation to return securities received as collateral, at fair value 20,224,629 
    
  Payables to affiliates 101,654 
    
  Other liabilities  78 
    

  Total liabilities   29,396,431 
    
  Stockholder’s equity: 

         Common stock ($1 par value, 1,000 shares authorized, issued 
                and outstanding)   1 
         Paid-in capital  24,999 
         Retained earnings  78,727 
    
  Total stockholder’s equity   103,727 
    
  Total liabilities and stockholder’s equity $  29,500,158
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Note 1 - Introduction and Basis of Presentation 
 

The Company 
 
Prime Dealer Services Corp. (the “Company”) is a wholly owned subsidiary of Morgan Stanley 
& Co. LLC (the “Parent”), which is an indirect subsidiary of Morgan Stanley (the “Ultimate 
Parent”). The Company is registered with the Securities and Exchange Commission (“SEC”) as a 
broker-dealer and is primarily engaged in the borrowing and lending of securities. 
  

Basis of Financial Information  
  
The statement of financial condition is prepared in accordance with accounting principles 
generally accepted in the United States of America (“U.S.”), which require the Company to 
make estimates and assumptions regarding the valuations of certain financial instruments, the 
outcome of litigation and tax matters, and other matters that affect the statement of financial 
condition and related disclosures. The Company believes that the estimates utilized in the 
preparation of the statement of financial condition are prudent and reasonable.  Actual results 
could differ materially from these estimates. 
  

Related Party Transactions 
 
The Company has the following transactions with the Ultimate Parent and its affiliates as of June 
30, 2011: 
 

Note 2 - Summary of Significant Accounting Policies 
 

Cash and Cash Equivalents 
  
Cash and cash equivalents consist of cash and highly liquid investments not held for resale with 
original maturities of three months or less.   
 
     Cash Deposited With Clearing Organization 
 
Cash deposited with clearing organization represents cash deposited with the Options Clearing 
Corporation. 

 Assets and receivables from affiliated companies are comprised of:   
        Securities received as collateral          $  20,224,629 
        Securities borrowed  9,070,070 
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    Financial Instruments and Fair Value 
 
Securities received as collateral and obligation to return securities received as collateral are 
carried at fair value.  A description of the Company’s polices regarding fair value measurement 
and its application follows. 
 
 Fair Value Measurement – Definition and Hierarchy  
 
Fair value is defined as the price that would be received to sell an asset or paid to transfer a 
liability ( i.e., the “exit price”) in an orderly transaction between market participants at the 
measurement date. 
  
In determining fair value, the Company uses various valuation approaches and establishes a 
hierarchy for inputs used in measuring fair value that maximizes the use of relevant observable 
inputs and minimizes the use of unobservable inputs by requiring that the most observable inputs 
be used when available. Observable inputs are inputs that market participants would use in 
pricing the asset or liability developed based on market data obtained from sources independent 
of the Company. Unobservable inputs are inputs that reflect the Company’s assumptions about 
the assumptions other market participants would use in pricing the asset or liability developed 
based on the best information available in the circumstances. The hierarchy is broken down into 
three levels based on the observability of inputs as follows:  

• Level 1—Valuations based on 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 1 instruments. Since valuations are based on quoted 
prices that are readily and regularly available in an active market, valuation of these 
products does not entail a significant degree of judgment.  

• Level 2—Valuations based on one or more quoted prices in markets that are not active or 
for which all significant inputs are observable, either directly or indirectly.  

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

 
The availability of observable inputs can vary from product to product and is affected by a wide 
variety of factors, including, for example, the type of product, whether the product is new and 
not yet established in the marketplace, the liquidity of markets and other characteristics particular 
to the transaction. To the extent that valuation is based on models or inputs that are less 
observable or unobservable in the market, the determination of fair value requires more 
judgment. Accordingly, the degree of judgment exercised by the Company in determining fair 
value is greatest for instruments categorized in Level 3 of the fair value hierarchy. 
 
The Company considers prices and inputs that are current as of the measurement date, including 
during periods of market dislocation. In periods of market dislocation, the observability of prices 
and inputs may be reduced for many instruments. This condition could cause an instrument to be 
reclassified from Level 1 to Level 2 or Level 2 to Level 3 of the fair value hierarchy (see Note 
3). In addition, a downturn in market conditions could lead to further declines in the valuation of 
many instruments.  



 

       

4

In certain cases, the inputs used to measure fair value may fall into different levels of the fair 
value hierarchy. In such cases, for disclosure purposes the level in the fair value hierarchy within 
which the fair value measurement falls in its entirety is determined based on the lowest level 
input that is significant to the fair value measurement in its entirety.  
 

Valuation Techniques 
 
Many cash instruments have bid and ask prices that can be observed in the marketplace. Bid 
prices reflect the highest price that a party is willing to pay for an asset. Ask prices represent the 
lowest price that a party is willing to accept for an asset. For financial instruments whose inputs 
are based on bid-ask prices, the Company does not require that the fair value estimate always be 
a predetermined point in the bid-ask range. The Company’s policy is to allow for mid-market 
pricing and adjusting to the point within the bid-ask range that meets the Company’s best 
estimate of fair value. For offsetting positions in the same financial instrument, the same price 
within the bid-ask spread is used to measure both the long and short positions.  
 
Fair value for many cash instruments is derived using pricing models. Pricing models take into 
account the contract terms (including maturity) as well as multiple inputs, including, where 
applicable, commodity prices, equity prices, interest rate yield curves, credit curves, correlation, 
creditworthiness of the counterparty, creditworthiness of the Company, option volatility and 
currency rates. Where appropriate, valuation adjustments are made to account for various factors 
such as liquidity risk (bid-ask adjustments), credit quality and model uncertainty. Adjustments 
for liquidity risk adjust model-derived mid-market levels of Level 2 and Level 3 financial 
instruments for the bid-mid or mid-ask spread required to properly reflect the exit price of a risk 
position. Bid-mid and mid-ask spreads are marked to levels observed in trade activity, broker 
quotes or other external third-party data. Where these spreads are unobservable for the particular 
position in question, spreads are derived from observable levels of similar positions. The 
Company also considers collateral held and legally enforceable master netting agreements that 
mitigate the Company’s exposure to each counterparty. Adjustments for model uncertainty are 
taken for positions whose underlying models are reliant on significant inputs that are neither 
directly nor indirectly observable, hence requiring reliance on established theoretical concepts in 
their derivation. These adjustments are derived by making assessments of the possible degree of 
variability using statistical approaches and market-based information when possible. The 
Company generally subjects all valuations and models to a review process initially and on a 
periodic basis thereafter.  
 
Fair value is a market-based measure considered from the perspective of a market participant 
rather than an entity-specific measure. Therefore, even when market assumptions are not readily 
available, the Company’s own assumptions are set to reflect those that the Company believes 
market participants would use in pricing the asset or liability at the measurement date.  
 
See Note 3 for a description of valuation techniques applied to financial instruments measured at 
fair value.  
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Securities Lending Transactions 
 
Securities borrowed and securities loaned are treated as collateralized financings. Where 
appropriate, transactions with the same counterparty are reported on a net basis. Securities 
borrowed and securities loaned are carried at the amount of cash collateral advanced and 
received in connection with the transactions. 

 
Income Taxes 

 
Income  tax expense is provided for using the asset and liability method, under which deferred tax 
assets and liabilities are determined based upon the temporary differences between the financial 
statement and income tax bases of assets and liabilities using currently enacted tax rates. 

 
Note 3 – Fair Value Disclosures 
 
Fair Value Measurements 
 
A description of the valuation techniques applied to the Company’s major categories of assets 
and liabilities measured at fair value on a recurring basis follows.   
 
Securities received as collateral and obligation to return securities received as collateral  
 
Securities received as collateral and obligation to return securities received as collateral are 
generally valued based on quoted market prices and are categorized in Level 1 of the fair value 
hierarchy.  A portion of the securities received as collateral and obligation to return securities 
received as collateral are valued using pricing models or based on inputs that are unobservable 
and are categorized in Level 2 of the fair value hierarchy. 
 
The following fair value hierarchy table presents information about the Company’s assets and 
liabilities measured at fair value on a recurring basis as of June 30, 2011. See Note 2 for a 
discussion of the Company’s policies regarding the fair value hierarchy. 
 
Assets and Liabilities Measured at Fair Value on a Recurring Basis as of June 30, 2011 

  

Quoted Prices in 
Active Markets 

for Identical 
Assets   

Significant 
Observable 

Inputs   

Significant 
Unobservable 

Inputs   Balance as of 
June 30, 2011   (Level 1)   (Level 2)    (Level 3)   

Assets                       
Securities received as collateral $  20,142,999   $  81,630   $ -   $  20,224,629 
                        
Liabilities                        

Obligation to return securities 
received as collateral $  20,142,999   $  81,630   $  -   $  20,224,629 

                        

There have been no transfers between levels of the fair value hierarchy during 2011. 
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Financial Instruments Not Measured at Fair Value  
 
Some of the Company’s financial instruments are not measured at fair value on a recurring basis 
but nevertheless are recorded at amounts that approximate fair value due to their liquid or short-
term nature. Such financial assets and financial liabilities include: Cash and cash equivalents, 
Cash deposited with clearing organizations, Securities borrowed, and Securities loaned.  
 
Note 4 – Collateralized Transactions 
 
The Company enters into securities borrowed and securities loaned transactions to settle other 
securities obligations and to accommodate counterparties’ needs. The Company’s policy is generally 
to take possession of Securities borrowed. The Company manages credit exposure arising from 
securities borrowed and securities loaned transactions by, in appropriate circumstances, entering into 
master netting agreements and collateral arrangements with counterparties that provide the 
Company, in the event of a customer default, the right to liquidate collateral and the right to offset a 
counterparty’s rights and obligations. The Company also monitors the fair value of the underlying 
securities as compared with the related receivable or payable, including accrued interest, and, as 
necessary, requests additional collateral to ensure such transactions are adequately collateralized. 
Where deemed appropriate, the Company’s agreements with third parties specify its rights to request 
additional collateral. 
 
The Company receives collateral in the form of securities in connection with securities borrowed 
transactions. In many cases, the Company is permitted to sell or repledge these securities held as 
collateral and use the securities to enter into securities lending transactions. The Company 
additionally receives securities as collateral in connection with certain securities-for-securities 
transactions in which the Company is the lender.  In instances where the Company is permitted 
to sell or repledge these securities, the Company reports the fair value of the collateral received 
and the related obligation to return the collateral in the statement of financial condition. At June 
30, 2011, the fair value of financial instruments received as collateral where the Company is 
permitted to sell or repledge the securities was $29,294,699, all of which had been repledged. 
 

Note 5 – Contingencies 

There are no pending legal actions, including arbitrations, class actions and other litigation, 
arising in connection with the Company’s activities as a securities borrowing and securities 
lending financial services institution.    Where available information indicates that it is probable a 
liability had been incurred at the date of the statement of financial condition and the Company 
can reasonably estimate the amount of that loss, the Company accrues the estimated loss by a 
charge to income. There are no legal reserves in the statement of financial condition as of June 
30, 2011.  
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Note 6 - Risk Management 

The Company’s risk management policies and related procedures are integrated with those of the 
Ultimate Parent and its other consolidated subsidiaries.  These policies and related procedures 
are administered on a coordinated global basis with consideration given to each subsidiary’s, 
including the Company’s, specific capital and regulatory requirements.  For the discussion which 
follows, the term “Company” includes the Ultimate Parent and its subsidiaries. 
 
Management believes effective risk management is vital to the success of the Company’s business 
activities. Accordingly, the Company employs an Enterprise Risk Management (“ERM”) 
framework to integrate the diverse roles of the risk departments into a holistic enterprise structure 
and to facilitate the incorporation of risk evaluation into decision-making processes across the 
Company.  The Company has policies and procedures in place to identify, assess, monitor and 
manage the significant risks involved in the activities of its Institutional Securities business 
segment and support functions as well as at the holding company level. Principal risks involved in 
the Company’s business activities include market, credit, capital and liquidity, operational, and 
compliance and legal risk. 
  
The cornerstone of the Company’s risk management philosophy is the execution of risk-adjusted 
returns through prudent risk-taking that protects the Company’s capital base and franchise. Five 
key principles underlie this philosophy: comprehensiveness, independence, accountability, 
defined risk tolerance and transparency. The fast-paced, complex, and constantly-evolving nature 
of global financial services requires that the Company maintain a risk management culture that is 
incisive, knowledgeable about specialized products and markets, and subject to ongoing review 
and enhancement. To help ensure the efficacy of risk management, which is an essential 
component of the Company’s reputation, senior management requires thorough and frequent 
communication and the appropriate escalation of risk matters.  
 

Risk Governance Structure 

Risk management at the Company requires independent company-level oversight, accountability 
of the Company’s business segments, and effective communication of risk matters to senior 
management and across the Company.  The nature of the Company’s risks, coupled with its risk 
management philosophy, informs the Company’s risk governance structure.  The Company’s risk 
governance structure comprises the Board of Directors; the Risk Committee of the Board (“BRC”) 
and the Audit Committee of the Board (“BAC”); the Firm Risk Committee (“FRC”); senior 
management oversight (including the Chief Executive Officer, Chief Risk Officer, Chief Financial 
Officer, Chief Legal Officer and Chief Compliance Officer); the Internal Audit Department and 
risk managers, committees, and groups within and across the Company’s business segments.  A 
risk governance structure composed of independent but complementary entities facilitates efficient 
and comprehensive supervision of the Company’s risk exposures and processes.   
 
Morgan Stanley Board of Directors.  The Board has oversight for the Company’s ERM 
framework and is responsible for helping to ensure that the Company’s risks are managed in a 
sound manner.   The Board has authorized the committees within the ERM framework to help 
facilitate its risk oversight responsibilities. 
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Risk Committee of the Board. The BRC, appointed by the Board, is composed of non-
management directors. The BRC is responsible for assisting the Board in the oversight of the 
Company’s risk governance structure; the Company’s risk management and risk assessment 
guidelines and policies regarding market, credit and liquidity, and funding risk; the Company’s 
risk tolerance; and the performance of the Chief Risk Officer. The BRC reports to the full Board 
on a regular basis. 
 
Audit Committee of the Board. The BAC, appointed by the Board, is composed of independent 
directors (pursuant to the Company’s Corporate Governance Policies and applicable New York 
Stock Exchange and Securities and Exchange Commission (“SEC”) rules) and is responsible for 
oversight of certain aspects of risk management, including review of the major operational, 
franchise, reputational, legal and compliance risk exposures of the Company and the steps 
management has taken to monitor and control such exposure, as well as guidelines and policies 
that govern the process for risk assessment and risk management. The BAC reports to the full 
Board on a regular basis. 
 
Firm Risk Committee. The Board has also authorized the FRC, a management committee 
appointed and chaired by the Chief Executive Officer, that includes the most senior officers of the 
Company, including the Chief Risk Officer, Chief Legal Officer and Chief Financial Officer.  The 
FRC’s responsibilities include oversight of the Company’s risk management principles, 
procedures and limits and the monitoring of capital levels and material market, credit, liquidity 
and funding, legal, compliance, operational, franchise and regulatory risk matters, and other risks, 
as appropriate, and the steps management has taken to monitor and manage such risks.  The FRC 
reports to the full Board, the BAC and the BRC through the Company’s Chief Risk Officer. 
  
Chief Risk Officer. The Chief Risk Officer, who reports to the Chief Executive Officer and the BRC 
overseas compliance with Company risk limits; approves exceptions to the Company’s risk limits; 
reviews material market, credit, and operational risks; and reviews results of risk management 
processes with the Board, the BAC and the BRC, as appropriate. The Chief Risk Officer also 
coordinates with the Compensation, Management Development and Succession Committee of the 
Board to evaluate whether the Company’s compensation arrangements encourage unnecessary or 
excessive risk-taking and whether risks arising from the Company’s compensation arrangements are 
reasonably likely to have a material adverse effect on the Company. 
 

Internal Audit Department. The Internal Audit Department provides independent risk and 
control assessment and reports to the BAC and administratively to the Chief Legal Officer. The 
Internal Audit Department examines the Company’s operational and control environment and 
conducts audits designed to cover all major risk categories. 
  
Independent Risk Management Functions. The independent risk management functions 
(Market Risk, Credit Risk, Operational Risk and Corporate Treasury departments) are 
independent of the Company’s business units. These groups assist senior management and the 
FRC in monitoring and controlling the Company’s risk through a number of control processes.  
Each function maintains its own risk governance structure with specified individuals and 
committees responsible for aspects of managing risk. Further discussion about the 
responsibilities of the risk management functions may be found below under “Market Risk” and 
“Credit Risk”.  
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Market Risk 

Market risk refers to the risk that a change in the level of one or more market prices, rates, 
indices, implied volatilities (the price volatility of the underlying instrument imputed from option 
prices), correlations or other market factors, such as market liquidity, will result in losses for a 
position or portfolio. Generally, the Company incurs market risk as a result of trading and client 
facilitation activities, principally within the Institutional Securities business segment where the 
substantial majority of the Company’s Value-at-Risk (“VaR”) for market risk exposures is 
generated. 
 

Sound market risk management is an integral part of the Company’s culture. The various 
business units and trading desks are responsible for ensuring that market risk exposures are well-
managed and prudent. The control groups help ensure that these risks are measured and closely 
monitored and are made transparent to senior management. The Market Risk Department is 
responsible for ensuring transparency of material market risks, monitoring compliance with 
established limits, and escalating risk concentrations to appropriate senior management. To 
execute these responsibilities, the Market Risk Department monitors the Company’s risk against 
limits on aggregate risk exposures, performs a variety of risk analyses, routinely reports risk 
summaries, and maintains the Company’s VaR and scenario analysis systems. These limits are 
designed to control price and market liquidity risk. Market risk is monitored through various 
measures: statistically (using VaR and related analytical measures); by measures of position 
sensitivity; and through routine stress testing, which measures the impact on the value of existing 
portfolios of specified changes in market factors, and scenario analyses conducted by the Market 
Risk Department in collaboration with the business units. The material risks identified by these 
processes are summarized in reports produced by the Market Risk Department that are circulated 
to and discussed with senior management, the FRC, the BRC, and the Board of Directors.  
 

Credit Risk 

Credit risk refers to the risk of loss arising when a borrower, counterparty or issuer does not meet 
its financial obligations. The Company incurs credit risk exposure to institutions and 
sophisticated investors through the Institutional Securities business segment. This risk may arise 
from a variety of business activities, including, but not limited to, entering into swap or other 
derivative contracts under which counterparties have obligations to make payments to us; 
extending credit to clients through various lending commitments; providing short- or long-term 
funding that is secured by physical or financial collateral whose value may at times be 
insufficient to fully cover the loan repayment amount; and posting margin and/or collateral to 
clearing houses, clearing agencies, exchanges, banks, securities firms and other financial 
counterparties. We incur credit risk in traded securities whereby the value of these assets may 
fluctuate based on realized or expected defaults on the underlying obligations or loans. 
  
The Company has structured its credit risk management framework to reflect that each of its 
businesses generates unique credit risks, and Credit Risk Management Department establishes 
Company-wide practices to evaluate, monitor and control credit risk exposure both within and 
across business segments.  The Company employs a comprehensive and global Credit Limits 
Framework as one of the primary tools used to evaluate and manage credit risk levels across the 
Company. The Credit Limits Framework is calibrated within the Company’s risk tolerance and 
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includes single-name limits and portfolio concentration limits by country, industry and product 
type. The Credit Risk Management Department is responsible for ensuring transparency of 
material credit risks, ensuring compliance with established limits, approving material extensions 
of credit, and escalating risk concentrations to appropriate senior management. Credit risk 
exposure is managed by credit professionals and committees within the Credit Risk Management 
Department and through various risk committees, whose membership includes Credit Risk 
Management Department. The Credit Risk Management Department also works closely with the 
Market Risk Department and applicable business units to monitor risk exposures. 
 

Note 7 - Income Taxes 
 
The Company is included in the consolidated federal income tax return filed by the Ultimate 
Parent. Federal income taxes have been provided on a separate entity basis in accordance with a 
tax allocation agreement with the Ultimate Parent. The Company is included in the combined 
state and local income tax returns with the Ultimate Parent and certain other subsidiaries of the 
Ultimate Parent. State and local income taxes have been provided on separate entity income at 
the effective tax rate of the Company’s combined filing group. 
 
In accordance with the terms of the Tax Allocation Agreement with the Ultimate Parent, all 
current and deferred taxes are offset with all other intercompany balances with the Ultimate 
Parent.  
 
The Company, through its inclusion in the return of the Ultimate Parent, is under continuous 
examination by the Internal Revenue Service (the “IRS”) and other tax authorities in certain 
countries and states in which the Company has significant business operations, such as New 
York.  The Company is currently in the early stages of an IRS audit for tax years 2006 – 2008. 
During 2012, the Company expects to reach a conclusion with the IRS on issues covering tax 
years 1999 – 2005. During 2011, the Company expects to commence an audit with New York 
State and New York City covering tax years 2007 – 2009. The Company periodically assesses 
the likelihood of assessments in each of the taxing jurisdictions resulting from current and 
subsequent years’ examinations.   
  
The Company believes that the resolution of tax matters will not have a material effect on the 
statement of financial condition of the Company.  The Company has established a liability for 
unrecognized tax benefits that the Company believes is adequate in relation to the potential for 
additional assessments. Once established, the Company adjusts unrecognized tax benefits only 
when more information is available or when an event occurs necessitating a change. 
It is reasonably possible that significant changes in the gross balance of unrecognized tax 
benefits may occur within the next 12 months. At this time, however, it is not possible to 
reasonably estimate the expected change to the total amount of unrecognized tax benefits and 
impact on the effective tax rate over the next 12 months.  
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The following are the major tax jurisdictions in which 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, accordingly, is subject to the minimum net 
capital requirements of the SEC and the Financial Industry Regulatory Authority (“FINRA”).  
Under these rules, the Company is required to maintain minimum Net Capital, as defined under 
SEC Rule 15c3-1, of not less than 2% of aggregate debit items arising from customer 
transactions or $250, whichever is greater.  At June 30, 2011, the Company’s Net Capital was 
$99,272 which exceeded the minimum requirement by $99,022. 
 
The Company is exempt from the provisions of Rule 15c3-3 under the Securities Exchange Act 
of 1934 in that the Company’s activities are limited to those 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 through the date on which the statement of financial 
condition is issued. The Company did not note any subsequent events requiring disclosure or 
adjustment to the statement of financial condition. 
 

******  


