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PRIME DEALER SERVICES CORP.
STATEMENT OF FINANCIAL CONDITION
June 30, 2013
(In thousands of dollars, except share data)

ASSETS
Cash and cash equivalents $ 74,975
Securities borrowed 3,466,005
Securities received as collateral, at fair value 17,532,406
Rebates receivable 14,136
Total assets $ 21,087,522

LIABILITIES AND STOCKHOLDER'S EQUITY

Securities loaned $ 3,466,005
Obligation to return securities received as cotldiet fair value 17,532,406
Payables to affiliates 16,390
Rebates payable and other liabilities 14,233
Total liabilities 21,029,034

Stockholder’s equity:
Common stock ($1 par value, 1,000 shardsoaiaed, issued

and outstanding) 1

Paid-in capital 24,999
Retained earnings 33,488
Total stockholder’s equity 58,488
Total liabilities and stockholder’s equity $ 21,087,522

See Notes to Statement of Financial Condition.
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PRIME DEALER SERVICES CORP.
NOTES TO STATEMENT OF FINANCIAL CONDITION
June 30, 2013
(Unaudited)
(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 subsidiaoy Morgan Stanley (the “Ultimate Parent”). The
Company is registered with the Securities and BxgbaCommission (“SEC”) as a broker-dealer and is
primarily engaged in the borrowing and lending eéd\gities.

Basis of Financial Information

The statement of financial condition is preparedagtordance with accounting principles generally
accepted in the United States of America (“U.Sahich require the Company to make estimates and
assumptions regarding the valuations of certaianfoial instruments, compensation, the outcome of
litigation and tax matters, and other matters #fédct the statement of financial condition anchted
disclosures. The Company believes that the estimatiized in the preparation of the statement of
financial condition are prudent and reasonableu@latesults could differ materially from these ewsties.

Note 2 - Summary of Significant Accounting Policies

Financial Instruments and Fair Value

Securities received as collateral and Obligatioretarn securities received as collateral are nredsat
fair value as required by accounting guidance. Acdption 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 lmeired to sell an asset or paid to transfer aliiglgi.e.,
the “exit price”) in an orderly transaction betweawaarket participants at the measurement date.

In determining fair value, the Company uses varialsation approaches and establishes a hieracchy f
inputs used in measuring fair value that maximinesuse of relevant observable inputs and minimizes
the use of unobservable inputs by requiring that niost observable inputs be used when available.
Observable inputs are inputs that market parti¢gpauould use in pricing the asset or liability deyed
based on market data obtained from sources independélthe Company. Unobservable inputs are inputs
that reflect the Company’s assumptions about tilseiragtions other market participants would use in
pricing the asset or liability developed based o ltest information available in the circumstandd®
hierarchy is broken down into three levels basetherobservability of inputs as follows:

» Level 1—Valuations based on quoted prices invactharkets for identical assets or liabilities
that the Company has the ability to access. Valnadidjustments and block discounts are not
applied to Level 1 instruments. Since valuatiores lzased on quoted prices that are readily and
regularly available in an active market, valuatafithese products does not entail a significant
degree of judgment.

» Level 2—Valuations based on one or more quotéckeprin markets that are not active or for
which all significant inputs are observable, eittieectly or indirectly.
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» Level 3 —Valuations based on inputs that are sapkable and significant to the overall fair
value measurement.

The availability of observable inputs can vary frproduct to product and is affected by a wide \wgrid
factors, including, for example, the type of proguwehether the product is new and not yet estadtish

the marketplace, the liquidity of markets and oftlearacteristics particular to the product. Toektent
that valuation is based on models or inputs thatless observable or unobservable in the market, th
determination of fair value requires more judgméwmicordingly, the degree of judgment exercisedhwy t
Company in determining fair value is greatest fustiuments categorized in Level 3 of the fair value
hierarchy.

The Company considers prices and inputs that arerduas of the measurement date, including during
periods of market dislocation. In periods of martistocation, the observability of prices and irgotay

be reduced for many instruments. This conditiond¢cause an instrument to be reclassified from Leve
1 to Level 2 or Level 2 to Level 3 of the fair valhierarchy (see Note 4). In addition, a downturn i
market conditions could lead to declines in theigabn of many instruments.

In certain cases, the inputs used to measure &irevmay fall into different levels of the fair val
hierarchy. In such cases, for disclosure purpdseset/el in the fair value hierarchy within whidtetfair
value measurement falls in its entirety is deteadibased on the lowest level input that is sigarfido
the fair value measurement in its entirety.

Valuation Techniques

Many cash instruments have bid and ask pricesctirabe observed in the marketplace. Bid pricescefl
the highest price that a party is willing to pay &n asset. Ask prices represent the lowest phatéa
party is willing to accept for an asset. For finahinstruments whose inputs are based on bid-dsk$
the Company does not require that the fair valtienate always be a predetermined point in the bkl-a
range. The Company’s policy is to allow for mid-iketrpricing and to adjust to the point within thd-b
ask range that meets the Company’s best estimafairofalue. For offsetting positions in the same
financial instrument, the same price within the-ask spread is used to measure both the long art sh
positions.

Fair value for many cash instruments is derivedhgugiricing models. Pricing models take into account
the contract terms (including maturity) as welhadgtiple inputs, including, where applicable, conditp
prices, equity prices, interest rate yield curvesedit curves, correlation, creditworthiness of the
counterparty, creditworthiness of the Company, aptiolatility and currency rates. Where appropriate
valuation adjustments are made to account for warfactors such as liquidity risk (bid-ask adjustisg
credit quality and model uncertainty. Adjustments fiquidity risk adjust model derived mid-market
levels of Level 2 and Level 3 financial instrumefisthe bid-mid or mid-ask spread required to grbyp
reflect the exit price of a risk position. Bid-méhd mid-ask spreads are marked to levels observed i
trade activity, broker quotes or other externaldparty data. Where these spreads are unobserfaable
the particular position in question, spreads ameveld from observable levels of similar positioiitie
Company also considers collateral held and legaifiprceable master netting agreements that mitigate
the Company’s exposure to each counterparty. Adigists for model uncertainty are taken for positions
whose underlying models are reliant on significamputs that are neither directly nor indirectly
observable, hence requiring reliance on establisthedretical concepts in their derivation. These
adjustments are derived by making assessmentseopdhsible degree of variability using statistical
approaches and market-based information wherelpges3ihe Company generally subjects all valuations
and models to a review process initially and orem=gglic basis thereafter.



Fair value is a market-based measure considerettfie perspective of a market participant rathanth
an entity-specific measure. Therefore, even whernkebaassumptions are not readily available, the
Company’s own assumptions are set to reflect thumethe Company believes market participants would
use in pricing the asset or liability at the measunt date.

Where the Company manages a group of financiaksass® financial liabilities on the basis of its ne
exposure to either market risks or credit risk, @@mmpany measures the fair value of that group of
financial instruments consistently with how margetticipants would price the net risk exposurehat t
measurement date.

See Note 4 for a description of valuation technéqagplied to the major categories of financial
instruments measured at fair value.

Valuation Process

The Valuation Review Group (“VRG") within the Fingal Control Group (“FCG”) of the Ultimate
Parent and its consolidated subsidiaries is rediplentor the Company’s fair value valuation poligje
processes and procedures. VRG is independent diusieess units and reports to the Chief Financial
Officer (“CFQ”) of the Ultimate Parent and its cofidated subsidiaries, who has final authority oter
valuation of the Company’s financial instrumentsR% implements valuation control processes to
validate the fair value of the Company’s finandigtruments measured at fair value including those
derived from pricing models. These control processe designed to assure that the values used for
financial reporting are based on observable inpdiisrever possible. In the event that observablatgp
are not available, the control processes are dedigo assure that the valuation approach utilized i
appropriate and consistently applied and that $iseraptions are reasonable.

The Company’s control processes apply to finaringttuments categorized in Level 1, Level 2 or leve
3 of the fair value hierarchy, unless otherwiseedofhese control processes include:

Model Review. VRG, in conjunction with the Market Risk Deparmg“MRD") and, where
appropriate, the Credit Risk Management Departmgoty of which report to the Chief Risk
Officer of the Ultimate Parent and its consolidatedbsidiaries (“Chief Risk Officer”),
independently review valuation models’ theoretic@lundness, the appropriateness of the
valuation methodology and calibration techniquewettgped by the business units using
observable inputs. Where inputs are not observaliRG reviews the appropriateness of the
proposed valuation methodology to ensure it is ist&rst with how a market participant would
arrive at the unobservable input. The valuation hoa@tlogies utilized in the absence of
observable inputs may include extrapolation teahesgand the use of comparable observable
inputs. As part of the review, VRG develops a mdttogy to independently verify the fair value
generated by the business unit's valuation modBefore trades are executed using new
valuation models, those models are required tmtegendently reviewed. All of the Company’s
valuation models are subject to an independentafRG review.

Independent Price Verification. The business units are responsible for deténgithe fair
value of financial instruments using approved viduramodels and valuation methodologies.
Generally on a monthly basis, VRG independentlyideaks the fair values of financial
instruments determined using valuation models ligrd@ning the appropriateness of the inputs
used by the business units and by testing commiawith the documented valuation
methodologies approved in the model review prodessribed above.



VRG uses recently executed transactions, otherradiisie market data such as exchange data,
broker/dealer quotes, third-party pricing vendand aggregation services for validating the fair
values of financial instruments generated usingiatédn models. VRG assesses the external
sources and their valuation methodologies to deternif the external providers meet the
minimum standards expected of a third-party pricgongrce. Pricing data provided by approved
external sources are evaluated using a numberprbaphes; for example, by corroborating the
external sources’ prices to executed trades, blyzing the methodology and assumptions used
by the external source to generate a price ang/@vbluating how active the third-party pricing
source (or originating sources used by the thimdyparicing source) is in the market. Based on
this analysis, VRG generates a ranking of the oladde market data to ensure that the highest-
ranked market data source is used to validate tsnéss unit's fair value of financial
instruments.

For financial instruments categorized within Le8elf the fair value hierarchy, VRG reviews the
business unit’'s valuation techniques to ensureetle® consistent with market participant
assumptions.

The results of this independent price verificatiord any adjustments made by VRG to the fair
value generated by the business units are presentednagement of the Ultimate Parent and its
consolidated subsidiaries, the CFO and the Chiglf Rifficer on a regular basis.

Review of New Level 3 TransactiondRG reviews the models and valuation methodolaggd
to price all new material Level 3 transactions both FCG and MRD management must approve
the fair value of the trade that is initially recized.

For further information on financial assets andbilides that are measured at fair value on a méogr
basis, see Note 4.

Income Taxes

Income tax expense is provided for using the amsétliability method, under which deferred tax &sse
and liabilities are determined based upon the teamgalifferences between the financial statemedt an
income tax bases of assets and liabilities usimgently enacted tax rates.

Cash and Cash Equivalents

Cash and cash equivalents consist of cash andyHighid investments not held for resale with onigfi
maturities of three months or less, held for innesit purposes, that are readily convertible to kmow
amounts of cash.

Securities Lending Transactions
Securities borrowed and securities loaned areeileas collateralized financings and are recordeteat
amount of cash collateral advanced and receivee.Ngge 5 for further information on collateralized
transactions.

Accounting Developments
Disclosures about Offsetting Assets and LiabilittasJanuary 2013, the Financial Accounting Standards

Board (“FASB”) issued an accounting update thatifotal the intended scope of the new balance sheet
offsetting disclosures to derivatives, repurchagee@ments, and securities lending transactionfdo t
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extent that they are either offset in the finansi@tements or subject to an enforceable masténget
arrangement or similar agreement. These disclosegairements became effective for the Company
beginning on January 1, 2013. Since these amendedigtes require only additional disclosures
concerning offsetting and related arrangementsptimo has not affected the Company’s statement of
financial condition (see Note 5).

Note 3 — Related Party Transactions

The Company has the following transactions with theémate Parent and its affiliates as of June 30,
2013:

Assets and receivables from affiliated companiescamprised of:
Securities borrowed $ 3,466,005
Rebates receivable 14,136

Liabilities and payables to affiliated companies eomprised of -
Payable to affiliates $ 16,390

Note 4 — Fair Value Disclosures

Fair Value Measurements

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

Securities received as collateral and Obligatiomettnirn securities received as collateral are gdiyer
valued based on quoted prices in active marketsiendategorized in Level 1 of the fair value hieing.

A portion of the securities received as collatenadl obligation to return securities received asateral
are valued using pricing models. They are categdrin Level 2 of the fair value hierarchy unless th
significant inputs are unobservable, in which ctssy are categorized in Level 3 of the fair value
hierarchy.

The following fair value hierarchy table presemtformation about the Company’s assets and liadliti
measured at fair value on a recurring basis asuné B0, 2013. See Note 2 for a discussion of the
Company'’s policies regarding the fair value hiehngrc

Assets and Liabilities Measured at Fair Value on &ecurring Basis as of June 30, 2013

Quoted Prices

in Active Significant Significant
Markets for Observable Unobservable
Identical Assets Inputs Inputs Balance at

(Level 1) (Level 2) (Level 3) June 30, 2013
Assets
Securities received as
collateral $ 17,505,061 $ 27,345 ¢ $ 17,532,406
Liabilities
Obligation to return securities
received as collateral $ 17,505,061 $ 27,345 ¢ $ 17,532,406



There have been no material transfers betweerslefe¢he fair value hierarchy during the first six
months of 2013.

Financial Instruments Not Measured at Fair Value

The table below presents the carrying value, failue and fair value hierarchy category of certain
financial instruments that are not measured atvilire in the statement of financial condition.

The carrying value of Cash and cash equivalents ahdr short-term financial instruments such as
Securities borrowed, Securities loaned and cepayables arising in the ordinary course of business
approximate fair value because of the relativelgrsiperiod of time between their origination and
expected maturity.

Financial Instruments Not Measured At Fair Value atJune 30, 2013

At June 30, 2013 Fair Value Measurements using:
Quoted Prices
in Active
Markets for Significant Significant
Identical Observable  Unobservable
Carrying Assets Inputs Inputs
Value Fair Value (Level 1) (Level 2) (Level 3)
Financial assets®
Cash and cash equivalents $ 74,975 $ 74,975 $ 74975 $ - $ -
Securities borrowed 3,466,005 3,466,005 - 3,466,005 -
Financial liabilities: ®
Securities loaned $ 3,466,005 3,466,005 $ - $ 3,466,005 $ -
Payables to affiliates 16,390 16,390 - 16,390 -

@ Accrued interest and fees receivables and payalfiese carrying value approximates fair value hasenbexcluded.

Note 5 — Collateralized Transactions

The Company enters into securities borrowed andirges loaned transactions to accommodate
counterparties’ needs. The Company manages credidsare arising from such transactions by, in
appropriate circumstances, entering into mastetingetagreements and collateral agreements with
counterparties that provide the Company, in thenegéa counterparty default (such as bankruptcg or
counterparty’s failure to pay or perform), the tigh liquidate and setoff collateral against theamaount
owed by the counterparty. The Company’s policyaésarally to take possession of securities borrowed
and securities received as collateral (with rigifteehypothecation). The Company also monitorsfaire
value of the underlying securities as compared withrelated receivable or payable, including aadru
interest, and, as necessary, requests additioflateral as provided under the applicable agreertent
ensure such transactions are adequately collatedali



The following table presents information about difsetting of these instruments and related caltdte
amounts.

At June 30, 2013

Financial
Amounts Net Amounts  Instruments
Offsetinthe Presented in  Not Offset in
Statement of the Statemeni the Statement

Gross Financial of Financial of Financial Net
Amounts®™  Condition®  Condition Condition®  Exposure
Assets
Securities borrowed $ 3,466,005 $ - $ 3,466,005 $ (3,031,985 $ 434,020
Liabilities
Securities loaned $ 3,466,005 $ - $ 3,466,005 $ (3,031,985 $ 434,020

@ Amounts include all instruments, irrespective dfether there is a legally enforceable master mettimangements in place.

@ Amounts relate to master netting arrangementscafidteral arrangements which have been determiiyethe Company to be legally
enforceable in the event of default and where tedther criteria are met in accordance with agtile offsetting accounting guidance.

@ Amounts relate to master netting agreements afidte@l agreements which have been determinedhbyGompany to be legally
enforceable in the event of default but where aeiither criteria are not met in accordance witpliapble offsetting accounting guidance.

The Company receives collateral in the form of ooape equities and corporate and other debt in
connection with securities borrowed transactionsmlany cases, the Company is permitted to sell or
repledge these securities held as collateral ard the securities to enter into securities lending
transactions. The Company additionally receivesursiges as collateral in connection with certain
securities-for-securities transactions in which@wnpany is the lender. In instances where the @omp

is permitted to sell or repledge these securitiee, Company reports the fair value of the colldtera
received and the related obligation to return thigateral in the statement of financial conditiét.June

30, 2013, the fair value of financial instrumerdseaived as collateral where the Company is perthitie
sell or repledge the securities was $20,998,41df alhich had been repledged.

Note 6 — Contingencies

There are no pending legal actions, including eabiins, class actions and other litigation, agsin
connection with the Company’s activities as a s#&esr borrowing and securities lending financial
services institution. Where available informatiodicates that it is probable a liability had beecurred

at the date of the statement of financial conditiad the Company can reasonably estimate the ambunt
that loss, the Company accrues the estimated pssdharge to income. There are no legal resernves i
the statement of financial condition as of JuneZ8@.3.

Note 7 - Risk Management

The Company’s risk management policies and relaextedures 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 withsic@ration given to each subsidiary’s, including th
Company’s, specific capital and regulatory requiata. For the Risk Management discussion which
follows, the term “Company” includes the UltimatarBnt and its consolidated subsidiaries.

Risk is an inherent part of the Company’s busires$ activities. Management believes effective risk
management is vital to the success of the Compdnismess activities. Accordingly, the Company has
policies and procedures in place to identify, asse®nitor and manage the significant risks invdlire
the activities of its business and support funaiofihe Company’s ability to properly and effectivel
identify, assess, monitor and manage each of thieugatypes of risk involved in its activities igtical
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to its soundness and profitability. The Companystfplio of business activities helps reduce theawat
that volatility in any particular area or relateg@@s may have on its net revenues as a whole.

The cornerstone of the Company'’s risk managemeitdguphy is the execution of risk-adjusted returns
through prudent risk-taking that protects the Comyfr capital base and franchise. Five key prinaiple
underlie this philosophy: comprehensiveness, indépece, accountability, defined risk tolerance and
transparency. The fast-paced, complex, and comgwnlving nature of global financial markets
requires that the Company maintain a risk managem@iture that is incisive, knowledgeable about
specialized products and markets, and subject ¢going review and enhancement. To help ensure the
efficacy of risk management, which is an esserd@hponent of the Company’s reputation, senior
management requires thorough and frequent comntioricand the appropriate escalation of risk
matters.

Credit Risk

Credit risk refers to the risk of loss arising wkeehorrower, counterparty or issuer does not nedinancial
obligations. The Company primarily incurs credékrexposure to institutions and individuals. Tlhsk may
arise from a variety of business activities, inolgd but not limited to, providing funding thatsecured by
physical or financial collateral whose value magiraes be insufficient to cover the loan repaynanbunt;
and posting margin and/or collateral to counteigsrt

The Company has structured its credit risk managérfneamework to reflect that each of its businesses
generates unique credit risks, and establishestiggacto evaluate, monitor and control credit risk
exposure both within and across business segmdifts. Company is responsible for ensuring
transparency of material credit risks, ensuring giience with established limits, approving material

extensions of credit, and escalating risk concéotra to appropriate senior management. The
Company’s credit risk exposure is managed by cqaditessionals and risk committees that monitde ris

exposure, including credit sensitive, higher riglasactions.

Note 8 - Income Taxes

The Company is included in the consolidated fedarabme tax return filed by the Ultimate Parent.
Federal income taxes have generally been provided separate entity basis in accordance with the ta
allocation agreement with the Ultimate Parent. Toepany is included in the combined state and local
income tax returns with the Ultimate Parent andaterother subsidiaries of the Ultimate ParentteSta
and local income taxes have been provided on separdity 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 intercomypbalances with the Ultimate Parent.

As of June 30, 2013 the Company does not have amgcagnized tax benefits in the statement of
financial condition.

The Company, through its inclusion in the returrihg Ultimate Parent, is under continuous exanonati
by the Internal Revenue Service (the “IRS”) andeottax authorities in certain countries and states
which the Company has significant business operatisuch as New York. The Company is currently
under examination by the IRS Appeals Office for thmaining issues covering tax years 1999 — 2005.
Also, the Company is currently at various leveldieffl examination with respect to audits with RS,

as well as New York State and New York City, fot y@ars 2006 — 2008 and 2007 — 2009, respectively.
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The Company believes that the resolution of taxemawill not have a material effect on the statenod
financial condition of the Company.

It is reasonably possible that further significahanges in the gross balance of unrecognized taefite
may occur within the next 12 months. At this timewever, it is not possible to reasonably estintate
expected change to the total amount of unrecogrietienefits and impact on the effective tax cater

the next 12 months.

Note 9 - Requlatory Requirements

The Company is a registered broker-dealer and,rdicayly, 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 minimum Net i@hpas defined under SEC Rule 15c3-1, of not
less than 2% of aggregate debit items arising tastomer transactions or $250, whichever is greAter
June 30, 2013, the Company’s Net Capital was $96,8Bich exceeded the minimum requirement by
$56,630.

The Company is exempt from the provisions of Rule3t3 under the Securities Exchange Act of 1934
in that the Company’s activities are limited toghaset forth in the conditions for exemption apipegin
paragraph (k)(2)(ii) of the Rule.

Note 10 - Subsequent Events

The Company evaluates subsequent events througtateen which the statement of financial condition
is issued. The Company did not note any subsegesstits requiring disclosure or adjustment to the
statement of financial condition.
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