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PRIME DEALER SERVICES CORP.
STATEMENT OF FINANCIAL CONDITION
June 30, 2014
(In thousands of dollars, except share data)

(Unaudited)

ASSETS
Cash and cash equivalents $ 64,385
Securities borrowed 4,008,185
Securities received as collateral, at fair value 23,868,896
Rebates receivable and other assets 20,744
Total assets $ 27,962,210

LIABILITIES AND STOCKHOLDER'S EQUITY

Securities loaned $ 4,008,185
Obligation to return securities received as colldiet fair value 23,868,896
Payables to affiliates 3,011
Rebates payable and other liabilities 20,841
Total liabilities 27,900,933

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

and outstanding) 1

Paid-in capital 24,999
Retained earnings 36,277
Total stockholder’s equity 61,277
Total liabilities and stockholder’s equity $ 27,962,210

See Notes to Statement of Financial Condition.
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PRIME DEALER SERVICES CORP.
NOTES TO STATEMENT OF FINANCIAL CONDITION
At June 30, 2014
(In thousands of dollars)
(Unaudited)

Note 1 - Introduction and Basis of Presentation

The Company

Prime Dealer Services Corp. (the “Company”) is aNyhowned subsidiary of Morgan Stanley & Co. LLC
(the “Parent”), which is an indirect subsidiary brgan Stanley (the “Ultimate Parent”). The Compasy
registered with the Securities and Exchange Conmomg8SEC”) as a broker-dealer and is primarily aged
in the borrowing and lending of securities.

Basis of Financial Information

The statement of financial condition is preparea@dnordance with accounting principles generallyepted

in the United States of America (“U.S.”), which uagg the Company to make estimates and assumptions
regarding the valuations of certain financial instents, compensation, the outcome of litigation tnd
matters, and other matters that affect the staterokriinancial condition and related disclosuredieT
Company believes that the estimates utilized inpreparation of the statement of financial conditare
prudent and reasonable. Actual results could diffaterially from these estimates.

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. A desonipof 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 lxeireed to sell an asset or paid to transfer alifglfi.e., the
“exit price”) in an orderly transaction between k&trparticipants at the measurement date.

In determining fair value, the Company uses varigalsiation approaches and establishes a hieramhy f
inputs used in measuring fair value that maximiesuse of relevant observable inputs and minimilzes
use of unobservable inputs by requiring that thstrnebservable inputs be used when available. Oalskrv
inputs are inputs that market participants woulel inspricing the asset or liability that were deyed based

on market data obtained from sources independenhefCompany. Unobservable inputs are inputs that
reflect the Company’s assumptions about the assongpbther market participants would use in priding
asset or liability that were developed based onhtbst information available in the circumstancese T
hierarchy is broken down into three levels basetherobservability of inputs as follows:

» Level 1—Valuations based on quoted prices invaatiarkets for identical assets or liabilities thmet
Company has the ability to access. Valuation anjasts and block discounts are not applied to
Level 1 instruments. Since valuations are basedjuosted prices that are readily and regularly
available in an active market, valuation of thesedpcts does not entail a significant degree of
judgment.

» Level 2—Valuations based on one or more quotémkprin markets that are not active or for which
all significant inputs are observable, either diseor 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 frpnoduct to product and is affected by a wide vgrod
factors, including, for example, the type of pralwehether the product is new and not yet estadtish the
marketplace, the liquidity of markets and otherrahteristics particular to the product. To the bkithat
valuation is based on models or inputs that are lgisservable or unobservable in the market, the
determination of fair value requires more judgmextcordingly, the degree of judgment exercised Hy t
Company in determining fair value is greatest fostiuments categorized in Level 3 of the fair value
hierarchy.

The Company considers prices and inputs that anerduas of the measurement date, including during
periods of market dislocation. In periods of marfistocation, the observability of prices and irgoatay be
reduced for many instruments. This condition cazddse an instrument to be reclassified from Levid 1
Level 2 or Level 2 to Level 3 of the fair value laechy (see Note 4). In addition, a downturn in kear
conditions could lead to declines in the valuattbmany instruments.

In certain cases, the inputs used to measure &uevmay fall into different levels of the fair uel
hierarchy. In such cases, for disclosure purpaseslevel in the fair value hierarchy within white fair
value measurement falls in its entirety is detesdibased on the lowest level input that is sigaific¢o the
fair value measurement in its entirety.

Valuation Techniques

Many cash instruments have bid and ask pricescirabe observed in the marketplace. Bid pricesetthe
highest price that a party is willing to pay for asset. Ask prices represent the lowest priceaharty is
willing to accept for an asset. For financial iostents whose inputs are based on bid-ask prices, th
Company does not require that the fair value esérabvays be a predetermined point in the bid-asige.
The Company'’s policy is to allow for mid-marketgnig and to adjust to the point within the bid-askge
that meets the Company’s best estimate of fairevdtor offsetting positions in the same finanaigtiument,
the same price within the bid-ask spread is useddasure both the long and short positions.

Fair value for many cash instruments is deriveagigiricing models. Pricing models take into accabet
contract terms (including maturity) as well as nmi inputs, including, where applicable, commodtitices,
equity prices, interest rate yield curves, creditves, correlation, creditworthiness of the couyraety,
creditworthiness of the Company, option volatiliznd currency rates. Where appropriate, valuation
adjustments are made to account for various fastah as liquidity risk (bid-ask adjustments), dregdality
and model uncertainty. Adjustments for liquiditgkiadjust model-derived mid-market levels of LeXend
Level 3 financial instruments for the bid-mid ordrdsk spread required to properly reflect the prigte of a
risk position. Bid-mid and mid-ask spreads are radrto levels observed in trade activity, brokertgamr
other external third-party data. Where these spgreael unobservable for the particular positionuasgion,
spreads are derived from observable levels of aimpibsitions. The Company also considers collatezfd
and legally enforceable master netting agreemeh& tnitigate the Company’'s exposure to each
counterparty. Adjustments for model uncertainty takeen for positions whose underlying models aliame

on significant inputs that are neither directly matirectly observable, hence requiring reliancesstablished
theoretical concepts in their derivation. Thesaistijents are derived by making assessments ofbodshbe
degree of variability using statistical approacaed market-based information where possible. Thagmy
generally subjects all valuations and models tevéew process initially and on a periodic basise¢béer.

Fair value is a market-based measure considered thie perspective of a market participant rathan thn
entity-specific measure. Therefore, even when ntaakeumptions are not readily available, the Coryigan
own assumptions are set to reflect those that trapany believes market participants would use icimy
the asset or liability at the measurement date.



Where the Company manages a group of financialtassel financial liabilities on the basis of itst ne
exposure to either market risks or credit risk, @mmpany measures the fair value of that groupnafntial
instruments consistently with how market particigamould price the net risk exposure at the measene
date.

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

Valuation Process

The Valuation Review Group (“VRG") within the Finaal Control Group (“FCG”) of the Ultimate Parent
and its consolidated subsidiaries is responsibi¢hi® Company’s fair value valuation policies, sses and
procedures. VRG is independent of the business anitl reports to the Chief Financial Officer (“CH©f

the Ultimate Parent and its consolidated subsebarivho has final authority over the valuation loé t
Company’s financial instruments. VRG implementsuasibn control processes to validate the fair valtie
the Company’s financial instruments measured atvaliue, including those derived from pricing madel
These control processes are designed to assurehthatalues used for financial reporting are based
observable inputs wherever possible. In the evhat bbservable inputs are not available, the cbntro
processes are designed to assure that the valudjmoach utilized is appropriate and consisteapiglied
and that the assumptions are reasonable.

The Company’s control processes apply to finaringttuments categorized in Level 1, Level 2 or Le&ef
the fair value hierarchy, unless otherwise notdwksE control processes include:

Model Review. VRG, in conjunction with the Market Risk Departme“MRD”) and, where
appropriate, the Credit Risk Management Departnimtt) of which report to the Chief Risk Officer
of the Ultimate Parent and its consolidated subsiel (“Chief Risk Officer”), independently review
valuation models’ theoretical soundness, the apammess of the valuation methodology and
calibration techniques developed by the businefis using observable inputs. Where inputs are not
observable, VRG reviews the appropriateness optbposed valuation methodology to ensure it is
consistent with how a market participant would \@&rat the unobservable input. The valuation
methodologies utilized in the absence of observaigats may include extrapolation techniques and
the use of comparable observable inputs. As pathefreview, VRG develops a methodology to
independently verify the fair value generated by lusiness unit’'s valuation models. Before trades
are executed using new valuation models, those made required to be independently reviewed.
All of the Company’s valuation models are subjecamn independent annual VRG review.

Independent Price Verification. The business units are responsible for deténgitine fair value of
financial instruments using approved valuation nea@ad valuation methodologies. Generally on a
monthly basis, VRG independently validates the falues of financial instruments determined using
valuation models by determining the appropriatermédbe inputs used by the business units and by
testing compliance with the documented valuatiortho@ologies approved in the model review
process described above.

VRG uses recently executed transactions, otherredisie market data such as exchange data,
broker-dealer quotes, third-party pricing vendonsl aaggregation services for validating the fair
values of financial instruments generated usingatedn models. VRG assesses the external sources
and their valuation methodologies to determin&éf éxternal providers meet the minimum standards
expected of a third-party pricing source. Pricirgfadprovided by approved external sources are
evaluated using a number of approaches; for exarpleorroborating the external sources’ prices to
executed trades, by analyzing the methodology asdimaptions used by the external source to
generate a price and/or by evaluating how actieghird-party pricing source (or originating sowgce
used by the third-party pricing source) is in tharket. Based on this analysis, VRG generates a
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ranking of the observable market data to ensurtethieahighest-ranked market data source is used to
validate the business unit’s fair value of finahaistruments.

For financial instruments categorized within Le®@ebf the fair value hierarchy, VRG reviews the
business unit's valuation techniques to ensure ethase consistent with market participant
assumptions.

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

Review of New Level 3 TransactionsVRG reviews the models and valuation methodploged to
price all new material Level 3 transactions, anthdeCG and MRD management must approve the
fair value of the trade that is initially recogrnize

For further information on financial assets andiliies that are measured at fair value on a mmgrbasis,
see Note 4.

Income Taxes

The Company accounts for income tax expense (hnesing the asset and liability method, under Wwhic
recognition of deferred tax assets and relatedatialn allowance (recorded in Other assets) anditiab for
the expected future tax consequences of eventhdlvatbeen included in the statement of finan@abion.
Under this method, deferred tax assets and lisdsliare determined based upon the temporary diiese
between the financial statement and income taxsbafsassets and liabilities using currently enatéadates
in effect for the year in which the differences axpected to reverse.

The Company recognizes net deferred tax assefie textent that it believes these assets are ni@lg than
not to be realized. In making such a determinatio®,Company considers all available positive amghtive
evidence, including future reversals of existingatade temporary differences, projected future téxab
income, tax-planning strategies, and results ofmeoperations. If the Company determines thabitld be
able to realize deferred tax assets in the fumrexcess of their net recorded amount, it would anak
adjustment to the deferred tax asset valuationvalhze, which would reduce the provision for incaaes.

Uncertain tax positions are recorded on the bdsisteo-step process whereby (1) the Company datesn
whether it is more likely than not that the taxigoas will be sustained on the basis of the techininerits of
the position and (2) for those tax positions thaemthe more-likely-than-not recognition threshdhk

Company recognizes the largest amount of tax bethefi is more than 50 percent likely to be reainpon

ultimate settlement with the related tax authorityjerest and penalties related to unrecognizedéaefits

are classified as provision for income taxes.

Cash and Cash Equivalents

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

Securities Lending Transactions

Securities borrowed and securities loaned areeieas collateralized transactions and are recoatliéde
amount of cash collateral advanced and received. $&e 5 for further information on collateralized
transactions.



Accounting Developments

Reporting Discontinued Operations and DisclosureBigposals of Components of an Entlty April 2014,

the FASB issued an accounting update that chanigesrequirements and disclosure for reporting
discontinued operations. The new guidance defirdis@ntinued operation as a disposal of a compgamen
group of components that is disposed of or is ifladsas held for sale and represents a stratédnficteat has

(or will have) a major effect on an entity's opéwas and financial results. Individually signifidan
components that have been disposed of or are bekhfe that do not meet the definition of a disitred
operation require new disclosures. The Companytaddpis guidance on April 1, 2014, as early adopts
permitted. The adoption of this guidance did noteha material impact on the Company’s consolidated
statement of financial condition.

Note 3 — Related Party Transactions

Receivables from and payables to affiliates consisihtercompany transactions that occur in themadr
course of business. Payables to affiliates areawursd, bear interest at prevailing market ratets ane
payable on demand.

The Company has the following transactions withultenate Parent and its affiliates at June 30,2201

Assets and receivables from affiliated companiescamprised of:

Securities borrowed $ 4,008,185

Rebates receivable 20,744
Payables to affiliated companies are comprised of:

Payable to affiliates $ 3,011

Note 4 — Fair Value Disclosures

Fair Value Measurements

A description of the valuation techniques appliedhte Company’s major categories of assets anditiied
measured at fair value on a recurring basis follows

Securities received as collateral and Obligatioretarn securities received as collateral are geiyeralued
based on quoted prices in active markets and aegaazed in Level 1 of the fair value hierarchyp#rtion
of the securities received as collateral and obbgato return securities received as collateral aalued
using pricing models. These are categorized in L2wd the fair value hierarchy unless the sigmifitinputs
are unobservable, in which case they are categbiizkeevel 3 of the fair value hierarchy.

The following fair value hierarchy table presem$oirmation about the Company’'s assets and liadsliti
measured at fair value on a recurring basis at 30n2014. See Note 2 for a discussion of the Coyipa
policies regarding the fair value hierarchy.

Assets and Liabilities Measured at Fair Value on &ecurring Basis at June 30, 2014

Quoted Prices in

Active Markets Significant Significant
for Identical Observable Unobservable
Assets Inputs Inputs Balance at
(Level 1) (Level 2) (Level 3) June 30, 2014
Assets
Securities received as collatere $ 23,847,173 ¢ 21,709 $ 14 ¢ 23,868,896
Liabilities
Obligation to return securities
received as collateral $ 23,847,173 ¢ 21,709 $ 14 ¢ 23,868,896
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There have been no material transfers betweenslefehe fair value hierarchy during the first amonths of
2014.

Financial Instruments Not Measured at Fair Value

The table below presents the carrying value, falue and fair value hierarchy category of certaaricial
instruments that are not measured at fair valukerstatement of financial condition.

The carrying value of Cash and cash equivalentsoéimet short-term financial instruments such asiBges
borrowed, Securities loaned and certain payablsigrin the ordinary course of business approxarair
value because of the relatively short period oktlmetween their origination and expected maturity.

Financial Instruments Not Measured at Fair Value atJune 30, 2014

At June 30, 2014 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$ 64,385 $ 64,385 $ 64,385 $ - $ -
Securities borrowed 4,008,185 4,008,185 - 4,008,185 -
Financial liabilities: ®
Securities loaned $ 4,008,185 $ 4,008,185 $ - $ 4,008,185 $ -
Payables to affiliates 3,011 3,011 - 3,011 -

™ Rebates receivable and other assets and Rebatesigoand other liabilities, where carrying valuprapimates fair value, have been excluded.

Note 5 — Collateralized Transactions

The Company enters into securities borrowed andurgies loaned transactions to accommodate
counterparties’ needs. The Company manages cregidsare arising from such transactions by, in
appropriate circumstances, entering into mastetingetagreements and collateral agreements with
counterparties that provide the Company, in theneweé a counterparty default (such as bankruptcy or
counterparty’s failure to pay or perform), with thght to net a counterparty’s rights and obligatiainder
such agreement and liquidate and set off collategll by the Company against the net amount owelthdoy
counterparty. The Company’s policy is generallytdke possession of securities borrowed and to vecei
securities posted as collateral (with rights ofymthecation), although in certain cases, the Compaay
agree for such collateral to be posted to a thandypcustodian under a tri-party arrangement thabkes the
Company to take control of such collateral in therg of a counterparty default. The Company alsaoitocs

the fair value of the underlying securities as cared with the related receivable or payable, inagd
accrued interest, and, as necessary, requestsoadtlitollateral as provided under the applicalgeeament

to ensure such transactions are adequately calliaead.



The following tables present information about thfésetting of these instruments and related caléhte
amounts.

At June 30, 2014

Financial
Amounts Net Amounts Instruments
Offsetinthe  Presentedin  Not Offset in
Statement of the Statement the Statement

Gross Financial of Financial of Financial Net
Amounts®)  Condition® Condition Condition®  Exposure
Assets
Securities borrowed $ 4,008,185 $ - $ 4,008,185 $ (3,995,639 $ 12,546
Liabilities
Securities loaned $ 4,008,185 $ - $ 4,008,185 $ (3,995,639 $ 12,546

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

@ Amounts relate to master netting agreements alfeteml agreements, which have been determinatidompany to be legally enforceable in
the event of default and where certain other daitare met in accordance with applicable offsetdingounting guidance.

®  Amounts relate to master netting agreements alfeteml agreements, which have been determinatidompany to be legally enforceable in
the event of default but where certain other ddtare not met in accordance with applicable dfifsgtaccounting guidance.

The Company receives collateral in the form of ooape equities and corporate and other debt inexiion
with securities borrowed transactions. In many safliee Company is permitted to sell or repledgesdhe
securities held as collateral and use the secsititieenter into securities lending transactione Tompany
additionally receives securities as collateralonreection with certain securities-for-securitiengactions in
which the Company is the lender. In instances whieeeCompany is permitted to sell or repledge these
securities, the Company reports the fair valuéefdollateral received and the related offsettibligation to
return the collateral in the statement of finan@ahdition. At June 30, 2014, the fair value ofaficial
instruments received as collateral where the Comparpermitted to sell or repledge the securitiess w
$27,877,081, all of which 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 séesrborrowing and securities lending financialveges
institution. Where available information indicateat it is probable a liability had been incurrédhee date of
the statement of financial condition and the Conypeain reasonably estimate the amount of that tbes,
Company accrues the estimated loss by a chargedmie. There are no legal reserves in the stateafent
financial condition at June 30, 2014.

Note 7 — Risk Management

The Company’s risk management policies and relptededures are aligned with those of the Parenitand
other consolidated subsidiaries. These policies ratated procedures are administered on a coostinat
global basis with consideration given to each gsiiasy's, including the Company’s, specific capitaid
regulatory requirements. For the Risk Managemestudision which follows, the term “Company” includes
the Ultimate Parent and its consolidated subsisari

Risk is an inherent part of the Company’'s busin@sd activities. Management believes effective risk
management is vital to the success of the Compamysiness activities. Accordingly, the Company has
policies and procedures in place to identify, asse®nitor and manage the significant risks invdluethe
activities of its business and support functionise Tompany’s ability to properly and effectivel\erdify,
assess, monitor and manage each of the various wpeisk involved in its activities is critical tits



soundness and profitability. The Company’s portfa@f business activities is intended to reduceirtigact
that volatility in any particular area or relateg@a@s may have on its net revenues as a whole.

The cornerstone of the Company’s risk managemeitbgaphy is the execution of risk-adjusted returns
through prudent risk-taking that protects the Comysa capital base and franchise. Five key prinaple
underlie this philosophy: comprehensiveness, indégece, accountability, defined risk tolerance and
transparency. The fast-paced, complex, and cohswvilving nature of global financial markets rees
that the Company maintain a risk management cultiiae is incisive, knowledgeable about specialized
products and markets, and subject to ongoing regiet enhancement. To help ensure the efficacys&f ri
management, which is an essential component ofCttrapany’s reputation, senior management requires
thorough and frequent communication and the ap@tgpescalation of risk matters.

Credit Risk

Credit risk refers to the risk of loss arising wreetborrower, counterparty or issuer does not niedinancial
obligations to the Company. The Company primanilgurs credit risk exposure to institutions and viitlials.
This risk may arise from a variety of businessvdets, including, but not limited to, providingriding that is
secured by physical or financial collateral whoakie may at times be insufficient to cover the logmayment
amount; and posting margin and/or collateral tontenparties.

The Company has structured its credit risk managérimamework to reflect that its businesses geesrat
unique credit risks, and establishes practicevatuate, monitor and control credit risk exposunghbwithin
and across its business activities. The Compamgsigonsible for ensuring transparency of materiadlic
risks, ensuring compliance with established limaigproving material extensions of credit, and edoag risk
concentrations to appropriate senior managemert.Cdmpany’s credit risk exposure is managed byitcred
professionals and risk committees that monitor réeséposure, including credit sensitive, higher risk
transactions.

Note 8 - Income Taxes

The Company is included in the consolidated fedex@me tax return filed by the Ultimate Parentdé&mal
income taxes have generally been provided on araepantity basis in accordance with the tax atiooa
agreement with the Ultimate Parent. The Comparipdiided in the combined state and local income tax
returns with the Ultimate Parent and certain oswdrsidiaries of the Ultimate Parent.

In accordance with the terms of the Tax Allocatibgreement with the Ultimate Parent, all current and
deferred taxes are offset with all other intercomypbalances with the Ultimate Parent.

At June 30, 2014 the Company did not have any wgrdzed tax benefits in its statement of financial
condition.

The Company, through its inclusion in the returrihef Ultimate Parent, is under continuous exanomaly

the Internal Revenue Service (the “IRS”) and ota&rauthorities in certain countries and stateshich the
Company has significant business operations, ssidfieav York. The Company is currently under revigw b
the IRS Appeals Office for the remaining issuesecmg tax years 1999 — 2005. Also, the Company has
substantially completed the IRS field examinatiforsthe audit of tax years 2006 — 2008, and isentty at
various levels of field examination with respecatalits by New York State and New York City for tgears
2007 — 20009.

The Company believes that the resolution of taxtensitwill not have a material effect on the statetmd
financial condition of the Company.

It is reasonably possible that significant chanigethe gross balance of unrecognized tax benefig otcur
within the next 12 months related to certain tatharty examinations referred to above. At this dim
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however, it is not possible to reasonably estintta¢eexpected change to the total amount of unrezedrax
benefits and impact on the effective tax rate temext 12 months.

Note 9 - Requlatory Requirements

The Company is a registered broker-dealer and, rdicgy, is subject to the minimum net capital
requirements of the SEC and the Financial Indugegulatory Authority (“FINRA”). Under these rulgbe
Company is required to maintain minimum Net Capiésl defined under SEC Rule 15c¢3-1, of not less tha
2% of aggregate debit items arising from customamsactions or $250, whichever is greater. At RMe
2014, the Company’s Net Capital was $58,919, whideeded the minimum requirement by $58,669.

The Company is exempt from the provisions of RWBe3t3 under the Securities Exchange Act of 1934 in
that the Company’s activities are limited to thas forth in the conditions for exemption appearing
paragraph (k)(2)(ii) of the Rule.

Note 10 - Subsequent Events

The Company has evaluated subsequent events fastadint to or disclosure in the statement of fife@nc
condition through the date of issuance and the Gowyas not identified any recordable or disclasabl
events, not otherwise reported in the statemefihafcial condition or the notes thereto.
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