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Assets

Cash 7,180$          

Cash and securities segregated for regulatory purposes or deposited with clearing organizations 494,296        

501,476        

Securities financing transactions

Receivables under resale agreements 1,897,595     

Receivables unders securities borrowed transactions 3,173,947     

5,071,542     

Trading assets, at fair value (includes securities pledged as collateral that can be sold or repledged of $123,900)

Derivative contracts 135,734        

Equities 127,352        

263,086        

Receivables from affiliated companies 1,287,039     

Other receivables

Customers 3,553,833     

Noncustomers 7,616,044     

Brokers and dealers 71,129          

Interest and other 3,133            

11,244,139   

Goodwill and intangible assets 101,650        

Deferred tax asset 68,887          

Other assets 22,059          

Total Assets 18,559,878$ 

Liabilities and Stockholders' Equity

Liabilities 

Trading liabilities, at fair value

Derivative contracts 304,845        

Equities 164,414        

469,259        

Securities financing transactions

Payables under securities loaned transactions 3,703,917     

Payables to affiliated companies 340,195        

Other payables

Customers 8,730,710     

Noncustomers 2,368,652     

Brokers and dealers 53,535          

Interest and other 21,151          

11,174,048   

Taxes payable 130,953        

Other liabilit ies 202,327        

Commitments and contingencies (see note 8)

Total Liabilities 16,020,699$ 

Stockholders’ Equity

Preferred stock, $1,000 liquidation preference per share; par value $1 per share;

10,000 shares authorized; 1,935 shares issued and outstanding 1,935            

Common stock, par value $1 per share; 50,000 shares authorized; 3,000 shares issued and outstanding 3                   

Paid-in capital 2,119,012     

Retained earnings 418,229        

Total Stockholders' Equity 2,539,179$   

Total Liabilities and Stockholders' Equity 18,559,878$ 

 

The accompanying notes are an integral part of this balance sheet.
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1. Summary of Significant Accounting Policies 

Description of Business 

Merrill Lynch Professional Clearing Corp. (the “Company”) is registered as a broker-

dealer with the Securities and Exchange Commission (“SEC”) and as a futures commission 

merchant with the Commodity Futures Trading Commission (“CFTC”).  Services provided 

to clients include prime brokerage, securities financing, clearing and settlement services to 

broker-dealers, introducing broker-dealers and other professional trading entities on a 

fully-disclosed basis.  The Company is also a market maker on several of the United States 

(“U.S.”)  listed options exchanges.  The Company is a subsidiary of Merrill Lynch, Pierce, 

Fenner & Smith Incorporated (“MLPF&S”).  MLPF&S is the Company’s Guarantor.  

Additionally, MLPF&S is a wholly-owned subsidiary of Merrill Lynch & Co., Inc. 

(“ML&Co.”), which is a wholly-owned subsidiary of Bank of America Corporation 

(“Bank of America”). 

Basis of Presentation 

The balance sheet is presented in accordance with U.S. Generally Accepted Accounting 

Principles (“US GAAP”). The balance sheet is presented in U. S. dollars. 

 

Use of Estimates 

In presenting the balance sheet, management makes estimates regarding: 

 Valuations of assets and liabilities requiring fair value estimates; 

 The outcome of litigation; 

 The ability to realize deferred tax assets and the recognition and measurement of 

uncertain tax positions; 

 The carrying amount of goodwill and intangible assets; 

 Incentive-based compensation accruals and valuation of share-based payment 

compensation arrangements; and 

 Other matters that affect the reported amounts and disclosure of contingencies in the 

balance sheet. 

Estimates, by their nature, are based on judgment and available information.  Therefore, 

actual results could differ from those estimates and could have a material impact on the 

balance sheet, and it is possible that such changes could occur in the near term.  

A discussion of certain areas in which estimates are a significant component of the 

amounts reported in the balance sheet follows: 
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Fair Value Measurement 

The Company accounts for its financial instruments at fair value or considers fair value in 

their measurement.  The Company accounts for certain financial assets and liabilities at fair 

value under various accounting literature, including ASC 815, Derivatives and Hedging 

Activities, (“Derivatives Accounting”).  The Company also accounts for certain assets at 

fair value under applicable industry guidance, namely ASC 940, Financial Services – 

Brokers and Dealers (“Broker-Dealer Guide”).  

ASC 820, Fair Value Measurements and Disclosures, (“Fair Value Accounting”) defines 

fair value, establishes a framework for measuring fair value, establishes a fair value 

hierarchy based on the quality of inputs used to measure fair value and enhances disclosure 

requirements for fair value measurements.    Fair values for exchange-traded equities and 

exchange-traded derivatives, principally options, are based on quoted market prices. See 

Note 4 to the balance sheet for additional information on the fair value of financial 

instruments. 

Legal Reserves 

The Company is a defendant in or a party to pending and threatened legal actions and 

proceedings, some of which involve claims for substantial amounts.  Amounts are accrued 

for the financial resolution of claims that have either been asserted or are deemed probable 

of assertion if, in the opinion of management, it is both probable that a liability has been 

incurred and the amount of the loss can be reasonably estimated.  In many cases, it is not 

possible to determine whether a liability has been incurred or to estimate the ultimate or 

minimum amount of that liability until the case is close to resolution, in which case no 

accrual is made until that time.  Accruals are subject to significant estimation by 

management with input from outside counsel handling the matter.  See Note 8 to the 

balance sheet for additional disclosures relating to litigation. 

Income Taxes 

The Company provides for income taxes on all transactions that have been recognized in 

the balance sheet in accordance with ASC 740, Income Taxes (“Income Tax Accounting”).  

Accordingly, deferred taxes are adjusted to reflect the tax rates at which future taxable 

amounts will likely be settled or realized.    Valuation allowances are established when 

necessary to reduce deferred tax assets to the amounts that are more-likely-than-not to be 

realized.  Pursuant to Income Tax Accounting, the Company may assess various sources of 

evidence in the conclusion as to the necessity of valuation allowances to reduce deferred 

tax assets to amounts more-likely-than-not to be realized, including the following: 1) past 

and projected earnings, including losses, of the Company, ML&Co. and Bank of America, 

as certain tax attributes such as U.S. net operating losses (“NOLs”), U.S. capital loss 

carryforwards and foreign tax credit carryforwards can be utilized by Bank of America in 

certain income tax returns, 2) tax carryforward periods, and 3) tax planning strategies and 

other factors of the legal entities, such as the intercompany tax-allocation policy.  Included 

within the Company’s net deferred tax assets are carryforward amounts generated in the 

U.S. that are deductible in the future as NOLs. The Company has concluded that these 
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deferred tax assets are more-likely-than-not to be fully utilized prior to expiration, based on 

the projected level of future taxable income of the Company, ML&Co. and Bank of 

America, which is relevant due to the intercompany tax-allocation policy.  

 

The Company recognizes and measures its unrecognized tax benefits (“UTB”) in 

accordance with Income Tax Accounting.  The Company estimates the likelihood, based 

on their technical merits, that tax positions will be sustained upon examination considering 

the facts and circumstances and information available at the end of each period.  The 

Company adjusts the level of UTBs when there is more information available, or when an 

event occurs requiring a change.  In accordance with Bank of America’s policy, any new 

or subsequent change in an unrecognized tax benefit related to a Bank of America state 

consolidated, combined or unitary return in which the Company is a member will generally 

not be reflected in the Company’s balance sheet.  However, upon Bank of America’s 

resolution of the item, any material impact determined to be attributable to the Company 

will be reflected in the Company’s balance sheet.  

Under the intercompany tax allocation policy of Bank of America, tax benefits associated 

with NOLs (or other tax attributes) of the Company are payable to the Company generally 

upon utilization in Bank of America’s returns.  See note 11 to the balance sheet for further 

discussion of income taxes. 

 

Balance Sheet Captions 

The following are descriptions related to specific balance sheet captions. 

Cash  

The Company defines cash as currency on hand and demand deposits with banks or other 

financial institutions.  The amounts recognized for cash in the balance sheet approximate 

fair value amounts. For purposes of the fair value hierarchy, cash is classified as Level 1. 

Cash and Securities Segregated for Regulatory Purposes or Deposited with Clearing 

Organizations 

The Company maintains relationships with clients and therefore it is obligated by rules 

mandated by its primary regulators, including the SEC and the CFTC in the U.S., to 

segregate or set aside cash and/or qualified securities to satisfy these regulations, which 

have been promulgated to protect customer assets.  In addition, the Company is a member 

of various clearing organizations at which it maintains cash and/or securities required for 

the conduct of its day-to-day clearance activities.  The amounts recognized for cash and 

securities segregated for regulatory purposes or deposited with clearing organizations in 

the balance sheet approximate fair value. For purposes of the fair value hierarchy, cash and 

securities segregated for regulatory purposes or deposited with clearing organizations are 

classified as Level 1.  
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Securities Financing Transactions 

The Company enters into repurchase and resale agreements and securities borrowed and 

loaned transactions to accommodate customers, finance Company inventory positions, 

obtain securities for settlement, and earn interest rate spreads.  The Company also engages 

in securities financing for customers through margin lending.  See the Other Receivables 

and Payables–Customer and Noncustomer Balances section of this note for additional 

information. 

Resale and repurchase agreements recorded at their contractual amounts, plus accrued 

interest, approximate fair value, as the fair value of these items is not materially sensitive 

to shifts in market interest rates because of the short-term nature of these instruments 

and/or their variable interest rates or to credit risk because the resale and repurchase 

agreements are substantially collateralized. The Company may use qualifying securities 

received as collateral for resale agreements to satisfy regulatory requirements such as Rule 

15c3-3 of the Securities Exchange Act of 1934. For purposes of the fair value hierarchy, 

resale and repurchase agreements are classified as Level 2. 

 

Securities borrowed and loaned transactions are recorded at the amount of cash collateral 

advanced or received.  Securities borrowed transactions require the Company to provide 

the counterparty with collateral in the form of cash, letters of credit, or other securities.  

The Company receives collateral in the form of cash or other securities for securities 

loaned transactions. The carrying value of these instruments approximates fair value as 

these items are not materially sensitive to shifts in market interest rates because of their 

short-term nature and/or their variable interest rates or to credit risk because securities 

borrowed and loaned transactions are substantially collateralized. For purposes of the fair 

value hierarchy, securities borrowed and loaned transactions are classified as Level 2.  

 

For securities financing transactions, the Company’s policy is to obtain possession of 

collateral with a market value equal to or in excess of the principal amount loaned under 

the agreements.  To ensure that the market value of the underlying collateral remains 

sufficient, collateral is valued daily, and the Company may require counterparties to 

deposit additional collateral or return collateral pledged, when appropriate. Securities 

financing agreements give rise to negligible credit risk as a result of these collateral 

provisions, and no allowance for loan losses is considered necessary.  

 

Substantially all securities financing activities are transacted under master repurchase 

agreements that give the Company the right, in the event of default, to liquidate collateral 

held and to offset receivables and payables with the same counterparty.  The Company 

offsets certain repurchase and resale agreement balances with the same counterparty on the 

balance sheet where it has such a master agreement, that agreement is legally enforceable, 

and the transactions have the same maturity date. 
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All Company-owned securities pledged to counterparties where the counterparty has the 

right to sell or repledge the securities, either by contract or custom, are disclosed 

parenthetically in Trading assets on the balance sheet. 

 

Trading Assets and Liabilities 

The Company’s trading activities consist of market making in listed options on several 

U.S. listed options exchanges.  Trading assets and trading liabilities consist of listed 

options and cash equity securities used for trading purposes or for managing risk exposure 

in trading inventory.  See Note 3 to the balance sheet for additional information on the 

accounting for derivatives. 

Trading assets and trading liabilities are recorded on a trade date basis at fair value, based 

on quoted market prices for exchange-traded equities and exchange-traded derivatives.  

Included in trading liabilities are securities that the Company has sold but did not own and 

will therefore be obligated to purchase at a future date (“short sales”).   

Receivables and Payables–Affiliates 

The Company enters into resale agreements and securities borrowed transactions to finance 

firm inventory positions and obtain securities for settlement with other companies 

affiliated by common ownership.  The Company also engages in trading activities such as 

providing securities brokerage, dealing and financing services with affiliated companies.  

See Note 2 to the balance sheet for a further discussion. 

Other Receivables and Payables–Customer and Noncustomer Balances 

Customer and noncustomer securities transactions are recorded on a settlement date basis.  

Receivables from and payables to customers and noncustomers include amounts due on 

cash and margin transactions, including futures contracts transacted on behalf of the 

Company’s customers.  Due to their short-term nature, such amounts approximate fair 

value. For purposes of the fair value hierarchy, customer and noncustomer receivables and 

payables are primarily classified as Level 2. 

Customer and noncustomer securities transactions include margin loan transactions where 

the Company will typically make a loan to a customer in order to finance the customer’s 

purchase of securities.  These transactions are conducted through margin accounts.  In 

these transactions the customer is required to post collateral in excess of the value of the 

loan and the collateral must meet marketability criteria.  Collateral is valued daily and must 

be maintained over the life of the loan.  Given that these loans are fully collateralized by 

marketable securities, credit risk is negligible and reserves for loan losses are only required 

in rare circumstances.   

Securities owned by customers and noncustomers, including those that collateralize margin 

or other similar transactions, are not reflected on the balance sheet.   
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Other Receivables and Payables—Brokers and Dealers 

Receivables from brokers and dealers include amounts receivable for securities not 

delivered by the Company to a purchaser by the settlement date (“fails to deliver”), margin 

deposits and commissions.  Payables to brokers and dealers include amounts payable for 

securities not received by the Company from a seller by the settlement date (“fails to 

receive”).  Brokers and dealers receivables and payables additionally include net 

receivables or payables from unsettled trades. Due to their short-term nature, the amounts 

recognized for broker and dealers receivables and payables approximate fair value. For 

purposes of the fair value hierarchy, brokers and dealers receivables and payables are 

primarily classified as Level 2. 

Other Receivables and Payables–Interest and Other 

Interest and other receivables include interest receivable on customer and noncustomer 

receivables and securities financing transactions. Interest and other payables include 

interest payable for customer and noncustomer payables, securities financing transactions 

and amounts payable for dividends. 

Goodwill and Intangible Assets 

Goodwill is the cost of an acquired company in excess of the fair value of identifiable net 

assets at acquisition date.  Goodwill is tested annually (or more frequently under certain 

conditions) for impairment at the reporting unit level in accordance with ASC 350, 

Intangibles–Goodwill and Other (“Goodwill and Intangible Assets Accounting”). Based 

on the annual impairment analysis the Company determined that there was no impairment 

of goodwill as of the June 30, 2012 test date.  The carrying amount of goodwill was 

$72,000 at June 30, 2012. 

Intangible assets consist of exchange trading rights.  In accordance with Goodwill and 

Intangible Assets Accounting, intangible assets with indefinite lives are not amortized.  

Based on the annual impairment analysis the Company determined that there was no 

impairment of intangible assets as of the June 30, 2012 test date. The carrying amount of 

intangible assets was $29,650 at June 30, 2012. 

Deferred Tax Asset and Taxes Payable 

Deferred tax assets are related to State tax deductions, net operating loss available for 

carryforward. Taxes payable consist of current tax payable to ML&Co. 

Other Assets and Other Liabilities 

Other assets consist primarily of loans receivable, equipment and facilities, and other 

receivables. Loans receivable consist primarily of secured non-purpose loans extended to 

clients and carried at the contract amount net of loan loss allowance. Contract amounts 

approximate fair value. For purposes of the fair value hierarchy, loans receivable are 

classified as Level 2. Other liabilities consist of trade date payable, litigation payable, 

exchange fees payable, accrued expenses and other payables. 
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Subordinated Borrowings 

Funding is principally obtained through loans from ML&Co.  See Note 6 for more 

information. 

 
New Accounting Pronouncements 

 
Effective January 1, 2012, the company adopted amendments to Fair Value Accounting. 

The amendments clarify the application of the highest and best use, and valuation premise 

concepts, preclude the application of "blockage factors" in the valuation of all financial 

instruments and include criteria for applying the fair value measurement principles to 

portfolios of financial instruments. The amendments also prescribe additional disclosures 

for Level 3 fair value measurements and financial instruments not carried at fair value. The 

adoption of this guidance did not have a material impact on the Company’s financial 

position. 

 

Effective January 1, 2013, the Company will be required to retrospectively adopt 

accounting guidance requiring additional disclosures on the effect of netting arrangements 

on an entity's financial position. The disclosures will primarily relate to derivatives and 

securities financing agreements that are either offset on the balance sheet under existing 

accounting guidance, or subject to a legally enforceable master netting or similar 

agreement. This new guidance addresses only disclosures, and accordingly will have no 

impact on Company’s financial position. 

 

2. Related Party Transactions 

The Company has entered into various transactions with ML&Co., MLPF&S, Bank of 

America and other companies affiliated by common ownership. 

Related party receivables consist of receivables under resale agreements and securities 

borrowed transactions with other companies affiliated by common ownership to obtain 

securities for settlement and omnibus accounts for commodities and equities transactions 

with MLPF&S on behalf of the Company’s clients. Related party payables consist of 

securities loaned transactions with other companies affiliated by common ownership in 

order for them to finance Company inventory positions, loans from ML&Co. due on 

demand with interest based on ML&Co.’s average cost of funds, taxes payable to 

ML&Co., subordinated borrowings with ML&Co., and other payables to affiliates.  
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Related party receivables are comprised of:

Receivables under resale agreements 1,897,595$            

Receivables under securities borrowed transactions 3,173,947             

Receivables from affiliated companies 1,287,039             

6,358,581$            

Related party payables are comprised of:

Payables under securities loaned transactions 3,703,917$            

Payables to affiliated companies:

    ML&Co. loan payable 313,848                

    Other payables to affiliated companies 26,347                  

340,195                

Taxes payable 130,953                

4,175,065$             

3. Trading Activities and Derivative Instruments 

Trading Risk Management 

Trading activities, as well as the Company’s market making activities expose the Company 

to market and credit risks.  These risks are managed in accordance with established risk 

management policies and procedures put in place by Bank of America.  Bank of America’s 

Global Markets Risk Committee (“GMRC”), chaired by Bank of America’s Global 

Markets Risk Executive, has been designated by the Asset, Liability and Market Risk 

Committee (“ALMRC”) as the primary governance authority for its Global Markets Risk 

Management, including trading risk management.  The GMRC’s focus is to take a 

forward-looking view of the primary credit and market risks impacting Bank of America’s 

Global Markets business (which includes the Company’s sales and trading businesses) and 

prioritize those that need a proactive risk mitigation strategy. 

Bank of America conducts its business operations through a substantial number of 

subsidiaries. The subsidiaries are established to fulfill a wide range of legal, regulatory, 

tax, licensing and other requirements. As such, to ensure a consistent application of 

minimum levels of controls and processes across its subsidiaries, Bank of America 

established the Subsidiary Governance Policy in 2010. This policy outlines the minimum 

required governance, controls, management reporting, financial and regulatory reporting 

and risk management practices for Bank of America’s subsidiaries. 
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Market Risk 

Market risk is the potential change in an instrument’s value caused by fluctuations in 

interest and currency exchange rates, equity and commodity prices, credit spreads, or other 

risks.  The level of market risk is influenced by the volatility and the liquidity in the 

markets in which financial instruments are traded.  The following discussion describes the 

types of market risk faced by the Company. 

Liquidity Risk  

Liquidity Risk is defined as the potential inability to meet contractual and contingent 

financial obligations, on- or off- balance sheet, as they come due. The Company maintains 

excess liquidity, typically in the form of unencumbered U.S. Government securities and 

U.S. Government agency securities.  In addition, the Company is supported through 

intercompany borrowing arrangement with ML&Co. 

Equity Price Risk  

Equity price risk arises from the possibility that equity security prices will fluctuate, 

affecting the value of equity securities and other instruments that derive their value from a 

particular stock, basket of stocks, or stock index.  Instruments typically used by the 

Company to manage equity price risk include equity options and stocks.  Equity options, 

for example, can require the writer to purchase or sell a specified stock or to make a cash 

payment based on changes in the market price of that stock, basket of stocks, or stock 

index. 

Counterparty Credit Risk 

The Company is exposed to risk of loss if an issuer or a counterparty fails to perform its 

obligations under contractual terms (“default risk”).  Both cash instruments and derivatives 

expose the Company to default risk. 

The Company has established policies and procedures for mitigating credit risk on 

principal transactions, including reviewing and establishing limits for credit exposure, 

limiting transactions with specific counterparties, maintaining qualifying collateral and 

continually assessing the creditworthiness of counterparties. 

In the normal course of business, the Company clears, settles, and finances various 

customer and noncustomer securities and commodities transactions.  These activities may 

expose the Company to default risk arising from the potential that a customer, 

noncustomer or counterparty may fail to satisfy their obligations.  In these situations, the 

Company may be required to purchase or sell financial instruments at unfavorable market 

prices to satisfy obligations to its customers, noncustomers or counterparties.  The 

Company seeks to control the risks associated with its customer and noncustomer margin 

activities by requiring customers and noncustomers to maintain collateral in compliance 

with regulatory and internal guidelines. 

Liabilities to other brokers and dealers related to unsettled transactions (i.e. fails to receive) 

are recorded at the amount for which the securities were acquired and are paid upon receipt 
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of the securities from other brokers or dealers.  In the case of aged securities fails to 

receive, the Company may purchase the underlying securities in the market and seek 

reimbursement for any losses from the counterparty. 

Concentrations of Credit Risk 

The Company’s exposure to credit risk associated with its trading and other activities is 

measured on an individual counterparty basis, as well as by groups of counterparties that 

share similar attributes.  To reduce the potential for risk concentration, credit limits are 

established and monitored in light of changing counterparty and market conditions. 

Concentration of Risk to the U.S. Government and its Agencies 

At June 30, 2012, the Company’s significant concentration of net credit risk was with the 

U.S. Government and its agencies.  The Company’s indirect exposure results from 

maintaining U.S. Government and agencies securities as collateral for resale agreements.  

The Company’s direct credit exposure on these transactions is with the counterparty; thus 

the Company has credit exposure to the U.S. Government and its agencies only in the 

event of the counterparty’s default.  Securities issued by the U.S. Government and its 

agencies held as collateral as of June 30, 2012, approximates $1,922,496, all of which were 

from affiliated companies. 

Derivatives 

A derivative is an instrument whose value is derived from an underlying instrument or 

index, such as interest rates, equity security prices, currencies, or credit spreads.  

Derivatives include futures, forwards, swap or option contracts, or other financial 

instruments with similar characteristics. 

Derivatives Accounting establishes accounting and reporting standards for derivative 

instruments.  Derivatives Accounting requires that an entity recognize all derivatives as 

either assets or liabilities and measure those instruments at fair value.  All derivatives are 

reported on the balance sheet as Trading assets and Trading liabilities.   

The Company enters into derivative instruments in connection with trading strategies and 

market making activities.  Trading derivatives consist of listed options contracts. 

Derivative Balances by Primary Risk 

Derivative instruments contain numerous market risks.  In particular, most derivatives have 

interest rate risk, as they contain an element of financing risk which is affected by changes 

in interest rates.  Additionally, derivatives expose the Company to counterparty credit risk.  

For disclosure purposes below, the primary risk of a derivative is largely determined by the 

business that is engaging in the derivative activity.  For instance, derivatives initiated by 

the equities derivative desk will generally have equity price risk as the primary underlying 

market risk and are classified as such for the purposes of this disclosure, despite the fact 

that there may be other market risks that affect the value of the instrument. 
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The following table identifies the primary risk for listed options derivative contracts at 

June 30, 2012. 

Contract/ Trading Assets- Contract/ Trading Liabilities-

Notional Derivative Contracts Notional Derivative Contracts

Equity risk 4,767,971$       135,734$                      4,819,908$      304,845$                       

 

Credit Risk Management of Derivatives 

The Company defines counterparty credit risk as the potential for loss that can occur as a 

result of an individual, counterparty, or issuer being unable or unwilling to honor its 

contractual obligations.  The Company mitigates its credit risk to counterparties through a 

variety of techniques, including, where appropriate, the right to require initial collateral or 

margin, the right to terminate transactions or to obtain collateral should unfavorable events 

occur, the right to call for collateral when certain exposure thresholds are exceeded, and 

the right to call for third party guarantees. 

 

4. Fair Value of Financial Instruments 

Fair Value Hierarchy 

In accordance with Fair Value Accounting, the Company has categorized its financial 

instruments, based on the priority of the inputs to the valuation technique, into a three-level 

fair value hierarchy.   

The fair value hierarchy gives the highest priority to quoted prices in active markets for 

identical assets or liabilities (Level 1) and the lowest priority to unobservable inputs 

(Level 3). 

Financial assets and liabilities recorded on the balance sheet are categorized based on the 

observability of inputs to the valuation techniques as follows: 

Level 1:  Financial assets and liabilities whose values are based on unadjusted quoted 

prices for identical assets or liabilities in an active market that the Company has 

the ability to access (for example, active exchange-traded equity securities and 

exchange-traded derivatives, U.S. Government securities). 

Level 2:  Financial assets and liabilities whose values are based on quoted prices in 

markets that are not active or model inputs that are observable either directly or 

indirectly for substantially the full term of the asset or liability.  Level 2 inputs 

include the following:  

a) Quoted prices for similar assets or liabilities in active markets (for example, restricted 

stock); 
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b) Quoted prices for identical or similar assets or liabilities in nonactive markets 

(examples include corporate and municipal bonds, which can trade infrequently); 

c) Pricing models whose inputs are observable for substantially the full term of the asset 

or liability (examples include most over-the-counter derivatives); and 

d) Pricing models whose inputs are derived principally from or corroborated by 

observable market data through correlation or other means for substantially the full 

term of the asset or liability 

Level 3:  Financial assets and liabilities whose values are based on prices or valuation 

techniques that require inputs that are both unobservable and significant to the 

overall fair value measurement.  These inputs reflect management’s own 

assumptions about the assumptions a market participant would use in pricing the 

asset or liability.  

As required by Fair Value Accounting, when the inputs used to measure fair value fall 

within different levels of the hierarchy, the level within which the fair value measurement 

is categorized is based on the lowest level input that is significant to the fair value 

measurement in its entirety.   

For example, a Level 3 fair value measurement may include inputs that are observable 

(Levels 1 and 2) and unobservable (Level 3). 

A review of fair value hierarchy classifications is conducted on a quarterly basis.  Changes 

in the observability of valuation inputs may result in a reclassification for certain financial 

assets or liabilities. 

There were no transfers between levels for the period ending June 30, 2012. 

 

Valuation Techniques 

 

Exchange-Traded Equity Securities 

Exchange-traded equity securities are generally valued based on quoted prices from the 

exchange.  To the extent these securities are actively traded, they are classified as Level 1 

of the fair value hierarchy. 

Listed Derivative Contracts 

Listed derivatives that are actively traded are generally valued based on quoted prices from 

the exchange and are classified as Level 1 in the fair value hierarchy.  

Trading assets and liabilities measured at fair value on a recurring basis are classified as 

Level 1 as of June 30, 2012. 
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5. Securities Financing Transactions 

The Company enters into resale agreements, securities borrowed and loaned transactions in 

order to meet customers’ needs and to earn residual interest rate spreads, obtain securities 

for settlement and finance trading inventory positions. 

Under these transactions, the Company receives collateral, including U.S. Government and 

agency, and equity securities.  The Company receives collateral in connection with resale 

agreements, securities borrowed transactions, customer margin loans, and other loans.  

Under many agreements the Company is permitted to sell or repledge the securities 

received as collateral and deliver to counterparties to cover short positions.  At June 30, 

2012, the fair value of securities received as collateral where the Company is permitted to 

sell or repledge the securities was $78,785,059, of which $11,643,585 was received from 

affiliated companies.  The fair value of these securities that had been sold or repledged was 

$61,448,322 of which $46,568,492 have been sold or repledged to affiliated companies.  

The Company pledges certain Company-owned assets which are included in Trading 

assets to collateralize securities loaned transactions. Pledged securities that can be sold or 

repledged by the secured party are disclosed parenthetically in Trading assets on the 

balance sheet.   

6. Subordinated Borrowings and Other Financing 

At June 30, 2012, the amount available on the Company’s revolving subordinated 

borrowing with ML&Co. was $3,000,000 with a maturity date of April 30, 2013. There 

were no borrowings outstanding as of June 30, 2012.  This borrowing, which has been 

approved for regulatory capital purposes, bears interest at variable rates based on one 

month LIBOR plus a spread.  

The Company obtains letters of credit from issuing banks to satisfy various counterparty 

collateral requirements in lieu of depositing cash or securities collateral.  Letters of credit 

aggregated $200,000 at June 30, 2012. 

7. Stockholders’ Equity 

The Company is authorized to issue 10,000 shares of $1 par value preferred stock, with a 

liquidation preference of $1,000, and 50,000 shares of $1 par value common stock.  During 

the period ended June 30, 2012, the Company issued and redeemed preferred stock, 

representing the Company’s Joint Back Office arrangements with clients of 50 and 150 

shares, respectively.  At June 30, 2012, there were 1,935 preferred and 3,000 common 

shares issued and outstanding. 
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8. Commitments, Contingencies and Guarantees 

Litigation 

In the ordinary course of business, the Company is routinely a defendant in or party to 

many pending and threatened legal actions and proceedings.  The Company is also subject 

to regulatory examinations, information gathering requests, inquiries, and investigations.  

In connection with formal and informal inquiries by its regulators, it receives requests, 

subpoenas and orders for documents, testimony and information in connection with 

various aspects of its regulated activities. 

In view of the inherent difficulty of predicting the outcome of such litigation and 

regulatory matters, particularly where the claimants seek very large or indeterminate 

damages or where the matters present novel legal theories or involve a large number of 

parties, the Company generally cannot predict what the eventual outcome of the pending 

matters will be, what the timing of the ultimate resolution of these matters will be, or what 

the eventual loss, fines or penalties related to each pending matter may be. 

In accordance with applicable accounting guidance, the Company establishes an accrued 

liability for litigation and regulatory matters when those matters present loss contingencies 

that are both probable and estimable.  In such cases, there may be an exposure to loss in 

excess of any amounts accrued. When loss contingencies are not both probable and 

estimable, the Company does not establish an accrued liability. As a litigation or regulatory 

matter develops, the Company, in conjunction with any outside counsel handling the 

matter, evaluates on an ongoing basis whether such matter presents a loss contingency that 

is probable and estimable. If, at the time of evaluation, the loss contingency related to a 

litigation or regulatory matter is not both probable and estimable, the matter will continue 

to be monitored for further developments that would make such loss contingency both 

probable and estimable. Once the loss contingency related to a litigation or regulatory 

matter is deemed to be both probable and estimable, the Company will establish an accrued 

liability with respect to such loss contingency and record a corresponding amount of 

litigation-related expense. The Company continues to monitor the matter for further 

developments that could affect the amount of the accrued liability that has been previously 

established.   

 

The actions against the Company include, but are not limited to, the following:  

Rosen Capital Partners LP and Rosen Capital Institutional LP’s FINRA Arbitration  

On May 28, 2008, two former hedge fund clients of the Company, Rosen Capital Partners 

LP and Rosen Capital Institutional LP (collectively, the "Rosen Funds"), filed a statement 

of claim asserting claims for breach of contract, fraud, and negligence against the 

Company in connection with alleged losses in the fall of 2008. On July 5, 2011, a FINRA 

panel awarded the Rosen Funds $64,000 plus interest at the rate of 9% per year, accruing 

from October 7, 2008 until the award is paid in full.  The Rosen Funds moved to confirm 

the award in California Superior Court. On December 23, 2011 the court granted the Rosen 
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Funds’ motion to confirm the award. On February 23, 2012, the Company filed a notice of 

appeal with the California Court of Appeal. 

 

Commitments 

The Company has entered into various noncancelable, long-term lease agreements for 

premises and equipment that expire through the year 2018.  Future minimum rental 

commitments with initial or remaining terms expiring after June 30, 2012, are presented 

below: 

As of June 30, 2012 Total

2012 3,022

2013 5,657

2014 1,497

2015 866

2016 255

Thereafter 324

11,621$              
 

The amounts in the above table do not include amounts related to lease renewal or 

purchase options or escalation clauses providing for increased rental payments based upon 

maintenance, utility and tax increases.   

Guarantees 

The Company issues various guarantees to counterparties and is required to disclose 

information for guarantee arrangements in accordance with ASC 460, Guarantees, such as 

the maximum potential amount of future payments under the guarantee, the term and 

carrying value of the guarantee, the nature of any collateral or recourse provisions and the 

current payment status of the guarantee. 

The Company has a guarantee on behalf of a client with a foreign stock exchange for 

approximately $6,334.  The guarantee is secured by the assets in the client’s accounts and 

has no expiration.  No contingent liability is recorded on the balance sheet since this 

transaction is fully collateralized.  Management believes the potential for the Company to 

be required to make a payment under this arrangement is remote. 

The Company also provides guarantees to securities clearinghouses and exchanges.  Under 

the standard membership agreement, members are required to guarantee the performance 

of other members.  Under the agreements, if another member becomes unable to satisfy its 

obligations to the clearinghouse, other members would be required to meet shortfalls.  The 

Company’s liability under these arrangements is not quantifiable and could exceed the cash 

and securities it has posted as collateral.  However, management believes the potential for 

the Company to be required to make payments under these arrangements is remote.  

Accordingly, no liability is carried on the balance sheet for these arrangements. 
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In connection with its prime brokerage business, the Company provides to counterparties 

guarantees of the performance of its prime brokerage clients.  Under these arrangements, 

the Company stands ready to meet the obligations of its clients with respect to securities 

transactions.  If the client fails to fulfill its obligation, the Company must fulfill the client’s 

obligation with the counterparty.  The Company is secured by the assets in the client’s 

account as well as any proceeds received from the securities transaction entered into by the 

Company on behalf of the client.  Management believes the potential for the Company to 

be required to make payments under these arrangements is remote.  Accordingly, no 

liability is carried on the balance sheet for these arrangements. 

In connection with its securities clearing business, the Company performs securities 

clearance and settlement services on behalf of other broker-dealer clients for whom it 

commits to settle trades submitted for or by such clients with the applicable clearinghouse.  

Trades are submitted either individually, in groups or series, or if specific arrangements are 

made with a particular clearinghouse and client, all transactions with such clearing entity 

by such client are submitted.  The Company’s liability under these arrangements is not 

quantifiable and could exceed any cash deposit made by a client.  However, the potential 

for the Company to be required to make payments under these arrangements is remote due 

to the contractual requirements associated with clients’ activity and the regular review of 

clients’ capital.  Accordingly, no liability is carried on the balance sheet for these 

transactions. 

9. Employee Benefit Plans 

ML&Co. provides pension and other postretirement benefits to its employees worldwide 

through sponsorship of defined contribution pension, defined benefit pension and other 

postretirement plans. These plans vary based on the country and local practices. 

Effective January 1, 2009, the Bank of America Corporation Corporate Benefits 

Committee assumed overall responsibility for the administration of all of ML&Co.'s 

employee benefit plans.  ML&Co. continues as the plan sponsor.  

Bank of America maintains certain qualified retirement and defined contribution plans 

covering full-time, salaried employees and certain part-time employees.  Effective January 

1, 2010 the ML&Co. plans were closed to new participants, with certain exceptions.  

Eligible employees newly hired on or after January 1, 2010 participate in the Bank of 

America plans with certain exceptions.  

In connection with a redesign of its retirement plans, Bank of America announced that 

after the end of 2011, it will freeze benefits earned in its Qualified Pension Plans effective 

June 30, 2012. Bank of America will continue to offer retirement benefits through its 

defined contribution plans and will increase its contributions to certain of these plans. 

The defined benefit pension plans and postretirement benefit plans are accounted for in 

accordance with ASC 715-20-50,  Compensation – Retirement Benefits, Defined Benefit 
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Plans-General (“Defined Benefit Plan Accounting”). Postemployment benefits are 

accounted for in accordance with ASC 712, Compensation-Nonretirement Postemployment 

Benefits. Required disclosures are included in the December 31, 2011 Form 10-K of 

ML&Co. 

Defined Contribution Pension Plans 

ML&Co. has U.S. defined contribution pension plans consisting of the Retirement 

Accumulation Plan (“RAP”), the Employee Stock Ownership Plan (“ESOP”) and the 

401(k) Savings & Investment Plan (“401(k)”). These plans are closed to new participants, 

with certain exceptions.  

 

Defined Benefit Pension Plans 

In 1988, ML&Co. purchased a group annuity contract that guarantees the payment of 

benefits vested under the terminated U.S. pension plan.  ML&Co., under a supplemental 

agreement, may be responsible for, or benefit from, actual experience and investment 

performance of the annuity assets. ML&Co. made no contribution under this agreement for 

the period ended June, 30 2012. Additional contributions may be required in the future 

under this agreement.  

 

Postretirement Benefits Other Than Pensions 

ML&Co. provides health insurance benefits to eligible retired employees and dependents 

under Bank of America sponsored plans. The Plans cover substantially all U.S. employees 

who have met eligibility requirements. The health care coverage is contributory, with 

certain retiree contributions adjusted periodically. Bank of America does not allocate 

postretirement benefits expense other than pensions to the Company. 

 

Postemployment Benefits 

ML&Co. provides certain postemployment benefits for employees on extended leave due 

to injury or illness and for terminated employees. Eligible employees who are disabled due 

to non-work related illness or injury are entitled to disability income, medical coverage and 

life insurance. ML&Co. also provides severance benefits to terminated employees.  

Severance benefits may be provided to eligible terminated employees under the terms of a 

severance pay plan subject to the terms of the severance pay plan.  

10. Employee Incentive Plans 

Incentive plans are sponsored by Bank of America. Disclosures required by ASC 718, 

Compensation- Stock Compensation, ("Stock Compensation Accounting") are included in 

the December 31, 2011 Form 10-K of ML&Co. 

To align the interests of employees with those of stockholders, Bank of America sponsors 

several employee compensation plans that provide eligible employees, including those of 

the Company, with stock or options to purchase stock.  The Company participates in 
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compensation plans sponsored by Bank of America, which provide eligible employees 

with shares of Bank of America’s common stock or options to purchase such stock, and 

deferred cash compensation.  

11. Income Taxes 

The Company and ML&Co. are included in the consolidated U.S. federal income tax 

return, and certain combined and unitary state tax returns of Bank of America.  At June 30, 

2012, the Company had a current tax payable to ML&Co. of approximately $130,953 as a 

result of its inclusion in consolidated, combined, and unitary tax return filings with Bank 

of America and ML&Co. 

Significant components of the Company’s net deferred tax assets and liabilities at June 30, 

2012 are presented below: 

Deferred tax assets

  Professional fee reserves 33,117$              

  State tax deduction 20,872

  Net operating loss carryforwards 4,920

  Employee compensation and retirement 4,112

  Goodwill 3,035

  Depreciation 2,965

  Other 460

Gross deferred tax  assets 69,481$              

Deferred tax liabilities

  Investments 594

Gross deferred tax  liabilities 594$                   

  Net deferred tax asset 68,887$               

 

At June 30, 2012, the Company has U.S. federal net operating loss carryforwards of 

approximately $3,258 which begin to expire in 2025 and U.S. states net operating loss 

carryforwards of $1,662 which expire at various dates. 

Realization of the deferred tax assets above is dependent on the Company’s, ML&Co’s, or 

Bank of America’s ability to generate sufficient taxable income prior to their expiration. 

After examining all available evidence, the Company concluded that no valuation 

allowance was necessary to reduce U.S. federal net operating losses since estimated future 

taxable income will more-likely-than-not be sufficient to utilize these assets prior to 

expiration. 

ML&Co. is under examination by the Internal Revenue Service (“IRS”) and other tax 

authorities in countries, states and cities in which it has significant business operations.  
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The table below summarizes the status of significant tax examinations, by jurisdiction for 

ML&Co. as of June 30, 2012: 

Jurisdiction Years Under Examination
1

Status at June 30, 2012

U.S. Federal 2004-2009
2

See below  

1
 All subsequent tax years in the jurisdiction above remain open to examination. 

2
 From the date of its acquisition by Bank of America, the Company has been included in 

Bank of America’s consolidated federal income tax return. Prior to the date of its 

acquisition by Bank of America, the Company was included in ML&Co.’s consolidated 

federal income tax return. 

While subject to final agreement, including review by the Joint Committee on Taxation of 

the U.S. Congress for certain years, the Company believes that it is reasonably possible 

that all above federal examinations will be concluded during 2012.  

At June 30, 2012, the Company did not have any liabilities for UTBs. 

As described in Note 1, any UTB related to a state consolidated, combined or unitary 

return in which the Company is a member, is not reflected in the Company’s balance sheet 

until such time as the tax position is resolved. 

While it is reasonably possible that a significant reduction in UTBs related to certain state 

consolidated, combined or unitary returns will occur within twelve months of June 30, 

2012, quantification of an estimated range cannot be made at this time due to the 

uncertainty of the potential outcomes. 

12. Subsequent Events 

ASC 855, Subsequent Events, requires the Company to evaluate whether events, occurring 

after the balance sheet date but before the date these balance sheet is available to be issued, 

require accounting as of the balance sheet date, or disclosure in these balance sheet.  The 

Company has evaluated subsequent events through the date of issuance. 

The Company executed two borrowings in the amount of $200,000 on August 2, 2012 and 

August 21, 2012, under its subordinated borrowing arrangement with ML&Co.  

13. Regulatory Requirements 

As a registered broker-dealer and futures commission merchant, the Company is subject to 

the higher of the net capital requirements of Rule 15c3-1 under the Securities Exchange 

Act of 1934 (the “Act”) and the capital requirements of CFTC Rule 1.17.  The Company 

computes its net capital under the alternative method permitted by Rule 15c3-1 which 

requires that minimum net capital shall not be less than 2% of aggregate debit items 
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(“ADI”) arising from customer transactions.  The CFTC also requires that minimum net 

capital should not be less than 8% of the customer risk margin requirement carried by the 

futures commission merchant in customer and noncustomer accounts.  At June 30, 2012, 

the Company’s regulatory net capital of $1,700,177 was 15.51% of ADI and exceeded the 

minimum requirement of $219,258 by $1,480,920. 

At July 31, 2012, the Company’s regulatory net capital of $1,678,386 was 13.44% of ADI 

and exceeded the minimum requirement of $249,707 by $1,428,679. 

The Company is also subject to the customer protection requirements of Rule 15c3-3 under 

the Act.  As of June 30, 2012 customer reserve computation was in a net receivable 

position and therefore no deposit was required. 

The Company also is required to perform a computation of reserve requirements for 

Proprietary Accounts of Introducing Brokers (“PAIB”) pursuant to Rule 15c3-3 of the Act.  

For the June 30, 2012 PAIB reserve computation, securities with a contract value of 

$1,100,000 obtained under resale agreement with an affiliate have been segregated in a 

special reserve account for the exclusive benefit of PAIB. 

As a futures commission merchant, the Company is required to perform computations of 

the requirements of Section 4d(2) and Regulation 30.7 under the Commodity Exchange 

Act.  As of June 30, 2012, assets segregated, secured and sequestered totaled $1,718,478 

and exceeded requirements by $743,811. 



 

 

 


