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OATH OR AFFIRMATION

We, Richard Taylor and |[Shane Mulron, affirm that, to the best of our knowledge and belief, the
accompanying financial statements and supplemental schedules pertaining to E¥XTRADE Clearing
LLC (the “Company™), ‘ as of December 31, 2005, are true and correct, and such financial
statements and supplemental schedules will be made available promptly to all members and allied
members of the New York Stock Exchange, Inc. in our organization. We further affirm that
neither the Company nc;r any officer or director has any proprietary interest in any account
classified solely as that of a customer.
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INDEPENDENT AUDITORS’ REPORT

To the Member of E*TRADE Clearing LLC:

We have audited the accompanying statement of financial condition of E*TRADE Clearing LLC (the
“Company”) as of December 31, 2005, that you are filing pursuant to Rule 17a-5 under the Securities
Exchange Act of 1934. This ﬁnanc1a1 statement is the responsibility of the Company’s management. Qur
responsibility is to express an|opinion on this financial statement based on our audit.

We conducted our audit in accordance with generally accepted auditing standards as established by the
Auditing Standards Board (Umted States) and in accordance with the auditing standards of the Public
Company Accounting Over51éht Board (United States). Those standards require that we plan and perform
the audit to obtain reasonable jassurance about whether the financial statement is free of material
misstatement. The Company 1 1s not required to have, nor were we engaged to perform, an audit of its
internal control over financial reporting. Our audit included consideration of internal control over
financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but

not for the purpose of expressing an opinion on the effectiveness of the Company's internal control over

financial reporting. Accordinély, we express no such opinion. An audit also includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statement, assessing the
accounting principles used and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audit provides a reasonable basis for our

opinion.

In our opinion, such statement of financial condition presents fairly, in all material respects, the financial
position of E¥XTRADE Clearlrllg LLC at December 31, 2005, in conformity with accounting principles
generally accepted in the United States of America.

Member of
Deloitte Touche Tohmatsu




E*TRADE CLEARI$G LLC

\
STATEMENT OF FINANCIAL CONDITION
DECEMBER 31, 2005

(In thousands)

ASSETS

Cash and cash equivalents
Cash required to be segregated under Federal or other regulations
Receivables from brokers, dealers and clearing organizations

Receivable from customers,|less allowance for doubtful accounts of $6,872
Receivable from non-customers

Receivables from Parent and affiliated companies

Deferred tax asset, net

Other assets

TOTAL

LIABILITIES AND MEMBER'S EQUITY

LIABILITIES:
Bank overdrafts
Payables to brokers, dealers and clearing organizations
Payable to customers
Payable to non-customers
Payable to E¥XTRADE Securities
Payables to affiliated comﬂ)anies
Accounts payable, accrued and other liabilities

Total liabilities

COMMITMENTS AND CONTINGENCIES (Note 9)
MEMBER'S EQUITY

TOTAL

See notes to statement of financial condition.

$ 120,807
16,997
1,159,278
2,448,409
6,346

22,563

6,245

2,915

5 3,783,560

$ 157,010
1,376,963
1,758,743

7,927
16,839
30,815
19,969

3,368,266

415,294

53,783,560




E*TRADE CLEARING LLC

NOTES TO STATEMENT OF FINANCIAL CONDITION
AS OF DECEMBER 31, 2005

1.

ORGANIZATION A‘rND SIGNIFICANT ACCOUNTING POLICIES

Organization — E*TR%\DE Clearing LLC (the “Company”), a single member limited liability company
(“LLC”),is a broker-dealer registered with the Securities and Exchange Commission (the “SEC”) and a
member of the New York Stock Exchange, Inc. (the “NYSE”) and the NASD, Inc. (the “NASD”). The
Company is a wholly owned direct subsidiary of E*TRADE Brokerage Holdings, Inc. (“E*TRADE
Brokerage Holdings”),|a wholly owned subsidiary of E¥TRADE Financial Corporation (the “Parent”).

Use of Estimates — The preparation of the Company’s financial statements in conformity with
accounting principles generally accepted in the United States of America requires management to make
estimates and assumpti‘ons that affect the amounts reported in the financial statements and related notes
for the periods presented. Material estimates for which a change is reasonably possible in the near-term
include: the allowance for doubtful accounts, deferred taxes and tax valuation allowances. Actual

\
results could differ from management’s estimates.

Share-Based Payments — The Company participates in its Parent’s share-based employee compensation
plans, which are descnbed more fully in Note 7. Effective July 1, 2005, the Parent and the Company
early adopted SFAS No 123(R), Share-Based Payment, and Staff Accounting Bulletin No. 107, Share-
Based Payment, using the modified prospective application method to account for its share-based
compensation plans. Hrior to July 1, 2005, the Parent accounted for its employee stock option and
awards under Accounting Principles Board (“APB”) Opinion No. 25, Accounting for Stock Issued to
Employees, and related interpretations, and accordingly, did not record compensation costs for option
grants to employees if \the exercise price equaled the fair market value on the grant date. Additionally,
for the restricted stock awards, compensation was recorded on a straight-line basis over the vesting
period of the awards with forfeitures recorded as they occurred.

Under this transition method compensation cost in 2005 includes the portion of options and awards
vesting in the period for (1) all share-based payments granted prior to, but not vested as of July 1, 2005,
based on the grant date fair value estimated in accordance with the original provisions of SFAS No. 123,
Accounting for Stock-Based Compensation, and (2) all share-based payments granted subsequent to July
1, 2005, based on the grant date fair value estimated in accordance with the provisions of SFAS No.
123(R). Compensation cost for options granted prior to July 1, 2005 is recognized on an accelerated
amortization method over the vesting period of the options using an estimated forfeiture rate.
Compensation cost for ‘options granted on or after July 1, 2005 is recognized on a straight-line basis over
the vesting period using an estimated forfeiture rate.

Cash and Cash Equileents — For purposes of reporting cash flows, the Company considers all highly
liquid investments w1th original maturities of three months or less at the date of purchase, that are not
required to be segregated under Federal or other regulations, to be cash equivalents.

Cash Required to be Segregated under Federal or Other Regulations - At December 31, 2003, the
Company had interest-bearing cash deposits of $16,997,000 maintained in special reserve bank accounts

for the benefit of customers pursuant to Rule 15¢3-3 under the Securities Exchange Act of 1934.




Receivable from and|Payable to Customers — Customer securities transaction are recorded on a
settlement date basis. | Receivable from and payable to customers include amounts due on cash and
margin transactions. Securities owned by customers, including those that collateralize margin or other
similar transactions, are not reflected in the statement of financial condition.

Receivables from and Payables to 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
(“fail to deliver”), dep051ts paid for securities borrowed, margin deposits and net receivables arising
from unsettled trades.| Payable to brokers and dealers include amounts payable for securities not
received by the Company from a seller by the settlement date (“fail to receive™), deposits received for
securities loaned and n;et payables arising from unsettled trades.

Deposits paid for secu‘ntles borrowed and deposits received for securities loaned are recorded at the
amount of cash collateral advanced or received. Deposits paid for securities borrowed transactions
require the Company to deposit cash with the lender. With respect to deposits received for securities
loaned, the Company receives collateral in the form of cash in an amount generally in excess of the
market value of the securities loaned. Interest income and interest expense are recorded on an accrual
basis. The Company }monitors the market value of the securities borrowed and loaned on a daily basis,
with additional collater:al obtained or refunded, as necessary.
|

Estimated Fair Value‘of Financial Instruments — The Company believes that the amounts presented
for financial instruments on the statement of financial condition consisting of cash equivalents,
receivables from and payables to brokers, dealers, clearing organizations, customers, non-customers, and
affiliated companies and other liabilities to be reasonable estimates of fair value.

Income Taxes —The Company accounts for income taxes in accordance with Statement of Financial
Accounting Standards (“SFAS”) No. 109, Accounting for Income Taxes, which prescribes the use of the
asset and liability method whereby deferred tax asset or liability account balances are calculated at the
statement of ﬁnanc1a1,oond1tlon date using current tax laws and rates in effect. Valuation allowances are
established when neces‘sary to reduce deferred tax assets when it is more likely than not that a portion or
all of the deferred tax assets will not be realized.

New Accounting Sta(ldards ~ On February 3, 2006, the Financial Accounting Standards Board
(“FASB”) issued FASB Staff Position (“FSP”) No. 123(R)-4, Classification of Options and Similar
Instruments Issued as Employee Compensation That Allow for Cash Settlement upon the Occurrence of
a Contingent Event. FSP 123(R)-4 addresses the classification of options and similar instruments issued
as employee compensation that allow for cash settlement upon the occurrence of a contingent event.An
entity must recognize a share-based liability equal to the portion of the award attributed to past service,
multiplied by the award’s fair value on that date for an option or similar instrument that is classified as
equity, but subsequently becomes a liability because the contingent cash settlement event is probable of
occurring. FSP 123(R)‘-4 is effective for the Company in the first quarter of 2006, with early adoption
permitted. Upon adoption, the Company must retroactively restate prior periods for the change. The
Company has not issued any options or similar instruments as employee compensation that allow for
cash settlement upon the occurrence of a contingent event that would require a change under the FSP.
Therefore, the Company does not believe this FSP will have an impact on its results of operations or
financial condition.

In June 2005, FASB issued SFAS No. 154, Accounting Changes and Error Corrections. This statement
supersedes APB Opinic:m No. 20, Accounting Changes, and SFAS No. 3, Reporting Accounting Changes
in Interim Financial Statements. The statement applies to all voluntary changes in accounting principle,
and changes the requirements for accounting for and reporting of a change in accounting principle.




\
SFAS No. 154 requires retrospective application to prior periods' financial statements of a voluntary

change in accounting phnciple unless it is impracticable. The statement requires that a change in method
of depreC1at10n amortlzatlon or depletion for long-lived, nonfinancial assets be accounted for as a
change in accounting estlmate that is effected by a change in accounting principle. SFAS No. 154 is
effective for accountmg changes and corrections of errors made in fiscal years beginning after December
15, 2005. The statement does not change the transition provisions of any existing accounting
pronouncements, 1nclud1ng those that are in a transition phase as of the effective date of this statement.

The Company will adopt SFAS No. 154, as applicable, beginning in 2006.

RECEIVABLES FROM AND PAYABLES TO BROKERS, DEALERS AND CLEARING
ORGANIZATIONS

Receivables from and payables to brokers, dealers and clearing organizations consist of the following (in
thousands): ‘

Receivable:
Deposits paid for sccurmes borrowed $1,050,213
Settlement and dep051ts with clearing organizations 71,958
Securities failed to deliver 17,031
Other 20,076
Total $1,159,278
Payable:
Deposits received for securities loaned $1,320,852
Settlement with cle‘aring organizations 14,121
Securities fa11ed to receive 8,961
Other \ 33,029
Total $1,376,963

RECEIVABLES FROM AND PAYABLES TO CUSTOMERS AND NON-CUSTOMERS

Receivable from customers of $2,448,409,000, net of allowance for doubtful accounts of $6,872,000,
primarily represents cr;edit extended to customers to finance their purchases of securities on margin.
Receivable from non-customers of $6,346,000 primarily represents credit extended to principal officers
and directors of the C(?mpany to finance their purchases of securities on margin. Securities owned by
customers and non-customers collateralize the margin receivables (the value of which is not reflected in
the statement of financial condition).

Payable to customers of $1,758,743,000 primarily consists of free credit balances and other customer
funds pending completlon of securities transactions. Interest is paid on certain customer credit balances
as directed by the mtroducmg broker-dealers. Payable to non-customers of $7,927,000 primarily
consists of free credit balances and funds pending completion of securities transactions of which
$7,793,000 was payable to proprietary accounts of introducing broker-dealers (“PAIB”), $13,000 was
payable to executing prime brokers and $121,000 was payable to principal officers and directors of the
Company. Interest is paid on certain non-customer credit balances as directed by the introducing
broker-dealers.




SHORT-TERM BORROWINGS

The principal sources of financing for margin lending are credit balances in customer accounts and the
Company’s stock loan| program. The Company also maintains financing facilities with banks totaling
$400,000,000 to finance margin lending. At December 31, 2005, there were no amounts outstanding
under these facilities. From January 1, 2005 to December 31, 2005, the Company utilized this facility 91
days with an average overnight borrowing of $20,915,000 at a weighted average rate of 3.40%.

The Company has a $100,000,000 unsecured line of credit with a wholly-owned subsidiary of the Parent
for working capital purposes. In September 2005, this line of credit was temporarily increased to
$200,000,000 to facﬂlt‘ate the movement of certain customer balances to sweep deposit accounts (see
Note 5). At December 31, 2005, there were no amounts outstanding under this line of credit. From
January 1, 2005 to December 31, 2005, the Company utilized this line of credit 4 days with an average
overnight borrowing of $150,000,000 at a weighted average rate of 6.50%.

From September 26, 2005, to September 28, 2005, a temporary unsecured line of credit of $450,000,000
was also obtained from the Parent at a weighted average rate of 0.00% to facilitate the movement of
certain customer funds to sweep deposit accounts. The loan from the Parent was fully repaid on
September 28, 2005.

On May 31, 2005, the Company obtained $160,000,000 in unsecured credit lines from third party
financial institutions at/a weighted average rate of 3.89%. These loans were fully repaid on June 1, 2005.
Also, on September 26‘ 2005, the Company obtained temporarily $275,000,000 in unsecured credit lines
from third party fman01a1 institutions at a weighted average rate of 4.32%. These loans were fully repaid
on September 28§, 2005‘

RELATED PARTY iTRANSACTIONS

The Parent provides th‘e Company systems, telecommunication, administrative and operational supplies
and support. The Company also receives Administrative Services and Operational Services, including
management assmtance and other support as needed such as finance, accounting, regulatory reporting,
treasury, human resources, legal, compliance and marketing from a wholly owned subsidiary of
E*TRADE Brokerage Holdings.

The Company executes and clears trades on a fully disclosed basis for E*TRADE Securities. The
Company charges E¥*TRADE Securities for these services. In addition, as compensation for its services
and to cover its costs incurred, the Company retains a portion of the interest earned from E*TRADE
Securities’ customers., The Company collects commissions and related fees from customers of
E*TRADE Securities and generally remits such amounts to E¥XTRADE Securities within thirty days. At
December 31, 2005, th}e amount payable to E¥XTRADE Securities of $16,839,000 represents a portion of
the December 2005 collections.

The Company also executes and clears trades on a fully disclosed basis for EXTRADE Professional
Trading.

The Company directs c,ustomer equity security orders to a number of market-makers and market centers
for execution, mcludmg E*TRADE Capital Markets-Execution Services, LLC and E*TRADE Capital
Markets, LLC, afﬁhate‘ld market-makers indirectly wholly owned by the Parent, for which the Company
receives payments, which are passed on to introducing broker-dealers.




E*TRADE Securities offers sweep products, collectively the Sweep Deposit Accounts (“SDA”), that
transfer certain customer balances to E*TRADE Bank (the “Bank™), an indirectly wholly owned
subsidiary of the Parer{t. The Bank carries these balances as customer deposits in FDIC-insured money
market accounts and p‘ays interest on these balances. The Bank also pays the Company a fee based on
the average SDA balances at a negotiated rate that approximates market, a portion of which was
subsequently remitted |to E*TRADE Securities in accordance with its clearing agreement with the

Company.

On May 31, 2005, the Company terminated its Joint Back Office (“JBO”) arrangement with E¥XTRADE
Professional Seéurities‘, LLC and the Company purchased and retired its Preferred Membership Interest
for $10,000.

At December 31, 2005, the Company had a receivable from the Parent and affiliates of $22,563,000 of
which $7,085,000 was due from the Parent and $15,478,000 was due from affiliated companies. In
addition, the Company had a payable to affiliated companies of $30,815,000 at December 31, 2005.

INCOME TAXES

Deferred income taxes |are recorded when revenues and expenses are recognized in different periods for
financial statement and tax return purposes. The temporary differences and the carryforwards that
created the net deferred tax assets (included in other assets in the statement of financial condition) are as
follows (in thousands):

Deferred tax assets:

State net operating loss carryforwards $ 1,189
Capitalized research and development - 891
Reserves and allowances 3,021
Other | 1,870
Total deferred tax assets $ 6,971

Deferred tax liabiliti;es:
|

Other $ (726)
Net deferred tax asséts ‘ $ 6,245

|
\

EMPLOYEE BENEI*“IT PLANS
401(k) Plan

The Parent has a 401(1“() salary deferral program that includes eligible associates of the Company who
have met certain service requirements. The Company matches certain employee contributions and
grants additional contriPutions at its discretion.

\
Adoption of SFAS No. { 23(R)

Effective J uly 1, 2005, the Parent and the Company early adopted SFAS No. 123(R).

;
|




. Employee Stock Option Plans

In 2005, the Parent adopted and the shareholders approved the 2005 Stock Incentive Plan (the “2005
Plan™) to replace the 1996 Stock Incentive Plan (the “1996 Plan”) which provides for the grant of
nonqualified or 1ncent1ve stock options to officers, directors, key employees and consultants for the
purchase of newly 1ssued shares of the Parent’s common stock at a price determined by the Board of
Directors (the “Board”) at the date the option is granted. Options are generally exercisable ratably over
a four-year period fronll the date the option is granted and expire within ten years from the date of grant.
Certain options provxde for accelerated vesting upon a change in control. Exercise prices are generally

equal to the fair market‘ value of the shares on the grant date.
|

The fair value of each option award is estimated on the date of grant using a Black-Scholes-Merton
option pricing model that uses the assumptions noted in the table below. Expected volatility is based on
a combination of historical volatility of the Parent’s stock and implied volatility of publicly traded
options on the Parent’ § stock. The expected term represents the period of time that options granted are
expected to be outstandmg Risk-free interest rate is based on the U.S. treasury zero-coupon with a
remaining term approx1mat1ng the expected term of the option. Dividend yield is zero as the Company
has not, nor does it pla“n to, issue dividends to its shareholders. For the year ended December 31, 2005,
the fair value of stock based awards to employees was calculated using the Black Scholes-Merton option

pricing model with the wfollowmg assumptions:

Expected volatility . ... 3442 %
Expected term years. ..........cooivvinevineennennn. 4.68
Risk-free interest rate. . ... .........ooeeeeennnenn. .. 3.66 %
Dividend Yield ... ... o.vueeniii -

The weighted-averagelfair values of options granted were $3.87 for 2005. Intrinsic value of options
exercised were $15,486,000 for 2005.

A summary of option ‘act1v1ty during 2005 is presented below. This activity includes options for both
the 2005 and 1996 Plans

\ .
; Shares Weighted- WACVIEE:; ) Aggreg{}izulgmmic
Average Remaining
; (in thousands) Exercise Price Conlt;z;ztual (in thousands)
|
Outstanding at January 1, FWS: 13,579 $ 939
Granted | 2,082 $ 11.09
Exercised (1,982) $ 791
Canceled : (1,700) $ 12.90
Outstanding at December | :31 2005: 11,979 $ 943 6.52 $ 136,916
Exercisable at December 31, 2005: 6,566 $ 8289 5.80 $ 78,579

The total fair value of shares vested was $10,289,000 for 2005.




Restricted Stock Awards

A summary of non-vested restricted stock award activity is presented below:

Weighted-
Shares é:aenr?ge Date
Fair Value
(in thousands)
Non-vested at December 31, 2004: 1,626 $ 873
Issued 450 $10.88
Released (103) $11.16
Canceled (142) $ 9.25
Non-vested at December 3;1, 2005: 1,831 $ 9.08

NET CAPITAL REQUIREMENTS

The Company is subJect to the Uniform Net Capital Rule (the “Rule”) under the Securities Exchange
Act of 1934 admmlstered by the SEC and the NYSE, which requires the maintenance of minimum net
capital. The Company‘ has elected to use the alternative method permitted by the Rule, which requires
that the Company maintain minimum net capital equal to the greater of $250,000 or 2% of aggregate
debit balances arising from customer transactions, as defined. At December 31, 2005 the Company had
net capital of $346, 032,000 (12.0% of aggregate debit balances) which was $288,118,000 in excess of
its required net capltaﬂ of $57,914,000. Under the alternative method, a broker-dealer may not repay
subordinated borrowings, pay cash dividends, or make any unsecured advances or loans to its parent or
employees if such payment would result in net capital of less than 5% of aggregate debit balances or less

than 120% of its minimum dollar amount requirement.

COMMITMENTS AND CONTINGENT LIABILITIES

The Parent leases office space and furniture under noncancelable operating leases through 2016. Such
lease commitments are| allocated by the Parent based on the percentage of total office space occupied by
the Company. The Company’s portion of future rental commitments is estimated as follows (in
thousands):

Year ending December 31,
2006 | $ 520

2007 502

2008 440

2009 419

2010 356

Thereafter 26

Total ' $ 2,263
-0.




10.

The leases for office space contain rent escalation provisions based on increases in certain costs incurred
by the lessor.

From time to time, thp Company has been threatened with, or named as a defendant in, lawsuits,
arbitrations and admini‘strative claims. Such matters that are reported to regulators such as the SEC, the
NASD or the NYSE by dissatisfied customers or others are investigated by such regulators, and may, if
pursued, result in formal arbitration claims being filed against the Company by customers and/or
disciplinary action being taken against the Company by regulators. Any such claims or disciplinary
actions that are de01ded against the Company could harm the Company’s business. The Company is also
subject to periodic regu]atory audits and inspections which could result in fines or other disciplinary
actions. Unfavorable ‘outcomes in such matters, may result in a material impact on the Company’s
financial position, results of its operations or cash flows.

FINANCIAL INSTRUMENTS WITH OFF-BALANCE-SHEET RISK AND
CONCENTRATIONS OF CREDIT RISK

The Company’s customer securities activities are transacted on either a cash or margin basis. In margin
transactions, the Company extends credit to the customer, subject to various regulatory and internal
margin requirements, collateralized by cash and securities in the customer’s account. As customers
write option contracts |or sell securities short, the Company may incur losses if the customers do not
fulfill their obligations |and the collateral in the customers’ accounts is not sufficient to fully cover losses
which customers may incur from these strategies. To control this risk, the Company monitors margin
levels daily, and customers are required to deposit additional collateral, or reduce positions, when

necessary.

The Company loans securities temporarily to other brokers in connection with its securities lending
activities. The Company receives cash as collateral for the securities loaned. Increases in security
prices may cause the market value of the securities loaned to exceed the amount of cash received as
collateral. In the even}t the counterparty to these transactions does not return the loaned securities, the
Company may be exp¢sed to the risk of acquiring the securities at prevailing market prices in order to
satisfy its customer oPligations The Company controls this risk by requiring credit approvals for
counterparties, by momtormg the market value of securities loaned on a daily basis, and by requiring
additional cash as collateral or returning collateral when necessary.

The Company borrows securities temporarily from other brokers in connection with its securities

borrowing activities. ”Fhe Company deposits cash as collateral for the securities borrowed. Decreases in

security prices may cause the market value of the securities borrowed to fall below the amount of cash

deposited as collateral‘ In the event the counterparty to these transactions does not return collateral, the

Company may be expo‘sed to the risk of selling the securities at prevailing market prices. The Company
controls this risk by requiring credit approvals for counterparties, by monitoring the collateral values on
a daily basis, and by depositing additional collateral with counterparties or receiving cash when deemed

necessary.

At December 31, 2005, the Company had received collateral, primarily in connection with securities

sell or repledge. Of this amount, $1,658,000,000 had been pledged or sold at December 31, 2005, in

.
connection with securmes lending transactions, deposits with clearing organizations, customer short sale
transactions and customer fails to deliver transactions.

-10 -




In connection with its lclean'ng activities, the Company is obligated to settle transactions with brokers
and other financial institutions even if its customers fail to meet their obligations to the Company.
Customers are requireq to complete their transactions on settlement date, generally three business days
after trade date. If customers do not fulfill their contractual obligations, the Company may incur losses.
The Company has established procedures to reduce this risk by requiring that customers deposit cash

and/or securities into th‘eir account prior to placing an order.

The Company may at ‘times maintain inventories in equity securities on both a long and short basis.
Whereas long inventory positions represent the Company’s ownership of securities, short inventory
positions represent obligations of the Company to deliver specified securities at a contracted price,
which may differ fr&m market prices prevailing at the time of completion of the transaction.
Accordingly, both loné and short inventory positions may result in losses or gains to the Company as
market values of securities fluctuate. To mitigate the risk of losses, long and short positions are marked
to market daily and are}’continuously monitored by the Company.

In connection with its s:ecurities clearing business, the Company performs securities execution, clearance
and settlement services on behalf of other broker-dealer clients for whom it commits to settle. The
Company’s liability under these arrangements is not quantifiable and could exceed any cash deposit
made by a client, Hov:vever, management believes that the potential for the Company to be required to
make unreimbursed payments under these arrangements is remote due to the contractual requirements
associated with clientsi’ activity and the regular review of clients’ capital. Accordingly, no contingent

liability is carried on the statement of financial condition for these transactions.

& ok ok ok sk
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Deloitte.

50 Fremont Street
San Francisco, CA 94105-2230
USA

Tel: +1 415 783 4000
Fax: +1 415 783 4329
www.deloitte.com

February 27, 2006

E*TRADE Clearing LLC
135 E. 57th Street
New York, NY 10022

Dear Sirs,

In planning and performing our audit of the financial statements of E¥TRADE Clearing LLC (the
“Company”) for the year ended December 31, 2005 (on which we issued our report dated February 27, 2006),
we considered its internal cdntrol including control activities for safeguarding securities, in order to
determine our auditing procedures for the purpose of expressing an opinion on the financial statements and
not to provide assurance on the Company’s internal control.

Also, as required by Rule 17a-5(g)(1) under the Securities Exchange Act of 1934, we have made a study of
the practices and procedures\ followed by the Company (including tests of compliance with such practices and
procedures) that we consrdered relevant to the objectives stated in Rule 17a-5(g): (1) in making the periodic
computations of aggregate deblts and net capital under Rule 17a-3(a)(11) and the reserve required by Rule
15¢3-3(e) (including the practlces and procedures followed by the Company in making the periodic
computations for propnetarx accounts of introducing brokers (“PAIB”)); (2) in making the quarterly securities
examinations, counts, venﬁcauons and comparisons, and the recordation of differences required by Rule 17a-
13; (3) in complying with the requirements for prompt payment for securities under Section 8 of Regulation T
of the Board of Governors of the Federal Reserve System; and (4) in obtaining and maintaining physical
possession or control of all fnlly paid and excess margin securities of customers as required by Rule 15¢3-3.

The management of the Company is responsible for establishing and maintaining internal control and the
practices and procedures referred to in the preceding paragraph. In fulfilling this responsibility, estimates and
judgments by management are required to assess the expected benefits and related costs of internal control
and of the practices and procedures and to assess whether those practices and procedures can be expected to
achieve the Securities and Exchange Commission’s (the “Commission”) above-mentioned objectives. Two of
the objectives of internal control and the practices and procedures are to provide management with
reasonable, but not absolute‘ assurance that assets for which the Company has responsibility are safeguarded
against loss from unauthorrzred acquisition, use, or disposition, and that transactions are executed in
accordance with management s authorization and recorded properly to permit the preparation of financial
statements in conformity with accounting principles generally accepted in the United States of America. Rule

17a-5(g) lists additional objectwes of the practices and procedures listed in the preceding paragraph.

Because of inherent hrmtatlons in any internal control or the practices and procedures referred to above,
misstatements due to error or fraud may occur and not be detected. Also, projections of any evaluation of the
internal control or of such praetlces and procedures to future periods are subject to the risk that they may
become inadequate because of changes in conditions or that the degree of compliance with the practices or

procedures may deteriorate.
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Our consideration of the Com‘pany s internal control would not necessarily disclose all matters in the

Company’s internal control that might be material weaknesses under standards established by the American
Institute of Certified Public A‘ccountants A material weakness is a condition in which the design or operation
of one or more of the internal control components does not reduce to a relatively low level the risk that
misstatements caused by error or fraud in amounts that would be material in relation to the financial
statements being audited may occur and not be detected within a timely period by employees in the normal
course of performing their assigned functions. However, we noted no matters involving the Company’s
internal control and its operation, including control activities for safeguarding securities, that we consider to
be material weaknesses as defined above.

‘We understand that practices ‘and procedures that accomplish the objectives referred to in the second
paragraph of this report are considered by the Commission to be adequate for its purposes in accordance with
the Securities Exchange Act of 1934 and related regulations, and that practices and procedures that do not
accomplish such objectives in all material respects indicate a material inadequacy for such purposes. Based
on this understanding and on lour study, we believe that the Company’s practices and procedures were

adequate at December 31, 2005, to meet the Commission’s objectives.

This report is intended solely for the information and use of, management, the member, the Securities and
Exchange Commission, the New York Stock Exchange, Inc., the NASD, Inc. and other regulatory agencies
that rely on Rule 17a-5(g) under the Securities Exchange Act of 1934 in their regulation of registered brokers

and dealers, and is not intended to be and should not be used by anyone other than these specified parties.

Yours truly,
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