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‘ 0
Name of Broker-Dealer: I Official Use Only
S 34-1391952
McDonald Investments Inc. ' L FIRM ID. NO.
tH
Address of Principal Place of Business: '
(Do not use P.O. Box No.) '
|
McDonald Investment Center, 800 Superior Avenue
{No. and Street)
Cleveland QOhio 44114
{City) _ (State) f H (Zip Code}
Name and Telephone Number of Person to Contact in Regard to This Report |
Mr. Robert D. Moran, Chief Financial Officer (216) 563-2006 !

(Area Code—_[Telephi(;_ne Number)

B. ACCOUNTANT IDENTIFICATION ! 1 s

INDEPENDENT PUBLIC ACCOUNTANT whose opinion is contained in this Report*
{(Name—if individual, state, last, first, middle name)

Emst & Young LLP

Suite 1300, 925 Euclid Ave. Cleveland Ohio ‘ l 44115-1476
(Address) Number and Street City State || (Zip Code)
Check One:
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*Claims for exemption from the requirement that the annual report be covered by the opinion of an independent public accountant must be supported by

a statement of facts and circumstances relied on as the basis for the exemption. See Section 240.17a-5(c)(2).
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OATH OR AFFIRMATION E
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I, Rnhert D. Moran swear (or affirm) that to the best of. my knowledge and belief the accompanymg financial statements
and supporting schedules pertaining to the firm of McDonald Investments Inc, as. of December 31, 2006, are true and
correct. | further swear (or affirm) that neither the company nor any partner, propnetor prmcupal officer or director has
any proprietary interest in any account classified solely as that of a customer, excepl‘as follows:

. .. vf
Security accounts of principal officers and directors are classified as customer accounts (deblts $0, credits $0)
- e

|

A

-

(- .

|
Lobe D e

i Signature

DEBORAH SCHENK Chicfl’illl!'mciﬂl Officer

Notary Public, State of Chio W Title
My COmmISSIOI"I Exp”es SPpt 19 , 2010 f} .

1

This report** contains (check all applicable boxes): . F

(@

&

>

(c)
{d)
(¢
(N

(g}

(k)

()
1

()

Statement of Changes in Liabilities Subordinated to Claims of Creditors.

-~ Notufy Public H

Facing page. ‘ b
Statement of Financial Condition.

Statement of Income (Loss). »
Statement of Changes in Financial Condition. ; L

Statement of Changes in Stockholders’ Equity or Partners’ or Sole Proprietor’s Capital.

Computation of Net Capital. .

!

Computation for Determination of Reserve Requirements Pursuant 1o Rulefl5¢3-3.y-
Information Relating to the Possession or Control chuiremcms Under Rulc 15¢3-3.
-
A Reconciliation, including appropriate cxplananon of the Computation ocht Capltdl under Rule 15¢3-1
and the Computation for Determination of the Reserve Requirements Under h\hlbn A of Rule 15¢3-3.

A Reconciliation between the af.uditcd z_frid unaudited Slalcmcms df‘ Financial Condition with respect to
methods of consolidation]

An Oath or Affirmation. s Lo ' : }
A copy of the SIPC Supplemental Report. o0 RN T 1

e bt L L .
A report describing any material inadequacies tound to exist or tound to have existed since the date of the
previous audit. 4w ey .

-~ .

.i | |£

**For conditions of confidential treatment of certain pr{rtr’o::.s' of this filing, see Section 240. 17a3(e)(3).
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McDonald Investments Inc.
(Name of Respondent)

McDonald Investment Center
800 Superior Avenue
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{Address of principal executive office} |

Mr. Robert D. Moran
Chief Financial Officer
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McDonald Investment Center
800 Superior Avenue

Cleveland, Ohio 44114
Telephone No. {216) 563-2006

from the Securities and Exchange Commissibﬁ)
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Financial Statements and Schedules

McDonald Investments Inc.

Decemnber 31, 2006

Statement of Financial Condition — December 31, 2006

Statement of Income — Year Ended December 31, 2006

The following financial statements and schedules of McDonald Investments Inc. are submitted
herewith:

Statement of Changes in Stockholder’s Equity — Year Ended De@ember 31, 2006

Statement of Cash Flows — Year Ended December 31, 2006
Notes to Financial Statements

Schedule 1 - Computation of Net Capital Pursuant to Rule 15¢3-1

Schedule IT -~ Computation for Determination of Reserve!

Rule 15¢3-3

Requirements Pursuant to

Schedule III — Information Relating to the Possession or Control | Requirements Under

Rule 15¢3-3 t

Schedule IV — Reconciliation of Computation of Net Capital Pursuant to Rule 17a-5(d)(4)

Schedule V — Reconciliation of Computation for Determination of Reserve Requirements

Pursuant to Rule 17a-5(d)}(4)




i” ERNST& YOUNG = Ermnst & Young ur | & Phone: (216) 861-5000

Suite 1300 WWW.BY.COM
925 Euclid Avenue |
Cleveland, Ohio 44115 l

Report of Independent Registered Public Accounting Firm

The Board of Directors i
McDonald Investments Inc. . |

We have audited the accompanying statement of financial condition of{McDonald Investments
Inc. (the Company) as of December 31, 2006, and the related consohdated statements of income,
changes in stockholder’s equity and cash flows for the year then lended These financial
statements are the responsibility of the Company’s management. Our resp0n51b111ty 1S to express
an opinion on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United
States. Those standards require that we plan and perform the audit to obtam reasonable assurance

" about whether the financial statements are free of material rmsstatement' We were not engaged

to perform an audit of the Company’s internal control over financial reporting. Our audit
included consideration of internal control over financial reporting a.'s a basis for deSIgmng audit
procedures that are appropriate in the circumstances, but not for the p{frpose of expressing an
opinion on the effectiveness of the Company’s internal control over financial reporting.
Accordingly, we express no such opinion. An audit also includes exa{mmmg, on a test basis,
evidence supporting the amounts and disclosures in the ﬁnanmal statements assessing the
accounting principles used and significant estimates made by management and evaluating the
overall financial statement presentation. We believe that our audit prlowdes a reasonable basis for
our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of McDonald Investments Inc. at December 3] 2006 and the results of its
operations and its cash flows for the year then ended in conforrmty with accounting principles
generally accepted in the United States. ‘

Our audit was conducted for the purpose of forming an opinion on-the basnc financial statements
taken as a whole. The information contained in Schedules I, II! I and IV is presented for
purposes of additional analysis and is not a required part of the ba51|c ﬁnanc:lal statements, but is
supplementary information required by rule 17a-5 under the Securmes Exchange Act of 1934.
Such information has been subjected to the auditing procedures apphed in our audit of the basic
financial statements and, in our opinion, is fairly stated in all material respects in relation to the
basic financial statements taken as a whole.

/s/Emst'& Yor g

bt ? /aw;U:-?
February 20, 2007 !

A member firm of Ernst & Young Global Limited l
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McDonald Investments Inc.

Statement of Financial Condition

December 31, 2006

(In Thousands)

Assets
Cash and cash equivalents
Receivable from customers
Receivable from brokers and dealers
Securities purchased under agreements to resell
Securities owned:
Marketable, at market value
Not readily marketable, at estimated fair value
Receivable from affiliates
Other receivables
Memberships in exchanges, at cost (market value $22)
Fumiture, equipment and leasehold improvements, at cost,
less accumulated depreciation and amortization of $83,878
Other investments
Other assets

Liabilities and stockholder’s equity
Liabilities:
Short-term borrowings
Payable to customers
Payable to brokers and dealers
Securities sold under agreements to repurchase
Securities sold, but not yet purchased
Accrued compensation ‘
Accounts payable, accrued expenses and other liabilities

Stockholder’s equity:
Preferred stock, without par value; authorized 500 shares;
none issued
Common stock, stated value $4.00 per share; 250 shares
authorized, issued, and outstanding
Additional paid-in capital
Retained eamings

See notes to financial statements.

$ 98,780
118,733
125,115
259,997

734,954
18,826
1,602
6,574
16

12,208
3,333
37,179

$1.417.317

$ 79,335
98,351
97,799

397,881
311,168
53,762
51,778
1,090,074

1
239,204
88,038
327,243

$1417.317

5 L



McDonald Investments Inc.

Statement of Income

Year Ended December 31, 2006
(In Thousands)

Revenues

Commissions

Principal transactions

Underwriting and investment banking
Investrnent management fees

Interest and dividends

Other

Expenses

Employee compensation and benefits
Interest

Communications

Occupancy and equipment
Promotion and development

Floor brokerage and clearance
Taxes, other than income taxes
Management fee paid to affiliate
Other operating expenses

Income before income taxes
Provision for income taxes:
Federal:
Current
Deferred
State and local

Net income

See notes to financial statements.

$ 89,253
94,309
111,573
54,432
41,768

40,033

431,368

217,016
20,516
16,746
63,460
15,062

3,699
10,348
16,890
12,135

375,872
55,496

16,849
2,118
2,220

21,187

$ 34309



McDonald Investments Inc.

|
Statement of Changes in Stockholder’s Equity

(In Thousands)

|
Additional

Common Paid-in ‘ Retained
Stock Capital ' |Earnings Total
|
Balance at January 1, 2006 $ 1 $ 239,204 | IS !6]4,729 $ 303,934
Cash dividend to Parent - - ({]l] ,000) (11,000)
Net income - — 1| 34309 34,309
Balance at December 31, 2006 $ 1 § 239204 §- 88038 § 327.243
_| . s

See notes to financial statements.
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McDonald Investments Inc.

Statement of Cash Flows

Year Ended December 31, 2006
(In Thousands)

Operating activities
Net income
Adjustments to reconcile net income to net cash provided by
operating activities:
Depreciation
Deferred compensation
Deferred income taxes
Changes in operating assets and liabilities:
Decrease in receivable from customers
Increase in receivable from brokers and dealers
Increase in securities owned
Decrease in other receivables
Increase in other assets
Increase in payable to customers
Increase in payable to brokers and dealers
Increase in securities sold, but not yet purchased
Increase in accrued compensation |
Decrease in accounts payable, accrued expenses and other liabilities
Net cash provided by operating activities

Investing activities

Net increase in furniture, equipment and leasehold improvements
Net increase in investments

Net cash used for investing activifies

Financing activities

Decrease in securities purchased under agreements to resell

Increase in short-term borrowings :
Decrease in securities sold under agreements to repurchase I
Increase in receivables from affiliates |
Dividend paid to Parent

Net cash used for financing activities

Increase in cash and cash equivalents
Cash and cash equivalents at beginning of fiscal year

Cash and cash equivalents at end of fiscal year

See notes to financial statements.

$ 34,309

10,695
188
2,332

82,525
(62,357)
(72,280)
2,537
(522)
2,759
76,829
11,341
4,344

(1,735)
90,965

{1,748)
1,163

—_—

(585)

33,194
9,035
(91,634)
6,935
(11,000)
(53,470)

36,910
61,870
$ 98,780




'

McDonald Investments Inc.

Notes to Financial Statements -

December 31, 2006
(In Thousands) ’

1. Significant Accounting Policies

McDonald Investments Inc. (the Company) is a wholly owned subsidiary of KeyCorp (the
Parent).

The Company is engaged in the business of a securities broker and dealeli, which is comprised of
several classes of service, such as underwutmg and investment bankmg, principal and agency
transactions, and investment advisory services. !
i
] ‘
Substantially all of the Company’s financial assets and liabilities are came¥d at market value or at
amounts which, because of the short-term nature of the financial mstrument, approximate current
fair value.

Securities transactions and related commission revenue and expense  are recorded on a settlement
date basis. No material differences resulted from recognizing securities related revenue and
expenses on a settlement date basis, rather than on a trade date basm!.

Cash and cash equivalents represent cash in banks and excess cash invested with banks overnight
in short-term instruments. ‘ '

Receivable from customers includes amounts due on cash and margm transactlons The value of
securities owned by customers and held as collateral for these recelvables is not reflected in the
statement of financial condition.

Repurchase and resale agreements are treated as financing transacnons and are carried at the
amounts at which the securities will be reacquired or resold as; specnf ed in the respective
agreements. It is the Company’s policy to obtain possession of col]ateral The Company
monitors the risk of loss by assessing the market value of the underlymg secuntles as compared
to the related receivable or payable, including accrued interest, and requests additional collateral
where deemed appropriate. Substannally all repurchase and resale actlvmes are transacted under
master netting agreements that give the Company the right, in the event qu default, to liquidate
collateral held and to offset receivables and payables with the same countetparty :

Securities borrowed of $6,761 which is included in receivable from brokers and dealers and
securities loaned of $52 which is included in payable to brokers and‘dealers are both carried at
the amounts of cash collateral advanced and received in connection w1th these transactions.




McDonald Investments Inc.

Notes to Financial Statements (continued)

(In Thousands)

1. Significant Accounting Policies (continued)

Securities owned and securities sold, but not yet purchased are camed at estimated fair value,
and unrealized gains and losses are included in revenues from pnnmpal transactlons Fair value
is generally based on quoted market prices or dealer price quotat:ons Other valuation models
and estimates may be used where market or dealer prices are unavallable

Investment banking revenue (other than underwriting revenue) and mvestllnent management fees
are recorded as the income is earned and the related services are performed. Underwriting
revenue is recorded upon completion of the underwriting. |

Reimbursements received for out-of-pocket expenses incurred by the Company on behalf of
outside parties are netted against the expense incurred.

Furniture and equipment are depreciated on the straight-line method 1 over their estimated useful
lives. Leasehold improvements are amortized on the straight-line method over the life of the
lease or the useful life of the improvement, whichever is shorter.

The excess of the purchase price over net identifiable assets acqmred (goodwnll) is $6,086 at
December 31, 2006, and is included in other assets. Goodwill is not sub_]ect to amortization but is
subject to impairment testing, which must be conducted at least annually No impairment was
recognized in 2006.

The preparation of financial statements in conformity with accéunting principles generally
accepted in the United States requires management to make eshm'ates and assumptions that
affect the reported amounts of assets and liabilities and dlsclosure of| contmgent assets and
liabilities at the date of the financial statements and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from those estimates.




McDonald Investments Inc.

Notes to Financial Statements (continued) |

(In Thousands)

2. Securities Owned and Securities Sold, but not yet Purchased

Securities owned and securities sold, but not yet purchased, at Decerﬁber 31, 2006, consist of the

following:
Secuntles Securities
Owned 1! at Sold, But
Market Not Yet
Value Purchased
Securities: ' )

U.S. and Canadian government obligations $ 412]893 $ 263,208
Corporate obligations 2100773 47,058
State and municipal government obligations 94*253 93
Stocks and warrants 13,017 803

Banker’s acceptances, certificates of deposit
and commercial paper 4,018 6
$ 1734954 § 311,168

Securities not readily marketable include securities for which there is no market on a national

securities exchange or no independent publicly quoted market or are

in default or securities that

cannot be offered for sale because of restrictions on the sale of those securities. At December 31,

2006, these securities at estimated fair value consist of the following:
Corporate obligations
Municipal obligations
Stocks

I

$

$

2,354
4,364

12,108
18,826

Stocks of $12,108 include 139 shares of NYX Group Inc. with a falr value of $11,905 which the
Company received in 2006 in exchange for its five memberships held 1n the New York Stock
Exchange prior to its reorganization as a publicly held company. Sale restnctlons on 8 shares
expire in March 2008 and the restrictions on 131 shares expire in Maﬁch 2009.
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McDonald Investments Inc.

Notes to Financial Statements (continued)

{In Thousands)

3. Short-Term Borrowings

The Company enters into unsecured borrowings with the Parent and other banks under
renewable lines of credit. At December 31, 2006, the Company had ¢ ongomg credit arrangements
of $1,700,000 with the Parent and $230,000 with third party financial mstltuttons Interest on
these lines of credit is based on prevailing short-term market rates. |At December 31, 2006, the
Company had outstanding unsecured borrowings of $66,000 with the Parent under these lines of
credit at an interest rate of 5.35%.

Securities sold under agreements to repurchase bear interest at rates rangmg from 4.25% to
5.46% and are collateralized by firm-owned securities with a market value of $404,924 at
December 31, 2006.

Total interest paid in 2006 on short-term borrowings was $20,530.

4. Related-Party Transactions

In the ordinary course of business, the Company enters into transactions with the Parent and its
affiliates.

The Parent and affiliated companies provide certain support services to the Company. Such
services include legal, human resources, payroll, tax, risk management insurance,
communications, facilities, distribution, printing and computer processmg' iThe Company may be
provided these services under one or more service agreements with the respective providing
affiliate. Charges from affiliates for 2006 were:

Occupancy and equipment $ 11,904
Processing charges ‘ 25,847
Management fee i i 16,890

The Company provided clearing and execution services to Key Investment Services LLC (KIS),
an affiliated company, under a clearing agreement between KIS and the Company. The
Company was paid $2,068 for these services in 2006.

| . .
The Company has entered into certain revenue sharing agreements IW‘lth several lines of
businesses of affiliates. Revenues from affiliates for 2006 were $40, 748 from these agreements.




McDonald Investments Inc.

Notes to Financial Statements (continued)

{In Thousands)

5. Income Taxes

The Company is included in the consolidated federal income tax retum ﬁlcd by its Parent. For
financial reporting purposes, the Parent follows the policy of allocatmg tl?e consolidated income
tax provision among the Parent and its subsidiaries on a separate retirn basis.

The difference between the income tax expense and the amount c0mputed by applying the

statutory federal tax rate of 35% to income before taxes is the followmg:

Expected income tax expense at U.S. statutory tax rate
Disallowed meals and entertainment

State taxes, net of federal benefit

Tax exempt interest

Other

Income tax expense

The deferred income tax expense (benefit) for the year ended December 3
following:

Employee compensation accruals
Litigation and other reserves
Accrued separation

Depreciation and amortization
Sale of exchange memberships
Other

Total deferred tax expense

$19,424
692
1,393
(399)
77
$21,187

1, 2006, consists of the

$ (3,500)
(102)
(2,522)
(1106)
3,039
644

$ (3,547)

10




McDonald Investments Inc.

Notes to Financial Statements (continued)

(In Thousands)

5. Income Taxes (continued)

|

Deferred income taxes reflect the net tax effects of temporary dlf’f;erences between the carrying

amounts of assets and liabilities for financial reporting purposes

and the amounts used for

income tax purposes. Significant components of the Company’s deferred tax assets and liabilities

(classified in other assets) as of December 31, 2006, are as follows: .

Deferred tax assets:
Employee compensation accruals
Litigation and other reserves
Accrued separation
Depreciation

Total deferred tax assets

Deferred tax llablhtles
State taxes
Purchase accounting
Sale of exchange memberships
Other
Total deferred tax liabilities
Net deferred tax assets

$ 8,481
854
2,350
3,195
14,880

519
1,580
3,039
1,953
7,091

§ 7,789

Total income taxes paid to the Parent were $30,446 for the year ended December 31, 2006.

6. Commitments and Contingencies

Litigation

The Company is a defendant in various lawsuits incidental to its secuntles business. In view of

the number and diversity of claims against the Company and the mhe

rent dlfﬁculty of predicting

the outcome of litigation and other claims, the Company cannot state w1th certainty what the
eventual outcome of pending litigation or other claims will be. The, Company provides for costs
relating to these matters when a loss is probable and the amount ca'n be reasonably estimated.
The effect of the outcome of these matters on the Company’s future results of operations cannot

be predicted because any such effect depends on future results of op'e

timing of the resolution of such matters. While it is not possible
management believes that the ultimate resolution of such matters will
effect on the financial position of the Company. ‘

ratlons and the amount and
to plredlct with certainty,
not have a material adverse

11




McDonald Investments Inc.

Notes to Financial Statements (continu?,d)

(In Thousands)

6. Commitments and Contingencies (continued)

Obligations Under Noncancelable Leases

- Aggregate commitments under operating leases for office space and equipment in effect as of

i | I
December 31, 2006, with initial or remaining noncancelable lease temls in excess of one year are

approximately $29,405 payable as follows: 2007 —$10,293; 2008 $9 184 2009 — $4,697;
2010 - $2,735; 2011 - $1,396 and thereafter - $1,100. Certain of these leases have escalation
clauses based on certain increases in costs incurred by the lessor and renewal options. Rental
expense and sublease rental income amounted to $10,731 and $917 respectlvely, for the year
ended December 31, 2006.

Guarantees :
The Company, on behalf of an affiliated limited partnership, has ple|dged and deposited $1,419
into escrow accounts as collateral for three equity bridge loans w1th a state housing agency to

secure loans between the state housing agency and the borrower in |whlch 'the affiliated limited

+ partnership has an interest. The Company maintains collateral to mdebtedness of the borrower

equal to or greater than 100% as defined. Excess collateral may be retumed to the Company as
payments are made by the borrower on the loan. The equity bridge loans aré|due in June 2010.

Loan Commitment

In December 2006, the Company entered into a bridge loan COmmltrlnent with a third party that

obligated the Company to fund an unsecured, one year loan up to $90 m1111|0:n at a rate of interest
per annum equal to the three month LIBOR in effect from time to tlm:e|p1usI an applicable margm
as defined in the agreement. The third party was able to secure certain permanent financing prior

to the expected bridge loan funding date of February 15, 2007 and the commmnent expired.

12




McDonald Investments Inc.

Notes to Financial Statements (continued)

(In Thousands}

7. Net Capital Requirements

The Company is subject to the Uniform Net Capital Rule (the Rule) of the Securities and
Exchange Commission and the net capital rules of the New York Stock Exchange, Inc. (the
Exchange), of which the Company is a member. The Company has elected to use the alternative

. method permitted by the Rule which requires that the Company maintain minimum net capital,

as defined, equal to 2% of aggregate debit balances arising from| cusltOmer transactions, as
defined. The Exchange may require a member firm to reduce its busu|1ess 1f its net capital is less
than 4% of aggregate debit balances and may prohibit a member ﬁrm from expanding its
business or paying cash dividends if resulting net capital would be less than 5% of aggregate
debit balances.

Net capital and aggregate debit balances change from day to day! f\t Dlecember 31, 2006, the
Company’s net capital under the Rule was $126,457 or 87% of aggregate debit balances, and
$123,565 in excess of the minimum required net capital.

8. Financial Instruments With Off-Balance Sheet and Credit Risk

In the normal course of business, the Company’s activities involve the executlon settlement and
financing of various securities transactions. These activities may expose ‘the Company to risk in
the event the customer is unable to fulfill its contractual obhgatlons The Company maintains
cash and margin accounts for its customers located throughout the United States, but primarily in
the Midwest. |

The Company, as a part of its normal brokerage activities, assumes short positions on securities.
The establishment of short positions exposes the Company to off- balanee sheet risk in the event
prices change, as the Company may be obligated to cover such posmons at a loss. The Company
enters into short positions in United States government bonds in order to manage the interest rate
risk related to trading positions in corporate bonds, mortgage-backe*d sea:l%mes and United States
government securities. The Company enters into short posmons in corporate stocks in the
ordinary course of operation related to its NASDAQ trading activities.




McDonald Investments Inc.
Notes to Financial Statements (continued)

{In Thousands}

|
8. Financial Instruments With Off-Balance Sheet and Credit Ris,k (continued)

As a securities broker and dealer, a substantial portion of the. Company s transactions are
collateralized. The Company’s exposure to credit risk associated with the nonperformance in
fulfilling contractual obligations pursuant to securities transactions/can be directly impacted by
volatile trading markets, which may impair customers’ or contra part|1es ‘abilities to satisfy their
obligations to the Company. The Company monitors concentratlons of; credlt risk on both an
individual and group counterparty basis and seeks to limit the nsk through consideration of
numerous factors, including the financial strength of counterpartles and industry segments,
reviewing the size of positions or commitments, and analyzm:g the ’expected duration” of
positions. Where considered necessary, the Company requires a deposxt of additional collateral,
or a reduction of securities positions.

9. Derivative Financial Instruments

A derivative instrument is a contract whose value is based on the performance of an underlying
financial asset, index, or other investment. The Company enters' mto derivative contracts,
including exchange-traded futures and options on futures, in the norma] course of business to
manage exposure for loss due to market risk. Market risk is the potent;al for changes in the value
of the instrument due to changes in market conditions. The Company| s exposure to market risk is
determined by a number of factors, including the size, composmon and diversification of
positions held, the absolute and relative levels of interest rates, and market volatility.

Derivative instruments are generally based on notional values that‘ alre used to determine future
cash flows to be exchanged. Derivative financial instruments are carned at fair market value and
are included in securities owned and securities sold, but not yet purchased on the Statement of
Financial Condition. Net gains and losses on derivative transactions are recorded in principal
transactions on the Statement of Income. Exchange-traded derivatives' are valued based on
quoted market prices. ‘

In addition, the Company enters into other contractual commitments; that include securities
transactions on a TBA (To be Announced) basis. TBA transact10ns|represent forward contracts
pertaining to undefined pools of mortgages, mcludmg collaterallzed mortgage obligations
(CMO’s), which give the Company the right to receive or obhgatlon to deliver mortgage
securities in the future. At December 31, 2006, the fair value of the]Company $ commitment to
purchase and sell under these contracts was $51,372 and $167‘4|44 respect:vely Mortgage
securities purchased or sold as a result of fulfilling these comrmtments are recorded on
settlement date,

14




McDonald Investments Inc.

Notes to Financial Statements (continued)

{In Thousands)

10. Employee Benefit Plans

Employees of the Company are covered under a 401(k) plan sponsored by the Parent which
permits eligible employees to contribute 1% to 25% of eligible compensatron with up to 6%
being eligible for matching contributions in the form of KeyCorp common shares. For the year
ended December 31, 2006, the Company’s contribution expense was $6 981.

Substantially all of the Company’s employees who meet certain spemﬁed condrtrons are eligible
for benefits under a noncontributory pension plan, group medlcal and dental plans, and
postretirement health care and life insurance plans established by the Parent Costs related to the
plans incurred by the Parent on behalf of the Company’s employees are allocated to the

Company based on management’s estimate of the Company’s proportronate share of the related
costs. For the year ended December 31, 2006, the Company’s allocated costs were $13,214,

11. Subsequent Events

On February 9, 2007, the Company completed a sale of its retail brar!ch network to UBS
Financial Services Inc. (UBS), a subsidiary of UBS AG. The net cash consrderatron was $199
million and the resulting gain on sale is expected to be approxrmately $191 million. In addition,
UBS acquired certain net customer balances of $57 million by a cash payment to the Company
on February 12, 2007.

The Company is currently evaluating the disposition of the excess caah generated by the above

sale transaction and may declare a dividend to its Parent of all or a port1‘o'n of the excess cash
during 2007.

The Company will continue to provide clearing services to KIS and rnvestment banking services,
debt and equity capital markets products and services, public finance products and services and
equity research to institutional clients. During the first quarter of 2007 the Company expects to
change its name to KeyBanc Capital Markets Inc.
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McDonald Investments Inc.

Schedule I

Computation of Net Capital Pursuant to Rule|15¢3

December 31, 2006
(In Thousands)

Net capital
Total stockholder’s equity from statement
of financial condition

Deductions and/or charges:
Nonallowable assets:
Unsecured receivable from customers
Securities owned not readily marketable
Memberships in exchanges
Investment in and receivables from affiliates and
associated partnerships
Furniture, equipment and leasehold improvements
Other receivables
Other assets
Additional charges for customers’ and noncustomers’
security accounts
Aged fails-to-deliver
Other deductions and/or charges

Net capital before haircuts on security positions

Haircuts on security positions:

Contractual security commitments

Trading and investment securities:
Money market instruments
U.S. and Canadian government obligations
State and municipal obligations
Corporate obligations
Corporate stocks
Undue Concentration

Net capital

1

1
:

1
1

9

1

353
8,826
16

6,365
2,208
6,234

2,127
206
1,385

5,047

9
9,087
5,967
3,561
2,836

$ 327,243

. 115,285

69,287

|| ——

3,728

73,015

———

254,228

‘ 1,264

127,771

$ 126,457
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McDonald Investments Inc.

Schedule 1

Computation of Net Capital Pursuant to Rule 15¢3-1 (continued)

(In Thousands)

Computation of alternative net capital requirement

2% of aggregate debit items as shown in Formula for
Reserve Requirements pursuant to Rule 15¢3-3
prepared as of December 31, 2005

Excess net capital

Percentage of net capital to aggregate debit items
Net capital in excess of

4% of aggregate debit items
5% of aggregate debit items

$ 2,892
$ 123,565

87%

$ 120,673
$ 119226
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McDonald Investments Inc.

Schedule I

Computation for Determination of Resérive

Requirements Pursuant to Rule 15¢3-3

December 31, 2006
(In Thousands)

Credit items

Free credit balances and other credit balances in
customers’ security accounts

Monies payable against customers’ securities loaned

Customers’ securities failed-to-receive

Credit balances in firm accounts which are attributable to
principal sales to customers

Market value of stock dividends, stock splits and similar dlstnbutlons
receivable outstanding over thirty calendar days

Market value of short securities and credits in all suspense accounts ' '

over seven business days
Other
Total credits

Debit items
Debit balances in customers’ cash and margin accounts |

Securities borrowed to effectuate short sales by customers and securities

borrowed to make delivery on customers’ securities failed to dehverI
Failed to deliver of customers’ securities not older
than thirty calendar days
Margin required and on deposit with the Options Clearing Corporatlon
for all option contracts written or purchased in customer accounts
Aggregate debit items
Less 3% !
Total debits '
Excess of total credits over total debits

Amount on deposit in Reserve Bank Account

$169,669

52
3,662

329

15

143

13
173,883
118,332
5,420
541
20,317
144,610

4,338
140,272

—————

$(33,611)

$ 36,500
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McDonald Investments Inc.
Schedule II1

Information Relating to the Possession

or Control Requirements under Rule 15;03—3 '

December 31, 2006
(In Thousands, Except Number of Items):

Market valuation and number of items:

1. Customers’ fully paid securities and excess margin securities not in
the Company’s possession or control as of December 31, 2005 (fo'r
which instructions to reduce to possession or control had been |
issued) but for which the required action was not taken by the
Company within the time frames specified under Rule 15¢3-3. —

A. Number of items. - -

2. Customers’ fully paid securities and excess margin securities fonf'
which instructions to reduce to possession or control had not been
issued as of December 31, 2006, excluding items arising from '
“temporary lags which result from normal business operations” Ias

permitted under Rule 15¢3-3. ‘ $ 261
A. Number of items. 11
19




McDonald Investments Inc.

Schedule IV |

]

Reconciliation of Computation of Net Capital
Pursuant to Rule 17a-5(d)(4)

December 31, 2006

There were no material differences in the aggregate amount or 1nd1v1dual amounts between the
net capital and aggregate debit items reported in these financial statements and the net capital
and aggregate debit items reported in the Company’s December 31 2006 unaudited Form

X-17 a-5, Part I1.
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McDonald Investments Inc.

Schedule V i

Reconciliation of Computation for Determmatlon of
Reserve Requirements Pursuant to Rule 17a-5(d)(4)

December 31, 2006

There were no material differences in the aggregate amount or mdmdual amounts between the
excess of total debits over total credits reported in these financial statements and the excess of
total debits over total credits reported in the Company’s December 31, 2006 unaudited Form
X-17a-5, Part I1.
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Supplementary Report of Independent Registered Pubhc
Accounting Firm on Internal Control Required by SEC Rule 17a-5

Board of Directors
McDonald Investments Inc.

In planning and performing our audit of the financial statements of] McPonald Investments Inc.
(the “Company™), as of and for the year ended December 31, 2006, in accordance with auditing
standards generally accepted in the United States, we consrdered 1ts internal control over
financial reporting (“internal control”) as a basis for designing ourl audltmg procedures for the
purpose of expressing our opinion on the financial statements, Ibut not for the purpose of
expressing an opinion on the effectiveness of the Company’s internal control. Accordingly, we
do not express an opinion on the effectiveness of the Company’s intérnal control.

Also, as required by rule 17a-5(g)(1) of the Securities and Exchange Commission (“SEC”), we
have made a study of the practices and procedures followed by the Company, including
consideration of control activities for safeguarding securities. This [study included tests of
compliance with such practices and procedures that we considered relevant to the objectives
stated in rule 17a-5(g), in the following:

1. Making the periodic computations of aggregate 1ndebtedness (or aggregate debits) and
net capital under rule 17a-3(a)}(11) and the reserve required by rule 15¢3- 3(e)

2. Making the quarterly securities examinations, counts, verifications, and comparisons, and
the recordation of differences required by rule 17a-13

3. Complying with the requirements for prompt payment for securities under Section 8 of
Federal Reserve Regulation T of the Board of Governors of the Federal Reserve System

4. Obtaining and maintaining physical possession or control of all fully paid and excess
margin securities of customers as required by rule 15¢3-3

The management of the Company is responsible for establishing and mamtammg internal control
and the practices and procedures referred to in the precedmg paragraph In fulfilling this
responsibility, estimates and judgments by management are requrred to assess the expected
benefits and related costs of controls, and of the practices and procedures referred to in the
preceding paragraph, and to assess whether those practices and procedures can be expected to
achieve the SEC’s above-mentioned objectives. Two of the ob]ectn}es 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
unauthorized use or disposition, and that transactions are executed in accordance with
management s authorization and recorded properly to permit: the preparatlon of financial
statements in conformity with generally accepted accounting prmmples Rule 17a-5(g) lists
additional objectives of the practices and procedures listed in the preceding paragraph.

A member firm of Ernst & Young Global Limited
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Because of inherent limitations in internal control and the practices and procedures referred to
above, error or fraud may occur and not be detected. Also, prOJectlon of|any evaluation of them
to,future periods is subject to the risk that they may become 1nadequate because of changes in
COndmons or that the effectiveness of their design and operation may detenorate

A control deficiency exists when the design or operation of a control does not allow management
or employees, in the normal course of performing their assigned ﬁmctldns to prevent or detect
misstatements on a timely basis. A significant deficiency is a control deﬁmency, or combination
of control deficiencies, that adversely affects the entity’s ability to 1n1t1ate authorize, record,
process, or report financial data reliably in accordance with genlerally accepted accounting
principles such that there is more than a remote likelihood that a rmsstatement of the entity’s
financial statements that is more than inconsequential will not be prevented or detected by the
entity’s internal control. A material weakness is a significant deﬁcnency, or combination of
significant deficiencies, that results in more than a remote likelihood that a material misstatement
of the financial statements will not be prevented or detected by the entlty s internal control.

Our consnderatlon of internal control was for the limited purpose described in the first and
second paragraphs and would not necessarily identify all deﬁmepews in internal control that
might be material weaknesses. We did not identify any deficiencies 1n internal control and
control activities for safeguarding securities that we consider to be material weaknesses as
defined above.

We understand that practices and procedures that accomplish the. objectlves referred to in the
second paragraph of this report are considered by the SEC to be: adequate for its purposes in
accordance with the Securities Exchange Act of 1934 and related regulatlons and that practices
and procedures that do not accomplish such objectives in all matenal| respects indicate a material
inadequacy for such purposes. Based on this understandlng and on our study, we believe that the
Company’s practices and procedures, as described in the second paragraph of this report, were
adequate at December 31, 2006, to meet the SEC’s objectives.

This report is intended solely for the information and use of the Board of Dlrectors management,
the SEC, the New York Stock Exchange, and other regulatory agenmes that rely on rule 17a-5(g)
under the Securities Exchange Act of 1934 in their regulation of reglstered brokers and dealers,
and is not intended to be and should not be\ used by anyone other than these specified parties.

o Banet + MLLP

February 20, 2007 \
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