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OATH OR AFFIRMATION

1, Viadimir Bord , swear {or affirm) that, to the best of

my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of
Jefferies_Execution Services, Inc. , as

of December 31, ,2006  , are true and correct. I further swear (or affirm) that

neither the company nor any partner, proprietor, principal officer or director has any proprietary interest in any
account classified solely as that of a customer, except as follows:

None
N/
Bryan P Masseria W P
Notary Public, State of New York Si
No. 0IMAG 138696 ignature )" [ _—
Qualified In Richmond County Chief Financial Officer
Commission Expires 1/17/2010 Title

/ ﬁ%ﬁw 0107

his report ** contains (check all applicable boxes):

{a) Facing Page.

{b) Statement of Financial Condition.

(c) Statement of Income (Loss).

(d) Statement of Changes in Financial Condition.

(e) Statement of Changes in Stockholders’ Equity or Partners’ or Sole Proprietors’ Capital.

() Statement of Changes in Liabilities Subordinated to Claims of Creditors.

(g) Computation of Net Capital.

(h) Computation for Determination of Reserve Requirements Pursuant to Rule 15¢3-3.

(i) Information Relating to the Possession or Control Requirements Under Rule 15¢3-3.

(i) A Reconciliation, including appropriate explanation of the Computation of Net Capital Under Rule 15¢3-1 and the
Computation for Determination of the Reserve Requirements Under Exhibit A of Rule 15¢3-3.

[0 (k) A Reconciliation between the audited and unaudited Statements of Financial Condition with respect to methods of

consclidation.

(I) An Qath or Affirmation.

[0 (m) A copy of the SIPC Supplemental Report.

(n) A reportdescribing any material inadequacies found to exist or found to have existed since the date of the previous audit.

]

000X ORRXEE

** For conditions of confidential treatment of certain portions of this filing, see section 240.17a-5(e}(3).
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KPMG LLP
345 Park Avenue
New York, NY 10154

Independent Auditors’ Report

The Board of Directors
Jefferies Execution Services, Inc.:

We have audited the accompanying statement of financial condition of Jefferies Execution Services, Inc.
(the Company) as of December 31, 2006, and the related statements of earnings, changes in stockholder’s
equity, and cash flows for the year then ended that you are filing pursuant to Rule 17a-5 under the
Securities Exchange Act of 1934. These financial statements are the responsibility of the Company's
management. Our responsibility is 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 of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of matenial misstatement. An audit includes 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. Accordingly, we express no such opinion. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
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, the financial statements referred to above present fairly, in all material respects, the
financial position of Jefferies Execution Services, Inc. as of December 31, 2006, and the results of its
operations and its cash flows for the year then ended in conformity with U.S. generally accepted
accounting principles.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as a
whole. The information contained in the accompanying supplementary schedule is presented for purposes
of additional analysis and is not a required part of the basic financial statements, but is supplementary
information required by rule 17a-5 under the Securities Exchange Act of 1934. Such information has been
subjected to the auditing procedures applied in the 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.

KPP LP

February 28, 2007

KPMG LLP, a U.5. limited hability partnership, 15 the U.5.
member firm of KPMG International, a Swiss cooperative




JEFFERIES EXECUTION SERVICES, INC.

Statement of Financial Condition
December 31, 2006

(Dollars in thousands, except per share amounts)

Assets

Cash and cash equivalents

Securities borrowed

Securities owned

Exchange memberships, at cost (market value of $10)
Premises and equipment, net

Due from affiliates

Goodwill

Commission receivable
Other assets

Total assets
Liabilities and Stockholder's Equity

Securities loaned
Due to affiliates
Accrued expenses and other liabilities

Total liabilities
Stockholder's equity:

Common stock of $0.05 par value. Authorized 20,000,000 shares;
issued and outstanding 19,881,383 shares

Additional paid-in capital

Retained earnings

Total stockholder's equity
Total liabilities and stockholder's equity

See accompanying notes to financial statements,

35,745
55,243
6,577
35

717
628
26,062
2,972
397

128,376

55,243
5,895
9,130

70,268

994
39,574
17,540

58,108

128,376




JEFFERIES EXECUTION SERVICES, INC.
Statement of Earnings
Year ended December 31, 2006

(Dollars in thousands)

Revenues:
Commissions b 42,099
Principal transactions 2,193
Interest : 2,310
Gain on sale of exchange memberships 5,246
Other 91
Total revenues 51,939

Expenses:
Compensation and benefits 14,121
Floor brokerage and clearing fees ‘ 19,430
Technology and communications 4,605
Interest 779
Occupancy and equipment rental 771
Business development 168
Other 2,788
Total expenses : 42,662
Earnings before income taxes ' 9,277
Income taxes . 4,283
Net earnings . $ 4,994

See accompanying notes to financial statements.




JEFFERIES EXECUTION SERVICES, INC.
Statement of Changes in Stockholder’s Equity
Year ended December 31, 2006

(Dollars in thousands)

Additional Total

Common paid-in Retained stockholder’s
stock capital earnings equity
Balance, December 31, 2005 $ 994 39,574 12,546 53,114
Net earnings — — 4,994 4,994
Balance, December 31, 2006 - 994 39,574 17,540 58,108

See accompanying notes to financial statements.




JEFFERIES EXECUTION SERVICES, INC,
Statement of Cash Flows
Year ended December 31, 2006

(Dollars in thousands)

Cash flows from operating activities:

Net earnings $ 4,994
Adjustments to reconcile net earnings to net cash provided by operating activities:
Depreciation and amortization 507
Deferred income taxes 650)
Unrealized gain on security holding (2,385)
Gain on sale of exchange memberships (5,246)
(Increase) decrease in operating assets:
Securities borrowed (25,184)
Due from affiliates 741
Commission receivable (562)
Other assets 446
Increase (decrease) in operating liabilities:
Securities loaned 25,184
Due to affiliates 4,933
Accrued expenses and other liabilities (1,279)
Total adjustments (3,495)
Net cash provided by operating activities 1,499
‘Cash flows from investing activities:
Proceeds from sale of exchange memberships 7,507
Purchase of premises and equipment (151)
Net cash provided by investing activities 7,356
Net increase in cash and cash equivalents 8,855
Cash and cash equivalents, beginning of year 26,890
-Cash and cash equivalents, end of year $ 35,745

Supplementa! disclosures of cash flow information:
Cash paid during the year for
Income taxes

&5

3,448

See accompanying notes to financial statements.

. 5




n

JEFFERIES EXECUTION SERVICES, INC,
(SEC Identification No. 8-2671)

Notes to Financial Statements
December 31, 2006

Organization and Summary of Significant Accounting Policies

Organizational Structure

On January 14, 2002, W & D Securities, Inc. merged with Lawrence Helfant, Inc., and W & D Securities,
Inc., which was the surviving entity, was renamed Helfant Group, Inc. On October 1, 2004, Helfant Group,
Inc. changed its name to Jefferies Exccution Services, Inc. (the Company). The Company is registered as a
broker-dealer under the Securities Exchange Act of 1934. As of December 31, 2006, Jefferies Group, Inc.
(the Parent) is the sole stockholder of the Company. The Company’s present business primarily consists of
performing certain execution services on the New York Stock Exchange (the NYSE) and other exchanges
and electronic marketplaces for Jefferies & Company, Inc. (a subsidiary of Jefferies Group, Inc.) and other
financial institutions.

The Company, in connection with its activities as a broker-dealer, does not hold funds or securities for
customers. Accordingly, the Company claims an exemption from Rule 15¢3-3 as of December 31, 2006,
based upon Section (k)(2)(ii). Transactions are cleared through an affiliated broker-dealer on a fully
disclosed basis.

Revenue Recognition Policies

Commissions. Commission revenue is primarily derived from commissions received for executing trades
on the New York Stock Exchange and other exchanges for broker-dealers and institutions. Commission
revenue is recorded on a trade date basis.

Principal Transactions. Securities owned (which are recorded on a trade-date basis) are valued at market
or fair value, as appropriate, with unrealized gains and losses reflected in principal transactions in the
Statement of Eamnings on a trade date basis. Market value generally is determined based on listed prices or
broker quotes. In certain instances, such price quotations may be deemed unreliable when the instruments
are thinly traded or when the Company holds a substantial block of a particular security and the listed price
is not deemed to be readily realizable. In these instances the Company determines fair value based on
management’s best estimate, giving appropriate consideration to reported prices and the extent of public
trading in similar securities, the discount from the listed price associated with the cost at the date of
acquisition, and the size of the position held in relation to the liquidity in the market, among other factors.
When listed prices or broker quotes are not available, the Company determines fair value based on pricing
models or other valuation techniques, including the use of implied pricing from similar instruments. The
Company typically uses pricing models to derive fair value based on the net present value of estimated
future cash flows including adjustments, when appropriate, for liguidity, credit and/or other factors.

Cash and Cash Equivalents

Cash equivalents consist of money market funds and other short-term investments, which are part of the
cash management activities of the Company and generally mature within 90 days or less.

Securities Transactions

Transactions in securities are recorded on a trade-date basis.

6 (Continued)




JEFFERIES EXECUTION SERVICES, INC.
(SEC Identification No. 8-2671)

Notes to Financial Statements
December 31, 2006

Fair Value of Financial Instruments

Substantially all of the Company’s financial instruments are carried at fair value or amounts approximating
fair value. Assets, including cash and cash equivalents, securities borrowed, and certain receivables, are
carried at fair value or contracted amounts, which approximate fair value due to the short period to
maturity. Similarly, liabilities, including securities loaned and certain payables, are carried at amounts
approximating fair value. Securities owned are valued at quoted market prices. For securities that do not
have readily determinable fair values through quoted market prices, the determination of fair value is based
upon consideration of available information, including types of securities, current financial information,
restrictions on dispositions, market values of underlying securities and quotations for similar instruments.

Securities Borrowed and Securities Loaned

The Company has a securities borrowing and lending matched book business (Matched Book) in which the
Company borrows securities from one party and lends them to another party. When the Company borrows
securities, it provides cash to the lender as collateral, which is reflected in the Company’s financial
statements. The Company earns interest revenues on this cash collateral. Similarly, when the Company
lends securities to another party, that party provides cash to the Company as collateral, which is reflected
in the Company’s financial statements. The Company pays interest expense on the cash collateral received
from the party borrowing the securities. A substantial portion of the Company’s interest revenues and
interest expense results from the Matched Book activity. The initial collateral advanced or received
approximates or is greater than, the fair value of the securities borrowed or loaned. The Company monitors
the fair value of the securities borrowed and loaned on a daily basis and requests additional collateral or
returns excess collateral, as appropriate.

Premises and Equipment, net

Premises and equipment are depreciated using the straight-line method over the estimated useful lives of
the related assets (generally three to ten years). Leasehold improvements are amortized using the
straight-line method over the term of related leases or the estimated useful lives of the assets, whichever is
shorter. Accumulated depreciation on premises and equipment is $3.8 million as of December 31, 2006.

Exchange Memberships and Securities Owned

The Company’s exchange memberships, which represent ownership interest in the exchanges and provide
the Company with the right to conduct business on the exchanges, are recorded at cost or, if an other than
temporary impairment in value has occurred, at a value that reflects management’s estimate of the
impairment. There were no exchange membership impairments recognized by the Company in 2006.

In January 2006, the Company sold two exchange membership seats for a gain of $2.9 million.

In March 2006, the Company received cash and common stock in the NYSE Group, Inc. (the “NYX
Shares™), recorded as securities owned in the Statement of Financial Condition, from the distribution of
consideration in connection with the merger between the New York Stock Exchange, Inc. and Archipelago
Holdings, Inc. (the “NYSE Merger”). The consideration was received in exchange for the exchange
membership seats that were owned by the Company. Upon the distribution of the consideration, the
Company recorded a gain of $2.3 million, which is included in gain on sale of exchange memberships in

7 {Continued)




JEFFERIES EXECUTION SERVICES, INC.
(SEC Identification No. 8-2671)

Notes to Financial Statements
December 31, 2006

the Statement of Earnings. Subsequent to the distribution, the Company recorded an unrealized gain on the
NYX Shares of $2.4 million, which is included in principal transactions in the Statement of Earnings.

Goodwill

The merger of W & D Securities, Inc. and Lawrence Helfant, Inc., which created the Company, was
accounted for under Statement of Financial Accounting Standards (FASB) No. 141, Business
Combinations. In accordance with Statement of Financial Accounting Standards (FASB) 142, Goodwill
and Other Intangible Assets, goodwill is not amortized, instead it is reviewed, on at least an annual basis,
for impairment. Goodwill is impaired when the carrying amount of the reporting unit exceeds the implied
fair value of the reporting unit. While goodwill is no longer amortized, it is tested for impairment annually
as of the third quarter or at the time of a triggering event requiring re-evaluation, if one were to occur. No
triggering events occurred during 2006 that required a re-evaluation of goodwill for impairment purposes.
Goodwill was tested for impairment as of September 30, 2006 and based on this impairment test/ analysis
no reporting units were considered impaired.

Income Taxes

Deferred tax assets and liabilities are recognized for the future tax consequences attributable to differences
between the financial statement carrying amounts of existing assets and liabilities and their respective tax
bases. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to taxable
income in the years in which those temporary differences are expected to be recovered or settled. The
effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period
that includes the enactment date,

Stock Based Compensation

The Parent issued restricted stock and restricted stock units to employees of the Company under its
Incentive Compensation Plan, primarily in connection with year-end compensation. The subsequent
amortization of the cost of the restricted stock and restricted stock units is allocated to the Company by the
Parent. The amount allocated to the Company related to the amortization of the cost of the restricted stock
and restricted stock units was $71,000 for the year ended December 31, 2006, and is included in
compensation and benefits on the Statement of Earnings. Delivery of the underlying shares of common
stock is conditioned on the grantees satisfying certain other requirements outlined in the award agreements.

Effects of Recently Issued Accounting Standards

FASB Interpretation No. 48. In July 2006, the FASB issued Interpretation No. 48, Accounting for
Uncertainty in Income Taxes (FIN 48). FIN 48 clarifies the accounting for income taxes by prescribing the
minimum recognition threshold a tax position is required to meet before being recognized in the financial
statements. FIN 48 also provides guidance on derecognition, measurement, classification, interest and
penalties, accounting in interim periods, disclosure and transition. FIN 48 is effective for fiscal years
beginning after December 15, 2006. The Company does not believe that the adoption of FIN 48 will have a
significant effect on the Company’s financial statements.

8 {Continued)




JEFFERIES EXECUTION SERVICES, INC.
(SEC Identification No. 8-2671)

Notes to Financial Statements

December 31, 2006

FASB No. 157. In September 2006, the FASB issued FASB No. 157, Fair Value Measurements (FASB
157). FASB 157 clarifies that fair value is the amount that would be exchanged to sell an asset or transfer
a liability, in an orderly transaction between market participants. FASB 157 requires that a fair value
measurement technique include an adjustment for risks inherent in a particular valuation technique (such as
a pricing model) and/or the risks inherent in the inputs to the model, if market participants would also
include such an adjustment. In addition, FASB 157 prohibits the recognition of “block discounts” for large
holdings of unrestricted financial instruments where quoted prices are readily and regularly available in an
active market. The provisions of FASB 157 are to be applied prospectively, except for changes in fair
value measurements that result from the initial application of FASB 157 to existing block discounts, which
are 1o be recorded as an adjustment to opening retained earnings in the year of adoption. FASB 157 is
effective for fiscal years beginning after November 15, 2007. The Company intends to adopt FASB No.
157 in 2007. To determine the transition adjustment to opening retained carnings, the Company has
performed an analysis of block discounts. The transition adjustment to opening retained earnings will not
have a material effect on the Company’s financial condition. The Company is currently evaluating the
impact of FASB No. 157 on its results of operations for 2007,

FASB No. 159. On February 135, 2007, the FASB issued FASB No. 159, The Fair Value Option for
Financial Assets and Financial Liabilities - Including an Amendment of FASB Statement No. 115 (“FASB
159”). This standard permits an entity to measure financial instruments and certain other items at estimated
fair value. Most of the provisions of FASB 159 are elective; however, the amendment to FASB No. 115,
Accounting for Certain Investments in Debt and Equity Securities, applies to all entities that own trading
and available-for-sale securities. The fair value option created by FASB 159 permits an entity to measure
eligible items at fair value as of specified election dates. The fair value option (a) may generally be
applied instrument by instrument, (b) is irrevocable unless a new election date occurs, and (¢) must be
applied to the entire instrument and not to only a portion of the instrument. FASB 159 is effective as of the
beginning of the first fiscal year that begins after November 15, 2007. Early adoption is permitted as of
the beginning of the previous fiscal year provided that the entity (i) makes that choice in the first 120 days
of that year, (i) has not yet issued financial statements for any interim period of such year, and (iii) elects
to apply the provisions of FASB 157. The Company intends to adopt FASB 159 in 2007. The Company is
currently evaluating the impact of FASB 159 on its results of operations for 2007.

SAB 108. In September 2006, the SEC issued Staff Accounting Bulletin No. 108, Considering the Effects
of Prior Year Misstatements when Quantifying Misstatements in the Current Year Financial Statements
(SAB 108). SAB 108 addresses how the effects of prior year uncorrected misstatements should be
considered when quantifying misstatements in current year financial statements. SAB 108 requires an
entity to quantify misstatements using a balance sheet and income statement approach and to evaluate
whether either approach results in quantifying an error that is material in light of relevant quantitative and
qualitative factors. SAB No. 108 is effective for fiscal years ending after November 15, 2006. The
adoption of SAB No. 108 did not have material impact on the financial statements.

9 (Continued)
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JEFFERIES EXECUTION SERVICES, INC.
(SEC Identification No. 8-2671)

Notes to Financial Statements
December 31, 2006

Use of Estimates

Management of the Company has made a number of estimates and assumptions relating to the reporting of
assets and liabilities, the disclosure of contingent assets and liabilities, and the reported amounts of
revenues and expenses to prepare this statement of financial condition in conformity with generally
accepted accounting principles. Actual results could differ from those estimates.

Legal Reserves

The Company recognizes a liability for a contingency when it is probable that a liability has been incurred
and when the amount of loss can be reasonably estimated. When a range of probable loss can be
estimated, the Company accrues the most likely amount of such loss, and if such amount is not
determinable, then the Company accrues the minimum range of probable loss.

The Company records reserves related to legal proceedings in accrued expenses and other liabilities. Such
reserves are established and maintained in accordance with FASB No. 5, Accounting for Contingencies,
and FASB Interpretation No. 14, Reasonable Estimation of the Amount of a Loss an Interpretation of
FASB Statement No. 5. The determination of these reserve amounts requires significant judgment on the
part of management. Management considers many factors including, but not limited to: the amount of the
claim; the basis and validity of the claim; the possibility of wrongdoing on the part of an employee of the
Company; previous results in similar cases; and legal precedents and case law. Each legal proceeding is
reviewed with counsel in each accounting period and the reserve is adjusted as deemed appropriate by
management.

Income Taxes

The Company’s operations are included in the consolidated Federal income tax return of Jefferies Group,
Inc. Substantially all income tax liabilitics are due to Jefferies Group, Inc., although the Company does file
certain state and local returns directly with taxing authorities. The Company accounts for income taxes on
a separate-return basis.

Income taxes consist of the following components (in thousands of dollars):

Curren : ‘
Federal $ 2,305
State and city 1,328
3,633

Deferred:
Federal 426
State and city 224
650
$ 4,283
10 {Continued)
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JEFFERIES EXECUTION SERVICES, INC.
(SEC Identification No. 8-2671)

Notes to Financial Statements

December 31, 2006

Deferred income taxes are provided for temporary differences in reporting certain items, and giverise to a
net deferred tax liability of $3,282,000 included in accrued expenses and other liabilities. The net deferred
tax liability is comprised of a deferred tax asset of $124,000, principally $87,000 from deferred
compensation, and a deferred tax liability of $3,406,000 related to goodwill amortization.

There was no valuation allowance for deferred tax assets as of December 31, 2006. Management believes
it is more likely than not that the Company will generate sufficient taxable income in the future to realize
the deferred tax assets.

During 2006, the Company transferred approximately $3.3 million and $0.1 million to the Parent and
governmental agencies, respectively, to settle its separate company income tax liabilities.

The provision for income taxes differs from the expected Federal income tax rate (35%) for the following
reasons (in thousands of dollars):

Computed expected taxes at 35% of earnings before income taxes $ 3,247 35.00%
Increase in income taxes resulting from state and city income taxes,
net of federal income tax benefit 1,008 10.87%
Limited deductibility of meals and entertainment 23 0.25%
Other ‘ 5 0.05%
Total income taxes $ 4,283 46.17%
Employee Benefit Plans

Certain employees of the Company are covered by a defined benefit pension plan sponsored by the Parent.
The plan is subject to the provisions of the Employee Retirement Income Security Act of 1974, Benefits
are based on years of service and the employee’s career average pay. Jefferies Group, Inc.’s funding policy
is to contribute to the plan at least the minimum amount that can be deducted for Federal income tax
purposes. The net periodic pension cost allocated to the Company was $13,000 for the year ended
December 31, 2006, and is included in compensation and benefits on the Statement of Earnings. The plan
assets consist of approximately 60% equities and 40% fixed income securities. Effective December 31,
2005, benefits under the pension plan have been frozen.

The Company incurs expenses related to various benefit plans of Jefferies Group, Inc. covering
substantially all employees, including an Employee Stock Ownership Plan, an Employee Stock Purchase
Plan (ESPP) designed to qualify under Section 423 of the Internal Revenue Code (IRC) and a profit
sharing plan, which includes a salary reduction feature designed to qualify under Section 401(k) of the
IRC. The Company also participates in a stock ownership and long-term incentive plan (the Plan)
sponsored by the Jefferies Group, Inc. The Plan allows awards to certain employees in the form of
incentive stock options, nonqualified stock options, stock appreciation rights, restricted stock, unrestricted
stock, performance award dividend equivalents or other stock based awards. Included in compensation and
benefits expense are expenses related to these benefit plans amounting to $190,000 in 2006.

11 (Continued)
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JEFFERIES EXECUTION SERVICES, INC.
(SEC Identification No. 8-2671)

Notes to Financial Statements
December 31, 2006

Related-Party Transactions

Included in commission revenues is $17,011,000 of execution fees.received from Jefferies & Company,
Inc.

Included in various expense line items are administrative service and clearing charges and commissions
paid to Jefferies & Company, Inc., amounting to $3,763,000.

Included in business development expense are administrative and marketing service charges paid to
Jefferies International, Ltd. (a subsidiary of Jefferies Group, Inc.) amounting to $772,000.

The Company recognized $804,000 of interest income from Jefferies & Company, Inc. related to the
Company’s Matched Book business. Jefferies & Company, Inc. is the counterparty on all securities
borrowed transactions related to the Company’s Matched Book business.

Jefferies Partners Opportunity Fund, LLC, Jefferies Partners Opportunity Fund II, LLC, and Jefferies
Employees Opportunity Fund, LLC (the Funds) are the counterparties on all securities loaned transactions
related to the Company’s Matched Book business. The Company recorded $779,000 of interest expense
related to these transactions.

The Company’s employees participate in the share-based compensation plans of the Parent. The
compensation expense attributed to the Company associated with awards under those plans is reflected as
compensation and benefits expense in the Statement of Earnings with a corresponding amount recorded in
due to affiliates on the Statement of Financial Condition.

Amounts outstanding to and from related parties are reflected in the Statement of Financial Condition as
set forth below (in thousands of dollars):

- Assets Liabilities
Amounts due from/ due to Parent $ — 3,977
Amounts due from/ due to affiliates other than Parent 628 1,918
$ 628 5,895

Advances from the Parent are generally payable on demand. The Company believes amounts arising
through related party transactions, including those aliocated expenses referred to above, are reasonable and
approximate amounts that would have been recorded if the Company operated as an unaffiliated entity.
During 2006, the Company transferred approximately $3.3 million to the Parent to settle its separate
company income tax liabilities.

12 {Continued)
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JEFFERIES EXECUTION SERVICES, INC.
(SEC Identification No. 8-2671)

Notes to Financial Statements
December 31, 2006

Off-Balance Sheet Risk

In the normal course of business, the Company is involved in the execution of various customer securities
transactions. Securities transactions are subject to the risk of counterparty or customer nonperformance.
However, transactions are collateralized by the underlying security, thereby reducing the associated risk to
changes in the market value of the security through settlement date.

The settlement of these transactions is not expected to have a material effect upon the Company’s financial
statements.

Leases

The Company leases certain premises and equipment under noncancelable agreements expiring at various
dates through 2009. Future minimum lease payments for all noncancelable operating leases at December
31, 2006 are as follows:

2007 286,248
2008 286,248
2009 190,832

Included in occupancy and equipment rental is $521,918 related to leases of premises and equipment.
Included in floor brokerage and clearing fees expense is $136,010 related to leases of exchange seats which
expired during 2006.

Contingencies

Many aspects of the Company’s business involve risks of liability. In the normal course of business, the
Company has been named as defendants or co-defendants in lawsuits primarily involving claims for
damages. The Company’s management believes that pending litigation will not have a material adverse
effect on the Company.

Net Capital Requirement

The Company is subject to the Securities and Exchange Commission Uniform Net Capital Rule
(Rule 15¢3-1), which requires the maintenance of minimum net capital. The Company has elected to use
the alternative method permitted by Rule 15¢3-1, which requires the maintenance of minimum net capital,
as defined, equal to the greater of $250,000 or 2% of aggregate debit balances arising from customer
transactions, as defined.

At December 31, 2006, the Company had net capital of $ 21,477,000, which was $ 21,227,000 in excess of
required net capital.
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JEFFERIES EXECUTION SERVICES, INC.

Computation of Net Capital under Rule 15¢3-1(a)(1)(ii)
of the Securities and Exchange Commission
Using Alternative Net Capital Requirement

December 31, 2006

(Dollars in thousands)

Net stockholders’ equity

Deduct:
Nonallowable assets
Other

Total deductions
Net capital before haircuts on securities positions
Haircuts on securities — other
Net capital
Less net capital requirement
Net capital in excess of requirement
The computation of net capital under Rule 15¢3-1(a)(1)(ii) as of December 31,
2006, computed by Jefferies Execution Services, Inc. in its Form X-17a-5, Part I1,
filed with the New York Stock Exchange and NASD Regulation, Inc. on January

25, 2007, does not materially differ from the above computation, which is based
upon audited financial statements.

See accompanying independent auditors’ report.

Schedule
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KPMG LLP
345 Park Avenue
New York, NY 10154

Independent Auditors’ Report on Internal Control Required by Rule 17a-5

The Board of Directors
Jefferies Execution Services, Inc.:

In planning and performing our audit of the financial statements and supplementary schedule of Jefferies
Execution Services (the Company), as of and for the year ended December 31, 2006, in accordance with
auditing standards generally accepted in the United States of America, we considered the Company’s
internal control over financial reporting (internal control) as a basis for designing our auditing procedures
for the purpose of expressing our opinion on the financial statements, but 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 internal 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 such practices and procedures that we
considered relevant to the objectives stated in rule 17a-5(g) in making the periodic computations of
aggregate debits and net capital under rule 17a-3(a)(11) and for determining compliance with the
exemptive provisions of rule 15¢3-3. Because the Company does not carry securities accounts for
customers or perform custodial functions relating to customer securities, we did not review the practices
and procedures followed by the Company in any of the following;

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

2. 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

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 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
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 unauthorized 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 generally accepted accounting principles. Rule 17a-5(g) lists additional objectives of the
practices and procedures listed in the preceding paragraph.

KPMG LLP, a U.5. hruted Labiity partnership, is the U.S.
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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, projection of any evaluation of them to future periods is
subject to the risk that they may become inadequate because of changes in conditions or that the
effectiveness of their design and operation may deteriorate.

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 functions, to prevent or detect misstatements
on a timely basis. A significant deficiency is a control deficiency, or combination of control deficiencies,
that adversely affects the entity’s ability to initiate, authorize, record, process, or report financial data

‘reliably in accordance with generally accepted accounting principles such that there is more than a remote

likelihood that a misstatement 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 deficiency, 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 entity’s internal control.

Our consideration of internal control was for the limited purpose described in the first and second
paragraphs and would not necessarily identify all deficiencies in internal control that might be material
weaknesses. We did not identify any deficiencies in 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 objectives 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 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 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 directors, management, the SEC,
the New York Stock Exchange, Inc., the NASD Regulation, 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.

KPMe P
February 28, 2007

END




