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MORGAN STANLEY & CO. INCORPORATED
CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
June 30, 2010
(Unaudited)
(In thousands of dollars, except share data)

ASSETS

Cash and cash equivalents

Cash deposited with clearing organizations or gggesl under federal and other

regulations or requirements

Financial instruments owned, at fair value (apprately $60,391,010 were pledged to
various parties):

U.S. government and agency securities

Other sovereign government obligations

Corporate and other debt ($166,633 relatensolidated variable
interest entities, generally not avdiaio the Company)

Corporate equities

Derivative and other contracts

Investments

Total financial instruments owned, at fair value

Securities received as collateral, at fair value
Securities purchased under agreements to resell

Securities borrowed

Receivables:
Customers

Brokers, dealers and clearing organizations
Interest and dividends

Fees and other

Affiliates

Premises, equipment and software costs (net ohadeted depreciation and
amortization of $852,755)

Goodwill

Other investments

Other assets
Total assets

See Notes to Consolidated Statement of Financiat{fion.
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§ 386,890

5,657,735

54,225,192
756,973

24,353,074
16,832,476
3,942,283
862,617
100,972,615

15,583,954
99,701,484
173,064,101

16,793,602
5,997,403
455,156
725,342
5,404,095

958,272
153,042
13,068
6,166,290
$_432,033,049



MORGAN STANLEY & CO. INCORPORATED
CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
June 30, 2010
(Unaudited)
(In thousands of dollars, except share data)

LIABILITIES AND STOCKHOLDER'S EQUITY

Short-term borrowings:
Affiliates
Other
Financial instruments sold, not yet purchasedaiatvilue:
U.S. government and agency securities
Other sovereign government obligations
Corporate and other debt
Corporate equities
Derivative and other contracts
Total financial instruments sold, not yet purchasedair value

Obligation to return securities received as cotkdieat fair value
Securities sold under agreements to repurchase
Securities loaned
Other secured financings, at fair value ($151,498ted to consolidated
variable interest entities and are non-recotagbe Company)
Payables:
Customers
Brokers, dealers and clearing organizations
Interest and dividends
Other liabilities and accrued expenses
Total liabilities

Subordinated liabilities
Stockholder’s equity
Morgan Stanley and Co. Incorporated stockhasjuity
Common stock ($25 par value, 1,000 shantwazed, issued and outstanding)
Paid-in capital
Retained earnings
Accumulated other comprehensive incomesflos
Total Morgan Stanley and Co. stockbdbs equity
Non-controlling interests
Total stockholder's equity
Total liabilities and stockholder’'s equity

See Notes to Consolidated Statement of Financiat{fion.
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$

14,553,649
151,519

18,355,591
290,869
3,125,903
8,358,203

7,239,993

37,370,559

15,583,954
202,566,223
34,695,913

731,693

86,319,839
12,742,367
240,174
2,689,539

407,645,429

10,525,000

25
4,947,021
4,624,707

(329,093)

9,242,660

4,619,960

13,862,620

$ 432,033,049



MORGAN STANLEY & CO. INCORPORATED
NOTES TO CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
As of June 30, 2010
(Unaudited)
(In thousands of dollars, except where noted)

Note 1 - Introduction and Basis of Presentation

The Company

Morgan Stanley & Co. Incorporated (“MS&Co.”), toget with its wholly owned subsidiaries,
(the “Company”) provides a wide variety of produatsl services to a large and diversified group
of clients and customers, including corporationsyvegnments, financial institutions and
individuals. Its businesses include securitiesemvdting and distribution; financial advisory
services, including advice on mergers and acqoiisti restructurings, real estate and project
finance; sales, trading, financing and market-mglditivities in equity securities and related
products and fixed income securities and relatesdymts including foreign exchange and
investment activities. The Company provides brafgerand investment advisory services covering
various investment alternatives; financial and weallanning services; annuity and insurance
products; credit and other lending products; cashagement; and retirement plan services.

MS&Co. and certain of its subsidiaries are regeslewith the Securities and Exchange
Commission (“SEC") as broker-dealers. MS&Co. isoategistered as a futures commission
merchant with the Commodity Futures Trading Comioisq"CFTC"). The Company is a
wholly owned subsidiary of Morgan Stanley (the ‘&&f).

Basis of Financial Information

The consolidated statement of financial conditienprepared in accordance with accounting
principles generally accepted in the U.S., whicumnee the Company to make estimates and
assumptions regarding the valuations of certaianfiial instruments, the valuation of goodwiill,
compensation, the outcome of litigation matters taxdmatters and other matters that affect the
consolidated statement of financial condition agldted disclosures. The Company believes that
the estimates utilized in the preparation of thesotidated statement of financial condition are
prudent and reasonable. Actual results could diffaterially from these estimates.

At June 30, 2010, the Company's consolidated sid#ed reported $89,981,479 of assets,
$86,625,639 of liabilities and $3,355,840 of staakler's equity on a stand-alone basis.

All material intercompany balances and transactien& been eliminated.

The consolidated statement of financial conditiocludes the accounts of MS&Co., its
wholly owned subsidiaries and other entities in akhiMS&Co. has a controlling

financial interest, including certain variable irgst entities (“VIES”) (see Note 5). The
Company adopted accounting guidance for non-cdimgointerests on January 1, 2009.
Accordingly, for consolidated subsidiaries that &ss than wholly owned, the third-
party holdings of equity interests are referred to as-camirolling interests. The portion of the

stockholder's equity of such subsidiaries is présgnas non-controlling interests in the
consolidated statement of financial condition.



For entities where (1) the total equity investmantrisk is sufficient to enable the entity to
finance its activities without additional supporida(2) the equity holders bear the economic
residual risks and returns of the entity and ha&eepower to direct the activities of the entityttha
most significantly affect its economic performanddS&Co. consolidates those entities it
controls either through a majority voting interesiotherwise. For entities that do not meet these
criteria, commonly known as VIEs, MS&Co. consol@emathose entities where MS&Co. has the
power to make the decisions that most significaatfgcts the economic performance of the VIE
and has the obligation to absorb losses or the tmgheceive benefits that could potentially be
significant to the VIE, except for certain VIEs thare money market funds, investment
companies or are entities qualifying for accountigposes as investment companies. Generally
MS&Co. consolidates those entities when it abs@bmsajority of the expected losses or a
majority of the expected residual returns, or boftthe entities.

Notwithstanding the above, under accounting guidapcior to January 1, 2010, certain

securitization vehicles, commonly known as quatifyspecial purpose entities (“QSPES"), were
not consolidated by MS&Co. if they met certain anih regarding the types of assets and
derivatives they could hold and the range of disanethey could exercise in connection with the
assets they held. These entities are now subjeleetoonsolidation requirements for VIEs.

For investments in entities in which the Compangsdaot have a controlling financial interest
but has significant influence over operating anuhifiicial decisions, the Company generally
applies the equity method of accounting with neingaand losses recorded within Other
revenues.

Equity and partnership interests held by entitieslifying for accounting purposes as investment
companies are carried at fair value.

Related Party Transactions
The Company has transactions with the Parent andffiliates, including the performance of
administrative services and the execution of s#earitransactions, and obtains short-term
funding as described in Note 7. Certain suborduhditbilities are transacted with the Parent as

described in Note 8.

Assets and receivables from affiliated companiesfdsine 30, 2010 are comprised c

Derivative and other contracts $ 170,227
Securities purchased under agreements to réssle(se repurchase agreements”) 36,610,384
Securities borrowed 27,497,483
Customers 7,053,674
Brokers, dealers and clearing organizations 441,173
Interest and dividends 17,173
Fees and other 266,653
Other assets (includes investment in subsidiaries 5,688,054



Liabilities and payables to affiliated companietdune 30, 2010 are comprised of:

Derivative and other contracts $ 227,848
Securities sold under agreements to repurchaspuf’chase agreements”) 76,575,242
Securities loaned 28,401,758
Customers 11,703,901
Brokers, dealers and clearing organizations 7,319,552
Interest and dividends 19,179
Other liabilities and accrued expenses 204,534

Note 2 - Summary of Significant Accounting Policies

Cash and cash equivalents

Cash and cash equivalents consist of cash andyHighid investments not held for resale with
maturities, when purchased, of three months or less

Cash Deposited with Clearing Organizations or Seggated Under Federal
and Other Regulations or Requirements

Cash deposited with clearing organizations or gggesl under federal and other regulations or
requirements include cash segregated in compliavitte federal and other regulations and
represent funds deposited by customers and furmsiag to customers as a result of trades or
contracts, as well as restricted cash.

Financial Instruments and Fair Value

A significant portion of the Company’s financiaktnuments is carried at fair value with changes
in fair value recognized in earnings each periodddscription of the Company's policies
regarding fair value measurement and its applinatichese financial instruments follows.

Financial Instruments Measured at Fair Value

All of the instruments within financial instrumerdgvned and financial instruments sold, not yet
purchased, are measured at fair value, either ghrthe fair value option election or as required
by other accounting guidance. These financial imseénts primarily represent the Company’s
trading and investment activities and include bo#ish and derivative products. In addition,
securities received as collateral and obligatiorreturn securities received as collateral are
measured at fair value as required by other acoayugtiidance.

The fair value of over-the-counter (“OTC") finankiastruments, including derivative contracts
related to financial instruments and commoditisgresented in the accompanying consolidated
statement of financial condition on a net-by-coypdety basis, when appropriate. Additionally,
the Company nets fair value of cash collateral paidreceived against fair value amounts
recognized for net derivative positions executethwhe same counterparty under the same
master netting arrangement.



Fair Value Measurement — Definition and Hierarchy

Fair value is defined as the price that would beeireed to sell an asset or paid to transfer a
liability (i.e., the “exit price”) in an orderly &nsaction between market participants at the
measurement date.

In determining fair value, the Company uses varigakiation approaches and establishes a
hierarchy for inputs used in measuring fair vahe tmaximizes the use of observable inputs and
minimizes the use of unobservable inputs by reqgithat the most observable inputs be used
when available. Observable inputs are inputs theatket participants would use in pricing the

asset or liability developed based on market dét@imed from sources independent of the
Company. Unobservable inputs are inputs that aeflee Company’s assumptions about the
assumptions other market participants would usgioing the asset or liability developed based
on the best information available in the circumetan The hierarchy is broken down into three
levels based on the observability of inputs aofed:

« Level 1 -- Valuations based on quoted pricesdtiva markets for identical assets or
liabilities that the Company has the ability to ez Valuation adjustments and block
discounts are not applied to Level 1 instrumerféince valuations are based on quoted
prices that are readily and regularly availableaim active market, valuation of these
products does not entail a significant degree ddioent.

» Level 2 -- Valuations based on one or more quptémks in markets that are not active or
for which all significant inputs are observableher directly or indirectly.

» Level 3 -- Valuations based on inputs that arebservable and significant to the overall
fair value measurement.

The availability of observable inputs can vary frpneduct to product and is affected by a wide
variety of factors, including, for example, the eéypf product, whether the product is new and not
yet established in the marketplace, the liquiditynarkets and other characteristics particular to
the transaction. To the extent that valuation seldeon models or inputs that are less observable
or unobservable in the market, the determinationfaif value requires more judgment.
Accordingly, the degree of judgment exercised by @ompany in determining fair value is
greatest for instruments categorized in Level 3.

The Company considers prices and inputs that arertuas of the measurement date, including
during periods of market dislocation. In periodsvidrket dislocation, the observability of prices
and inputs may be reduced for many instrumentss ddndition could cause an instrument to be
reclassified from Level 1 to Level 2 or Level 2ltevel 3 (see Note 3). In addition, a downturn
in market conditions could lead to further decliirethe valuation of many instruments.

In certain cases, the inputs used to measure &irevmay fall into different levels of the fair
value hierarchy. In such cases, for disclosure gaep the level in the fair value hierarchy within
which the fair value measurement falls in its enyiris determined based on the lowest level
input that is significant to the fair value measuoeat in its entirety.

Valuation Techniques

Many cash and OTC contracts have bid and ask ptie#scan be observed in the marketplace.
Bid prices reflect the highest price that a pastwilling to pay for an asset. Ask prices represent
the lowest price that a party is willing to accémt an asset. For financial instruments whose



inputs are based on bid-ask prices, the Companyg doe require that the fair value estimate
always be a predetermined point in the bid-askearthe Company'’s policy is to allow for mid-
market pricing and adjusting to the point withie thid-ask range that meets the Company’s best
estimate of fair value. For offsetting positionstiire same financial instrument, the same price
within the bid-ask spread is used to measure thattoing and short positions.

Fair value for many cash and OTC contracts is édrivsing pricing models. Pricing models take
into account the contract terms (including matQriag well as multiple inputs, including, where
applicable, commodity prices, equity prices, intémate yield curves, credit curves, correlation,
creditworthiness of the counterparty, option vdilgtiand currency rates. Where appropriate,
valuation adjustments are made to account for wari@ctors such as liquidity risk (bid-ask
adjustments), credit quality and model uncertainfydjustments for liquidity risk adjust model
derived mid-market levels of Level 2 and Level aficial instruments for the bid-mid or mid-
ask spread required to properly reflect the exitepof a risk position. Bid-mid and mid-ask
spreads are marked to levels observed in tradatgctiroker quotes or other external third-party
data. Where these spreads are unobservable fquattieular position in question, spreads are
derived from observable levels of similar positiohke Company applies credit-related valuation
adjustments to its short-term and long-term bormgi (including structured notes and junior
subordinated debentures) for which the fair valpdom was elected and to OTC derivatives.
The Company considers the impact of changes iowits credit spreads based upon observations
of the Company’s secondary bond market spreads wieasuring fair value for short-term and
long-term borrowings. For OTC derivatives, the &opof changes in both the Company’s and
the counterparty’s credit standing is considere@&mwmeasuring fair value. In determining the
expected exposure, the Company simulates the llith of the future exposure to a
counterparty, then applies market-based defaubbghitities to the future exposure, leveraging
external third-party credit default swap (“CDS”")repd data. Where CDS spread data is
unavailable for a specific counterparty, bond madgreads, CDS spread data based on the
counterparty’s credit rating or CDS spread dataéf@rences a comparable counterparty may be
utilized. The Company also considers collaterdtl tend legally enforceable master netting
agreements that mitigate the Company’s exposueath counterparty. Adjustments for model
uncertainty are taken for positions whose undeglyitodels are reliant on significant inputs that
are neither directly nor indirectly observable, ¢temequiring reliance on established theoretical
concepts in their derivation. These adjustments derived by making assessments of the
possible degree of variability using statisticapregaches and market-based information when
possible. The Company generally subjects all vedna and models to a review process initially
and on a periodic basis thereafter.

Fair value is a market-based measure considered fhe perspective of a market participant
rather than an entity-specific measure. Therefeven when market assumptions are not readily
available, the Company’s own assumptions are seeftect those that the Company believes
market participants would use in pricing the assdiability at the measurement date.

See Note 3 for a description of valuation techniqapplied to the major categories of financial
instruments measured at fair value.

For further information on financial assets andiliies that are measured at fair value on a
recurring basis, see Note 3.



Receivables and Payables — Customers

Receivables from and payables to customers inclag®unts due on cash and margin
transactions. Securities owned by customers, dirojuthose that collateralize margin or similar
transactions, are not reflected on the consolidstEment of financial condition.

Receivables and Payables — Brokers, Dealers and &ilang Organizations

Receivables from brokers, dealers and clearingnizgtons include amounts receivable for
securities not delivered by the Company to a puwehhay the settlement date, margin deposits,
commissions, and net receivables/payables arisomg finsettled trades. Payables to brokers,
dealers and clearing organizations include amopat@ble for securities not received by the
Company from a seller by the settlement date.

Premises, Equipment and Software Costs

Premises and equipment consists of leasehold iraprents, furniture, fixtures, computer and
communication equipment, airplanes, and softwasee(pally purchased and developed for
internal use). Premises and equipment are statembsh less accumulated depreciation and
amortization. Depreciation and amortization ofmpisees and equipment are provided by the
straight-line method over the estimated useful bfethe asset. Estimated useful lives are
generally as follows: furniture and fixtures — 7agys& computer and communication equipment —
3 to 8 years; and airplanes — 20 years. Estimadetul lives for software costs are generally 3 to
5 years.

Leasehold improvements are amortized over therdedgdbe estimated useful life of the asset or,
where applicable, the remaining term of the lebaegenerally not exceeding 15 years.

Premises, equipment and software costs are testéhpairment whenever events or changes in
circumstances suggest that an asset’s carrying wvaly not be fully recoverable in accordance
with current accounting guidance.

Customer Transactions

Customers’ securities transactions are recordedaosettlement date basis with related
commission revenues and expenses recorded ondaselbasis.

Investment Banking

Underwriting revenues and advisory fees for mergaegquisitions and restructuring transactions
are recorded when services for the transactiondatermined to be substantially completed,
generally as set forth under the terms of the ezigagt. Transaction-related expenses, primarily
consisting of legal, travel and other costs diseafisociated with the transaction, are deferred and
recognized in the same period as the related imeardt banking transaction revenue.
Underwriting revenues are presented net of relexpenses.



Asset Management, Distribution and AdministrationFees

Asset management, distribution and administraté@s fconsist primarily of revenues earned from
asset management services, the distribution of ahditunds, and customers electing a fee-based
pricing arrangement and are generally recognizest tive relevant contract period, generally
guarterly or annually. In addition, the Companyeiges fees from affiliated banks in conjunction
with its participation in a bank deposit program.

Income Taxes

Income tax expense is provided using the assetiabitity method, under which deferred tax
assets and liabilities are determined based upen témporary differences between the
consolidated financial statement and income taxedad assets and liabilities using currently
enacted tax rates.

Goodwill

Goodwill is not amortized and is reviewed annuétly more frequently when certain events or
circumstances exist) for impairment.

Securitization Activities

The Company engages in securitization activiti¢sted to U.S. agency collateralized mortgage

obligations and other types of financial assete (8ete 5). Such transfers of financial assets are
generally accounted for as sales when the Compasiydiinquished control over the transferred

assets and does not consolidate the transferee.gdih or loss on sale of such financial assets
depends, in part, on the previous carrying amofitiieassets involved in the transfer (generally

at fair value) and the sum of the proceeds anddaihealue of the retained interests at the date of
sale. Transfers that are not accounted for as sakedreated as secured financings (“failed

sales”).

Accounting Developments

Transfers of Financial Assets and Extinguishmeffitsiabilities and Consolidation of Variable
Interest Entities. In June 2009, the Financial Accounting Stand&oard (the “FASB”) issued
accounting guidance which changed the way entaiesount for securitizations and special-
purpose entities. The accounting guidance ametttedaccounting for transfers of financial
assets and requires additional disclosures abautsfars of financial assets, including
securitization transactions, and where entitiesehesntinuing exposure to the risks related to
transferred financial assets. It eliminated thecept of a QSPE and changed the requirements
for derecognizing financial assts.

The accounting guidance also amended the accoufdingonsolidation and changed how a
reporting entity determines when a VIE that is ffisiently capitalized or is not controlled

through voting (or similar rights) should be comdated. The determination of whether a
reporting entity is required to consolidate a VK hased on, among other things, the other
entity’s purpose and design and the reporting \éstability to direct the activities of the other

entity that most significantly impact the otherigfg economic performance. In February 2010,
the FASB finalized a deferral of these accountihgnges, effective January 1, 2010, for certain
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interests in money market funds, investment congsaaor in entities qualifying for accounting
purposes as investment companies (the “Deferrdlle Company will continue to analyze
consolidation under other existing authoritativédgnce for entities subject to the Deferral. The
adoption of the accounting guidance on January1p 2lid not have a material impact on the
Company’s statement of financial condition.

Note 3 — Fair Value Disclosures

Fair Value Measurements

A description of the valuation techniques appliethe Company’'s major categories of assets and
liabilities measured at fair value on a recurriagib follows.

Financial I nstruments Owned and Financial | nstruments Sold, Not Yet Purchased

U.S. Government and Agency Securities

U.S. Treasury Securities

U.S. treasury securities are valued using quotedkehgrices. Valuation adjustments are not
applied. Accordingly, U.S. treasury securities gemerally categorized in Level 1 of the fair
value hierarchy.

U.S. Agency Securities

U.S. agency securities are comprised of two maiiegoaies consisting of agency issued debt and
mortgage pass-throughs. Non-callable agency isdabd securities are generally valued using
guoted market prices. Callable agency issued skshirities are valued by benchmarking model-
derived prices to quoted market prices and trada @& identical or comparable securities.
Mortgage pass-throughs include mortgage pass-theoagd forward settling mortgage pools.
The fair value of mortgage pass-throughs is modeéd based on spreads of the comparable To-
be-announced (“TBA”) security. Actively traded noallable agency issued debt securities are
categorized in Level 1 of the fair value hierarcBallable agency issued debt securities and
mortgage pass-throughs are generally categorizeehel 2 of the fair value hierarchy.

Other Sovereign Government Obligations

Foreign sovereign government obligations are valigdg quoted prices in active markets when
available. To the extent quoted prices are notlabla, fair value is determined based on a
valuation model that has as inputs interest ragédygurves, cross-currency basis index spreads,
and country credit spreads for structures simitathie bond in terms of issuer, maturity and
seniority. These bonds are generally categorizéavels 1 or 2 of the fair value hierarchy.

Corporate and Other Debt

State and Municipal Securities

The fair value of state and municipal securitieesémated using recently executed transactions,
market price quotations and pricing models thatofai, where applicable, interest rates, bond or
credit default swap spreads and volatility. Thleeads are generally categorized in Level 2 of
the fair value hierarchy.
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Residential Mortgage-Backed Securities (“RMBS”), n@nercial Mortgage-Backed
Securities (“CMBS”) and other Asset-Backed Secoesi(i'’ABS”)

RMBS, CMBS and other ABS may be valued based ocepor spread data obtained from
observed transactions or independent externalggastich as vendors or brokers. When position-
specific external price data is not observable, fae value determination may require
benchmarking to similar instruments and/or analyzexpected credit losses, default and
recovery rates. In evaluating the fair value ofheaecurity, the Company considers security
collateral-specific attributes including paymentogty, credit enhancement levels, type of
collateral, delinquency rates and loss severity ragnother factors. In addition for RMBS
borrowers, FICO scores and the level of documemntdor the loan are also considered. Market
standard models, such as Intex, Trepp or otherg,bmaleployed to model the specific collateral
compositions and cash flow structure of each dial inputs to these models are market
spreads, forecasted credit losses, default andpmegnts rates for each asset category. Valuation
levels of RMBS and CMBS indices are also used aadafitional data point for benchmarking
purposes or to price outright index positions.

RMBS, CMBS and other ABS are categorized in Levélexternal prices or significant spread
inputs are unobservable or if the comparabilityeasment involves significant subjectivity
related to property type differences, cash flovesfggmance and other inputs; otherwise, they are
categorized in Level 2 of the fair value hierarchy.

Corporate Bonds

The fair value of corporate bonds is estimatedgusatently executed transactions, market price
guotations (where observable), bond spreads oritcdedault swap spreads obtained from
independent external parties such as vendors apkkdsr adjusted for any basis difference
between cash and derivative instruments. The sptatadused are for the same maturity as the
bond. If the spread data does not reference theeristhen data that references a comparable
issuer is used. When observable price quotatiamgatr available, fair value is determined based
on cash flow models with yield curves, bond or Bngame credit default swap spreads and
recovery rates as significant inputs. Corporatedscere generally categorized in Level 2 of the
fair value hierarchy; in instances where priceseags or any of the other aforementioned key
inputs are unobservable, they are categorized\rllof the fair value hierarchy.

Collateralized Debt Obligations (“CDOs")

The Company holds cash CDOs that typically refezeacranche of an underlying synthetic
portfolio of single name credit default swaps. Tduodlateral is usually ABS or other corporate

bonds. Credit correlation, a primary input usedd&dermine the fair value of a cash CDO, is
usually unobservable and derived using a benchmatieichnique. The other model inputs such
as credit spreads, including collateral spreadd,iaterest rates are typically observable. CDOs
are categorized in Level 2 of the fair value hielngr when the credit correlation input is

insignificant. In instances where the credit catieh input is deemed to be significant, these
instruments are categorized in Level 3 of thevalue hierarchy.

Corporate Equities
Exchange-Traded Equity Securities

Exchange-traded equity securities are generallyechbased on quoted prices from the exchange.
To the extent these securities are actively tradeldiation adjustments are not applied and they
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are categorized in Level 1 of the fair value hiehgr otherwise, they are categorized in Level 2
or Level 3.

Derivative and Other Contracts
Listed Derivative Contracts

Listed derivatives that are actively traded araugdlbased on quoted prices from the exchange
and are categorized in Level 1 of the fair valierdmichy. Listed derivatives that are not actively
traded are valued using the same approaches as #pmdied to OTC derivatives; they are
generally categorized in Level 2 of the fair vahierarchy.

OTC DerivativeContracts

OTC derivative contracts include forward, swap aption contracts related to interest rates,
foreign currencies, credit standing of referendéties, equity prices or commaodity prices.

Depending on the product and the terms of the &, the fair value of OTC derivative
products can be either observed or modeled usswyias of techniques, and model inputs from
comparable benchmarks, including closed-form aimaffgrmulas, such as the Black-Scholes
option-pricing model, and simulation models or ab@ation thereof. Many pricing models do
not entail material subjectivity because the methmgies employed do not necessitate significant
judgment, and the pricing inputs are observed femtively quoted markets, as is the case for
generic interest rate swaps, certain option cotgtraued certain credit default swaps. In the case of
more established derivative products, the pricingdefs used by the Company are widely
accepted by the financial services industry. A &arigal majority of OTC derivative products
valued by the Company using pricing models falbittiis category and are categorized within
Level 2 of the fair value hierarchy.

For further information on derivative instrumergse Note 9.

I nvestments
Investments in Private Equity and Hedge Funds

The Company’s investments include investments ivape equity funds, hedge funds and direct
equity investments. Initially, the transaction pris generally considered by the Company as the
exit price and is the Company’s best estimate iof&lue.

After initial recognition, in determining the famalue of internally and externally managed funds,
the Company considers the net asset value of i fuovided by the fund manager to be the
best estimate of fair value. For non-exchange tadgestments either held directly or held
within internally managed funds, fair value afteitial recognition is based on an assessment of
each underlying investment, considering rounds inrfcing and third-party transactions,
discounted cash flow analyses and market-basedniafmon, including comparable company
transactions, trading multiples and changes in ataokitiook, among other factors. Exchange-
traded direct equity investments are generallyaglased on quoted prices from the exchange.

Exchange-traded direct equity investments thataatively traded are categorized in Level 1 of

the fair value hierarchy. Non-exchange traded diesguity investments and investments in
private equity are generally categorized in Levedf3he fair value hierarchy. Investments in
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hedge funds that are redeemable at the measureiaenor in the near future are categorized in
Level 2 of the fair value hierarchy; otherwise tlaeg categorized in Level 3.

The following fair value hierarchy table presemfoirmation about the Company’s financial assets

and liabilities measured at fair value on a reagribasis as of June 30, 2010:

Assets:
Financial instruments owned:
U.S. government and agency securities:
U.S. Treasury securities
U.S. government and agency securities
Total U .S. government and agency
securities

Other sovereign government obligations
Corporate and other debt:

State and municipal securities

Residential mortgage-backed securities

Commercial mortgage-backed securities

Asset-backed securities

Corporate bonds

Collateralized debt obligations

Other debt

Total corporate and other debt

Corporate equities(1)
Derivative and other contracts:

Interest rate contracts

Credit contracts

Foreign exchange contracts

Equity contracts

Commodity contracts

Other

Netting(2)

Total derivative and other contracts

Investments

Total financial instruments owned
Securities received as collateral

(1) The Company holds or sells short for trading purposes, equity securities issued by entities in diverse industries and size.

Quoted Pricesin Counter-
Active Markets Significant Significant party and
for Observable Unobservable Cash Balance as of
I dentical Assets Inputs Inputs Collateral June 30,
(Level 1) (Level 2) (Level 3) Netting 2010
$14,148,43€ - - - $14,148,436
9,971,838 30,104,918 - - 40,076,756
24,120,274 30,104,918 - - 54,225,192
366,240 318,706 72,027 - 756,973
- 2,604,085 220,583 - 2,824,668
- 2,430,666 51,148 - 2,481,814
- 1,924,019 561,468 - 2,485,487
- 1,790,701 129,788 - 1,920,489
- 12,263,412 240,969 - 12,504,381
- 1,050,029 897,098 - 1,947,127
- 162,633 26,475 - 189,108
- 22,225,545 2,127,529 - 24,353,074
13,194,899 3,502,406 135,171 - 16,832,476
2,946,208 18,133 - - 2,964,341
- 144,977 - - 144,977
- 11,616,481 - - 11,616,481
1,860,702 4,346,407 17,223 - 6,224,332
- 14 22,148 - 22,162
- 164 5,879 - 6,043
(3,326,242) (12,880,071) (26,159) (803,581)  (17,036,053)
1,480,668 3,246,105 19,091 (803,581) 3,942,283
378,106 30,876 453,635 - 862,617
39,540,187 59,428,556 2,807,453 (803,581) 100,972,615
14,869,211 714,520 223 - 15,583,954

(2) For positions with the same counterparty that cross over the levels of the fair value hierarchy, both counterparty netting and cash collateral netting are
included in the column titled “ Counterparty and Cash Collateral Netting.” For contracts with the same counterparty, counterparty netting among positions
classified within the same level is included within that level. For further information on derivative instruments and hedging activities, see Note 9.
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Quoted Pricesin Counter-
ActiveMarkets Significant Significant party and
for Identical Observable Unobservable Cash Balance as of
Assets Inputs Inputs Collateral June 30,
(Level 1) (Level 2) (Level 3) Netting 2010
Liabilities:
Financial instruments sold, not yet purchased:
U.S. government and agency securities:
U.S Treasury securities $ 15,255,712 - - - $15255712
U.S government and agency securities 3,064,252 35,627 - - 3,099,879
Total U.S. government and agency
securities 18,319,964 35,627 - - 18,355,591
Other sovereign government obligations - 290,869 - - 290,869
Corporate and other debt:
Commercial mortgage-backed securities - 1,000 - - 1,000
Asset-backed securities - 39,919 - - 39,919
Corporate bonds - 3,070,204 3,424 - 3,073,628
Loans - 1,760 - - 1,760
Other debt - - 9,596 - 9,596
Total corporate and other debt - 3,112,883 13,020 - 3,125,903
Corporate equities(1) 8,336,376 21,823 4 - 8,358,203
Derivative and other contracts:
Interest rate contracts 3,194,812 88,330 - - 3,283,142
Credit contracts - 11 135,850 - 135,861
Foreign exchange contracts - 11,661,995 - - 11,661,995
Equity contracts 1,509,921 6,983,299 182,556 - 8,675,776
Commodity contracts - 63 15,058 - 15,121
Other - 2,135 572 - 2,707
Netting(2) (2,976,502) (13,227,804) (27,817) (302,486)  (16,534,609)
Total derivative and other contracts 1,728,231 5,508,029 306,219 (302,486) 7,239,993
Total financial instruments sold, not yet
purchased 28,384,571 8,969,231 319,243 (302,486) 37,370,559
Obligation to return securities received as
collateral securities as collateral 14,869,211 714,520 223 - 15,583,954
Other secured financing - 543,431 188,262 - 731,693

(1) The Company holds or sells short for trading purposes, equity securities issued by entities in diverse industries and size.

(2) For positions with the same counterparty that cross over the levels of the fair value hierarchy, both counterparty netting and cash collateral netting are
included in the column titled “ Counterparty and Cash Collateral Netting.” For contracts with the same counterparty, counterparty netting among positions
classified within the same level is included within that level. For further information on derivative instruments and hedging activities, see Note 9.

Financial Instruments Not Measured at Fair Value

Some of the Company’s financial instruments arenmedisured at fair value on a recurring basis
but nevertheless are recorded at amounts that xpm@te fair value due to their liquid or short-
term nature. Such financial assets and finan@alllties include: cash and cash equivalents, cash
deposited with clearing organizations or segregateder federal and other regulations or
requirements, securities purchased under agreenterdgsell, securities borrowed, securities sold
under agreements to repurchase, securities loegelyables—customers, receivables—brokers,
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dealers and clearing organizations, payables—custmmayables—brokers, dealers and clearing
organizations, and certain short-term borrowings$ sutbordinated liabilities.

Note 4 - Collateralized Transactions

Reverse repurchase agreements and repurchase agteeprincipally government and agency
securities, are carried at the amounts at whichstéwurities subsequently will be resold or
reacquired as specified in the respective agreeneoth amounts include accrued interest.
Reverse repurchase agreements and repurchase agteeare presented on a net-by-
counterparty basis, when appropriate. The Compgapglicy is generally to take possession of
securities purchased under agreements to reselturiies borrowed and securities loaned are
carried at the amounts of cash collateral advareed received in connection with the
transactions. Other secured financings includdiaidities related to transfers of financial asse
that are accounted for as financings rather thkes,seonsolidated variable interest entities where
the Company is deemed to be the primary beneficiamg certain equity linked notes and
borrowings where in all instances these liabiliges payable from the cash flows of the related
assets accounted for as financial instruments oyseiNote 5).

The Company pledges its financial instruments owetbllateralize repurchase agreements and
other securities financing. Pledged financial rimstents that can be sold or repledged by the
secured party are identified as financial instrumeswned (pledged to various parties) in the
consolidated statement of financial condition. Therying value and classification of financial
instruments owned by the Company that have beemetbar pledged to counterparties where
those counterparties do not have the right toaetepledge the collateral as of June 30, 2010
were as follows:

Financial instruments owned:

U.S. government and agency securities $18,958,846

Corporate and other debt 8,526,334

Corporate equities 13,223,124
Total $40,708,304

The Company enters into reverse repurchase agrégmepurchase agreements, securities
borrowed and securities loaned transactions to,ngnoher things, acquire securities to cover
short positions and settle other securities obbigat to accommodate customers’ needs and to
finance the Company's inventory positions. The @any's policy is generally to take
possession of Securities purchased under agreerttengésell. The Company also engages in
securities financing transactions for customersugh margin lending. Under these agreements
and transactions, the Company either receivesaiiges collateral, including U.S. government
and agency securities, other sovereign governmeligations, corporate and other debt, and
corporate equities. The Company receives collaterthie form of securities in connection with
reverse repurchase agreements, securities borrangdderivative transactions, and customer
margin loans. In many cases, the Company is pieuinfo sell or repledge these securities held
as collateral and use the securities to secureraiegse agreements, to enter into securities
lending and derivative transactions or for delvier counterparties to cover short positions. At
June 30, 2010, the fair value of financial insteums received as collateral where the Company is
permitted to sell or repledge the securities welg®9,903, and the fair value of the portion that
has been sold or repledged was $310,622,613.
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The Company additionally receives securities atathl in connection with certain securities
for securities transactions in which the Companghéslender. In instances where the Company
is permitted to sell or repledge these securitibe, Company reports the fair value of the
collateral received and the related obligationetimim the collateral in the consolidated statement
of financial condition. At June 30, 2010, $15,5%! was reported as securities received as
collateral and an obligation to return securitieseived as collateral in the consolidated statement
of financial condition. Collateral received in cmttion with these transactions that was
subsequently repledged was approximately $14,747,71

The Company manages credit exposure arising framrse repurchase agreements, repurchase
agreements, securities borrowed and securities etbatransactions by, in appropriate
circumstances, entering into master netting agraggnand collateral arrangements with
counterparties that provide the Company, in theegéa customer default, the right to liquidate
collateral and the right to offset a counterpartsights and obligations. The Company also
monitors the fair value of the underlying secusities compared with the related receivable or
payable, including accrued interest, and, as nacgseequests additional collateral to ensure
such transactions are adequately collateralizedher®/ deemed appropriate, the Company’s
agreements with third parties specify its rights remuest additional collateral. Customer
receivables generated from margin lending activarg collateralized by customer-owned
securities held by the Company. For these traimges;tadherence to the Company’s collateral
policies significantly limit the Company’s credixmosure in the event of customer default. The
Company may request additional margin collateraimfrcustomers, if appropriate, and, if
necessary, may sell securities that have not baihfpr or purchase securities sold but not yet
delivered by customers.

The Company is subject to concentration risk bydimgl large positions in certain types of
securities or commitments to purchase securitiesao$ingle issuer, including sovereign
governments and other entities, issuers locatedparticular country or geographic area, public
and private issuers involving developing countrigsjssuers engaged in a particular industry.
Financial instruments owned by the Company includ8. government and agency securities,
which, in the aggregate, represented approxima@dy of the Company’s total assets at June 30,
2010. In addition, substantially all of the codletl held by the Company for resale agreements or
bonds borrowed, which together represented appairi;n42% of the Company’s total assets at
June 30, 2010, consist of securities issued byU® government, federal agencies or other
sovereign government obligations. Positions talked commitments made by the Company,
including positions taken and underwritings andafficing commitments, often involve
substantial amounts and significant exposure tivigaal issuers and businesses, including non-
investment grade issuers.

As of June 30, 2010 cash and securities of $5/857and $17,598,974, respectively, were
deposited with clearing organizations or segregateder federal and other regulations or
requirements. Securities deposited to meet theguirements are sourced from reverse
repurchase agreements and financial instrumentsaimnthe consolidated statement of financial
condition.
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Note 5 — Variable Interest Entities and Securitizabn Activities

The Company is involved with various special pugpestities (“SPESs”) in the normal course of
business. In most cases, these entities are deerbedVIESs.

The Company applies accounting guidance for cauatidin of VIES to certain entities in which
equity investors do not have the characteristica obntrolling financial interest or do not have
sufficient equity at risk for the entity to finandes activities without additional subordinated
financial support from other parties. Entities thatviously met the criteria as QSPEs that were
not subject to consolidation prior to January 11®(ecame subject to the consolidation
requirements for VIEs on that date. Excluding @gitsubject to the Deferral (as defined in
Note 2), effective January 1, 2010, the primarydfierary of a VIE is the party that both (1) has
the power to direct the activities of a VIE that shaignificantly affect the VIE's economic
performance and (2) has an obligation to absorbe®r the right to receive benefits that in
either case could potentially be significant to th&. The Company consolidates entities of
which it is the primary beneficiary.

The Company’'s variable interests in VIEs includétdand equity interests, commitments,
guarantees, derivative instruments and certain fees Company’s involvement with VIEs arises
primarily from:

» Interests purchased in connection with marketingaland retained interests held as a
result of securitization activities.

e Guarantees issued and residual interests retamewnnection with municipal bond
securitizations.

« Loans and investments made to VIEs that hold, dehtity, real estate or other assets.
» Derivatives entered into with VIEs.

» Structuring of credit-linked notes (“CLNs") ortar asset-repackaged notes designed to
meet the investment objectives of clients.

» Other structured transactions designed to protadeefficient yields to the Company or
its clients.

The Company determines whether it is the primampeleiary of a VIE upon its initial
involvement with the VIE and reassesses whether the primary beneficiary on an ongoing
basis as long as it has any continuing involvemétht the VIE. This determination is based upon
an analysis of the design of the VIE, including YA&'s structure and activities, the power to
make significant economic decisions held by the gamy and by other parties and the variable
interests owned by the Company and other parties.

The power to make the most important decisions madkg a number of different forms in
different types of VIEs. The Company considers isérg or collateral management decisions as
representing the power to make the most importeoh@mic decisions in transactions such as
securitizations or collateral debt obligations.

For many transactions, such as CLNs and other-essatkaged notes, there are no significant
economic decisions made on an ongoing basis. kethases, the Company focuses its analysis
on decisions made prior to the initial closing bé ttransaction and at the termination of the
transaction. Based upon factors, which includereayais of the nature of the assets, the number
of investors, the standardization of the legal deentation and the level of the continuing
involvement by the Company, the Company concludedmiost of these transactions that
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decisions made prior to the initial closing werargll between the Company and the initial
investors. The Company focused its control decigianany right held by the Company or
investors related to the termination of the VIE.

Except for consolidated VIEs included in other stiwed financings in the tables below, the
Company accounts for the assets held by the enfitinarily in Financial instruments owned

and the liabilities of the entities as Other sedufieancings in the consolidated statement of
financial condition. Except for consolidated VIB®luded in other structured financings, the
assets and liabilities are measured at fair valite, changes in fair value reflected in earnings.

The assets owned by many consolidated VIEs camnmoeimoved unilaterally by the Company
and are not generally available to the Company. Télated liabilities issued by many
consolidated VIEs are non-recourse to the Comphanyertain other consolidated VIEs, the
Company has the unilateral right to remove assetprovides additional recourse through
derivatives such as total return swaps, guarameether forms of involvement.

The following table presents information at June 3010 about VIEs that the Company

consolidates. Consolidated VIE assets and liaddlitiare presented after intercompany
eliminations and include assets financed on a Bootrse basis. As a result of the accounting
guidance adopted on January 1, 2010, the Comparsplidated a number of VIEs that had not
previously been consolidated and de-consolidatednaber of VIEs that had previously been in

prior periods.

At June 30, 2010

Morgtage and Collateralized Credit

Asset-backed Debt Linked

Securitizations Obligations Notes
VIE assets $25,252 $52,175 $160,220
VIE liabilities $24,122 $38,170 $152,551

The Company has no additional maximum exposuregsels from exposure to losses on assets
not recognized in its consolidated statement @frfaial condition as of June 30, 2010.

The following table presents information about @@rtnon-consolidated VIEs in which the
Company had variable interests at June 30, 201@yMéthe VIEs included in this table met the
QSPE requirements under previous accounting gudaQSPEs were not included as non-
consolidated VIEs in prior periods. The table inds all VIEs in which the Company has
determined that its maximum exposure to loss iatgrehan specific thresholds or meets certain
other criteria. The non-consolidated VIEs incluitethe June 30, 2010 table is based on different
criteria than in prior periods.
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At June 30, 2010

Municipal
Mortgage and Collateralized Tender
Asset-backed Debt Option
Securitizations Obligations Bonds Other
VIE assets that the Company does not
consolidate(1) $126,944,512 $7,601,861 $309,200 $61,777
Maximum exposure to loss:
Debt and equity interests $5,613,953 $736,515 $30,281 $44,011
Carrying value of exposure to loss - Assets:
Debt and equity interests(2) $5,613,953 $736,515 $30,281 $44,011

(1) Mortgage and asset-backed securitizations inclutle assets as follows: $20,329 million of residentizortgages;
$76,126 million of commercial mortgages; $22,641liom of U.S. agency collateralized mortgage oltiigas and $7,849
million of other consumer or commercial loans.

(2) Mortgage and asset-backed securitizations includedébt and equity interests as follows: $1,218ionilof residential
mortgages; $1,337 million of commercial mortgadk®,496 million of U.S. agency collateralized moggeobligations
and $563 million of other consumer or commerciahi&

The Company’s maximum exposure to loss often diffeom the carrying value of the VIE's

assets. The maximum exposure to loss is dependetiteonature of the Company’s variable
interest in the VIEs and is limited to the notiomahounts of certain liquidity facilities, other
credit support, total return swaps, written putiap, and the fair value of certain other
derivatives and investments the Company has madéenVIEs. Liabilities issued by VIEs

generally are non-recourse to the Company. Whetierrad amounts are utilized in quantifying
maximum exposure related to derivatives, such amsodo not reflect fair value writedowns
already recorded by the Company.

The Company’'s maximum exposure to loss does ndudecthe offsetting benefit of any
financial instruments that the Company may utilizehedge these risks associated with the
Company’s variable interests. In addition, thanpany’s maximum exposure to loss is not
reduced by the amount of collateral held as pa# wansaction with the VIE or any party to the
VIE directly against a specific exposure to loss.

Securitization transactions generally involve VIHfie Company owned additional securities
issued by securitization SPEs for which the maximexposure to loss is less than specific
thresholds. These additional securities totaled 2@ million at June 30, 2010. These securities
were either retained in connection with transfefsassets by the Company or acquired in
connection with secondary market-making activiti8gcurities issued by securitization SPEs
consist of $1,376 million of securities backed mity by residential mortgage loans,
$694 million of securities backed by U.S. agencyllateralized mortgage obligations,
$1,258 million of securities backed by commerciarigage loans, $903 million of securities
backed by collateralized debt obligations or celalized loan obligations and $497 million
backed by other consumer loans, such as creditreamivables, automobile loans and student
loans. The Company’s primary risk exposure is Bahito the securities issued by the SPE owned
by the Company, with the risk highest on the mabbsdinate class of beneficial interests. These
securities generally are included in Financialrinsients owned—Corporate and other debt and
are measured at fair value. The Company does notider additional support in these
transactions through contractual facilities, suehliguidity facilities, guarantees, or similar
derivatives. The Company’s maximum exposure to iegsjual to the fair value of the securities
owned.

-20 -



The Company's transactions with VIEs primarily indés securitizations, municipal tender
option bond trusts, credit protection purchaseaugh CLNs, collateralized loan and debt
obligations, equity-linked notes, managed real testaartnerships and asset management
investment funds. Such activities are describedvbel

Securitization Activities.

In a securitization transaction, the Company trensséssets (generally commercial or residential
mortgage loans or U.S. agency securities) to an, SBEs to investors most of the beneficial
interests, such as notes or certificates, issuedhbySPE and in many cases retains other
beneficial interests. In many securitization traisas involving commercial mortgage loans, the
Company transfers a portion of the assets tramsfeto the SPE with unrelated parties
transferring the remaining assets.

The purchase of the transferred assets by the SRizahced through the sale of these interests.
In some of these transactions, primarily involviregidential mortgage loans in the U.S. and
Europe and commercial mortgage loans in EuropeCthmapany serves as servicer for some or
all of the transferred loans. In many securitizaioparticularly involving residential mortgage
loans, the Company also enters into derivativestaetions, primarily interest rate swaps or
interest rate caps, with the SPE.

In most of these transactions, the SPE met therierito be a QSPE under the accounting
guidance effective prior to January 1, 2010 fortiia@sfer and servicing of financial assets. The
Company did not consolidate QSPEs if they met oed@teria regarding the types of assets and
derivatives they held, the activities in which trenygaged and the range of discretion they may
have exercised in connection with the assets te& ISPEs that formerly met the criteria to be a
QSPE are now subject to the same consolidatioriresgants as other VIEs.

The primary risk retained by the Company in conioectvith these transactions generally is
limited to the beneficial interests issued by tfEShat are owned by the Company, with the risk
highest on the most subordinate class of beneficfatests. These beneficial interests generally
are included in Financial instruments owned—Corjgoemnd other debt and are measured at fair
value. The Company does not provide additional sttgp these transactions through contractual
facilities, such as liquidity facilities, guaranseer similar derivatives.

Although not obligated, the Company generally makesarket in the securities issued by SPEs
in these transactions. As a market maker, the Compéiers to buy these securities from, and
sell these securities to, investors. Securitiestmged through these market-making activities are
not considered to be retained interests, althobghet beneficial interests generally are included
in Financial instruments owned—Corporate and otledét and are measured at fair value.

The Company enters into derivatives, generallyr@gerate swaps and interest rate caps with a
senior payment priority in many securitization sactions. The risks associated with these and
similar derivatives with SPEs are essentially tlane as similar derivatives with non-SPE
counterparties and are managed as part of the Gorspaverall exposure.

See Note 9 for further information on derivativetmments and hedging activities.
Municipal Tender Option Bond Trusts.

In a municipal tender option bond transaction, @wnpany, on behalf of a client, transfers a
municipal bond to a trust. The trust issues sharttsecurities which the Company, as the
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remarketing agent, sells to investors. The cliethins a residual interest. The short-term
securities are supported by a liquidity facilityrgpuant to which the investors may put their short-
term interests. In some programs, the Company gesvihis liquidity facility; in most programs,
a third-party provider will provide such liquidifgcility. The Company may purchase short-term
securities in its role either as remarketing agenliquidity provider. The client can generally
terminate the transaction at any time. The ligyidirovider can generally terminate the
transaction upon the occurrence of certain eveMben the transaction is terminated, the
municipal bond is generally sold or returned to tlient. Any losses suffered by the liquidity
provider upon the sale of the bond are the respibihgiof the client. This obligation generally is
collateralized.

Credit Protection Purchased Through CLNSs.

In a CLN transaction, the Company transfers aqgetserally high quality securities or money
market investments) to an SPE, enters into a denrevdransaction in which the SPE writes
protection on an unrelated reference asset or grbapsets through a credit default swap, a total
return swap or similar instrument, and sells taesters the securities issued by the SPE. In some
transactions, the Company may also enter intogsteate or currency swaps with the SPE. Upon
the occurrence of a credit event related to thereefce asset, the SPE will sell the collateral
securities in order to make the payment to the GampThe Company is generally exposed to
price changes on the collateral securities in treneof a credit event and subsequent sale. These
transactions are designed to provide investors @dffiosure to certain credit risk on the reference
asset. In some transactions, the assets andtlebitif the SPE are recognized in the Company’s
consolidated statement of financial condition. thes transactions, the transfer of the collateral
securities is accounted for as a sale of assetthenfPE is not consolidated. The structure of the
transaction determines the accounting treatmenhsCéare included in Other in the above VIE
tables.

The derivatives in CLN transactions consist of ltoégdurn swaps, credit default swaps or similar

contracts in which the Company has purchased protean a reference asset or group of assets.
Payments by the SPE are collateralized. The riskeciated with these and similar derivatives

with SPEs are essentially the same as similar afives with non-SPE counterparties and are
managed as part of the Company’s overall exposure.

Collateralized Loan and Debt Obligations.

A collateralized loan obligation (“CLO”) or a CD@ i&n SPE that purchases a pool of assets,
consisting of corporate loans, corporate bondstdsscked securities or synthetic exposures on
similar assets through derivatives and issues pteltranches of debt and equity securities to
investors.
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Transfers of Assetswith Continuing I nvolvement.

The following table presents information at June 2010 regarding transactions with SPEs in
which the Company, acting as principal, transferasdets with continuing involvement and
received sales treatment. The transferees in nidsiese transactions formerly met the criteria
for QSPEs.

At June 30, 2010

U.S. Agency
Residential Commercial Collateralized
Mortgage Mortgage Mortgage
Loans Loans Obligations Other
SPE assets (unpaid principal balance)(1) $ 2,332,928 $ 4,786,419 $11,667,491 $ 70,750
Retained interests (fair value):
Investment grade $ 62,970 $ 406,704 $ 1,526,737 $ -
Non-investment grade 149,038 26,639 - -
Total retained interests (fair value) $ 212,008 $ 433,343 $ 1,526,737 $ -
Interests purchased in the secondary market (fair
value):
Investment grade $ - $ - $ 100,427 $ -
Non-investment grade 16,751 - - 6,290
Total interests purchased in the secondary market
(fair value) $ 16,751 $ - $ 100,427 $ 6,290
Derivative assets (fair value) $ - $ 80,158 $ - $ -
Derivative liabilities (fair value) $ - $  (90) $ - $ -
(1) Amounts include assets transferred bylated transferors.
At June 30, 2010
Level 1 Level 2 Level 3 Total
Retained interests (fair value):
Investment grade $ - $ 1,589,707 $ 406,704 $1,996,411
Non-investment grade - 165,698 9,979 175,677
Total retained interests (fair value) $ _ $ 1,755,405 $ 416,683 $ 2,172,088
Interests purchased in the secondary market (fair
value):
Investment grade $ - $ 100,427 $ - $ 100,427
Non-investment grade - 16,751 6,290 23,041
Total interests purchased in the secondary market
(fair value) $ - $ 117178 $ 6290 _$ 123468
Derivative assets (fair value) $ - $ 80,158 $ - $ 80,158
Derivative liabilities (fair value) $ - $ 90 $ - $ 90
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Failed Sales.

In order to be treated as a sale of assets fouatiog purposes, a transaction must meet all of the
criteria stipulated in the accounting guidance tfur transfer of financial assets. If the transfer
fails to meet these criteria, that transfer istedaas a failed sale. In such case, the Company
continues to recognize the assets in Financialimstnts owned and the Company recognizes the
associated liabilities in Other secured financimgsthe consolidated statement of financial
condition.

The assets transferred to many unconsolidated MiEsnsactions accounted for as failed sales
cannot be removed unilaterally by the Company aachat generally available to the Company.
The related liabilities issued by many unconsoédaVIEs are non-recourse to the Company. In
certain other failed sale transactions, the Compgaas/the unilateral right to remove assets or
provides additional recourse through derivativeshsas total return swaps, guarantees or other
forms of involvement.

The following table presents information about $fans of assets treated by the Company as
secured financings at June 30, 2010:

At June 30, 2010

Credit-
Linked
Notes Other
Assets
Fair value $ 490,551 $ 26,363
Other secured financings
Fair value 490,449 26,363

Note 6 — Goodwill

The Company tests goodwill for impairment on anuairbasis and on an interim basis when
certain events or circumstances exist. Goodwill dmpent is determined by comparing the
estimated fair value of a reporting unit with iespective book value. If the estimated fair value
exceeds the book value, goodwill at the reportiniy kevel is not deemed to be impaired. If the
estimated fair value is below book value, howet@rther analysis is required to determine the
amount of the impairment. The Company completedrinual goodwill impairment testing as of
July 1, 2010, which did not result in any goodwitpairment.

Note 7 - Short-Term Borrowings

Short-term borrowings from affiliates are unsecuteehr interest at prevailing market rates and
are payable on demand. Such balances consist ryimeé intercompany funding from the
Parent as well as other intercompany payables whéttle in the normal course of business.
Other short-term borrowings consist of cash ovdtsira

Note 8 - Subordinated Liabilities

Subordinated liabilities consist of a Cash Subatiom Agreement, a Subordinated Revolving
Credit Agreement with the Parent and a Subordinatiddnture (“Indenture”) with J.P. Morgan
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Trust Company, N.A., as trustee, dated Septemhet23, and modified on November 28, 1995
and April 24, 1997.

The Indenture is comprised of a subordinated rig¢eies F which contains restrictive covenants
which require, among other things, that the Compaayntain specified levels of Consolidated
Tangible Net Worth and Net Capital, each as definad of June 30, 2010, the Company was in
compliance with all restrictive covenants. The umi&f dates, interest rates and fair value of the
subordinated notes as of June 30, 2010 are asvioll

Maturity Interest Fair
Subordinated Notes Date Rate Par Value Value
Cash Subordination
Agreement April 30, 2017 6.55% $ 2,500,000 $ 2,488,575
Subordinated Revolving
Credit Agreement April 30, 2017 1.04% 8,000,000 6,401,844
Subordinated Indenture June 1, 201¢ 7.82% 25,000 26,933
Total $ 10,525,000 $ 8,917,352

Note 9 - Derivative Instruments and Hedging Activiies

The Company trades, makes markets and takes pagrigositions globally in listed futures,
OTC swaps, forwards, options and other derivatiedsrencing, among other things, interest
rates, currencies, investment grade and non-inwagtgrade corporate credits, loans, bonds, U.S.
and other sovereign securities, emerging marketi®@nd loans, credit indices, asset-backed
security indices, property indices, mortgage-relad@d other asset-backed securities and real
estate loan products. The Company uses theserimetis for trading.

The Company manages its trading positions by enmmijog variety of risk mitigation strategies.
These strategies include diversification of risk@sures and hedging. Hedging activities consist
of the purchase or sale of positions in relatedisies and financial instruments, including a
variety of derivative product®(g, futures, forwards, swaps and options). The Compaenages
the market risk associated with its trading adg@giton a Company-wide basis, on a worldwide
trading division level and on an individual prodbefsis.

In connection with its derivative activities, theoi@pany generally enters into master netting
agreements and collateral arrangements with cquantées. These agreements provide the
Company with the ability to offset a counterpartyights and obligations, request additional
collateral when necessary or liquidate the colitierthe event of counterparty default.

The following table summarizes the fair value ofridgive instruments not designated as
accounting hedges by type of derivative contraca gmoss basis at June 30, 2010. Fair values of
derivative contracts in an asset position are gtlin financial instruments owned—derivative
and other contracts. Fair values of derivative @ in a liability position are reflected in
financial instruments sold, not yet purchased—adie and other contracts.
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Derivatives not designated as
accounting hedges(1):

Interest rate contracts

Credit contracts

Foreign exchange contracts

Equity contracts

Commodity contracts

Other

Total derivatives not designated as
accounting hedges

Cash collateral netting

Counterparty netting

Total derivatives

Assets Liabilities
Fair Value Notional Fair Value Notional

$2,964,341 $ 463,046,985 $3,283,142 $496,754,118

144,977 252,094 135,861 203,968
11,616,481 431,594,968 11,661,995 442,452,434
6,224,332 85,154,819 8,675,775 88,797,175

22,162 32,147 15,121 73,558
6,042 407,661 2,707 760,794
20,978,335 980,488,674 23,774,601  1,029,042,047

(722,525) - (221,429) -

(16,313,527) -

(16,313,179) -

$ 3,942,283 $ 980,488,674

$7,239,993 $1,029,042,047

(1) Notional amounts include net notionalstelato long and short futures contracts of appraxéaty
$5,000,000 and $8,000,000, respectively. The variahargin on these futures contracts (excludenh filoe
table above) of $175,000 and $6,000, is include@deivables - brokers, dealers and clearing orgéinons and
payables - brokers, dealers and clearing organizstrespectively, on the consolidated statemefihaficial
condition.

Note 10 — Commitments, Guarantees and Contingencies

Letters of Credit

The Company has the ability to issue letters oflicrevhich are primarily used to provide
collateral for securities and commodities borrowed to satisfy various margin requirements in
lieu of depositing cash or securities with thesenterparties. As of June 30, 2010, the Company
did not have any letters of credit outstandingrameh down.

Premises and Equipment
The Company has non-cancelable operating leasesingwpremises and equipment, of which

$380,212 are with affiliates. As of June 30, 20fl@yre minimum rental commitments under
such leases (net of subleases, principally oneffntals) were as follows:

Fiscal Year Gross Amount Sublease Income Net Amount
2010 $115,528 $1,019 $114,509
2011 229,672 1,665 228,007
2012 220,424 1,265 219,159
2013 190,835 584 190,251
2014 161,297 514 160,783

Thereafter 501,061 1,491 499,570
Total $1,418,817 $6,538 $1,412,279

Included in the table above are $40,940 of futumeinmum rental commitments (net of actual
sublease income) related to closed or downsizedesfland support space for which the present
value was included in the restructuring charges.
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Securities Activities

Financial instruments sold, not yet purchased sspreobligations of the Company to deliver

specified financial instruments at contracted wjt¢bereby creating commitments to purchase the
financial instruments in the market at prevailimices. Consequently, the Company’s ultimate
obligation to satisfy the sale of financial instrms sold, not yet purchased may exceed the
amounts recognized in the consolidated statemeinaicial condition.

The Company enters into forward starting reverpenehase agreements (agreements that have a
trade date as of or prior to June 30, 2010 arttesmibsequent to year end) that are primarily
secured by collateral from U.S. government agemmuisties and other sovereign government
obligations. At June 30, 2010, the Company h@adritments to enter into reverse repurchase
and repurchase agreements of $5,896,225 and $7&5@éctively.

Guarantees

The Company has obligations under certain guaraatesngements, including contracts and

indemnification agreements that contingently reguir guarantor to make payments to the
guaranteed party based on changes in an undenyimsure (such as an interest or foreign
exchange rate, security or commodity price, anxnalethe occurrence or non-occurrence of a
specified event) related to an asset, liabilityeguity security of a guaranteed party. Also

included as guarantees are contracts that contiggeqjuire the guarantor to make payments to
the guaranteed party based on another entity'sréatb perform under an agreement, as well as
indirect guarantees of the indebtedness of oth€Eh® Company’s use of guarantees is described
below by type of guarantee:

The table below summarizes certain information maigg the Company’'s obligation under
guarantee arrangements as of June 30, 2010:

Maximum Potential Payout/Notional

Year to Maturity

Carrying
Amount

(Asset)/
Less than 1 1-3 3-5 Over 5 Total Liability

Derivative contracts(1, $38,657,222 $5,689,422 $20,118 $82,457 $44,449,219 $4,699,098
Credit linked notes 71,251 30,691 108,021 87,268 297,231 (97,162)

(1) Carrying amount of derivatives contracts amvwahon a gross basis prior to cash collateral or
counterparty netting. For further information aerigtative contracts, see Note 9.
DerivativeContracts

Certain derivative contracts meet the accountinfiniien of a guarantee, including certain
written options, contingent forward contracts amddi default swaps (see Note 9 regarding
credit derivatives in which the Company has so&tlitrprotection to the counterparty). Although
the Company’s derivative arrangements do not spallif identify whether the derivative
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counterparty retains the underlying asset, ligbhtit equity security, the Company has disclosed
information regarding all derivative contracts tteaiuld meet the accounting definition of a
guarantee. The maximum potential payout for cer@grivative contracts, such as written
foreign currency options, cannot be estimatednaieases in interest or foreign exchange rates in
the future could possibly be unlimited. Therefdreprder to provide information regarding the
maximum potential amount of future payments tha @ompany could be required to make
under certain derivative contracts, the notionabamh of the contracts has been disclosed. In
certain situations, collateral may be held by thmm@any for those contracts that meet the
definition of a guarantee. Generally, the Compaaty sollateral requirements by counterparty so
that the collateral covers various transactions pmdiucts and is not allocated specifically to
individual contracts. Also, the Company may recoamounts related to the underlying asset
delivered to the Company under the derivative emhtr

The Company records all derivative contracts at Walue. Aggregate market risk limits have
been established, and market risk measures armeumonitored against these limits. The
Company also manages its exposure to these dedvatintracts through a variety of risk
mitigation strategies, including, but not limited, tentering into offsetting economic hedge
positions. The Company believes that the notionabumts of the derivative contracts generally
overstate its exposure. For further discussionhef €Company's derivative risk management
activities (see Note 9).

Exchange/Clearinghouse Member Guarantees

The Company is a member of various U.S. exchangdsckaringhouses that trade and clear
securities and/or derivative contracts. Associatéfth its membership, the Company may be
required to pay a proportionate share of the fifrabligations of another member who may
default on its obligations to the exchange or thearinghouse. While the rules governing
different exchange or clearinghouse membershipy, var general the Company’s guarantee
obligations would arise only if the exchange oradieghouse had previously exhausted its
resources. The maximum potential payout under thrasenbership agreements cannot be
estimated. The Company has not recorded any camtid@bility in the consolidated statement
of financial condition for these agreements andeliek that any potential requirement to make
payments under these agreements is remote.

Legal

In the normal course of business, the Company das hamed, from time to time, as a defendant
in various legal actions, including arbitrationdass actions and other litigation, arising in
connection with its activities as a global diveesiffinancial services institution.

Certain of the actual or threatened legal actionmdude claims for substantial compensatory
and/or punitive damages or claims for indetermirateounts of damages. In some cases, the
entities that would otherwise be the primary deéetd in such cases are bankrupt or are in
financial distress.

The Company is also involved, from time to time, dther reviews, investigations and
proceedings (both formal and informal) by governtaband self-regulatory agencies regarding
the Company’s business, including, among other erattaccounting and operational matters,
certain of which may result in adverse judgmengitleaments, fines, penalties, injunctions or
other relief.
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The Company contests liability and/or the amountl@afages as appropriate in each pending
matter. Where available information indicates thas probable a liability had been incurred at
the date of the consolidated statement of finanmigdition and the Company can reasonably
estimate the amount of that loss, the Company asdhe estimated loss by a charge to income.
In many proceedings, however, it is inherentlyidifit to determine whether any loss is probable
or even possible or to estimate the amount of asy. lin addition, even where loss is possible or
an exposure to loss exists in excess of the lfgtaliready accrued with respect to a previously
recognized loss contingency, it is not possibleesonably estimate the size of the possible loss
or range of loss.

For certain legal proceedings, the Company camasgi possible losses, additional losses, ranges
of loss or ranges of additional loss in excessnodants accrued, but does not believe, based on
current knowledge and after consultation with celinsuch losses will have a material adverse
effect on the Company’s financial condition. Fortam other legal proceedings, the Company
cannot reasonably estimate such losses, if ange $he Company cannot predict with certainty
if, how or when such proceedings will be resolvedvbat the eventual settlement, fine, penalty
or other relief, if any, may be, particularly foropeedings that are in their early stages of
development or where plaintiffs seek substantiainoieterminate damages. Numerous issues
must be developed, including the need to discomdrdetermine important factual matters and
the need to address novel or unsettled legal qumsstielevant to the proceedings in question,
before a loss or additional loss or range of lasadalitional loss can be reasonably estimated for
any proceeding.

Note 11 — Sales and Trading Activities

Sales and Trading

The Company’s sales and trading activities are goted through the integrated management of
its client-driven and proprietary transactions glomith the hedging and financing of these
positions. Sales and trading activities includeereies from customer purchases and sales of
financial instruments in which the Company actspascipal and gains and losses on the
Company’s positions. The Company also engagesdprigtary trading activities for its own
account. Revenues from sales and trading actvidie reflected in principal transactions —
trading, commissions, interest and dividends atetést expense in the consolidated statement of
income.

Interest and dividend revenue and interest exparséntegral components of trading activities.
In assessing the profitability of trading activitithe Company views net interest, commissions
and principal trading revenues in the aggregate.

The Company'’s trading portfolios are managed witheav toward the risk and profitability of
the portfolios. The following discussion of thetura of the equities and fixed income activities
conducted by the Company, including the use ofvdérie products in these businesses, and risk
management, the market risk, credit risk and canaton risk management policies and
procedures covering these activities are discuisskmlv.
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Equities

The Company makes markets and trades in the gkdmalindary markets for equities and is a
dealer in exchange traded and OTC equity optiorehange traded funds and index futures. The
Company'’s activities as a dealer primarily arerghériven, with the objective of meeting clients’
needs while earning a spread between the premiaidsop received on its contracts with clients
and the cost of hedging such transactions in teh oa forward market or with other derivative
transactions. The Company limits its market rigkated to these contracts, which stems
primarily from underlying equity/index price andlatlity movements, by employing a variety of
hedging strategies. The Company also takes ptapyipositions in the global equity markets by
using derivatives, most commonly futures and ogtidm addition to cash positions, intending to
profit from market price and volatility movementa the underlying equities or indices
positioned.

The counterparties to the Company’s equity trai@astinclude commercial banks, investment
banks, broker-dealers, investment funds and indiisttmpanies.

Fixed Income

The Company makes markets and trades in fixed ieceecurities and related products,

including convertible debt, preferred stock, invesit grade corporate debt, high-yield securities,
U.S. government securities, municipal securitiesi, @mmercial paper, money market and other
short-term securities. The Company also makes et&il, and acts as principal with respect to,
mortgage-related and other asset-backed securitiegddition, the Company is a dealer in listed

options on U.S. government bonds. The Companytalss positions in futures and options.

The Company also uses mortgage-backed forward ragrés (“TBAS”) in its role as a dealer in
mortgage-backed securities and facilitates custdrades by taking positions in the TBA market.
Typically, these positions are hedged by offsettingrtgage-backed forward agreements or
underlying cash positions.

The Company is a market-maker in a number of foreigrrencies. It actively trades currencies

with its customers on a principal basis in the spat forward markets earning a dealer spread.
In connection with its market-making activitieset@ompany seeks to manage its market risk by
entering into offsetting positions. The Comparsoaiakes proprietary positions in currencies to

profit from market price and volatility movementsthe currencies positioned.

The majority of the Company’s foreign exchange bess$ relates to major foreign currencies
such as yen, euros, pound sterling, Swiss frands Gamadian dollars. The balance of the
business covers a broad range of other currencies.
The counterparties to the Company’s fixed incomed fomeign exchange transactions include
investment advisors, commercial banks, insurancepanies, investment banks, broker-dealers,
investment funds and industrial companies.

Risk Management

The Company’s risk management policies and relptededures are integrated with those of the
Parent and its other consolidated subsidiaries.es&hpolicies and related procedures are
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administered on a coordinated global basis withsi@mration given to each subsidiary's,
including the Company’s, specific capital and regply requirements. For the discussion which
follows, the term “Company” includes the Parent @adubsidiaries.

Risk is an inherent part of the Company’s busirseskactivities. The Company has policies and
procedures in place for measuring, monitoring arehaging each of the various types of
significant risks involved in the activities of itkstitutional Securities, Global Wealth
Management Group and Asset Management businessesegrand support functions. The
Company's ability to properly and effectively idént assess, monitor and manage each of the
various types of risk involved in its activities égsitical to its soundness and profitability. The
Company's portfolio of business activities helpduee the impact that volatility in any particular
area or related areas may have on its net revasiaswhole. The Company seeks to identify,
assess, monitor and manage, in accordance withedefiolicies and procedures, the following
principal risks involved in the Company’s businastvities: market, credit, capital and liquidity,
operational and compliance and legal risk.

The cornerstone of the Company’s risk managemeitdgaiphy is the execution of risk-adjusted
returns through prudent risk-taking that protebts €Company’s capital base and franchise. The
Company's risk management philosophy is based om tollowing principles:
comprehensiveness, independence, accountabiliipederisk tolerance and transparency. Given
the importance of effective risk management to Gteenpany’s reputation, senior management
requires thorough and frequent communication apdogpiate escalation of risk matters.

Risk management at the Company requires indepe@anpany-level oversight, accountability
of the Company’s business segments, constant coroatiom, judgment, and knowledge of
specialized products and markets. The Company®iseranagement takes an active role in the
identification, assessment and management of \arnisks at both the Company and business
segments level. In recognition of the increasinglyied and complex nature of the global
financial services business, the Company's risk agament philosophy, with its attendant
policies, procedures and methodologies, is evalatip in nature and subject to ongoing review
and modification.

The nature of the Company’s risks, coupled witls tiisk management philosophy, informs the
Company’s risk governance structure. The Companigls governance structure includes the
Board of Directors (the “Board”); the Audit Comneit and the Risk Committee of the Board; the
Firm Risk Committee (“FRC"); senior management eigit, including the Chief Executive
Officer, the Chief Risk Officer, the Chief Finanic@afficer, the Chief Legal Officer and the Chief
Compliance Officer; the Internal Audit Departmeimidependent risk management functions
(including the Market Risk Department, Credit Riskanagement, the Corporate Treasury
Department and the Operational Risk Department) @oichpany control groups (including the
Human Resources Department, the Legal and CompliBingsion, the Tax Department and the
Financial Control Group), and various other riskntcol managers, committees and groups
located within and across the Company’s businegmests.

The Board has oversight for the Company’s entegprisk management framework and is
responsible for helping to ensure that the Compmanysks are managed in a sound
manner. Historically, the Board had authorized Aloelit Committee, which is comprised solely
of independent directors, to oversee risk managenteffective January 1, 2010, the Board
established another standing committee, the Riskr@ittee, which is comprised solely of non-
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management directors, to assist the Board in tleesmht of (i) the Company’s risk governance
structure, (ii) the Company’s risk management aist assessment guidelines and policies
regarding market, credit and liquidity and fundiigk, (iii) the Company’s risk tolerance and (iv)
the performance of the Chief Risk Officer. The AuW@ommittee continues to review the major
opertional, franchise, reputational, legal and cliempe risk exposures of the Company and the
steps management has taken to monitor and contcbl eéxposure. The Risk Committee, Audit
Committee and Chief Risk Officer report to the Btiard on a regular basis.

The Board has also authorized the FRC, a managernanhittee appointed and chaired by the
Chief Executive Officer that includes the most serdfficers of the Company, including the
Chief Risk Officer, Chief Legal Officer and Chiefnncial Officer, to oversee the Company’s
global risk management structure. The FRC's resipdities include oversight of the
Company’s risk management principles, procedureas lamits, and the monitoring of capital
levels and material market, credit, liquidity andndiing, legal, operational, franchise and
regulatory risk matters and other risks, as apjmtgrand the steps management has taken to
monitor and manage such risks. The FRC reportseduil Board, the Audit Committee and the
Risk Committee through the Company’s Chief Riski¢2if.

The Chief Risk Officer, a member of the FRC whoortp to the Chief Executive Officer,

oversees compliance with Company risk limits; appsocertain excessions of Company risk
limits; reviews material market, credit and opema#l risks; and reviews results of risk
management processes with the Board, the Audit dtieenand the Risk Committee, as
appropriate.

The Internal Audit Department provides independesit and control assessment and reports to
the Audit Committee and administratively to the &hlLegal Officer. The Internal Audit
Department examines the Company’'s operational anttra environment and conducts audits
designed to cover all major risk categories.

The risk management functions and the Company comfroups are independent of the

Company’s business units, assist senior manageamehthe FRC in monitoring and controlling

the Company’s risk through a number of control psses. The Company is committed to
employing qualified personnel with appropriate etipe in each of its various administrative and
business areas to implement effectively the Comgaiigsk management and monitoring systems
and processes.

Each of the Company’'s business segments also Isigndeed operations officers, committees
and groups to manage and monitor specific risks @pbrt to the business segment risk
committee. The Company control groups work withibess segment control groups (including
the Operations Division and Information Technol@jyision) to review the risk monitoring and
risk management policies and procedures relatingrtmng other things, the business segment’s
market, credit and operational risk profile, sgheactices, reputation, legal enforceability, and
operational and technological risks. Participatinthe senior officers of the Company and
business segment control groups helps ensureiskaialicies and procedures, exceptions to risk
limits, new products and business ventures, andsactions with risk elements undergo a
thorough review.

The following is a discussion of the Company’s nisknagement policies and procedures for its
principal risks (other than capital and liquidiigk). The discussion focuses on the Company’s
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securities activities (primarily its institutiontthding activities) and corporate lending and eslat
activities. The Company believes that these am®igenerate a substantial portion of its
principal risks. This discussion and the estimaéedounts of the Company’s market risk
exposure generated by the Company's statisticalysem are forward-looking statements.
However, the analyses used to assess such riskefapredictions of future events, and actual
results may vary significantly from such analyse® do events in the markets in which the
Company operates and certain other factors deschieew.

Market Risk

Market risk refers to the risk that a change in ldnel of one or more market prices, rates,
indices, implied volatilities (the price volatiligf the underlying instrument imputed from option
prices), correlations or other market factors, sashmarket liquidity, will result in losses for a
position or portfolio. Generally, the Company incumnarket risk as a result of trading and client
facilitation activities, principally within the Itisutional Securities business where the substantia
majority of the Company’s Value-at-Risk (“VaR") fonarket risk exposures is generated. In
addition, the Company incurs trading-related marlgit within the Global Wealth Management
Group. Asset Management incurs non-trading maiiké&tprimarily from capital investments in
real estate funds and investments in private egueitycles.

Sound market risk management is an integral patteoCompany’s culture. The various business
units and trading desks are responsible for enguhat market risk exposures are well-managed
and prudent. The control groups help ensure thesethisks are measured and closely monitored
and are made transparent to senior managementMahet Risk Department is responsible for
ensuring transparency of material market risks, itndng compliance with established limits,
and escalating risk concentrations to appropriag@ios management. To execute these
responsibilities, the Market Risk Department maitthe Company’s risk against limits on
aggregate risk exposures, performs a variety &f aisalyses, routinely reports risk summaries,
and maintains the Company's VaR system. Limits designed to control price and market
liquidity risk. Market risk is monitored through naus measures: statistically (using VaR and
related analytical measures); by measures of pasiensitivity; and through routine stress
testing and scenario analyses conducted by thedil&ikk Department in collaboration with the
business units. The material risks identified bgst processes are summarized in reports
produced by the Market Risk Department that areutited to and discussed with senior
management, the Risk Committee and the Board.

Credit Risk

Credit risk refers to the risk of loss arising whehorrower, counterparty or issuer does not meet
its financial obligations. The Company is exposediwo distinct types of credit risk in its
businesses. The Company incurs “single-name” cngslit exposure through the Institutional
Securities business and to a lesser extent thritgglending activities in its Global Wealth
Management Group. This type of risk requires credialysis of specific counterparties, both
initially and on an ongoing basis. The Company ateorrs “individual consumer” credit risk in
the Global Wealth Management Group business seghegmting to individual investors,
including margin and non-purpose loans collateealiby securities.

The Company has structured its credit risk managerframework to reflect that each of its
businesses generates unique credit risks, andt@estli Management establishes Company-wide
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practices to evaluate, monitor and control credk exposure both within and across business
segments. The Credit Limits Framework is one efglimary tools used to evaluate and manage
credit risk levels across the Company and is catidat within the Company’s risk tolerance. The
Credit Limits Framework includes single-name liméaad portfolio concentration limits by
country, industry and product type. Credit Risk fdgement is responsible for ensuring
transparency of material credit risks, ensuring gieance with established limits, approving
material extensions of credit, and escalating rigkncentrations to appropriate senior
management. Credit risk exposure is managed byittRésk Management and through various
risk committees, whose membership includes Creidk Rlanagement. Accordingly, Credit Risk
Management also works closely with the Market Rispartment to monitor risk exposures,
including margin loans, mortgage loans and crestisiive, higher risk transactions.

Customer Activities

The Company’s customer activities involve the etiety settlement and financing of various

securities and commodities transactions on beliafstomers. Customer securities activities are
transacted on either a cash or margin basis. Cestoommodities activities, which include the

execution of customer transactions in commodityures transactions (including options on

futures), are transacted on a margin basis.

The Company’s customer activities may expose dftdalance sheet credit risk. The Company
may have to purchase or sell financial instrumanisrevailing market prices in the event of the
failure of a customer to settle a trade on itsinabterms or in the event cash and securities in
customer margin accounts are not sufficient toyfabver customer losses. The Company seeks
to control the risks associated with customer @i by requiring customers to maintain margin
collateral in compliance with various regulatiomsl&Company policies

Note 12 - Employee Stock - Based Compensation Plans

Employees of the Company participate in compensagbians sponsored by the Parent. The
following summarizes these plans:

Employee Stock-Based Compensation Plans

Eligible employees of the Company participate inesal of the Parent's equity-based stock
compensation plans. The components of the Compastgsk based compensation expense
included deferred stock awards and stock optionrdsvalhe Parent accounts for stock-based
compensation in accordance with the accounting angd for equity-based awards. This
accounting guidance requires measurement of corafiensost for equity-based awards at fair
value and recognition of compensation cost overstheice period, net of estimated forfeitures.
Compensation expense for all stock-based paymesntdsvis recognized using the graded vesting
attribution method. Equity-based compensationscast charged to the Company by the Parent
based upon the awards granted to employees indhmp&ny participating in the programs.

Deferred Stock Awards
The Parent has made deferred stock awards pursuseteral equity-based compensation plans.

The plans provide for the deferral of a portion adrtain key employees’ discretionary
compensation with awards made in the form of retstai common stock or in the right to receive
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unrestricted shares of common stock in the futtnestricted stock units”). Awards under these

plans are generally subject to vesting over timetingent upon continued employment and to

restrictions on sale, transfer or assignment uhélend of a specified period, generally two to

three years from date of grant. All or a portionaof award may be canceled if employment is
terminated before the end of the relevant restrigtieriod. All or a portion of a vested award also

may be canceled in certain limited situations,udotg termination for cause during the relevant

restriction period. Recipients of deferred stockaeds generally have voting rights and receive
dividend equivalents. The Parent determines faiues of restricted stock units based on the
number of units granted and the grant date fairevaf its common stock, measured as the volume-
weighted average price on the date of grant.

Stock Option Awards

The Parent has granted stock option awards pursoiasveral equity-based compensation plans.
The plans provide for the deferral of a portion adrtain key employees’ discretionary
compensation with awards made in the form of stqtions generally having an exercise price not
less than the fair value of the Parent’s commockstm the date of grant. Such stock option awards
generally become exercisable over a three-yeaogard expire ten years from the date of grant,
subject to accelerated expiration upon terminatbremployment. Stock option awards have
vesting, restriction and cancellation provisiorat thre generally similar to those in deferred stock
awards. The fair value of stock options is detagdiusing the Black-Scholes valuation model and
the single grant life method. Under the singlengt#e method, option awards with graded vesting
are valued using a single weighted-average expegtish life.

Note 13 - Employee Benefit Plans

The Company sponsors various pension plans formterity of its U.S. and certain non-U.S.

employees. The Company provides certain othergiosiment benefits, primarily health care and
life insurance, to eligible U.S. employees. ThemnPany also provides certain postemployment
benefits other than pension and postretirementfiberie certain former employees or inactive

employees prior to retirement.

Pension and Postretirement Benefit Plans

Substantially all of the U.S. employees of the Camyphired before July 1, 2007 and its U.S.
affiliates are covered by a non-contributory, defirbenefit pension plan that is qualified under
Section 401(a) of the Internal Revenue Code (theafied Plan”). Unfunded Nonqualified
supplementary plans (the “Supplemental Plans”) coegtain executives. These pension plans
generally provide pension benefits that are basedach employee’s years of credited service and
on compensation levels specified in the plans. tReQualified Plan, the Company’s policy is to
fund at least the amounts sufficient to meet mimmiunding requirements under applicable
employee benefit and tax laws. Liabilities for bfits payable under the Supplemental Plans are
accrued by the Company and are funded when padrtcipants and beneficiaries.

The Company's U.S. Qualified Plan was closed to hies effective July 1, 2007. In lieu of a
defined benefit pension plan, eligible employee® wiere first hired, rehired or transferred to a
U.S. benefits eligible position on or after July2D07 will receive a retirement contribution under
the 401(k) plan. The amount of the Retirement @aution is included in the Company’s 401(k)
cost and will be equal to between 2% and 5% ofibdigpay based on years of service as of
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December 31. On June 1, 2010, the Qualified RlatJ.S. participants was amended to cease
accruals of benefits after December 31, 2010. Bamnefits earned by participants under the Plan as
of December 31, 2010 will be preserved and wilpagable in the future based on Plan provisions.

The Company also has unfunded postretirement lepkfins that provide medical and life
insurance for eligible retirees and their deperglent

Morgan Stanley 401(k) Plan, Morgan Stanley 401(Kk) &ings Plan

Eligible employees receive 401(k) matching contidms that are invested in Morgan Stanley
common stock. Effective July 1, 2009, the Compantyoduced the Morgan Stanley 401(K)

Savings Plan for legacy Smith Barney U.S. employeles were contributed to Morgan Stanley

Smith Barney Holdings LLC. Legacy Smith Barney Le8iployees with eligible pay less than or
equal to $100,000 and who are not Financial Adsisall receive a Fixed Contribution under the

401(k) Savings Plan. The amount of fixed contrilmutequals between 1% and 2% of eligible pay
based on years of service as of December 31. tidddlly, certain eligible legacy Smith Barney

employees were granted a Transition Contributiagetiaon provisions under the Citigroup 401(k)
Plan that are maintained under the 401(k) Savitays P

Note 14 - Income Taxes

The Company is included in the consolidated federabme tax return filed by the Parent.
Federal income taxes have been provided on a separtty basis. The Company is included in
the combined state and local income tax returni thié Parent and certain other subsidiaries of
the Parent. State and local income taxes have jpeefided on separate entity income at the
effective tax rate of the Company’s combined filgrgup.

In accordance with the terms of the Tax Allocatkmreement with the Parent, all current and
deferred taxes are offset with all other intercomplalances with the Parent.

The Company is subject to the income and indirest laws of the U.S., its states and
municipalities and those of the foreign jurisdiagoin which the Company has significant
business operations. These tax laws are complesalni@ct to different interpretations by the
taxpayer and the relevant governmental taxing aiitb® The Company must make judgments
and interpretations about the application of thiekerently complex tax laws when determining
the provision for income taxes and the expensénfiirect taxes and must also make estimates
about when in the future certain items affect téxabhcome in the various tax jurisdictions.
Disputes over interpretations of the tax laws maysdettled with the taxing authority upon
examination or audit. The Company regularly asseise likelihood of assessments in each of
the taxing jurisdictions resulting from current asdbsequent years’ examinations, and tax
reserves are established as appropriate.

Income Tax Examinations

The Company is under continuous examination byinternal Revenue Service (the “IRS") and
other tax authorities in certain countries andestat which the Company has significant business
operations. During 2010, the IRS is expected tockme the field work portion of their
examination on issues covering tax years 1999-2008.Company has established unrecognized
tax benefits that the Company believes are adeduatelation to the potential for additional
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assessments. Once established, the Company adgljwstsognized tax benefits only when more

information is available or when an event occursessitating a change. The Company believes
that the resolution of tax matters will not haveaterial effect on the consolidated statement of
financial condition of the Company.

It is reasonably possible that significant charigagbe gross balance of unrecognized tax benefits
may occur within the next twelve months. At thied, however, it is not possible to reasonably
estimate the expected change to the total amoumrefcognized tax benefits and the impact on
the effective tax rate over the next twelve months.

The following are the major tax jurisdiction in whithe Company and its affiliates operate and
the earliest tax year subject to examination.

Jurisdiction Tax Year
United States 1999
New York State and City 2002

Note 15 - Requlatory Requirements

MS&Co. is a registered broker-dealer and registefegires commission merchant and,
accordingly, is subject to the net capital requieata of the SEC, FINRA and the CFTC. Under
these rules, MS&Cao. is required to maintain minimNet Capital, as defined under SEC Rule
15c3-1, of not less than the greater of 2% of agmee debit items arising from customer
transactions, plus excess margin collateral onrsevespurchase agreements or the CFTC rule
stating the risk based requirement representsutimeo$ 8% of customer risk maintenance margin
requirement and 4% of non customer risk maintenamargin requirement, as defined. FINRA
may require a member firm to reduce its businesgtfcapital is less than 4% of such aggregate
debit items and may prohibit a firm from expanditgbusiness if net capital is less than 5% of
such aggregate debit items. At June 30, 2010&CGA5's Net Capital was $7,019,154 which
exceeded the minimum requirement by $5,965,205ridded excess Net Capital of $528,297
of MS Securities Services Inc., a registered broleaier and a guaranteed subsidiary of MS&Co.

MS&Co is required to hold tentative net capitabictess of $1,000,000 and net capital in excess
of $500,000 in accordance with the market and tresk standards of Appendix E of Rule 15c¢3-
1. MS&Co is also required to notify the SEC in thent that its tentative net capital is less then
$5,000,000. At June 30, 2010, MS&Co had tentatieecapital in excess of the minimum and
the notification requirements.

Advances to the Parent and its affiliates, repayroéaubordinated liabilities, dividend payments
and other equity withdrawals are subject to certaitification and other provisions of the Net
Capital rule of the SEC.

As of June 30, 2010, MS&Co. performed the componatifor the assets in the proprietary

accounts of its introducing brokers (commonly refdrto as “PAIB”) in accordance with the
customer reserve computation set forth under SHE Ric3-3 (Customer Protection).
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As of June 30, 2010, MS&Co. met the criteria sethfaunder the SEC’s Rule 11(a)(1)(G)(i),
trading by members of Exchanges, Brokers and Deaderd is therefore in compliance with the
business mix requirements.

Note 16 — Subsequent Events

The Company evaluates subsequent events througiatbeon which the statement of financial
condition is issued. The Company did not note amysequent events requiring disclosure or
adjustment to the statement of financial condition.

*kkkkk

-38 -



