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MORGAN STANLEY & CO. LLC
CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
June 30, 2011
(Unaudited)
(In thousands of dollars, except share data)

ASSETS

Cash and cash equivalents $ 1,441,380
Cash deposited with clearing organizations or gggesl under federal and other

regulations or requirements 6,785,434
Financial instruments owned, at fair value (apprately $54,207,770 were pledged to
various parties):
U.S. government and agency securities 33,065,987
Other sovereign government obligations 4,040,423
Corporate and other debt ($84,602 relatembnsolidated variable
interest entities, generally not avdiaio the Company) 24,892,594
Corporate equities 16,877,269
Derivative and other contracts 4,833,093
Investments 287,809
Total financial instruments owned, at fair value 83,997,175
Securities received as collateral, at fair value 16,796,894
Securities purchased under agreements to resell 125,010,896
Securities borrowed 137,392,270
Receivables:
Customers 17,290,428
Brokers, dealers and clearing organizations 6,945,451
Interest and dividends 394,454
Fees and other 1,229,617
Affiliates 3,410,985
Premises, equipment and software (net of accuntutigpreciation and
amortization of $766,236) 1,141,967

Goodwill 149,492
Other assets 3,070,642
Total assets $ 405,057,085

See notes to consolidated statement of financiadition.
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MORGAN STANLEY & CO. LLC
CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
June 30, 2011
(Unaudited)
(In thousands of dollars, except share data)

LIABILITIES AND MEMBER'S EQUITY

Short-term borrowings:

Affiliates $ 8,351,509

Other 1,876,324
Financial instruments sold, not yet purchasedqiatilue:

U.S. government and agency securities 21,508,567

Other sovereign government obligations 284,350

Corporate and other de 3,934,75:

Corporate equities 9,049,866

Derivative and other contracts 3,802,174
Total financial instruments sold, not yet purchasadair value 38,579,710
Obligation to return securities received as cotidtet fair value 20,719,518
Securities sold under agreements to repurchadediex $355,844 at fair value) 165,477,363
Securities loaned 38,436,202
Other secured financings (includes $263,036 at/dire; $61,554 related to consolidat

variable interest entities and are non-recotargbe Company) 2,269,360

Payables:

Customers 95,175,178

Brokers, dealers and clearing organizations 11,895,407

Interest and dividends 302,395
Other liabilities and accrued expenses 2,883,438
Total liabilities 385,966,404
Subordinated liabilities 10,025,000

Member’s equity:
Morgan Stanley & Co. LLC member's equity:

Member's interest 4,939,014
Retained earnings 4,578,460
Accumulated other comprehensive loss (458,043)
Total Morgan Stanley & Co. LLC membequity 9,059,431
Noncontrolling interest 6,250
Total member's equity 9,065,681

Total liabilities and member’s equity $ 405,057,085

See notes to consolidated statement of financiadition.
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MORGAN STANLEY & CO. LLC
NOTES TO CONSOLIDATED STATEMENT OF FINANCIAL CONDIT ION
As of June 30, 2011
(Unaudited)
(In thousands of dollars, except where noted)

Note 1 - Introduction and Basis of Presentation

The Company

Morgan Stanley & Co. LLC (“MS&Co.”), together witts wholly owned subsidiaries (the “Company”),
provides a wide variety of products and services karge and diversified group of clients and consis,
including corporations, governments, financial itn§bns and individuals. Its businesses include
securities underwriting and distribution; financedvisory services, including advice on mergers and
acquisitions, restructurings, real estate and ptdjeance; sales, trading, financing and markekinm
activities in equity securities and related produahd fixed income securities and related products
including foreign exchange and investment actigitiethe Company provides brokerage and investment
advisory services covering various investment radtieres; financial and wealth planning services)uaty

and insurance products; credit and other lendindymts; cash management; and retirement plan servic

MS&Co. and certain of its subsidiaries are regestewith the Securities and Exchange Commission
(“SEC”) as broker-dealers. MS&Co. is also regigierms a futures commission merchant with the
Commodity Futures Trading Commission (“CFTC").

Effective May 31, 2011, MS&Co. converted from a pmnation to a limited liability company. In

connection with the conversion, MS&Co. became a llwhowned subsidiary of Morgan Stanley
Domestic Holdings, Inc. (“MSDHI"). MSDHI is a whgllowned subsidiary of Morgan Stanley Capital
Management, LLC, which is a wholly owned subsidiaiforgan Stanley (the “Ultimate Parent”).

Basis of Financial Information

The consolidated statement of financial conditisrpiiepared in accordance with accounting principles
generally accepted in the United States of Ame(ithS.”), which require the Company to make
estimates and assumptions regarding the valuatbregrtain financial instruments, the valuation of
goodwill, deferred tax assets, the outcome ofditign and tax matters and other matters that affect
consolidated statement of financial condition asthted disclosures. The Company believes that the
estimates utilized in the preparation of the cadsteéd statement of financial condition are prudsrd
reasonable. Actual results could differ materifitym these estimates.

At June 30, 2011, the Company's consolidated sidigsd reported $113,336,564 of assets,
$109,682,731 of liabilities and $3,653,833 of egoi a stand-alone basis.

All material intercompany balances and transactieitls its subsidiaries have been eliminated.

The consolidated statement of financial conditiodudes the accounts of MS&Co., its wholly owned
subsidiaries and other entities in which MS&Co. hasontrolling financial interest, including certai
variable interest entities (“VIES”) (see Note 5prFeonsolidated subsidiaries that are less thanlyho
owned, the third-party holdings of equity interests referred to as noncontrolling interests. Towign

of the member’s equity of such subsidiaries is gme=d as Noncontrolling interests in the consatidat
statement of financial condition.

For entities where (1) the total equity investmantisk is sufficient to enable the entity to ficanits

activities without additional support and (2) thguity holders bear the economic residual risks and
returns of the entity and have the power to ditketactivities of the entity that most significgnéiffect
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its economic performance, MS&Co. consolidates tlergiies it controls either through a majority ingt
interest or otherwise. For entities that do not tmikese criteria, commonly known as VIEs, MS&Co.
consolidates those entities where MS&Co. has theepdo make the decisions that most significantly
affect the economic performance of the VIE andthasobligation to absorb losses or the right t@inec
benefits that could potentially be significant ke tVIE, except for certain VIEs that are money reirk
funds, investment companies or are entities quatiffor accounting purposes as investment companies
Generally, MS&Co. consolidates those entities whestbsorbs a majority of the expected losses or a
majority of the expected residual returns, or boftthe entities.

For investments in entities in which the Compangsdaot have a controlling financial interest bus ha
significant influence over operating and finandaigcisions, the Company generally applies the equity
method of accounting.

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 Ultimate iamad its affiliates, including the performance of
administrative services and the execution of sdearitransactions, and obtains short-term fundisg a
described in Note 7. Certain subordinated liab#itare transacted with the Ultimate Parent as itbesicr
in Note 8.

Assets and receivables from affiliated companiesf dsine 30, 2011 are comprised of:

Derivative and other contracts $ 765,792
Securities purchased under agreements to ré&sale(se repurchase agreements | 32,399,074
Securities borrowed 29,633,134
Customers 4,359,513
Brokers, dealers and clearing organizations 914,911
Interest and dividends 15,229
Fees and other 59,068
Other assets 2,782,977
Liabilities and payables to affiliated companie®tdune 30, 2011 are comprised of:
Short term borrowings- other $ 1,807,331
Derivative and other contracts 49,734
Securities sold under agreements to repurchaspufchase agreements”) 84,351,895
Securities loaned 24,304,962
Customers 10,266,576
Brokers, dealers and clearing organizations 8,868,040
Interest and dividends 28,194
Other liabilities and accrued expenses 81,453

The Company paid a $1,500,000 dividend to the W@tenParent on May 31, 2011.



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 omigji
maturities 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 sggesl under federal and other regulations or
requirements include cash segregated in compliavitte federal and other regulations and represent
funds deposited by customers and funds accruikggtomers as a result of trades or contracts, hasve
restricted cash.

Financial Instruments and Fair Value

A significant portion of the Company’s financiakinruments is carried at fair value. A descriptiénhe
Company's policies regarding fair value measurenaart its application to these financial instruments
follows.

Financial Instruments Measured at Fair Value

All of the instruments within Financial instrumentsvned and Financial instruments sold, not yet
purchased, are measured at fair value, either dgifrthe fair value option election (discussed belonds
required by other accounting guidance. These fidrmestruments primarily represent the Company’s
trading and investment activities and include becakh and derivative products. Furthermore, Seeariti
received as collateral and Obligation to returrugées received as collateral are measured atvédire

as required by other accounting guidance. Additlgn@ertain Securities sold under agreements to
repurchase are measured at fair value throughathedlue option election.

The fair value of over-the-counter (“*OTC") finankiastruments, including derivative contracts rethto
financial instruments and commodities, is presentedhe accompanying consolidated statement of
financial condition on a net-by-counterparty bagiken appropriate. Additionally, the Company néts t
fair value of cash collateral paid or received aghathe fair value amounts recognized for net déitre
positions executed with the same counterparty uthdesame master netting arrangement.

Fair Value Option
The fair value option permits the irrevocable feue option election on an instrument-by-instrumen
basis at initial recognition of an asset or lidgilor upon an event that gives rise to a new bakis
accounting for that instrument. The Company apphiedfair value option for certain securities sofdler
agreements to repurchase and certain other seftuaedings.

Fair Value Measurement — Definition and Hierarchy

Fair value is defined as the price that would lmeired to sell an asset or paid to transfer alifglfi.e.,
the “exit price”) in an orderly transaction betwesarket participants at the measurement date.

In determining fair value, the Company uses varialgation approaches and establishes a hieracchy f
inputs used in measuring fair value that maximibesuse of relevant observable inputs and minimizes
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the use of unobservable inputs by requiring that niost observable inputs be used when available.
Observable inputs are inputs that market parti¢gpamuld use in pricing the asset or liability deyed
based on market data obtained from sources indepéeraf the Company. Unobservable inputs are
inputs that reflect the Company’s assumptions atimiaissumptions other market participants woudd us
in pricing the asset or liability developed basedtive best information available in the circumseanc
The hierarchy is broken down into three levels basethe observability of inputs as follows:

» Level 1 - Valuations based on quoted prices tivaenarkets for identical assets or liabilitieatth
the Company has the ability to access. Valuatthnstments and block discounts are not applied
to Level 1 instruments. Since valuations are basequoted prices that are readily and regularly
available in an active market, valuation of thesgdpcts does not entail a significant degree of
judgment.

* Level 2 - Valuations based on one or more qu@teces in markets that are not active or for
which all significant inputs are observable, eittigectly or indirectly.

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

The availability of observable inputs can vary frpmduct to product and is affected by a wide \tgrid
factors, including, for example, the type of prauchether the product is new and not yet estadstish

the marketplace, the liquidity of markets and otblearacteristics particular to the transaction.ti®
extent that valuation is based on models or infhatare less observable or unobservable in th&etar
the determination of fair value requires more judgin Accordingly, the degree of judgment exercised
by the Company in determining fair value is greiafes instruments categorized in Level 3 of the fai
value hierarchy.

The Company considers prices and inputs that arertuas of the measurement date, including during
periods of market dislocation. In periods of mardistocation, the observability of prices and irgpotay

be reduced for many instruments. This conditiond@ause an instrument to be reclassified from Leve
1 to Level 2 or Level 2 to Level 3 of the fair valhierarchy (see Note 3). In addition, a downturn i
market conditions could lead to declines in thesgtibn of many instruments.

In certain cases, the inputs used to measure #irevmay fall into different levels of the fair val
hierarchy. In such cases, for disclosure purpdkedevel in the fair value hierarchy within whittte fair
value measurement falls in its entirety is deteedibased on the lowest level input that is sigaifido
the fair value measurement in its entirety.

Valuation Techniques

Many cash instruments and OTC derivative contrhate bid and ask prices that can be observed in the
marketplace. Bid prices reflect the highest ptltat a party is willing to pay for an asset. Askces
represent the lowest price that a party is willingaccept for an asset. For financial instrumerisse
inputs are based on bid-ask prices, the Company doerequire that the fair value estimate alwagab
predetermined point in the bid-ask range. The Goms policy is to allow for mid-market pricing and
adjusting to the point within the bid-ask ranget tmeeets the Company’s best estimate of fair vefioe.
offsetting positions in the same financial instrumnehe same price within the bid-ask spread isl ise
measure both the long and short positions.

Fair value for many cash instruments and OTC dgvigacontracts is derived using pricing models.
Pricing models take into account the contract tefmsluding maturity) as well as multiple inputs,
including, where applicable, commodity prices, éguirices, interest rate yield curves, credit carve
correlation, creditworthiness of the counterpactgditworthiness of the Company, option volatiktyd
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currency rates. Where appropriate, valuation aaiests are made to account for various factors asch
liquidity risk (bid-ask adjustments), credit quglimodel uncertainty and concentration risk. Atjuents

for liquidity risk adjust model-derived mid-marketels of Level 2 and Level 3 financial instrumefus

the bid-mid or mid-ask spread are required to pigpeflect the exit price of a risk position. Bidid

and mid-ask spreads are marked to levels obsenvedde activity, broker quotes or other exterhabt
party data. Where these spreads are unobservabliaefoparticular position in question, spreads are
derived from observable levels of similar positiofhe Company applies credit-related valuation
adjustments to its OTC derivatives. For OTC deivest, the impact of changes in both the Company’s
and the counterparty’s credit standing is consiflesben measuring fair value. In determining the
expected exposure, the Company simulates theldiitth of the future exposure to a counterpartgnth
applies market-based default probabilities to theire exposure, leveraging external third-partyditre
default swap (“CDS") spread data. Where CDS spodsdd are unavailable for a specific counterparty,
bond market spreads, CDS spread data based onuhtemarty’s credit rating or CDS spread data that
reference a comparable counterparty may be utiliZéé Company also considers collateral held and
legally enforceable master netting agreementsitiitijate the Company’s exposure to each counterpart
Adjustments for model uncertainty are taken foritimss whose underlying models are reliant on
significant inputs that are neither directly nomdinectly observable, hence requiring reliance on
established theoretical concepts in their derivatibhese adjustments are derived by making asseg¢sm
of the possible degree of variability using stétédt approaches and market-based information where
possible. The Company generally subjects all vadnatand models to a review process initially ando
periodic basis thereafter. The Company may appborcentration adjustment to certain of its OTC
derivatives portfolios to reflect the additionaktof closing out a particularly large risk positié?Where
possible, these adjustments are based on obsemabket information but in many instances significa
judgment is required to estimate the costs of spsiut concentrated risk positions due to the lafck
liquidity in the marketplace.

Fair value is a market-based measure consideradtfre perspective of a market participant rathant

an entity-specific measure. Therefore, even whernkehaassumptions are not readily available, the
Company’s own assumptions are set to reflect thwstethe Company believes market participants would
use in pricing the asset or liability at the measwnt date.

See Note 3 for a description of valuation technsgagplied to the major categories of financial
instruments measured at fair value and for furthBarmation on financial assets and liabilitiestthee
measured at fair value on a recurring basis.

Repurchase and Securities Lending Transactions

Securities borrowed or purchased under agreememtsesell and securities loaned or sold under
agreements to repurchase are treated as collaegtdlnancings. Securities purchased under agresmen
to resell and Securities sold under agreementsporchase are carried on the consolidated statemhent
financial condition at the amounts at which theusities will be subsequently sold or repurchaséds p
accrued interest, except for certain repurchaseeagents for which the Company has elected the fair
value option (see Note 3). Where appropriate, &etitns with the same counterparty are reported on
net basis. Securities borrowed and securities bhaare recorded at the amount of cash collateral
advanced or received.

Securitization Activities
The Company engages in securitization activitieeted to U.S. agency collateralized mortgage

obligations and other types of financial assete ($ete 5). Such transfers of financial assets aneglly
accounted for as sales when the Company has radhmegi control over the transferred assets and does
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not consolidate the transferee. Transfers thatnateaccounted for as sales are treated as secured
financings (“failed sale”).

Receivables and Payables — Customers

Receivables from and payables to customers incamdeunts due on cash and margin transactions.
Securities owned by customers, including those ¢bliaiteralize margin or similar transactions, ac
reflected on the consolidated statement of findmciadition.

Receivables and Payables — Brokers, Dealers and &ilang Organizations

Receivables from brokers, dealers and clearingnizgtions include amounts receivable for securities
not delivered by the Company to a purchaser bysétdement date, margin deposits, commissions, and
net receivables/payables arising from unsettlediesa Payables to brokers, dealers and clearing
organizations include amounts payable for secaritiet received by the Company from a seller by the
settlement date.

Premises, Equipment and Software

Premises and equipment consists of leasehold ireprexts, furniture, fixtures, computer and

communications equipment, airplanes and softwatteieally purchased and developed for internal.use)
Premises and equipment are stated at cost lesmalatad depreciation and amortization. Depreaiatio

and amortization are provided by the straight-linethod over the estimated useful life of the asset.
Estimated useful lives are generally as followstniture and fixtures — 7 years; computer and
communications equipment — 3 to 8 years; and aigsla- 20 years. Estimated useful lives for softwar

costs are generally 3 to 5 years.

Leasehold improvements are amortized over therdedgsbe estimated useful life of the asset or, nehe
applicable, the remaining term of the lease, buegaly not exceeding: 25 years for building stouat
improvements and 15 years for other improvements.

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

Customer Transactions

Customers’ securities transactions are recordedh aettlement date basis with related commission
revenues and expenses recorded on a trade date basi

Investment Banking

Underwriting revenues and advisory fees for mergacguisitions and restructuring transactions are
recorded when services for the transactions aermeted to be substantially completed, generallgeds
forth under the terms of the engagement. Trarmactlated expenses, primarily consisting of legal,
travel and other costs directly associated withtthasaction, are deferred and recognized in theesa
period as the related investment banking transacteenue. Underwriting revenues are presentedfnet
related expenses. Non-reimbursed expenses assbeigth advisory transactions are recorded within
Non-interest expenses.



Income Taxes

Income tax expense is provided for using the amsétliability method, under which deferred tax #sse
and liabilities are determined based upon the teampalifferences between the financial statemedt an
income tax bases of assets and liabilities usimgently enacted tax rates.

Goodwill

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

Accounting Developments

Goodwill Impairment Testin December 2010, the Financial Accounting Séaddl Board (“FASB”)
issued accounting guidance that modifies Step thefoodwill impairment test for reporting unitsthwi
zero or negative carrying amounts. For those tempunits, an entity is required to perform Stepf2
the goodwill impairment test if it is more likellgdan not that a goodwill impairment exists. In deti@ing
whether it is more likely than not that a goodwitipairment exists, an entity shall consider whethere

are any adverse gqualitative factors indicating #raimpairment may exist. The qualitative factors a
consistent with the existing guidance. The guidameeame effective for the Company on January 1,
2011. The adoption of this accounting guidance mttl have a material impact on the Company’'s
consolidated statement of financial condition.

Note 3 — Fair Value Disclosures

Fair Value Measurements

A description of the valuation techniques appliedtiie 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 quotedkeharices. Valuation adjustments are not applied.
Accordingly, U.S. Treasury securities are genereéitegorized in Level 1 of the fair value hierarchy

U.S. Agency Securities

U.S. agency securities are composed of three na@ygaries consisting of agency-issued debt, agency
mortgage pass-through pool securities and coll@eth mortgage obligations. Non-callable agency-

issued debt securities are generally valued usimgtegl market prices. Callable agency-issued debt
securities are valued by benchmarking model-derpaices to quoted market prices and trade data for
identical or comparable securities. The fair vatf@gency mortgage pass-through pool securities is
model-driven based on spreads of the comparableefannounced (“TBA") security. Collateralized

mortgage obligations are valued using indices, epianarket prices and trade data for identical or
comparable securities. Actively traded non-callalzlgency-issued debt securities are generally
categorized in Level 1 of the fair value hierarcl@allable agency-issued debt securities, agency



mortgage pass-through pool securities and colligethmortgage obligations are generally categdrize
in Level 2 of the fair value hierarchy.

Other Sovereign Government Obligations

Foreign sovereign government obligations are valusthg quoted prices in active markets when
available. To the extent quoted prices are notlabiai, fair value is determined based on a valuaatio
model that has as inputs interest rate yield cyrmess-currency basis index spreads, and courdditc
spreads for structures similar to the bond in teohgssuer, maturity and seniority. These bonds are
generally categorized in Level 1 or Level 2 of thie value hierarchy.

Corporate and Other Debt
State and Municipal Securities

The fair value of state and municipal securitiedgtermined using recently executed transactioasken
price quotations and pricing models that factomihere applicable, interest rates, bond or cresfiaut
swap spreads and volatility. These bonds are gineetegorized in Level 2 of the fair value hieslay.

Residential Mortgage-Backed Securities (“RMBS”),n@oercial Mortgage-Backed Securities
(“CMBS") and other Asset-Backed Securities (“ABS”)

RMBS, CMBS and other ABS may be valued based ocepor spread data obtained from observed
transactions or independent external parties saoreadors or brokers. When position-specific extern
price data are not observable, the fair value detetion may require benchmarking to similar
instruments and/or analyzing expected credit lgsdefault and recovery rates. In evaluating the fai
value of each security, the Company considers #ggagllateral-specific attributes, including payme
priority, credit enhancement levels, type of callat, delinquency rates and loss severity. In adifor
RMBS borrowers, Fair Isaac Corporation (“FICO”) sepand the level of documentation for the loan are
also considered. Market standard models, suchtes, irepp or others, may be deployed to model the
specific collateral composition and cash flow stuwe of each transaction. Key inputs to these nsoaled
market spreads, forecasted credit losses, defadlpeepayment rates for each asset category. \atuat
levels of RMBS and CMBS indices are also used aadalitional data point for benchmarking purposes
or to price outright index positions.

RMBS, CMBS and other ABS are generally categorinddevel 2 of the fair value hierarchy. If external

prices or significant spread inputs are unobseevaddl if the comparability assessment involves
significant subjectivity related to property typdferences, cash flows, performance and other Bput
then RMBS, CMBS and other ABS are categorized welL8 of the fair value hierarchy.

Corporate Bonds

The fair value of corporate bonds is determinechgigiecently executed transactions, market price
quotations (where observable), bond spreads oitatethult swap spreads obtained from independent
external parties such as vendors and brokers adjfist any basis difference between cash and diséva
instruments. The spread data used are for the saaterity as the bond. If the spread data do not
reference the issuer, then data that referencengpamable issuer are used. When observable price
guotations are not available, fair value is detagdibased on cash flow models with yield curvesdbo

or single name credit default swap spreads andveegaates as significant inputs. Corporate borrds a
generally categorized in Level 2 of the fair vahierarchy; in instances where prices, spreads poén
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the other aforementioned key inputs are unobsesydhéy are categorized in Level 3 of the fair galu
hierarchy.

Collateralized Debt Obligations (“CDO")

The Company holds cash CDOs that typically refezem¢ranche of an underlying synthetic portfolio of
single name credit default swaps. The collaterabigsially ABS or other corporate bonds. Credit
correlation, a primary input used to determinefttievalue of a cash CDO, is usually unobservablg a
derived using a benchmarking technique. The othedenhinputs such as credit spreads, including
collateral spreads, and interest rates are typicdiervable. CDOs are categorized in Level 2 efféir
value hierarchy when the credit correlation inguinisignificant. In instances where the credit elation
input is deemed to be significant, these instrusiarg categorized in Level 3 of the fair value dniehy.

Corporate Loans and Lending Commitments

The fair value of corporate loans is determinechgisiecently executed transactions, market price
guotations (where observable), implied yields frmamparable debt, and market observable credit efau
swap spread levels obtained from independent exdt@arties such as vendors and brokers adjusted for
any basis difference between cash and derivatisteuiments, along with proprietary valuation models
and default recovery analysis where such transactamd quotations are unobservable. The fair value
of contingent corporate lending commitments is wheteed by using executed transactions on
comparable loans and the anticipated market pasedon pricing indications from syndicate banks$ an
customers. The valuation of loans and lending camerits also takes into account fee income that is
considered an attribute of the contract. Corpdaaes and lending commitments are categorized uelLe

2 of the fair value hierarchy except in instancekesg prices or significant spread inputs are
unobservable, in which case they are categorizédvel 3 of the fair value hierarchy.

Corporate Equities
Exchange-Traded Equity Securities

Exchange-traded equity securities are generallyeghbased on quoted prices from the exchange.€lo th
extent these securities are actively traded, viaadjustments are not applied, and they are oyl

in Level 1 of the fair value hierarchy; otherwiskey are categorized in Level 2 or Level 3 of thi f
value hierarchy.

Derivative and Other Contracts
Listed Derivative Contracts

Listed derivatives that are actively traded areugdlbased on quoted prices from the exchange and ar
categorized in Level 1 of the fair value hierarchigted derivatives that are not actively trades\alued
using the same approaches as those applied to @ifiatives; they are generally categorized in Leével

of the fair value hierarchy.

OTC DerivativeContracts

OTC derivative contracts include forward, swap @ption contracts related to interest rates, foreign
currencies, credit standing of reference entiggsiity prices or commaodity prices.

Depending on the product and the terms of the actim, the fair value of OTC derivative producés c
be either observed or modeled using a series dinitgges and model inputs from comparable
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benchmarks, including closed-form analytic formulsigsch as the Black-Scholes option-pricing model,
and simulation models or a combination thereof. Waricing models do not entail material subjectivit
because the methodologies employed do not nedessitmificant judgment, and the pricing inputs are
observed from actively quoted markets, as is thee dar generic interest rate swaps, certain option
contracts and certain credit default swaps. Inctdse of more established derivative products, tiveng
models used by the Company are widely acceptedhbyfihancial services industry. A substantial
majority of OTC derivative products valued by then@pany using pricing models fall into this category
and are categorized in Level 2 of the fair valwerdnichy; otherwise, they are categorized in Leve the

fair value hierarchy.

For further information on derivative instrumergse Note 9.
| nvestments

The Company's investments include investments iivafe equity funds, hedge funds and direct
investments in equity securities. Initially, thantsaction price is generally considered by the Gomas
the exit price and is the Company’s best estimbfaiovalue.

After initial recognition, in determining the fawalue of externally managed funds, the Company
generally considers the net asset value of the fuadded by the fund manager to be the best etgiofa
fair value. For non-exchange-traded investments tigectly, fair value after initial recognition sased

on an assessment of each underlying investmensideing rounds of financing and third-party
transactions, discounted cash flow analyses andckatibased information, including comparable
company transactions, trading multiples and chamyesarket outlook, among other factors. Exchange-
traded direct equity investments are generallyedlased on quoted prices from the exchange.

Exchange-traded direct equity investments thataatively traded are categorized in Level 1 of the f
value hierarchy. Non-exchange-traded direct equitgstments and investments in private equity funds
are generally categorized in Level 3 of the faitueahierarchy. Investments in hedge funds that are
redeemable at the measurement date or in the otae fare categorized in Level 2 of the fair value
hierarchy; otherwise, they are categorized in L&vel the fair value hierarchy.

Securities Sold under Agreementsto Repurchase

The fair value option was elected for certain siiesr sold under agreements to repurchase. The fair
value of a repurchase agreement is computed usstgnalard cash flow discounting methodology. The
inputs to the valuation include contractual castwvdl and collateral funding spreads, which are edéth
using various benchmarks, interest rate yield curaad option volatilities. In instances where the
unobservable inputs are deemed significant, repiselagreements are categorized in Level 3 of the fa
value hierarchy; otherwise, they are categorizdceiel 2 of the fair value hierarchy.

The following fair value hierarchy table presentformation about the Company’s assets and liadsliti

measured at fair value on a recurring basis at Be2011. See Note 2 for a discussion of the
Company'’s policies regarding the fair value hiehngrc
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Assets and Liabilities Measured at Fair Value on &ecurring Basis at June 30, 2011

Assets:

Financial instruments owned:

U.S. government and agency securi
U.S. Treasury securities
U.S. 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 securitie:

Asse-backed securiti¢

Corporate bonds

Collateralized debt obligations

Loans and lending commitments

Other debt

Total corporate and other debt

Corporate equitid?
Derivative and other contracts:

Interest rate contracts

Credit contracts

Foreign exchange contracts

Equity contracts

Other

Nettin¢®

Total derivative and other contracts

Investments
Total financial instruments owned
Securities received as collate
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Quoted Prices Counter-
in Active Significant Significant party and
Markets for Observable Unobservable Cash Balance as of
Identical Assets Inputs Inputs Collateral June 30,
(Level 1) (Level 2) (Level 3) Netting 2011
$ 10,816,384 $ - - $ $ 10,816,384
2,442,622 19,804,688 2,293 22,249,603
13,259,006 19,804,688 2,293 - 33,065,987
2,762,182 1,147,498 130,743 - 4,040,423
- 2,718,041 - - 2,718,041
- 2,419,268 152,909 - 2,572,177
- 2,231,752 68,569 - 2,300,321
- 1,499,8(7 286,38 - 1,786,27
- 12,561,883 215,979 - 12,777,862
- 801,897 1,179,669 - 1,981,566
- 24,510 23,840 - 48,350
- 704,533 3,474 708,007
- 22,961,771 1,930,823 - 24,892,594
16,037,36 739,75! 100,14 - 16,877,26
1,006,394 134,237 - - 1,140,631
- 1,682,493 78 - 1,682,571
- 11,704,682 - - 11,704,682
636,560 4,376,410 18,233 - 5,031,203
- 6,215 - - 6,215
(1,171,097 (13,318,985) (1,805 (240,322) (14,732,209)
471,857 4,585,052 16,506 (240,322 4,833,093
- 35,120 252,689 287,809
32,530,412 49,273,884 2,433,201 (240,322 83,997,175
16,714,64 82,25 - - 16,796,89



Liabilities:

Financial instruments sold, not yet
purchased:

U.S. government and agency securities:
U.S. Treasury securities
U.S. agency securities

Total U.S. government and agency
securities

Other sovereign government obligations
Corporate and other debt:
Corporate bonds
Commercial mortgage-backed securitie:
Othel
Total corporate and other debt
Corporate equitié8
Derivative and other contracts:
Interest rate contracts
Credit contracts
Foreign exchange contracts
Equity contracts
Other
Nettinc®
Total derivative and other contracts
Total financial instruments sold, not yet
purchased

Obligation to return securities received as
collateral

Securities sold under agreements to
repurchase

Other secured financings

Quoted Prices

Counter-

in Active Significant Significant party and
Markets for Observable Unobservable Cash Balance as of
Identical Assets Inputs Inputs Collateral June 30,
(Level 1) (Level 2) (Level 3) Netting 2011

$ 19,309,166 $ - $ - $ - $ 19,309,166
2,185,804 13,597 - - 2,199,401
21,494,970 13,597 - - 21,508,567
65,061 219,289 - - 284,350

- 3,910,891 3,632 - 3,914,423

- 12,174 - - 12,174

- - 8,15¢ - 8,15¢

- 3,923,065 11,688 - 3,934,753

9,044,517 5,163 186 - 9,049,866
1,181,610 242,480 188,923 - 1,613,013

- 822,294 627 - 822,921
- 11,895,115 - - 11,895,115

662,899 4,086,722 10,651 - 4,760,272

- 1,876 - - 1,876

(1,171,097 (13,318,985) (1,805 (79€,13€) (15,291,029)
673,412 3,729,502 198,396 (799,136) 3,802,174
31,277,960 7,890,616 210,270 (799,136) 38,579,710
20,636,993 82,525 - - 20,719,518

- - 355,844 - 355,844

- 223,270 39,766 - 263,036

™ The Company holds or sells short for trading puegasquity securities issued by entities in divérdastries and of varying size.

@ For positions with the same counterparty that coves the levels of the fair value hierarchy, bettunterparty netting and cash collateral
netting are included in the column titled “Countaty and Cash Collateral Netting.” For contractgwie same counterparty, counterparty
netting among positions classified within the saevel is included within that level. For furthefanmation on derivative instruments, see

Note 9.

Transfers Between Levels of the Fair Value Hierarch during the six months ended June 30, 2011

Financial instruments owned—Derivative and othentcacts and Financial instruments sold, not yet
purchased—Derivative and other contradiring 2011, the Company reclassified approxinyatel
$167,556 of derivative assets and approximate6®M® of derivative liabilities from Level 1 to LeV
2. This was driven mostly by listed derivativedtzese listed derivatives became less activelyettahd
were valued based on quoted prices from the exehang

Financial instruments owned-Corporate equitibsiring 2011, the Company reclassified approximately
$52,398 of certain Corporate equities from Levéb 2evel 1 as transactions in these securitiesroedu
with sufficient frequency and volume to constitateactive market.
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Fair Value of Investments that Calculate Net Assétalue (“NAV”)

The following table presents information about @@mpany’'s investments in private equity funds and
hedge funds measured at fair value based on NAVuat 30, 2011. There were no unfunded
commitments at June 30, 2011.

Fair Value
Private equity funds $ 9,698
Hedge fund$”
Long-short equity hedge funds 6,864
Multi-strategy hedge funds 28,256
Total $ 44,818

@ Long —short equity hedge funds and multi-strateggige funds are redeemable at least on a quar@slg.b The notice period for both
long-short equity hedge funds and multi-strategygeefunds is primarily within 90 days.

Private Equity Funds

Amount includes several private equity funds thaspe multiple strategies including leveraged btsjou
venture capital, infrastructure growth capital tidissed investments and mezzanine capital. Iniaddit
the funds may be structured with a focus on spectmestic or foreign geographic regions. These
investments are generally not redeemable with tinels. Instead, the nature of the investments B thi
category is that distributions are received throtighliquidation of the underlying assets of theduAt
June 30, 2011, it is estimated that 100% of theviaiue of the funds will be liquidated in the néixe to

ten years.

Hedge Funds

Investments in hedge funds may be subject to inpeaiod lock-up restrictions or gates. A hedgedfun
lock-up provision is a provision that provides thadiring a certain initial period, an investor nragt
make a withdrawal from the fund. The purpose ofageds to restrict the level of redemptions that an
investor in a particular hedge fund can demandnyrredemption date.

Long-short Equity Hedge Funds

Amount includes investments in hedge funds thagshvlong or short, in equities. Equity value and
growth hedge funds purchase stocks perceived tarakervalued and sell stocks perceived to be
overvalued. None of the investments in this catggan be redeemed currently because the investments
include certain initial period lock-up restrictioniBhe restriction period for 100% of these invegitae
subject to lock-up restrictions ranged from twahee years at June 30, 2011.

Multi-strategy Hedge Funds

Amount includes investments in hedge funds thasymimultiple strategies to realize short- and long-
term gains. Management of the hedge funds has hihigy 20 overweight or underweight different
strategies to best capitalize on current investmaoportunities. At June 30, 2011, investments
representing approximately 100% of the fair valfi¢he investments in this category are not subject
initial period lock-up restrictions or exit resti@ns.
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Financial Instruments Not Measured at Fair Value

Some of the Company’s financial instruments are meaisured at fair value on a recurring basis but
nevertheless are recorded at amounts that apprtexiisia value due to their liquid or short-term urat
Such financial assets and financial liabilitiesluge: Cash and cash equivalents, Cash depositéd wit
clearing organizations or segregated under fedmmdl other regulations or requirements, Securities
purchased under agreements to resell, Securitiesvibed, certain Securities sold under agreements to
repurchase, Securities loaned, Receivables—Cusspnfidzceivables—Brokers, dealers and clearing
organizations, Payables—Customers, Payables—Brokiralers and clearing organizations, certain
Short-term borrowings, Subordinated liabilities aedtain Other secured financings.

Note 4 - Collateralized Transactions

The Company enters into reverse repurchase agrégmepurchase agreements, securities borrowed and
securities loaned transactions to, among othegshiacquire securities to cover short positionssattle
other securities obligations, to accommodate custshmeeds and to finance the Company's inventory
positions. The Company’s policy is generally toetghossession of Securities received as collateral,
Securities purchased under agreements to reselfeadrities borrowed. The Company manages credit
exposure arising from reverse repurchase agreememigrchase agreements, securities borrowed and
securities loaned transactions by, in appropria®imstances, entering into master netting agretmen
and collateral arrangements with counterparties phavide the Company, in the event of a customer
default, the right to liquidate collateral and tight to offset a counterparty’s rights and obligas. The
Company also monitors the fair value of the undegsecurities as compared with the related rebégva

or payable, including accrued interest, and, agessary, requests additional collateral to ensuch su
transactions are adequately collateralized. WHermmed appropriate, the Company’s agreements with
third parties specify its rights to request additibcollateral.

The Company also engages in securities financiagsgctions for customers through margin lending.
Under these agreements and transactions, the Cgnajthier receives or provides collateral, including
U.S. government and agency securities, other sigregevernment obligations, corporate and othet,deb
and corporate equities. Customer receivables g@tefrom margin lending activity are collateratizsy
customer-owned securities held by the Company. Tbepany monitors required margin levels and
established credit limits daily and, pursuant tohsguidelines, requires customers to deposit aniiti
collateral, or reduce positions, when necessary.

Other secured financings include the liabilitiekted to transfers of financial assets that arewated

for as financings rather than sales, consolidatiesWhere the Company is deemed to be the primary
beneficiary, and certain equity-linked notes arttbptsecured borrowings. These liabilities are gaher
payable from the cash flows of the related assstsumted for as Financial instruments owned (sete No
5).

The Company pledges its financial instruments owtoedollateralize repurchase agreements and other
securities financings. Pledged financial instrutaehat can be sold or repledged by the securdy pae
identified as Financial instruments owned (pledgedarious parties) in the consolidated statemént o
financial condition. The carrying value and cléisation of financial instruments owned by the
Company that have been loaned or pledged to cqarters where those counterparties do not have the
right to sell or repledge the collateral as of J80eg2011 were as follows:
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Financial instruments owned:

U.S. government and agency securities  $ 6,681,770
Corporate and other debt 8,559,779
Corporate equities 20,761,956
Total $ 36,003,505

The Company receives collateral in the form of sées in connection with reverse repurchase
agreements, securities borrowed and derivativesaetions, and customer margin loans. In many cases
the Company is permitted to sell or repledge thesmurities held as collateral and use the secaititie
secure repurchase agreements, to enter into sesuehding and derivative transactions or forcly

to counterparties to cover short positions. The @amy additionally receives securities as collataral
connection with certain securities-for-securitiensactions in which the Company is the lender. In
instances where the Company is permitted to selepledge these securities, the Company reports the
fair value of the collateral received and the etabbligation to return the collateral in the cditsded
statement of financial condition. At June 30, 20ttie fair value of financial instruments receivesd a
collateral where the Company is permitted to seltepledge the securities was $386,902,457, and the
fair value of the portion that had been sold otedged was $262,030,790.

At June 30, 2011, the Company netted securitiesived as collateral in connection with securities
lending arrangements aggregating $3,905,832 wightidal securities, primarily corporate equities, i
Financial instruments sold, not yet purchased.

The Company is subject to concentration risk bydimgl large positions in certain types of securites
commitments to purchase securities of a singleeissncluding sovereign governments and otherieatit
issuers located in a particular country or geodi@plea, public and private issuers involving depeig
countries, or issuers engaged in a particular imgu§inancial instruments owned by the Company
include U.S. government and agency securities, wliicthe aggregate, represented approximately 8% o
the Company’s total assets at June 30, 2011. Ifiaudsubstantially all of the collateral held kye
Company for resale agreements or bonds borroweidhvithigether represented approximately 39% of the
Company’s total assets at June 30, 2011, consistairities issued by the U.S. government, federal
agencies or other sovereign government obligati®iusitions taken and commitments made by the
Company, including positions taken and underwritirand financing commitments, often involve
substantial amounts and significant exposure taviddal issuers and businesses, including non-
investment grade issuers.

As of June 30, 2011, cash and securities of $64385and $12,153,913, respectively, were deposited
with clearing organizations or segregated undegriddand other regulations or requirements. Seesiri
deposited with clearing organizations or segregateter federal and other regulations or requirement
are sourced from Securities purchased under agrgsnweresell and Financial instruments owned @ th
consolidated statement of financial condition.

Note 5 — Variable Interest Entities and Securitizabn Activities

The Company is involved with various special pugpestities (“SPEs”") in the normal course of busines
In most cases, these entities are deemed to be VIEs

The Company applies accounting guidance for cotatidin of VIES to certain entities in which equity
investors do not have the characteristics of aroblimg financial interest or do not have sufficiequity

at risk for the entity to finance its activitiestiut additional subordinated financial supportrfrother
parties. In June 2009, the FASB issued accountinidagce that changed the way entities account for
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securitizations and SPEs. In February 2010, theB-A&alized a deferral of these accounting changes,
effective January 1, 2010, for certain interestsnoney market funds, in investment companies or in
entities qualifying for accounting purposes as gtweent companies (the “Deferral”). Excluding epti
subject to the Deferral, the primary beneficiaryad?|E is the party that both (1) has the poweditect

the activities of a VIE that most significantly @ft the VIE's economic performance and (2) has an
obligation to absorb losses or the right to recdbemefits that in either case could potentially be
significant to the VIE. The Company consolidatetities of which it is the primary beneficiary.

The Company’s variable interests in VIEs includétdend equity interests, commitments, guarantees,
derivative instruments and certain fees. The Colyipanvolvement with VIESs arises primarily from:

 Interests purchased in connection with marketintpland retained interests held as a result of
securitization activities, including re-securitioat transactions.

e Guarantees issued and residual interests retainecconnection 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 (“CLN") or ath asset-repackaged notes designed to meet the
investment objectives of clients.

The Company determines whether it is the primanefieiary of a VIE upon its initial involvement it

the VIE and reassesses whether it is the primamgfi@ary on an ongoing basis as long as it has any
continuing involvement with the VIE. This deterntiioa is based upon an analysis of the design of the
VIE, including the VIE’s structure and activitighe power to make significant economic decisiord he
by the Company and by other parties, and the Variaterests owned by the Company and other parties

The power to make the most significant economidsitets may take a number of different forms in
different types of VIEs. The Company considers isarg or collateral management decisions as
representing the power to make the most significeetnomic decisions in transactions such as
securitizations or CDOs. As a result, the Compaogsdnot consolidate securitizations or CDOs for
which it does not act as the servicer or collaterahager unless it holds certain other rights piace the
servicer or collateral manager or to require thaitiation of the entity. If the Company servesewviser

or collateral manager, or has certain other rigtgscribed in the previous sentence, the Company
analyzes the interests in the VIE that it holds andsolidates only those VIEs for which it holds a
potentially significant interest, generally basextloe fair value of interests held by the Compasigtive

to the fair value of the assets of the VIE.

The structure of securitization vehicles and CDfasdaiven by several parties, including loan sé&lein
securitization transactions, the collateral mandges CDO, one or more rating agencies, a financial
guarantor in some transactions and the undervgjtef{ the transactions, who serve to reflect specif
investor demand. In addition, subordinate investsush as the “B-piece” buyer in commercial mortgag
backed securitizations or equity investors in CDEm) influence whether specific loans are excluded
from a CMBS transaction or investment criteria iBRO.

For many transactions, such as re-securitizatianstictions, CLNs and other asset-repackaged notes,
there are no significant economic decisions madeamrongoing basis. In these cases, the Company
focuses its analysis on decisions made prior taritial closing of the transaction and at the tieration

of the transaction. Based upon factors, which ihelan analysis of the nature of the assets, inwudi
whether the assets were issued in a transactionssp by the Company and the extent of the
information available to the Company and to investthe number, nature and involvement of investors
other rights held by the Company and investors,sthadardization of the legal documentation and the
level of the continuing involvement by the Compaimgluding the amount and type of interests owned
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by the Company and by other investors, the Commamcluded in most of these transactions that
decisions made prior to the initial closing werargld between the Company and the initial invesidrs.
Company focused its control decision on any righldhby the Company or investors related to the
termination of the VIE. Most re-securitization tsagtions, CLNs and other asset-repackaged notes hav
no such termination rights.

Except for consolidated VIEs included in other stuwed financings in the tables below, the Company
accounts for the assets held by the entities piliynarFinancial instruments owned and the liabakt of

the entities as Other secured financings in thes@atated statement of financial condition. Excfept
consolidated VIEs included in other structured ficiags, the assets and liabilities are measurddirat
value, with changes in fair value reflected in @ags.

The assets owned by many consolidated VIEs cammoeimoved unilaterally by the Company and are
not generally available to the Company. The reléitddlities issued by many consolidated VIES aoan
recourse to the Company. In certain other conse@lt&/IEs, the Company has the unilateral right to
remove assets or provides additional recourse giraierivatives such as total return swaps, guagante
or other forms of involvement.

The following table presents information at June 3011 about VIEs that the Company consolidates.
Consolidated VIE assets and liabilities are preshiafter intercompany eliminations and include @sse
financed on a non-recourse basis.

At June 30, 2011

Mortgage and

Asset-backed Collateralized

Securitizations Debt Obligations Other
VIE assets $ 23,895 $ 60,708 $ 15,512
VIE liabilites $ 21,789 $ 39,766 $ -

The Company has no additional maximum exposuredsels on assets not recognized in its consolidated
statement of financial condition as of June 30,1201

The following table presents information about @@rhon-consolidated VIEs in which the Company had
variable interests at June 30, 2011. The tableided all VIES in which the Company has determihed t
its maximum exposure to loss is greater than spdtifesholds or meets certain other criteria. Mufst
the VIEs included in the table below are sponsdrgdinrelated parties; the Company’s involvement
generally is the result of the Company’s secondaayket-making activities.

At June 30, 2011

Municipal
Mortgage and Collateralized Tender
Asset-backed Debt Option
Securitizations Obligations Bonds Other
VIE assets that the Company does not consolic
(unpaid principal balanc® $ 192,983,40 $ 12,964,17 $ 52,76! $ 1,514,90
Total maximum exposure to lo
Debt and equity interes®.............cccovvvverii $ 5,914,527 $ 1,066,790 $ 125 $ 498,499
Total carrying value of exposure to loss—Asse!
Debt and equity intere€® .............cc.cocvvvuenn. $ 5,914,52 $ 1,066,79 $ 12¢ $ 498,49
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(1) Mortgage and asset-backed securitizations inclutfe assets as follows: $24,127,187 of residentiattgages; $127,721,639 of
commercial mortgages; $24,950,168 of U.S. agendiatecalized mortgage obligations; and $16,184,é612ther consumer or
commercial loans.

(2) Mortgage and asset-backed securitizations inclutfe débt and equity interests as follows: $1,170,88%esidential mortgages;
$1,377,674 of commercial mortgages; $2,295,739 . ldgency collateralized mortgage obligations; &t¢70,229 of other
consumer or commercial loans.

The Company’s maximum exposure to loss often diffesm the carrying value of the VIE's assets. The
maximum exposure to loss is dependent on the nafulfee Company’s variable interest in the VIEs and
is limited to the notional amounts disclosed abdyabilities issued by VIEs generally are non-resgau

to the Company. Where notional amounts are utilizedjuantifying maximum exposure related to
derivatives, such amounts do not reflect fair valwgedowns already recorded by the Company.

The Company’s maximum exposure to loss does ndudecthe offsetting benefit of any financial
instruments that the Company may utilize to hedhgse risks associated with the Company’s variable
interests. In addition, the Company's maximum expesto loss is not reduced by the amount of
collateral held as part of a transaction with tH& dr any party to the VIE directly against a sfieci
exposure to loss.

Securitization transactions generally involve VIBsimarily as a result of its secondary market-mgki
activities, the Company owned additional securitissued by securitization SPEs for which the
maximum exposure to loss is less than specificsttolels. These additional securities totaled $45198,

at June 30, 2011. These securities were eitheineetan connection with transfers of assets by the
Company or acquired in connection with secondaryketamaking activities. Securities issued by
securitization SPEs consist of $1,471,805 of s@earbacked primarily by residential mortgage loans
$989,720 of securities backed by U.S. agency esliized mortgage obligations, $716,899 of se@giti
backed by commercial mortgage loans, $571,367afrggs backed by collateralized debt obligations
collateralized loan obligations and $449,724 backgdother consumer loans, such as credit card
receivables, automobile loans and student loans.Cdmpany’s primary risk exposure is to the seiegrit
issued by the SPE owned by the Company, with thle lhighest on the most subordinate class of
beneficial interests. These securities generadhirarluded in Financial instruments owned-Corpoeate
other debt and are measured at fair value. The @oyndoes not provide additional support in these
transactions through contractual facilities, susHiquidity facilities, guarantees, or similar detives.
The Company’s maximum exposure to loss is equiddddair value of the securities owned.

The Company’s transactions with VIEs primarily indés securitizations, municipal tender option bond
trusts, credit protection purchased through CLN%] aollateralized loan and debt obligations. Such
activities are described below.

Securitization Activities

In a securitization transaction, the Company trenssfassets (generally commercial or residential
mortgage securities or U.S. agency securitiesht8RE, sells to investors most of the benefici@rasts,
such as notes or certificates, issued by the SREinamany cases retains other beneficial interests

The purchase of the transferred assets by the Sfitanced through the sale of these interests.

The primary risk retained by the Company in conieactvith these transactions generally is limitedhte
beneficial interests issued by the SPE that areedviny the Company, with the risk highest on thetmos
subordinate class of beneficial interests. Theseefi@al interests generally are included in Firiahc
instruments owned—Corporate and other debt andna@sured at fair value. The Company does not
provide additional support in these transactiomsuph contractual facilities, such as liquidity ifdies,
guarantees or similar derivatives.
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Although not obligated, the Company generally makeskets in the securities issued by SPEs in these
transactions. As a market maker, the Company offtebsly these securities from, and sell these ga=ur

to, investors. Securities purchased through theaeketrmaking activities are not considered to be
retained interests, although these beneficial @stsr generally are included in Financial instrument
owned—Corporate and other debt and are measufail aealue.

The Company enters into derivatives, generallyr@sierate swaps and interest rate caps with arsenio
payment priority in many securitization transactiorThe risks associated with these and similar
derivatives with SPEs are essentially the saménaitas derivatives with non-SPE counterparties ang
managed as part of the Company’s overall exposure.

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

In a municipal tender option bond transaction, @menpany, on behalf of a client, transfers a muaicip
bond to a trust. The trust issues short-term siesithat the Company, as the remarketing ageli, tee
investors. The client retains a residual inter@$ie short-term securities are supported by a liguid
facility pursuant to which the investors may pueithshort-term interests. In some programs, the
Company provides this liquidity facility; in mostggrams, a third-party provider will provide such
liquidity facility. The Company may purchase shianm securities in its role either as remarketiggra

or liquidity provider. The client can generallyri@nate the transaction at any time. The liquidityvyider
can generally terminate the transaction upon tleuroence of certain events. When the transaction is
terminated, the municipal bond is generally soldeturned to the client. Any losses suffered by the
liquidity provider upon the sale of the bond are thsponsibility of the client. This obligation geally is
collateralized.

Credit Linked Notes

In a credit linked note (“CLN") transaction, the @pany transfers assets (generally high quality
securities or money market investments) to an SRE.Company is generally exposed to price changes
on the collateral securities in the event of a itredent and subsequent sale. These transactiens ar
designed to provide investors with exposure toapercredit risk on the reference asset. In some
transactions, the assets and liabilities of the &REecognized in the Company’'s consolidated rsizté

of financial condition. In other transactions, thensfer of the collateral securities is accourftedas a
sale of assets, and the SPE is not consolidatexsfflicture of the transaction determines the adray
treatment. CLNs are included in Other in the abdietables.

Collateralized Loan and Debt Obligations

A collateralized loan obligation (“CLO”) or a CD@ an SPE that purchases a pool of assets, cogsistin
of corporate loans, corporate bonds, asset-backedrises or synthetic exposures on similar assets
through derivatives, and issues multiple tranchefebt and equity securities to investors.
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Transfers of Assetswith Continuing I nvolvement

The following table presents information at June AWl 1 regarding transactions with SPEs in whieh th
Company, acting as principal, transferred assetth wontinuing involvement and received sales
treatment. The transferees in most of these tréinsadormerly met the criteria for QSPEs.

At June 30, 2011

U.S. Agency
Residential Commercial Collateralized Credit
Mortgage Mortgage Mortgage Linked Notes
Loans Loans Obligations and Other
SPE assets (unpaid principal balafite) $ 2,049,083 $ 4,694,764 $ 33,187,994 $ 2,289,705
Retained interests (fair value):
Investment grade $ - $ 64,226 $ 1,710,401 $ -
Non-investment grade 64,711 - - -
Total retained interests (fair value) $ 64,711 $ 64,226 $ 1,710,401 $ -
Interests purchased in the secondary market (&hirey:
Investment grade $ 11,541 $ 57,218 $ 145,038 $ 458
Non-investment grade 112,222 628 - 4,684
Total interests purchased in the secondary market
(fair value) $ 123,763 $ 57,846 $ 145,038 $ 5,142

@ Amounts include assets transferred by unrelatetsteaors.
At June 30, 2011

Level 1 Level 2 Level 3 Total

Retained interests (fair valu
Investment grade $ - $ 1,774,627 $ - $ 1,774,627
Non-investment grade - 24,178 40,533 64,711
Total retained interests (fair valu $ - $ 1,798,80 $ 40,53¢ $ 1,839,38
Interests purchased in the secondary market (#irey:
Investment grade $ - $ 212,970 $ 1,285 $ 214,255
Non-investment grade - 42,086 75,448 117,534
Total interests purchased in the secondary market

(fair value) $ - $ 255,05t $ 76,730 $ 331,79

Transferred assets are carried at fair value poisecuritization. The Company may act as undeszwat

the beneficial interests issued by securitizati@hicles. The Company may retain interests in the
securitized financial assets as one or more tranclfig¢he securitization. These retained interests a
included in the consolidated statement of financialdition at fair value.

Failed Sales

In order to be treated as a sale of assets fouatiog purposes, a transaction must meet all ottheria
stipulated in the accounting guidance for the fiensf financial assets. If the transfer fails teehthese
criteria, that transfer is treated as a failed.sklesuch case, the Company continues to recoghize
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assets in Financial instruments owned, and the @ognpecognizes the associated liabilities in Other
secured financings in the consolidated statemefiafcial condition.

The assets transferred to many unconsolidated MIEansactions accounted for as failed sales ddmo
removed unilaterally by the Company and are notegaly available to the Company. The related
liabilities issued by many unconsolidated VIEs aoa-recourse to the Company. In certain otherdaile
sale transactions, the Company has the unilategylal to remove assets or provide additional reaurs
through derivatives such as total return swapsiagui@es or other forms of involvement.

The following table presents information about tilaerying value of assets and liabilities resultirgm
transfers of financial assets treated by the Comparsecured financings at June 30, 2011:

Credit-Linked

Notes Other
Assets- Fair value $ 219,509 $ 26,752
Other secured financings- Fair value $ 174,730 $ 26,752

Note 6 — Goodwill

The Company tests goodwill for impairment on anuairbasis and on an interim basis when certain
events or circumstances exist. The Company testaripairment at the reporting unit level, which is
generally at the level of or one level below itsiness segments. Goodwill impairment is determined
comparing the estimated fair value of a reporting with its respective book value. If the estinthfair
value exceeds the book value, goodwill at the ampmunit level is not deemed to be impaired. & th
estimated fair value is below book value, howefther analysis is required to determine the arhofin
the impairment. Additionally, if the book value afreporting unit is zero or a negative value ang it
determined that it is more likely than not the geildis impaired, further analysis is required. The
Company completed its annual goodwill impairmeatitegy as of July 1, 2011, which did not indicatg an
goodwill impairment.

Note 7 - Short-Term Borrowings

Short-term borrowings from affiliates are unsecurbdar interest at prevailing market rates and are
payable on demand. Such balances consist prin@riptercompany funding from the Ultimate Parent
as well as other intercompany payables which settthe normal course of business. Other short-term
borrowings consist of cash overdrafts and othermtdleom borrowings with affiliates with varying
maturities of 12 months or less.

Note 8 - Subordinated Liabilities

Subordinated liabilities consist of a Cash Subatiom Agreement, a Subordinated Revolving Credit
Agreement with the Ultimate Parent and a Subordioh&denture (“Indenture”) with J.P. Morgan Trust
Company, N.A., as trustee, dated September 12, Bo@Mmodified on November 28, 1995 and April 24,
1997.

The Indenture is comprised of a subordinated rie¢eies F which contains restrictive covenants which
require, among other things, that the Company ramingpecified levels of Consolidated Tangible Net
Worth and Net Capital, each as defined. As of Bhe2011, the Company was in compliance with all
restrictive covenants. The maturity dates, interaes and fair value of the subordinated notesf dane

30, 2011 are as follows:
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Maturity Interest

Subordinated Notes Date Rate Par Value Fair Value
Cash Subordination Agreement April 30, 2017 6.55% $ 2,500,000 $ 2,688,275
Subordinated Revolving Cre Agreemer April 30, 201" 1.01% 7,500,001 6,675,50
Subordinated Indentu June 1, 201 7.82% 25,00( 28,46
Total $ 10,025,00 $ 9,392,224

Note 9 - Derivative Instruments

The Company trades, makes markets and takes papripositions globally in listed futures, OTC
swaps, forwards, options and other derivativesreefgng, among other things, interest rates, caresn
investment grade and non-investment grade corporatéts, bonds, U.S. and other sovereign secsyitie
emerging market bonds, credit indices, ABS indigesperty indices, and mortgage-related and other
ABS. The Company uses these instruments for tradiimgign currency exposure management and asset
and liability management.

The Company manages its trading positions by enmpjog variety of risk mitigation strategies. These
strategies include diversification of risk exposuamd hedging. Hedging activities consist of thespase

or sale of positions in related securities andrfai@a instruments, including a variety of derivativ
products €.g, futures, forwards, swaps and options). The Commpaanages the market risk associated
with its trading activities on a Company-wide basia a worldwide trading division level and on an
individual product basis.

In connection with its derivative activities, th@m@pany generally enters into master netting agragne
and collateral arrangements with counterpartieges@ragreements provide the Company with the ability
to offset a counterparty’s rights and obligatioregjuest additional collateral when necessary aidate

the collateral in the event of counterparty default

The following table summarizes the fair value ofitive instruments not designated as accounting
hedges by type of derivative contract on a grossskat June 30, 2011. Fair values of derivativeregots

in an asset position are included in Financialrimeents owned—Derivative and other contracts. Fair
values of derivative contracts in a liability pomit are reflected in Financial instruments sold; yet
purchased—Derivative and other contracts.

Assets Liabilities
Fair Value Notional Fair Value Notional

Derivatives not designated

as accounting hedd®s
Interest rate contracts $ 1,140,631 $ 206,959,654 $ 1,613,013 $ 211,351,983
Credit contracts 1,682,571 5,564,633 822,921 3,504,739
Foreign exchange contracts 11,704,682 709,077,684 11,895,115 704,537,490
Equity contracts 5,031,203 124,281,878 4,760,272 132,230,959
Other 6,215 52,918 1,876 860,100
Total derivatives not designate

as accounting hedges 19,565,302 1,045,936,767 19,093,197 1,052,485,271
Counterparty netting (14,553,935) - (14,553,935) -
Cash collateral netting (178,274) - (737,088) -
Total derivatives $ 4,833,093 $1,045,936,767 $ 3,802,174  $1,052,485,271
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@ Notional amounts include net notionals related dagl and short futures contracts of approximately4®®,716 and $1,227,753,

respectively. The variation margin on these figucentracts (excluded from the table above) of #52,and $20,088, is included in
Receivables - brokers, dealers and clearing orgtoirs and Payables - brokers, dealers and cleargmnizations, respectively, on the
consolidated statement of financial condition.

Credit Derivatives and Other Credit Contracts

The Company enters into credit derivatives, prialtjpthrough credit default swaps, under which it
receives or provides counterparties protectionregdine risk of default on a set of debt obligadisued
by a specified reference entity or entities. A migjoof the Company’s counterparties are bankskéro
dealers, and other financial institutions. The @¢abkelow summarizes certain information regarding
protection sold through credit default swaps ametotredit contracts at June 30, 2011:

Protection Sold

Fair
Maximum Potential Payout/Notional Value
Years to Maturity (Asset)/
Less Liability
Credit ratings of the reference obligation than 1 1-3 3-5 Over 5 Total e
Index and basket credit default swéfis
AA $ - 3 - $ - $ 35381 $ 35381 % 15,32
BBB - 3,968 - 6,000 9,968 489
Non-investment grade - - - 3,279,954 3,279,954 785,289
Total credit dfault swaps sol $ - $ 3968 $ - $ 363977 $ 3,643,74 $ 801,10
Other credit contrac®® 28:  665,58! 101,08t 1,212,207 197¢,157 (61£,939)
Total credit derivatives and other
credit contracts $ 283 $669,553 $101,086 $ 4,851,975 $ 5,622,897 $ 185,163

@)

s Fair value amounts are shown on a gross basistpraash collateral or counterparty netting.

Fair value amounts of certain credit default swapgre the Company sold protection have an assefircg value because credit spreads of the
underlying reference entity or entities tighteneding the terms of the contracts.

®  Credit ratings are calculated internally.

@ Other credit contracts include CLNs, CDOs and ittefault swaps that are considered hybrid insemts

®  Fair value amount shown represents the fair vafule hybrid instruments.

Index and Basket Credit Default Swapsdex and basket credit default swaps are casfault swaps
that reference multiple names through underlyingkbts or portfolios of single name credit default
swaps. Generally, in the event of a default onafrtee underlying names, the Company will havedy p

a pro rata portion of the total notional amounthaf credit default index or basket contract. Ineor
provide an indication of the current payment statuperformance risk of these credit default swélps,
weighted average external credit ratings of theetgyihg reference entities comprising the basket or
index were calculated and disclosed.

Credit Protection Sold through CLNs and CDOghe Company has invested in CLNs and CDOs, which
are hybrid instruments containing embedded dexigatiin which credit protection has been sold # th
issuer of the note. If there is a credit event oéference entity underlying the instrument, thegpal
balance of the note may not be repaid in full ®@ompany.

Purchased Credit Protection with Identical Undenlgi Reference ObligationBor non-tranched index
and basket credit default swaps, the Company hashased protection with a notional amount of
approximately $4,624,930, compared with a notiomalount of approximately $2,063,907 of credit
protection sold with identical underlying referermaigations. In order to identify purchased prtitet
with the same underlying reference obligations,rtbonal amount for individual reference obligato
within non-tranched indices and baskets was detethon a pro rata basis and matched off against non
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tranched index and basket credit default swapsevbiedit protection was sold with identical undiedy
reference obligations.

The purchase of credit protection does not reptdbersole manner in which the Company risk manages
its exposure to credit derivatives. The Company agaes its exposure to these derivative contracts
through a variety of risk mitigation strategies,iethinclude managing the credit and correlatiok ris
across non-tranched indices and baskets, and amstiops. Aggregate market risk limits have been
established for credit derivatives, and market rm@asures are routinely monitored against thesieslim
The Company may also recover amounts on the undgriseference obligation delivered to the
Company under credit default swaps where credieption was sold.

Note 10 — Commitments, Guarantees and Contingencies

Letters of Credit

The Company has the ability to issue letters oflicnehich are primarily used to provide collatefat
securities and commodities borrowed and to satiafyous margin requirements in lieu of depositing
cash or securities with these counterparties. Aslwfe 30, 2011, the Company did not have any
outstanding letters of credit.

Premises and Equipment
The Company has non-cancelable operating leasesiogywremises and equipment, of which $349,994

are with affiliates. As of June 30, 2011, futurenimium rental commitments under such leases (net of
subleases, principally on office rentals) wereadies:

Fiscal Year Gross Amount Sublease Income Net Amount
2011 $ 111,206 $ 912 $ 110,294
2012 221,388 1,819 219,569
2013 198,082 958 197,124
2014 169,589 698 168,891
2015 101,599 472 101,127

Thereafter 399,031 1,018 398,013
Total $ 1,200,895 $ 5,877 $ 1,195,018

Included in the table above are $4,208 of futuraimiim rental commitments (net of actual sublease
income) related to closed or downsized offices angport space for which the present value was
included in the restructuring charges.

Securities Activities

Financial instruments sold, not yet purchased sereobligations of the Company to deliver spedifie
financial instruments at contracted prices, therebgating commitments to purchase the financial
instruments in the market at prevailing prices. €puently, the Company’s ultimate obligation tas$at

the sale of financial instruments sold, not yetchased may exceed the amounts recognized in the
consolidated statement of financial condition.

The Company enters into forward starting reverpeinghase agreements and forward starting securities
borrow agreements (agreements that have a trade atatof or prior to June 30, 2011 and settle
subsequent to June 30, 2011) that are primarilyredcby collateral from U.S. government agency
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securities and other sovereign government obligatiét June 30, 2011, the Company had commitments
to enter into reverse repurchase agreements andtscborrow agreements of $6,707,232. At Jude 3
2011, $3,121,624 of these agreements settled vilihi® business days.

Guarantees

The Company has obligations under certain guararggangements, including contracts and
indemnification agreements that contingently regdr guarantor to make payments to the guaranteed
party based on changes in an underlying measuch éaian interest or foreign exchange rate, sgaurit
commodity price, an index or the occurrence or aoodrrence of a specified event) related to antasse
liability or equity security of a guaranteed part4lso included as guarantees are contracts that
contingently require the guarantor to make paymémthe guaranteed party based on another entity’'s
failure to perform under an agreement, as welhdgéct guarantees of the indebtedness of othEng
Company’s use of guarantees is described belowdsydf guarantee.

The table below summarizes certain information mdigg the Company’s obligation under guarantee
arrangements as of June 30, 2011.

Maximum Potential Payout/Notional
Years to Maturity

Carrying
Amount
(Asset)/
Type of Guarantee Less than 1 1-3 3-5 Over 5 Total Liability
Credit derivative contracdfs $ - $ 3,968 $ - $3,639,772 $3,643,740 $ 801,102
Other credit contracts 283 665,585 101,086 1,212,203 1,979,157 (615,939)
Non-credit derivative
contract? 50,963,043 5,694,615 4,866 157,803 56,820,327 1,486,005

@ carrying amount of derivatives contracts are showa gross basis prior to cash collateral or @party netting. For further information
on derivative contracts, see Note 9.

DerivativeContracts

Certain derivative contracts meet the accountinfinidien of a guarantee, including certain written
options, contingent forward contracts and crediagke swaps (see Note 9 regarding credit derivatine
which the Company has sold credit protection todhenterparty). Although the Company’s derivative
arrangements do not specifically identify whether dlerivative counterparty retains the underlyisges
liability or equity security, the Company has disgd information regarding all derivative contrabtst
could meet the accounting definition of a guaranté® maximum potential payout for certain derivati
contracts cannot be estimated, as increases irestter foreign exchange rates in the future could
possibly be unlimited. Therefore, in order to pdaviinformation regarding the maximum potential
amount of future payments that the Company couldrdzpiired to make under certain derivative
contracts, the notional amount of the contractsbiess disclosed. In certain situations, collateray be
held by the Company for those contracts that nteetlefinition of a guarantee. Generally, the Comipan
sets collateral requirements by counterparty sbthieacollateral covers various transactions aidipcts
and is not allocated specifically to individual t@ets. Also, the Company may recover amountseela
to the underlying asset delivered to the Compameuthe derivative contract.
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The Company records all derivative contracts at ¥alue. Aggregate market risk limits have been
established, and market risk measures are routmelyitored against these limits. The Company also
manages its exposure to these derivative contrfctsigh a variety of risk mitigation strategies,
including, but not limited to, entering into offiaty economic hedge positions. The Company believes
that the notional amounts of the derivative congragenerally overstate its exposure. For further
discussion of the Company’s derivative risk manag@mactivities (see Note 9).

Exchange/Clearinghouse Member Guarantees

The Company is a member of various U.S. exchangéskearinghouses that trade and clear securities
and/or derivative contracts. Associated with itsmhership, the Company may be required to pay a
proportionate share of the financial obligationsanbther member who may default on its obligatimns
the exchange or the clearinghouse. While the rglegerning different exchange or clearinghouse
memberships vary, in general the Company’s guagaoiidigations would arise only if the exchange or
clearinghouse had previously exhausted its ressurtBe maximum potential payout under these
membership agreements cannot be estimated. The @&gnh@as not recorded any contingent liability in
the consolidated statement of financial condition these agreements and believes that any potential
requirement to make payments under these agreementaote.

Legal

In the normal course of business, the Company kas Imamed, from time to time, as a defendant in
various legal actions, including arbitrations, slastions and other litigation, arising in connattivith
its activities as a global diversified financiahgees institution.

Certain of the actual or threatened legal actiomdude claims for substantial compensatory and/or
punitive damages or claims for indeterminate an®mohdamages. In some cases, the entities thadwoul
otherwise be the primary defendants in such casesamkrupt or are in financial distress.

The Company is also involved, from time to timepther reviews, investigations and proceedingsh(bot
formal and informal) by governmental and self-regoty agencies regarding the Company’s business,
including, among other matters, accounting and atperal matters, certain of which may result in
adverse judgments, settlements, fines, penaltigsjdtions or other relief.

The Company contests liability and/or the amountiaiages as appropriate in each pending matter.
Where available information indicates that it islmble a liability had been incurred at the date¢hef
consolidated statement of financial condition aneél €Company can reasonably estimate the amount of
that loss, the Company accrues the estimated joascharge to income. In many proceedings, however,
it is inherently difficult to determine whether aigss is probable or even possible or to estimage t
amount of any loss. In addition, even where logsossible or an exposure to loss exists in excegseo
liability already accrued with respect to a preglyurecognized loss contingency, it is not always
possible to reasonably estimate the size of thsilpledoss or range of loss.

For certain legal proceedings, the Company caneasanably estimate such losses, particularly for
proceedings that are in their early stages of dgweént or where plaintiffs seek substantial or
indeterminate damages. Numerous issues may ndsl riesolved, including through potentially lengthy
discovery and determination of important factualttera, determination of issues related to class
certification and the calculation of damages, apaddressing novel or unsettled legal questioreyegit

to the proceedings in question, before a loss ditiadal loss or range of loss or additional loss de
reasonably estimated for any proceeding.
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For certain other legal proceedings, the Company estimate reasonably possible losses, additional
losses, ranges of loss or ranges of additional ilbssxcess of amounts accrued, but does not believe
based on current knowledge and after consultatiith @ounsel, that such losses will have a material
adverse effect on the Company’s condensed conssdidanancial statements as a whole, other than the
matters referred to in the next two paragraphs.

On August 25, 2008, the Ultimate Parent and twingat agencies were named as defendants in a
purported class action related to securities isdwedh structured investment vehicle called Cheyne
Finance (the “Cheyne SIV”). The case is stybdli Dhabi Commercial Bank, et al. v. Morgan Stardley
Co. Inc., et aland is pending in the SDNY. The complaint allegemong other things, that the ratings
assigned to the securities issued by the Cheynengbe false and misleading because the ratingaatid
accurately reflect the risks associated with thepsme residential mortgage backed securities hgld
the Cheyne SIV. On September 2, 2009, the countigéed all of the claims against the Company except
for plaintiffs’ claims for common law fraud. On Jud5, 2010, the court denied plaintiffs’ motion for
class certification. On July 20, 2010, the cousarnged plaintiffs leave to replead their aiding abetting
common law fraud claims against the Company, andelctlaims were added in an amended complaint
filed on August 5, 2010. Since the filing of thetial complaint, various additional plaintiffs haween
added to the case. The deadline for new plaintiffin the case expired on March 11, 2011. Theee a
currently 15 plaintiffs asserting individual claimelated to approximately $983 million of secustie
issued by the Cheyne SIV. Plaintiffs have not miedi information quantifying the amount of
compensatory damages they are seeking and arsesdkimg unspecified punitive damages.

On July 15, 2010, China Development Industrial BEi@&DIB”) filed a complaint against the Ultimate
Parent, which is style@hina Development Industrial Bank v. Morgan Stailego. Incorporated et al
and is pending in the Supreme Court of the Statdenf York, New York County. The complaint relates
to a $275 million credit default swap referencihg super senior portion of the STACK 2006-1 CDO.
The complaint asserts claims for common law frdtaljdulent inducement and fraudulent concealment
and alleges that the Company misrepresented ke afshe STACK 2006-1 CDO to CDIB, and that the
Company knew that the assets backing the CDO wemoar quality when it entered into the credit
default swap with CDIB. The complaint seeks compéary damages related to the approximately $228
million that CDIB alleges it has already lost undbe credit default swap, rescission of CDIB's
obligation to pay an additional $12 million, puwéi damages, equitable relief, fees and costs. On
February 28, 2011, the court presiding over thisoacdenied the Company’s motion to dismiss the
complaint. On March 21, 2011, the Company appe#hedorder denying its motion to dismiss the
complaint. On July 7, 2011, the appellate couitrafd the lower court’s decision denying the motion
dismiss.

Note 11 — Sales and Trading Activities

Sales and Trading

The Company’s sales and trading activities are gotadl through the integrated management of its
client-driven and proprietary transactions alonghwhe hedging and financing of these positionse Th
Company also engages in proprietary trading ams/for its own account.

The Company’'s trading portfolios are managed witkieav toward the risk and profitability of the
portfolios. The following discussion of the natwfthe equities and fixed income activities cortddc

by the Company, including the use of derivativedpiais in these businesses, and risk management, the
market risk, credit risk and concentration risk ag@ment policies and procedures covering these
activities are discussed below.
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Equities

The Company makes markets and trades in the géalzaindary markets for equities and is a dealer in
exchange traded and OTC equity options, excharagedr funds and index futures. The Company’s
activities as a dealer primarily are client-driveiith the objective of meeting clients’ needs whibening

a spread between the premiums paid or receivets @omtracts with clients and the cost of hedgunths
transactions in the cash or forward market or wither derivative transactions. The Company lim#gs i
market risk related to these contracts, which stpnmmarily from underlying equity/index price and
volatility movements, by employing a variety of lgaty strategies. The Company also takes propyietar
positions in the global equity markets by usingiadives, most commonly futures and options, in
addition to cash positions, intending to profit fromarket price and volatility movements in the
underlying equities or indices positioned.

The counterparties to the Company’s equity trammastinclude commercial banks, investment banks,
broker-dealers, investment funds and industrialmammes.

Fixed Income

The Company makes markets and trades in fixed iecesturities and related products, including
convertible debt, preferred stock, investment giamporate debt, high-yield securities, U.S. gousnt
securities, municipal securities, and commercigdepamoney market and other short-term securities.
The Company also makes markets in, and acts asigminwith respect to, mortgage-related and other
asset-backed securities. In addition, the Comjmaydealer in listed options on U.S. governmemidso
The Company also takes positions in futures anidiagt

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

The Company is a market-maker in a number of foreigrrencies. It actively trades currencies wigh i
customers on a principal basis in the spot anddafunarkets earning a dealer spread. In connegitbn

its market-making activities, the Company seeksnmage its market risk by entering into offsetting
positions. The Company also takes proprietary jpostin currencies to profit from market price and
volatility movements in the currencies positioned.

The majority of the Company’s foreign exchange bess relates to major foreign currencies suchmas ye
euros, pound sterling, Swiss francs and CanadidlardoThe balance of the business covers a broad
range of other currencies.

The counterparties to the Company'’s fixed income faneign exchange transactions include investment
advisors, commercial banks, insurance compani@gsiment banks, broker-dealers, investment funds
and industrial companies.

Risk Management

The Company's risk management policies and relggetedures are integrated with those of the
Ultimate Parent and its other consolidated subsatia These policies and related procedures are
administered on a coordinated global basis withsictamation given to each subsidiary’s, including th
Company's, specific capital and regulatory requigats. For the discussion which follows, the term
“Company” includes the Ultimate Parent and its slibges.
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Management believes effective risk management tsl ¥0 the success of the Company’'s business
activities. Accordingly, the Company employs anegptise risk management (“ERM”) framework to
integrate the diverse roles of the risk departmaritsa holistic enterprise structure, and to ftatié the
incorporation of risk evaluation into decision-magiprocesses across the Company. The Company has
policies and procedures in place to identify, asse®nitor, and manage the significant risks ingdhin

the activities of its Institutional Securities busss segment and support functions, as well abeat t
holding company level. Principal risks involved tlre Company’s business activities include market,
credit, capital and liquidity, operational, and gaimnce and legal risk.

The cornerstone of the Company’s risk managemeitagaiphy is the execution of risk-adjusted returns
through prudent risk-taking that protects the Comymcapital base and franchise. Five key prinaiple
underlie this philosophy: comprehensiveness, indégece, accountability, defined risk tolerance, and
transparency. The fast-paced, complex, and comg&wlving nature of global financial services
requires that the Company maintain a risk managemature that is incisive, knowledgeable about
specialized products and markets, and subject going review and enhancement. To help ensure the
efficacy of risk management, which is an essert@hponent of the Company’'s reputation, senior
management requires thorough and frequent comntioricand the appropriate escalation of risk
matters.

Risk Governance Structure

Risk management at the Company requires indepemdempany-level oversight, accountability of the
Company’s business segments, and effective comtimrcof risk matters to senior management and
across the Company. The nature of the Comparsks,rcoupled with its risk management philosophy,
informs the Company’s risk governance structuréae Tompany's risk governance structure comprises
the Board of Directors; the Risk Committee of ttmaRl (“BRC") and the Audit Committee of the Board
(“BAC"); the Firm Risk Committee (“FRC”); senior magement oversight (including the Chief
Executive Officer, Chief Risk Officer, Chief FindaatOfficer, Chief Legal Officer and Chief Complica
Officer); the Internal Audit Department and riskmagers, committees, and groups within and acrass th
Company’s business segments. A risk governancetsteucomposed of independent but complementary
entities facilitates efficient and comprehensivepesuision of the Company’s risk exposures and
processes.

Board of Directors. The Board has oversight for the Company’'s ERNhiavork and is responsible for
helping to ensure that the Company’s risks are gethin a sound manner. The Board has authorized the
committees within the ERM framework to help faailé its risk oversight responsibilities.

Risk Committee of the Board. The BRC, appointed by the Board, is composed @Fmanagement
directors. The BRC is responsible for assisting Board in the oversight of the Company’'s risk
governance structure; the Company’s risk manageraadt risk assessment guidelines and policies
regarding market, credit and liquidity, and fundinigk; the Company's risk tolerance; and the
performance of the Chief Risk Officer. The BRC nepdo the full Board on a regular basis.

Audit Committee of the Board. The BAC, appointed by the Board, is composed dejiendent directors
(pursuant to the Company’s Corporate Governanciei®sland applicable New York Stock Exchange
and Securities and Exchange Commission rules)sarebponsible for oversight of certain aspectsséf r
management, including review of the major operatiofmanchise, reputational, legal and compliansk r
exposures of the Company and the steps managemetahken to monitor and control such exposure, as
well as guidelines and policies that govern thecgss for risk assessment and risk management. The
BAC reports to the full Board on a regular basis.
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Firm Risk Committee. The Board has also authorized the FRC, a manaderopmmittee appointed and
chaired by the Chief Executive Officer, that in@gdhe most senior officers of the Company, inclgdi
the Chief Risk Officer, Chief Legal Officer and @hiFinancial Officer. The FRC’s responsibilities
include oversight of the Company's risk managemerihciples, procedures and limits, and the
monitoring of capital levels and material marketedit, liquidity and funding, legal compliance,
operational, franchise and regulatory risk mattarsl other risks, as appropriate, and the steps
management has taken to monitor and manage swsh riche FRC reports to the full Board, the BAC
and the BRC through the Company’s Chief Risk Office

Chief Risk Officer. The Chief Risk Officer, who reports to the ChiefeEutive Officer and the BRC
overseas compliance with Company risk limits; appsoexceptions to the Company’s risk limits;
reviews material market, credit, and operatiorgisj and reviews results of risk management presess
with the Board, the BAC and the BRC, as appropriaitee Chief Risk Officer also coordinates with the
Compensation, Management Development and SucceGsiommittee of the Board to evaluate whether
the Company’s compensation arrangements encourage@ssary or excessive risk-taking and whether
risks arising from the Company’s compensation geaments are reasonably likely to have a material
adverse effect on the Company.

Internal Audit Department. The Internal Audit Department provides independesk and control
assessment and reports to the BAC and adminisgthatio the Chief Legal Officer. The Internal Audit
Department examines the Company’s operational antta environment and conducts audits designed
to cover all major risk categories.

I ndependent Risk Management Functions. The independent risk management functions (MalRisk,
Credit Risk, Operational Risk, and Corporate Treaslepartments) are independent of the Company's
business units. These groups assist senior maeagemd the FRC in monitoring and controlling the
Company'’s risk through a number of control procesdeach function maintains its own risk governance
structure with specified individuals and committeesponsible for aspects of managing risk. Further
discussion about the responsibilities of the risanagement functions may be found below under
“Market Risk” and “Credit Risk”.

Market Risk

Market risk refers to the risk that a change in léneel of one or more market prices, rates, indices
implied volatilities (the price volatility of the ndlerlying instrument imputed from option prices),
correlations or other market factors, such as ntdifeidity, will result in losses for a positionr o
portfolio. Generally, the Company incurs marketkrigs a result of trading, investing and client
facilitation activities, principally within the Itisutional Securities business segment where thetantial
majority of the Company’s Value-at-Risk (“VaR”) forarket risk exposures is generated.

Sound market risk management is an integral patthefCompany’s culture. The various business units
and trading desks are responsible for ensuringntizaket risk exposures are well-managed and prudent
The control groups help ensure that these risksnagasured and closely monitored and are made
transparent to senior management. The Market RegaBment is responsible for ensuring transparency
of material market risks, monitoring compliance hwitestablished limits, and escalating risk
concentrations to appropriate senior managementexbBzute these responsibilities, the Market Risk
Department monitors the Company’s risk againsttéimmn aggregate risk exposures, performs a varfety
risk analyses, routinely reports risk summaries, raintains the Company’s VaR and scenario analysis
systems. These limits are designed to control paied market liquidity risk. Market risk is also
monitored through various measures: statisticallying VaR and related analytical measures); by
measures of position sensitivity; and through rmutstress testing, which measures the impact on the
value of existing portfolios of specified changesriarket factors, and scenario analyses condugtétkeb
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Market Risk Department in collaboration with thesimess units. The material risks identified by ¢éhes
processes are summarized in reports produced biyldinket Risk Department that are circulated to and
discussed with senior management, the FRC, the BR€the Board of Directors.

Credit Risk

Credit risk refers to the risk of loss arising wheerborrower, counterparty or issuer does not mset i
financial obligations. The Company incurs credikrexposure to institutions and sophisticated itores
through the Institutional Securities business sedm€his risk may arise from a variety of business
activities, including but not limited to enteringtd swap or other derivative contracts under which
counterparties have obligations to make paymentastoextending credit to clients through various
lending commitments; providing short- or long-tefuamding that is secured by physical or financial
collateral whose value may at times be insufficterfully cover the loan repayment amount; and ipgst
margin and/or collateral to clearing houses, clepidgencies, exchanges, banks, securities firms and
other financial counterparties. We incur credikris traded securities and whereby the value o$ahe
assets may fluctuate based on realized or expdefedlts on the underlying obligations or loans.

The Company has structured its credit risk managérfnamework to reflect that each of its businesses
generates unique credit risks, and Credit Risk Mansent Department establishes Company-wide
practices to evaluate, monitor and control cradk exposure both within and across business segmen
The Company employs a comprehensive and globalitQriedits Framework as one of the primary tools
used to evaluate and manage credit risk levelssadfte Company. The Credit Limits Framework is
calibrated within the Company's risk tolerance aimtludes single-name limits and portfolio
concentration limits by country, industry and prodtype. The Credit Risk Management Department is
responsible for ensuring transparency of mateniatlit risks, ensuring compliance with established
limits, approving material extensions of creditdagscalating risk concentrations to appropriateosen
management. Credit risk exposure is managed byt grasfessionals and committees within the Credit
Risk Management Department and through variousagskmittees, whose membership includes Credit
Risk Management Department. The Credit Risk ManaggrDepartment also works closely with the
Market Risk Department and applicable businessuaitmonitor risk exposures.

Customer Activities

The Company’s customer activities involve the exieal) settlement and financing of various secusitie
and commodities transactions on behalf of custom@ustomer securities activities are transacted on
transactions in commodity futures transactionsl(iiag options on futures), are transacted on amar
basis.

The Company’'s customer activities may expose ibffebalance sheet credit risk. The Company may
have to purchase or sell financial instrumentsravailing market prices in the event of the failafea
customer to settle a trade on its original termsnothe event cash and securities in customer margi
accounts are not sufficient to fully cover custonesses. The Company seeks to control the risks
associated with customer activities by requiringtomers to maintain margin collateral in compliance
with various regulations and Company policies.

Note 12 - Employee Stock - Based Compensation Plans

Eligible employees of the Company participate imesal of the Ultimate Parent’s equity-based stock
compensation plans. The Ultimate Parent accoumtstéek-based compensation in accordance with the
accounting guidance for equity-based awards. Tlgisoenting guidance requires measurement of
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compensation cost for equity-based awards at fitevand recognition of compensation cost over the
service period, net of estimated forfeitures.

Deferred Stock Awards

The Ultimate Parent has made deferred stock awaumdsuant to several equity-based compensation
plans. The plans provide for the deferral of a ipartof certain key employees’ discretionary
compensation with awards made in the form of retsti common stock or in the right to receive
unrestricted shares of common stock in the futtmes{ricted stock units” or “RSUs"). Awards under
these plans are generally subject to vesting dwee tontingent upon continued employment and to
restrictions on sale, transfer or assignment timéilend of a specified period, generally two t@¢hyears
from date of grant. All or a portion of an awardyntege canceled if employment is terminated befoee th
end of the relevant restriction period. All or amn of a vested award also may be canceled itaicer
limited situations, including termination for caudering the relevant restriction period. Recipieafs
deferred stock awards generally have voting rights receive dividend equivalents. The UltimatesRar
determines the fair value of restricted stock ub@sed on the grant date fair value of its commocks
measured as the volume-weighted average priceeotate of grant.

In 2010 and 2011, the Ultimate Parent granted pedoce-based stock units (“PSUs”) to senior
executives. PSUs with non-market performance cimditare valued based on the grant date fair \&lue
the Parent's common stock, measured as the volusighted average price on the date of grant. PSUs
with market-based conditions are valued using at®@arlo valuation model. These PSUs will vest and
convert to shares of common stock in 2013 and 2f¥spectively, only if the Ultimate Parent satisfie
predetermined performance and market goals ovethtke-year performance period. Performance-based
stock unit awards have vesting, restriction anccebation provisions that are generally similathose

in the Ultimate Parent’s other deferred stock award

Stock Option Awards

The Ultimate Parent has granted stock option awardsuant to several equity-based compensation
plans. The plans provide for the deferral of a ipartof certain key employees’ discretionary
compensation with awards made in the form of stuions generally having an exercise price not less
than the fair value of the Ultimate Parent’'s commstatk on the date of grant. Such stock option dsvar
generally become exercisable over a three-yeaogharnd expire ten years from the date of granjestib

to accelerated expiration upon termination of emplent. Stock option awards have vesting, restrictio
and cancellation provisions that are generallylsimo those in deferred stock awards. The faueaf
stock options is determined using the Black-Schatdaation model and the single grant life method.
Under the single grant life method, option awardth wraded vesting are valued using a single weiht
average expected option life.

Note 13 - Employee Benefit Plans

The Company provides various retirement plans F@ majority of its U.S. and certain non-U.S.

employees. The Company provides certain othergtosiment benefits, primarily health care and life
insurance, to eligible U.S. employees. The Compalay provides certain postemployment benefits to
certain former employees or inactive employeesrpoigetirement.

Pension and Postretirement Benefit Plans

Substantially all of the U.S. employees of the Camyphired before July 1, 2007 and its U.S. affigat
are covered by a non-contributory, defined benmditsion plan that is qualified under Section 40bfa)
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the Internal Revenue Code (the “Qualified Plan"nfiwhded Nonqualified supplementary plans (the
“Supplemental Plans”) cover certain executivesesehpension plans generally provide pension benefit
that are based on each employee’s years of creslitedce and on compensation levels specifiedén th
plans. For the Qualified Plan, the Company’s goigto fund at least the amounts sufficient to tnee
minimum funding requirements under applicable elygdobenefit and tax laws. Liabilities for benefits
payable under the Supplemental Plans are accruethebyCompany and are funded when paid to
participants and beneficiaries.

On June 1, 2010, the Qualified Plan for U.S. paudicts was amended to cease accruals of bendéts af
December 31, 2010. Any benefits earned by partitgpander the Plan as of December 31, 2010 will be
preserved and will be payable in the future baseRlan provisions.

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

Morgan Stanley 401(k) Plan and Morgan Stanley 401{kSavings Plan

Eligible employees receive 401(k) matching contiims that are invested in Morgan Stanley common
stock. Effective July 1, 2009, the Company intrasiiche Morgan Stanley 401(k) Savings Plan for
legacy Smith Barney U.S. employees who were canith to Morgan Stanley Smith Barney LLC.
Certain eligible legacy Smith Barney employees wgranted a Transition Contribution based on
provisions under the Citigroup 401(k) Plan that araintained under the 401(k) Savings Plan. U.S.
employees with eligible pay less than or equal 2605000 and who meet eligibility requirements will
receive a 401(k) Fixed Contribution under the 49 Rlan or 401(k) Savings Plan. The amount of fixed
contribution equals 2% of eligible pay. Additiolyalcertain employees of the Company, who formerly
accrued pension benefits under the Qualified Rizay be eligible to receive a Transition Contribntio
based on provisions under the 401(k) Plan.

Note 14 - Income Taxes

The Company is included in the consolidated federabme tax return filed by the Ultimate Parent.

Federal income taxes have been provided on a depamtty basis in accordance with a tax allocation
agreement with the Ultimate Parent. The Compaincisided in the combined state and local income tax
returns with the Ultimate Parent and certain othdassidiaries of the Ultimate Parent. State andlloca
income taxes have been provided on separate émtityne at the effective tax rate of the Company’s
combined filing group.

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

The Company, through its inclusion in the returthaf Ultimate Parent, is under continuous exanonati
by the Internal Revenue Service (the “IRS") andeottax authorities in certain countries and states
which the Company has significant business opersitisuch as New York. The company is currently in
the early stages of an IRS audit for tax years Z00#. During 2012, the company expects to reach a
conclusion with the IRS on issues covering tax yd&99-2005. During 2011, the Company expects to
commence an audit with New York State and New YQitk covering years 2007 - 2009. The Company
periodically assesses the likelihood of assessmaneach of the taxing jurisdictions resulting from
current and subsequent years’ examinations.

-35-



The Company believes that the resolution of taxtemstwill not have a material effect on the
consolidated statement of financial condition & @ompany, although a resolution could have a nadter
impact on the Company's consolidated statemennhodme for a particular future period and on the
Company'’s effective income tax rate for any peilidavhich such resolution occurs. The Company has
established a liability for unrecognized tax betsetinat the Company believes is adequate in relatio
the potential for additional assessments. Oncélestiad, the Company adjusts unrecognized tax fisnef
only when more information is available or wheneaent occurs necessitating a change.

It is reasonably possible that significant chanigethe gross balance of unrecognized tax benefétg m
occur within the next 12 months. At this time, hoee it is not possible to reasonably estimate the
expected change to the total amount of unrecognietenefits and impact on the effective tax oater

the next 12 months.

The following are the major tax jurisdictions in s the Company and its affiliates operate and the
earliest tax year subject to examination:

Jurisdiction Tax Year
United State 199¢
New York State and Cit 2007

Note 15 - Requlatory Requirements

MS&Co. is a registered broker-dealer and registéudares commission merchant and, accordingly, is
subject to the net capital requirements of the SEE,CFTC and the Financial Industry Regulatory
Authority (“FINRA”). Under these rules, MS&Co. iquired to maintain minimum Net Capital, as
defined under SEC Rule 15¢3-1, of not less thargtbater of 2% of aggregate debit items arisingnfro
customer transactions, plus excess margin collabaraeverse repurchase agreements or the CFTC rule
stating the risk based requirement represents tine &f 8% of customer risk maintenance margin
requirement and 8% of non customer risk maintenanaegin requirement, as defined. FINRA may
require a member firm to reduce its business ifoagital is less than 4% of such aggregate deditst
and may prohibit a firm from expanding its busingsget capital is less than 5% of such aggregatstd
items. At June 30, 2011, MS&Co.'s Net Capital was,4%$3,995 which exceeded the minimum
requirement by $5,309,131 and included excess lpit&l of $583,184 of MS Securities Services Iac.,
registered broker-dealer and a guaranteed subgsiafidd S&Co.

MS&Co. is required to hold tentative net capitaleixcess of $1,000,000 and Net Capital in excess of
$500,000 in accordance with the market and cragk standards of Appendix E of Rule 15c3-1.

MS&Co. is also required to notify the SEC in theeet that its tentative net capital is less than
$5,000,000. At June 30, 2011, MS&Co. had tentatieé capital in excess of the minimum and the
notification requirements.

Advances to the Ultimate Parent and its affiliatespayment of subordinated liabilities, dividend
payments and other equity withdrawals are subgecettain notification and other provisions of tiet
Capital rule of the SEC.

As of June 30, 2011, MS&Co. performed the compaitetifor the assets in the proprietary accountsof i
introducing brokers (commonly referred to as “PAJIBh accordance with the customer reserve
computation set forth under SEC Rule 15c¢3-3 (CustdPnotection).
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As of June 30, 2011, MS&Co. met the criteria sethfainder the SEC’s Rule 11(a)(1)(G)(i), trading by
members of Exchanges, Brokers and Dealers, anbeigfore in compliance with the business mix
requirements.

Note 16 — Subsequent Events

The Company evaluates subsequent events throughatieeon which the consolidated statement of
financial condition is issued. The Company did note any subsequent events requiring disclosure or
adjustment to the consolidated statement of fir@mcindition.
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