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MS SECURITIES SERVICES INC.
STATEMENT OF FINANCIAL CONDITION
June 30, 2012
(Unaudited)
(In thousands of dollars, except share data)

ASSETS
Cash
Cash deposited with clearing organization
Securities purchased under agreements to resell
Securities borrowed
Securities received as collateral, at fair value
Rebates receivable and other assets

Total assets

LIABILITIES AND STOCKHOLDER'’S EQUITY
Securities loaned
Obligation to return securities received as colldiet fair value
Payables to affiliates
Rebates payable and other liabilities
Total liabilities

Stockholder’s equity:
Common stock ($1 par value, 1,000 shares &aa#t) issued
and outstanding)
Paid-in capital
Retained earnings
Total stockholder’s equity

Total liabilities and stockholder’s equity

See Notes to Statement of Financial Condition.
2

$ 640,345
111,546
8,660,570
68,110,195
1,148,340

85,570

$ 78,756,566

$ 76,392,843
1,148,340
662,243

67,333

78,270,759

1
245,899
239,907

485,807

$ 78,756,566




MS SECURITIES SERVICES INC.
NOTES TO STATEMENT OF FINANCIAL CONDITION
June 30, 2012
(Unaudited)
(In thousands of dollars)

Note 1 - Introduction and Basis of Presentation

The Company

MS Securities Services Inc. (the “Company”) is aoilhowned subsidiary of Morgan Stanley &
Co. LLC (the “Parent”), which is an indirect subiaiy of Morgan Stanley (the “Ultimate Parent”).
The Company is registered with the Securities ardh&nge Commission (“SEC”) as a broker-
dealer and is primarily engaged in the borrowind Emding of equity securities. The Company is
considered a guaranteed subsidiary of the ParetgrUBEC Rule 15c3-1 (the “Net Capital Rule”)
and, accordingly, its excess net capital is usethbyParent in determining the Parent’s compliance
with the Net Capital Rule.

Basis of Financial Information

The statement of financial condition is prepare@doordance with accounting principles generally
accepted in the United States of America (“U.Swich require the Company to make estimates
and assumptions regarding the valuations of cerfeiancial instruments, compensation, the
outcome of litigation and tax matters, and othentena that affect the statement of financial
condition and related disclosures. The Companyebet that the estimates utilized in the
preparation of the statement of financial conditwa prudent and reasonable. Actual results could
differ materially from these estimates.

Related Party Transactions

The Company has the following transactions withiftenate Parent and its affiliates as of June
30, 2012:

Assets and receivables from affiliated companiescamprised of:

Securities purchased under agreements tb rese $ 8,660,570
Securities borrowed 16,310,815
Rebates receivable 84,310

Liabilities and payables to affiliated companies eomprised of:

Securities loaned $70,848,176
Payables to affiliates 662,243
Rebates payable and other liabilities 15,600



Note 2 - Summary of Significant Accounting Policies

Cash

Cash consists of cash held on deposit.

Cash Deposited With Clearing Organization

Cash deposited with clearing organization represeash deposited with the Options Clearing
Corporation.

Financial Instruments and Fair Value

Securities received as collateral and Obligationrdturn securities received as collateral are
measured at fair value as required by accountingdggge. A description of the Company’s policies
regarding fair value measurement and its applinatio the Company’'s financial instruments
follows.

Fair Value Measurement — Definition and Hierarchy

Fair value is defined as the price that would leeireed to sell an asset or paid to transfer alitgbi
(i.e., the “exit price”) in an orderly transactibetween market participants at the measurement date

In determining fair value, the Company uses variatuation approaches and establishes a
hierarchy for inputs used in measuring fair valbattmaximizes the use of relevant observable
inputs and minimizes the use of unobservable inpytequiring that the most observable inputs be
used when available. Observable inputs are inaiisrharket participants would use in pricing the
asset or liability developed based on market dditaimed from sources independent of the
Company. Unobservable inputs are inputs that eeftkte Company’s assumptions about the
assumptions other market participants would ug®ising the asset or liability developed based on
the best information available in the circumstandds hierarchy is broken down into three levels
based on the observability of inputs as follows:

* Level 1 -- Valuations based on quoted prices ativa markets for identical assets or
liabilities that the Company has the ability to e&x. Valuation adjustments and block
discounts are not applied to Level 1 instrumeigsce valuations are based on quoted prices
that are readily and regularly available in anwctnarket, valuation of these products does
not entail a significant degree of judgment.

» Level 2 -- Valuations based on one or more quetezes in markets that are not active or for
which all significant inputs are observable, eittgectly or indirectly.

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

The availability of observable inputs can vary frgmoduct to product and is affected by a wide
variety of factors, including, for example, the ¢ypf product, whether the product is new and not
yet established in the marketplace, the liquiditynarkets and other characteristics particulahto t
product. To the extent that valuation is based @udets or inputs that are less observable or
unobservable in the market, the determination wfvalue requires more judgment. Accordingly,
the degree of judgment exercised by the Compangatermining fair value is greatest for
instruments categorized in Level 3 of the fair ealhierarchy.
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The Company considers prices and inputs that amermuas of the measurement date, including
during periods of market dislocation. In periodsyarket dislocation, the observability of priceslan
inputs may be reduced for many instruments. Tlisdition could cause an instrument to be
reclassified from Level 1 to Level 2 or Level 2ltevel 3 of the fair value hierarchy (see Note B).
addition, a downturn in market conditions couldde® declines in the valuation of many
instruments.

In certain cases, the inputs used to measure dahievmay fall into different levels of the fair ual
hierarchy. In such cases, for disclosure purpdsedevel in the fair value hierarchy within which
the fair value measurement falls in its entiretglétermined based on the lowest level input that is
significant to the fair value measurement in itsrety.

Valuation Techniques

Many cash instruments have bid and ask pricesctmratbe observed in the marketplace. Bid prices
reflect the highest price that a party is willinggay for an asset. Ask prices represent the lowest
price that a party is willing to accept for an ass®r financial instruments whose inputs are based
on bid-ask prices, the Company does not requir¢ tha fair value estimate always be a
predetermined point in the bid-ask range. The Cayiggpolicy is to allow for mid-market pricing
and adjusting to the point within the bid-ask ratiggt meets the Company’s best estimate of fair
value. For offsetting positions in the same finahmstrument, the same price within the bid-ask
spread is used to measure both the long and sbsitiqms.

Fair value for many cash instruments is derivechgigiricing models. Pricing models take into
account the contract terms (including maturity) vasll as multiple inputs, including, where
applicable, equity prices, interest rate yield estvcredit curves, correlation, creditworthinesghef
counterparty and creditworthiness of the CompanhelW appropriate, valuation adjustments are
made to account for various factors such as liggidsk (bid-ask adjustments), credit quality and
model uncertainty. Adjustments for liquidity risljast model derived mid-market levels of Level 2
financial instruments for the bid-mid or mid-askesd required to properly reflect the exit priceaof
risk position. Bid-mid and mid-ask spreads are radrio levels observed in trade activity, broker
guotes or other external third-party data. Wheeséhspreads are unobservable for the particular
position in question, spreads are derived from ade levels of similar positions. The Company
also considers collateral held and legally enfdoteanaster netting agreements that mitigate the
Company’s exposure to each counterparty. Adjustsndat model uncertainty are taken for
positions whose underlying models are reliant aggnificant inputs that are neither directly nor
indirectly observable, hence requiring relianceestablished theoretical concepts in their derivatio
These adjustments are derived by making assessmoktite possible degree of variability using
statistical approaches and market-based informatibvere possible. The Company generally
subjects all valuations and models to a review ggsdnitially and on a periodic basis thereafter.

Fair value is a market-based measure considereu thie perspective of a market participant rather
than an entity-specific measure. Therefore, evearwharket assumptions are not readily available,
the Company’'s own assumptions are set to refleoseththat the Company believes market
participants would use in pricing the asset oriliigbat the measurement date.

See Note 3 for a description of valuation technsgaggplied to financial instruments measured at fair
value.



Valuation Process

The Valuation Review Group (“VRG”) within the Finaal Control Group (“FCG”) of the Ultimate
Parent is responsible for the Company’s fair vamatation policies, processes and procedures.
VRG is independent of the business units and regorthe Chief Financial Officer (“CFQO”) of the
Ultimate Parent, who has final authority over tladuation of the Company’s financial instruments.
VRG implements valuation control processes to @didhe fair value of the Company’s financial
instruments measured at fair value including thdegved from pricing models. These control
processes are designed to assure that the valeédardinancial reporting are based on observable
inputs wherever possible. In the event that obddevimputs are not available, the control processes
are designed to assure that the valuation appnatiided is appropriate and consistently applied an
the assumptions are reasonable.

The Company’s control processes apply to finanostruments categorized in Level 1, Level 2 or
Level 3 of the fair value hierarchy, unless othemwnoted. These control processes include:

Model Review. VRG, in conjunction with the Market Risk Depaent (“MRD”) and,
where appropriate, the Credit Risk Management Deyant, both of which report to the
Chief Risk Officer of the Ultimate Parent, indepently review the valuation model's
theoretical soundness, the appropriateness of #heation methodology and calibration
techniques developed by the business units usisgreable inputs. Where inputs are not
observable, VRG reviews the appropriateness ofptioposed valuation methodology to
ensure it is consistent with how a market partictpaould arrive at the unobservable input.
The valuation methodologies utilized in the absen€eobservable inputs may include
extrapolation techniques and the use of compa@idervable inputs. As part of the review,
VRG develops a methodology to independently vetifg fair value generated by the
business unit's valuation model. Before trades extecuted using new valuation models,
those models are required to be independently wede All of the Company’s valuation
models are subject to an independent annual VRB&wev

Independent Price Verification. The business units are responsible for determitiadair
value of financial instruments using approved vatumamodels and valuation methodologies.
Generally on a monthly basis, VRG independentlyidea¢s the fair values of financial
instruments determined using valuation models kgrdening the appropriateness of the
inputs used by the business units and testing danga with the documented valuation
methodologies approved in the model review prodessribed above.

VRG uses recently executed transactions, otherredisie market data such as exchange
data, broker/dealer quotes, third-party pricingdas and aggregation services for validating
the fair values of financial instruments generaisohg valuation models. VRG assesses the
external sources and their valuation methodologpegetermine if the external providers
meet the minimum standards expected of a thirdggarting source. Pricing data provided
by approved external sources is evaluated usingnabar of approaches; for example, by
corroborating the external sources’ prices to etezttrades, analyzing the methodology and
assumptions used by the external source to gengatiee and/or by evaluating how active
the third-party pricing source (or originating soes used by the third-party pricing source)
is in the market. Based on this analysis, VRG gaesra ranking of the observable market
data to ensure that the highest-ranked market statece is used to validate the business
unit’s fair value of financial instruments.



For financial instruments categorized within Le&lof the fair value hierarchy, VRG
reviews the business unit's valuation techniquesrisure these are consistent with market
participant assumptions.

The results of this independent price verificatéord any adjustments made by VRG to the
fair value generated by the business units areepted to management of the Institutional
Securities Group business segment of the Ultimater® and its consolidated subsidiaries,
the CFO and the Chief Risk Officer on a regulaisas

Review of New Level 3 Transactions. VRG reviews the model and valuation methodology
used to price all new material Level 3 transactiand both FCG and MRD management
must approve the fair value of the trade thatitsailly recognized.

Reverse Repurchase and Securities Lending Transaetis

Securities borrowed or purchased under agreementgesell and securities loaned are treated as
collateralized financings. Securities purchasedeunagreements to resell (“reverse repurchase
agreements”) are carried on the statement of fiahmondition at the amounts of cash paid or
received, plus accrued interest. Securities bagtband securities loaned are recorded at the amount
of cash collateral advanced or received.

Income Taxes

Income tax expense is provided for using the aasdtliability method, under which deferred tax
assets and liabilities are determined based upertaimporary differences between the financial
statement and income tax bases of assets andtiésbilsing currently enacted tax rates.

Employee Benefits

Employees of the Company participate in compensatial benefit plans of the Ultimate Parent and
its affiliates.

Accounting Developments

Reconsideration of Effective Control for Repurchase Agreements. In April 2011, the Financial
Accounting Standards Board (the “FASB”) issued aotimg guidance that modifies the criteria that
must be satisfied for a transfer of financial asdetbe accounted for as a sale. If the transferor
maintains effective control over the transferredess the transaction is to be accounted for as a
financing. This guidance eliminates from the aswvesd of effective control (1) the criterion
requiring the transferor to have the ability to uejhase or redeem the financial assets on
substantially the agreed terms, even in the evedefault by the transferee, and (2) the collateral
maintenance implementation guidance related to thi#trion. This guidance is effective for
transfers occurring on and after January 1, 2012, ddoption of this accounting guidance did not
have a material impact on the Company’s statemfeintancial condition.

Amendments to Achieve Common Fair Value Measurement and Disclosure Requirements in U.S

GAAP and IFRS. In May 2011, the FASB issued an accounting upda&¢ tlarifies existing fair

value measurement guidance and changes certasigbes or requirements for measuring fair value

or disclosing information about fair value measueais. This update results in common principles

and requirements for measuring fair value and facldsing information about fair value

measurement in accordance with U.S. GAAP and latemal Financial Reporting Standards
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(“IFRS”). The guidance became effective for the @amy beginning on January 1, 2012. See Note
3 for additional disclosures as required by thisoaoting guidance.

Note 3 — Fair Value Disclosures

Fair Value Measurements

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

Securities received as collateral and Obligationrdéturn securities received as collateral are
generally valued based on quoted market pricesaaadcategorized in Level 1 of the fair value
hierarchy.

The following fair value hierarchy table presentdormation about the Company’'s assets and
liabilities measured at fair value on a recurrigib at June 30, 2012. See Note 2 for a discus$ion
the Company’s policies regarding the fair valugdmehy.

Assets and Liabilities Measured at Fair Value on &ecurring Basis as of June 30, 2012

Quoted Prices in
Active Markets for
Identical Assets

(Level 1)
Assets
Securities received as collateral $ 1,148,340
Liabilities
Obligation to return securities
received as collateral $ 1,148,34(

There have been no transfers between levels dathealue hierarchy during 2012.

Financial Instruments Not Measured at Fair Value

The table below presents the carrying value, falue and fair value hierarchy category of certain
financial instruments that are not measured atviliie in the statement of financial condition.

The carrying value of Cash, Cash deposited witlaroclg organization, and other short-term
financial instruments such as reverse repurchaseagnts, Securities borrowed, Securities loaned
and certain payables arising in the ordinary coofdausiness approximate fair value because of the
relatively short period of time between their onigion and expected maturity.



Financial Instruments Not Measured At Fair Value atJune 30, 2012

At June 30, 2012 Fair Value Measurements using:
Quoted
Prices in
Active
Markets for Significant Significant
Identical Observable Unobservable
Carrying Fair Assets Inputs Inputs
Value Value (Level 1) (Level 2) (Level 3)
Financial assets®
Cash $ 640,345 $ 640,345 $ 640,345 $ - $
Cash deposited
with clearing organizations 111,546 111,546 111,546
Securities purchased
under agreements to resell 8,660,570 8,660,570 - 8,660,570
Securities borrowed 68,110,195 68,110,195 - 681188,
Financial liabilities: @
Securities loaned $ 76,392,843 $ 76,392,843 $ - $ 76,392,843 $
Payables:
Affiliates 662,243 662,243 - 662,243

@ Accrued interest and fees receivables and payalfiese carrying value approximates fair value hasenbexcluded.

Note 4 — Collateralized Transactions

The Company enters into reverse repurchase agrégnsecurities borrowed and securities loaned
transactions to, among other things, settle otbeurities obligations, accommodate counterparties’
needs and finance the Parent’s inventory positidime Company’s policy is generally to take
possession of Securities received as collateraiyr@es purchased under agreements to resell and
Securities borrowed. The Company manages credibsexp arising from reverse repurchase
agreements, securities borrowed and securitieetbtmansactions by, in appropriate circumstances,
entering into master netting agreements and codlaégrangements with counterparties that provide
the Company, in the event of a counterparty defaugt right to liquidate collateral and the rigbt t
offset a counterparty’s rights and obligations. e T®ompany also monitors the fair value of the
underlying securities as compared with the relagegivable or payable, including accrued interest,
and, as necessary, requests additional collateraEnsure such transactions are adequately
collateralized. Where deemed appropriate, the Cogipagreements with third parties specify its
rights to request additional collateral.

The Company receives collateral in the form of séies in connection with reverse repurchase
agreements and securities borrowed transactiomaahy cases, the Company is permitted to sell or
repledge these securities held as collateral aedthes securities to enter into securities lending
transactions. The Company additionally receivesisiées as collateral in connection with certain

securities-for-securities transactions in which @@mpany is the lender. In instances where the
Company is permitted to sell or repledge thesergiexs) the Company reports the fair value of the
collateral received and the related obligation étum the collateral in the statement of financial
condition. The Company also engages in secufitiesecurities transactions in which the

Company is the borrower that are accounted forflasatance sheet items. At June 30, 2012, the
fair value of financial instruments received adateral where the Company is permitted to sell or
repledge the securities was $89,446,309, and tihevdtéue of the portion that had been sold or
repledged was $88,513,426.



Note 5 — Commitments, Guarantees and Contingencies

Letters of Credit

The Company has the ability to issue letters otlicr®o satisfy various collateral requirements;
however, none were outstanding at June 30, 2012.

Legal

There are no pending legal actions, including eabdns, class actions and other litigation, agsin

in connection with the Company’s activities as &uskies borrowing and securities lending
financial services institution.  Where availabiéormation indicates that it is probable a liatyili
had been incurred at the date of the statementinaihdial condition and the Company can
reasonably estimate the amount of that loss, thrapgaay accrues the estimated loss by a charge to
income. There are no legal reserves in the stateafi¢imancial condition as of June 30, 2012.

Note 6 - Risk Management

The Company’s risk management policies and relptededures are integrated with those of the
Ultimate Parent and its other consolidated subsetia These policies and related procedures are
administered on a coordinated global basis witlsictaration given to each subsidiary’s, including
the Company’s, specific capital and regulatory megnents. For the Risk Management discussion
which follows, the term “Company” includes the Wdiate Parent and its consolidated subsidiaries.

Risk is an inherent part of the Company’s busiress activities. Management believes effective
risk management is vital to the success of the @Gmyip business activities. Accordingly, the

Company has policies and procedures in place mtifying, measuring, monitoring and managing
each of the various types of significant risks ined in the activities of its business and support
functions. The Company’s ability to properly andeefively identify, assess, monitor and manage
each of the various types of risk involved in itsiaties is critical to its soundness and profiligyn

The Company’s portfolio of business activities Isel@duce the impact that volatility in any

particular area or related areas may have on iteemenues as a whole.

The cornerstone of the Company’s risk managemeihbguphy is the execution of risk-adjusted
returns through prudent risk-taking that protebts Company’s capital base and franchise. Five key
principles underlie this philosophy: comprehensess) independence, accountability, defined risk
tolerance and transparency. The fast-paced, compled constantly-evolving nature of global
financial markets requires that the Company maingairisk management culture that is incisive,
knowledgeable about specialized products and markamwd subject to ongoing review and
enhancement. To help ensure the efficacy of riskagament, which is an essential component of
the Company’s reputation, senior management regjtiverough and frequent communication and
the appropriate escalation of risk matters.

Credit Risk

Credit risk refers to the risk of loss arising wkeehorrower, counterparty or issuer does not niget i

financial obligations. The Company incurs credgkriexposure to institutions and sophisticated
investors. This risk may arise from a variety ofibess activities, including, but not limited to,

extending credit to clients; providing funding that secured by physical or financial collateral

whose value may at times be insufficient to cover lban repayment amount; and posting margin
and/or collateral to counterparties.
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The Company has structured its credit risk managenmramework to reflect that each of its
businesses generates unique credit risks, andliseegbpractices to evaluate, monitor and control
credit risk exposure both within and across busiresgments. The Company is responsible for
ensuring transparency of material credit risks,ugng compliance with established limits,
approving material extensions of credit, and esicgarisk concentrations to appropriate senior
management. The Company’s credit risk exposure asaged by credit professionals and risk
committees that monitor risk exposure, includingdar sensitive, higher risk transactions.

Note 7 - Income Taxes

The Company is included in the consolidated fed@@me tax return filed by the Ultimate Parent.
Federal income taxes have been provided on a gepandity basis in accordance with the tax
allocation agreement with the Ultimate Parent. Toenpany is included in the combined state and
local income tax returns with the Ultimate Parent aertain other subsidiaries of the Ultimate
Parent. State and local income taxes have beendpbwon separate entity income at the effective
tax rate of the Company’s combined filing group.

In accordance with the terms of the Tax Allocathgreement with the Ultimate Parent, all current
and deferred taxes are offset with all other irderpany balances with the Ultimate Parent.

The Company, through its inclusion in the returntleé¢ Ultimate Parent, is under continuous
examination by the Internal Revenue Service (tHeS*) and other tax authorities in certain
countries and states in which the Company hasfgignt business operations, such as New York.
The Company is currently under examination by RR8& IAppeals Office for the remaining issues
covering tax years 1999 — 2005. Also, the Companycurrently at various levels of field
examination with respect to audits with the IRSya#l as New York State and New York City, for
tax years 2006 — 2008 and 2007 — 2009, respectively

The Company believes that the resolution of taxtenstwill not have a material effect on the
statement of financial condition of the Company.

It is reasonably possible that significant chanigethe gross balance of unrecognized tax benefits
may occur within the next 12 months. At this tirhewever, it is not possible to reasonably estimate
the expected change to the total amount of unrézedriax benefits and impact on the effective tax
rate over the next 12 months.

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

Jurisdiction Tax Year
United States 1999
New York State and City 2007

Note 8 - Requlatory Requirements

The Company is a registered broker-dealer and,rdicgy, is subject to the minimum net capital
requirements of the SEC and the Financial InduRegulatory Authority (“FINRA”). Under these
rules, the Company is required to maintain mininet Capital, as defined under SEC Rule 15¢3-
1, of not less than 2% of aggregate debit itemsirayi from customer transactions or $250,
whichever is greater. At June 30, 2012, the Coryigaet Capital was $449,508 which exceeded
the minimum requirement by $449,258.
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The Company is exempt from the provisions of Rle3t3 under the Securities Exchange Act of
1934 in that the Company’s activities are limiteditiose set forth in the conditions for exemption
appearing in paragraph (k)(2)(ii) of the Rule.

Note 9 - Subsequent Events

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