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MORGAN STANLEY SMITH BARNEY LLC
CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
June 30, 2011
(Unaudited)
(In thousands of dollars)

ASSETS
Cash and cash equivalents $ 55,733
Cash deposited with clearing organizations or gfgeel under federal and
other regulations or requirements 3,347,557
Financial instruments owned, at fair value (apprately $304,211 were pledged to various parties):
U.S. government and agency securities 665,193
Other sovereign government obligations 2,221
Corporate and other debt 1,168,971
Corporate equities 47,241
Derivative contracts 5,915
Investments 407
Physical commodities 1,573
Total financial instruments owned, at fair value 1,891,521
Securities purchased under agreements to resell 4,255,905
Securities borrowed 568,390
Receivables:
Customers (net of $3,120 allowance for deloits) 1,898,436
Brokers, dealers and clearing organization 598,704
Fees, interest and other 570,142
Affiliates 29,015
Premises, equipment and software, at cost (netcfraulated
depreciation and amortization of $9,380) 17,719
Goodwill 4,609,026
Intangible assets (net of accumulated amortizaifd$687,823) 3,538,171
Other assets 628,806
Total assets $ 22,009,125
LIABILITIES AND MEMBER’S EQUITY
Short-term borrowings $ 778,016
Financial instruments sold, not yet purchasedqiatvglue:
U.S. government and federal agency seesirit 487,486
Other sovereign government obligations 2,663
Corporate and other debt 531,911
Corporate equities 54,488
Derivative contracts 612
Total financial instruments sold, not yet purchasedair value 1,077,160
Securities sold under agreements to repurchase 2,049,877
Securities loaned 163,326
Payables:
Customers 4,372,751
Brokers, dealers and clearing organization 169,851
Interest and dividends 14,991
Other liabilities and accrued compensation expenses 2,629,519
Total liabilities 11,255,491
Subordinated liabilities 650,000
Member’s equity:
Member’s interest 9,624,857
Retained earnings 478,777
Total member’s equity 10,103,634
Total liabilities and member’s equity $ 22,009,125

See Notes to Consolidated Statement of Financiatifion.
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MORGAN STANLEY SMITH BARNEY 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 Smith Barney LLC (“MSSB”) and itsbsidiaries (collectively, the “Company”) offer a
wide variety of financial products and provide ficgl services to a large and diversified grouplmnts,
financial institutions and individuals. The Companlgusinesses include financial advisory servisakes,
and trading in fixed income securities and relgbeaducts, including foreign exchange and investment
activities and new issue distribution of fixed in@® equity and packaged products. The Company
provides clients with a comprehensive array ofifgial solutions, including MSSB products and sexsjand
products and services from third party provideushsas insurance companies and mutual fund famillies
Company offers brokerage and investment advisoryicgs covering various investment alternatives;
financial and wealth planning services; annuity eassdrance products; cash management; and retitgriaen
services through a network of over 16,700 finarmilisors in the U.S.

MSSB is registered with the Securities and Excha@gemission (“SEC”) as a broker-dealer and is also
registered as a futures commission merchant wgrCtommodity Futures Trading Commission (“CFTC").

The Company is a wholly owned subsidiary of Mordaranley Smith Barney Holdings LLC (the
“Parent”), of which 51% is indirectly owned by Maumy Stanley (the “Ultimate Parent”) and 49% by
Citigroup Inc. (“Citi").

Basis of Financial Information

The consolidated statement of financial conditisrpiepared in accordance with accounting principles
generally accepted in the United States of Ame(itaS.”), which require the Company to make
estimates and assumptions regarding the valuatibnsertain financial instruments, the valuation of
goodwill, the outcome of litigation and tax matteand other matters that affect the consolidatatkstent

of financial condition and related disclosures. Tampany believes that the estimates utilized & th
preparation of the consolidated statement of firroondition are prudent and reasonable. Actusliite
could differ materially from these estimates.

The consolidated statement of financial conditiocludes the accounts of MSSB and its wholly owned
subsidiaries. MSSB’s policy is to consolidate atities in which it owns more than 50% of the
outstanding voting stock unless it does not corttrelentity.

At June 30, 2011, the Company’s consolidated sidrséd reported $9,942 of assets, $8,635 of liddsmsli
and $1,307 of member’s equity on a stand-alonesbasi

All material intercompany balances and transactiuitis its subsidiaries have been eliminated.
Related Party Transactions

The Company has transactions with the Ultimate maend its affiliates. Subordinated liabilities
transacted with the Ultimate Parent are describddbite 7.

On April 28, 2011 MSSB repaid a portion of its Subpated debt with the Ultimate Parent in the antoun
of $250,000.



Morgan Stanley & Co. LLC (“MS&Co.”) contributed rearch services totaling $8,785 throughout the
year.

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

Securities purchased under agreements to ré&salb¢se repurchase agreements”) $ 3,937,273

Securities borrowed 568,390
Receivables - Brokers, dealers and clearing dzgdons 28,267
Other assets 4 583

Liabilities and payables to affiliated companieotdune 30, 2011 are comprised o

Securities sold under agreements to repurchaspufthase agreements"”) $ 845,305
Short term borrowings 778,016
Securities loaned 163,326
Payables - Brokers, dealers and clearing orgtoiza 68,656

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 onigfi
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 ggdesl under federal and other regulations or
requirements include cash segregated in compliaitbefederal and other regulations and represemigu
deposited by customers and funds accruing to custas a result of trades or contracts.

Financial Instruments and Fair Value

A significant portion of the Company’s financiatnuments are carried at fair value with changesin
value recognized in earnings of each period. A riason of the Company’s policies regarding failua
measurement and its application to these finaimtsiuments 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. These fadaimstruments primarily represent the Company’s
trading activities and include both cash and déisiegproducts.

The fair value of over-the-counter (“OTC”) finankiastruments, including derivative contracts rethto
financial instruments and commodities, is preseritedhe accompanying consolidated statement of
financial condition on a net-by-counterparty bagiben appropriate. Additionally, the Company netis f
value of cash collateral paid or received agaiastalue amounts recognized for net derivativetmrs
executed with the same counterparty under the saaséer netting agreement.



Fair Value Measurement — Definition and Hierarchy

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

In determining fair value, the Company uses varigalsation approaches and establishes a hieramhy f
inputs used in measuring fair value that maximibesuse of observable inputs and minimizes theofise
unobservable inputs by requiring that the most ladde inputs be used when available. Observable
inputs are inputs that market participants would wspricing the asset or liability developed based
market data obtained from sources independent@fCthmpany. Unobservable inputs are inputs that
reflect the Company’s assumptions about the assangpbther market participants would use in pricing
the asset or liability developed based on the inéstmation available in the circumstances. Thedrighy

is broken down into three levels based on the @bbdity of inputs as follows:

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

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

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

The availability of observable inputs can vary frproduct to product and is affected by a wide \rgrid
factors, including, for example, the type of pragwehether the product is new and not yet estabtish
the marketplace, the liquidity of markets and otblearacteristics particular to the transaction.the
extent that valuation is based on models or inphds are less observable or unobservable in th&enar
the determination of fair value requires more judgin Accordingly, the degree of judgment exercised
the Company in determining fair value is greatestifistruments categorized in Level 3 of the failue
hierarchy.

The Company uses prices and inputs that are cumseot the measurement date, including during gerio
of market dislocation. In periods of market distbma, the observability of prices and inputs may be
reduced for many instruments. This condition ca#ldse an instrument to be reclassified from Léwvel
Level 2 or Level 2 to Level 3 of the fair value tarchy (see Note 3). In addition, a downturn in kaar
conditions could lead to further declines in thlugtion of many instruments.

In certain cases, the inputs used to measure 8irevmay fall into different levels of the fair ual
hierarchy. In such cases, for disclosure purpdsedetvel in the fair value hierarchy within whidhetfair
value measurement in its entirety falls is deteadibased on the lowest level input that is sigaifico
the fair value measurement in its entirety.

Valuation Techniques

Many cash and OTC contracts have bid and ask pieé<an be observed in the marketplace. Bidepric
reflect the highest price that a party is willimgay for an asset. Ask prices represent the loprést that

a party is willing to accept for an asset. For fiicial instruments whose inputs are based on bigHsks,

the Company does not require that fair value eséinsdways be a predetermined point in the bid-ask
range. The Company'’s policy is to allow for mid#ket pricing and adjusting to the point within thiel-

ask range that meets the Company’s best estimatairo/alue. For offsetting positions in the same
financial instrument, the same price within the-ask spread is used to measure both the long ant sh
positions.



Fair value for many cash instruments and OTC d#viwacontracts is derived using pricing models.
Pricing models take into account the contract te(msluding maturity) as well as multiple inputs
including, where applicable, commodity prices, &guirices, interest rate yield curves, credit cafve
correlation, creditworthiness of the counterpacgditworthiness of the Company, option volatiligmd
currency rates. Where appropriate, valuation adfjests are made to account for various factors asgch
liquidity risk (bid-ask adjustments), credit qugliatnd model uncertainty. Adjustments for liquidrigk
adjust model-derived mid-market levels of Levelrizid.evel 3 financial instruments for the bid-mid or
mid-ask spread are required to properly reflect éki¢ price of a risk position. Bid-mid and mid-ask
spreads are marked to levels observed in tradeitgctoroker quotes or other external third-pargtad
Where these spreads are unobservable for the yartiposition in question, spreads are derived from
observable levels of similar positions. In deteiminthe expected exposure, the Company considers
collateral held and legally enforceable masterimgtgreements that mitigate the Company’s expasure
each counterparty. Adjustments for model unceyaan¢ taken for positions whose underlying modsds a
reliant on significant inputs that are neither dile nor indirectly observable, hence requiringaete on
established theoretical concepts in their derivatithese adjustments are derived by making assessme
of the possible degree of variability using statedt approaches and market-based information where
possible. The Company generally subjects all vadnatand models to a review process initially andao
periodic basis thereafter.

Fair value is a market-based measure considered thie perspective of a market participant rathanth
an entity-specific measure. Therefore, even whenkebaassumptions are not readily available, the
Company’s own assumptions are set to reflect thustethe Company believes market participants would
use in pricing the asset or liability at the measwnt date.

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

Repurchase and Securities Lending Transactions

Securities borrowed or purchased under agreememtgesell and securities loaned or sold under
agreements to repurchase are treated as collasgtdihancings. Securities purchased under agresrten
resell and Securities sold under agreements torckpse are carried on the consolidated statement of
financial condition at the amounts at which theusgies will be subsequently sold or repurchaseds p
accrued interest. Where appropriate, transactidgtis e same counterparty are reported on a nés.bas
Securities borrowed and securities loaned are dedoat the amount of cash collateral advanced or
received.

Receivables and Payables — Customers

Receivables from and payables to customers inclideunts due on cash and margin transactions.
Securities owned by customers, including those tbéateralize margin or similar transactions, aot
reflected on the consolidated statement of findraadition.

Receivables and Payables — Brokers, Dealers and @iag Organizations

Receivables from brokers, dealers and clearingnizgions include amounts receivable for securitieis
delivered by the Company to a purchaser by thdessnt date (“fails to deliver”), margin deposits,
commissions, and net receivables/payables arisong finsettled trades. Payables to brokers, deatets
clearing organizations include amounts payablesémurities not received by the Company from a selle
by the settlement date (“fails to receive”) andgdags to clearing organizations.



Premises, Equipment and Software

Premises and equipment consists of leasehold ireprents, computer and communication equipment,
and software (externally purchased and developethfernal use). Premises and equipment are stdted
cost less accumulated depreciation and amortizaftmpreciation and amortization of premises and
equipment are provided principally by the strailyhe- method over the estimated useful life of teeed
Estimates of useful lives are generally as folloggnputer and communications equipment — 3 to 8yea
Estimated useful lives for software are generally 3 years.

Leasehold improvements are amortized over theredsthe estimated useful life of the asset or, whe
applicable, the remaining term of the lease, buegaly not exceeding 15 years.

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.

Goodwill and Intangible Assets
Goodwill and indefinite-lived intangible assets avat amortized and are reviewed annually (or more
frequently when certain events or circumstancestekor impairment. Finite-lived intangible asset®e
amortized over their estimated useful lives andenggd for impairment.

Other Assets
Other assets include, but are not limited to, pobpapenses. As of June 30, 2011, other assetgdi@acl
$397,453 of contractual prepayments made on behalffiliate and Citi banks related to the Company’
Customer Deposit Sweep Program (“Deposit Program”).

Other Liabilities

Other liabilities include, but are not limited taccrued compensation, deferred income, and accrued
expenses.

Investment Banking

Investment banking includes revenues from the idigion of equity and fixed income securities,
including public offerings, secondary offeringgystd-end funds and unit investment trusts.

Principal Transactions
Principal transactions include revenues from custginpurchases and sales of financial instrumemts i
which the Company acts as a principal and gainsl@ssks on the Company’s inventory positions held,
primarily to facilitate customer transactions.

Commissions

The Company generates commissions from executispiier transactions on stock, options and future
markets. Commission revenues are recognized iadbeunts on trade date.



Asset Management, Distribution and AdministrationFees

Asset management, distribution and administratess fconsist primarily of revenues earned from asset
management services, the distribution of mutualdéinand customers electing a fee-based pricing
arrangement and are generally recognized over ¢hevant contract period, generally quarterly or
annually. In addition, the Company receives feesnfiaffiliated and Citi banks in conjunction witls it
Deposit Program.

Income Taxes

Deferred income taxes reflect the net tax effe€temporary differences between the financial répgr
and tax bases of assets and liabilities and arsumeg using the enacted tax rates and laws thibevih
effect when such differences are expected to revers

Accounting Developments

Goodwill Impairment Tesin December 2010, the Financial Accounting Stamsl&dard (the “FASB”)
issued accounting guidance that modifies Step thefgoodwill impairment test for reporting unitsthwvi
zero or negative carrying amounts. For those regptinits, an entity is required to perform Stepf2he
goodwill impairment test if it is more likely thamot that a goodwill impairment exists. In determmi
whether it is more likely than not that a goodwifipairment exists, an entity shall consider whethere

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

Note 3 — Fair Value Disclosures

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

Financial | 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 quoterkehgrices. Valuation adjustments are not applied.
Accordingly, U.S. Treasury securities are generediegorized in Level 1 of the fair value hierarchy

U.S. Agency Securities

U.S. agency securities are comprised of two maitegoaies consisting of agency-issued debt and
mortgage pass-through pool securities. Non-callalglency-issued debt securities are generally valued
using quoted market prices. Callable agency-issiedt securities are valued by benchmarking model-
derived prices to quoted market prices and trat fda identical or comparable securities. The value

of agency mortgage pass-through pool securitiesodel-driven based on spreads of the comparable To-
be-announced (“TBA") security. Actively traded noaHable agency issued debt securities are cataggbri

in Level 1 of the fair value hierarchy. Callableeagy-issued debt securities and agency mortgage pas
through pool securities are generally categorizetlavel 2, or otherwise in Level 3, of the fair wal
hierarchy.



Other Sovereign Government Obligations

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

Corporate and Other Debt
State and Municipal Securities

The fair value of state and municipal securitiedagermined using recently executed transactioasken
price quotations and pricing models that factorwhgere applicable, interest rates, bond or cresfiawlt
swap spreads and volatility. These bonds are gineediegorized in Level 2 of the fair value hiarlay.

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 sachendors or brokers. When position-specific extkern
price data are not observable, the fair value detation may require benchmarking to similar
instruments and/or analyzing expected credit lostefault and recovery rates. In evaluating theviaiue

of each security, the Company considers securitgteoal-specific attributes including payment pitin
credit enhancement levels, type of collateral,radrlency rates and loss severity among other fadiors
addition, for RMBS borrowers, Fair Isaac CorponatftF-1CQO”) scores and the level of documentation fo
the loan are also considered. Market standard rapdeth as Intex, Trepp or others, may be deplayed
model the specific collateral composition and cémlv structure of each deal. Key inputs to theselel®
are market spreads, forecasted credit losses, [tdefiad prepayment rates for each asset category.
Valuation levels of RMBS and CMBS indices are alsed as an additional data point for benchmarking
purposes or to price outright index positions.

RMBS, CMBS and other ABS are generally categorireldevel 2 of the fair value hierarchy. If external
prices or significant spread inputs are unobseevabif the comparability assessment involves Sicprit
subjectivity related to property type differenceash flows, performance and other inputs, then RMBS
CMBS and other ABS are categorized in Level 3 effdir value hierarchy.

Corporate Bonds

The fair value of corporate bonds is determinechgisiecently executed transactions, market price
guotations (where observable), bond spreads oitadethult swap spreads obtained from independent
external parties such as vendors and brokers adjfist any basis difference between cash and dseva
instruments. The spread data used are for the smneity as the bond. If the spread data do netregice

the issuer, then data that reference a comparsdleri are used. When observable price quotatienscar
available, fair value is determined based on clast inodels with yield curves, bond or single namedi
default swap spreads and recovery rates as signifioputs. Corporate bonds are generally categpbiiiz
Level 2 of the fair value hierarchy; in instancelsene prices, spreads or any of the other aforeoeedi
key inputs are unobservable, they are categorizédvel 3 of the fair value hierarchy.



Corporate Equities
Exchange-Traded Equity Securities

Exchange-traded equity securities are generallyeeabased on quoted prices from the exchange.€&o th
extent these securities are actively traded, vi@oadjustments are not applied and they are caregbin
Level 1 of the fair value hierarchy; otherwise tterg categorized in Level 2 or Level 3 of the fatue
hierarchy.

Derivative Contracts
Listed Derivative Contracts

Listed derivatives that are actively traded araugdlbased on quoted prices from the exchange a&nd ar
categorized in Level 1 of the fair value hierarchysted derivatives that are not actively trades\alued
using the same approaches as those applied to @fiatives; they are generally categorized in Level

of the fair value hierarchy.

OTC DerivativeContracts

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

Depending on the product and the terms of the acm, the fair value of OTC derivative producésc
be either observed or modeled using a series dinigges, and model inputs from comparable
benchmarks, including closed-form analytic form@ach as the Black-Scholes option-pricing moded, an
simulation models or a combination thereof. Manicipg models do not entail material subjectivity
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. Incts®e of more established derivative products, tivéng
models used by the Company are widely acceptetéfirtancial services industry. A substantial mjor

of OTC derivative products valued by the Companngipricing models fall into this category and are
categorized within Level 2 of the fair value hiatay.

For further information on derivative instrumergee Note 8.
I nvestments

All equity investments purchased in connection vifithestment activities are recorded at fair valod a
are included within Financial instruments ownedwestments in the consolidated statement of firgnci
condition. The carrying value of such investmemfects expected exit values based upon appropriate
valuation techniques applied on a consistent b&sish techniqgues employ various markets, income and
cost approaches to determine fair value at the uneagent date. These investments are included ielLev
3 of the fair value hierarchy because, due to gquest trading, exit prices tend to be unobservable
reliance is placed on the above methods.

Physical Commodities
The Company trades various precious metals on baifalts customers. Fair value for physical

commodities is determined using observable inpatduding broker quotations and published indices.
Physical commodities are categorized in Level theffair value hierarchy.
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The following fair value hierarchy table presentfoimation about the Company’s financial assets and
liabilities measured at fair value on a recurriggib as of June 30, 2011. See Note 2 for a disussithe
Company'’s policies regarding the fair value hiengrc

Significant
Quoted Prices in Other Significant
Active Markets for Observable Unobservable
Identical Assets Inputs Inputs Balance as of
(Level 1) (Level 2) (Level 3) June 30, 2011
Assets:
Financial instruments owned:
U.S. government and agency securities:
U.S. Treasury securities $ 307,71 $ 21,08 $ . $ 328,799
U.S. agency securities 48,924 287,42¢ 47 336,394
Total U.S. government and agency
securities 356,63¢ 308,51( 47 665,193
Other sovereign government obligations 2,113 107 1 2,221
Corporate other and debt:
State and municipal securities - 442,147 11 442,158
Residential mortgage-backed
securities - 6,402 478 6,880
Commercial mortgage-
backed securities - 36 27 63
Asset-backed securities - 460 16 476
Corporate bonds - 694,19( 22,13¢ 716,326
Other debt 23 2,92¢ 116 3,068
Total corporate and other debt 23 1,146,16¢ 22,784 1,168,971
Corporate equiti€¥ 41,011 5,99C 240 47,241
Derivative contracts:
Interest rate contracts 1,928 477 - 2,405
Foreign exchange contracts - 51 - 51
Equity contracts 1,195 2,256 8 3,459
Total derivative contracts 3,123 2,784 8 5,915
Investments - - 407 407
Physical commodities - 1,573 - 1,573
Total financial instruments owned $ 402,90 $ 1,465,12 $ 23,48 $ 1,891,521
Liabilities:
Financial instruments sold, not yet
purchased:
U.S. government and agency securities:
U.S. Treasury securities $ 482,53 $ 32 $ $ 482,864
U.S. agency securities 4,331 291 - 4,622
Total U.S. government and agency
securities 486,867 619 - 487,486
Other sovereign government obligations 2,568 95 - 2,663
Corporate and other debt:
State and municipal securities - 3,89€ - 3,896
Corporate bonds - 524,72¢ 2,35¢ 527,084
Other debt - 931 - 931
Total corporate and other debt - 529,552 2,35¢ 531,911
Corporate equiti€ 49,715 4,773 - 54,488
Derivative contracts
Interest rate contracts 100 10 - 110
Foreign exchange contracts - 84 - 84
Equity contracts 56 362 - 418
Total derivative contracts 156 456 - 612
Total financials instruments sold, not
yet purchased $ 539,30 $ 535,49 $ 2,35 $ 1,077,160

% The Company holds or sells short for tradingppaes, equity securities issued by entities iemdi industries and size.
@ Derivative contracts as of June 30, 2011 ddmmitide counterparty netting and cash collateeimg.
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Transfers between Fair Value Hierarchy Levels

During 2011, the Company reclassified approxima$9,292 of U.S. government and agency securities
and $24,934 of Corporate equities from Level 2 ¢wdl 1 as transactions in these securities occuvitid
more frequency and volume to constitute an actigekat.

During 2011, the Company reclassified approxima$y351 of U.S. government and agency securities
and $7,156 of corporate and other debt from Leviel Bevel 2. External broker quotes became avalabl
in 2011 for valuation comparison.

Financial Instruments Not Measured at Fair Value

Some of the Company’s financial instruments are metasured at fair value on a recurring basis but
nevertheless are recorded at amounts that apprtii@ia value due to their liquid or short-term umat
Such financial assets and financial liabilitiesline: Cash and cash equivalents, Cash depositdd wit
clearing organizations or segregated under fedanal other regulations or requirements, Securities
purchased under agreements to resell, Securitresvioed, Securities sold under agreements to repsgsh
Securities loaned, Receivables — customers, Rdiewa- brokers, dealers and clearing organizations,
Payables — customers, Payables — brokers, deatetscl@aring organizations, certain Short-term
borrowings, and Subordinated liabilities

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 positions settle
other securities obligations, to accommodate custehmeeds and to finance the Company’s inventory
positions. The Company’s policy is generally toetggossession of Securities purchased under agré&emen
to resell and Securities borrowed. The Company gesmaredit exposure arising from reverse repurchase
agreements, repurchase agreements, securitieswieoirand securities loaned transactions by, in
appropriate circumstances entering into masteringetigreements and collateral arrangements with
counterparties that provide the Company, in theneota customer default, the right to liquidatdateral

and the right to offset a counterparty’s rights abtigations. The Company also monitors the failugaf

the underlying securities as compared with thetedlaeceivable or payable, including accrued irstere
and, as necessary, requests additional collaterahsure such transactions are adequately coliaesta
Where deemed appropriate, the Company’s agreemstiisthird parties specify its rights to request
additional collateral.

The Company also engages in securities financiags#ctions for customers through margin lending.
Under these agreements and transactions, the Cgngiduer receives or provides collateral, including
U.S. government and agency securities, other sigvegevernment obligations, corporate and othet,deb
and corporate equities. Customer receivables g&@tkefrom margin lending activity are collateratizzy
customer-owned securities held by the Company. Company monitors required margin levels and
established credit limits daily and, pursuant tohsguidelines, requires customers to deposit ashdtor
reduce positions, when necessary. Margin loanextended on a demand basis and are not committed
facilities. Factors considered in the review ofrgia loans are the amount of the loan, the intended
purpose, the degree of leverage being employelderatcount, and overall evaluation of the portfadio
ensure proper diversification or, in the case ohcemtrated positions, appropriate liquidity of the
underlying collateral or potential hedging stragsgto reduce risk. Additionally, transactions riafgtto
concentrated or restricted positions require aergvof any legal impediments to liquidation of the
underlying collateral. Underlying collateral for rgan loans is reviewed with respect to the liquidif the
proposed collateral positions, valuation of se@sit historic trading range, volatility analysisdaan
evaluation of industry concentrations. For thesmdactions, adherence to the Company’s collateral
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policies significantly limits the Company’s creditposure in the event of customer default. The Gaomp
may request additional margin collateral from costcs, if appropriate, and, if necessary, may sell
securities that have not been paid for or purckasarities sold but not delivered from custometslune
30, 2011, there were approximately $1,692,454 efaruer margin loans outstanding.

The Company pledges its financial instruments owttedollateralize repurchase agreements and other
securities financings. Pledged financial instrutaehat can be sold or repledged by the securdy pes
identified as Financial instruments owned (pled¢ed/arious parties) in the consolidated statemént o
financial condition. The carrying value and clésation of financial instruments owned by the Canyp

that have been loaned or pledged to counterpavtiese those counterparties do not have the righello

or repledge the collateral as of June 30, 2011 asifellows:

Financial instruments owned:

U.S. government and agency securities $ 524,260
Other sovereign government obligations 488
Corporate and other debt 639,835
Corporate equities 121
Total $ 1,164,704

The Company receives collateral in the form of s@ies in connection with reverse repurchase
agreements, securities borrowed and derivativeséictions, and customer margin loans. In many cases,
the Company is permitted to sell or repledge thsesmirities held as collateral and use the secsititie
secure repurchase agreements, to enter into sesuehding and derivative transactions or foragl to
counterparties to cover short positions. The Compaaditionally receives securities as collateral in
connection with certain securities-for-securitieansactions in which the Company is the lender. In
instances where the Company is permitted to sektpledge these securities, the Company report&ihe
value of the collateral received and the relatetigatbon to return the collateral in the consoletht
statement of financial condition. At June 30, 20ttle fair value of financial instruments receivedd a
collateral where the Company is permitted to sellepledge the securities was $4,824,253, anddine f
value of the portion that had been sold or replddgas $1,440,276.

The Company is subject to concentration risk bydimg large positions in certain types of securites
commitments to purchase securities of a singleeissncluding sovereign governments and otheriesfit
issuers located in a particular country or geog@phea, public and private issuers involving depéig
countries, or issuers engaged in a particular inguginancial instruments owned by the Company
include U.S. government and agency securities, lwhicthe aggregate, represented approximately 3% o
the Company’s total assets at June 30, 2011. litiaadsubstantially all of the collateral held liye
Company for resale agreements or bonds borrowei@dhvibgether represented approximately 21% of the
Company’s total assets at June 30, 2011, consiseatrities issued by the U.S. government, federal
agencies or other sovereign government obligati®usitions taken and commitments made by the
Company, including positions taken and underwrgingnd financing commitments, often involve
substantial amounts and significant exposure taviddal issuers and businesses, including non-
investment grade issuers.

Note 5 — Goodwill and Net Intangible Assets

The Company tests goodwill for impairment on anuahrbasis and on an interim basis when certain
events or circumstances exist. Goodwill impairmsrdetermined by comparing the estimated fair value
with its respective book value. If the estimateid value exceeds the book value, goodwill is natrded

to be impaired. If the estimated fair value is beloook value, however, further analysis is requited
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determine the amount of the impairment. The Comgampleted its annual goodwill impairment testing,
as of July 1, 2011, which did not result in any d@dl impairment.

There have been no changes in the carrying amduhecCompany’s goodwill for the period ended June
30, 2011.

Intangible assets were transferred to the Companihé Parent related to the assets contributed upon
MSSB'’s formation. At June 30, 2011, net intangidsets were $3,538,171, comprised of:

Customer relationships $ 3,435,671
Research 102,500
Net intangible assets at June 30, 2011 $ 3,538,171

The estimated useful life of MSSB’s customer relaships and research are sixteen years and fivs,yea
respectively.

Note 6 - Short-Term Borrowings

Short-term borrowings from affiliates are unsecurbdar interest at prevailing market rates and are
payable on demand. Such balance consists prim@ritercompany funding from the Ultimate Paresit a
well as other intercompany payables, which settldné normal course of business.

Note 7 - Subordinated Liabilities

Subordinated liabilities consist of two Subordimhteevolving Credit Agreements with the Ultimate
Parent dated May 29, 2009 and December 29, 2009 nfdturity dates, interest rates, and fair valdfes o
each subordinated note as of June 30, 2011 amdl@asd:

Subordinated Notes Maturity Date Interest Rate Par Value Fair Value
Subordinated Revolver July 31, 2016 5.35% $ 100,000 $ 111,582
Subordinated Revolver February 28, 2017 3.51% 550,000 563,858

$ 650,000 $ 675,440

Note 8 - Derivative Instruments

The Company trades and takes proprietary positionsisted futures, forwards, options and other
derivatives referencing, among other things, irdermtes, currencies, investment grade and non-
investment grade corporate credits, loans, bondS, bnd other sovereign securities, emerging market
bonds and loans, credit indices, asset-backedisenutices, property indices, mortgage-related atiger
asset-backed securities and real estate loan geodiee Company uses these instruments for trading.

The Company manages its trading positions by enmos variety of risk mitigation strategies. These
strategies include diversification of risk exposuaed hedging. Hedging activities consist of theclpaise

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

The following table summarizes the fair value ofidkive instruments not designated as accounting
hedges by type of derivative contract on a grosasbas of June 30, 2011. Fair values of derivative
contracts in an asset position are included in ri€i@ instruments owned—derivative contracts. Fair
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values of derivative contracts in a liability pasit are reflected in Financial instruments soldt yet
purchased—derivative contracts.

Assets Liabilities
Fair Value Notional Fair Value Notional

Derivatives not designated as accounting hétige

Interest rate contracts $ 2,405 $ 362,66C $ 110 $ 1,964,220
Foreign exchange contracts 51 11,161 84 8,099
Equity contracts 3,459 172,90¢ 418 35,963
Commodity contracts - 3,757 - 174
Total derivatives $ 5915 $ 550,487 $ 612 $ 2,008,456

@ Notional amounts include net notionals relatedbtwlfutures contracts of $69,257, and short futooedracts of $1,952,674. The variation
margin on these futures contracts (excluded fraertable above) of $358 is included in ReceivabBmokers, dealers and clearing
organizations on the consolidated statement ohfirz condition.

Note 9 — Commitments, Guarantees and Contingencies

Letters of Credit

The Company has the ability to issue letters aflici@utstanding to satisfy various collateral regaients;
however, none were outstanding at June 30, 2011.

Premises and Equipment

At June 30, 2011, future minimum rental commitmenét of subleases, principally on office rentaérev
as follows:

Fiscal Year Gross Amount Sublease Income Net Amount
2011 $ 135,529 $ 1,460 $ 134,069
2012 276,756 3,005 273,751
2013 255,284 2,840 252,444
2014 221,557 2,469 219,088
2015 177,969 2,215 175,754

Thereafter 460,593 3,264 457,329
Total $ 1,527,688 $ 15,253 $ 1,512,435

Occupancy lease agreements, in addition to basalsegenerally provide for rent and operating esge
escalations resulting from increased assessmantsdbestate taxes and other charges.

Securities Activities

Financial instruments sold, not yet purchased sspreobligations of the Company to deliver spedifie
financial instruments at contracted prices, therebgating commitments to purchase the financial
instruments in the market at prevailing prices.ng&guently, the Company’s ultimate obligation tiséa

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

The Company has obligations under certain guararge@ngements, including contracts and
indemnification agreements that contingently regudr guarantor to make payments to the guaranteed
party based on changes in an underlying measucé ggian interest or foreign exchange rate, sgourit
commodity price, an index or the occurrence or aocurrence 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 paymémtthe guaranteed party based on another entity's
failure to perform under an agreement, as wellhdgect guarantees of the indebtedness of oth€re
Company’s use of guarantees is described belowgdsydf guarantee.

The table below summarizes certain information méigg the Company’s obligation under guarantee
arrangements at June 30, 2011:

Maximum Potential Payout/Notional

. Carrying

Years to Maturity Amount
Less (Asset)/ Collateral/
Type of Guarantee than 1 1-3 3-5 Over 5 Total Liability Recourse
Derivative contracts $ 16,816 $ 15018 $ — $ — $ 31834 % 373 % —

Derivative Contracts

Certain derivative contracts meet the accountirfipitien of a guarantee, including certain writteptions
and contingent forward contracts. Although the Canybs derivative arrangements do not specifically
identify whether the derivative counterparty resathe underlying asset, liability or equity segyrihe
Company has disclosed information regarding alivdéive contracts that could meet the accounting
definition of a guarantee. The maximum potentiglquea for certain derivative contracts, such astesit
foreign currency options, cannot be estimatednaseases in foreign exchange rates in the futunédco
possibly be unlimited. Therefore, in order to pdevinformation regarding the maximum potential antou
of future payments that the Company could be requio make under certain derivative contracts, the
notional amount of the contracts has been disclogectertain situations, collateral may be heldthy
Company for those contracts that meet the defmitdd a guarantee. Generally, the Company sets
collateral requirements by counterparty so thatcthiateral covers various transactions and pradant

is not allocated specifically to individual conttsic Also, the Company may recover amounts relatee
underlying asset delivered to the Company undedéhnizative contract.

The Company records all derivative contracts at ¥ailue. Aggregate market risk limits have been
established and market risk measures are routimelyitored against these limits. The Company also
manages its exposure to these derivative contiiaciagh a variety of risk mitigation strategiesliting,

but not limited to, entering into offsetting ecorionmedge positions. The Company believes that the
notional amounts of the derivative contracts gdheowerstate its exposure. For further discus@bthe
Company’s derivative risk management activitiesidet 10.

Legal
In the normal course of business, the Company lkas Inamed, from time to time, as a defendant in
various legal actions, including arbitrations, slastions and other litigation, arising in connactwith its

activities as a global diversified financial seegdnstitution.

The Company is also involved, from time to timepther reviews, investigations, and proceedingsh(bo
formal and informal) by governmental and self-regoity agencies as well as internal investigations
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regarding the Company’s business, including, amathgr matters, accounting and operational matters,
certain of which may result in adverse judgmergtf/ements, fines, penalties, injunctions or otieéef.

The Company contests liability and/or the amoundafmages as appropriate in each pending matter.
Where available information indicates that it i®lpable a liability had been incurred at the datehef
consolidated statement of financial condition dmel Company can reasonably estimate the amounabf th
loss, the Company accrues the estimated loss bar@e to income. In many proceedings, howeves, it i
inherently difficult to determine whether any lasgprobable or even possible or to estimate theuaitnaf

any loss. In addition, even where loss is possiblan exposure to loss exists in excess of thdlitiab
already accrued with respect to a previously reizaghloss contingency, it is not always possible to
reasonably estimate the size of the possible losange of loss.

For certain legal proceedings, the Company camasdi possible losses, additional losses, rangbsof

or ranges of additional loss in excess of amouetsuad, but does not believe, based on current
knowledge and after consultation with counsel, thath losses will have a material adverse effedhen
Company’s consolidated statement of financial ciolias a whole.

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 ndesl nresolved, including through potentially lengthy
discovery and determination of important factualttera, and by addressing novel or unsettled legal
guestions relevant to the proceedings in questefiore a loss or additional loss or range of loss o
additional loss can be reasonably estimated fopaogeeding.

Note 10 — Sales and Trading Activities

Sales and Trading

The Company’s sales and trading activities are gotedl through the integrated management of itsitelie
driven and proprietary transactions along with Hesiging and financing of these positions. Global
Wealth Management Group’s net revenues are compdsBa@nsactional, Asset management, Net interest
and Other revenues. Transactional revenues inchwestment banking, Principal transactions—Trading
and Commissions. Asset management revenues inaigd# management, distribution and administration
fees and fees related to the bank deposit progheh.interest revenues include net interest revenues
related to the bank deposit program, interest aurgees available for sale and all other net ieser
revenues.

The Company’s trading portfolios are managed withiew toward the risk and profitability of the
portfolios. The following discussion of the riskanmagement, the market risk, credit risk and comagah
risk management policies and procedures coverieggtactivities are discussed below.

Risk Management

The Company’s risk management policies and relptededures are integrated with those of the Ulémat
Parent and its other consolidated subsidiarieses@Ipolicies and related procedures are administere
coordinated global basis with consideration giverdch subsidiary’s, including the Company’s, dpeci
capital and regulatory requirements. For the Risknagement discussion which follows, the term
“Company” includes the Ultimate Parent and its glibges.

Risk is an inherent part of the Company’s businasd activities. The Company has policies and
procedures in place for measuring, monitoring amathaging each of the various types of significaskgi
involved in the activities of its business and supgunctions. The Company’s ability to properlydan
effectively identify, assess, monitor and managehe# the various types of risk involved in itsigities
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is critical to its soundness and profitability. TBempany’s portfolio of business activities helpgluce
the impact that volatility in any particular arearelated areas may have on its net revenues dske w
The Company seeks to identify, assess, monitorrmaadage, in accordance with defined policies and
procedures, the following principal risks involvadthe Company’s business activities: market, ¢redi
leverage, capital and liquidity, operational anchptance and legal risk.

The task of the MSSB risk organization is to idgmtmeasure, and manage risk consistently in every
business and support unit, and to provide an iatedr Global Wealth Management Group (“GWMG”)
wide view of these risks, ensuring that its overak profile is consistent with the Company’s risk
framework. However, while the Company’s overalkrfsamework is applied to GWMG, the GWMG
businesses retain primary responsibility for riskn@gement in their respective areas.

The cornerstone of the Company’s risk managemeittgaphy is the execution of risk adjusted returns
through prudent risk-taking that protects the Comyfscapital base and franchise. The Company’s risk
management philosophy is based on the followinghgigples: comprehensiveness, independence,
accountability, defined risk tolerance and transpay. Given the importance of effective risk

management to the Company’s reputation, senior g@mmant requires thorough and frequent
communication and appropriate escalation of riskens.

Risk management at the Company requires indeperCiempany-level oversight, accountability of the

Company’s business segments, constant communicaiibgment, and knowledge of specialized products
and markets. The Company’s senior management gakestive role in the identification, assessmeunt an

management of various risks at both the Companybarsiness segment level. In recognition of the
increasingly varied and complex nature of the dldbancial services business, the Company’s risk
management philosophy, with its attendant police®cedures and methodologies, is evolutionary in
nature and subject to ongoing review and modifcati

The nature of the Company’s risks, coupled withs thisk management philosophy, informs the
Company’s risk governance structure. The Compangls governance structure includes the Morgan
Stanley Board of Directors (the “MS Board”); thedduCommittee and the Risk Committee of the Board;
the Firm Risk Committee (the “FRC”) and the GWMG/8E Risk Committee; senior management
oversight, including the Chief Executive OfficemgtChief Risk Officer, the Chief Financial Officehe
Chief Legal Officer, the Chief Compliance Officarcathe Head of Strategic Planning; the Internal ifud
Department; independent risk management functiodscantrol groups (as defined below), and various
other risk control managers, committees and gréagaged within and across the Company’s business.

The MS Board has oversight for the Company’s enitggisk management framework and is responsible
for helping to ensure that the Company's risks m@naged in a sound manner. The MS Board has
authorized the Audit Committee and the Risk Conemnitb oversee risk management as described in their
respective charters. The Audit Committee, the Risknmittee and Chief Risk Officer report to the MS
Board on a regular basis.

The MS Board has also authorized the FRC, a nonBd&d committee appointed and chaired by the
Chief Executive Officer that includes the Compangisst senior officers, to oversee the Company’s
global risk management structure. The FRC'’s respiities include oversight of the Company’s risk
management principles, procedures and limits, @aedntonitoring of material market risk, credit risk,
liquidity and funding risk, capital levels, opertal risk, legal, franchise and regulatory risk tesst and

the steps management has taken to monitor and man@f risks. The FRC is overseen by the MS Board,
the Audit Committee and the Risk Committee, asiapple.

The Chief Risk Officer, a member of the FRC whoomtp to the Chief Executive Officer, oversees
compliance with Company risk limits; approves dertaxcessions of Company risk limits; reviews
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material market, credit and operational risks; eaMews results of risk management processes Wwih t
MS Board, the Audit Committee and the Risk Comreites appropriate.

The Internal Audit Department provides independeht and control assessment and reports to thetAudi
Committee and administratively to the Chief Legdflic@r. The Internal Audit Department examines the
Company’s operational and control environment aoddacts audits designed to cover all major risk
categories.

The risk management functions include the MarketkRbepartment, the Credit Risk Management
Department, the Corporate Treasury Department aadperational Risk Department (collectively, the
“risk management functions”). The control groupsludle the Human Resources Department, the Legal
and Compliance Division, the Tax Department, theRkcial Control Group, the Operations Division and
the Information Technology Division (collectivelihe “control groups”). The risk management function
and the control groups are independent of the Cagpdusiness units, assist senior managementrend t
FRC in monitoring and controlling the Company’skrigirough a number of control processes. The
Company is committed to employing qualified persnmith appropriate expertise in each of its vasiou
administrative and business areas to implementcteftdy the Company’s risk management and
monitoring systems and processes.

The GWMG/MSSB Risk Committee has oversight resgalitsi for risk management in GWMG/MSSB.
The GWMG/MSSB Risk Committee is responsible ford aperates in accordance with, the functions
denoted in its charter. It is chaired by the GWMGSB Chief Global Risk Officer and includes the
GWMG/MSSB Business Risk Officer, International Wikalanagement Risk Manager and other officers
as designated in its charter. The GWMG/MSSB Riskndittee periodically reports on GWMG/MSSB
risk issues to the GWMG/MSSB Executive Committed #re FRC as requested or as specified in the
GWMG/MSSB Risk Committee or FRC Charters. The FR@ldishes limits for certain GWMG/MSSB
exposures (e.g., single borrower limits and maxinaxposure limits for selected lines of businessjy A
excesses or potential excesses and activitiesifidenas having potentially significant franchigekrare
escalated to the FRC.

MSSB’s business also has designated operationsedficommittees and groups to manage and monitor
specific risks and report to the business risk cd@tem The control groups work together to revidwe t
risk monitoring and risk management policies andcedures relating to, among other things, the
business’s market, credit and operational riskilerofales practices, reputation, legal enforcégpind
operational and technological risks. Participatigrnthe senior officers of the control groups hedpsure

that risk policies and procedures, exceptions $& hmits, new products and business ventures, and
transactions with risk elements undergo a thoroegtew.

GWMG/MSSB’s primary risks are operational risk (isales practice risk and client suitability asses#
risk), market risk, and credit risk (generally avis from margin lending and commercial lending
activities). The following is a discussion of t@empany’s risk management policies and procedwes f
its principal risks (other than capital and liqtydiisk). This discussion and the estimated amoahtbe
Company’s market risk exposure generated by thepaogis statistical analyses are forward-looking
statements. However, the analyses used to ass#ssists are not predictions of future events, actdial
results may vary significantly from such analysee do events in the markets in which the Company
operates and certain other factors described below.

Operational Risk

Operational risk refers to the risk of financial ather loss, or potential damage to a firm’s refioitg
resulting from inadequate or failed internal pr@ess people and systems or from external evergs (e.
external or internal fraud, legal and compliansisj damage to physical assets, etc.). The Compayy
incur operational risk across the full scope of hissiness activities, including revenue - genegatin
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activities (e.g. sales and trading) and supportctfons (e.g. information technology and facilities
management). As such, the Company may incur opegdtrisk in each of its divisions, as well as atle
control group.

The goal of the operational risk management framkvi® to establish Company-wide operational risk
standards related to risk measurement, monitomagnaanagement. Operational risk policies are design
to reduce the likelihood and/or impact of operadidncidents as well as to mitigate legal, reguigtand
reputational risks. Given the nature and breadtthis risk, operational risk management is faaikd
jointly at the Company, business line and controlig level.

Market Risk

Market risk refers to the risk that a change inléwel of one or more market prices, rates, indioaplied
volatilities (the price volatility of the underlygninstrument imputed from option prices), corr@as or
other market factors, such as market liquidity] vébult in losses for a position or portfolio. @eally, the
Company incurs market risk as a result of trading alient facilitation activities where a substahti
majority of the Company’s Value-at-Risk (“VaR”") fararket risk exposures is generated.

Sound market risk management is an integral path@fCompany’s culture. The various business units
and trading desks are responsible for ensuringrtaaket 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 RegiaPment is responsible for ensuring transparency
of material market risks, monitoring compliancewéistablished limits, and escalating risk concéntra

to appropriate senior management. To execute tkespensibilities, the Market Risk Department mansito
the Company’s risk against limits on aggregate Bsiposures, performs a variety of risk analyses,
routinely reports risk summaries, and maintains @@npany’s VaR system. A variety of limits is
designed to control price and market liquidity riskarket risk is monitored through various measures
statistically (using VaR and related analytical mgas); by measures of position sensitivity; amdugh
routine stress testing and scenario analyses ctettllny the Market Risk Department in collaboration
with the MSSB business units. The material rislentified by these processes are summarized intsepor
produced by the Market Risk Department that areutated to and discussed with senior management and
the Risk Committee and the Board.

Credit Risk

Credit risk refers to the risk of loss arising wherborrower, counterparty or issuer does not niset i
financial obligations. The Company is exposed to tlistinct types of credit risk in its businessEke
Company incurs “single-name” credit risk exposuneotigh its lending activities. This type of risk
requires credit analysis of specific counterpastiesth initially and on an ongoing basis. The Conmypa
also incurs “individual consumer” credit risk thghu margin and non-purpose loans to individual
investors, which are collateralized by securities.

The Company has structured its credit risk managerinamework to reflect that each of its businesses
generates unique credit risks, and the Credit Riaghagement Department (“Credit Risk Management”)
establishes firm-wide practices to evaluate, morgta control credit risk exposure both within atoss
business segments. For example, a Credit LimasmEwork is one of the primary tools used to evaluat
and manage credit risk levels across the Compdmg.Qredit Limits Framework is calibrated within the
Company’s risk tolerance and includes single-naméd and portfolio concentration limits by country
industry and product type. Credit Risk Managemsmesponsible for ensuring transparency of mdteria
credit risks, ensuring compliance with establistiedts, approving material extensions of creditdan
escalating risk concentrations to appropriate senemagement. MSSB's credit risk exposure is mathage
through various credit risk committees, whose masibp includes Credit Risk Management. In
conjunction with Credit Risk Management, the Riskarddgement Department is responsible for
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monitoring, measuring and analyzing credit risk asypes, including margin loans and credit sensitive
higher risk transactions.

The Company, through agreements with Citi relatothe formation of MSSB, retains certain credikri
for margin and non-purpose loans that are heldtajr@up Global Markets Inc. (“CGMI”) in its capayi
as clearing broker for certain MSSB clients. THatesl loans are generally subject to the same ioVers
as margin and non-purpose loans held by the Company

Note 11 - Employee Stock-Based Compensation Plans

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

Deferred Stock Awards

The Ultimate Parent has made deferred stock avwandsiant to several equity-based compensation .plans
The plans provide for the deferral of a portiorceftain key employees’ discretionary compensatiagh w
awards made in the form of restricted common stochkn the right to receive unrestricted shares of
common stock in the future (“restricted stock uhis “RSUs”). Awards under these plans are gengrall
subject to vesting over time contingent upon car@themployment and to restrictions on sale, tramsfe
assignment until the end of a specified period,egaty two to five years from date of grant. All ar
portion of an award may be canceled if employmem¢iminated before the end of the relevant reistric
period. All or a portion of a vested award also niycanceled in certain limited situations, inchedi
termination for cause during the relevant restittperiod. Recipients of deferred stock awards iggiye
have voting rights and receive dividend equivalefitse Ultimate Parent determines the fair value of
restricted stock units (including RSUs with non-kedrperformance conditions) based on the grant date
fair value of its common stock, measured as thenaelweighted average price on the date of grant.
RSUs with market-based conditions are valued usiltpnte Carlo valuation model.

In 2010 and 2011, the Ultimate Parent granted pmidace-based stock units (“PSUS”) to senior
executives. These PSUs will vest and convert toeshaf common stock in 2013 and 2014, respectively,
only if the Ultimate Parent satisfies predetermirmmformance and market goals over the three-year
performance periods. Performance-based stock wvetrds have vesting, restriction and cancellation
provisions that are generally similar to thoseha Ultimate Parent’s other deferred stock awards.

Stock Option Awards

The Ultimate Parent has granted stock option awamdsuant to several equity-based compensatiorsplan
The plans provide for the deferral of a portiorceftain key employees’ discretionary compensatidh w
awards made in the form of stock options genetalying an exercise price not less than the fauwevalf

the Ultimate Parent’s common stock on the daterahty Such stock option awards generally become
exercisable over a three-year period and expireyéams from the date of grant, subject to acceddrat
expiration upon termination of employment. Stockapawards have vesting, restriction and cancetiat
provisions that are generally similar to those @fiedred stock awards. The fair value of stock oyHics
determined using the Black-Scholes valuation maeahel the single grant life method. Under the single
grant life method, option awards with graded vegstine valued using a single weighted-average e@gect
option life.
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Stock Based Compensation
Compensation expense for all stock-based paymemtrdswis recognized using the graded vesting
attribution method. Equity-based compensationscast charged to the Company by the Ultimate Parent
based upon the awards granted to employees indimp&@hy participating in the programs.

Note 12 — Employee Benefit Plans

Substantially all employees of the Company pardtgpn employee benefit plans sponsored by MS&Co.

The plan provides pension benefits that are basee@ach employee’s years of credited service and
compensation levels specified in the plan. The UD&fined Benefit Pension Plan was closed to new

entrants effective July 1, 2007. On June 1, 2046, W.S. defined benefit plan was amended to cease
accruals of benefits after December 31, 2010. Aenyefits earned by participants under the plan as of
December 31, 2010 will be preserved and will beapsy in the future based on the plan’s provisions.

Certain employees are covered by a postretiremantgponsored by MS&Co. that provides medical and

life insurance for eligible retirees and medicaltfeeir dependents.

Employees of the Company are eligible to partia@pat a 401(k) plan sponsored by MS&Co. upon
meeting certain eligibility requirements. Eligibdenployees receive 401(k) matching contributioret th
are invested in Morgan Stanley common stock. Effecduly 1, 2009, the Company introduced the
Morgan Stanley 401(k) Savings Plan for legacy SrBitnney U.S. employees who were contributed to
MSSB. U.S. employees with eligible pay less tharequal to $100,000, and who are not Financial
Advisors, will receive a 401(k) Fixed Contributiofhe amount of fixed contribution equals 2% of iblig
pay. Additionally, certain eligible legacy Smith BBay U.S. employees were granted a Transition
Contribution based on provisions under the Citigrd®1(k) Plan that are maintained under the 401(k)
Savings Plan.

Note 13 - Income Taxes

Certain subsidiaries of the Company are organisecogoorations which are subject to federal, shat
local income taxes.

The Company is a single-member limited liabilityngmany that is treated as a disregarded entity f&c U
federal income tax purposes. The taxable incombefCompany will be reported by its Parent which is
treated as a partnership for U.S. federal and statane tax purposes. The Ultimate Parent andviti
include their distributive share of taxable incofm@n the Parent in their respective federal, shaie local
income tax returns.

The Company is subject to the income and indiraxtlaws of certain state jurisdictions in which the
Company has business operations. These tax lansarglex and subject to different interpretatiogs b
the taxpayer and the relevant governmental taxitbagities. The Company must make judgments and
interpretations about the application of these riehtly complex tax laws when determining the primris

for income taxes and the expense for indirect taxesmust also make estimates about when in theefut
certain items affect taxable income in the vari@usjurisdictions.

The Company adopted accounting guidance whichfielarthe accounting for uncertainty in income taxes
recognized in the accompanying consolidated statewwfefinancial condition. As of June 30, 2011, the
Company has not accrued any unrecognized tax heriafithe Company's consolidated statement of
financial condition.
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Note 14 - Requlatory Requirements

MSSB is a registered broker-dealer and futures assion merchant and, accordingly, is subject to the
net capital rules of the SEC, the CFTC and the riéi@h Industry Regulatory Authority (“FINRA").
Under these rules, MSSB is required to maintaininmim Net Capital, as defined under SEC Rule 15¢3-
1, of not less than the greater of 2% of aggredetat items arising from customer transactionss plu
excess margin collateral on reverse repurchaseciagirgs or the CFTC rule stating the risk based
requirement represents the sum of 8% of custorskrmiaintenance margin requirement and 8% of non
customer risk maintenance margin requirement, ésetk FINRA may require a member firm to reduce
its business if net capital is less than 4% of sagfregate debit items and may prohibit a firm from
expanding its business if net capital is less th%#h of such aggregate debit items. At June 30, 2011,
MSSB’s Net Capital was $1,213,151, which exceetiedriinimum requirement by $1,174,907.

Advances to the Ultimate Parent and its affiliatepayment of subordinated liabilities, dividengmpants
and other equity withdrawals are subject to cemaitification and other provisions of the Net Capiule
of the SEC.

MSSB had entered into an agreement with MS&Co. @&, its clearing brokers, that allowed MSSB
to include its proprietary assets as allowabletasgets net capital computation. This agreememtfarms

to the requirements related to the capital treatroEassets in the proprietary account of a coordpnt
(commonly referred to as “PAIB”) and to permit tlewrrespondent to use PAIB in its capital
computations.

MSSB clears certain customer activity directly amdoduces other business to MS&Co. and CGMI.

Note 15 — Subsequent Events

The Company evaluates subsequent events througldatee on which the consolidated statement of
financial condition is issued. On August 2, 201#e Company paid a $400,000 dividend to the Parent.
The Company did not note any other subsequent veguiring disclosure or adjustment to the

consolidated statement of financial condition.
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