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MORGAN STANLEY SMITH BARNEY LLC
CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
June 30, 2012
(Unaudited)
(In thousands of dollars)

ASSETS
Cash $ 223,419
Cash deposited with clearing organizations or ggesl under federal and
other regulations or requirements 1,085,446
Financial instruments owned, at fair value (apprately $272,857 were pledged to various parties):
U.S. government and agency securities 672,447
Other sovereign government obligations 1,432
Corporate and other debt 999,270
Corporate equities 63,697
Derivative contracts 3,629
Investments 740
Physical commodities 2,332
Total financial instruments owned, at fair value 1,743,547
Securities purchased under agreements to resell 3,424,886
Securities borrowed 414,364
Receivables:
Customers (net of $5,813 allowance forldfulh accounts) 7,177,249
Brokers, dealers and clearing organization 699,207
Fees, interest and other 705,522
Affiliates 54,543
Premises, equipment and software, at cost (netafraulated depreciation and amortization of $18,925 34,405
Goodwill 4,609,026
Intangible assets (net of accumulated amortizaifd¥869,728) 3,256,266
Other assets 514,300
Total assets $ 23,942,180
LIABILITIES AND MEMBER’S EQUITY
Short-term borrowings $ 220,704
Financial instruments sold, not yet purchasedaiathlue:
U.S. government and agency securities 567,824
Other sovereigh government obligations 1,143
Corporate and other debt 478,057
Corporate equities 58,122
Derivative contracts 6,469
Physical commodities 11
Total financial instruments sold, not yet purchasgdair value 1,111,626
Securities sold under agreements to repurchase 2,761,512
Securities loaned 1,803,284
Payables:
Customers 3,226,385
Brokers, dealers and clearing organization 327,563
Interest and dividends 16,544
Other liabilities and accrued compensation expenses 3,110,786
Total liabilities 12,578,404
Subordinated liabilities 650,000
Member’s equity 10,713,776
Total liabilities and member’s equity $ 23,942,180

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, 2012
(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 servisatkes,
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 sesjand
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 exssdrance products; cash management; and retitgriaen
services through a network of over 16,200 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 werCiommodity Futures Trading Commission (“CFTC").

The Company is a wholly owned subsidiary of Mordatanley Smith Barney Holdings LLC (the
“Parent”), of which 51% is indirectly owned by Maumy Stanley (the “Ultimate Parent”) and 49% by
Citigroup Inc. (“Citi"). On June 1, 2012, the Ultate Parent elected to exercise its right under the
Amended and Restated Limited Liability Company Agnent of the Parent, dated as of May 31, 2009, to
purchase 14% of the total outstanding common meshiemterests of the Parent from 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 valuatbnsertain financial instruments, the valuation of
goodwill and intangible assets, compensation, dedetax assets, the outcome of litigation and tax
matters, and other matters that affect the cormeldl statement of financial condition and related
disclosures. The Company believes that the estsmatidized in the preparation of the consolidated
statement of financial condition are prudent arasomable. Actual results could differ materiallgnr
these estimates.

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

At June 30, 2012, the Company’s consolidated sidrgg reported $9,469 of assets, $7,956 of liddssli
and $1,513 of member’s equity on a stand-alonesbasi

All intercompany balances and transactions with@Gbenpany’s subsidiaries have been eliminated.



Related Party Transactions

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

Morgan Stanley & Co. LLC (“MS&Co.”) contributed rearch services totaling $8,962 throughout the
year.

Assets and receivables from affiliated companiesf dsine 30, 2012 are comprised of:

Segregated cash $ 11,500
Securities purchased under agreements to ré&smlefse repurchase agreements”) 3,348,567
Securities borrowed 414,364
Receivables - Brokers, dealers and clearing dzgdons 264,375
Receivables - Fees, interest and other 258,393
Receivables - Affiliates 54,543
Liabilities and payables to affiliated companieofdune 30, 2012 are comprised of:
Short term borrowings $ 220,704
Securities sold under agreements to repurchaspufthase agreements"”) 1,870,793
Securities loaned 1,274,611
Payables - Brokers, dealers and clearing orgaoizsa 319,728
Payables - Interest and dividends 2,146
Other liabilities 653
Subordinated liabilities 650,000

Note 2 - Summary of Significant Accounting Policies

Cash
Cash consists of cash held on deposit.

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

Cash deposited with clearing organizations or gmdesl under federal and other regulations or
requirements include cash segregated in compliasibefederal and other regulations and represemisu
deposited by customers and funds accruing to custas a result of trades or contracts.

Financial Instruments and Fair Value

A portion of the Company’s financial instrumente aarried at fair value. A description of the Comga
policies regarding fair value measurement andppdieation to these financial instruments follows.

Financial Instruments Measured at Fair Value
All of the instruments within Financial instrumentsvned and Financial instruments sold, not yet
purchased, are measured at fair value. These fadaimstruments primarily represent the Company’s

trading positions and include both cash and devieairoducts.

The fair value of over-the-counter (“OTC") finankiastruments, including derivative contracts rethto
financial instruments and commodities, is preseritedhe accompanying consolidated statement of

-4-



financial condition on a net-by-counterparty basiben appropriate. Additionally, the Company néis t
fair value of cash collateral paid or received aghthe fair value amounts recognized for net @éirre
positions executed with the same counterparty uthdesame master netting arrangement.

Fair Value Measurement — Definition and Hierarchy

Fair value is defined as the price that would leeirged to sell an asset or paid to transfer alifglgi.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 relevant observable inputs and minintizes
use of unobservable inputs by requiring that thestmmbservable inputs be used when available.
Observable inputs are inputs that market parti¢gpaould use in pricing the asset or liability deyped
based on market data obtained from sources indepeé the Company. Unobservable inputs are inputs
that reflect the Company’s assumptions about tiseiragtions other market participants would use in
pricing the asset or liability developed based lo lhest information available in the circumstandés
hierarchy is broken down into three levels basetherobservability of inputs as follows:

» Level 1 -- Valuations based on quoted pricescitva markets for identical assets or liabilitibatt
the Company has the ability to access. Valuatignsaments 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 or more qugecks in markets that are not active or for
which all significant inputs are observable, eitteectly 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 \grid
factors, including, for example, the type of pragwehether the product is new and not yet estabtish
the marketplace, the liquidity of markets and ottlearacteristics particular to the product. To ekéeent
that valuation is based on models or inputs thatless observable or unobservable in the market, th
determination of fair value requires more judgmefstcordingly, the degree of judgment exercisedhzy
Company in determining fair value is greatest fwstiuments categorized in Level 3 of the fair value
hierarchy.

The Company considers prices and inputs that amemuas of the measurement date, including during
periods of market dislocation. In periods of mamfistocation, the observability of prices and irguatay

be reduced for many instruments. This conditioridc@ause an instrument to be reclassified from Léve
to Level 2 or Level 2 to Level 3 of the fair valbirarchy (see Note 3). In addition, a downturmigrket
conditions could lead to declines in the valuattbmany instruments.

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

Valuation Techniques

Many cash instruments and OTC derivative contrhatige bid and ask prices that can be observed in the
marketplace. Bid prices reflect the highest pricat ta party is willing to pay for an asset. Askcps
represent the lowest price that a party is willingaccept for an asset. For financial instrumertese
inputs are based on bid-ask prices, the Company doerequire that the fair value estimate alwayab
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predetermined point in the bid-ask range. The Cayigapolicy is to allow for mid-market pricing and
adjusting to the point within the bid-ask ranget tieeets the Company’s best estimate of fair vafiaes.
offsetting positions in the same financial instrumyehe same price within the bid-ask spread isl use
measure both the long and short positions.

Fair value for many cash instruments and OTC dgviwacontracts is derived using pricing models.
Pricing models take into account the contract te(imsluding maturity) as well as multiple inputs
including, where applicable, commodity prices, &guirices, interest rate yield curves, credit cafve
creditworthiness of the counterparty, creditwordisi® of the Company, option volatility and currency
rates. Where appropriate, valuation adjustmentsreage to account for various factors such as liuid
risk (bid-ask adjustments), credit quality and modecertainty. Adjustments for liquidity risk adjus
model-derived mid-market levels of Level 2 and LUe¥dnancial instruments for the bid-mid or midkas
spread required to properly reflect the exit pridea risk position. Bid-mid and mid-ask spreads are
marked to levels observed in trade activity, brodpgotes or other external third-party data. Whbese
spreads are unobservable for the particular positi@uestion, spreads are derived from observaltds

of similar positions. In determining the expectegh@sure, the Company considers collateral held and
legally enforceable master netting agreementsntiitigate the Company’s exposure to each countsgrpart
Adjustments for model uncertainty are taken forigmss whose underlying models are reliant on
significant inputs that are neither directly nadinectly observable, hence requiring reliance datdshed
theoretical concepts in their derivation. Theseusttljents are derived by making assessments of the
possible degree of variability using statisticabayaches and market-based information where pessibl
The Company generally subjects all valuations andets to a review process initially and on a pedod
basis thereatfter.

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 thiwestethe 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.

Valuation Process

The Valuation Review Group (“VRG”) within the Finegial Control Group (“FCG”) of the Ultimate
Parent is responsible for the Company’s fair valakiation policies, processes and procedures. VARG i
independent of the business units and reports @aoChief Financial Officer of the Ultimate Parent
("“CFO"), who has final authority over the valuatiaf the Company’'s financial instruments. VRG
implements valuation control processes to validlagefair value of the Company’s financial instrungen
measured at fair value including those derived fgsining models. These control processes are degign
to assure that the values used for financial repgpdre based on observable inputs wherever pessibl
the event that observable inputs are not availahk,control processes are designed to assureghiat
valuation approach utilized is appropriate and stestly applied and the assumptions are reasonable

The Company’s control processes apply to finanoigtfuments categorized in Level 1, Level 2 or Uee
of the fair value hierarchy, unless otherwise nofdtese control processes include:

Model Review. VRG, in conjunction with the Market Risk DepartrheffMRD”) and, where
appropriate, the Credit Risk Management Departnimth of which report to the Chief Risk Officer of
the Ultimate Parent, independently review the wuabma model's theoretical soundness, the
appropriateness of the valuation methodology aritbresion techniques developed by the business
units using observable inputs. Where inputs are@hsérvable, VRG reviews the appropriateness of the
proposed valuation methodology to ensure it is isterst with how a market participant would arrive a
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the unobservable input. The valuation methodologtéized in the absence of observable inputs may
include extrapolation techniques and the use ofpewable observable inputs. As part of the review,
VRG develops a methodology to independently vetify fair value generated by the business unit’s
valuation model. Before trades are executed usavg valuation models, those models are required to
be independently reviewed. All of the Company’suadiion models are subject to an independent
annual VRG review.

Independent Price Verification. The business units are responsible for determittiegfair value of
financial instruments using approved valuation n®d@ad valuation methodologies. Generally on a
monthly basis, VRG independently validates the ¥aiues of financial instruments determined using
valuation models by determining the appropriaterafsthe inputs used by the business units and
testing compliance with the documented valuatiortho@ologies approved in the model review
process described above.

VRG uses recently executed transactions, otherredisle market data such as exchange data,
broker/dealer quotes, third-party pricing vendard aggregation services for validating the faiuesl

of financial instruments generated using valuatimdels. VRG assesses the external sources and their
valuation methodologies to determine if the extepraviders meet the minimum standards expected
of a third-party pricing source. Pricing data powd by approved external sources is evaluated @asing
number of approaches; for example, by corroboratiegexternal sources’ prices to executed trades,
analyzing the methodology and assumptions useddgxternal source to generate a price and/or by
evaluating how active the third-party pricing saur©r originating sources used by the third-party
pricing source) is in the market. Based on thidymmg VRG generates a ranking of the observable
market data to ensure that the highest-ranked medeka source is used to validate the busines&sunit
fair value of financial instruments.

For financial instruments categorized within Le@bf the fair value hierarchy, VRG reviews the
business unit’s valuation techniques to ensuresthes consistent with market participant assumption

The results of this independent price verificateord any adjustments made by VRG to the fair value
generated by the business units are presentedrntagament of the Global Wealth Management Group,
a business segment of the Ultimate Parent, onwdarebasis.

Review of New Level 3 Transactions. VRG reviews the model and valuation methodologgdu® price
all new material Level 3 transactions and both FE&@ MRD management must approve the fair value
of the trade that is initially recognized.

Repurchase and Securities Lending Transactions

Securities borrowed and loaned, reverse repurchgigements and repurchase agreements are treated as
collateralized financings. Securities purchasedeunagreements to resell and Securities sold under
agreements to repurchase are carried on the cdasadi statement of financial condition at the an®ofh

cash paid or received, plus accrued interest. Whppeopriate, transactions with the same countgrpar
are reported on a net basis. Securities borrowddsaaurities loaned are recorded at the amounasif ¢
collateral advanced or received.

Receivables and Payables — Customers

Receivables from and payables to customers inchmeunts 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 arisorg finsettled trades. Payables to brokers, deatats
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 computer anancamations equipment, and software (externally
purchased and developed for internal use). Prenaisdsequipment are stated at cost less accumulated
depreciation and amortization. Depreciation and réiraiion of premises and equipment are provided
principally by the straight-line method over théireated useful life of the asset. Estimates ofuldares

are generally as follows: computer and communicatiequipment — 3 to 9 years. Estimated useful lives
for software are generally 3 to 5 years.

Premises, equipment and software costs are testedmipairment 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 is not amortized and is reviewed annualty more frequently when certain events or
circumstances exist) for impairment. Finite-livettaingible assets are amortized over their estimated
useful lives and reviewed for impairment.

Other Assets

Other assets include, but are not limited to, peepapenses. As of June 30, 2012, other assetsdacl
$204,093 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.

Accounting Developments

Reconsideration of Effective Control for Repurchase Agreements. In April 2011, the Financial Accounting
Standards Board (the “FASB”) issued accounting giide that modifies the criteria that must be datisf
for a transfer of financial assets to be accoufte@s a sale. If the transferor maintains effectentrol
over the transferred assets, the transaction lie taccounted for as a financing. This guidanceietitas
from the assessment of effective control (1) th&eigon requiring the transferor to have the apilio
repurchase or redeem the financial assets on sitibditathe agreed terms, even in the event of ulefay
the transferee, and (2) the collateral maintenam@dementation guidance related to that criteridhis
guidance is effective for transfers occurring od after January 1, 2012. The adoption of this acting
guidance did not have a material impact on the Gayig consolidated statement of financial 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 updatd tlarifies existing fair value
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measurement guidance and changes certain princggleequirements for measuring fair value or
disclosing information about fair value measurerseiithis update results in common principles and
requirements for measuring fair value and for disiclg information about fair value measurement in
accordance with U.S. GAAP and International Finah&eporting Standards (“IFRS”). The guidance
became effective for the Company beginning on JynLia2012. See Note 3 for additional disclosuies a
required by this accounting guidance.

Goodwill Impairment Test. In September 2011, the FASB issued accounting gailéhat simplifies how
entities test goodwill for impairment. This guidanallows entities an option to first assess qualéa
factors to determine whether it is necessary téoparthe two-step quantitative goodwill impairmeest.
Under that option, an entity no longer would beuisgf to calculate the fair value of a reportingtun
unless the entity determines, based on that gtreditassessment, that it is more likely than nat its fair
value is less than its carrying amount. This gurgabecame effective for the Company beginning on
January 1, 2012. The adoption of this accountinglapce did not have a material impact on the
Company’s consolidated statement of financial cioorali

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 quoterkeharices. Valuation adjustments are not applied.
Accordingly, U.S. Treasury securities are generediiegorized in Level 1 of the fair value hierarchy

U.S. Agency Securities

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

of agency mortgage pass-through pool securitiesodel-driven based on spreads of the comparable To-
be-announced (“TBA”) security. Actively traded noallable agency-issued debt securities are gewerall
categorized in Level 1 of the fair value hierarci@Ballable agency-issued debt securities and agency
mortgage pass-through pool securities are generalbgorized in Level 2 of the fair value hierarchy

Other Sovereign Government Obligations

Foreign sovereign government obligations are valusthg quoted prices in active markets when
available. These bonds are categorized in Levéltheofair value hierarchy. If the market is lestivae or
prices are dispersed, these bonds are generadigarated in Level 2 of the fair 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 factorwhere applicable, interest rates, bond or creefifuat
swap spreads and volatility. These bonds are gineedegorized 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 sacvendors or brokers. When position-specific extern
price data are not observable, the fair value detetion may require benchmarking to similar
instruments and/or analyzing expected credit lgs#fault and recovery rates. In evaluating theviaiue

of each security, the Company considers securitateoal-specific attributes including payment ity
credit enhancement levels, type of collateral,miglency rates and loss severity. In addition, fbiBS
borrowers, Fair Isaac Corporation (“FICO”") scoresl dhe level of documentation for the loan are also
considered. Market standard models, such as Ifitepp or others, may be deployed to model the 8peci
collateral composition and cash flow structure aftetransaction. Key inputs to these models ar&ehar
spreads, forecasted credit losses, default anchypmegnt rates for each asset category. Valuatiozidenf
RMBS and CMBS indices are also used as an additdata 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 $icpmt
subjectivity related to property type differenceash flows, performance and other inputs, then RMBS
CMBS and other ABS are categorized in Level 3 efftdir value hierarchy.

Corporate Bonds

The fair value of corporate bonds is determinechgisiecently executed transactions, market price
quotations (where observable), bond spreads oitalethult 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 saneity as the bond. If the spread data do netregice

the issuer, then data that reference a comparsdilern are used. When position-specific externaeptata

are not observable, fair value is determined basedither benchmarking to similar instruments @hca
flow models with yield curves, bond or single naoredit default swap spreads and recovery rates as
significant inputs. Corporate bonds are generadiiegorized in Level 2 of the fair value hierarciny;
instances where prices, spreads or any of the afoeementioned key inputs are unobservable, they a
categorized in Level 3 of the fair value hierarchy.

Corporate Equities
Exchange-Traded Equity Securities
Exchange-traded equity securities are generallyeechbased on quoted prices from the exchange.€o th
extent these securities are actively traded, ahdhtian adjustments are not applied, they are cateed

in Level 1 of the fair value hierarchy; otherwibey are categorized in Level 2 or Level 3 of thevalue
hierarchy.
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Derivative Contracts
Listed Derivative Contracts

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

of the fair value hierarchy.

OTC DerivativeContracts

OTC derivative contracts include forward, swap amdion contracts related to interest rates, foreign
currencies, equity prices or commodity prices.

Depending on the product and the terms of the actim, the fair value of OTC derivative producésc
be either observed or modeled using a series bhigges and model inputs from comparable benchmarks
including closed-form analytic formulas, such as Black-Scholes option-pricing model, and simulatio
models or a combination thereof. Many pricing medeb not entail material subjectivity because the
methodologies employed do not necessitate significelgment, and the pricing inputs are observethfr
actively quoted markets, as is the case for gefetécest rate swaps, certain option contractscamthin
credit default swaps. In the case of more estadisterivative products, the pricing models usedhay
Company are widely accepted by the financial sesviadustry. A substantial majority of OTC derivati
products valued by the Company using pricing motilsnto this category and are categorized indlev

2 of the fair value hierarchy.

For further information on derivative instrumergee Note 8.
I nvestments

All equity investments purchased in connection withestment activities are recorded at fair valod a
are included within Financial instruments ownedweltments in the consolidated statement of firgnci
condition. The carrying value of such investmemfiects expected exit values based upon appropriate
valuation techniques applied on a consistent b&sish techniques employ various market, income and
cost approaches to determine fair value at the mneaent date. These investments are categorized in
Level 3 of the fair value hierarchy because, dumfie@quent trading, exit prices tend to be unobeskle

and reliance is placed on the above methods.

Physical Commaodities
The Company trades various precious metals on baliaits 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, 2012. See Note 2 for a disusséithe
Company’s policies regarding the fair value hiehngrc

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

Quoted Prices in

Active Markets Significant Significant
for Identical Observable Unobservable Balance at
Assets Inputs Inputs June 30,
(Level 1) (Level 2) (Level 3) 2012
Assets:
Financial instruments owned:
U.S. government and agency securities:
U.S. Treasury securities $ 314,532 ¢ - ¢ - ¢ 314,532
U.S. agency securities 40,206 317,598 111 357,915
Total U.S. government and agency securiti 354,738 317,598 111 672,447
Other sovereign government obligations 52 1,075 305 1,432
Corporate and other debt:
State and municipal securities - 428,100 - 428,100
Residential mortgage-backed securities - 4,105 91 4,196
Commercial mortgage-backed securitie - 258 39,875 40,133
Asset-backed securities - 1,634 12 1,646
Corporate bonds 121 521,894 3,180 525,195
Total corporate and other debt 121 955,991 43,158 999,270
Corporate equitiéd 32,252 30,931 514 63,697
Derivative contracts:
Interest rate contracts 25 1,921 - 1,946
Foreign exchange contracts - 1,093 - 1,093
Equity contracts 97 493 - 590
Total derivative contracts 122 3,507 - 3,629
Investments - - 740 740
Physical commodities - 2,332 - 2,332
Total financial instruments owned $ 387,285 ¢ 1,311,434 ¢ 44828 ¢ 1,743,547
Liabilities:
Financial instruments sold, not yet
purchased:
U.S. government and agency securities:
U.S. Treasury securities $ 566,512 ¢ - ¢ - ¢ 566,512
U.S. agency securities 68 1,244 - 1,312
Total U.S. government and agency securit 566,580 1,244 - 567,824
Other sovereign government obligations 55 1,084 4 1,143
Corporate and other debt:
State and municipal securities - 6,555 - 6,555
Residential mortgage-backed securities - 41 - 41
Corporate bonds - 470,228 1,233 471,461
Total corporate and other debt - 476,824 1,233 478,057
Corporate equiti&s 25,414 32,708 - 58,122
Derivative contracts
Interest rate contracts 327 - - 327
Foreign exchange contracts - 1,071 - 1,071
Equity contracts 34 5,037 - 5,071
Total derivative contracts 361 6,108 - 6,469
Physical commodities - 11 - 11
Total financials instruments sold, not
yet purchased § 592,410 ¢ 517,979 ¢ 1,237 ¢ 1,111,626

The Company holds or sells short for trading pegs equity securities issued by entities in dev@rdustries and of varying
size.
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Transfers Between Fair Value Hierarchy Levels durig the Six Months Ended June 30, 2012

For assets and liabilities that were transferrawvéen Level 1 and Level 2 during the period, falues
are ascribed as if the assets or liabilities hamhlteansferred as of the beginning of the period.

During 2012, the Company reclassified approxima$2§,287 of U.S. agency security assets and $5,972
of corporate equity liabilities from Level 1 to LelV2 as transactions in these securities did notrowith
sufficient frequency and volume to constitute ativaamarket.

There were no material transfers into or out ofdlésduring the period.

Quantitative Information about and Sensitivity of dgnificant Unobservable Inputs used in
Recurring Level 3 Fair Value Measurements at June@® 2012

The disclosures below provide information on théua&tbon techniques, significant unobservable inputs
and their ranges for each major category of assetdiabilities measured at fair value on a reagrihasis
with a significant Level 3 balance. The level ofgeggation and breadth of products cause the rahge o
inputs to be wide and not evenly distributed actbesnventory. Further, the range of unobservatgats
may differ across firms in the financial serviceslustry because of diversity in the types of presluc
included in each firm’'s inventory. The disclosuteslow also include qualitative information on the
sensitivity of the fair value measurements to cleang the significant unobservable inputs.

Significant Unobservable

Balance at Input(s)/Sensitivity of the
June 30, Valuation Fair Value to Changes
2012 Technique(s) in the Unobservable Inputs Range
Assets
Financial instruments owned:
Corporate and other debt:
Commercial mortgage-
backed securities $ 39,875 Comparable pricing Comparable bond pricéA) 97 to 109 points
Corporate bonds 3,180 Comparable pricing Comparable bond pricé) 11 to 100 points
Liabilities
Financial instruments sold,
not yet purchased:
Corporate and other debt:
Corporate bonds $ 1,233  Comparable pricing/ Comparable bond pricéA) 2 to 105 points

™ The ranges of significant unobservable inputs epeasented in points. Points are a percentagerpfquaexample, 97 points would be 97%
of par.

@ Prices for the identical instrument are not avaéland significant subjectivity may be involved wihfair value is determined using pricing
data available for comparable instruments.
Sensitivity of the fair value to changes in the urtwservable inputs:

@ gignificant increase (decrease) in the unobseniaplé in isolation would result in a significantijgher (lower) fair value measurement.

Financial Instruments Not Measured at Fair Value

The table below presents the carrying value, failue and fair value hierarchy category of certain
financial instruments that are not measured at ¥alue in the consolidated statement of financial
condition. The table below excludes certain finahiristruments and all non-financial assets ardliiees
such as goodwill and intangible assets.

The carrying value of cash and short-term finanawstruments such as Securities purchased under

agreements to resell, Securities borrowed, Seesriold under agreements to repurchase, Securities
loaned, certain receivables and payables arisinghén ordinary course of business, and Short-term
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borrowings approximate fair value because of thatively short period of time between their origioa
and expected maturity.

The fair value of Subordinated liabilities is gealr determined based on transactional data od bty
pricing for identical or comparable instruments,ewhavailable. Where position-specific external gsic
are not observable, fair value is determined basedurrent interest rates and credit spreads fot de
instruments with similar terms and 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 Assets Inputs Inputs
Value Fair Value (Level 1) (Level 2) (Level 3)

Financial Assets:
Cash $ 223419 $ 223,419 $ 223,419 $ - $ -

Cash deposited with clearing organizations or
segregated under federal and other

regulations or requirements 1,085,44€ 1,085,446 1,085,446 - -

Securities purchased under agreement to rese 3,424,886 3,424,886 - 3,424,88€ -
Securities borrowed 414,364 414,364 - 414,364 -
Receivables®

Customers 7,177,249 7,177,249 - 7,177,24¢ -

Brokers, dealers and clearing organizatiol 699,207 699,207 - 699,207 -

Fees, interest and other 316,579 316,579 - 316,579 -

Affiliates 54,543 54,543 - 54,543 -
Financial Liabilities:
Short-term borrowings $ 220,704 $ 220,704 % - $ 220,704 $ -
Securities sold under agreements to repurcha 2,761,512 2,761,512 - 2,761,512 -
Securities loaned 1,803,284 1,803,284 - 1,803,284 -
Payables?

Customers 3,226,385 3,226,38E - 3,226,38¢ -

Brokers, dealers and clearing organizatiol 326,295 326,295 - 326,295 -
Subordinated liabilities 650,000 632,197 - 632,197 -

™ Accrued interest, fees and dividend receivables paglables where carrying value approximates faiuevehave been excluded.

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 masteringetagreements and collateral arrangements with
counterparties that provide the Company, in theneeta customer default, the right to liquidatdateral

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

the underlying securities as compared with thetedlaeceivable or payable, including accrued irstere
and, as necessary, requests additional collaterahsure such transactions are adequately coliagsta
Where deemed appropriate, the Company’s agreemstiisthird parties specify its rights to request
additional collateral.
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The Company also engages in securities financiags#éctions for customers through margin lending.
Under these agreements and transactions, the Cgngiiduer receives or provides collateral, including
U.S. government and agency securities, other sigvegovernment obligations, corporate and othet,deb
and corporate equities. Customer receivables getkfeom margin lending activity are collateralizey
customer-owned securities held by the Company. Chmpany monitors required margin levels and
established credit limits daily and, pursuant tohsguidelines, requires customers to deposit amiiti
collateral, or reduce positions, when necessarygiMdoans are extended on a demand basis andare n
committed facilities. Factors considered in theieavof margin loans are the amount of the loan, the
intended purpose, the degree of leverage beingoylin the account, and overall evaluation of the
portfolio to ensure proper diversification or, etcase of concentrated positions, appropriatédiiguof

the underlying collateral or potential hedging t®gges to reduce risk. Additionally, transactiorkating

to concentrated or restricted positions requiredew of any legal impediments to liquidation ogth
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 thesedactions, adherence to the Company's collateral
policies significantly limits the Company’s creditposure in the event of customer default. The Gomp
may request additional margin collateral from cowstes, if appropriate, and, if necessary, may sell
securities that have not been paid for or purckasarities sold but not delivered from custometslune

30, 2012, there were approximately $6,745,785 efarner margin loans outstanding.

The Company pledges its financial instruments owtoedollateralize repurchase agreements and other
securities financings. Pledged financial instruraghtit can be sold or repledged by the secureyg peat
identified as Financial instruments owned (pledg¢ed/arious parties) in the consolidated statemént o
financial condition. The carrying value and classiion of financial instruments owned by the Compa
that have been loaned or pledged to counterpavtiese those counterparties do not have the righello

or repledge the collateral as of June 30, 2012 waerfellows:

Financial instruments owned:

U.S. government and agency securities $ 406,267
Other sovereign government obligations 49
Corporate and other debt 640,712
Corporate equities 19
Total $ 1,047,047

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 ttesmirities held as collateral and use the secsiitie
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 sektgledge these securities, the Company reportaihe
value of the collateral received and the relatetigation to return the collateral in the consolitht
statement of financial condition. At June 30, 20t®: fair value of financial instruments receivedl a
collateral where the Company is permitted to seliepledge the securities was $9,235,118 and the fa
value of the portion that had been sold or replddgas $4,170,078.

The Company is subject to concentration risk bydimgl large positions in certain types of securities
commitments to purchase securities of a singleeissncluding sovereign governments and otheriesfit
issuers located in a particular country or geogi@phea, public and private issuers involving depéeig
countries, or issuers engaged in a particular imguginancial instruments owned by the Company
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include U.S. government and agency securities, lwhicthe aggregate, represented approximately 3% o
the Company’s total assets at June 30, 2012. litiaadsubstantially all of the collateral held liye
Company for resale agreements or bonds borrowei@dhvibgether represented approximately 16% of the
Company’s total assets at June 30, 2012, consiseatrities issued by the U.S. government, federal
agencies or other sovereign government obligati®usitions taken and commitments made by the
Company, including underwriting and financing cortménts, often involve substantial amounts and
significant exposure to individual issuers and besses, including non-investment grade issuers.

As of June 30, 2012, cash of $1,085,446 was degubsiith clearing organizations or segregated under
federal and other regulations or requirements.

Note 5 — Variable Interest Entities and Securitizabn Activities

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

The Company applies accounting guidance for cotattin of VIES to certain entities in which equity
investors do not have the characteristics of arobimg financial interest. The primary beneficiany a

VIE is the party that both (1) has the power tedirthe activities of a VIE that most significandiffect

the VIE’s economic performance and (2) has an abbg to absorb losses or the right to receive fitsne
that in either case could potentially be significemthe VIE. The Company consolidates entitiesvbich

it is the primary beneficiary. The Company’s invatent with VIEs arises primarily from interests
purchased in connection with market-making actsgitiAs of June 30, 2012, there are no consolidated
VIE’s.

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

the VIE and reassesses whether it is the primangfli@ary on an ongoing basis as long as it has any
continuing involvement with the VIE. This deterniioa is based upon an analysis of the design of the
VIE, including the VIE’s structure and activitiehe power to make significant economic decisiond he
by the Company and by other parties, and the Variaterests owned by the Company and other parties
The Company generally has no power.

Securitization transactions generally involve VIBsimarily as a result of its secondary market-mgki
activities, the Company owned additional securigssied by securitization SPEs for which the maximu
exposure to loss is less than specific threshdldese additional securities totaled $141,973 aé By
2012. These securities were acquired in conneciwith secondary market-making activities. The
Company’s, primary risk exposure is to the seasitssued by the SPE owned by the Company, with the
risk highest on the most subordinate class of ligiakinterests. These securities generally artutexd in
Financial instruments owned-Corporate and othet deth are measured at fair value. The Company does
not provide additional support in these transastidhrough contractual facilities, such as liquidity
facilities, guarantees or similar derivatives. T®empany’s maximum exposure to loss generally equals
the fair value of the securities owned.

Note 6 — Goodwill and Net Intangible Assets

The Company tests goodwill for impairment on anuahrbasis and on an interim basis when certain
events or circumstances exist. The Company testsnfzairment at the reporting unit level. For bdatle
annual and interim tests, the Company has the roftofirst assess qualitative factors to determine
whether the existence of events or circumstan@@sleo a determination that it is more likely timan that

the fair value is less than its carrying amouitafter assessing the totality of events or circiameses, the
Company determines it is more likely than not tiat fair value of the reporting unit is greaterrttits
carrying amount, then performing the two-step impant test is not required. However, if the Conypan
concludes otherwise, then it is required to perftmnfirst step of the two-step impairment testo@aill
impairment is determined by comparing the estiméaédvalue of the reporting unit with its respeeti
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carrying value. If the estimated fair value excedus carrying value, goodwill is not deemed to be
impaired. If the estimated fair value is below garg value, however, further analysis is required t
determine the amount of the impairment. Additionafl the carrying value is zero or a negative eaéund

it is determined that it is more likely than noetgoodwill is impaired, further analysis is reqdir@ he
estimated fair value of the reporting unit is dedvbased on valuation techniques the Company lesliev
market participants would use for the reporting.uni

The estimated fair value of the reporting unit isngrally determined utilizing methodologies that
incorporate price-to-book and price-to-earnings tiplés of certain comparable companies and a
discounted cash flow methodology.

There have been no changes in the carrying amduhieoCompany’s goodwill during the first half of
2012.

Intangible assets were transferred to the Companthé Parent related to the assets contributed upon
MSSB'’s formation. At June 30, 2012, net intangidsets were $3,256,266.

Customer relationships $ 3,188,802
Research 67,464
Net intangible assets at June 30, 2012 $ 3,256,266

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

Note 7 - Short-Term Borrowings

Short-term borrowings from affiliates are unsecurbdar interest at prevailing market rates and are
payable on demand. Such balances consist prin@rintercompany funding from the Ultimate Parent as
well as other intercompany payables which settldvénormal course of business. At June 30, 2012, t
Company had short-term borrowing outstanding tdiafs of $220,704 with varying maturities of 12
months or less.

Note 8 - Subordinated Liabilities

Subordinated liabilities consist of two Subordimhteevolving Credit Agreements with the Ultimate
Parent dated May 29, 2009 and December 29, 200® nHdiurity dates, interest rates, and fair valdes o
each subordinated note as of June 30, 2012 acdlasd:

Subordinated Notes Maturity Date Interest Rate Par Value
Subordinated Revolver July 31, 2016 5.56% $ 100,000
Subordinated Revolver  February 28, 2017 3.66% 550,000

$ 650,000

Note 9 - Derivative Instruments

The Company may trade listed futures, forwardsioaptand other derivatives referencing, among other
things, interest rates, currencies, investment egraicid non-investment grade corporate credits, Joans
bonds, U.S. and other sovereign securities, emgm@rket bonds and loans, credit indices, assdteioiac
security indices, property indices, mortgage-relaaad other asset-backed securities and real dstate
products. The Company uses these instruments tgettadir market making activity.
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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 rai@ 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 baasigl 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, 2012. Fair values of derivative
contracts in an asset position are included in rigi@ instruments owned—Derivative contracts. Fair
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 hedgé¥
Interest rate contracts $ 1,946 $ 106,52¢ $ 327 $ 824,500
Foreign exchange contracts 1,093 41,560 1,071 39,405
Equity contracts 590 100,621 5,071 291,919
Commodity contracts - - - 2,134
Total derivatives $ 3,629 $ 248,707 $ 6,469 $ 1,157,958

@ Notional amounts include gross notionals relateopen long and short futures contracts of $10,0@0%634,634, respectively. The unsettled fair

value on these futures contracts (excluded frontathke above) of $39 and $513, respectively, ikighed in Receivables - Brokers, dealers and
clearing organizations on the consolidated statéwfeimancial condition.

Note 10 — Commitments, Guarantees and Contingencies

Letters of Credit

The Company has the ability to issue letters aflici@utstanding to satisfy various collateral regoients;
however, none were outstanding at June 30, 2012.

Premises and Equipment

At June 30, 2012, future minimum rental commitmenét of subleases, principally on office rentaérev
as follows:

Fiscal Year Gross Amount  Sublease Income Net Amount
2012 $ 136,41€ $ 1555 $ 134,861
2013 274,62C 3,113 271,507
2014 251,69¢ 2,750 248,946
2015 214,357 2,488 211,869
2016 178,303 2,297 176,006

Thereafter 510,843 1,204 509,639
Total $ 1,566,235t $ 13,407 $ 1,552,828

Occupancy lease agreements, in addition to basalsegenerally provide for rent and operating esge
escalations resulting from increased assessmantsdbestate taxes and other charges.
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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. €&muently, the Company’s ultimate obligation tasfat

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

Guarantees

The Company has obligations under certain guararde@ngements, including contracts and
indemnification agreements that contingently regudr guarantor to make payments to the guaranteed
party based on changes in an underlying measucé gsian interest or foreign exchange rate, sgaurit
commodity price, an index or the occurrence or aotidrrence 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&€he
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, 2012:

Maximum Potential Payout/Notional

. Carrying

Years to Maturity Amount

Less Over (Asset)/

Type of Guarantee than 1 1-3 3-5 5 Total Liability
Derivative contracts $ 11,262 $ — —  $ — $ 11,262 $ 34

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 seoyrthe
Company has disclosed information regarding alivdéive contracts that could meet the accounting
definition of a guarantee. The maximum potentigloua for certain derivative contracts, such as temit
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 discldsedertain 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 conttsicAlso, the Company may recover amounts relatete
underlying asset delivered to the Company undedéhnizative contract.

The Company records all derivative contracts at Yailue. 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 activitiesete 10.
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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 connattwith its
activities as a global diversified financial seesdnstitution.

The Company is also involved, from time to timepther reviews, investigations, and proceedingsh(bo
formal and informal) by governmental and self-regoity agencies regarding the Company’s business,
including, among other matters, accounting andaiperal matters, certain of which may result inerde
judgments, settlements, fines, penalties, injumstiar other relief.

The Company contests liability and/or the amountlamages as appropriate in each pending matter.
Where available information indicates that it i®lmable a liability had been incurred at the datehef
consolidated statement of financial condition amel €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 theusatnof

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

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

to the proceedings in question, before a loss ditiadal loss or range of loss or additional loss de
reasonably estimated for any proceeding.

For certain other legal proceedings, the Company estimate reasonably possible losses, additional
losses, ranges of loss or ranges of additionalitbegcess of amounts accrued, but does not belms=d

on current knowledge and after consultation withresel, that such losses will have a material advers
effect on the Company’s consolidated statemennahtial condition as a whole.

Note 11 — Sales and Trading Activities

Sales and Trading

The Company conducts sales, trading, financing raadket-making activities on securities and futures
exchanges and in over-the-counter (“OTC") marketsiad the world. The Company’s trading portfolios
are managed with a view toward the risk and priilitst of the portfolios. The following is a discsien

of risk management and the Company’s primary riskarket risk, credit risk and operational risk pras
and procedures covering these activities.

Risk Management

The Company’s risk management policies and relptededures are integrated with those of the Ulémat
Parent and its other consolidated subsidiariessé pelicies and related procedures are administerexd
coordinated global basis with consideration givemach subsidiary’s, including the Company’s, dpeci
capital and regulatory requirements. For the Ris&nlBjement discussion which follows, the term
“Company” includes the Ultimate Parent and its gilibges.
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Risk is an inherent part of the Company’s busireasd activities. Management believes effective risk
management is vital to the success of the Compdnysmess activities. Accordinglthe Company has
policies and procedures in place for identifyinggasuring, monitoring and managing each of the uario
types of significant risks involved in the actietsi of its business and support functions. The Cagipa
ability to properly and effectively identify, assesnonitor and manage each of the various typeslof
involved in its activities is critical to its soumelss and profitability. The Company’s portfoliolnfsiness
activities helps reduce the impact that volatilityany particular area or related areas may haviesamet
revenues as a whole.

The cornerstone of the Company’s risk managemeifdgaphy is the execution of risk-adjusted returns
through prudent risk-taking that protects the Comyfsacapital base and franchise. Five key prinaiple
underlie this philosophy: comprehensiveness, indégece, accountability, defined risk tolerance and
transparency. The fast-paced, complex, and cohgtevlving nature of global financial markets regs
that the Company maintain a risk management cuttuse is incisive, knowledgeable about specialized
products and markets, and subject to ongoing regigvenhancement. To help ensure the efficacyshf ri
management which is an essential compooéthhe Company’s reputation, senior management regjuir
thorough and frequent communication and the ap@tgpescalation of risk matters.

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) or othearket
factors, such as market liquidity, will result imskes for a position or portfolio. Generally, thentpany
incurs market risk as a result of trading, invegtiand client facilitation activities where a sugial
majority of the Company’s market risk exposuregarerated.

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
Market risk is monitored through various measusgatistically; by measures of position sensitiviyd
through routine stress testing, which measuresntipact on the value of existing portfolios of siecl
changes in market factors, and through scenarilysagmconducted in collaboration with businesssunit

Credit Risk

Credit risk refers to the risk of loss arising wherborrower, counterparty or issuer does not ntset i
financial obligations. The Company incurs credkrexposure to institutions and sophisticated itores
This risk may arise from a variety of business ain#is, including, but not limited to, entering ant
derivative contracts under which counterpartiesehabligations to make payments to the Company;
extending credit to clients; providing funding thatsecured by physical or financial collateral a#o0
value may at times be insufficient to cover thenlaapayment amount; and posting margin and/or
collateral to counterpartieS.his type of risk requires credit analysis of sfiectounterparties, both
initially and on an ongoing basis. The Company atsmrs credit risk through margin and non-purpose
loans to individual investors, which are collateredl by securities.

The Ultimate Parent has structured its credit ms&knagement framework to reflect that each of its
businesses generates unique credit risks, andlisBegpractices to evaluate, monitor and contredlic
risk exposure both within and across business seigmdhe Company is responsible for ensuring
transparency of material credit risks, ensuring gieence with established limits, approving material
extensions of credit, and escalating risk concéntra to appropriate senior management. The Company
credit risk exposure is managed by credit profesdgand risk committees of the Ultimate Parent tha
monitor risk exposures, including margin loans anglit sensitive, higher risk transactions. SeeeNbt
for a discussion of Concentration Risk.
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The Company, through agreements with Citi relatm¢he formation of MSSB, retains certain credskri
for margin and non-purpose loans that are heldtagr@up Global Markets Inc. (“CGMI”) in its capdyi
as clearing broker for certain MSSB clients. Thatesl loans are generally subject to the same igVers
as margin and non-purpose loans held by the Company

Operational Risk

Operational risk refers to the risk of financialather loss, or damage to a firm’s reputation, ltegufrom
inadequate or failed internal processes, peopkess, or from external events (e.g., fraud, legal
compliance risks or damage to physical assets).Cdmapany may incur operational risk across the full
scope of its business activities, including revegererating activities (e.g., sales and trading)) @ntrol
groups (e.g., information technology and trade @ssing). As such, the Company may incur operational
risk in each of its divisions.

The goal of the operational risk management framkvi® to establish Company-wide operational risk
standards related to risk measurement, monitoniignaanagement. Operational risk policies are design
to reduce the likelihood and/or impact of operatidncidents as well as to mitigate legal, reguigtand
reputational risks.

Note 12 - Employee Stock-Based Compensation Plans

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

Deferred Stock Awards

The Ultimate Parent has made deferred stock awandsiant to several equity-based compensation.plans
The plans provide for the deferral of a portiorceftain key employees’ discretionary compensatiah w
awards made in the form of restricted common stchkn 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 cargthemployment and to restrictions on sale, trarsfe
assignment until the end of a specified period,egally two to eight years from date of grant. Atl @
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 nh&ycanceled in certain limited situations, inchedi
termination for cause during the relevant reswittperiod. Recipients of deferred stock awards igdiye
have voting rights and receive dividend equivaleiitse Ultimate Parent determines the fair value of
restricted stock units based on the grant datevidire of its common stock, measured as the volume-
weighted average price on the date of grant.

In 2012, the Ultimate Parent granted performanaatdastock units (“PSUs”) to senior executives. PSUs
with non-market performance conditions are valuadeld on the grant date fair value of the Ultimate
Parent’s common stock, measured as the volume-tegigiverage price on the date of grant. PSUs with
market-based conditions are valued using a MontdoGealuation model. These PSUs will vest and
convert to shares of common stock in 2015 only hé tUltimate Parent satisfies predetermined
performance and market goals over the three-yadorpgance period that began on January 1, 2012 and
ends on December 31, 2014. PSU awards have vesssigiction and cancellation provisions that are
generally similar to those in the Ultimate Pareotiser deferred stock awards.
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Stock Option Awards

The Ultimate Parent has granted stock option awaumdsuant 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 fainevalf

the Ultimate Parent’'s common stock on the daterahty Such stock option awards generally become
exercisable over a three-year period and expirers¢g 10 years from the date of grant, subject to
accelerated expiration upon termination of emplaym8tock option awards have vesting, restrictind a
cancellation provisions that are generally simitathose in deferred stock awards. The fair valugtack
options is determined using the Black-Scholes telnanodel and the single grant life method. Unitier
single grant life method, option awards with gradledting are valued using a single weighted-average
expected option life.

Note 13 — Employee Benefit Plans

Pension and Postretirement Benefit Plans

Substantially all employees of the Company parditdpin employee benefit plans sponsored by the
Ultimate Parent. The pension plan provides penbmmefits that are based on each employee’s years of
credited service and compensation levels spedifi¢de plan. The U.S. Qualified Plan was closedédw
entrants effective July 1, 2007. Effective Januhry2011, the U.S. Qualified Plan ceased accrual of
benefits. Any benefits earned by participants urnidemlan at December 31, 2010 were preserved dhd w
be payable in the future based on the plan’s piavss

Certain employees are covered by a postretiremantgponsored by MS&Co. that provides medical and
life insurance for eligible retirees and medicalurance for their dependents.

Morgan Stanley 401(k) Savings Plan
Eligible employees receive 401(k) matching contiitms that are currently invested in Morgan Stanley
common stock. Certain employees with eligible pegslthan or equal to $100,000 will receive a 401(k)
Fixed Contribution up 2% of eligible pay. Additidlya certain employees receive a 401(k) Transition
Contribution based on prior plan membership.

Note 14 - Income Taxes

Certain subsidiaries of the Company are organizecogoorations 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 purpose. The taxable incomén@fGompany will be reported by its Parent which is
treated as a partnership for U.S. federal and statene tax purposes. The Ultimate Parent andvliti
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 indirextlaws 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 taxutgaaities. 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.
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The Company adopted accounting guidance whichfiglathe accounting for uncertainty in income taxes
recognized in the accompanying consolidated statewfefinancial condition. As of June 30, 2012, the
Company has not accrued any unrecognized tax erngfithe Company's consolidated statement of
financial condition.

Note 15 - Requlatory Requirements

MSSB is a registered broker-dealer and futures desion merchant and, accordingly, is subject to the
net capital rules of the SEC, the CFTC and thertsiah Industry Regulatory Authority (“FINRA”). Unde
these rules, MSSB is required to maintain minimuet GBapital, as defined under SEC Rule 15¢3-1, bf no
less than the greater of 2% of aggregate debitsi@msing from customer transactions, plus excesagjim
collateral on reverse repurchase agreements @@RAE rule stating the risk based requirement remss
the sum of 8% of customer risk maintenance margiquirement and 8% of non-customer risk
maintenance margin requirement, as defined. FINR nequire a member firm to reduce its business if
net capital is less than 4% of such aggregate dinits and may prohibit a firm from expanding its
business if net capital is less than 5% of sucheggge debit items. At June 30, 2012, MSSB’s Ngtit@h
was $1,909,543, which exceeded the minimum reqeintioy $1,826,882.

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

MSSB had entered into an agreement with MS&Co. @G|, 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 treatroéassets in the proprietary account of a comedpnt
(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 16 — Subsequent Events

The Company evaluates subsequent events througldatee on which the consolidated statement of
financial condition is issued. As of July 9, 201Be Company ceased to introduce retail accounts to
CGMI. Subject to obtaining the required regulatapproval, the Ultimate Parent and Citi reached an
agreement on September 10, 2012 with respect tputehase of Citi's remaining 35% stake in the Rare
no later than June 1, 2015 at an implied valuatib®13.5 billion. The Ultimate Parent has agreed to
acquire the next 15% stake in the Parent fromi@itdune 1, 2013. The Company did not note anyrothe
subsequent events requiring disclosure or adjudttoghe consolidated statement of financial caadit
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