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MORGAN STANLEY & CO. INTERNATIONAL plc

STRATEGIC REPORT

The Directors present their Strategic report forrggm Stanley & Co. International plc (the “Company”
and all of its subsidiary undertakings (togethée“Group”) for the year ended 31 December 2018.

INTRODUCTION

The principal activity of the Group is the provisiof financial services to corporations, governreeard
financial institutions.

The Company operates branches in the Dubai Inferr@tFinancial Centre, the Netherlands, Poland, th
Qatar Financial Centre, South Korea and Switzerland

The Company is authorised by the Prudential Reiguiatuthority (“PRA”) and regulated by the Finaricia
Conduct Authority (“FCA”) and the PRA. In additiothe Company is a registered swap dealer and is
regulated by the United States (“US”) Commodityufas Trading Commission (“CFTC").

There have been no changes in the Group’s prineigi@lity during the year and no significant chamge
the Group’s principal activity is expected.

The Group’s ultimate parent undertaking and colit@lentity is Morgan Stanley, which, together witte
Group and Morgan Stanley’s other subsidiary un#terts, form the “Morgan Stanley Group”.

The Morgan Stanley Group is a global financial gmw firm that maintains significant market positdan
each of its business segments: Institutional SeesriWealth Management and Investment Management.
The Morgan Stanley Group provides a wide varietypafducts and services to a large and diversified
group of clients and customers, including corporaj governments, financial institutions and indiials.

As a key contributor to the execution of the Morgatanley Group’s Institutional Securities global
strategy, the Group provides capital raising; ftiahadvisory services, including advice on mergand
acquisitions, restructurings, real estate and ptdjeance; corporate lending; sales, trading, rfiiag and
market-making activities in equity and fixed inconm@oducts, including foreign exchange and
commodities; and investment activities.

Certain disclosures required by relevant accourftimgneworks in relation to the Company’s and Grsup’
financial risk management have been presented sildmgther risk management information in this
Strategic Report. Such disclosures are identifeedwadited. All other information in the Strategied®rt is
unaudited.

BUSINESS REVIEW
Global market and economic conditions

Global economic growth was strong at 3.7% in 2(H8wever, it was a year of two halves, with global
growth clocking in at a strong 4.0% in the firstftaf the year before slowing to 3.6% in the secdiadf.
Growth accelerated in the US at 2.9% for the ysaa avhole. However, in the rest of the world, gtowt
weakened considerably, particularly in the secoatf. A combination of lingering trade tensions, a
slowdown in China and its spillovers, and a backdwbtighter US Federal Reserve policy, even abajlo
growth began to soften and the associated tighgeafnfinancial conditions weighed on sentiment and
economic activity. Global growth was also held bagkslower growth in the Euro area and Japan, which
in turn were weighed down by factors such as acéwih emission standards in Germany and natural
disasters in Japan. In terms of policy, the US Fddeeserve continued to hike interest rates byrtnér
100bps and continued its balance sheet normalisgtiocess. In Europe, the European Central Bank
(“ECB”) halved the size of its quantitative easifiQE") program to monthly purchases of €15bn after
September, and ended the QE program after Decerfodicymakers in China intensified its easing
measures by cutting taxes and boosting infrastrectpending as labour market pressures began lah bui
Since November, the US Federal Reserve has begusigt@l policy flexibility in response to a
deteriorating growth outlook. Other major centrahks have also begun to guide for a more dovisicyol
outlook in early 2019 following the weaker than egfed growth momentum in the fourth quarter of 2018



MORGAN STANLEY & CO. INTERNATIONAL plc

STRATEGIC REPORT

BUSINESS REVIEW (CONTINUED)
UK withdrawal from the EU

On 23 June 2016, the United Kingdom (the “UK") ¢étrate voted to leave the European Union (the
“EU"). On 29 March 2017, the UK invoked Article 5 the Lisbon Treaty which triggered a two-year

period, subject to extension (which would needuhanimous approval of the EU Member States), during
which the UK government negotiated a form of withelal agreement with the EU.

On 22 March, 2019, the UK and other EU Member Statreed to an extension of the two-year period to
22 May, 2019, (if the UK Parliament approved th¢hdiawal agreement by 29 March 2019) or 12 April
2019 (if it did not). On 11 April 2019, the UK artde other EU Member States agreed to a further
extension to 31 October 2019 (or, if the Withdravglteement is ratified by both parties before thase,
until the first day of the following month). Thisither extension ceases to apply on 31 May 201fi&n
event that the UK has not held elections to theogean Parliament in accordance with applicable &AJ |
and has not ratified the Withdrawal Agreement by\Ne&y 2019. Absent any further changes to this time
schedule, the UK is expected to leave the EU b@8tbber 2019 at the latest.

The proposed withdrawal agreement includes a tiangperiod until December 2020 and provides that t
UK will leave the EU single market and will seelphased period of implementation for a new UK-EU
relationship that may include the legal and reguiaframework applicable to financial institutiomsth
significant operations in Europe, such as Morgami8ty.

It is difficult to predict the future of the UK'selationship with the EU, the uncertainty of whickayn
increase the volatility in the global financial rkeis in the short- and medium-term and may nedstive
disrupt regional and global financial markets. Amtdially, depending on the outcome, such uncertaint
may adversely affect the manner in which we opesattain businesses in Europe.

The withdrawal agreement has been rejected by tePdrliament on 15 January 2019 and on two
subsequent occasions. As a result, the terms amditimms of the anticipated withdrawal from the EU
remain uncertain. Discussions are ongoing withia thK Parliament on the negotiated withdrawal
agreement and the alternatives to it, and betwse/K Government and the EU.

The ongoing political uncertainty in relation tetproposed withdrawal agreement in the UK mean®the
is a risk that these arrangements may not be readmplementation by 31 October 2019 or that theile

be no transition period. Potential effects of the &kit from the EU and potential mitigation actiomay
vary considerably depending on the timing of withwlal, the nature of any transition, implementaton
successor arrangements, and the future tradinggamaents between the UK and the EU.

If the withdrawal agreement (or any alternativeeggnent) is not agreed and as a result no trangigaod
applies, our UK licensed entities may be unableetp on EU passporting rights to provide servigesi
number of EU jurisdictions from the date the UKJesa the EU, absent further regulatory relief. Eifem
transition period is agreed, our UK licensed eatditinay lose their rights to provide services imumiper of
EU jurisdictions after such transition period uslése new UK-EU relationship provides for such tigh

The Morgan Stanley Group is continuing to preptsdeuropean operations to be able to do busingbs wi
its clients in the EU regardless of whether oraetithdrawal or transition agreement is reachedrngbs

are being made to European operations in an dffoghsure that the Morgan Stanley Group can coatinu
to provide cross-border banking and investment@thdr services in EU member states without the need
for separate regulatory authorisations in each neengiate through the use of EU “passporting”
arrangements, which allow for such cross-bordeiviact In the event that its UK licenced entitiesea
unable to rely on EU passporting rights to provedevices, the Morgan Stanley Group will adjust its
operations in Europe to be able to carry out a@ivifrom within the EU.
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BUSINESS REVIEW (CONTINUED)
UK withdrawal from the EU (continued)

These changes include use of a new licenced inesstfirm, Morgan Stanley Europe S.E (“MSESE”),
based in Germany, which will passport throughoetEu and serve EU-based clients where required; and
the existing EU German licensed bank Morgan Staiapk AG (“MSBAG”), which will provide
licensable banking activities where required. Idiadn, a new holding company for this structure baen
incorporated, Morgan Stanley Europe Holding SE (BHSE"). The Morgan Stanley Group will also
serve EU clients out of branches of these entitiethe EU and existing regulated entities in Fraand
Spain as necessary.

The Morgan Stanley Group is continuing to build dbe capabilities of these entities, including
engagement with clients and local regulators. Tlergdn Stanley Group also expects to continue to add
personnel to certain existing offices in the EUrt8i@ of these personnel may be transferred froen th
Company, including its EU branches.

Certain activities currently transacted by the G@rincluding cash and derivatives trading with thelgents
have moved, or may in future move, to these adwitientities, including cash and derivative tradamgl
capital markets activities moving from the CompamMSESE. The extent and timing of these moves will
depend on client preferences and on licencing rulMdgch in turn will depend on the form of any
withdrawal or transition agreement.

As part of the Group’s Brexit planning to achieve tstrategy mentioned above, the Group has made
certain entity structure changes. On 1 NovembeB2@ie Company transferred its investment in MS
France Holdings | S.A.S and its subsidiaries (“M@&rfee Group”) to Morgan Stanley Investments (UK)
(“MSIUK"), the Company's parent undertaking. On lahh 2019, the Company transferred its
investments in MSEHSE and MSESE to MSIUK.

As a result of the political uncertainty descritedabve, it is currently unclear what the final pBsexit
structure of European operations will be for theriyém Stanley Group overall. Given the potential
negative disruption to regional and global finahaiarkets, and depending on the extent to whichgdor
Stanley may be required to make material chang&sitopean operations beyond those currently planned
or executed, results of Morgan Stanley’s operatamd business prospects could be negatively affecte
However, following the reorganisations mentioned\a the Group’s principal activity and risks remai
unchanged and while some business and client ycthay be transferred from the Group to other Marga
Stanley Group entities that operate within the Hié, majority of current profitability and balanceegt
remain within the Group.

Key performance indicators

The Board of directors monitors the results of @reup by reference to a range of performance asid ri
based metrics. For the risk information, referlie Risk Management section later in this reportiade
performance metrics are shown below:

Profitability metrics

Return on ordinary shareholders equityst 31 December 2018, the Group’s return on ordinary
shareholders equity was 3.5% (2017: 5.0%). Retarardinary shareholders equity is defined as Pfofit
the year attributable to the parent less dividepaisl on AT1 Instruments as a percentage of ordinary
shareholders equity (total equity less AT1 Instroteeand Non-controlling Interest) at the beginnifighe
year.

Return on assetsthe Group’s return on assets was 0.1% (2017: 0.Réhurn on assets is defined as
profit/ loss for the year as a percentage of a$skts at the beginning of the year.
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BUSINESS REVIEW (CONTINUED)
Key performance indicators (continued)
Balance sheet assets

Total assetsTotal assets of the Group at 31 December 2018 $446,199 million, as disclosed on page
58. This is a decrease of 3.3% from 31 December .ZDdtal assets continue to be closely monitored.

Capital

The Group continues to closely monitor its capjtasition against a range of key metrics includihg t
following:

Tier 1 regulatory capitalAs at 31 December 2018, the Company’s Tier 1ltahpitio was 15.3% (2017:
12.8%), which is in excess of the required minimmegulatory ratio, as calculated in accordance WRA
rules which are based on the fourth EU Capital Rements Directive and EU Capital Requirements
Regulation (“CRR”), collectively known as “CRD IVThe Tier 1 capital ratio is defined as Tier 1 ¢alpi
divided by risk-weighted assets (“RWAs"). Tier Ipdal was $19,148 million (2017: $16,971 million).

Leverage ratio/As at 31 December 2018, the Company had a levesigeof 4.6% (2017: 3.8%), which is
above the expected minimum regulatory ratio of 3ft will apply once European legislation has been
finalised. CRD IV, as amended by the European Casion Delegated Act, compares Tier 1 capital to a
measure of leverage exposure, defined as the slewverfige assets less Tier 1 capital deductiorss gffu
balance sheet exposures.

Overview of 2018 financial results

Set out below is an overview of the Group’s finahcesults for the year ended 31 December 20184and
December 2017.

Year ended 31 Year ended 31

December 2018 December 2017

$ millions $ millions

Net revenue§’ 5,810 5,702
Staff related expenses (1,759) (1,733)
Non-staff related expenses (2,922) (2,692)

Operating expenses (4,681) (4,425)

Impairment (loss) / gain (7 1

Net loss on transfer of investment in subsidiar (66) -

Profit before tax 1,056 1,278
Income tax expense (359) (414)

Profit after tax 697 864
Total Assets 446,199 461,362
Total Liabilities 425,082 442,675
Total Equity 21,117 18,687

(1) Net revenue refers to the aggregate of ‘Nelimgrincome’, ‘Net income from other financial inginents held at fair value’, ‘Fee
and commission income’, ‘Interest income’, ‘Intdérespense’, and ‘Other revenue’

The consolidated income statement for the yeagti®st on page 55. The Group reported a profir adbe
for the year of $697 million, compared to a praditter tax of $864 million for the year ended
31 December 2017, as expenses increased moreetvemue for the period.

Net revenues for the year increased 1.9% to $5llidn compared to $5,702 million in 2017.
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BUSINESS REVIEW (CONTINUED)
Overview of 2018 financial results (continued)

The increase in net revenues includes the impach fthe adoption of IFRS 15 which increased both
revenues and expenses by $96 million (refer to Adte further details). Excluding the impact oR§ 15,
revenues were in line with 2017. Within Sales amdding, an increase in Equity net revenues wa®bffs
by a decrease in Fixed Income net revenues. IneggtBanking net revenues remained in line with 2017

Equity net revenues increased primarily as a resfultigher Equity Derivative and Prime Brokeragé ne
revenues. Equity Derivative net revenues increasedto higher client activity driven by increasedrket
volatility. Prime Brokerage net revenues increaded to higher average client balances and financing
revenues.

Fixed Income net revenues decreased due to redwedid product net revenues, partially offset byhtar
macro product net revenues. Credit product netmee® decreased as a result of credit spreads wigleni
and reduced client activity. Macro product net rexes increased from higher client activity in fgrei
exchange products as a result of increased maokatility.

Operating expenses increased from $4,425 millioriHfe year ended 31 December 2017 to $4,681 million
for the year ended 31 December 2018.

Staff-related expenses increased by 2% from $1@l®n to $1,759 million in 2018. The increase was
primarily driven by an increase in base salaried discretionary compensation as a result of higher
headcount and higher global Institutional SecisitBroup (“ISG”) revenues. This was offset by a dase
from mark-to-market on deferred compensation prilpaglating to equity awards.

Non-staff related expenses increased by 9% frone2million in 2017 to $2,922 million in 2018.
Excluding the impact of IFRS 15, expenses incredse®% driven by higher volume-related expenses
including brokerage and transaction taxes fromeiased client activity.

There was a net loss on transfer of investmentitisigliary of $66 million, resulting from the traasto the
income statement of the ‘currency translation nesef‘CTA”) balance relating to the MS France Group
upon its transfer out of the Group. This had noraWvémpact on total equity. Refer to note 15 farther
detail.

The Group’s tax expense for the year ended 31 Deeer2018 was $359 million, compared to $414
million for the year ended 31 December 2017. Thmesents an effective tax rate of 34.0% (31 Deeemb
2017: 32.4%), which is higher than the averagedstahrate of UK corporation tax (inclusive of th&K U
Banking surcharge) of 27% (31 December 2017: 27)25%e reduction in 2018 tax charge is attributable
to lower profits, a release of tax reserves onrpy@ar matters, and the effect of lower non-dedeti
expenses. This was partially offset by group refiefrendered for nil consideration and an incraéase
French non-deductible expenses. See note 9 fdreiudetail.

The Group’s total assets and liabilities decredse®15,163 million and $17,593 million respectivety
decrease of 3.3% and 4.0% respectively as at 3&rbieer 2018 when compared to the total assets and
total liabilities as at 31 December 2017.

The decrease in total assets is driven by decréaseading financial assets’ of $11,605 milliosecured
financing’ of $3,702 million and ‘trade and othexceivables’ of $5,667 million, partially offset an
increase of $5,368 million in ‘cash and short teleposits’.

The decrease in ‘trading financial assets’ is dua tlecrease in corporate equities primarily dribgrhe
disposal of corporate equities held within the M&ri€e Group, partially offset by an increase in
derivatives as a result of fair value movements amdhcrease in client demand. The decrease imredc
financing’ is due to increases from higher cligntahcing and repurchase agreements held for thelity
reserve being more than offset by increased nettihgsecured financing’ assets against ‘secured
borrowing’ liabilities. The decrease in ‘trade aother receivables’ reflects lower collateral pledige
relation to derivative transactions as a consecquericchanges in underlying derivative exposures Th
increase in ‘cash and short term deposits’ is duntincrease in the Group’s liquidity reserve.
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BUSINESS REVIEW (CONTINUED)
Overview of 2018 financial results (continued)

The decrease in total liabilities is driven by d=xges in ‘secured borrowing’ of $8,259 millionade and
other payables’ of $5,462 million and ‘debt andesthorrowings’ of $2,823 million.

The decrease in ‘secured borrowing’ is due to iaed client financing activity being more than effsy
netting of ‘secured borrowing’ liabilities again'secured financing’ assets. The decrease in ‘trao
other payables’ reflects a decrease in collateegkived in relation to derivative transactions as a
consequence of changes in the underlying derivaéi¥posures. The decrease in ‘debt and other
borrowings’ is due to the repayment of $2,000 wiillisubordinated loans, and a decrease in unsecured
funding, partially offset by the issue of a $6,000llion debt instrument eligible for the Minimum
Requirement for own funds and Eligible Liabiliti¢®MREL").

Total Equity increased by $2,430 million as a resfilthe issuance of $2,200 million of AdditionaieT
1("AT1") capital instruments (“Instruments”) to Mgan Stanley International Limited (“MSI”), a UK
incorporated indirect parent of the Company. Eqalsp increased as a result of the profit afterofa®697
million, offset by dividends paid of $529 milliomcluding the dividend in specie of the MS Francep.

In addition, opening retained earnings as at Jgnli&2018 increased by $68 million due to the Greup’
adoption of IFRS 9 Financial Instruments (“IFRS @fainly reflecting the reclassification of the dable-
for-sale reserve to retained earnings. This tratefd no overall impact on total equity. Refer tbend.

The consolidated statement of cash flows preseotegage 59 shows a net increase in cash and cash
equivalents of $5,487 million during the year (20t&t increase of $5,017 million). Net cash inflofnam
operating activities were $1,986 million (31 Decemni2017: net increase of $3,436 million). Net cash
inflows from financing activities during the yearere $5,833 million (2017: net cash outflow of $245
million) due to the issuances of a $6,000 milliolREL eligible subordinated loan and a $2,200 million
AT1 instrument (2017: $nil), partially offset by$2,000 million repayment of subordinated loan litibs

(31 December 2017: $5,906 million).

KEY MANAGEMENT CONSIDERATIONS

In the preparation of the financial results thromgth2018, management have considered accounting and
reporting matters to ensure appropriate recognitmeasurement, presentation and disclosure. These
matters include the fair value of financial instemts, revenue recognition, intercompany transastion
impairment of financial assets and recognition nartain litigation and tax provisions. The sigruit
matters considered by management during 2018 iaclud

Valuation of financial instruments

The Group consider the key valuation metrics arttyguments involved in the determination of the fair
value of financial instruments. To the extent thatuation is based on models or inputs that are les
observable or unobservable in the market, the aiét@tion of fair value requires more judgement.

Management reviewed the key valuation metrics, rapsions and methodologies involved in the
determination of the fair value of financial instrants and determined that the valuations were naéde.

Refer to accounting policy note 3(d) for more detai the Group’s fair value measurement and vabuati
methods.
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Intercompany transactions

In 2017, management identified that the control immment relating to certain business funding
transactions and allocations required further ecdarents. During 2017 and 2018 control enhancements
were implemented, therefore management are satisfiat the financial performance of the Group is
appropriately reported.

Uncertain Tax Provisions

The preparation of the Group’s consolidated finahcitatements requires management to make
judgements, estimates and assumptions regardingutbeme of matters that are uncertain, includimasé
relating to tax.

The Group has reserves arising on uncertain tatensafor which management has made judgements and
interpretations about the application of inherewtiynplex tax laws when determining these provisions
Whilst a range of outcomes is foreseeable, managecwmsiders the amount reserved to be a reasonable
estimate of expected future liabilities after coesation of all pertinent facts, based on the staifi
inquiries at the date of approval of the accounts.

Refer to note 20 for further details of the estisatised in determining provisions on uncertain tax
balances.

RISK MANAGEMENT

Risk is an inherent part of the Group’s busineswiac The Group seeks to identify, assess, maoratad
manage each of the various types of risk involvedts business activities, in accordance with dafin
policies and procedures. The Group has develogedvin risk management policy framework, which
leverages the risk management policies and proesdaf the Morgan Stanley Group. The risk
management policy framework includes escalatiothto Group’s Board of Directors and to appropriate
senior management of the Group as well as overdightigh the Group’s Board of Directors and throagh
dedicated Risk Committee of non-executive Directinet reports to the Board of MSI, the Company’s
ultimate UK parent undertaking.

Note 28 to the consolidated financial statementsiges additional qualitative and quantitative tfisares
about the Group’s management of, and exposur@anmdial risks.
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RISK MANAGEMENT (CONTINUED)
Risk strategy and appetite

The Group Risk Appetite Statement articulates tigregate level and type of risk that the Groupilbng
to accept to execute its business strategy aret iv $e within the resource capacity constraints.

The combination of qualitative risk appetite ankétance statements and quantitative limits aimsnisure
that the Group’s businesses are carried out inWith the risk appetite approved by the Board, snd
protect Morgan Stanley’s reputation in both norarad stressed environments.

The Group has no risk appetite for conduct riskeputational risk. It acknowledges, however, thatduct
risk or reputational risk remains inherent in doinginess and thus cannot be entirely eliminated.

The Group risk appetite is set by the MSI Boardadnjunction with the MSI Group’s strategy and th&IM
Group capital and liquidity resource adequacy fraor. The approved appetite assumes the Group will
continue to provide cross-border banking and imaest and other services, but expect to re-assdgghin

of any material changes in business model postiBrex

Risk management framework

Risk of loss is an inevitable consequence of th@u@s businesses activities and effective risk
management is vital to the Group’s success. Thk Rianagement Framework includes a well-defined,
comprehensive risk governance structure with appatgprisk management expertise, including processe
for periodically assessing the efficacy of the Risknagement Framework.

Risk policies and processes

Morgan Stanley Group has a number of well-estabtispolicies and processes which establish the
standards that govern the identification, assessmenitoring, management and mitigation of thdoas
types of risk involved in its business activiti€pecific risk management policies have been impieeate

to address local business and regulatory requirtsmnelnere appropriate. The policies are approvethby
MSI Board and reviewed annually.

Control framework

The MSI Group operates a control framework conststéth the “Three Lines of Defence” model, with
the Business Unit being the first line, IndependRisk Management being the second and Internal tAudi
Department the third. This structure creates alkdineation of responsibilities between the busnasit
(1st Line), the control functions such as Indepamndeisk Management (2nd Line) and Internal Audit
Department (3rd Line).

Business unit management has primary responsihitity accountability for managing all the businasis u
risks, including market, credit, operational, lidity and funding risks. It implements policy andsares
compliance with applicable laws, rules and regatej for every legal entity in the MSI Group ancaih
jurisdictions business is undertaken and booked.

Independent Risk Management and in certain otheescadther control functions perform, identify,
measure, monitor and control risks. It also prosidevernance and oversight of activities carrietbgu
the business units. Independent Risk Managemethtdes, for example, functions performed by the
EMEA Risk Division and EMEA Compliance Departmenhda EMEA Global Financial Crimes
Department, as well as certain functions perforimgthe Legal Department.

The Internal Audit Department (“IAD”") are the 3rthé of defence, and are an independent source of
assurance to the MSI Board on financial, operatjoaad compliance controls. EMEA Internal Audit
Department reports to the MSI Audit Committee amdndependent of the Business Units, Support and
Control Functions and Risk Management. Internal iAundiependently verifies that the Risk Management
Framework has been implemented as intended andniidning effectively, including opining on the
overall appropriateness and adequacy of the Frankeaval its associated governance processes agsvell
the design and operating effectiveness of the stipgacontrols.

10
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RISK MANAGEMENT (CONTINUED)
Limits and tolerance framework

The MSI Group Risk Appetite is translated into anpoehensive Risk Limit and Tolerance framework
across four primary areas: market risk, credit,righerational risk and liquidity risk. Other risksat are
monitored regularly include leverage risk, valuatigsk, conduct risk, reputational risk, model riskd
earnings at risk.

The MSI Group maintains risk limits and toleranaésarious levels of the governance structure ppett
linkages between the Group’s overall risk appetitd more granular risk-taking decisions and adtiwit
Using a suite of tools, most notably limits, thessks are tracked, monitored and reported to the
appropriate executive risk committees, MSI Risk @uttee and the MSI Board. All risk limits are
reviewed periodically as appropriate and at leastually. Figure 1 outlines the MSI Group’s Risk liim
Framework for specific risk areas.

Figure 1 MSI Group limit framework

MARKET CREDIT OPERATIONAL LIQUIDITY AND FUNDING

RISK RISK RISK RISK
0 *MSI Group-wide * MSI Group-wide * Quantitative tolerances * Liquidity and parent
s macroeconomic scenario macroeconomic scenario foreach top operational support limits
= loss limits loss limits risk and againstan * Portfolio level liquidity
2 * Legal entity Value at Risk * MSI Group credit limits aggregate risk tolerance and funding mix limits
i ("VaR") and exposure * Single name, country and level * Granularbusiness area
5 limits industry credit limits specificlimits on liquidity
m - Detailed risk exposure and funding
E limits are allocated by
£ desk/products

Stress testing is one of the Group’s principal nsnagement tools, used to identify and assessniberct

of severe stresses on its portfolios. It informaamber of processes and associated decisions. It
complements other Group risk metrics by providingjesar and flexible approach to assessing the Gsoup
resilience in the face of various scenarios ovearaje of severities, relevant to current marketddmns

and forward looking macroeconomic views. Most nbtastress testing is used for:

Risk Management: lIdentifying areas of potential neuhbilities in the portfolio, measuring
portfolio losses and concentrations as a basisdnior management to review portfolio-level risk
and determine risk mitigation actions and set expoimits.

Capital and Liquidity Planning: Informing the prayeal stressed capital and liquidity forecasts
through severe but plausible stress tests.

Strategy Planning: Identifying business model vrdbdities through Reverse Stress Testing and
identifying the potential mitigating actions availa as part of recovery planning.

Given uncertainties surrounding the UK’s withdradvaim the EU, the Group has run stress tests tesass
and manage market, credit and liquidity risks eslab Brexit.

11



MORGAN STANLEY & CO. INTERNATIONAL plc

STRATEGIC REPORT

RISK MANAGEMENT (CONTINUED)
Risk reporting and measurement

The Group has a suite of risk reporting acrossntiaén risk types highlighted above. The risk repuyti
includes quantitative measurements and qualitasessments that enable a comparison of the Group’s
risk profile against risk limits and risk toleransttements. Reporting identifies matters for edal and
highlights emerging risks. Material risk issues ineestigated and escalated where appropriateeiathp
specific escalation procedures set down by the feréiscalation triggers have been articulated, with
separate triggers for naotification and further ¢st@n including to the MSIP Board where relevafie
EMEA Risk Management Division has constituted sfieciommittees which provide senior management
review of the risk reporting including stress tegtand data quality information.

Risk reporting capabilities are supported by a welitrolled infrastructure, including Front Offigesk
systems and the Group’s Risk Management systemsy. ri6k data are subject to several control
assessments, including: self-assessments, atestatndependent validation, reconciliation anderinal
audit reviews.

Risk governance

The Group has a comprehensive risk management mgovee framework which includes Board approved
policies and a defined senior management risk ay@rsand escalation process. The MSIP Board has
overall responsibility for the business affairstié Group and it is ultimately responsible for mup’s

risk management. The MSI Risk Committee and EME#kRIommittee assist and provide guidance to the
MSIP Board on the oversight of Group’s risk managetactivities.

The MSI Board (and its committees) determines thateggy for the MSI Group and provides oversight of
the key risk and control issues that the executiothe strategy presents, or is likely to pres@&hie MSI
Board has delegated authority to its Audit, Risk &lomination and Governance committees. Each of the
committees is comprised solely of non-executiveedrs. The MSI Board, through the MSI Risk
Committee, is regularly informed of the MSI Groupisk profile and relevant trends impacting itskris
profile.

Day-to-day management of the MSI Group’s businesdeélegated to executive management. The
executive committees are the most senior MSI Grexpcutive management committees and have
responsibility for overseeing business performamnerations and risks identified in relation to M8l
Group. The management level committees supporéxkeutive committees in their oversight of specific
areas of the MSI Group’s activities.
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Risk governance (continued)
Figure 2 MSI board committee structure and EMEA ex@&utive management structure

MSI Board and Board Morgan Stanley International
Committees Limited
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Risk Committee Audit Committee c it Governance
Sl Committee
EMEA Operating Committee EMEA Risk Committee

Executive Committees
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UK (S;g’;'i':;"ce Stalel'nems Remune.ralion EMEA Fi hi Operati N | Risk EMEA Conduct
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Committee Committee Committee
UK Recovery EMEA Electronic EMEA
Marﬂzg',hm and Resolution Trading EMEA ALCO Slont Asetsy EMEA Product
Comnes Stakeholder Governance Committee Canmitea Committee
Committee Committee

MSI board committees

TheMSI Risk Committee is appointed by the MSI Board to assist and pmygdidance to the MSI Board
on the management of financial and non-financels; including: (i) risk strategy and appetite) (isk
identification and management; (iii) risk governariamework and policies; (iv) measurement of ask
risk tolerance levels and limits; (v) risk culturgj) financial resource management and capitad, @)
recovery and resolution. The MSI Risk Committee fretimes in 2018. The MSI Risk Committee review
quarterly detailed risk reports, including but ronited to portfolio risk, market risk, credit risk
operational risk and model changes.

The Committee’s focus during the year included:
+ The MSI Group risk appetite framework and appetittement;
- Enhancements to the MSI Group risk framework;
«  Oversight of material event risks;

- Areas of regulatory focus and corresponding riskemts.
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MSI board committees (continued)

The MSI Audit Committee is appointed by the MSI Board to assist and pmwdidance to the MSI
Board in monitoring: (i) financial reporting; (iipternal controls; (iii) legal and regulatory congpice; (iv)
internal audit; and (v) external auditor. The Auddmmittee focused on a wide range of financiahtia,
and operational issues during 2018, including irtigalar:

«  Transfer Pricing;

«  Brexit Planning;

- Provision estimates, including litigation and tasat

- Intercompany transactions;

« Implementation of new accounting standards IFR8®IRRS 15;

- European Market Infrastructure Reporting Il and késs in Financial Instruments Directive Il.

In addition to the Risk and Audit Committees, th&IMBoard has also appointedves| Nomination and
Governance Committeeand aMSI Remuneration Committee

EMEA executive committees

The EMEA Operating Committee is the forum for key decisions regarding mattefiecting the
operations and performance of the MSI Group andesponsible for the execution of strategy. The
Committee provides oversight of: (i) strategy; (fihancial performance; (iii) risk and control; )iv
operational, legal and regulatory matters; anch(upan resources.

The EMEA Risk Committee (“ERC”") assists in the oversight of the MSI Grosiphanagement of risk
(including financial and non-financial risks) withthe MSI Group. The Committee provides oversight o
(i) risk strategy and appetite; (ii) risk identdition and measurement; (iii) risk framework andqes; (iv)
culture; and (v) financial resource management.

Management committees (associated with risk governae)

The EMEA Franchise Committee assists in the oversight of potentially signifitefranchise risks
including by reviewing relevant activities, transans and clients, and reviewing the franchise iogtions
of situations that involve suitability or conflictd interest concerns.

The EMEA Asset and Liability Committee (‘EMEA ALCO”) assists the ERC to oversee the capital
adequacy, including the risk of excessive leveragd,liquidity risk management of the MSI Group.

The EMEA Operational Risk Oversight Committee provides guidance to the ERC in relation to the
oversight of the management of operational risthefMSI Group.

The EMEA Client Assets Governance Committeeprovides support for MSI Group’s compliance with
Client Assets Sourcebook (“CASS”) requirements, acid as the principal body for providing goverreanc
of CASS related issues, being responsible for cirating the approach to managing Client Money and
Client Assets.

The EMEA Conduct Risk Committee assists the ERC in the oversight and managemectrafuct risk
within the MSI Group.

The EMEA Electronic Trading Governance Committee reviews and challenges controls applicable to
the electronic trading business. Further, the Catemiwill monitor the risk appetite and limits &st the
ERC which is applicable to electronic trading, gmdvide a forum to oversee the resolution of iderdi
control issues in an appropriate and timely ma@anerescalate matters to the ERC as necessary.

The EMEA Product Committee assists the ERC in discharging its responsibilif@sthe oversight of
approvals of New Products (“NPA”) and the oversightproduct governance. In particular, the EMEA
Product Committee reviews and challenges HeighteriRidk NPA proposals and provides
recommendations to the ERC.
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Management committees (associated with financial parting)

The EMEA Financial Statement Review Committeeis appointed to review certain external reporting,
which includes the financial statements and PBlatisclosures of MSI and its regulated subsidiasied
their branches.

Market risk

Market risk refers to the risk that a change inléwel of one or more market prices, rates, indigagplied
volatilities, correlations or other market factasach as market liquidity, will result in losses foposition
or portfolio.

The Group manages the market risk associated wathrading activities at both a divisional and an
individual product level, and also considers marlkgk at the legal entity level.

Sound market risk management is an integral pathefGroup’s culture. The Group is responsible for
ensuring that market risk exposures are well-mashagel monitored. The Group also ensures transparenc
of material market risks, monitors compliance wagiablished limits, and escalates risk concentratio
appropriate senior management.

To execute these responsibilities, the Group moitts market risk against limits on aggregate risk
exposures, performs a variety of risk analysesudioly monitoring Value at Risk ("VaR”) and stress
testing analyses, routinely reports risk summardgsl maintains the VaR and scenario analysis
methodologies. The material risks identified bysthgrocesses are summarised and reported to senior
management.

The market risk management policies and procedardle Group are consistent with those of the Marg
Stanley Group and include escalation to the Grolwsrd of Directors and appropriate management
personnel.

Primary market risk exposures and market risk mamagnt

During the year, the Group had exposures to a waage of market risk factors related to the global
markets in which it conducts its trading activiti@hese market risk factors include interest raie eredit
spread risk, equity prices, foreign exchange raed commodity prices and the associated implied
volatilities.

The Group is exposed to interest rate and cred#asprisk, as well as associated implied volatilisks, as
a result of its market making activities in intdreste or credit sensitive financial instrumentgy(eisk
arising from changes in the level of interest rathe shape of the yield curve and credit spreatis.
activities from which those exposures arise andntlagkets in which the Group is active include, ard
not limited to: interest rate and credit derivasiveorporate and government debt across both desetlo
and emerging markets and asset-backed debt (ingjudortgage-related securities).

The Group is exposed to equity price and impliethtdy risk as a result of making markets in egui
securities and derivatives and maintaining othesitipms (including positions in non-public entifjes
Positions in non-public entities may include, brg aot limited to, exposures to private equity, tuee
capital, private partnerships, real estate fundsaher funds. Such positions are less liquid, Hanger
investment horizons and are more difficult to hettgm listed equities.

The Group is exposed to foreign exchange rate mptieéd volatility risk as a result of making markeén
foreign currencies and foreign currency derivatifeam maintaining foreign exchange positions arahf
holding non-US dollar-denominated financial instants.

The Group has very limited exposure to commodifidgs exposure is due to price and implied volstili
risk as a result of market-making activities indguand refined oil products, natural gas, ele¢yi@nd
precious and base metals.
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Market risk (continued)
Primary market risk exposures and market risk mamagnt (continued)

The Group manages its trading positions by emptpyanvariety of risk mitigation strategies. These
strategies include diversification of risk exposuesnd hedging. Hedging activities consist of thecpase

or sale of positions in related securities andrfaial instruments, including a variety of derivatiproducts
(e.g., futures, forwards, swaps and options). Heglgctivities may not always provide effective gatiion
against trading losses due to differences in thiadgspecific characteristics or other basis ritles may
exist between the hedge instrument and the risksaxe that is being hedged. The Group manages and
monitors its market risk exposures, including alttiand basis risks, in such a way as to maintain a
portfolio that the Group believes is well-diverstiin the aggregate with respect to market ristofacand

that reflects the Group’s aggregate risk toleraasegstablished by the Group’s Board of Directdise
effectiveness of hedges and mitigants is monitogdg processes such as risk and limit reporting.

Aggregate market risk limits have been approvedtiier Group in line with the risk appetite set bg th
Board of Directors. Additional market risk limitseaassigned, as appropriate, to trading desks,upted
and/ or regions and are commensurate with the ggtgdimits. The Market Risk Department (“MRD”)
monitors market risk measures against limits iroedt@nce with policies set by the Board of Direcizans
senior management.

Value at Risk

The Group uses the statistical technique known @R ®s one of the tools used to measure, monitor and
review the market risk exposures of its tradingtfetios. MRD calculates and distributes daily VaRskd
risk measures to various levels of management.

VaR methodology, assumptions and limitations

The Group calculates VaR using a model based oatilitgl-adjusted historical simulation for general
market risk factors and Monte Carlo simulationriame-specific risk in corporate shares, bonds,sl@en
related derivatives. Market risk factors’ daily nesvare modelled either as difference changes ativel
changes, dependent on the most suitable stochastéess (normal or lognormal diffusion process) to
describe the daily risk factor changes. The modabtructs a distribution of hypothetical daily cbes in
the value of trading portfolios based on: histdriglaservation of daily changes in key market indice
other market risk factors; and information on tle@sstivity of the portfolio values to these markistk
factor changes.

The basic methodology for VaR at Morgan Stanlelyissorical simulation. The risk exposures usectier
daily VaR calculation are based on Greeks and réskluation grids, and simulations cover both
systematic and specific risk components. The saahgation approach is used for Stressed VaR. The tim
series data is updated on a weekly basis, witlexiseption of idiosyncratic risk factors, which angdated
quarterly. A set of internal processes and coneakure that all trading positions booked by theuprare
being included in VaR. Management VaR is computed 85% level of confidence over a one day time
horizon, which is a useful indicator of possiblading losses resulting from adverse daily marketvano
The 95%/one-day VaR corresponds to the unrealigssl in portfolio value that, based on historically
observed market risk factor movements, could haentexceeded with a frequency of five times ingver
100 trading days, if the portfolio were held consti@r one day.
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Market risk (continued)
VaR methodology, assumptions and limitations (comeiil)

The Group uses VaR as one of a range of risk mamaigietools. Among their benefits, VaR models permit
estimation of a portfolio’'s aggregate market risip@sure, incorporating a range of market risks and
portfolio assets. One key element of the VaR masiéhat it reflects portfolio diversification or tiging
activities. However, VaR has various limitationshigh include but are not limited to: use of histati
changes in market risk factors, which may not brmueate predictors of future market conditions, araly

not fully incorporate the risk of extreme markeerts that are outsized relative to observed hisdbri
market behaviour or reflect the historical disttiba of results beyond the 95% confidence intereaig
reporting of losses in a single day, which doesrafiect the risk of positions that cannot be lapated or
hedged in one day. A small proportion of market generated by trading positions is not includetfaR.
The modelling of the risk characteristics of sonmsifions relies on approximations that, under derta
circumstances, could produce significantly différeasults from those produced using more precise
measures. VaR is most appropriate as a risk me&suteading positions in liquid financial markeasd

will understate the risk associated with severenesyesuch as periods of extreme illiquidity. Theo@y is
aware of these and other limitations and, therefages VaR as only one component in its risk
management oversight process. This process alswpioiates stress testing and scenario analyses and
extensive risk monitoring, analysis, quantificatioihrisk not captured in VaR, and control at theding
desk, division, entity and Group levels.

The Group is committed to continuous review anda@abment of VaR methodologies and assumptions to
capture evolving risks associated with changesarkat structure and dynamics. As part of regulacess
improvement, additional systematic and name-specifik factors may be added to improve the VaR
model’s ability to estimate more accurately riskspecific asset classes or industry sectors.

Since the reported VaR statistics are estimateedbas historical data, VaR should not be viewed as
predictive of the Group’s future revenues or firahperformance or of its ability to manage riskere

can be no assurance that the Group’s actual l@ssesparticular day will not exceed the VaR amounts
indicated in the following paragraphs or that slegses will not occur more than five times in 1€ing
days for a 95%/one-day VaR. VaR does not predenthgnitude of losses which, should they occur, may
be significantly greater than the VaR amount.

VaR statistics are not readily comparable acrogasfibecause of differences in the firms’ portfglios
modelling assumptions and methodologies. Theseerdifites can result in materially-different VaR
estimates across firms for similar portfolios. Timpact of such differences varies depending orfahtor
history assumptions, the frequency with which thetdr history is updated and the confidence leAsla
result, VaR statistics are more useful when inttgal as indicators of trends in a firm’s risk peofiather
than as an absolute measure of risk to be compareds firms.

The table on the next page shows the Group’s VaRrimary risk categories and total Management VaR
for the year ended 31 December 2018 and for thegme@ded 31 December 2017. The detailed table can be
found in note 28 to the consolidated financialestants.
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Market risk (continued)

VaR methodology, assumptions and limitations (comeiil)

95%/ one-day VaR for the year 95%/ one-day VaR for the year

ended 31 December 2018 (audited) ended 31 December 2017 (audited)

Period end Average Period end Average

$millions $millions $millions $millions

Primary Risk Categories 17 19 20 21

Credit Portfolio (1) 4 4 5 6
Less diversification benefit (2) (3) (2) (3) (4)

Total Management VaR 18 21 22 23

(1) The Credit Portfolio VaR is disclosed as a safgacategory from the Primary Risk Categoriesiaalides loans that are carried
at fair value and associated hedges as well asemanmty credit valuation adjustments and relatdbes.

(2) Diversification benefit equals the differenceteeen total trading VaR and the sum of the VaRshfe individual risk categorie
This benefit arises because the simulateddmelosses for each of the primary market riskgmaies occur on different days; simi
diversification benefits are also taken into ac¢auithin each category.

The Group’s average VaR for Primary Risk Categofas2018 was $19 million compared with $21
million for 2017. The decrease in average VaRFomary Risk Categories is due to risk reductioroas
equity and foreign exchange.

The average Credit Portfolio VaR for 2018 was $4liomi compared with $6 million for 2017. The
decrease in the average VaR over the year wasdoivexposure changes during 2018.

Additional information on non-trading risks and i&mcy risk together with an analysis of VaR sewisjti
is presented in note 28 to the consolidated firsrstatements.

Credit risk
Credit risk management framework

Credit risk refers to the risk of loss arising wharborrower, counterparty or issuer does not niset i
financial obligations to the Group. Credit risk luntes country risk, which is further described melo

The Group primarily incurs credit risk to institois and sophisticated investors, mainly through its
Institutional Securities business segment. Thik nsay be incurred through a variety of activities,
including, but not limited to, the following:

. entering into derivative contracts under which deuyparties may have obligations to make
payments to the Group;

. extending credit to clients through lending comneitris;

. providing short- or long-term funding that is sesdiby physical or financial collateral whose value
may at times be insufficient to fully cover the agment amount;

. posting margin and/ or collateral to clearing hayusdearing agencies, exchanges, banks, securities
firms and other financial counterparties;

. placing funds on deposit at other financial ingiitus to support the Group’s clearing and
settlement obligations; and

o investing or trading in securities and loan poelkereby the value of these assets may fluctuate

based on realised or expected defaults on the iyimtgobligations or loans.

Credit Risk exposure is managed on a global basisim consideration of each significant legal gntit
within the Morgan Stanley Group. The credit risk nagement policies and procedures establish the
framework for identifying, measuring, monitoringdaoontrolling credit risk whilst ensuring transpacg

of material credit risks, compliance with estaldidHimits and escalating risk concentrations torappate
senior management.
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Credit risk (continued)
Monitoring and control

To help protect the Group from losses, the Credik Management Department establishes Firm-wide
practices to evaluate, monitor and control credit at the transaction, obligor and portfolio leszeThe
Credit Risk Management Department approves exteagib credit, evaluates the creditworthiness of the
Group’s counterparties and borrowers on a reguarsh and helps ensure that credit exposure igedgti
monitored and managed. The evaluation of countBegaand borrowers includes an assessment of the
probability that an obligor will default on its fincial obligations and any subsequent losses tlagt m
occur when an obligor defaults. In addition, crediék exposure is actively managed by credit
professionals and committees within the Credit Ris&&nagement Department and through various risk
committees, whose membership includes individualsfthe Credit Risk Management Department.

A Credit Limits Framework is utilised to manage diterisk levels across the MSI Group. The Credit
Limits Framework is calibrated within the MSI Grdsipisk tolerance and includes single-name limitd a
portfolio concentration limits by country and inthys The Credit Risk Management Department helps
ensure timely and transparent communication of rizdteredit risks, compliance with established tini
and escalation of risk concentrations to appropisanior management.

The Credit Risk Management Department also worksety with the Market Risk Department and
applicable business units to monitor risk exposuned to perform stress tests to identify, analyse, a
control credit risk concentrations arising in theo@’s lending and trading activities. The stresstg
shock market factors (e.g. interest rates, commaglitces, credit spreads), and risk parameters (e.g
default probabilities and loss given default), ssess the impact of stresses on exposures, pndfitoas,
and the Group’s capital position. Stress testscanglucted in accordance with established Grougiesli
and procedures.

Credit evaluation

The evaluation of corporate and institutional cegparties includes assigning obligor credit ratingisich
reflect an assessment of an obligor's probabilitydefault and loss given default. Credit evaluagion
typically involve the assessment of financial statets, leverage, liquidity, capital strength, asset
composition and quality, market capitalisation, esscto capital markets, the adequacy of collatéral,
applicable, and in the case of certain loans, ashprojections and debt service requirements. Chedit
Risk Management Department also evaluates strategyket position, industry dynamics, management
and other factors that could affect the obligoi&k rprofile. Additionally, the Credit Risk Managente
Department evaluates the relative position of theu@’'s exposure in the borrower’s capital structanel
relative recovery prospects, as well as adequacyltdteral (if applicable) and other structurarakents of
the particular transaction.

In addition to assessing and monitoring its crediposure and risk at the individual obligor lewvibie
Group also reviews its credit exposure and risggographic regions. As at 31 December 2018, thegro
has no significant geographical concentration s but has credit exposure to North America, Asia)
Western Europe. In addition, the Group pays pdedicattention to smaller exposures in emerging igrk
given their unique risk profile. Sovereign ceilirgings i.e. the maximum credit rating that carabsigned
to a counterparty with a designated country of,resle derived using methodologies generally cossist
with those employed by external rating agencies.

The Group also reviews its credit exposure and toskertain types of customers. At 31 December 2018
the Group’s material credit exposure was to certladring counterparties, corporate entities, faign
institutions and sovereign-related entities.
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Credit risk (continued)
Risk mitigation

The Credit Risk Management Department may seekitigate credit risk from its lending and trading
activities in multiple ways, including collateralgvisions, guarantees and hedges. At the transaleti@|,

the Credit Risk Management Department seeks tgatéirisk through management of key risk elements
such as size, tenor, financial covenants, seniarity collateral. The main types of collateral hexld cash

or similar highly-liquid assets. The Group has ring policies on the acceptability of specific cles of
collateral or credit risk mitigation. There has ba® change in the collateral policy of the Growpirly

the year. The Group closely monitors collaterdtl Her financial assets considered to be creditairgd,

as in such cases it is considered more likely thatGroup will take possession of collateral toiguaite
potential credit losses. The Group actively hedigedending and derivatives exposure through variou
financial instruments that may include single-nanpmrtfolio and structured credit derivatives.
Additionally, the Group may sell, assign or syntécdunded loans and lending commitments in the
primary and secondary loan markets. In connectidth vts derivatives trading activities, the Group
generally enters into master netting agreementscafidteral arrangements with counterparties. These
agreements provide the Group with the ability tondad collateral, to liquidate collateral and toseff
receivables and payables covered under the santermagseement in the event of a counterparty defaul

o Securities purchased under agreements to reselkandrities borrowed

The Group manages credit exposure arising fromrgexsu purchased under agreements to resell and
securities borrowed transactions by, in appropratumstances, entering into master netting agee¢sn
and collateral agreements with counterpartiespghatide the Group, in the event of a counterpaefadit,

with the right to net a counterparty’s rights arigations under such agreements and to liquidatesat

off collateral held by the Group against the nebant owed by the counterparty. Under these seesriti
purchased under agreements to resell and secusi@ewed transactions, the Group receives colijter
including US government and agency securities, roogereign government obligations, corporate and
other debt and corporate equities. The Group alsnitors the fair value of the underlying securitees
compared with the related receivable or payableuding accrued interest, and, as necessary, reques
additional collateral to ensure such transactiogasadequately collateralised.

. Derivatives

The Group may seek to mitigate credit risk fromd&sivatives transactions in multiple ways, inchgli
documentation, collateral provisions, guaranteek tedges. At the transaction level, the Group séeks
mitigate risk through management of key risk eletwesuch as size, tenor, financial covenants, signior
and collateral. The Group actively hedges its @dgnies exposure through various financial instrutsien
that may include single-name, portfolio and streeducredit derivatives. The Group may enter intGtera
netting agreements and collateral arrangements agitimterparties. These master netting agreemedts an
collateral arrangements may provide the Group thighability to demand collateral, as well as twidate
collateral and offset receivables and payables remveinder the same master netting agreement in the
event of counterparty default. The Group monitdng treditworthiness of counterparties to these
transactions on an ongoing basis and requests i@tditcollateral in accordance with collateral
arrangements when deemed necessary.

Exposure to credit risk
. Counterparty risk exposure

The table on the next page shows the Group’s maxiragposure to credit risk and credit exposure for
certain financial assets which the Group believessabject to credit risk and where the Group Imasred
into credit enhancements, including receiving casth security as collateral and master netting ageets.
The financial effect of the credit enhancementals disclosed in the table. The net credit exposur
represents the credit exposure remaining aftereffext of the credit enhancements. Exposure torothe
Morgan Stanley Group undertakings is included is table.
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Credit risk (continued)

Exposure to credit risk (continued)

31 December 2018 (audited) 31 December 2017 (audited)
Gross credit Credit Netcredit  Gross credit Credit Net credit
exposure® enhancements exposure exposure® enhancements exposure
$millions $millions  $millions $millions $millions  $millions
Recognised financial instruments
Secured financing 95,643 (94,546) 1,097 99,345 (95,075) 4,270

Trading financial assets:
Derivatives 179,311 (173,250) 6,061 167,008 (159,176) 7,832
Unrecognised financial instruments
Loan commitments 2,308 (84) 2,224 2,177 (105) 2,072
277,262 (267,880) 9,382 268,530 (254,356) 14,174

(1) Gross credit exposure is the carrying amounichvibest represents the Group's maximum exposueit risk, and fo
recognised financial instruments is reflected i ¢bnsolidated statement of financial position.

Additional information on the exposure to credgksiincluding the maximum exposure to credit risk b
credit rating, is presented in note 28 to the Chaated Financial Statements.

. Country risk exposure

Country risk is the risk that events in, or affagti a foreign country might adversely affect theor.
“Foreign country” means any country other than thé. Sovereign risk, by contrast, is the risk that a
government will be unwilling or unable to meet debt obligations, or will renege on the debt it
guarantees. Sovereign risk is single-name riskaf@overeign government, its agencies and guaranteed
entities.

Country risk exposure is measured in accordande twé& Group’s internal risk management standards an
includes obligations from sovereign governmentsparations, clearing houses and financial instiusi
The Group actively manages country risk exposurautih a comprehensive risk management framework
that combines credit and market fundamentals alodvelthe Group to effectively identify, monitor and
limit country risk.

The Group’s obligor credit evaluation process miag éentify indirect exposures whereby an obligas

vulnerability or exposure to another country oiigdiction. Examples of indirect exposures includgunl

funds that invest in a single country, offshore pamies whose assets reside in another countryataoth
the offshore jurisdiction and finance company stilasies of corporations. Indirect exposures idéedif
through the credit evaluation process may resuatrieclassification of country of risk.

Stress testing is one of the Group’s principal nsnagement tools, used to identify and assessniberct

of severe stresses on its portfolios. A numberifdéémnt scenarios are used to measure the impathe
Group’s credit risks and market risks stemming froegative economic and political scenarios, inaigdi
possible contagion effects where appropriate. Elealts of the stress tests may result in the amentof

limits or exposure mitigation.

The Group’s sovereign exposures consist of findringtruments entered into with sovereign and local
governments. Its non-sovereign exposures primamysist of exposures to corporations and financial
institutions. The table on the next page showsGheup’s five largest non-UK country net exposures.
Exposure to other Morgan Stanley Group undertakitagsbeen excluded from this table.
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Credit risk
Exposure to credit risk

Each reference entity within an index is allocatethat reference entity’s country of risk. Indegpesures
are allocated to the underlying reference entitiegroportion to the notional weighting of eachereince
entity in the index, adjusted for any fair valueawable/ payable for that reference entity. Whenegit

risk crosses multiple jurisdictions, for examplesradit default swap (“CDS”) purchased from an &sin

a specific country that references bonds issueanbgntity in a different country, the fair valuetbé CDS
is reflected in the Net counterparty exposure colurased on the country of the CDS issuer. Further,
notional amount of the CDS, adjusted for the failue of the receivable/ payable, is reflected m et

inventory column, based on the country of the ulyiteg reference entity.

Five largest non-UK country risk net exposures:

Net Exposure
Net counterparty  Funded Unfunded before Net
inventory®  exposuré? lending commitments  hedges Hedge$® exposurd®
Country $millions $millions  $millions $millions  $millions $millions  $millions
United States
Sovereigns 977 30 - - 1,007 - 1,007
Non-sovereigns 927 1,489 20 572 3,008 (67) 2,941
Total United States 1,904 1,519 20 572 4,015 (67) 3,948
Germany
Sovereigns 1,877 103 - - 1,980 (340) 1,640
Non-sovereigns (312) 1,923 3 31 1,645 (335) 1,310
Total Germany 1,565 2,026 3 31 3,625 (675) 2,950
France
Sovereigns 273 1 - - 274 (50) 224
Non-sovereigns (652) 2,013 19 1,264 2,644 (338) 2,306
Total France (379) 2,014 19 1,264 2,918 (388) 2,530
Italy
Sovereigns 1,465 (112) - - 1,454 11 1,465
Non-sovereigns 225 352 1 190 768 (74) 694
Total Italy 1,690 341 1 190 2,222 (63) 2,159
Japan
Sovereigns 728 - - - 728 (37) 691
Non-sovereigns 353 827 - - 1,180 (21) 1,159
Total Japan 1,081 827 - - 1,908 (58) 1,850

(1) Net inventory represents exposure to both longsimmdt single-name and index positions (i.e. bomikexjuities at fair value
and CDS based on notional amount assuming zerovepcadjusted for any fair value receivable or figp As a market
maker, the Group transacts in these CDS positmfectlitate client trading.

(2) Net counterparty exposure (i.e. repurchase traiosactsecurities lending and over the counter (“QTderivatives) taking into
consideration legally enforceable master nettimgements and collateral.

(3) Represents CDS hedges (purchased and sold) omuneteparty exposure and lending executed by tgadesks responsible
for hedging counterparty and lending credit rislp@sures for the Group. Amounts are based on the @@iSnal amount
assuming zero recovery adjusted for any fair vedgeivable or payable.

(4) In addition, as at 31 December 2018, the Group égubsure to these countries for overnight depasite banks of
approximately $3,436 million.
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Liquidity and funding risk

Liquidity and funding risk refers to the risk titae Group will be unable to finance its operatidng to a
loss of access to the capital markets or difficityiquidating its assets. Liquidity risk encompas the
Group’s ability (or perceived ability) to meet ifimancial obligations without experiencing signéitt
business disruption or reputational damage that tmaaten its viability as a going concern. Ligtydisk
also compasses the associated funding risks teddey the market or idiosyncratic stress eventsrtiay
cause unexpected changes in funding needs or &ilityndo raise new funding. Generally, the Group
incurs liquidity and funding risk as a result & ftading, investing and client facilitation acties.

The Morgan Stanley Group’s Liquidity Risk ManagemEramework is critical to helping ensure that the
Group maintains sufficient liquidity reserves andable funding sources to meet its daily obligagiamd

to withstand unanticipated stress events. The HiguRisk Department (“LRD”) is a distinct area Risk
Management, which oversees and monitors liquidisk.rThe LRD ensures transparency of material
liquidity risks, compliance with established rigknits and escalation of risk concentrations to appate
senior management. To execute these responstilitie LRD:

. establishes limits in line with the Morgan Stan@soup’s risk appetite;

. identifies and analyses emerging liquidity risketsure such risks are appropriately mitigated;
. monitors and reports risk exposures against medridslimits, and;
. reviews the methodologies and assumptions undengjntme Morgan Stanley Group’s Liquidity

Stress Tests to ensure sufficient liquidity anddfag under a range of adverse scenarios.

The liquidity risks identified by these processes summarised in reports produced by the LRD that ar
circulated to and discussed with the EMEA ALCO, EMRisk Committee and the MSI Risk Committee
as appropriate.

The Treasury Department and applicable businests urdave primary responsibility for evaluating,
monitoring and controlling the liquidity risks arg from the Morgan Stanley Group’s business atitisj

and for maintaining processes and controls to maulag key risks inherent in their respective arg¢as

LRD coordinates with the Treasury Department arabehbusiness units to help ensure a consistent and
comprehensive framework for managing liquidity résltoss the Morgan Stanley Group.

Operational risk

Operational risk refers to the risk of loss, odamage to the Group’s reputation, resulting froadequate

or failed processes or systems, from human faaorSom external events (e.g. fraud, theft, legadl a
compliance risks, cyber-attacks or damage to physissets). Operational risk relates to the folimuiisk
event categories as defined by Basel Capital Stdedanternal fraud; external fraud; employment
practices and workplace safety; clients, producis lausiness practices; business disruption ancekrsyst
failure; damage to physical assets; and execudelivery and process management. The Group may incu
operational risk across the full scope of its besfactivities. Legal and compliance risk is ineldigh the
scope of operational risk and is discussed belateutiegal, regulatory and compliance risk”.

The Group has established an operational risk fwarie to identify, measure, monitor and control risk
across the Group. This framework is consistent i framework established by the Morgan Stanley
Group and includes escalation to the Group’s Baardlirectors and appropriate senior management
personnel. Effective operational risk managemergsisential to reducing the impact of operationsh ri
incidents and mitigating legal and reputationaksisThe framework is continually evolving to reflec
changes in the Group and to respond to the chamgmgatory and business environment.
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Operational risk (continued)

The Group has implemented operational risk datazmseéssment systems to monitor and analyse internal
and external operational risk events, to assessdnss environment and internal control factors &nd
perform scenario analysis. The collected data eMsnare incorporated in the operational risk cépita
model. The model encompasses both quantitativegaatitative elements. Internal loss data and soenar
analysis results are direct inputs to the capitaldeh while external operational incidents, busines
environment and internal control factors are evaldias part of the scenario analysis process.

In addition, the Group employs a variety of risloggsses and mitigants to manage its operatiorial ris

exposures. These include a governance framewor&onaprehensive risk management program and

insurance. Operational risks and associated riggo®xes are assessed relative to the risk tolerance
established by the Board and are prioritised adoglyl

The breadth and variety of operational risks arehsthat the types of mitigating activities are wide
ranging. Examples of such activities include camins enhancement of defenses against cyberatiassks;
of legal agreements and contracts to transfer ariifot operational risk exposures; due diligence;
implementation of enhanced policies and proceduegsgption management processing controls; and
segregation of duties.

Primary responsibility for the management of ogeratl risk is with the business segments, the obntr
groups and the business managers therein. Thedsssinanagers maintain processes and controls ddsign
to identify, assess, manage, mitigate and repoetatjpnal risk. Each of the business segments has a
designated operational risk coordinator. The oparat risk coordinator regularly reviews operatibriak
issues and reports to the Group’s senior managewitnin each business. Each control group alsoahas
designated operational risk coordinator and a forffom discussing operational risk matters with the
Group’s senior management. Oversight of operatiosélis provided by the Operational Risk Oversight
Committee, regional risk committees and senior rganeent. In the event of a merger; joint venture;
divestiture; reorganisation; or creation of a neagal entity, a new product or a business activity,
operational risks are considered, and any necesbarnges in processes or controls are implemented.

The Operational Risk Department provides independmrersight of operational risk and assesses,
measures and monitors operational risk againstaiode. The Operational Risk Department works with t
business divisions and control groups to help ensartransparent, consistent and comprehensive
framework for managing operational risk within eacba and across the Group.

The Operational Risk Department scope includes sigler of technology risk, cybersecurity risk,
information security risk, the fraud risk managemand prevention program and the third party risk
management (supplier and affiliate risk oversighd assessment) program. Furthermore, the Operhtiona
Risk Department supports the collection and repgrtf operational risk incidents and the executin
operational risk assessments; provides the infretsire needed for risk measurement and risk
management; and ensures ongoing validation andicaion of the Group’s advanced measurement
approach for operational risk capital.

Business Continuity Management maintains programsdisiness continuity management and technology
disaster recovery that facilitate activities desigito mitigate risk to the Group during a businesgtinuity
event. A business continuity event is an interauptivith potential impact to normal business acfiwf the
Group’s people, operations, technology, suppliarsl/or facilities. The business continuity manageme
program’s core functions are business continuignping and crisis management. As part of business
continuity planning, business divisions and conggmups maintain business continuity plans ideintiy
processes and strategies to continue businessatiitiocesses during a business continuity evenigisC
management is the process of identifying and magatlie Group’s operations during business contnuit
events. Disaster recovery plans supporting busimesdinuity are in place for critical facilities @n
resources across the Group.
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Operational risk (continued)

In connection with its ongoing operations, the Grauses third party suppliers, which it anticipatah
continue and may increase in the future. Thesecganinclude, for example, outsourced processirdy an
support functions and consulting and other profesdi services. The Group’s risk-based approach to
managing exposure to these services includes tfierpmnce of due diligence, implementation of seavi
level and other contractual agreements, considerati operational risks and ongoing monitoring third
party suppliers’ performance. The Group maintaitisiral party risk program with appropriate goveroan
policies, procedures, and technology that suppalitnment with the Group’s risk tolerance and is
designed to meet regulatory requirements. The frartly risk program includes the adoption of appiaip
risk management controls and practices throughstigplier management lifecycle, including, but not
limited to assessment of information security, Eervfailure, financial stability, disaster recoueitiy,
reputational risk, contractual risk, and safeguaghsinst corruption.

Conduct risk

Conduct risk is defined within the MSI Group as tiigk of an adverse impact on clients, markets or
Morgan Stanley’s reputation as a consequence otdneluct of Morgan Stanley and/or its employees.
Conduct includes both intentional and unintentidyetiaviours.

The MSI Group has an approved a Conduct Risk Manage Policy. The Policy covers the two main
strands of Morgan Stanley’s Conduct Risk management

. Managing the risk posed by the MSI Group’s bussnactivity, for example risks posed by the
MSI Group strategy or risks created in the executibthat strategy; and

. Managing the risk that employees of the MSI Graase, for example risks arising from poor
culture or failure to consider Morgan Stanley’suesd when conducting duties.

The policy sets out four statements outlining whatMSI Group must do to manage Conduct Risk:

. Identification and AssessmentBusiness and Support units must identify andsssiee Conduct
Risks which arise from their current or planneatstgies and activities.

. Management Internal controls and processes must be implemdetd manage Conduct Risks
identified. Reasonable steps must be taken to erftectiveness.

. Incidents: Areas must identify and record Conduct Risk Ieqi (“CRIS”).

. Escalation & Reporting: Processes must be established to report risksramdents, ensuring

prompt escalation and appropriate notification.

Furthermore, the policy sets out key roles andamsibilities and a framework identifying key furatis
and processes for the good management of Condskt Rie framework also sets out various key support
and governance mechanisms, such as the produdtieyanetrics and management information, and the
establishment of a Conduct Risk Committee to owersee management of Conduct Risk and the
implementation of the framework.

Legal, regulatory and compliance risk

Legal, regulatory and compliance risk includes ik of legal or regulatory sanctions, materiakficial
loss; including fines, penalties, judgements, daasaand/ or settlements or loss to reputation thausr
may suffer as a result of a failure to comply widws, regulations, rules, related self-regulatory
organisation standards and codes of conduct appdida our business activities. This risk also lles
contractual and commercial risk, such as the figkt & counterparty’s performance obligations wél b
unenforceable. It also includes compliance withiAfbney Laundering and terrorist financing rulesdan
regulations. The Group is generally subject to msitee regulation in the different jurisdictionswiich it
conducts its business.
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Operational risk (continued)

The Group, principally through the Morgan Stanleyo®’'s Legal and Compliance Division, has
established procedures based on legal and reguli@quirements on a worldwide basis that are design
to facilitate compliance with applicable statutampd regulatory requirements and to require that the
Group’s policies relating to business conduct,aostlaind practices are followed globally.

In addition, the Group has established procedwemitigate the risk that a counterparty’s perforo®n
obligations will be unenforceable, including comsition of counterparty legal authority and capacit
adequacy of legal documentation, the permissibiitya transaction under applicable law and whether
applicable bankruptcy or insolvency laws limit dtea contractual remedies. The heightened legal and
regulatory focus on the financial services and bamkndustries globally presents a continuing besm
challenge for the Group.

Cyber and information security risk management

As a general matter, the financial services ingufstces increased global regulatory focus regardyizer

and information security risk management practiddsny aspects of the businesses are subject to
cybersecurity legal and regulatory requirementscethby US federal and state governments and other
non-US jurisdictions in Europe and Asia. These lavesaimed at codifying basic cybersecurity praoest

and mandating data breach notification requirements

The Group maintains a program that oversees cybeérirfformation security risks and is designed to

address regulatory requirements. Cybersecurity arfdrmation security policies, procedures and

technologies are designed to protect the Groupferrimation assets against unauthorised disclosure,
modification or misuse. These policies cover a troange of areas, including: identification of imiz!

and external threats, access control, data secupitgtective controls, detection of malicious or

unauthorised activity, incident response and regopkanning.

Certain of the Group’s businesses are also sutpqutivacy and data protection information seculétyal
requirements concerning the use and protectioredéinn customer information. For example, the Galner
Data Protection Regulation (“GDPR”) became effexiivthe EU on 25 May 2018 as a replacement for the
EU Data Protection Directive. The GDPR imposes ratony breach notification obligations, including
significant fines for noncompliance, enhanced gnaace and accountability requirements and has
extraterritorial impact. In addition, other jurisdbns such as Australia, Singapore, Japan, Cokmbi
Argentina, India, Turkey, Hong Kong and Switzerlahdve adopted or are proposing GDPR or similar
standards.

LIQUIDITY AND CAPITAL RESOURCE MANAGEMENT AND REGUL ATION
Liquidity and funding risk management framework

The Group’s liquidity risk management policies gmdcedures are consistent with those of the Morgan
Stanley Group. The MSI Board is ultimately respblesifor establishing the liquidity risk toleranceda
ensuring the Group’s liquidity risk is approprigtehanaged. In addition to the internal liquiditgki
management framework, the Group is locally subjedhe liquidity regulations prescribed by the PRA.
The Group has daily monitoring and reporting preessin place to ensure compliance with its regtyato
requirements.

The primary goal of the Group’s liquidity risk afidnding management framework is to ensure that the
Group has access to adequate funding across aramge of market conditions and time horizons. The
framework is designed to enable the Group to fitifinancial obligations and support the exeauti its
business strategies.
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Liquidity and funding risk management framework (continued)

The following principles guide the Group’s liquigiand funding risk management framework:

. Sufficient liquid assets should be maintained twecomaturing liabilities and other planned and
contingent outflows;

. Maturity profile of assets and liabilities shoul@ lligned, with limited reliance on short-term
funding;

. Source, counterparty, currency, region, and terfamding should be diversified; and

. Liquidity Stress Tests should anticipate, and antéar, periods of limited access to funding.

The core components of the Group’s liquidity anddimg risk management framework, are the Required
Liquidity Framework, Liquidity Stress Tests and thiquidity Reserve (as defined below), which sugpor
its target liquidity profile.

Balance sheet management

In managing both the Morgan Stanley Group’s andGheup’s funding risk the composition and size of
the entire balance sheet, not just financial lited, is monitored and evaluated. The liquid nataf the
marketable securities and short-term receivablisingrprincipally from sales and trading activitiesthe
Institutional Securities business provides the Mar@tanley Group and the Company with flexibility i
managing the composition and size of its balaneetsh

Required liquidity framework

The Required Liquidity Framework reflects the amoahliquidity the Group must hold in both normal
and stressed environments to ensure that its fialanondition and overall soundness is not advgrsel
affected by an inability (or perceived inability) meet its financial obligations in a timely mann€he
Required Liquidity Framework considers the most stining liquidity requirement to satisfy all
regulatory and internal limits at a Morgan StarBrpup and legal entity level.

Liquidity stress tests

The Group uses Liquidity Stress Tests to modelraateand intercompany liquidity flows across mukip
scenarios over a range of time horizons. Theseasioancontain various combinations of idiosyncratiel
systemic stress events of different severity amdttin. The methodology, implementation, productoal
analysis of the Group’s Liquidity Stress Tests argortant components of the Required Liquidity
Framework.

Liquidity Stress Tests are produced for the Grotap,capture specific cash requirements and cash
availability. The Liquidity Stress Tests assume théegal entity will use its own liquidity firsbtfund its
obligations before drawing liquidity from its ultate parent undertaking, Morgan Stanley. Morgan|&yan
will support its subsidiaries and will not have @sg to subsidiaries’ liquidity reserves that arejestt to

any regulatory, legal or tax constraints. In additto the assumptions underpinning the LiquidityeSt
Tests, the Group takes into consideration theesedht risk related to intra-day settlement andririgeof
securities and financing activities.

At 31 December 2018 and 31 December 2017, the Gnoaiptained sufficient liquidity to meet current
and contingent funding obligations as modelledsriiquidity Stress Tests.
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Liquidity reserve

The Group maintains sufficient liquidity reservésiquidity Reserve”) to cover daily funding needsdato
meet strategic liquidity targets sized by the RegpliLiquidity Framework and Liquidity Stress Testhe

size of the Liquidity Reserve is actively managedtite Group considering the following components:
unsecured debt maturity profile, balance sheet simd composition, funding needs in a stressed
environment inclusive of contingent cash outflowsl aollateral requirements. In addition, the Greup’
Liquidity Reserve includes a discretionary surphesed on risk tolerance and is subject to change
depending on market and firm-specific events. Thiidity Reserve consists of cash and unencumbered
securities sourced from trading assets, investseaurities and securities received as collateral.

The Group’s holds its own Liquidity Reserve whishcomposed of diversified cash and cash equivalents
and unencumbered highly liquid securities. Eligihleencumbered highly liquid securities include
primarily non-US government securities in addittonUS government securities and other highly liquid
investment grade securities.

Regulatory liquidity framework

The Basel Committee has developed two standardadetl for use in liquidity risk supervision: the RC
and the NSFR.

Liquidity Coverage Ratio (“LCR™ The LCR was developed to ensure banking orgaorsa have
sufficient high quality liquid assets to cover roatsh outflows arising from significant stress o@ér
calendar days. The standard’s objective is to ptertite short-term resilience of the liquidity rigfofile

of banking organisations. The Group was requiretbtaply with LCR minimum standards from 1 October
2015. The Group is in excess of the fully phased@R required minimum of 100% based on current
interpretation. The Group continues to evaluatdrtigact on its liquidity and funding requirements.

Net Stable Funding Ratio (‘“NSFR”)The objective of the NSFR is to reduce fundiistf bver a one year
horizon by requiring banking organisations to futtir activities with sufficiently stable source$ o
funding to mitigate the risk of future funding stse In October 2014, the Basel Committee finalised
revisions to the NSFR, which became effective adfaduary 2018. As part of the European Commission’s
comprehensive regulatory reform package discuasehefr below, the proposed NSFR rules are expected
to be introduced in the EU in 2019 at the earligdth Member States implementing the new rules@g12
based on current estimates. The MSI Group contitiuesaluate the NSFR and its potential impacthen t
Group’s liquidity and funding requirements.

Funding management

The Group manages its funding in a manner thatcesithe risk of disruption to the Group’s operation
The Group pursues a strategy of diversificatiors@fured and unsecured funding sources (by product,
investor and region) and attempts to ensure theatehor of its liabilities equals or exceeds thpeeted
holding period of the assets being financed.

The Group funds itself through diverse sources.sélsurces may include equity capital, long-terivt,de
securities sold under agreements to repurchasaritses lending, deposits, commercial paper, lettei
credit and lines of credit. The Group has activeficing programmes for both standard and structured
products, targeting global investors and currencies

Minimum Requirement for own funds and Eligible Liabilities

The Bank of England, as the UK resolution authoigtyequired to set MREL for all institutions oath an
individual and group consolidation basis, in linédhathe EU Bank Recovery and Resolution Directive
("BRRD”"). MREL serves to ensure that the Group baficient eligible liabilities in a bail-in sceriarto
absorb losses and safeguard existing capital geints. MREL requirements are effective from 1 danu
2019. During the year the Group issued a $6,000omisenior subordinated loan that is MREL-eligiktie
ensure compliance with the regulations. Refer te 8.
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Credit ratings

The Company relies on external sources to finargigraficant portion of its daily operations. Thest and
availability of financing generally are impacted ttne Company’s credit ratings, among other varmhlie
addition, the Company’s credit ratings can havémgract on certain trading revenues, particularlyhiose
businesses where longer-term counterparty perfarend a key consideration, such as OTC derivative
transactions, including credit derivatives and nes¢ rate swaps. When determining credit ratingsngs
agencies consider company-specific factors, otiduistry factors such as regulatory or legislativanges,

and the macroeconomic environment, among otheigshiSome rating agencies have stated that they
currently incorporate various degrees of credintatplift from non-governmental third party sousoef
potential support.

At 31 December 2018, the Company’s senior unseaatétys were as follows:

Short- Term  Long- Term Rating

Debt Debt Outlook

Moody's Investors Service, Inc ("Moody's") P-1 Al Stable
Standard & Poor's Rating Service ("S&P") A-1 A+ Stable

Collateral impact of a downgrade

The Company is a participant in global derivativearkets. In some cases, the derivative countegsarti
have contractual rights that require the Compangast collateral to them in the event that crediing
agencies downgrade the Company’s credit rating.

In measuring collateral call risks, all amountollateral that could be required to post in acaom® with
the terms and conditions of the downgrade trigdauses found in applicable legal agreements are
considered.

The additional collateral or termination paymeriattmay be called in the event of a future creatiing
downgrade vary by contract and can be based amggahiy either or both of Moody's and S&P. As at 31
December 2018, the future potential collateral am®@nd termination payments that could be called o
required by counterparties or exchange and cleanggnisations in the event of one-notch or twaeehot
downgrade scenarios (from the lowest of Moody'sS&P ratings) based on the relevant contractual
downgrade triggers, were $121 million and an in@etal $222 million, respectively.

The impact of potential collateral calls relatedte derivative exposures is inherently uncertaith would
depend on a number of interrelated factors, indgdamount others, the magnitude of a downgrade, th
rating relative to peers, the rating assigned by thlevant agency pre-downgrade, individual client
behavior and future mitigating actions that coulltbken. The Company manages the risk of potential
collateral calls on the derivative positions by émgmg a variety of risk mitigation strategies, inding
modelling the impact of credit rating agency dovaugs in the liquidity stress test program, momnitpri
historical changes in variation margin, diversifyirisk exposures, hedging, managing counterparty an
product risk limits and maintaining the liquiditgserve to enable the Company to meet unexpected
collateral calls or other potentially adverse depetents.

Capital management

The Group views capital as an important sourcenaiicial strength. It actively manages and moniisrs
capital in line with established policies and paaes and in compliance with local regulatory
requirements.
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Capital management (continued)

In line with Morgan Stanley Group’s capital managempolicies, the Group manages its capital pasitio
based upon, among other things, business oppaesinitisks, capital availability and rates of retur
together with internal capital policies, regulatoeguirements and rating agency guidelines. Thezefa

the future it may adjust its capital base in reacto the changing needs of its businesses. Theppate
level of capital is determined at a legal entityelleto safeguard that entity’s ability to continag a going
concern and ensure that it meets all regulatorytalaggquirements. The key components of the chpita
management framework used by the Group are setimuhe MSI Group’'s Capital Planning and
Management Policy and include a point in time résid leverage based capital assessment, forward-
looking capital projections and stress testing.

The MSI Group conducts an Internal Capital Adequasyessment Process (“ICAAP”) at least annually in
order to meet its obligations under CRD IV andrisguirements of the PRA. The ICAAP is one of thg ke
tools used to inform the MSI Group’s capital adexyuassessment, planning and management. The MSI
Group ICAAP:

. Is designed to ensure the risks to which tH&l Kdroup is exposed to are appropriately capitdlise
and risk managed, including those risks that atfeeeinot captured, or not fully captured under
Pillar 1;

. Uses stress testing to size a capital buffer diateensuring the MSI Group will continue to operat

above regulatory requirements under a range ofredué plausible stress scenarios; and

. Assesses capital adequacy under normal and etiregerating environments over the 3-year capital
planning horizon to ensure the MSI Group maintairtapital position in line with internal pre- and
post-stress minimum levels.

The key elements of the ICAAP are embedded in ti& ®@roup’s day-to-day management processes and
decision-making culture.

The PRA reviews the ICAAP through its Supervisong &valuation Review Process (“SREP”) and sets a
Total Capital Requirement which establishes theirmim level of regulatory capital for the MSI Group.
As of 31 December 2018 the MSIP TCR was set at%a1lBrequired, the PRA sets a buffer if requirad i
addition to the Basel Combined Buffers.

The Company’s capital is managed to ensure riskleaverage based requirements assessed through the
ICAAP and SREP are met. Internal capital ratio mamiare set to ensure the Company has sufficient
capital to meet their regulatory requirements ktirakes.

The capital managed by the Company broadly inclstiese capital, Additional Tier 1 capital instrurteen
subordinated debt, senior subordinated debt aretves. To maintain or adjust its capital structibhe,
Company may pay dividends, return capital to itareholder, issue new shares, or issue or repay
subordinated debt or Additional Tier 1.

Regulatory capital framework

The Group continues to manage its capital positioensure adequate resources are available to guggpo
activities, to enable it to withstand market stesssand to meet regulatory stress testing requiresne
proposed by its regulators.

The Company is regulated by the FCA and the PRA asdsuch is subject to minimum capital
requirements. The Company’s capital is monitoredanrongoing basis to ensure compliance with these
requirements. At a minimum, the Company must enthaé Capital Resources described in accordance
with CRR as Own Funds, are greater than the Ta&plt&@l Requirement.

The Company complied with all of its regulatory itabrequirements during the year.
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Own Funds

Set out below are details of the Company’s Capiesources, described in accordance with CRR and
tables below as Own Funds, as at 31 December 2@d 8k December 2017:

2018 2017

$millions  $millions

Common Equity Tier 1 ("CET1") 15,648 15,671
Additional Tier 1 3,500 1,300
Tier 1 Capital 19,148 16,971
Tier 2 Capital 5,000 7,000
Total Own Funds 24,148 23,971
RWAs 124,950 132,724
CET1 Ratio 12.5% 11.8%
Tier 1 Capital Ratio 15.3% 12.8%
Total Capital Ratio 19.3% 18.1%
Leverage Exposure 417,315 448,591
Leverage Ratio 4.6% 3.8%

(1) The sum of CET 1 capital before deductions Additional Tier 1 capital agrees to the Companyéaged capital in note 28
the Company's financial statements, with the exeemif $173 million of current year profittef tax which was not eligible as Cl
1 capital as at the balance sheet date.

CET1 decreased by $23 million in the year primagly a result of dividends of $529 million and a
reduction in reserves on transfer of the MS FraBeeup of $157 million, more than offsetting audited
profits recognised as CET1. Tier 1 capital increalsg $2,177 million in the year as a result of 826D
million issuance of an AT1 Instrument offset by ®ET1 decrease.

Leverage ratio framework

The Basel Il framework introduced a simple, treargmt, non-risk based leverage ratio to act asdilde
supplementary measure to the risk-based capitairezgents. The Basel Committee is of the view that
simple leverage ratio framework is critical and gd@mentary to the risk-based capital framework tuad

a credible leverage ratio is one that ensures bamatdadequate capture of both the on- and off-balan
sheet sources of banks’ leverage.

Although there is no current binding leverage regient under CRD IV, the MSI Group manages its risk
of excessive leverage through the application dfiBess Unit leverage exposure limits and leveratje r
early warning trigger levels. Limits are calibraiadine with legal entity capacity and ensure tleaerage
exposure remains within the MSI Board'’s risk apgpeetSI Group and the Company’s leverage exposures
are calculated monthly and weekly, respectivelyl eeported to EMEA ALCO who monitor this, as well
as maturity mismatches and Asset Encumbrance mmgetdcensure that any excessive risk is highlighted
assessed and mitigated appropriately. The Compdeyéage ratio was 4.6% as of 31 December 2018
(3.8% as of 31 December 2017). The increase fraon pear was driven by a decrease in on-balancetshe
items (excluding derivatives, SFTs and fiduciargeds, but including collateral) and an increas&iéar 1
Capital. A binding leverage ratio is expected toibeoduced as part of the European Commission’s
comprehensive regulatory reform package publishédovember 2018 as described further below.
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Liquidity and Capital Regulatory Reform
Finalising Basel 11l reforms

On 7 December 2017, the Basel Committee releasefirthl part of its Basel Ill reform package. Theyk
amendments provide updates to the standardisedunesa®r calculating capital requirements and idelu

a RWA floor, calculated at 72.5% of total standsedi RWA. These proposals will need to be transposed
into national/EU law, however the timing of thissidll uncertain.

European financial regulation reform

In November 2016, the European Commission publishecbmprehensive regulatory reform package
which aims to continue the reforms that the EU enpénted in the wake of the financial crisis. The
proposals seek to amend to the existing pruderggime (CRD IV and CRR), impacting the risk-based
capital, liquidity, leverage and large exposurggmes (known as “CRD V” and “CRR2"), the BRRD and
the Single Resolution Mechanism (“SRM”").

The key amendments to the CRD V and CRR2 include:

* A binding leverage ratio;

* New standards on the total loss-absorbing capédityAC”);

e Abinding NSFR;

» A new standardised approach for the calculatioooohterparty credit exposures for derivatives;

» New standardised and advanced calculation appredohenarket risk requirements; and

* A new requirement for certain large non-EU finahgeoups to set up EU Parent Intermediate
Holding Companies (“EU IHC”") which will bring theiEU-based regulated subsidiaries under
common prudential consolidation groups.

These proposals are near to being finalised ashheg entered the final stages of the Europeaslitiyie
process. While the draft proposed amendments aitable, the final content and exact time of apgilimn
is not yet known.

OTHER REGULATORY MATTERS
Resolution and recovery planning

Both the Morgan Stanley Group and the MSI Groupare, on an annual basis, a recovery plan which
identifies mitigation tools available to both greup times of severe stress.

The Morgan Stanley Group has developed a resolplmin accordance with the requirements of Sactio
165(d) of Title | of the Dodd-Frank Wall Street Beh and Consumer Protection Act and its implementin
regulations adopted by the Federal Reserve Boaddttaen Federal Deposit Insurance Corporation. The
resolution plan presents the Firm’s strategy faohation of the Firm upon material financial distseor
failure in a severely adverse macroeconomic enwiiemmt. The Company is a Material Operating Entity of
the Morgan Stanley Group and is within the scop#hefsingle point of entry resolution strategy aedp

by the Morgan Stanley Group.

The BRRD has established a recovery and resol@ittonework for EU credit institutions and investment
firms, including the Company. The Company produgdgermation required by the UK Resolution
Authority in the form of a resolution pack and amthegulatory submissions, as necessary under BRRD
and UK regulatory requirements.
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OTHER REGULATORY MATTERS (CONTINUED)
MiIFID Il

Following the global financial crisis, the Europg@aammission decided to review the Markets in Fifanc
Instruments framework. The Markets in Financiatdmsents Regulation and a revision of the Markets i
Financial Instruments Directive (together, "MiFID"), became effective on 3 January 2018 and
introduced comprehensive and new trading and marnfedstructure reforms in the EU, including new
trading venues, enhancements to pre- and posttramtansparency, and additional investor protection
requirements, among others. The Morgan Stanley [isias made extensive changes to its operations,
including systems and controls in order to compihwIiiFID 1.

Derivatives regulation

The Group is subject to compliance with swap retjpda under the Dodd-Frank Act, including
requirements relating to public and regulatory répg in the US, central clearing and mandatorditrg

on certain US exchanges. US and other global regrslaincluding the European Supervisory Authositie
have also finalised margin requirements for uneldaderivatives that apply to various entities ie th
Group, including the Company. Initial margin regurents will phase in between September 2016 and
September 2020 depending on the parties’ tradintyityc and variation margin requirements began
applying to most in-scope counterparties on 1 Ma&@hy7.

Expected replacement of London interbank offered rée (“LIBOR”)

Central banks around the world, including the Fad&eserve, the Bank of England, and the European
Central Bank, have commissioned working groups afkat participants and official sector representesti
with the goal of finding suitable replacementsIftBOR and replacements or reforms of other interatd
benchmarks, such as EURIBOR and EONIA (collectivéihe “IBORS”). It is expected that a transition
away from the widespread use of such rates tonaltie reference rates selected by these centrdd ba
committees and working groups and other potemitdrést rate benchmark reforms, will occur over the
course of the next few years. Although the full @opof such reforms and actions, together with any
transition away from the IBORs, including the pdiainor actual discontinuance of any IBOR publioati
remains unclear, the Group is preparing to trassitiom the IBORs to these alternative referentesra

The Group’s transition plan includes a number of &eps, including continued engagement with céntra
banks and industry working groups and regulatarsye client engagement, internal operational neess,
and risk management, among other things, to prothetéransition to alternative reference rates.

There remain, however, a number of unknown factegarding the transition from the IBORs and/or
interest rate benchmark reforms that could impact lusiness, including, for example, the pace ef th
transition to replacement or reformed rates, thecifip terms and parameters for, and market acoepta
of, the alternative reference rates, prices of thedliquidity of trading markets for products basedthe
alternative reference rates, and our ability togiton to and develop appropriate systems andyacsiffor
one or more alternative reference rates.

Impact of withdrawal from the EU

The Group is currently subject to EU regulatory uiegments based on the implementation of EU
directives by the UK and through EU regulationd thaply directly. As a result of the UK’s decisitm
leave the EU (Brexit), there is uncertainty arowitht EU regulatory requirements will continue telgp

in the UK. EU regulatory requirements in effectla withdrawal date may continue to apply to theup
directly. Alternatively, the UK may implement eqalent standards for a period of time, including
introducing equivalent standards for evolving regjoh being introduced by the EU, that would apjoly
the Group. This may include additional proposalsienhy the Basel Committee in its Basel Il reform
package.
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EMPLOYEE MATTERS
Culture, values and conduct of employees

All employees of the Morgan Stanley Group are antahie for conducting themselves in accordance with
Morgan Stanley Group’s core valuesPutting Clients First, Doing the Right Thing, Leadi with
Exceptional ldeasand Giving Back The Morgan Stanley Group is committed to reinfogc and
confirming adherence to the core values, through governance framework, tone from the top,
management oversight, risk management and contals,a three lines of defence structure (business,
control functions such as Risk Management and Ciamqx, and Internal Audit).

The Morgan Stanley Group’s Board is responsiblediegrseeing the Morgan Stanley Group’s practices
and procedures relating to culture, values and wcindas set forth in the Morgan Stanley Group’s
Corporate Governance Policies. The Morgan Stanlemus Culture, Values and Conduct Committee,
which is part of the Enterprise Risk Managemeninkwork, is the senior management committee that
oversees the Firm-wide culture, values and conplitagjram. A fundamental building block of this pragr

is the Morgan Stanley Group’s Code of Conduct, Wraéstablishes standards for employee conduct that
further reinforce the Morgan Stanley Group’s conmnéht to integrity and ethical conduct. Every new
employee and every current employee, annually, st to their understanding of and adherentheto
Code of Conduct. The Morgan Stanley UK Group’s GandRisk Management Policy also sets out a
consistent framework for managing Conduct Risk ¢he risk arising from misconduct by employees or
contingent workers) and CRI.

The annual employee performance appraisal prooeisgles an evaluation of employee conduct related t
risk management practices and the Morgan Stanleys expectations. The Morgan Stanley Group also
has several mutually reinforcing processes to itlemployee conduct that may have an impact on
employment status, current year compensation amtior year compensation. For example, the Global
Incentive Compensation Discretion Policy sets fosttandards for managers when making annual
compensation decisions and specifically requirenagars to consider whether their employees effelgtiv
managed and/or supervised risk control practiceggithe performance year. Management committees
from control functions periodically meet to discusm®ployees whose conduct does not meet the Firm's
standards. These results are incorporated in thplogees’ performance evaluation, which links to
compensation and promotion decisions.

The Morgan Stanley Group’s clawback and cancehliatimvisions permit recovery of deferred incentive
compensation, and cover a broad scope of emplayeguct, including any act or omission (includingtwi
respect to direct supervisory responsibilities} tt@nstitutes a breach of obligation to the Mor&aanley
Group or causes a restatement of the Morgan St&teyp’s financial results, constitutes a violatioi

the Morgan Stanley Group’s global risk managenpeiniciples, policies and standards, or causessadbs
revenue associated with a position on which theleyepe was paid and the employee operated outside of
internal control policies.

Morgan Stanley Group is an equal opportunity emgtagommitted to ensuring, within the framework of
the law, that the work place is free from unlawdidcrimination on the grounds of race, colour, oradiity
(including citizenship), ethnic or national origireligion or belief, gender, gender reassignmeeual
orientation, pregnancy and maternity, age, marraggk civil partnership or disability. This commitntés
stated in the Morgan Stanley Group’s UK Equal Oppaties Statement.

The Morgan Stanley Group aims to ensure that sigffeve their full potential and that all employren
decisions are taken without reference to irrelexandiscriminatory criteria. The Dignity at Work Ry
for the Group aims to draw attention to, and themeprevent, all forms of unacceptable behaviouar tan
ensure all staff are treated with dignity and respe

Breach of the UK Equal Opportunity Statement an@ignity at Work Policy may result in disciplinary
action being taken, up to and including terminat@dnemployment. Anyone who believes that they or,
indeed anyone else employed by the Group, may haee disadvantaged on discriminatory grounds is
entitled, and encouraged, to raise the matter girdbhe Morgan Stanley Group’s Grievance Procedse,
set out in the UK Employee Handbook.
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Culture, values and conduct of employees (continugd

The correlation between inclusive teams and imptodecision-making, innovation and performance
aligns with Morgan Stanley Group’s core valuesaafding with exceptional ideas, putting clientstfiesxd
doing the right thing. The EMEA Diversity Action Gocil acts as a catalyst to drive forward the EMEA
diversity strategy in partnership with the Humans®eces, Diversity and Inclusion and Talent teams.
Accountability is underscored by quarterly meetimgth the European Operating Committee and regular
discussion at Divisional Operating Committees.

The Group commits to complying with the spirit aintention of rules, employment laws and regulatory
requirements in all office locations.

MSI is proud to be a signatory of the UK GovernnghYomen in Finance Charter and to have been the
first major US Investment bank to do so. The chiég@ pledge to increase gender balance acrodskhe
Financial Services Industry. Signing it reflectdoag term commitment to support the advancement of
women into senior roles and publicly demonstratinggress against diversity goals. In accordanch wit
the UK Government regulations, the Group recentlplighed the Group’s Year 2 UK gender pay gap
figures. The gender pay gap is the average pagrdiite between men and women across a company,
irrespective of role or level. Equal pay, in costras ensuring men and women are paid equallyHer
same or similar role, or for work of equal valueheTGroup is committed to making sure that every
individual, regardless of gender, is compensatédy féor their role, performance and experienceeTh
gender pay gap is impacted by the proportion of emhwomen in more senior, and therefore more highl
paid roles — an issue affecting many companies.G@toaip acknowledges that meaningful and sustainable
change will take time and reiterates its strong mdment to making this change happen. For further
information on the Group’s and Morgan Stanley Gisupommitment to a culture that is diverse and
inclusive, as well as details on the UK gender mgmp, see_http:www.morganstanley.com/about-

us/diversity.

Both the Company and the Morgan Stanley Group ptawesiderable value on the investment in their
employees and have continued their practice of ikgepmployees informed on matters affecting them.
Employees are encouraged to present their suggsstitd views on Morgan Stanley Group’s performance
to management and employees participate directthaensuccess of the business through Morgan Stanley
Group’s various compensation incentive plans.

Every effort is also made to ensure that disabfgulieants, or those existing employees who arebibsh

or may have become disabled, are treated fairlteoms comparable with those of other employees.
Appropriate training is arranged for disabled pessoincluding retraining for alternative work for
employees who become disabled, to promote thegecatevelopment within the organisation.

RESPECT FOR HUMAN RIGHTS

Morgan Stanley Group’s Modern Slavery and Humarffitkang Statement displays the Morgan Stanley
Group’s commitment to supporting the protection addancement of human rights in its business and
throughout its supply chain. With operations arothelworld, the Group strives to uphold global dinds

for responsible business, including equal oppotyufieedom to associate and bargain collectivaty] the
elimination of child and forced labour.

The Group endeavours to exercise its influenceart py conducting business operations in ways that
attempt to preserve, protect and promote the arige of human rights, such as those describedein th
United Nations Universal Declaration of Human RghtUDHR"). All employees must read and
acknowledge the Morgan Stanley Code of Conduct @hnuvhich underscores the Group’s values and
commitment to ensuring a workplace that includesaé@pportunity, dignity and respect, including hwit
respect to suppliers, affiliates and partners.
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The Group’s vendor due diligence program assesis&sassociated with third party suppliers. The
assessment includes a review of the supplier'galiton history, regulatory profile and negative med
coverage using publicly available material and newarces. This assessment identifies, among other
things, potential for risks associated with humights and other social and/or environmental issWésere
appropriate, issues are escalated to and consitgreehior management.

To mitigate risk, the Group has identified spentkgaries (and the vendors associated with thosedspe
categories) that may be subject to additional meyviecluding for potential modern slavery relatedues
and reviewed supplier agreement templates to ascenhether such agreements impose obligations on
suppliers to address modern slavery issues in lusiness and supply chains.

If the Group becomes aware that any of its existiegdors have modern slavery related issues, thapsr
will review and address those situations as deeappdopriate.

ENVIRONMENTAL, SOCIAL AND GOVERNANCE

Morgan Stanley, the Group’s ultimate parent compangeavours to advance sustainability by congideri
environmental, social and governance (“ESG”) matteroughout the Firm’s operations and businesses.

Through Morgan Stanley’s three businesses, in peship with the Global Sustainable Finance fungtion
Morgan Stanley offers financial solutions and adrsservices that create positive long-term besdét
clients and shareholders as well as the environ@ueshtglobal communities. The Morgan Stanley Intitu
for Sustainable Investing’s advisory board helpsetsure the Morgan Stanley Group’s sustainability
strategy is comprehensive, rigorous and innovative.

ESG initiatives are overseen by the Morgan Stafeyup Nominating and Governance Committee and
reported to the Board. These ESG initiatives inelud

Institute for Sustainable Investing

Established in 2013, the Institute focuses on ftih@pton of sustainable investin@haired by Morgan
Stanley’s CEO, an Advisory Board of prominent laadéom business, academia and leading non-
governmental organisations guide the Institute’sknend strategic priorities. The Institupartners with
business units across the Morgan Stanley Groupdate scalable sustainable financing solutions, new
sustainable investing tools and industry-leadirsigihts.

In 2018, the Morgan Stanley Sustainable Investielipvship was expanded to the London office, wité t
goal of developing the next generation of sustdmativesting leaders. The Institute also continted
publish content focused on the integration of E&® investment decisions, including a paper eutitle
Weathering the Storm: Integrating Climate Resilemntto Real Assets Investinghich provides investors
with a framework for understanding climate risktie investment lifecycle.

Institutional Securities

Morgan Stanley is committed to harnessing the pavfarapital markets to create sustainable, longter
value for clients and stakeholders.

In 2018, Morgan Stanley announced a public commitri@ mobilise $250 billion to support low-carbon
solutions by 2030, and deployed $29 billion in finst year. The Global Capital Markets Group acted
dealer pricing a $500 million three-year Sustaieabkvelopment Goals (“SDG”) bond focused on Clean
Water and Sanitation (“SDG 6”) and Life Below Wafe8DG 14”) for the World Bank.

Morgan Stanley Sustainability Research also pubtistihematic client-facing research reports on iglast
data privacy and governance.
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Environmental and Social Risk Management

Environmental and social risk management is a tyidor Morgan Stanley. Its due diligence and risk
management processes are designed to identifyysenahd address potentially significant environmlent
and social issues that may confront the MorganI&ya@roup or its clients. Morgan Stanley’s processe
include monitoring for emerging environmental andial risks and related trends, as well as engagitig
clients and other stakeholders as appropriate OltB2Morgan Stanley participated in a roundtabléhwi
environmental Non-Governmental Organisations (“N@QO® discuss how financial institutions are
addressing climate change.

Corporate Sustainability

Morgan Stanley is committed to responsible cormoreitizenship, and views strong sustainability
performance as a means to reduce risk and enhahge for key stakeholders. In 2017, Morgan Stanley
announced a five-year carbon neutrality goal, catimgito source 100% of the Firm’s global energgae
from renewable energy by 2022, and in 2018 creat€drporate Services Global Sustainability Coutacil
execute on the Morgan Stanley Group’s operationatasnability strategy, which focuses on resource
efficiency, renewable energy and identifying innibv@ ways to shrink the environmental impacts of
operations globally.

Morgan Stanley also developed a Supplier Code oidGct which outlines Morgan Stanley’s expectations
and requirements for vendors on sustainability amchan rights issues. Morgan Stanley is committed to
providing its clients, investors and other stakdkod with useful, relevant information on climatenge.
Since 2006, the Morgan Stanley Group has disclaketdiled information on its approach to climate
change and greenhouse gas inventory annually thriwggCarbon Disclosure Project (“CDP”).

ANTI-CORRUPTION AND ANTI-BRIBERY

The Group, principally through Morgan Stanley Graupegal and Compliance Division, has established
and implemented policies, procedures, and intezoairols reasonably designed to comply with appliea
anti-corruption laws and regulations in the jurgsidins in which it operates.

Morgan Stanley Group’s Global Anti-Corruption Pgliavhich is updated annually and approved by the
Group’s Audit Committee, addresses corruption rigiksd prohibits offering, promising, giving or
authorising others to give anything of value, aittiieectly or indirectly, to any party, to impropgiobtain

or retain business or gain an improper businessrddge. It also prohibits receiving, or agreeing to
receive, anything of value that results or may ltesuthe improper performance of employees’ dugaes
Morgan Stanley. These values are embedded witlinMbhrgan Stanley Group’s Code of Conduct, to
which employees must attest their understandingraf,adherence to, on an annual basis.

The Global Anti-Corruption Policy sets forth rulaad procedures designed to address corruption risk,
including:

. Governance and oversight responsibilities;

. Pre-clearance, due diligence and monitoring reqeérgs for engaging with certain third parties
who will act on behalf of Morgan Stanley;

. Pre-approval requirements for certain meals, aitertent, gifts and charitable contributions;

. Transactional due diligence requirements;

. Pre-clearance, in certain circumstances, of catedar employment;

. Prohibition on facilitation payments; and

. Maintenance of accurate books and records.

An annual risk assessment is performed to considgrareas of potential corruption risk to the Marga
Stanley Group, including business conducted insglictions and industries deemed higher risk from a
corruption perspective, the use of third partyddtricers and intermediaries, and the provision f$ gind
entertainment.
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Anti-corruption training is provided to all staffodpally on an annual basis via a mandatory findraianes
training module, and targeted training is additigneonducted to particular business units or oacsjx
topics as necessary, such as where a particukaisridentified through the risk assessment.

The Group maintains whistleblowing policies andgaeures to ensure that individuals can confiddtial

report concerns when these arise. Management iatmregarding the Group’s anti-corruption program
is reported to appropriate senior management peetothrough Legal and Compliance Division

governance frameworks.

GIVING BACK TO THE COMMUNITY

Morgan Stanley is committed to giving back to tlmnenunities in which it operates through a range of
philanthropic programs. The impact of these phiaspic initiatives includes:

Volunteering

Global Volunteer Month is Morgan Stanley Group’shaal global initiative focused on encouraging all
employees to give their time to local communitiesrough Global Volunteer Month and other campaigns,
in 2018, employees logged over 488,000 voluntearshfor charities around the world.

In EMEA, over 95% of employees participated in vikering service in 2018, with employees taking par
in hundreds of activities, from packing nutritiole®d for children, to restoring parks, cleaning evébonts,
mentoring students, and hosting fitness activite<hildren.

Morgan Stanley Group’s largepto bonoinitiative is the Strategy Challenge, a progranemhselected
top-performing employees embark on an eight-wealsaling project with charity partners, resulting i
the delivery of a fully implementable strategic iple enable the charities to achieve their goaisces
inception in London in 2014, employees have contad more than 17,300 service hours, valued at over
$2.5 million, to 24 charities in the UK. In 2018y charities benefitted from the program. The wign
team, working with children’s charity Power2, deomtd an ambitious strategy to create a step-chiange
how the charity identifies, develops and retaifatienships with school delivery partners as pértheir
Teens and Toddlers program.

Giving
Morgan Stanley and employee philanthropic givingitoaes to rise. In 2018, ove9,200 employees
donated over $38 million to charities globally.

In EMEA, employees nominate a charity partner,ingiunds over a one or two year period, suppoted
the Morgan Stanley International Foundation (theutkdation”).

In London, since February 2017, employees nomin#ttedchildren’s charity, NSPCC as their charity
partner. Employees and the foundation raised ote8 fillion to help create the UK’s first Child Hee,
now renamed The Lighthouse, which officially opermd 5 December 2018. Funding has enabled the
Morgan Stanley Therapeutic Suite at The Lighthoywmeyiding life changing and crucial therapy to
victims of abuse, ensuring they get the specialipport they need to rebuild their lives.

In Glasgow, since March 2017, employees nominatadéMCurie as their local charity partner. Emplayee
and the Foundation have raised over $260,000 fdrehte the first full time Child Bereavement Hielp
service in Scotland.

In 2019, UK employees and the Foundation have etoaraise over $1.25 million over the next twasse
In February 2019, London employees nominated Teei@Zancer Trust as their new charity partner and
later in 2019 Glasgow employees will nominate timeiw charity partner.

Other employee-nominated charity partners acros€E&Mvere; Bator Tabor in Budapest, Hilfe fur
krebskranke Kinder Frankfurt e.V in Frankfurt, L\ed in Paris, Fundacion Aladina in Milan and
Association CAF Onlus in Madrid. These charitidsaadrk to support a range of children’s causes.
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Community Impact

For more than 50 years, the Morgan Stanley Foundldtas supported healthy starts and solid eduation
for the children in our communities, and has cargohto expand the reach of those initiatives glgtfar
the past 20 years through the Morgan Stanley latemmal Foundation.

Healthy London is part of a Morgan Stanley GlobadgPamme — Healthy Cities. The program is designed
to bring together local charities to offer parenéster access to wellness, nutrition and play nessufor
children to get a healthy start in life. The pragrarovides funding to five local charities in Papl@ower
Hamlets.

2018 was the fourth year of the Healthy London prog To date over 52,000 meals have been delivered.
Children and parents have received health carecedaitended exercise and wellbeing workshops.€Thre
new safe places have been created and play sg&iadive led over 5,700 hours of play for localdrbni.
Employees have also engaged in the program anédogeer 5,200 volunteer hours.

Due to the success of the program, Healthy Glasgas launched in November 2017, focusing on the
Sighthill Estate in the northeast of Glasgow. Oearyon, over 30,000 meals have been delivered layd p
specialists have led over 3,500 hours of play Faldeen.

GOING CONCERN

Business risks associated with the uncertain maxkdteconomic conditions are being actively moeitor
and managed by the Group. Retaining sufficienttahjpind liquidity to withstand these market pressur
remains central to the Group’s strategy. In paldiGithe Group’s capital and liquidity is deemedfisient

to exceed regulatory minimums under both a nornmal im a stressed market environment, including
potential Brexit stresses, for the foreseeableréutithe specific impact of Brexit on the businefshe
Group has also been considered as part of the goimgern analysis. Additionally, the Group has asde
further Morgan Stanley Group capital and liquidityrequired.

Taking all of these factors into consideration, Bhieectors believe it is reasonable to assumetteGroup
will have access to adequate resources to conimugperational existence for the foreseeable future
Accordingly they continue to adopt the going concbkasis in preparing the annual reports and firgnci
statements.

Approved by the Board and signed on its behalf by

AR

Director
18 April 2019
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The Directors present their report and consoliddiedncial statements of Morgan Stanley & Co.
International plc (the “Company”) and all of itsbsidiary undertakings (together “the Group”), which
comprise the consolidated income statement, cafegeli statement of comprehensive income,
consolidated statement of changes in equity, catetedd statement of financial position, consolidate
statement of cash flows and the related notes B7otogether with the Company’s statement of
comprehensive income, statement of changes inyea#tement of financial position and related adte
to 31 and the appendix to the financial statemfamtthe year ended 31 December 2018.

RESULTS AND DIVIDENDS
The Group’s profit for the year, after tax, was $68illion (2017: $864 million profit after tax).
The Company paid the following dividends during yle@ar (see note 24):

« On 31 May 2018, the Directors approved a coupomgay on the AT1 capital instrument of $119
million (2017: $119 million).

e On 4 July 2018, the Company paid a dividend in igpet$1 (2017: $nil) to MSIUK, transferring
its equity interest in Morgan Stanley Investmentiisigement (Ireland) Limited.

e« On 1 November 2018, the Company paid a dividendpiecie of $442 million (2017: $nil) to
MSIUK, transferring its equity interest in MorgateSley France Holdings | S.A.S.

REGULATION, RISK MANAGEMENT, BRANCHES AND FUTURE DE VELOPMENTS

Information regarding regulation, risk managembranches and future developments has been incinded
the Strategic report.

EMPLOYEES
Information on employee matters has been includeble Strategic Report on pagebto 35.
PILLAR 3 DISCLOSURES

The regulatory disclosures made in order to comgtih the EU Directives and Regulation implementing
the Basel capital framework (“the Pillar 3 discleesl) are available on the Morgan Stanley websige (
note 28 of the Company’s financial statements diothier details).

CAPITAL REQUIREMENTS COUNTRY-BY-COUNTRY REPORTING

The disclosures made in order to comply with th@itaéa Requirements (Country-by-Country Reporting)
Regulations 2018 will be made available on the Mar&tanley website (see note 28 of the Company’s
financial statements for further details).
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DIRECTORS

The following Directors held office throughout tirear and to the date of approval of this reportégx
where otherwise shown):

S Ball (appointed 28 February 2019)

J Bloomer (appointed Chairman from 31 March 2018)
D O Cannon

C Castello (resigned 31 January 2019)

T Duhon

L Guy

J Horder

A Kohli

K Lazaroo (appointed 22 February 2019)

M C Phibbs

| Plenderleith (Chairman until resigned on 31 Me2018)
R P Rooney (resigned 5 September 2018)

D A Russell

N P Whyte (appointed 14 May 2018)

C Woodman (appointed 5 September 2018)

DIRECTORS’ AND OFFICERS’ LIABILITY INSURANCE

Directors’ and Officers’ Liability Insurance is tak out by Morgan Stanley, for the benefit of theelbiors
and Officers of the Group.

DIRECTORS’ INDEMNITY

Qualifying third party indemnity provisions (as thefd in section 234 of the Companies Act 2006) viere
force during the year and up to and including tlaedof the Directors’ report for the benefit of the
Directors of the Group.

AUDIT COMMITTEE

MSI, the Company’s ultimate UK parent undertakihgs an Audit Committee which assists the Boards of
MSI, the Company, other MSI regulated subsidiargiartekings and certain other Morgan Stanley Group
undertakings in meeting their responsibilities ims&ing an effective system of internal control and

compliance, and in meeting their external finanadi@porting obligations. For details on the Risk

governance framework, refer to pages 12 to 15efthategic Report.

EMPLOYEE REMUNERATION

The Group employs staff directly, in addition tdlising staff employed by other Morgan Stanley Gyou
undertakings. The Group’s policies are comparabtea@nsistent with those of the Morgan Stanley @rou
which include the deferral of significant portioo§ certain key employees’ discretionary compensatio
Notes 7 and 34 to the consolidated financial statémprovides additional information and disclosure
regarding the Group’s compensation policies.

CHARITABLE CONTRIBUTIONS

During the year the Group made donations to varahasities totaling $3.0 million (2017: $2.1 milfiy of
which $2.7 million (2017: $1.5 million) was donateedthe Foundation.

EVENTS AFTER THE REPORTING DATE

On 1 March 2019, in relation to the Group’s Bregxdiainning, the Company paid a dividend in specie of
$531 million (2017: $nil) to MSIUK, transferringsitequity interests in Morgan Stanley Europe SE and
Morgan Stanley Europe Holding SE.
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AUDITOR

Deloitte LLP have expressed their willingness tatowe in office as auditor of the Group and a hetson
to re-appoint them will be proposed at the forthzapannual general meeting.

Statement as to disclosure of information to the aditor
Each of the persons who are Directors of the Compérithe date when this report is approved confirms
that:

e so far as each of the Directors is aware, theneoiselevant audit information (being information
needed by the Group’s auditor in connection withparring their report) of which the Group's auditor
is unaware; and

e each of the Directors has taken all the stepshb&the ought to have taken as a Director to make
himself/herself aware of any relevant audit infotima and to establish that the Group’s auditor is
aware of that information.

This confirmation is given and should be interpddteaccordance with the provisions of section dfighe
Companies Act 2006.

Approved by the Board and signed on its behalf by

A IBAND

K Lazaroo
Director
18 April 2019
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DIRECTORS’ RESPONSIBILITIES STATEMENT

The Directors are responsible for preparing theuahneport and the financial statements in accardan
with applicable law and regulations.

Company law requires the Directors to prepare fir@rstatements for each financial year. Under kdnat

the Directors have prepared the Group financidlestants in accordance with International Financial
Reporting Standards (“IFRSs”) as adopted by the d&ld Article 4 of the International Accounting
Standards (“IAS”) Regulation and have elected teppre the parent company financial statements in
accordance with United Kingdom Generally Acceptetdunting Practice (United Kingdom Accounting
Standards and applicable law), including FRS 10&diRed Disclosure Framework” (“FRS 101"). Under
company law the Directors must not approve the atiounless they are satisfied that they give @ and

fair view of the state of affairs of the Group afdhe profit or loss of the Group for that period.

In preparing the Group financial statements, thee@ors are required by IAS Presentation of financial
statementq“IAS 1”) to:

» properly select and apply accounting policies;

e present information, including accounting policias,a manner that provides relevant, reliable,
comparable and understandable information;

» provide additional disclosures when compliance witle specific requirements in IFRSs is
insufficient to enable users to understand the ahpé particular transactions, other events and
conditions on the entity’s financial position amaaicial performance; and

* make an assessment of the Group’s ability to coatas a going concern.

In preparing the parent company financial statemehe Directors are required to:

« select suitable accounting policies and then afigyn consistently;

« make judgements and accounting estimates thatasemable and prudent;

- state whether applicable UK accounting standarde baen followed; and

e prepare the financial statements on the going gancasis unless it is inappropriate to presume
that the Company will continue in business.

The Directors are responsible for keeping adeqaat®unting records that are sufficient to show and
explain the Group’s transactions and disclose vadsonable accuracy at any time the financial jposaf

the Group and enable them to ensure that the fimasi@atements comply with the Companies Act 2006.
They are also responsible for safeguarding thasas$¢he Group and hence for taking reasonabjes Star

the prevention and detection of fraud and othegintarities.

The Directors are responsible for the maintenameckiategrity of the corporate and financial infotina
included on the company’s website. Legislation he tUnited Kingdom governing the preparation and
dissemination of financial statements may diffenfrlegislation in other jurisdictions.

The Directors, the names of whom are set out oe gag confirm to the best of their knowledge:

e in accordance with rule 4.1.12(3)(a) of the FCAisdbsure and Transparency Rules, the consolidated
financial statements, which have been prepareddardance with IFRSs as issued by the International
Accounting Standards Board (“IASB”) and as endorsgdhe EU, have been prepared in accordance
with the applicable set of accounting standards @we a true and fair view of the assets, liatasi
financial position and profit or loss of the Groapd the undertakings included in the consolidation
taken as a whole; and

* the management report represented by the Stratepgart has been prepared in accordance with rule
4.1.12(3)(b) of the FCA’s Disclosure and TranspayeRules, and includes a fair review of the
development and performance of the business angdbk#ion of the Group and the undertakings
included in the consolidation taken as a wholeetogr with a description of the principal risks and
uncertainties that the Group faces.

Approved by the Board and signed on its behalf by

A BT

Director, 18 April 2019
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REPORT ON THE AUDIT OF THE FINANCIAL STATEMENTS
Opinion
In our opinion:

« the financial statements of Morgan Stanley & Co. lternational plc (the “parent company”) and
its subsidiaries (the “Group”) give a true and fair view of the state of the Group’s and the parent
company'’s affairs as at 31 December 2018 and of ti@&roup’s profit for the year then ended;

- the Group financial statements have been properly ngpared in accordance with International
Financial Reporting Standards (“IFRSs”) as adoptecby the European Union;

< the parent company financial statements have beenqperly prepared in accordance with United
Kingdom Generally Accepted Accounting Practice, inleiding Financial Reporting Standard
(“FRS”) 101 “Reduced Disclosure Framework”; and

« the financial statements have been prepared in acaance with the requirements of the
Companies Act 2006 and, as regards to the Group famcial statements, Article 4 of the
International Accounting Standards (“IAS”) Regulation.

We have audited the financial statements which ct@p

Group ‘ Parent company

« Consolidated income statement for the year Statement of comprehensive income for the

ended 31 December 2018; year ended 31 December 2018;

e Consolidated statement of comprehensive Statement of changes in equity for the year
income for the year then ended; then ended;

e Consolidated statement of changes in equity Statement of financial position as at B1
for the year then ended; December 2018; and

e Consolidated statement of financial positioh Relevant notes 1 to 31 to the financjal
as at 31 December 2018; statements.

* Consolidated statement of cash flows for the
year then ended,;
* Relevant notes 1 to 37 to the consolidated
financial statements; and
* Information identified as “audited” in the
Risk Management section of the Stratep
Report on pages 9 to 26.

c

The financial reporting framework that has beenliadpin the preparation of the Group financial
statements is applicable law and IFRSs as adopyethd European Union. The financial reporting
framework that has been applied in the preparaifdhe parent company financial statements is apple
law and United Kingdom Accounting Standards, intlgdFRS 101 “Reduced Disclosure Framework”
(United Kingdom Generally Accepted Accounting Piceit
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Basis for opinion

We conducted our audit in accordance with Inteomati Standards on Auditing (UK) (“ISAs (UK)”) and
applicable law. Our responsibilities under thosandards are further described in the auditor’s
responsibilities for the audit of the financialtstaents section of our report.

We are independent of the Group and the parent anynim accordance with the ethical requirements tha
are relevant to our audit of the financial statets@mthe UK, including the Financial Reporting @oil's

(the “FRC’s") Ethical Standard as applied to lisfatblic interest entities, and we have fulfilledr ather
ethical responsibilities in accordance with thesgquirements. We confirm that the non-audit services
prohibited by the FRC'’s Ethical Standard were movjled to the Group or the parent company.

We believe that the audit evidence we have obtamedfficient and appropriate to provide a basrsdur
opinion.

Summary of our audit approach

Key audit matters The key audit matters that we identified in therent year were:

* Valuation of Level 3 financial instruments;

 The completeness and accuracy of intercompany actoss;
and

* The appropriateness of provisions for uncertairp@sitions.

Materiality The materiality that we used for the Group finahsttements in the
current year was $100 million, which was determimedthe basis of
0.5% of Total Equity.

Scoping The planning and scoping of our audit considers@neup’s business,
organisational structure and global operating mod€his model
comprises a common control structure for key bussingrocesses and
internal controls over financial reporting.

Based on this global operating model, our auditpscds globally
integrated with various audit testing proceduresfopmed by our
component auditor, Deloitte & Touche LLP, US, tkad auditor of the
ultimate parent company, Morgan Stanley.

Significant changes in| We determined our materiality to be 0.5% of Totguly for 2018 which
our approach represented a change from 2017 where we appli€d dfSTotal equity.
There was no significant change in our approagbrocedures performegd
as a result of this change in materiality,

Conclusions relating to going concern
Work performed

We considered Brexit as part of our risk assessmeatits impact on the nature of the Group, itdrimss
model and related risks, the requirements of thpdieable financial reporting framework and the systof
internal control. We evaluated the directors’ assemnt of the group’s ability to continue as a going
concern, including challenging the underlying data key assumptions used to make the assessmednt, an
evaluated the directors’ plans for future actionsthie event that the Group is unable to rely on EU
passporting rights to provide services.
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Conclusions
We are required by ISAs (UK) to report in respddhe following matters where:

» the directors’ use of the going concern basis afoanting in preparation of the financial
statements is not appropriate; or

» the directors have not disclosed in the financiatesnents any identified material uncertainties
that may cast significant doubt about the group’she parent company’s ability to continue to
adopt the going concern basis of accounting foergod of at least twelve months from the date
when the financial statements are authorised fureis

We have nothing to report in respect of these matte
Key audit matters

Key audit matters are those matters that, in oafegsional judgement, were of most significanceun
audit of the financial statements of the curreniqaieand include the most significant assesseds rigk
material misstatement (whether or not due to frahd) we identified. These matters included thobkekv
had the greatest effect on: the overall audit sgygtthe allocation of resources in the audit; dindcting
the efforts of the engagement team.

These matters were addressed in the context ofdit of the financial statements as a whole, and i
forming our opinion thereon, and we do not pro\adgeparate opinion on these matters.

Valuation of Level 3 financial instruments

Relevant references Group financial statements:
in the financial | + Note 2 — Basis of Preparation — Critical judgememtd key sources agf
statements estimation uncertainty
* Note 3 — Summary of significant accounting policies

e (d) Fair value
* Note 32 — Assets and liabilities measured at failoe — (a) (c) (d) (e) (f)

Parent company financial statements:
* Note 26 — Assets and liabilities measured at falue — (a) (c) (d) (e) (f)

Key audit matter | The Group’s trading and financing activities witltanes result in the Group
description carrying material financial asset and liability fim®s having limited price
transparency. These financial instruments generaliglude derivative,
security or lending positions spanning a broadyaofaproduct types. Under
IFRS 13Fair Value Measurementhese financial instruments are generally
classified as Level 3 financial assets or liatati

Unlike other financial instruments whose values ioputs are readily
observable and therefore more easily independentyroborated, the
valuation of financial instruments classified asvéle 3 are inherently
subjective, and often involve the use of proprigtaaluation models whos
underlying algorithms and valuation methodologies @mplex. This degre
of subjectivity may also give rise to potential fdathrough management
intentionally manipulating fair vales or incorparet management bias in
determining fair values. Auditing the Group’s valoa of Level 3 financial
instruments is therefore subjective and presentdaioe challenges in
evaluating the appropriateness of the Group’s v@oajudgements and
estimates.

D
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Significant judgements made by the Group include derivation of key

model inputs which are not observable in the matlkee and the underlying

valuation methodologies used by the pricing model determine an
appropriate fair value. Evaluating these judgemeistssubjective and
complex, and requires the auditor to possess pestdlls and expertise t

O

effectively challenge the significant judgementsdmdy management whan

pricing such instruments.

Uy

As at 31 December 2018, the Group’s total finaneissets and liabilitie
measured at fair value were $349.8 billion and $2B@lion, respectively, of
which Level 3 financial assets and liabilities we$é.1 billion and $3.7
billion, respectively.

How the scope of
our audit responded
to the key audit
matter

To address the complexities associated with auygditie value of Level 3
financial instruments, our team included valuatiepecialists having
significant quantitative and modelling expertiseassist in performing oufr
audit procedures. Our valuation audit procedureduded the following
control and substantive procedures:

» We tested the design and operating effectivenedglafan Stanley’s
valuation controls including the:

- Model Risk Management control, which is designedrdgiew a
model’'s theoretical soundness and the approprissers its
valuation methodology and calibration techniquegettgped by the
business units.

- Price Verification control, which is designed toview the
appropriateness of valuation methodologies to éemwdel inputg

which are not observable and determine whether $uch

methodologies are consistent with how a marketigpaint would
arrive at the unobservable input.

»  Our substantive test procedures included:

- Evaluated management’s valuation methodologiedudivg the
input assumptions, against the expected assumptidnsther
market participants leveraging relevant externédda

- Assessed the consistency by which Group managenasnapplied
significant and unobservable valuation assumptions.

- Performed a retrospective assessment of managemeaitiation
estimate by comparing such estimate against relesalnsequent
transactions.

- Developed independent valuation estimates, usingereily
sourced inputs and challenger models, and used estihates tq
further evaluate management's fair value measuremien
investigating the differences between our estimatel that of
Morgan Stanley, including; comparing the fair vaksimate with
similar transactions; and, evaluating managemeassumptions
associated with the unobservable input.

- Assessment of financial statement disclosuresewléd financial
instruments measured at fair value, to include abpects of thig
which provide information on the sensitivity of rfaivalue
measurements to key inputs and assumptions.
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Key observations

Based on our audit procedures performed, we coadltldat the valuation
Level 3 financial instruments are not materiallysstated.

of

The completeness and accuracy of intercompany traastions

Relevant references

Group financial statements:

in the financial .

statements * Note 36 — Related party disclosures

Key audit matter | As part of its normal business operations, the @roansacts extensivel
description with other legal entities within the Morgan Stanléyroup. These

transactions include bilateral trading transactiwith other legal entities
funding arrangements entered into with other greafities and Morgar]
Stanley Group transfer pricing allocations wheneereies and related cos
are attributed to the business activities undentaitea legal entity level.

Given the large volume and nature of intercompaagdactions which th
Group is a party to, there is an inherent compyekit determining the
completeness and accuracy of intercompany traseciimpacting both th
balance sheet and the income statement of the Gebigh may result in
misstatements in the financial statements.

ts

1%

1%

How the scope of
our audit responded
to the key audit
matter

Our procedures over the completeness and accurhdantercompany,
transactions included the following control andstahtive procedures:

* We assessed and tested the design and operataajiveffiess of key
controls over intercompany transactions. This idelli controls ove
the performance of intercompany reconciliations #raidentification
and subsequent investigation of intercompany breaks

» Specifically for Morgan Stanley Group transfer prgcallocations, we
tested the design and operating effectivenesseoinitial set-up of the
transfer pricing policies and for the determinatodrihe calculations o
transfer pricing entries at a legal entity level.

» For a sample of intercompany transactions, we ieddently re-
performed the calculations of the related intercanypcharge to asse
whether they reflected the agreed contractual genarents and the
had been correctly recorded in the underlying actiog books and
records.

« We assessed the adequacy of the disclosure in theplinancial
statements.

f

5S

Key observations

Based on our audit procedures performed, we coadluthat the

intercompany transactions are not materially missta
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The appropriateness of provisions for uncertain ta)@positions

Relevant references
in the financial
statements

Group financial statements:

* Note 2 — Basis of preparation — Critical judgemetd key sources @
estimation uncertainty

* Note 3 — Summary of significant accounting policies
— (p) Provisions

* Note 20 — Provisions — tax related provisions

Parent company financial statements:

* Note 1 — Basis of preparation - Critical judgemeants key sources @
estimation uncertainty

* Note 15 — Provisions

Key audit matter
description

The Group operates in multiple tax jurisdictionsl as subject to comple

tax laws. These laws can be subject to changestampretation by the

relevant governmental taxing authorities.

Disputes over the interpretation of tax laws maysbttled with the taxing

authorities by mutual agreement or, in certain urimstances, following
litigation.
Management evaluate the likelihood of tax assestmarising in each
taxing jurisdiction as a result of current examioa$, prospective

submissions and changing interpretation of tax lalkere a provision i$

required in respect of an uncertain tax positioranagement mak
judgements on the applicability of the relevantl&ax in order to determin
the appropriate amount of the provision. Managentbah periodically]
review the need for and quantification of provisidreld.

Significant judgements are involved in the recdgnitand valuation o
provisions for uncertain tax positions and relatiestlosures made by th
Group. Evaluating these judgements is subjectivd aomplex, and
requires the auditor to possess certain skills exugertise to effectively
challenge the significant judgements made by managé

~

=

w1 v

How the scope of
our audit responded
to the key audit
matter

Our procedures to assess the appropriateness aadtifipation of
provisions for uncertain tax positions included fodowing control and
substantive procedures:

* We assessed and tested the design and operatedjivefhess of
key controls over the identification and determimmat of the
amounts of provisions for uncertain tax positions mitial
recognition and subsequent re-measurement events.
»  With assistance from our tax specialists, we reeigw
- Management’s correspondence with Her Majesty's R
and Customs (“HMRC") and other tax authorities;

- Advice received from the Group’s professional taisers,
where obtained; and

- Materials available from management regarding &etians
and re-organisations undertaken in the current iyearder to
evaluate whether (i) relevant factors were includas
assumptions in the determination of provisions maahel (ii)
there were any other matters in respect of whighrowision

D

could be required.
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statements.

 With the assistance from our tax specialists, wefopmed an
independent assessment of the assumptions usedténmining the
quantification of a sample of the Group’s provisidor uncertain tax
positions, in evaluating the reasonableness oaffsamptions and th
accuracy of the calculation made on the basisafdlassumptions.

« We assessed the adequacy of the disclosure in theplinancial

[0

Key observations

Based on the audit procedur

es performed, we coedltigat the valuatior

of provisions for uncertain tax positions are naitenially misstated.

Our application of materiality

We define materiality as the magnitude of misstatetin the financial statements that makes it potéba
that the economic decisions of a reasonably knaydallle person would be changed or influenced. We us
materiality both in planning the scope of our awgbtrk and in evaluating the results of our work.

Based on our professional judgement, we determinai@riality for the financial statements as a whade

follows:
Group financial statements Parent company financibstatements
Materiality | $100 million (2017: $275 million) $99 million (201%273 million)
Basis  for | The Group materiality of $100 million The parent company materiality of $99
determining | represents 0.5% (2017: 1.5%) of Totahillion represents 0.5% (2017: 1.5%) pf
materiality | Equity Total Equity
Rationale We have considered Total Equity to p&/e considered it appropriate to maintain
for the | the most appropriate benchmark as thiee same benchmark as that for the Grpup
benchmark | Group is wholly owned by the ultimateas the parent company is the most
applied parent entity Morgan Stanley and is aignificant member of the Group and |ts
regulated entity where its capitakolo capital position is of importance to
position is of importance to the keythe key users of the financial statements
users of the financial statements. Thesgeho are common with those for the

key users include regulators, extert
rating agencies and the ultimate par
entity.

We reassess the appropriateness of
materiality basis and benchmark us
on an ongoing basis.

As a result, we have revised t
benchmark percentage used for

determination of materiality from 1.59
in the prior year to 0.5% of Tota

nabroup.
ent

the
ed

he
he

(=)

al

Equity for the current year.

We agreed with the Audit Committee that we woulpore to the Committee all audit differences in essce
of $5 million (2017: $5.5 million), as well as défences below that threshold that, in our view,rarsed
reporting on qualitative grounds. We also reporthte Audit Committee on disclosure matters that we
identified when assessing the overall presentatfdhe financial statements.
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An overview of the scope of our audit

Morgan Stanley is a globally managed business aitfiobal operating model in which major classes of
transactions are subject to a common control peiegsenvironment irrespective of product, region or
legal entity. Given this global operating model foe Group, we audit certain controls, financigaing
processes and balances utilising component auditddew York.

We instructed our component auditor, Deloitte & Glo&l LLP, US to perform their audit procedures at a
materiality level of $85 million (2017: $234 milliy being 85% of our Group materiality.

Involvement with component auditor

We exercised oversight over the work of our compbreiditor by remaining in active dialogue at regul
intervals throughout the duration of the audit. \Attended the audit planning meetings in New York,
involved our component auditor in our team briefangd issued a set of instructions setting out tidita
work and the specified audit procedures we reqdesiiem to undertake. We undertook visits to our
component auditor during the interim and final s&gf our audit to discuss key findings arisingrfrtheir
work and to review their audit work papers. We disomally received audit clearance documentation
confirming that they had performed the audit anel $pecified audit procedures in accordance with our
instructions.

Audit procedures undertaken at the Group level

We designed our audit approach for the Group basedur understanding of the business undertaken by
the Group and our independent assessment of tke efsmaterial misstatement arising in the finahcia
statements. These procedures included, amongstsptngditing the consolidation of the Group’s resul
and the preparation of the financial statementwealbas testing the design, implementation and atpey
effectiveness of the internal controls over finahcgporting.

Other information

The directors are responsible for the other infdaioma The other information comprises the inforroati
included in the annual report,other than the fif@rgtatements and our auditor’s report thereon.

Our opinion on the financial statements does neécthe other information, except to the exteneothse
explicitly stated in our report, and we do not egx any form of assurance conclusion thereon.

In connection with our audit of the financial statnts, our responsibility is to read the other rinfation
and, in doing so, consider whether the other infdiom is materially inconsistent with the financial
statements or our knowledge obtained in the auditlierwise appears to be materially misstated.

If we identify such material inconsistencies or aggmt material misstatements, we are required to
determine whether there is a material misstaternethie financial statements or a material misstaterof

the other information. If, based on the work we én@erformed, we conclude that there is a material
misstatement of this other information, we are nexglto report that fact.

We have nothing to report in respect of these mettte
Responsibilities of the directors

As explained more fully in the directors’ respoiildies statement, the directors are responsibletlie
preparation of the financial statements and fondpesatisfied that they give a true and fair viend dor
such internal control as the directors determinenésessary to enable the preparation of financial
statements that are free from material misstatermérdther due to fraud or error.

In preparing the financial statements, the directre responsible for assessing the Group’s angatent
company’s ability to continue as a going conceisgldsing as applicable, matters related to gomcern
and using the going concern basis of accountingssnthe directors either intend to liquidate theupror
the parent company or to cease operations, ormavealistic alternative but to do so.
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Auditor’s responsibilities for the audit of the financial statements

Our objectives are to obtain reasonable assurévma avhether the financial statements as a whadrae
from material misstatement, whether due to fraudroor, and to issue an auditor’s report that idesiour
opinion. Reasonable assurance is a high levelsafrance, but is not a guarantee that an audit ctedlin
accordance with ISAs (UK) will always detect a mi@lemisstatement when it exists. Misstatements can
arise from fraud or error and are considered nwtéfi individually or in the aggregate, they could
reasonably be expected to influence the econontisides of users taken on the basis of these finhnc
statements.

Details of the extent to which the audit was coeed capable of detecting irregularities, includiraud
are set out below.

A further description of our responsibilities ftretaudit of the financial statements is locatedhenFRC'’s
website atwww.frc.org.uk/auditorsresponsibilitie¥his description forms part of our auditor’s repo

Extent to which the audit was considered capable afetecting irregularities, including fraud

We identify and assess the risks of material misstant of the financial statements, whether dufeatod
or error, and then design and perform audit proeitesponsive to those risks, including obtairgngit
evidence that is sufficient and appropriate to glewa basis for our opinion.

Identifying and assessing potential risks relatedlitregularities

In identifying and assessing risks of material maigsment in respect of irregularities, includingud and
non-compliance with laws and regulations, our pdoces included the following:

e enquiring of management, internal audit, in-housgal counsel and the audit committee,
including obtaining and reviewing supporting docuta¢ion, concerning the Group’s policies and
procedures relating to:

- identifying, evaluating and complying with laws arefjulations and whether they were
aware of any instances of nhon-compliance;

- detecting and responding to the risks of fraud whdther they have knowledge of any
actual, suspected or alleged fraud;

- the internal controls established to mitigate rigdated to fraud or non-compliance with
laws and regulations;

e discussing among the engagement team includingsifgificant component audit team and
involving relevant internal specialists, includimgluation specialists, regarding how and where
fraud might occur in the financial statements ang potential indicators of fraud. As part of this
discussion we identified potential for fraud in tlaeea of valuation of Level 3 financial
instruments due to the subjectivity of assumptiesed in determining their fair value; and

e obtaining an understanding of the legal and regwyaframework that the Group operates in,
focusing on those laws and regulations that hattextdeffect on the financial statements or that
had a fundamental effect on the operations of theu@ The key laws and regulations we
considered in this context included the UK Compsmet 2006, the rules of the Prudential
Regulation Authority (“PRA") and the Financial Card Authority (“FCA”), and the relevant tax
legislations. In addition, compliance with termstbhé Group’s regulatory liquidity and capital
requirements were fundamental to the Group’s gitititcontinue as a going concern.

Audit response to risks identified

As a result of performing the above, we identifiedluation of Level 3 financial instruments’ as ayk
audit matter. The key audit matters section of mport explains the matter in more detail and also
describes the specific procedures we performedspanse to that key audit matter.

52



INDEPENDENT AUDITOR’S REPORT TO THE MEMBERS OF MORG AN
STANLEY & CO. INTERNATIONAL plc

In addition to the above, our procedures to resgomnisks identified included the following:

* reviewing the financial statement disclosures aglirig to supporting documentation to assess
compliance with relevant laws and regulations dised above;

e enquiring of management, the audit committee arwbimse and external legal counsel concerning
actual and potential litigation and claims;

- performing analytical procedures to identify anyusimal or unexpected relationships that may
indicate risks of material misstatement due todrau

< reading minutes of meetings of those charged withegnance, reviewing internal audit reports
and reviewing correspondence with HMRC and othgulatory authorities including the PRA
and the FCA; and

e in addressing the risk of fraud through managemewerride of controls, testing the
appropriateness of journal entries and other adjeists; assessing whether the judgements made
in making accounting estimates are indicative giadential bias; and evaluating the business
rationale of any significant transactions thatw@amasual or outside the normal course of business.

We also communicated relevant identified laws agllations and potential fraud risks to all engagetm
team members including internal specialists andifsagnt component audit team, and remained afert t
any indications of fraud or non-compliance with $aand regulations throughout the audit.

REPORT ON OTHER LEGAL AND REGULATORY REQUIREMENTS
Opinions on other matters prescribed by the Compards Act 2006
In our opinion, based on the work undertaken incitngrse of an audit:

< the information given in the strategic report ahd tirectors’ report for the financial year for
which the financial statements are prepared isistam with the financial statements; and

» the strategic report and the directors’ report hagen prepared in accordance with applicable
legal requirements.

In the light of the knowledge and understandinghef Group and of the parent company and their
environment obtained in the course of the audithaee not identified any material misstatements in
the strategic report or the directors’ report.

Matters on which we are required to report by excefion
Adequacy of explanations received and accountingarls
Under the Companies Act 2006 we are required tortep you if, in our opinion:

« we have not received all the information and exalams we require for our audit; or

e adequate accounting records have not been keptebparent company, or returns adequate for our
audit have not been received from branches ndaeddiy us; or

« the parent company financial statements are nagiaement with the accounting records and returns.

We have nothing to report in respect of these mettte
Directors’ remuneration

Under the Companies Act 2006 we are also requioeckport if in our opinion certain disclosures of
directors’ remuneration have not been made.

We have nothing to report in respect of this matter
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Other matters
Auditor tenure

Following the recommendation of the Audit Committdehe Group, we were appointed by the Board of

Directors on 17 November 1997 to audit the finaneatements for the year ended 31 December 1987 an

subsequent financial periods. The period of totahterrupted engagement including previous renewals

and reappointments of the firm is 22 years, coggthre years ended 30 November 1997 to 31 December
2018.

Consistency of the audit report with the additionadport to the Audit Committee

Our audit opinion is consistent with the additiorgport to the Audit Committee we are requiredravjie
in accordance with ISAs (UK).

Use of our report

This report is made solely to the company’s memtsss body, in accordance with Chapter 3 of Radfl
the Companies Act 2006. Our audit work has beererakien so that we might state to the company’s
members those matters we are required to stateeto in an auditor’s report and for no other purpdse
the fullest extent permitted by law, we do not g@tcer assume responsibility to anyone other than th
company and the company’s members as a body, foawit work, for this report, or for the opiniong
have formed.

W/—,

p=

Manbhinder Rana, FCA (Senior Statutory Auditor)
For and on behalf of Deloitte LLP

Statutory Auditor

London, United Kingdom

18 April 2019
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MORGAN STANLEY & CO. INTERNATIONAL plc

CONSOLIDATED INCOME STATEMENT
Year ended 31 December 2018

Note 2018 2017
$millions $millions
Net trading income 4,825 4,934
Net income from other financial instruments heldsat value 335 (258)
Fee and commission income 5 2,496 2,402
Other revenue 35 31
Interest income 6 1,195 174
Interest expense 6 (3,076) (1,581)
Net interest expense (1,881) (1,407)
Net revenues 5,810 5,702
Net loss on investments in subsidiaries, assocatdgoint
15 (66) -

ventures
Operating expense 7 (4,681) (4,425)
Net impairment (loss)/reversal on financial assets 8 (7) 1
PROFIT BEFORE TAX 1,056 1,278
Income tax expense 9 (359) (414)
PROFIT FOR THE YEAR 697 864
Attributable to:
Owners of the parent 696 864
Non-controlling interest 1 -
PROFIT FOR THE YEAR 697 864

All operations were continuing in the current amibpyear.

The notes on pages 60 to 170 form an integral édrtthe consolidated financial statements.
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MORGAN STANLEY & CO. INTERNATIONAL plc

CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME
Year ended 31 December 2018

Note 2018 2017
$millions $millions
PROFIT FOR THE YEAR 697 864
OTHER COMPREHENSIVE INCOME, NET OF TAX
Items that will not be reclassified subsequently tgrofit or loss:
Remeasurement of net defined benefit liability 9 (1) -
Changes in fair value attributable to own credikon financial
liabilities designated at fair value 9,10 171 (73)
Items that may be reclassified subsequently to prifor loss:
Currency translation reserve:
Foreign currency translation differences agsin foreign
operations (58) 111
Net amount reclassified to consolidated incataégement upon
transfer of subsidiary 66 -
Available-for-sale reserve:
Net change in fair value of the available-foledgnancial assets 9 - 68
OTHER COMPREHENSIVE INCOME AFTER INCOME TAX 178 106
FOR THE YEAR
TOTAL COMPREHENSIVE INCOME FOR THE YEAR 875 970
Attributable to:
Owners of the parent 877 963
Non-controlling interest (2) 7
TOTAL COMPREHENSIVE INCOME FOR THE YEAR 875 970

The notes on pages 60 to 170 form an integral értthe consolidated financial statements.
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MORGAN STANLEY & CO. INTERNATIONAL plc

CONSOLIDATED STATEMENT OF CHANGES IN EQUITY
Year ended 31 December 2018

Equity Share
Note instruments premium
$millions  $millions

Currency Available
translation

$millions  $millions

Capital
-for-sale contribution
reserve reserve

$millions

Capital
redemption  Pension
reserve  reserve

$millions  $millions

Debt valuation
adjustment Retained
reserve earnings
$millions  $millions

reserve

Attributable to
owners of the
parent
$millions

Non-

controlling
interests Total equity
$millions $millions

Balance at 1 January
2017

Impact of change in
accounting policy for fair
value gains and losses on
inception

Profit for the year - -

12,765 513

Other comprehensive
income for the period:
Changes in fair value
attributable to own
credit risk on financial
liabilities designated at
fair value 9 - -
Foreign currency
translation differences
arising on foreign
operations 9 - -
Net change in fair
value on available-for-

sale financial assets 9 - -

(6) (5) 3 1,400 - (45) 2,126
37

864

(73)

104 - - - - - -

16,751

37

864

(73)

104

52 16,803
- 37

- 864

- (73)

Total comprehensive
income/(loss) - -

Transactions with
owners:

Issue of ordinary share

capital 23 1,000 -

Dividends 24 - -

104 68 - - - (73) 864

(86)

963

1,000

(86)

- 1,000

(86)

Balance at 31 December

2017 13,765 513

98 63 3 (118) 2,941

18,665

59 18,724

Impact of adoption of new
accounting standards 4 - -

Profit for the year - -

Other comprehensive
income for the period:
Remeasurement of
defined benefit liability 9 - -
Changes in fair value
attributable to own
credit risk on financial
liabilities designated at
fair value 9 - -
Foreign currency
translation differences
arising during the year 9 - -
Recycling of currency
translation reserve
upon disposal of
subsidiary 9 - -

- (63) - - - - 67

696

171 -

(55) - - - - - B

66 - - - - - -

696

(1)

171

(55)

66

® (58)

Total comprehensive
income/(loss) - -

Transactions with
owners:

Issue of Additional Tier 1
capital

Dividends

Difference recognised in
equity upon dividend in
specie of MS France
Group

23
24 - -

15 - -

11 - - - (1) 171 696

(529)

(157)

877

2,200
(529)

(157)

®) 875

- 2,200
- (529)

- (157)

Balance at 31 December

2018 15,965 513

109 - 3 1,400 (1) 53 3,018

21,060

57 21,117

The notes on pages 60

to 170

form an integral pédrtthe consolidated financial statements.
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MORGAN STANLEY & CO. INTERNATIONAL plc

Registered number: 2068222

CONSOLIDATED STATEMENT OF FINANCIAL POSITION
As at 31 December 2018

Note 2018 2017
$millions $millions

ASSETS
Cash and short term deposits 25 30,829 25,461
Tr'aldlng financial assets (of yvhlch $3'8,499 milli@917: $58,785 11 253,188 264,793
million) were pledged to various parties)
Secured financing 95,643 99,345
Loans and advances 13 836 476
Investment securities 132 161
Trade and other receivables 14 65,197 70,864
Current tax assets 350 139
Deferred tax assets 21 5 107
Property, plant and equipment 17 10 8
Other assets 9 8
TOTAL ASSETS 446,199 461,362
LIABILITIES AND EQUITY
Bank loans and overdrafts 25 4 123
Trading financial liabilities 11 217,093 217,977
Secured borrowing 78,927 87,186
Trade and other payables 18 91,758 97,220
Debt and other borrowings 19 37,115 39,938
Provisions 20 3 54
Current tax liabilities 55 28
Deferred tax liabilities 21 33 -
Accruals and deferred income 87 144
Post employment benefit obligations 34 7 5
TOTAL LIABILITIES 425,082 442,675
EQUITY
Share capital 23 15,965 13,765
Share premium account 23 513 513
Currency translation reserve 23 109 98
Available-for-sale reserve 23 - 63
Capital contribution reserve 23 3 3
Capital redemption reserve 23 1,400 1,400
Pension reserve 23 (1) -
Debt valuation reserve 23 53 (118)
Retained earnings 3,018 2,904
Equity attributable to the owners of the parent 21,060 18,628
Non-controlling interests 57 59
TOTAL EQUITY 21,117 18,687
TOTAL LIABILITIES AND EQUITY 446,199 461,362

These consolidated financial statements were apprby the Board and authorised for issue on 18| Apri
2019.

Signed on behalf of the Board

K Lazaroo, Director

The notes on pages 60 to 170 form an integral értthe consolidated financial statements.
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MORGAN STANLEY & CO. INTERNATIONAL plc

CONSOLIDATED STATEMENT OF CASH FLOWS
Year ended 31 December 2018

Note 2018 2017
$millions $millions
NET CASH FLOWS FROM OPERATING
ACTIVITIES 25b 1,986 3,436
INVESTING ACTIVITIES
Purchase of property, plant and equipment 17 (6) 3)
Purchase of investment securities - (65)
Proceeds from disposal of investment securities - 1
Changes in ownership interest in subsidiaries 15 34(@m), -
NET CASH FLOWS USED IN INVESTING
ACTIVITIES (1,353) (67)
FINANCING ACTIVITIES
Issue of ordinary share capital 23 - 1,000
Issue of Additional Tier 1 capital 23 2,200 -
Dividends paid 24 (119) (119)
Issue of subordinated loan liabilities - 5,000
Repayments of subordinated loan liabilities 19 (2,000) (5,906)
Issue of senior subordinated loan liabilities 19 06,0 -
Interest on subordinated loan liabilities (237) (220)
Interest on senior subordinated loan liabilities (12) -
NET CASH FLOWS FROM/(USED IN) FINANCING
ACTIVITIES 5,833 (245)
NET INCREASE IN CASH AND CASH
EQUIVALENTS 6,466 3,124
Currency translation differences on foreign curgecash balances (979) 1,893
CASH AND CASH EQUIVALENTS AT THE BEGINNING
OF THE YEAR 25a 25,338 20,321
CASH AND CASH EQUIVALENTS AT THE END OF THE
YEAR 25a 30,825 25,338

The notes on pages 60 to 170 form an integral pdrtthe consolidated financial statements.
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MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

1. CORPORATE INFORMATION

The Company is incorporated and domiciled in Englaand Wales, at the following address:
25 Cabot Square, Canary Wharf, London, E14 4QA.

The Group’s immediate parent undertaking is MSIUKich is registered in England and Wales. Copies of
its financial statements can be obtained from thegi®rar of Companies for England and Wales,
Companies House, Crown Way, Cardiff CF14 3UZ.

The Group’s ultimate parent undertaking and colitr@lentity is Morgan Stanley which, together witte
Group and Morgan Stanley's other subsidiary und#térts, form the Morgan Stanley Group.
Morgan Stanley is incorporated in the State of val®, the United States of America. Copies of its
financial statements can be obtained from www.mastenley.com/investorrelations.

2. BASIS OF PREPARATION

Statement of compliance

The Group has prepared its annual consolidateshdinhstatements in accordance with IFRSs issued by
the IASB as adopted by the EU, Interpretationsadsily the IFRS Interpretations Committee (“IFRIC")
and the Companies Act 2006.

New standards and interpretations adopted during tle year

The following standards, amendments to standardsirgerpretation relevant to the Group’s operations
were adopted during the year. Except where othersiated, these standards, amendments to standards
and interpretations did not have a material impacthe Group’s consolidated financial statements.

IFRS 9 was issued by the IASB in November 200%steid in October 2010, amended in November 2013,
and revised and reissued by the IASB in July 20ERS 9 is applicable retrospectively, except where
otherwise prescribed by transitional provisionstlod standard, and is effective for accounting mkrio
beginning on or after 1 January 2018. The Grouly ealopted the requirements relating to the prediemt

of fair value movements due to changes in creslit on financial liabilities designated at fair valihrough
profit or loss (“FVPL"), and has adopted the renragrrequirements of IFRS 9 from 1 January 2018.

The main aspects of IFRS 9 which impact the Graepta requirements relating to:
« Classification and measurement of financial assets

The classification and measurement of financiak®sss determined based upon how these
financial assets are managed and their contracasdl flow characteristics. Measurement will be
either at amortised cost, fair value through otteanprehensive income (“FVOCI”) or FVPL.

e Impairment of financial instruments

The impairment requirements are based on expecsstit dosses (“ECL") and apply to financial
assets measured at amortised cost and FVOCI, aask leeceivables and certain loan
commitments and financial guarantee contracts.

The Group has completed a project to implement IBR&s part of this project, the Group performed an
evaluation of its business models and a revievi@icbntractual terms of financial assets.

As a result of this evaluation, certain financiabets have moved from amortised cost and desigaated
FVPL under IAS 39Financial Instruments: Recognition and MeasuremdH®AS 39”) to mandatorily at
FVPL under IFRS 9. Equity investments previouslidres available-for-sale have moved to FVPL with a
consequent transfer of the accumulated availablsdte reserve to retained earnings. Additionagrtain
financial liabilities have changed classificatioarh amortised cost to being designated at FVPhe ére
part of a group of financial assets and finandgilities which are managed on a fair value baste
impact of these changes on retained earningsldatuary 2018 was $68 million, refer to note 4.
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MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

2. BASIS OF PREPARATION (CONTINUED)
New standards and interpretations adopted during tle year (continued)

For lending products and other debt financial insients, a model-based approach has been adopged, th
key aspects of which are:

e The impairment allowance is based on ECL associattdthe lifetime cash shortfalls that will
result if a default occurs in the twelve montheathe reporting date (the ‘twelve month ECL),
unless there has been a significant increaseeititaisk (“SICR”) since origination, in which case
the ECL is based on all possible defaults over tdtal expected life of the instrument (the
‘lifetime ECL");

« ldentifying whether assets have experienced a Sli@ée origination. When determining whether
credit risk has increased significantly since alitrecognition, the Group considers both
quantitative and qualitative information and analybased on the Group’s historical experience
and expert credit risk assessment, including fodwaoking information;

- Estimating ECL, reflecting an unbiased and the abiliy-weighted impact of multiple future
economic scenarios. ECL are calculated using timaé components: probability of default
(“PD"), the expected loss given default (“LGD") aad estimated exposure at default (“EAD").
These parameters are generally derived from inlgrdaveloped statistical models, combined
with historical, current and forward-looking custenand macroeconomic data.

For trade receivables from contracts with custonaerd contract assets, a simplified approach has bee
adopted as permitted by IFRS 9, whereby an allowaiscrecognised for the lifetime ECL of the
instrument. Practical expedients have been empltayedlculate the ECL for trade receivables. Foneo
portfolios of financial assets, ECL have been est#d to be close to zero, reflecting the short teature

of the portfolio and the benefit of collateral dher credit mitigants.

The impact of the implementation of the ECL impanhapproach on retained earnings as at 1 January
2018 was not material to the Group.

The impact to the Company’s Tier 1 capital as aaduary 2018 as a result of the transition to IBR&s
not material. The Group did not make use of thasitonal arrangements introduced by Regulation)(EU
2017/2395 relating to the effects of ECL for mitigg the impact of the introduction of IFRS 9 onrow
funds and the treatment of certain large exposures.

Under the transitional provisions of the Standdiné, Group’s opening balance sheet at the dateitidlin
application (1 January 2018) has been restatedi, matrestatement of comparative periods. Howewer, t
Group has updated the presentation of its prim#esents on transition to IFRS 9 to provide more
relevant information to the users of the consoéiddinancial statements. The comparative periodoeas
re-presented to align to the new format in the obdated financial statements.

Note 3 provides the new accounting policies un&8&83 9 applicable from 1 January 2018.

To reflect the differences between IFRS 9 and IRSIBRS 7 Financial Instruments: Disclosuresvas
updated by the IASB and the Group adopted the epddRS 7 for the year beginning 1 January 2018.
The updated requirements include transition disgks shown in note 4, in addition to qualitatived an
quantitative information about the ECL as set autate 28.

An amendment to IFRS Zlassification and Measurement of Share-based Paymmnsactions'was
issued by the IASB in June 2016, for applicatioragtounting periods beginning on or after 1 January
2018. The amendment was endorsed by the EU in &gb2018.
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MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

2. BASIS OF PREPARATION (CONTINUED)
New standards and interpretations adopted during tle year (continued)

IFRS 15 Revenue from Contracts with Customédft=RS 15”) was issued by the IASB in May 2014 for
retrospective application in accounting periods ifngigg on or after 1 January 2018. In addition,
amendments relating to clarifications to IFRS 15rewvéssued by the IASB in April 2016 requiring
application in accounting periods beginning onfteral January 2018. The standard and amendmenés we
endorsed by the EU in October 2016. Refer to ndte further information.

As part of the 2014-2016 Annual Improvements Cyuliblished in December 2016, the IASB made
amendments to IAS 28nvestments in Associateshat are relevant to the Group’s operations, for
application in accounting periods beginning onfteral January 2018. The amendments were endossed b
the EU in February 2018.

IFRIC 22 Foreign Currency Transactions and Advance Consitiena was issued by the IASB in
December 2016 for application in accounting peribgginning on or after 1 January 2018 and was
endorsed by the EU in April 2018.

There were no other standards, amendments to stEnda interpretations relevant to the Group’s
operations which were adopted during the year.

New standards and interpretations not yet adopted

At the date of authorisation of these consolidafethncial statements, the following standards,
amendments to standards and interpretations rdléeahe Group’s operations were issued by the IASB
but not mandatory for accounting periods beginringanuary 2018. Except where otherwise stated, the
Group does not expect that the adoption of theofdhg standards, amendments to standards and
interpretations will have a material impact on @m®up’s consolidated financial statements.

IFRS 16 ‘Leases’ ("IFRS 16") was issued by the IASB in January 20i& modified retrospective
application in accounting periods beginning on fteral January 2019. The principal impact of adugpti
IFRS 16 is the recognition of additional right afeuassets and lease liabilities for leases thae wer
previously accounted for as operating leases ul#ferl7 ‘Leases’(“IAS 17”). The consolidated income
statement will also be affected because the toga¢mse is typically higher in the earlier yearsadtase
and lower in later years, whereas under IAS 17epgp was recognised on a straight-line basis tner t
life of the lease. These impacts are not expectdx tmaterial to the Group. The standard was eaddrg
the EU in November 2017.

An amendment to IAS 1%lan Amendment, Curtailment or Settlementas issued by the IASB in
February 2018, for retrospective application tonpanendments, curtailments or settlements occumng
or after 1 January 2019. The amendment was endbyséee EU in March 2019.

As part of the 2015-2017 Annual Improvements Cyalilished in December 2017, the IASB made
amendments to the following standards that are/aeleto the Group’s operations: IAS 18come Taxes’

and IAS 23Borrowing Costs, for application in accounting periods beginningar after 1 January 2019.
The amendment to IAS 12 will affect the presentatid tax benefits relating to the coupon paymemts o
the Additional Tier 1 capital instruments, whichllviie presented within the income tax expense & th
consolidated income statement rather than in thesaa@ated statement of changes in equity. As such
payments are tax deductible, this presentation wiluce the income tax expense presented in the
consolidated statement in future periods. The amemts were endorsed by the EU in March 2019.

IFRIC 23 Uncertainty over Income Tax Treatmeémas issued by the IASB in June 2017 for applaati
in accounting periods beginning on or after 1 Jan@819. The interpretation was endorsed by theireU
October 2018.

Amendments to IAS IPresentation of Financial Statementd IAS 8'Accounting Policies, Changes in
Accounting Estimates and Errorglere issued by the IASB in October 2018, for aggtion in accounting
periods beginning on or after 1 January 2020.
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MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

2. BASIS OF PREPARATION (CONTINUED)
Basis of measurement

The consolidated financial statements of the Grangpprepared under the historical cost basis, éxXoep
certain financial instruments that have been meakat fair value as explained in the accountingcyes
below.

Critical accounting judgements and sources of estiation uncertainty

In preparing the consolidated financial statemethis, Group makes judgements and estimates thatt affe
the application of accounting policies and repoagtunts.

Critical accounting judgements are key decisionslerfay management in the application of the Group’s
accounting policies, other than those involvingreations, which have the most significant effeatstioe
amounts recognised in the financial statementgic&Friaccounting estimates represent assumptiods an
estimations made by management that have a signifitsk of resulting in a material adjustment he t
carrying amount of assets and liabilities withie tiext financial year.

The critical judgements in applying the Group’s@atting policies are as follows:

« Recognition and measurement of tax balangedgements are used in determining what tax-
deductible losses are to be surrendered to othebewes of the Morgan Stanley UK tax group and
whether there will be sufficient taxable profitsfuture years to recognise deferred tax assets. See
accounting policy note 3(n) and note 21.

e Consolidation of structured entitiethe Group determines whether it controls, and efloee
should consolidate a structured entity upon itSahinvolvement and reassess on an ongoing basis
for as long as it has any continuing involvemerthwie structured entity. See note 16.

The critical sources of estimation uncertainty agdollows:

* Valuation of Level 3 financial instrumentgaluation techniques used to measure the fair vafue
instruments categorised in Level 3 of the fair eahierarchy are dependent on unobservable
parameters, and as such require the applicatiojuddement, involving estimations and
assumptions. The fair value for these financialrimaents has been determined using parameters
appropriate for the valuation methodology basegmavailing market evidence. It is recognised
that the unobservable parameters could have a mhgasonable possible alternate values. See
accounting policy note 3(d) and note 32 ‘Sensiivitf fair values to changing significant
assumptions to reasonable possible alternatives’.

* Measurement of property, litigation and taxatioroyisions:Estimates are used in the calculation
of provisions, which are calculated based on thepnesent value of expected future cash flows,
although the Group recognises that it is inheredifficult to estimate the amount of the future
losses in certain instances. See accounting potity 3(p) and note 20.

The Group evaluates the critical accounting judggmand accounting estimates on an ongoing badis an
believes that these are reasonable.

Change in accounting policy

During the year, the Group changed its accountolgy with respect to fair value gains and lossesirzg
upon initial recognition of financial instrumentdigh use unobservable market data. Previously tioe6
recognised such gains or losses deferred uporalimigicognition when the unobservable market data
became observable or on maturity or disposal ofiibrument. Now the Group recognises such gains or
losses deferred upon initial recognition over tife bf the instrument or the earlier of when the
unobservable market data become observable, nyaturitisposal of the instrument.
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MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

2. BASIS OF PREPARATION (CONTINUED)
Change in accounting policy (continued)

The Group believes that the new policy better ot$lehe time profile by which inputs driving thelvation
of a financial instrument become observable anchdse consistent with market practice and as such,
provides more relevant information.

The impact of this voluntary change in accountimdjqy, which has been applied retrospectively, loa t
consolidated financial statements, is as follows:

1January 2017 31 December Cumulative
and 1 January 2018 Impact
2018
$millions $millions $millions

Assets:
Trading financial assets 50 10 60
Liabilities:
Current tax liabilities - 4 4
Deferred tax liabilities 13 (1) 12
Equity:
Retained earnings 37 7 44

Basis of consolidation

The consolidated financial statements of the Groupprise the financial statements of the Compary an
its subsidiaries as at 31 December 2018. Subsdiarie all entities over which the Group has canfiiee
Group controls an entity when the Group is expotedor has rights to, variable returns from its
involvement with the entity and has the abilityaffect those returns through its power over théyerikhe
financial statements for the subsidiaries are pegpdor the same reporting year as the Group, using
consistent accounting policies. The financial stegets of non-US dollar reporting currency subsidar
are translated into US dollars as described in 8@t¢ Subsidiaries are consolidated from the tlaéthe
Group gains control until the date that controlsesa

In certain cases, the Group may exercise contret another entity on behalf of investors or othatips.

In such cases it is necessary, as part of the ssases of whether it should consolidate the enfiy,the
Group to determine whether it exercises such cbmtrionarily as an agent for the other investors or
whether it does so primarily as principal on itsnowehalf. In making such a determination, the
management will consider all relevant factors,udahg in particular:

. the scope of the Group’s decision-making autharitgr the investee;

. the rights, including removal rights, held by otperties;

. the remuneration to which the Group is entitledj an

. the significance of the Group’s exposure to valighof returns from its interests in the entity.

Intra-group balances, transactions, income andresgseand profits and losses resulting from intoaygr
transactions are eliminated in preparing the caotiat@d financial statements.
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MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

2. BASIS OF PREPARATION (CONTINUED)
Basis of consolidation (continued)

Non-controlling interests represent the portionpodfit or loss and total equity not owned, directly
indirectly, by the Group and are presented sepgratethe consolidated income statement, consaidat
statement of comprehensive income and within equitthe consolidated statement of financial positio
separately from parent shareholders’ equity. Thewarnhof non-controlling interest is measured atribe-
controlling interest’s proportionate share of teritifiable net assets.

Details of the Group’s interests in other entiges given in note 16 to these financial statements.
The going concern assumption

The Group’s business activities, together with fhetors likely to affect its future development,
performance and position, and the Group’s objestip®licies and processes for managing its capital;
financial risk management objectives; and its eypes to credit risk and liquidity risk, are refledtin the
Strategic report on pages 3 to 39. The specificarhpf Brexit on business of the Group has als;mbee
considered as part of the going concern analysipage 39. In addition, the notes to the consollate
financial statements include the details of itsficial instruments and additional detail, not ideld in the
Strategic Report, on its credit risk and liquidiigk.

As set out in the Strategic report, retaining sidfit liquidity and capital to withstand market gsares
remains central to the Morgan Stanley Group’s &ed@roup’s strategy.

Taking the above factors into consideration, thee€iors believe it is reasonable to assume thaGtoep
will have access to adequate resources to conimugperational existence for the foreseeable future
Accordingly, they continue to adopt the going canckeasis in preparing the annual report and fir@nci
statements.
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MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

3. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
a. Functional currency

Items included in the consolidated financial staate are measured and presented in US dollars, the
currency of the primary economic environment inathihe Group operates.

All currency amounts in the consolidated finanagtdtements, Strategic report and Directors’ repogt
rounded to the nearest million US dollars (unlebgiwise stated).

b. Foreign currencies

All monetary assets and liabilities denominatedunrencies other than US dollars are translateal W
dollars at the rates ruling at the reporting d&tmansactions and non-monetary assets and liabilitie
denominated in currencies other than US dollarsracerded at the rates prevailing at the dateshef t
transactions. Until 31 December 2017, foreign ergeadifferences on available-for-sale financialetss
were recorded in the ‘Available-for-sale reserveenquity, with the exception of translation diffeces on
the amortised cost of monetary available-for-sakeets, which were recognised through the consetlidat
income statement. Assets and liabilities of foreaperations are translated into US dollars using th
closing rate method. Translation differences agisiom the net investment(s) in the foreign opersiare
taken to the ‘currency translation reserve’. Asesult of the adoption of IFRS 9 the ‘Available-&ale
reserve’ was transferred to ‘Retained earnings’.

The amount of change in the fair value of finandiabilities designated at FVPL that is attribugalib
changes in the credit risk of these liabilities Y'A") includes foreign exchange differences thereAh.
other translation differences are taken throughdiesolidated income statement. Exchange diffeence
recognised in the consolidated income statemenpi@gented in ‘Other income’ or ‘Operating expense’
except where noted in 3(c) below.

On disposal of a foreign operation, the related wWative gain or loss in the ‘currency translati@serve’
attributable to the owners of the parent is rediassto the consolidated income statement and rokmb
within ‘Net gains/(losses) on investments in suiasids, associates and joint ventures’.

C. Financial instruments
i) Financial instruments mandatorily at fair value through profit and loss
Trading financial instruments (applicable both prior to and from 1 January 2018)

Trading financial instruments include governmenlbtdgecurities, corporate and other debt, tradedsloa
corporate equities where the Group acquires thenéiiml asset or financial liability for the purposé
selling or repurchasing in the near term or is pérd portfolio for which there is evidence of stt@arm
profit taking, and all derivative contracts.

Purchases and sales of non-derivative financiatungents classified as trading are initially recisgd on
settlement date at fair value, including regulay wacurities transactions. For purchases of noivatere
financial instruments classified as trading, frame tdate that the terms are agreed (trade datd)theti
settlement date, the Group recognises any unrddfiége value in the consolidated statement of foiah
position as ‘Trading financial instruments’ with roesponding profit or loss recognised within the
consolidated income statement in ‘Net trading inebriror sales of non-derivative financial instrurgen
unrealised fair value changes are no longer resednin the consolidated income statement from trade
date. Upon settlement date the resulting finaniatrument is recognised or de-recognised from the
consolidated statement of financial position.

Derivatives, are initially recorded on trade datéaix value (see note 3(d) below). All subsequeldnges
in fair value are reflected in the consolidatecbime statement in ‘Net trading income’.
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c. Financial instruments (continued)

i) Financial instruments mandatorily at fair value through profit and loss (continued)
Trading financial instruments (applicable both prior to and from 1 January 2018) (continued)

All changes in fair value, foreign exchange differes, interest and dividends are reflected in the
consolidated income statement in ‘Net trading inebriiVhen interest is included as a component of an
instrument’s fair value, interest is also reflectedhe income statement in ‘Net trading incoméheswise,

it is included within ‘Interest income’ or ‘Interesxpense’.

Transaction costs are incremental costs that aeetti attributable to the acquisition, issue apdisal of a
financial instrument. For all trading financialstruments, transaction costs are excluded frominitial
fair value measurement of the financial instrum@itese costs are recognised in the consolidatexriac
statement in ‘Operating expense’.

Non-trading financial assets at fair value throughprofit or loss

Non-trading financial assets at FVPL are principdihancial assets where the Group makes decisions
based upon the assets’ fair values and are geneeaibgnised on settlement date at fair value (sde

3(d) below), since they are neither regular wayarerthey derivatives. From the date the termsagreed
(trade date), until the financial asset is fundsettlement date), the Group recognises any uneeafasr
value changes in the financial asset as non-trafilragncial assets at FVPL. On settlement date fdive
value of consideration given is recognised as atramting financial asset at FVPL.

All subsequent changes in fair value, foreign ergeadifferences and unrealised interest are refieit
the consolidated income statement in ‘Net inconmnfrother financial instruments held at fair value’.
Realised interest is included within ‘Interest im@s or ‘Interest expense’. All subsequent changefair
value and foreign exchange differences are refiertehe consolidated income statement in ‘Net ineo
from other financial instruments held at fair valud/hen interest is included as a component of an
instrument’s fair value, interest is also refleckedhe consolidated income statement in ‘Net inednom
other financial instruments held at fair valuehenwise it is included within ‘Interest income’ dnterest
expense’.

For all non-trading financial assets at FVPL, tei®n costs are excluded from the initial fairuel
measurement of the financial assets. These costseaognised in the consolidated income statenment i
‘Operating expense’.

Non-trading financial assets at FVPL include seduigancing transactions such as cash collateral on
securities borrowed and securities purchased uadezements to resell, prepaid OTC contracts and
financial assets arising upon consolidation ofaiarspecial purpose entities as well as certaiestment
securities (unlisted equities).

i) Financial instruments designated at fair valuethrough profit or loss
Applicable from 1 January 2018

The Group has designated certain financial instnimaat FVPL when the designation at fair value
eliminates or significantly reduces an accountirigmmatch which would otherwise arise. The Group has
also designated certain financial liabilities atFf\Mwhere:

« the financial liability forms part of a group ohfincial assets or financial liabilities or both ehi
are managed, evaluated and reported internallyfair galue basis; or

< the financial liability contains an embedded detixathat significantly modifies the cash flows
that would otherwise be required under the contract
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c. Financial instruments (continued)

i) Financial instruments designated at fair valuethrough profit or loss (continued)
Applicable until 31 December 2017
The Group designated certain financial instruman&VPL when:

» the financial instruments were managed, evaluateld@ported internally on a fair value basis;

< the designation at fair value eliminates or siguaifitly reduced an accounting mismatch which
would otherwise arise; or

< the financial instrument contained an embeddedvadtve that significantly modified the cash
flows that would otherwise be required under thetit.

Applicable until 31 December 2017 and from 1 Janya2018

From the date the transaction in a financial iment designated at FVPL is entered into (trade)datsl
settlement date, the Group recognises any unrdafisie value changes in the contract as financial
instruments designated at FVPL in the consolidatatement of financial position. On settlement gete
fair value of consideration given or received isagnised as a financial instrument designated &®LFV
(see note 3(d) below).

All subsequent changes in fair value, foreign ergeadifferences and dividends are reflected in the
consolidated income statement in ‘Net income fraimep financial instruments held at fair value’ athe
than DVA on financial liabilities designated at RVRhich is recognised in the Debt valuation adjiestin
reserve where those changes do not create or erdargccounting mismatch. When interest is incluaed

a component of an instrument’s fair value, inteiestlso reflected in the consolidated income stat# in
‘Net income from other financial instruments heldfar value’, otherwise it is included within ‘latest
income’ or ‘Interest expense’. DVA presented withdther comprehensive income is not subject to
reclassification to the consolidated income stateimut is transferred to retained earnings whalised.

Transaction costs are excluded from the initial f@lue measurement of the financial instrumenesgh
costs are recognised as incurred in the consotidat®me statement in ‘Operating expense’.

See note 10 for an analysis of financial assetdiaadcial liabilities designated at FVPL.

iii) Available-for-sale financial assets

Applicable until 31 December 2017

Financial assets classified as available-for-satitded certain investment in unlisted equity siiest:

Financial assets classified as available-for-satrewnon-derivative financial assets that were eithe
designated in this category, or not classifiedny af the other categories applicable until 31 Dweiger
2017. Financial assets classified as availableséde- were recorded on trade date and were initially
recognised and subsequently measured at fair ysdgenote 3(d) below).

Transaction costs that are directly attributabléh® acquisition of an available-for-sale financatet are
added to the fair value on initial recognition.
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c. Financial instruments (continued)
iv)  Financial assets and financial liabilities at anortised cost

Applicable from 1 January 2018

Financial assets at amortised cost include casrshod-term deposits, certain trade and other vabégs
and certain loans and advances.

Financial assets are recognised at amortised dost whe Group’s business model objective is toecoll
the contractual cash flows of the assets and wiherse cash flows are Solely Payments of Principdl a
Interest (“SPPI”) on the principal amount outstaagduntil maturity. Such assets are recognised when
Group becomes a party to the contractual provisioihshe instrument. The instruments are initially
measured at fair value (see note 3(d) below) armbexjuently measured at amortised cost less ECL
allowance. Interest is recognised in the consadidlabcome statement in ‘Interest income’, using Ehie
method as described below. Transaction costs thatieectly attributable to the acquisition of fireancial
asset are added to the fair value on initial retmgn ECL and reversals thereof are recogniseth@
consolidated income statement in ‘Net impairmengg)/reversal on financial assets’.

Applicable until 31 December 2017

Financial assets classified as loans and receiwabére recognised when the Group became a party to
contractual provisions of the instrument. They waigally measured at fair value (see note 3(dpi

and subsequently measured at amortised cost lesgake for impairment. Interest was recognisethé
consolidated income statement in ‘Interest incorsing the effective interest rate (“EIR”) methosl a
described below. Transaction costs that were dyrexdtributable to the acquisition of the financadset
were added to the fair value on initial recognititmpairment losses and reversals of impairmergds®n
financial assets classified as loans and receisakéze recognised in the consolidated income stiem
‘Operating expense’.

Financial assets classified as loans and recewatdtuded cash and short-term deposits, cashterleon
securities borrowed, securities purchased undereagents to resell, trade receivables, loans andnadg
and other receivables.

Applicable until 31 December 2017 and from 1 Janya2018

Financial liabilities classified at amortised cdstlude bank loans and overdrafts, certain secured
borrowings, certain trade and other payables, an@io debt and other borrowings.

Financial liabilities are classified as being supsntly measured at amortised cost, except whereate
held for trading or are designated as measured/BLFThey are recognised when the Group becomes a
party to the contractual provisions of the instraimagnd are initially measured at fair value (seterg{d)
below) and subsequently measured at amortised kustest is recognised in the consolidated income
statement in ‘Interest expense’ using the EIR matédescribed below. Transaction costs that agetti
attributable to the issue of a financial liabiléye deducted from the fair value on initial recaigni.

The EIR method is a method of calculating the aisedt cost of a financial instrument (or a group of
financial instruments) and of allocating the ingtrimcome or interest expense over the expectedfithe
financial instrument. The EIR is the rate that ¢lyadiscounts the estimated future cash payments an
receipts through the expected life of the finantiatrument (or, where appropriate a shorter pégriodhe
carrying amount of the financial instrument. Thd&RE$ established on initial recognition of the ficél
instrument. The calculation of the EIR includes fakts and commissions paid or received, transaction
costs, and discounts or premiums that are an altegrt of the EIR.
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c. Financial instruments (continued)

V) Secured financing and secured borrowings

In the course of financing its business and paitsofrading activities, the Group enters into agaments
which involve the sale of securities with agreement repurchase, the purchase of securities withlee
agreements, the lending of securities with coltezceived and the borrowing of securities withateral
given.

Securities received by the Group under resale gements and securities borrowing arrangements are
generally not recognised on the consolidated set¢wf financial position, and securities pledgedald

by the Group under sale and repurchase agreemeahtsegurities lending arrangements are generatly no
derecognised from the consolidated statement ahtial position.

Applicable from 1 January 2018

Cash collateral balances receivable and accruestestt arising under resale agreements and cash
collateralised securities borrowing arrangements @assified as ‘Non-trading at FVPL' as they are
managed on a fair value basis.

Where cash collateralised, cash collateral balaregsyable and accrued interest arising under ceépse
agreements and cash collateralised securities rigndirangements are designated at FVPL where the
financial liability forms part of a group of finaia¢ assets or financial liabilities or both, whishmanaged,
evaluated and reported internally of a fair valasis; or at amortised cost if not so designatee. rElated
securities, where owned by the Group, were includéBinancial assets classified as held for trgdin

Applicable until 31 December 2017

Cash collateral balances receivable and accruestestt arising under resale agreements and cash
collateralised securities borrowing arrangementewassified as ‘Loans and receivables’.

Cash collateral balances repayable and accruedegttarising under repurchase agreements and cash
collateralised securities lending arrangements wiagsified as ‘Financial liabilities at amortiseast’ and

the related securities, where owned by the Growgrevincluded in ‘Financial assets classified as ffiet
trading’.

d. Fair value
Fair value measurement

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

Fair value is a market-based measure consideradtfie perspective of a market participant rathantan
entity-specific measure. Therefore, even when ntaakeumptions are not readily available, assumsgtion
are set to reflect those that the Group believekebgarticipants would use in pricing the assdiadnility

at the measurement date.

Where the Group manages a group of financial assedsfinancial liabilities on the basis of its net
exposure to either market risks or credit risk, Br@up measures the fair value of that group ddrfaial
instruments consistently with how market particiisamould price the net risk exposure at the measeng
date.
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d. Fair value (continued)
Fair value measurement (continued)

In determining fair value, the Group uses varioatuation approaches and establishes a hierarchy for
inputs used in measuring fair value that requitess most observable inputs be used when available.
Observable inputs are inputs that market particgpaould use in pricing the asset or liability thetre
developed based on market data obtained from seimdependent of the Group. Unobservable inputs are
inputs that reflect assumptions the Group beli@tbsr market participants would use in pricing fisset

or liability, that are developed based on the bdstmation available in the circumstances.

The fair value hierarchy is broken down into thteeels based on the observability of inputs asofed,
with Level 1 being the highest and Level 3 being lttwest level:

» Level 1 - Quoted prices (unadjusted) in an actieek®at for identical assets or liabilities

Valuations based on quoted prices in active maitketisthe Morgan Stanley Group has the ability
to access for identical assets or liabilities. \dsilon adjustments and block discounts are not
applied to Level 1 instruments. Since valuatiores lased on quoted prices that are readily and
regularly available in an active market, valuatminthese products does not entail a significant
degree of judgement.

» Level 2 - Valuation techniques using observableiiap

Valuations based on one or more quoted prices irkets that are not active or for which all
significant inputs are observable, either direotiyndirectly.

* Level 3 - Valuation techniques with significant laservable inputs

Valuations based on inputs that are unobservabteé sagnificant to the overall fair value
measurement.

The availability of observable inputs can vary frpneduct to product and is affected by a wide \graf
factors, for example, the type of product, whettteg product is new and not yet established in the
marketplace, the liquidity of markets and otherrabteristics particular to the product. To the akthat
valuation is based on models or inputs that ars l@sservable or unobservable in the market, the
determination of fair value requires more judgeméwcordingly, the degree of judgement exercised by
the Group in determining fair value is greatest iftstruments categorised in Level 3 of the fairueal
hierarchy.

The Group considers prices and inputs that arecuges of the measurement date, including duringge

of market dislocation. In periods of market disloma, the observability of prices and inputs may be
reduced for many instrumentBhis condition could cause an instrument to beassified from Level 1 to
Level 2 or from Level 2 to Level 3 of the fair valhierarchy.

In certain cases, the inputs used to measure &uevmay fall into different levels of the fair val
hierarchy. In such cases, the total fair value amh@udisclosed in the level appropriate for thedst level
input that is significant to the total fair valubtbe asset or liability.

The Group incorporates Funding Valuation Adjustn@RVA") into the fair value measurements of over-
the-counter (“OTC") uncollateralised or partiallgliateralised derivatives and in collateralisedidgives
where the terms of the agreement do not permitehgse of the collateral received. In general, RRi&
reflects a market funding risk premium inherenttia noted derivative instruments. The methodolagy f
measuring FVA leverages the Group’s existing cregldted valuation adjustment calculation
methodologies, which apply to both assets andlitisi.
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d. Fair value (continued)

Fair value measurement(continued)

For assets and liabilities that are transferredien levels in the fair value hierarchy during plegiod, fair
values are ascribed as if the assets or liabilitaskbeen transferred as of the beginning of thiege

Valuation techniques

Many cash instruments and OTC derivative contrhatse 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 willlogaccept for an asset. The Group carries positribe
point within the bid-ask range that meets its lessimate of fair value. For offsetting positionslie same
financial instrument, the same price within the-agk spread is used to measure both the long ad sh
positions.

Fair value for many cash instruments and OTC dgvieacontracts is derived using pricing models.
Pricing models take into account the contract teassvell as multiple inputs including, where apalile,
commodity prices, equity prices, interest rate djielirves, credit curves, correlation, creditworgisis of
the counterparty, creditworthiness of the Grougiompvolatility and currency rates.

Where appropriate, valuation adjustments are madgctount for various factors such as liquidityris
(bid-ask adjustments), credit quality, model urmiaty and concentration risk.

Adjustments for liquidity risk adjust model-derivexid-market levels of Level 2 and Level 3 financial
instruments for the bid-mid or mid-ask spread regplito properly reflect the exit price of a risksjimn.
Bid-mid and mid-ask spreads are marked to levekended in trade activity, broker quotes or other
external third-party data. Where these spreadsuaodservable for the particular position in quastio
spreads are derived from observable levels of aimpibsitions.

The Group applies credit-related valuation adjustimé“CVA”) to its Borrowings (primarily structured
notes) which are designated at FVPL and to OTCvdgvies. The Group considers the impact of changes
in own credit spreads based upon observationseo$élsondary bond market spreads when measuring the
fair value for Borrowings. For OTC derivatives, timpact of changes in both the Group’s and the
counterparty’s credit rating is considered when sneag fair value. In determining the expected expe

the Group simulates the distribution of the futeseosure to a counterparty, then applies marketebas
default probabilities to the future exposure, leggng external third-party credit default swap ("€
spread data. Where CDS spread data are unavaitaldespecific counterparty, bond market spreads$ C
spread data based on the counterparty’s creditgradr CDS spread data that reference a comparable
counterparty may be utilised. The Group also carsictollateral held and legally enforceable master
netting agreements that mitigate its exposure ¢b eaunterparty.

Adjustments for model uncertainty are taken for ifimss whose underlying models are reliant on
significant inputs that are neither directly nodinectly observable, hence requiring reliance datdshed
theoretical concepts in their derivation. Theseustmjents are derived by making assessments of the
possible degree of variability using statisticaghayaches and market-based information where pessibl

The Group may apply concentration adjustments ttaiceof its OTC derivatives portfolios to reflettte
additional cost of closing out a particularly largek exposure. Where possible, these adjustmarts a
based on observable market information but in mastances significant judgement is required tonesste
the costs of closing out concentrated risk expasdue to the lack of liquidity in the marketplace.
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d. Fair value (continued)
Valuation process

Valuation Control (“VC”) within the Financial Comtt Group (“FCG”) is responsible for the Group’srfai
value valuation policies, processes and proced¥@ss independent of the business units and regort
the Chief Financial Officer of the Morgan StanleyoGp (“CFO”), who has final authority over the
valuation of the Group’s financial instruments. \#@plements valuation control processes designed to
validate the fair value of the Group’s financiastiruments measured at fair value including thoseveid
from pricing models.

 Model ReviewVC, in conjunction with the Model Risk Managemengefartment (“MRM”),

which reports to the Chief Risk Officer of the Marg Stanley Group (“CRO”), independently
reviews valuation models’ theoretical soundnesse thppropriateness of the valuation
methodology and calibration techniques developethbybusiness units using observable inputs.
Where inputs are not observable, VC reviews ther@gpfateness of the proposed valuation
methodology to determine that it is consistent witdw a market participant would arrive at the
unobservable input. The valuation methodologidssatl in the absence of observable inputs may
include extrapolation techniques and the use ofpasable observable inputs. As part of the
review, VC develops a methodology to independentyify the fair value generated by the
business unit’s valuation models. The Group gehesalbjects valuations and models to a review
process initially and on a periodic basis thereafte

< Independent Price Verificatiormhe business units are responsible for determithiegfair value
of financial instruments using approved valuatioodels and valuation methodologies. Generally
on a monthly basig/C independently validates the fair values of ficiahinstruments determined
using valuation models by determining the appraeniess of the inputs used by the business units
and by testing compliance with the documented Velnanethodologies approved in the model
review process described above.

The results of this independent price verificateomd any adjustments made by VC to the fair
value generated by the business units are presamt@@nagement of the MSI Group’s business
segments (i.e. Institutional Securities and InvestihManagement), the CFO and the CRO on a
regular basis.

VC uses recently executed transactions, other wvalkr market data such as exchange data,
broker/ dealer quotes, third-party pricing vendansl aggregation services for validating the fair
values of financial instruments generated usingatgdn models. VC assesses the external sources
and their valuation methodologies to determinehié external providers meet the minimum
standards expected of a third-party pricing souRiécing data provided by approved external
sources are evaluated using a number of approafdresxample, by corroborating the external
sources’ prices to executed trades, by analysiegniethodology and assumptions used by the
external source to generate a price and/ or byuatia how active the third-party pricing source
(or originating sources used by the third-partycipg source) is in the market. Based on this
analysis, VC generates a ranking of the observabidket data designed to ensure that the highest-
ranked market data source is used to validate tmEnéss unit's fair value of financial
instruments.

VC reviews the models and valuation methodologyluserice new material Level 2 and Level 3
transactions and both FCG and MRM must approvefdhlrevalue of the trade that is initially
recognised.

e Level 3 Transactions/C reviews the business unit's valuation techngjteeassess whether these
are consistent with market participant assumptions.
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d. Fair value (continued)
Gains and losses on inception

In the normal course of business, the fair valueadfnancial instrument on initial recognition iset
transaction price (i.e. the fair value of the cdesation given or received). In certain circumses,c
however, the fair value will be based on other okmsale current market transactions in the same
instrument, without modification or repackaging,aor a valuation technique whose variables includg o
data from observable markets. When such evidenistsethe Group recognises a gain or loss on ifmept
of the transaction.

During the year, the Group voluntarily changedaitcgounting policy with respect to fair value gaarsi
losses on inception. When the use of unobservabl&ehdata has a significant impact on determirfiig
value at the inception of the transaction, therentiitial gain or loss indicated by the valuati@ehnique

as at the transaction date is not recognised imatelgliin the consolidated income statement, but is
deferred and recognised over the life of the imstrat or at the earlier of when the unobservablekatar
data become observable, maturity, or disposalefrthtrument.

For further information, see notes 2 and 32.

Assets and liabilities measured at fair value ama-recurring basis

Certain of the Group’s assets and liabilities aemasured at fair value on a non-recurring basis. Giwaip
incurs losses or gains for any adjustments of thesets or liabilities to fair value.

For assets and liabilities measured at fair valua mon-recurring basis, fair value is determingdising
various valuation approaches. The same hierarchynfauts as described above, which requires that th
observable inputs be used when available, is usattasuring fair value for these items.

e. Derecognition of financial assets and bdities
Applicable until 31 December and from 1 January 201

The Group derecognises a financial asset when dh&ractual rights to the cash flows from the asset
expire, or when it transfers the financial asset substantially all the risk and rewards of owngrsif the
asset.

If the asset has been transferred, and the Gratigenéransfers nor retains substantially all &f tisks and
rewards of the asset, then the Group determinethehi has retained control of the asset.

If the Group has retained control of the asseiitinues to recognise the financial asset to xtene of its
continuing involvement in the financial asset. hietGroup has not retained control of the asset, it
derecognises the asset and separately recognigeiglais or obligation created or retained in tansfer.

Upon derecognition of a financial asset, the défexe between the previous carrying amount anduire s
of any consideration received, together with tla@sfer of any cumulative gain/ loss previously ggrised
in equity, are recognised in the consolidated ine@tatement within ‘Net gains/ (losses) on dereitimgn
of financial assets measured at amortised cosE=iQCI'.

The Group derecognises financial liabilities whba Group’s obligations are discharged or cancedled
when they expire.
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f. Impairment of financial instruments

Applicable from 1 January 2018

The Group recognises ECL for the following finahamstruments that are not measured at FVPL:

» financial assets measured at amortised cost;

e loan commitments, except those that can be neledeih cash or with another financial
instrument; and

e financial guarantees

Measurement of ECL

For financial assets, ECL are the present valueash shortfalls (i.e. the difference between caime
and expected cash flows) over the expected litb@financial instrument, discounted at the as$eifs

Where a financial asset is credit-impaired at thgorting date, the ECL is measured as the differenc
between the asset’s gross carrying amount and réwept value of future cash flows, discounted at th
original EIR.

For in-scope loan commitments, ECL are the presahtie of the cash shortfalls (i.e. the difference
between contractual and expected cash flows), asgutimt the loan will be drawn down.

For a financial guarantee contract, the ECL are pgtesent value of the cash shortfalls based on the
expected payments to reimburse the holder for ditcl@ss that it may incur when a debtor fails tak®
payment when due.

The Group applies a three-stage approach to megsiL based on the change in credit risk sind@lni
recognition:

» Stage 1: if the credit risk of the financial instrent at the reporting date has not increased
significantly since initial recognition, then thesk allowance is calculated as the lifetime cash
shortfalls that will result if a default occurstime next 12 months, weighted by the probability of
that default occurring.

e Stage 2: if there has been a SICR since initiadgeition, the loss allowance is calculated as the
ECL over the remaining life of the financial instrant. If it is subsequently determined that there
has no longer been a SICR since initial recognitibaen the loss allowance reverts to reflecting 12
month expected losses.

e Stage 3: if there has been a SICR since initiabgaition and the financial instrument is deemed
credit-impaired (see below for definition of cretiitpaired), the loss allowance is calculated as
the ECL over the remaining life of the financiasfrument. If it is subsequently determined that
there has no longer been a SICR since initial reitiog, then the loss allowance reverts to
reflecting 12 month expected losses.

Notwithstanding the above, for trade receivabldifetime ECL is always calculated, without considg
whether a SICR has occurred.

Assessment of SICR

When assessing SICR, the Company considers botttitpisve and qualitative information and analysis
based on the Group’s historical experience and réxgredit risk assessment, including forward-logkin
information.
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f. Impairment of financial instruments (continued)

Applicable from 1 January 2018(continued)

Assessment of SICR (continued)

The PD is derived from internal credit rating gredbased on available information about the borrpwe
and multiple forward-looking macroeconomic scenarighich are probability weighted. Credit risk is
considered to have increased significantly if tieHas significantly increased at the reporting detative

to the PD of the facility, at the date of initimcognition. The assessment of whether a chang§®iis
“significant” is based both on a consideration lod telative change in PD and on qualitative indicabf

the credit risk of the facility, which indicate wher a loan is performing or in difficulty. In aitidn, as a
backstop, the Company considers that SICR has @ztim all cases when an asset is more than 30 days
past due.

The Group’s accounting policy is to not use thev'laredit risk practical expedient. As a resulig tBroup
monitors all financial instruments subject to impaént for SICR. In general, ECL are measured sb tha
they reflect:

» A probability-weighted range of possible outcomes;
e The time value of money; and
* Relevant information relating to past, current &rtdre economic conditions.

Calculation of ECL
ECL is calculated using three main components:

» PD: for accounting purposes, the 12 month anditiietPD represent the expected point-in-time
probability of a default over the next 12 monthsl aver the remaining lifetime of the financial
instrument respectively, based on conditions engséit the balance sheet date and future economic
conditions.

* LGD: the LGD represents expected loss conditiomatiefault, taking into account the mitigating
effect of collateral, including the expected vatdghe collateral when realised and the time value
of money.

« EAD: this represents the expected EAD, taking etoount the expected repayment of principal
and interest from the balance sheet date to thaulteBvent together with any expected
drawdowns of the facility over that period.

These parameters are generally derived from intigrrdeveloped statistical models, incorporating
historical, current and forward-looking macro-ecomo data and country risk expert judgement. The
macro-economic scenarios are reviewed quarterly.

The 12 month ECL is equal to the sum over the d@xmonths of quarterly PD multiplied by LGD and
EAD, with such expected losses being discountedeatffective interest rate. Lifetime ECL is cdidad
using the discounted present value of total qugrtéebs multiplied by LGD and EAD, over the full
remaining life of the facility.
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f. Impairment of financial instruments (continued)

Applicable from 1 January 2018(continued)

Calculation of ECL (continued)

When measuring ECL, the Group considers multipados, except where practical expedients are used
to determine ECL. Practical expedients are usedravtieey are consistent with the principles describe
above. ECL on certain trade receivables are cdbkuailaising a ‘matrix’ approach which reflects the
previous history of credit losses on these findrassets, applying different provision levels basadhe

age of the receivable. Alternatively where thera isistory of no credit losses, and where thisxjzeeted

to persist into the future for structural or otmeasons, such as collateral or other credit enlmagig it

may be determined that the ECL for a financialrinstent isde minimighighly immaterial) and it may not

be necessary to recognise the ECL.

The Group measures ECL on an individual asset laesishas no purchased or originated credit-impaired
financial assets.

If a financial asset has been the subject of moatihtn which does not lead to its derecognitiorGFSlis
assessed by comparing the risk of default of thanitial instrument, based on the modified termihat
reporting date, with the risk of default of thedirial instrument at inception, based on the fir@nc
instrument’s original, unmodified, terms.

Where the modification of contractual cash flowsaofinancial asset leads to its derecognition dred t
recognition of a new asset, the date of modificat®treated as the date of initial recognition tfee new
financial asset when determining whether a SICRdwasirred for that modified financial asset. Inera
circumstances, after modification, the new assetoissidered to be credit impaired, in which casks it
treated as an asset which was credit-impairedigihation.

Presentation of ECL

ECL is recognised in the consolidated income statémwithin ‘Net impairment (loss)/reversal on ficéad
instruments’. ECL on financial assets measuredretrised cost, lease receivables and contractsaaset
presented as an ECL allowance. The allowance rsdtle net carrying amount on the face of the
consolidated statement of financial position. E@Lloan commitments and financial guarantee cotgrac
are presented as a provision in the consolidatgdraent of financial position, i.e. as a liability.

Credit-impaired financial instruments

In assessing the impairment of financial instrureembder the ECL model, the Group defines credit-
impaired financial instruments in accordance wittedt Risk Management Department’s policies and
procedures. A financial instrument is credit-impdinwhen, based on current information and evenis, i
probable that the Group will be unable to colldtsaheduled payments of principal or interest wiee
according to the contractual terms of the agreement

Definition of default

In assessing the impairment of financial instrureamder the ECL model, the Group defines default in
accordance with Credit Risk Management Departmepitlicies and procedures. This considers whether
the borrower is unlikely to pay its credit obligats to the Group in full and takes into accountlitptave
indicators, such as breaches of covenants. Thaitefi of default also includes a presumption that
financial asset which is more than 90 days pasthdisedefaulted.
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f. Impairment of financial instruments (continued)
Applicable from 1 January 2018 (continued)
Write-offs

Loans and debt securities are written off (eithartiplly or in full) when they are deemed uncolielet
which generally occurs when all commercially-readzia means of recovering the loan balance have been
exhausted. Such determination is based on an traticéhat the borrower can no longer pay the oliliga

or that the proceeds from collateral will not béfisient to pay the loan. Partial write-offs are deawhen a
portion of the loan is uncollectable. Financialesghat are written off could still be subjecettforcement
activities for recoveries of amounts due. If theoamt to be written off is greater than the accutaddoss
allowance, the difference is reflected direcththe consolidated income statement within ‘Net impaint
loss/reversal on financial instruments’ and is meabgnised in the loss allowance account. Any syupeset
recoveries are credited to ‘Net impairment (logsjrsal on financial instruments’ within the coidated
income statement.

Applicable until 31 December 2017

At each reporting date, an assessment was made afdther there was any objective evidence of
impairment in the value of a financial asset ckedias either available-for-sale, loans and reatadis or
investments in subsidiaries, associates and j@ntures. Impairment losses were recognised if @mtev
had occurred which would have had an adverse impathe expected future cash flows of an asset and
the expected impact could be reliably estimated.

Impairment losses on available-for-sale financi&deds were measured as the difference betweelfnetst
of any principal repayment and amortisation) arel ¢borrent fair value (see note 3(d)). Where theas w
evidence that the available-for-sale financial tisgas impaired, the cumulative loss that had been
previously recognised in other comprehensive incomas reclassified from the ‘Available-for-sale
reserve’ and recognised in the consolidated incstatement.

Impairment losses on loans and receivables weresuneg as the difference between the carrying amount
of the loans and receivables and the present wdlastimated cash flows discounted at the assetial

EIR. Such impairment losses were recognised incthesolidated income statement within ‘Operating
expense’ and were recognised against the carryinguat of the impaired asset on the consolidated
statement of financial position. Interest on thepamned asset continued to be accrued on the reduced
carrying amount based on the original EIR of theeis

Subsequent increases in the fair value of prewemspaired equity available-for-sale financial asseere
reported as fair value gains in the ‘Available-fate reserve’ through other comprehensive incordenah
separately identified as an impairment reversat. dfoother financial assets, if in a subsequerrythe
amount of the estimated impairment loss decreaseduse of an event occurring after the impairmexgt w
recognised, the previously recognised impairmesg lwas reversed as described for the relevantarisg
of financial asset in note 3(c)(iii) and (iv). Amgversal was limited to the extent that the valtithe asset
would not exceed the original amortised cost ofasset had no impairment occurred.
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g. Revenue recognition and contract assetsdlhabilities

Revenues are recognised when the promised goosisrnaces are delivered to the Group’s customers, in
an amount that is based on the consideration tbepsexpects to receive in exchange for those goods
services when such amounts are not probable ofisiynt reversal.

Investment banking

Revenue from investment banking activities congsitevenues earned from underwriting primarily iggu
and fixed income securities and advisory fees fargars, acquisitions, restructuring and advisory
assignments.

Underwriting revenues are generally recognisedradet date, if there is no uncertainty or contingenc
related to the amount to be paid. Underwriting €oate deferred and recognised when the related
underwriting revenues are recorded.

Advisory fees are recognised as advice is providetthe client, based on the estimated progressook w
and when the revenue is not probable of a sigmficaversal. Advisory expenses are recognised as
incurred, including when reimbursed.

Fee and commission income

Fee and commission income results from transadtased arrangements in which the client is charged a
fee for the execution of transactions. Such revemranarily arise from transactions in equity séoes;
services related to sales and trading activitigsirés, insurance products and options. Fee andnission
income is recognised on trade date when the peafocmobligation is satisfied.

Fee and commission income in the consolidated iecetatement includes investment management fees,
sales commissions, placement fees, advisory fegesyardication fees.

Other items

Receivables from contracts with customers are m@sed within ‘Trade and other receivables’ in the
consolidated statement of financial position whée underlying performance obligations have been
satisfied and the Group has the right per the eontio bill the customer. Contract assets are msed
when the Group has satisfied its performance ofiliga, however, customer payment is conditionati an
are presented within ‘Prepayments and accrued iatd@ontract liabilities are recognised when the@r
has collected payment from a customer based otethe of the contract, but the underlying perforogan
obligations are not yet satisfied, and are presewithin ‘Accruals and deferred income'.

Incremental costs to obtain the contract are exgzbas incurred if the contract duration is one yedess.
Revenues are not discounted when payment is expedtiein one year.

h. Fees and commission expense

Fees and commission expense in the consolidatenimcstatement includes transaction and service fees
Amounts are recognised as the related servicazegé/ed.

i. Property, plant and equipment

Property, plant and equipment are stated at cdsbfndepreciation and any provision for impairmént
value (see note 3(I)), which are included withirp&ating expense’ in the consolidated income statem

79



MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

3. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONT INUED)

i. Property, plant and equipment (continued)

For premises held under operating leases, a re@nstat provision is recognised for the estimatest tm
reinstate the premises at the end of the leasedéWhen the reinstatement provision is establisimedi
included within ‘Provisions’ in the consolidatedatgment of financial position, an equivalent adset
recognised and included in the cost of leaseholgrawements at the initial present value of the
reinstatement obligations. The discount effectudeld in the reinstatement provision is reversed tire
using a constant effective yield method and inallidéthin ‘Interest expense’ in the consolidatedoime
statement. The reinstatement asset is depreciatdtioe useful economic life of the relevant leadegh
improvement asset and the depreciation chargecisdad within ‘Operating expense’ in the consolht
income statement.

Depreciation is provided on property, plant andigopent at rates calculated to write off the costhaf
assets on a straight line basis over their expactetll lives as follows:

Leasehold improvements, including reinstatemerdtass - shorter of remaining lease term
and 25 years
Fixtures, fittings and equipment - 1to 8 years
J- Combination of businesses under common ctiol

Business combinations involving entities under camncontrol, where all combining entities are
ultimately controlled by the same entity before arfigr the business combination, are accounteddiog
the predecessor values method of accounting. Thishies recognising assets and liabilities of the
acquired business at the predecessors’ book wvaitleyut any change to reflect fair value of thosseds
and liabilities. Any difference between the costagfjuisition and the aggregate book value of tisetas
and liabilities as of the date of the transfer lef acquired entity is recorded as an adjustmeeitoty
within ‘Retained earnings’. No additional goodwdlcreated by the business combination.

Post-acquisition, income received and expensesrigtiby the entity or entities acquired are inctlidie
the consolidated income statement.

A non-controlling interest is recognised by the @ron respect of any portion of the total asseds letal
liabilities of an acquired entity or entities th&inot owned by the Group.

When subsidiaries are sold or transferred to anahtty under common control, any difference betwe
the consideration received and the aggregate babiewf the assets and liabilities of the disposéd
business is recorded as an adjustment to equibjrwiRetained earnings’. Where the consideratiartltie
transfer is received in the form of shares, theserecorded at the aggregate book value of thesaase
liabilities disposed of.

Where the disposal or loss of control over an writitludes a foreign operation, all foreign exchang
differences accumulated in the ‘Currency transtatieserve’ attributable to the equity holders of th
Company are reclassified to the consolidated incsta@ment within ‘Net gains/(losses) on investraémt
subsidiaries, associates and joint ventures’.

k. Intangible assets

Intangible assets are not amortised when theiuubeés are assessed to be indefinite. Intangiskeets are
assessed to have an indefinite useful life wherethee no contractual, economic or other factaas limit
the useful lives. Intangible assets with indefiniteeful lives owned by the Group are stated at lesst
accumulated impairment losses (see note 3(I) below)
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l. Impairment of non-financial assets

Non-financial assets that are subject to depreciair amortisation are reviewed for impairment whar
events or changes in circumstances indicate thatcHrrying amount may not be recoverable. An
impairment loss is recognised for the amount bycWithe asset’s carrying amount exceeds its recbilera
amount. The recoverable amount is the higher dsmet’s fair value less costs to sell and its valusse.

For the purposes of assessing impairment, assetgrauped at the lowest levels for which there are
separately identifiable cash flows. Such impairmisses are recognised in the consolidated income
statement within ‘Operating expense’ and are reiseghagainst the carrying amount of the impairestas
on the consolidated statement of financial positidon-financial assets, other than goodwill, thavén
suffered an impairment are reviewed for possiblergal of the impairment at the end of each repgrti
period.

m. Cash and cash equivalents

For the purposes of the consolidated statemeragif 8ows, cash and cash equivalents comprisearath
demand deposits with banks, net of outstanding loaekdrafts, along with highly liquid investmentgth
original maturities of three months or less, thet eeadily convertible to known amounts of cash and
subject to insignificant risk of change in valuehid may include segregated client money, held in
accordance with the FCA'’s Client Money Rules anas available for use by the Group.

n. Income tax
The tax expense represents the sum of the taxntlyrpayable and deferred tax.

The tax currently payable is calculated based raliie profit for the year. Taxable profit may diffeom
profit/(loss) before income tax as reported in ¢tbasolidated income statement because it excludesi

of income or expense that are taxable or deductiblether years and items that are never taxable or
deductible. The Group’s liability for current tax calculated using tax rates that have been enacted
substantively enacted by the reporting date. Cumgenis charged or credited in the consolidatexbine
statement, except when it relates to items chaogectedited directly to other comprehensive incamme
equity, in which case the current tax is also rdedr within other comprehensive income or equity
respectively.

Deferred tax is the tax expected to be payablecowerable on differences between the carrying absou

of assets and liabilities in the consolidated friahstatements and the corresponding tax basekintbe
computation of taxable profit, and is accountedusing the balance sheet liability method. Defetiad
liabilities are generally recognised for all taxabemporary differences and deferred tax assets are
recognised to the extent that it is probable thaable profits will be available against which detihle
temporary differences can be utilised.

Deferred tax liabilities are recognised for taxalemporary differences arising on investments in
subsidiaries and associates, except where the Geowble to control the reversal of the temporary
difference and it is probable that the temporaffedénce will not reverse in the foreseeable future

The carrying amount of deferred tax assets is veadeat each reporting date and limited to the extteat
it is probable that sufficient taxable profits wikk available to allow all or part of the assebéarecovered.

Deferred tax is calculated at the tax rates thaeapected to apply in the period when the liabiitsettled
or the asset is realised. Deferred tax is chargectamited in the consolidated income statemertepgtx
when it relates to items charged or credited diy@otother comprehensive income or equity, in vahtase
the deferred tax is reflected within other comprediee income or equity, respectively.
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n. Income tax (continued)

Current tax assets are offset against currentdbiities when there is a legally enforceable titghset off
current tax assets against current tax liabilided the Group intends to settle its current taxetasand
current tax liabilities on a net basis or to realise asset and settle the liability simultaneaudkferred
tax assets and liabilities are offset when thera Isgally enforceable right to set off current &ssets
against current tax liabilities and when they eekatincome taxes levied by the same taxation aitytend
the Group intends to settle its current tax assedscurrent tax liabilities on a net basis.

0. Operating leases

Rentals payable under operating leases are chaog&dperating expense’ in the consolidated income
statement on a straight line basis over the leage. tLease incentives are allocated on a straightdasis
over the lease term as a reduction to rental expens

p. Provisions

Provisions are recognised when the Group has &mrebligation as a result of a past event, whes it
probable that an outflow of resources embodyingienuc benefits will be required to settle the obtign
and when a reliable estimate can be made of theiained the obligation.

The amount recognised as a provision is the béstae of the consideration required to settleghesent
obligation at the year end date, taking into actdhe risks and uncertainties surrounding the albilogn.

Where a provision is measured using the cash flestisnated to settle the present obligation, itsybag

amount is the present value of those cash flows.

Effective from 1 January 2018, the ECL allowanceloan commitments and financial guarantees is
presented in the consolidated statement of finapaoisition within ‘Provisions’.

g. Employee compensation plans

Morgan Stanley maintains various equity-settledestimsed and cash-based deferred compensation plans
for the benefit of employees.

i) Equity-settled share-based compensationgis

Morgan Stanley issues awards in the form of resulictock units (“RSUs”) to employees of the Morgan
Stanley Group for services rendered to the Groupar8ls are equity-settled and the cost of the equity
based transactions with employees is measured lmas#ue fair value of the equity instruments atngra
date. The fair value of RSUs is based on the mamke¢ of Morgan Stanley common stock on the dage t
award is granted, measured as the volume-weighteege price on the date of grant.

Awards generally contain clawback and cancellapoovisions. Certain awards provide Morgan Stanley
the discretion to cancel all or a portion of theasdvunder specified circumstances. Compensatioaresg
for these awards is adjusted for changes in theviue of the Morgan Stanley’s common stock until
conversion.

The Group recognises compensation cost over tlevaet vesting period for each separately vesting
portion of the award. An estimation of awards thit be forfeited prior to vesting due to the fai¢ to
satisfy service conditions is considered in cali@ngathe total compensation cost to be amortiseat tive
relevant vesting period.

Under Group chargeback arrangements, the Group [daygan Stanley for the procurement of shares.
The Group pays Morgan Stanley the grant date fiterand any subsequent movement in fair valu®up t
the time of delivery to the employees.

Share based compensation expense is recorded wibperating expense’ in the statement of
comprehensive income.
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g. Employee compensation plans (continued)
i)  Deferred cash-based compensation plans

Morgan Stanley awards deferred cash-based compmmsan behalf of the Group for the benefit of
employees, providing a return to the participatergployees based upon the performance of various
referenced investments. Compensation expense ferrdd cash-based compensation awards is calculated
based on the notional value of the award granteisted for changes in the fair value of the reiees
investments.

The Group recognises compensation cost over tlevaet vesting period for each separately vesting
portion of the award. Forfeitures due to failurestisfy service conditions are accounted for ag ttceur.

Deferred cash-based compensation expense is recavitlein ‘Operating expense’ in the statement of
comprehensive income. The liability for the awarslsmeasured at fair value and is included within
‘Accruals and deferred income’ in the statemerfirancial position.

The Group enters into a variety of derivative caats with other Morgan Stanley Group undertakings t
economically hedge the exposure created by theferrdd compensation plans. The derivatives are
recognised within ‘Trading financial instrumentsi the statement of financial position and the eslat
gains and losses are recorded within ‘Net tradmegine’ in the income statement.

Although changes in compensation expense resuftomg changes in the fair value of the referenced
investments will generally be offset by changeshim fair value of derivative transactions entergo by
the Group, there is typically a timing differencetlween the immediate recognition of gains and BDsse
the derivatives and the deferred recognition ofrétated compensation expense over the vestingaeri

r. Post-employment benefits
The Group operates defined contribution and defbekfit post-employment plans.

Contributions due in relation to the Group’s defim®ntribution post-employment plan are recognised
‘Operating expense’ in the consolidated incomeestaint when payable.

For the Group’s defined benefit post-employmennpthe plan obligations are measured on an actuaria
basis in accordance with the advice of an indepeindaalified actuary using the projected unit credi
method and discounted at a rate that reflects thesiat rate of return on a high quality corporasad of
equivalent term and currency to the plan liab#iti®lan assets are measured at their fair valubeat
reporting date. A surplus or deficit of plan ass®tsr liabilities is recognised in the consolidastatement

of financial position as an asset or a liabilitgpectively. If the fair value of the plan assethigher than
the present value of the defined benefit obliggttbe measurement of the resulting defined bensfiet is
limited to the present value of economic benefitgilable in the form of refunds from the plan or
reductions in future contributions to the plan.

The current service cost and any past service together with the net interest on the net defibedefit
obligation/ asset is charged to ‘Staff costs’ witHOperating expense’ in the consolidated income
statement. Remeasurements that arise in calculatiegGroup’s obligation in respect of a plan are
recognised in other comprehensive income, in thiegén which they occur.

Details of the plans are given in note 35 to ttesesolidated financial statements.
S. Offsetting of financial assets and finanai liabilities

Where there is a currently legally enforceable trighset off the recognised amounts and an intarttio
either settle on a net basis or to realise thetamse the liability simultaneously, financial asseind
financial liabilities are offset and the net amoimipresented on the consolidated statement ohdiah
position. In the absence of such conditions, fingrassets and financial liabilities are presermed gross
basis.
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As discussed at note 2, the Group adopted two memdards from 1 January 2018, IFRS 9 and IFRS 15,
which have resulted in a cumulative adjustmentetained earnings at the date of adoption of $6Wamil

Of the total cumulative adjustment, $63 million whge to the transfer of the balance of the avaldibi-
sale reserve to retained earnings as set out i@dhsolidated statement of changes in equity.

The disclosures below set out the impact of adgptifRS 9 on the consolidated statement of financial
position and retained earnings, including the e¢fédéaeplacing IAS 39’s incurred credit loss modefish
the ECL framework under IFRS 9.

The following table shows the original measuremgategories in accordance with IAS 39 and the new
measurement categories under IFRS 9 for the Grofipésicial assets and financial liabilities as at 1
January 2018, in accordance with the Group’s updatecounting policies on the classification and
impairment of financial instruments under IFRS $eaisout in note 2.

Original New carrying

Original classification New classification carrying amount amount
1 January 2018 Note under IAS 39 under IFRS 9 under IAS 39 under IFRS 9
Financial assets $ millions $ millions
Cash and short term Financial assets at
deposits Loans and receivablesamortised cost 25,461 25,461
Trading financial assets FVPL FVPL (trading) 264,793 264,793
Secured financing a Loans and receivables FVPL (non-trading) 88,567 88,572
Secured financing a FVPL (designated) FVPL (non-trading) 10,778 10,778

Financial assets at

Loans and advances b Loans and receivablesamortised cost 472 472
Loans and advances b Loans and receivables FVPL (non-trading) 4 2
Investment securities ¢ Available for sale FVPL (non-trading) 161 161
Trade and other
receivables a FVPL (designated) FVPL (non-trading) 718 718
Trade and other
receivables a Loans and receivables FVPL (non-trading) 9 9
Trade and other Financial assets at
receivables Loans and receivablesamortised cost 70,036 70,036
Total financial assets 460,999 461,002

84



MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

Year ended 31 December 2018

4. TRANSITION TO IFRS 9 AND IFRS 15 (CONTINUED)

1 January 2018
Financial liabilities
Bank loans and
overdrafts

Trading financial
liabilities

Secured borrowing

Secured borrowing

Secured borrowing
Trade and other
payables

Trade and other
payables

Trade and other
payables

Debt and other
borrowings
Debt and other
borrowings

Total financial liabilities

Note

Original classification
under IAS 39

Financial liabilities at
amortised cost

FVPL

Financial liabilities at
amortised cost

Financial liabilities at
amortised cost

FVPL (designated)

Financial liabilities at
amortised cost

FVPL (designated)

Financial liabilities at
amortised cost

Financial liabilities at
amortised cost

FVPL (designated)

New classification carrying amount

under IFRS 9
Financial liabilities at
amortised cost
FVPL (trading)

Financial liabilities at
amortised cost

FVPL (designated)

FVPL (designated)

Financial liabilities at
amortised cost

FVPL (designated)

FVPL (designated)

Financial liabilities at
amortised cost

FVPL (designated)

Original New carrying
amount

under IAS 39 under IFRS 9
$ millions $ millions
123 123
217,977 217,977
49,207 49,207
20,436 20,434
17,543 17,543
96,087 96,087
898 898
6 6
36,080 36,080
3,858 3,858
442,215 442,213

The application of these policies resulted in teelassifications set out in the table above andaingd

below.

a. Secured financing transactions and certain otheanfiial assets are reclassified as FVPL non-
trading as they are held within a business modelhith they are managed and their performance
is evaluated on a fair value basis.

b. Loans and advances to customers are classifiethas: e
. Financial assets at amortised cost where theynaaiehield to collect business model and their

contractual terms are SPPI; or
. FVPL non-trading when they are held within a busthenodel in which they are managed
and their performance is evaluated on a fair vakss. Unfunded loan commitments related

to these loans are designated at FVPL.

c. Equity investments are required to be FVPL nonirgd
d. Secured borrowing transactions are classified eéhke

. Designated at FVPL where the financial liabilityrfts part of a group of financial assets or

financial liabilities or both, which is managed,atvated and reported internally on a fair

value basis; or

. Financial liabilities at amortised cost.
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The following table reconciles the carrying amountler IAS 39 to the carrying amounts under IFR$19 o
transition to IFRS 9 on 1 January 2018 by showirgene there has been a presentation reclassificaiton
and/or a carrying amount remeasurement.

IAS 39
carrying IFRS 9 carrying Retained
amount 31 Reclass- Remeas- amount 1 earnings effecl
December 2017 ification  urement January 2018 1 January 2018
$ millions $ millions $ millions $ millions $ millions
Financial assets
Amortised cost
Cash and short term deposits: 25,461 - - 25,461 -
Secured financing:
To FVPL (non-trading) 88,567 (88,567) - - -
Loans and advances:
To FVPL (non-trading) 476 (4) - 472 -
Trade and other receivables:
To FVPL (non-trading) 70,045 (9) - 70,036 -
Total amortised cost 184,549 (88,580) - 95,969 -
Available for sale
Investment securities:
To FVPL (non-trading) 161 (161) - - -
Financial assets at FVPI
FVPL (trading) 264,793 - - 264,793 -
FVPL (non-trading)
Secured financing:
From amortised cost - 88,567 5 88,572 5
From FVPL (designated) - 10,778 - 10,778
- 99,345 5 99,350 5
Loans and advances:
From amortised cost - 4 (2) 2 (2)
Trade and other receivables:
From FVPL (designated) - 718 - 718 -
From amortised cost - 9 - 9 -
- 731 (2) 729 (2)
Investment securities:
From available-for-sale - 161 - 161 -
Total FVPL (non-trading) - 100,237 3 100,240 3
FVPL (designated
Trade and other receivables:
To FVPL (non-trading) 718 (718) - - -
Secured financing:
To FVPL (non-trading) 10,778 (10,778) - - -
Total FVPL (designated) 11,496 (11,496) - - -
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4. TRANSITION TO IFRS 9 AND IFRS 15 (CONTINUED)
IAS 39 carrying IFRS 9 carrying Retained
amount 31 Reclass- Remeas- amount 1 earnings effecl
December 2017 ification urement January 2018 1 January 2018
$ millions $ millions $ millions $ millions $ millions

Financial liabilities
Amortised cost

Bank loans and overdrafts 123 - - 123 -
Secured borrowing:

To FVPL (designated) 69,643 (20,436) - 49,207 -
Debt and other borrowings: 36,080 - - 36,080 -
Trade and other payables:

To FVPL (designated) 96,093 (6) - 96,087

Total amortised cost 201,939 (20,442) - 181,497 -

Financial liabilities at FVPL
FVPL (trading) 217,977 - - 217,977 -

FVPL (designated)

Debt and other borrowings: 3,858 - - 3,858 -
Trade and other payables: 898 6 - 904 -
Secured financing:

Opening balance 17,543 - - 17,543 -
From amortised cost - 20,436 (2) 20,434 2
Total FVPL (designated) 22,299 20,442 (2) 42,739 2

The following table analyses the impact, net of, tak transition to IFRS 9 on reserves and retained
earnings. The impact relates to the available-fde-seserve and retained earnings. There is nodingra
other components of equity.

Available-for-sale

Impact of adopting IFRS 9 reserve Retained Earnings
$millions
Closing balance under IAS 39 (31 December 2017) 63 2,941
Reclassification of investment securities (eguit
from available-for-sale to FVPL (63) 63

Remeasurement of secured financing and loans
and advances from amortised cost to FVPL and
secured borrowing balances from amortised cost

to FVPL (designated) - 5
Recognition of ECL under IFRS 9 - -
Opening balance under IFRS 9 (1 January 2018) - 3,009
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4. TRANSITION TO IFRS 9 AND IFRS 15 (CONTINUED)

IFRS 9: Expected credit losses

The closing impairment allowance for financial asse accordance with IAS 39 and the opening ECL
allowance determined in accordance with IFRS 9tak danuary 2018 were both $41 million. The total
provisions for loan commitments and financial guéea contracts in accordance with IAS 37 as at 31
December 2017 and in accordance with IFRS 9 as danlary 2018 were both $nil. There was no
reclassification or remeasurement impact on ECa asult of the adoption of IFRS 9.

IFRS 15

At 1 January 2018, the Group adopted IFRS 15. Theugs has applied the provisions of IFRS 15
retrospectively only to contracts that were not plated as at 1 January 2018, the date of initial
application. Prior periods have not been restatecumulative loss, net of tax, of $1 million wasoeded

as of 1 January 2018, reflecting the deferral efrdcognition of Investment Banking revenues. Assailt

of adopting IFRS 15, the accounting for certaimsections has changed, resulting in certain traiosac
costs, which were previously offset against inconmy being presented on a gross basis within Hetle *
and commission income’ and ‘Operating expense'ad fillion.

5. FEE AND COMMISSION INCOME

Year ended Year ended
31 Decembe 31 Decembe

2018 2017

$millions $millions

Trust and other fiduciary activities 175 100
Investment bankiry 1,195 1,224
Commission income 868 827
Other fee and commission income 258 251
Total fee and commission income 2,496 2,402
Of which, revenue from contracts with customers 2,598 2,467

Total fee and commission income is stated aftettrduesfer of revenues totallirgl06 million (2017: $68
million) to other Morgan Stanley Group undertaking$ese transfers do not relate to revenue from
contracts with customers.

Revenue from contracts with customers
The following table presents revenues in the canpeniod.

Current contract revenues
31 December 2018

$millions
Investment bankirfy 1,301
Trust and other fiduciary activities 175
Commission income 864
Other revenue from contracts with customers 258
Total revenue from contracts with customers 2,598

(1) Includes advisory and underwriting revenues.
The Group had no unsatisfied performance obligatimom contracts with customers with original
expected durations exceeding 1 year.
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6. INTEREST INCOME AND INTEREST EXPENSE

The table below presents interest income and egpbgsaccounting classification. Interest income and
expense is calculated using the effective interast method for financial assets and financialilitéds

measured at amortised cost.

Year ended 3 Year ended 31
December 2018 December 2017
$millions $millions
Financial assets measured at amortised c&gt 1,275 160
Trading financial assets 109 14
Non-trading financial assets at FV®L (189) -
Financial assets measured at FVPL (80) 14
Total interest income 1,195 174
Financial liabilities measured at amortised cost 043, 1,581
Financial liabilities designated at FVBL 33 -
Total interest expense 3,076 1,581

(1) In the prior year, ‘Financial assets measutexh@ortised cost’ were included in the classifimatiLoans and receivables’.

(2) Relates to interest on secured financing amblaing transactions which were classified as lcamd receivables and financial
liabilities measured at amortised cost under IAST3® equivalent figures for the year ended 31 B 2017 are an expense of
$478 million and expense of $617 million, respesiiiv

‘Interest income’ represents total interest gemelafrom financial assets whilst ‘Interest expense’
represents total interest arising on financialiliads, with the exception that:

(&) when interest is included as a component of thanfiral instruments fair value, interest is
reflected in ‘Net trading income’; and

(b) interest expense otherwise arising on trading fir@nliabilities is reported as a reduction in
‘Interest income’.

‘Interest income’ includes fees paid on securiiesrowed transactions and ‘Interest expense’ ireduees
received on securities loaned balances and fromephirokerage customers for stock loan transactions
incurred to cover customers’ short positions.

Certain currencies, in which the Group’s tradesder@ominated, may at times have negative inteatssr

of which a current example is the Euro. When finalnassets and financial liabilities are denomidate
such currencies with negative interest rates, réfBsilts in negative ‘Interest income’ and positiveerest
expense’ being recognised.

No gains or losses have been recognised in respéoancial assets measured at amortised cost tiiha
those disclosed as ‘Interest income’, impairmessés and reversals of impairment losses disclositet
impairment loss/reversal on financial instrumentd foreign exchange differences included within
‘Other revenue’.

No gains or losses have been recognised in respéciancial liabilities measured at amortised cotter
than those disclosed as ‘Interest expense’, andigiorexchange differences included within ‘Other
revenue’.
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7. OPERATING EXPENSE

2018 2017
$millions $millions
Direct staff costs 137 139
Management charges from other Morgan Stanley Guowiertakings
relating to staff costs 1,622 1,594
Staff related expenses 1,759 1,733
Management charges from other Morgan Stanley Gunaiertakings
relating to other services 1,178 1,039
Brokerage fees 670 678
Administration and corporate services 105 92
Professional services 156 162
UK Bank levy 64 120
Other taxes 631 546
Auditor's remuneration:
Fees payable to the Company’s auditor and its &gssdor the
audit of the Company’s annual financial statersent 4 4
Fees payable to the Company’s auditor and its &gssdor other
services to the Group 1 1
Other 113 50
Non-staff related expenses 2,922 2,692
Total operating expense 4,681 4,425

(1) Fees payable to the Company's auditor for atkerices in 2018 comprise $179,000 for the aufdihe Company’s subsidiaries
(2017: $237,000) and $1,012,000 for other assurseéces (2017: $749,000).

The Group employs staff directly and also utilities services of staff who are employed by otherddar
Stanley Group undertakings.

Further information regarding employee compensatians is provided in note 34.

Staff related expenses increased by 2% from $1r7i8®n to $1,759 million in 2018. The increase was
primarily driven by an increase in base salaried discretionary compensation as a result of higher
headcount and higher ISG revenues. This was offgyeh decrease on mark-to-market on deferred
compensation.

The impact of IFRS 15 resulted in the recognitioithin ‘Professional services’ and ‘Other’ of centai
costs, amounting to $96 million for the year, whitdd previously been shown as a reduction in ingome
(refer to note 4).

Non-staff related expenses increased by 9% frone2million in 2017 to $2,922 million in 2018.
Excluding the impact of IFRS 15, expenses incredse®% driven by higher volume related expenses
including brokerage and transaction taxes.

During 2017 the Morgan Stanley Group updated itsb@l Transfer Pricing Policy. For 2018, this resdilt

in an increase in ‘Management charges from othergilio Stanley Group undertakings relating to other
services’ offset by a decrease in ‘Professionalises’ and ‘Brokerage fees’ as compared to 201& Th
decrease in ‘Professional services’ and ‘Brokerfags’ was partially offset by an increase in cdsim
higher volumes.
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7. OPERATING EXPENSE (CONTINUED)

The UK Bank Levy (the “Levy”) is an annual charge @ bank’s balance sheet. It is applied to chalgeab
liabilities and equity of the Group and other Margatanley UK tax-resident entities and their ovasse
subsidiaries. The Levy is non-deductible for UKpmmration tax purposes and will impact the effextiax
rate for the year (see Note 9 for further details).

In Finance (No 2) Act 2015, the rate at which tleeyis applied was reduced from 0.21% to 0.10%ter
period 2016-2021. The rates for 2017 and 2018 @elr@% and 0.16%, respectively. The Levy for 2018 is
lower than 2017 due a reduction in liabilities sdbjto bank levy and this reduction in rate.

The average number of direct employees of the Gimapalysed below:

Number
2018 2017
Support Services 124 105
Institutional Securities and Investment Management 220 222
344 327
2018 2017
$millions $millions
Wages and salaries 116 122
Social security costs 16 13
Pension costs 5 4
137 139

The Group paid no remuneration to its Directordrduthe current or prior year but incurred manageme
recharges in respect of Directors’ qualifying seeg provided to the Group which are included within
‘Management charges from other Morgan Stanley Grumgertakings relating to staff costs’. The amount
of remuneration received by Directors in respectheir qualifying services to the Group is disckbse

note 35.
8. NET IMPAIRMENT LOSS/REVERSAL ON FINANCIAL INSTRU MENTS

The following table shows the net ECL charge andtewoffs for the year. The 2017 charges were
calculated under IAS 39:

2018 2017
Net ECL Net impairment
$millions $millions
Trade and other receivables:
Contracts with customers 7 (1)

€))

During the year, there were no write-offs greabemtthe accumulated loss allowance taken direatthé
income statement (2017: $nil).

All of the above impairment losses were calculabedan individual basis. No collective impairment
assessments were made during the year or prior year
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9. INCOME TAX
2018 2017
$millions $millions
Current tax
United Kingdom corporation tax charge
- current year 254 355
- adjustments in respect of prior years (18) (2)
Double taxation relief
- current year (136) (115)
Overseas tax
- current year 203 178
- adjustments in respect of prior years (2 4
301 420
Deferred tax/ (benefit)
Origination and reversal of temporary differences 58 @)
Adjustment in respect of prior years - 1
58 (6)
Income tax 359 414

Reconciliation of effective tax rate

The Group’s tax rate is sensitive to the geograptiicof profits and tax rates in non UK jurisdiatg the
additional 8% UK banking surcharge, as well asrtbie deductibility of certain expenses for tax pwgm
The UK statutory rate, excluding the banking surgbafell to 19% with effect from 1 April 2017 amdll

fall to 17% with effect from 1 April 2020. The cent year income tax expense is higher (2017: hjgher
than that resulting from applying the average sdathdate of corporation tax for banking companiethie

UK for the year of 27% (2017: 27.25%). The mairfeténces are explained below:

2018 2017
$millions $millions

Profit before income tax 1,056 1,278
Income tax expense using the average standardfrateporation tax for
banking companies in the UK of 27.00% (2017: 27.25% 285 348

Impact on tax of:

Non deductible UK Bank Levy 17 33
Other Expenses:
Other permanent differences 32 9
Movement in tax reserves 11 15
Group relief surrendered for no cash consideration 13 -
Effect of tax rates in foreign jurisdictions 13 9
Under/(over) provided in prior years (20) 2
Other 8 (2)
Total income tax expense in the consolidated inconstatement 359 414
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9. INCOME TAX (CONTINUED)

The Group has a policy of surrendering tax-dediectibsses (“group relief”) for no cash considenatio
other members of the Morgan Stanley UK tax groupictv consists of entities within the Group and the
wider Morgan Stanley Group. Within the Group, a tvemof subsidiary companies generate tax-deductible
losses which are surrendered to Morgan Stanley aaiap outside the Group.

Finance Act 2016 enacted a reduction in the UK a@tion tax main rate to 17% with effect from 1 Apr
2020. This reduction impacts the current tax chandature periods. In addition, Finance (No. 2}t 2015
introduced an 8% corporation tax surcharge on thétp of banking companies with effect from 1 Janu
2016 which impacts the current tax charge in threectt and comparative periods.

As described in note 2 as a result of an amendtodAS 12, the tax benefits of coupon payments nade
the Additional Tier 1 capital instrument will beggented within income tax expense for accountimipge
beginning on or after 1 January 2019. As such maysmare tax deductible, this presentation wiluced
the income tax expense presented in the consdlidateme statement in future periods.

In addition to the amount charged to the consadidahcome statement, the aggregate amount of d¢urren
and deferred tax relating to each component ofratbmprehensive income was as follows:

2018 2017
Before Tax Before Tax Net of
tax  expense Net of tax tax expense tax

$millions  $millions $millions $millions  Smillions $millions

Foreign currency translation reserve:
Foreign currency translation differences on
foreign operations 8 - 8 111 - 111

Debt valuation adjustment reserve:

Changes in fair value of liabilities

designated at fair value through profit or

loss due to changes in the Group’s own

credit risk 228 (57) 171 (997 26 (73)
Available-for-sale reserve:

Net change in fair value of available-for-

sale financial assets - - - 6€ - 68

Pension reserve:
Remeasurement of net defined benefit
liability Q) - (1) - - -

Other comprehensive income 235 (57) 178 80 26 106
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10. FINANCIAL ASSETS AND FINANCIAL LIABILITIES BY M EASUREMENT CATEGORY

The following table analyses financial assets andrfcial liabilities as at 31 December 2018 presserin
the consolidated statement of financial positionFRS 9 classifications.
FVPL Amortised

2018 FVPL . Total
(designated) cost
$millions $millions $millions $millions
Cash and short term deposits - - 30,829 30,829
Trading financial asse 253,18t - - 253,18t
Secured financing:
Cash collateral on securities
borrowed 23,122 - - 23,122
Securities purchased under
agreements to resell 64,872 - - 64,872
Other secured financing 7,649 - - 7,649
Loans and advances 11 - 825 836
Investment securities 132 - - 132
Trade and other receivables 780 - 64,314 65,094
Total financial assets 349,754 - 95,968 445,722
Bank loans and overdrafts - - 4 4
Trading financial liabilities 217,093 - - 217,093
Secured borrowings:
Cash collateral on securities
loaned - 366 20,737 21,103
Securities sold under
agreements to repurchase - 15,868 25,608 41,476
Other financial liabilities - 16,348 - 16,348
Trade and other payables - 897 90,636 91,533
Debt and other borrowings - 5,664 31,451 37,115
Total financial liabilities 217,093 39,143 168,436 424,672
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10. FINANCIAL ASSETS AND FINANCIAL LIABILITIES BY M EASUREMENT CATEGORY

(CONTINUED)

The following table analyses financial assets andrkcial liabilities as at 31 December 2017 presserin
the consolidated statement of financial positionA$ 39 classifications.

2017

Cash and short term deposits
Trading financial assets

Secured financing:

Cash collateral on securities
borrowed

Securities purchased under
agreements to resell

Other secured financing
Loans and advances
Investment securities
Trade and other receivables

Total financial assets

Bank loans and overdrafts
Trading financial liabilities
Secured borrowings:

Cash collateral on securities
loaned

Securities sold under
agreements to repurchase

Other financial liabilities
Trade and other payables
Debt and other borrowings

Total financial liabilities

Financial

liabilities at

FVPL FVPL Available-for- Loans and amortised
(trading) (designated) sale receivables cost Total
$millions $millions $millions  $millions $millions  $millions
- - 25,461 - 25,461
264,793 - - - - 264,793
- - - 17,828 - 17,828
- - - 70,739 - 70,739
- 10,778 - - - 10,778
- - - 476 - 476
- - 161 - - 161
- 718 - 70,045 - 70,763
264,793 11,496 161 184,549 - 460,999
- - - - 123 123
217,977 - - - - 217,977
i - - - 17,486 17,486
- - - - 52,155 52,155
- 17545 - - - 17,545
- 898 - - 96,093 96,991
- 3,858 - - 36,080 39,938
217,977 22,301 - - 201,937 442,215
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(CONTINUED)

Financial assets and financial liabilities design&d at FVPL

The financial assets and financial liabilities simoim the tables above which are designated at FVPL
consist primarily of the following financial asseisd financial liabilities:

Corporate loans:Until 31 December 2017, certain loans to custorm@ee designated at FVPL because
either the risks of the loans have been matchel ettier financial instrument contracts accountedato

fair value and such a designation reduces an atiegumismatch; or as part of a documented risk
management strategy the risks of the loan were gehan a fair value basis as part of the Groupditg
portfolio and the risk was reported to key manag@mersonnel on this basis; or because the loamamin
itself contains an embedded derivative that must¢retise be separated and measured at fair valder Re
to note 13 for more information. From 1 January 0hese loans to customers are designated at FVPL
because the designation at FVPL eliminates or fstgmitly reduces an accounting mismatch which would
otherwise arise.

Prepaid OTC contracts: The risk on these financial instruments, both foiahassets and financial
liabilities, is primarily hedged using trading fimzial instruments including equity securities antkiest
rate swaps. Until 31 December 2017, these prepdi@ ©ontracts were designated at FVPL as such
contracts, as well as the financial instrumentdiwihich they are hedged, where risk managed orira fa
value basis as part of the Group’s trading poxfald the risk is reported to key management pasian

this basis. Refer to note 18. From 1 January 2ff&phaid OTC contract assets are classified at Fa¥®L
they are held in a business model in which theyna@aeaged and their performance is evaluated oir a fa
value basis and prepaid contract liabilities camdito be designated at FVPL as they continue to foart

of a group of financial assets and liabilities whare managed, evaluated and reported internally fair
value basis.

Cash collateral on securities loaned and securiteedd under agreements to repurchadéntil 31
December 2017, cash collateral balances repayaide axcrued interest arising under repurchase
agreements and certain securities lending arrangsnage classified as ‘Financial liabilities at atised
cost’ and the related securities, where owned byGhoup, are included in ‘Financial assets cla=sifis
held for trading’. From 1 January 2018, these ladarare classified as ‘Designated at FVPL’ wheee th
financial liability forms part of a group of finaia¢ assets or financial liabilities or both, whige
managed, evaluated and reported internally onravédiie basis; otherwise, they are classified asifcial
liabilities at amortised cost'.

Issued structured notedJntil 31 December 2017 and from 1 January 2018sehelate to financial
liabilities which arise from selling structured prects generally in the form of notes or certificat&éhe
structured notes are designated at FVPL as the tskvhich the Group is a contractual party ark ris
managed on a fair value basis as part of the Gsotrading portfolio and the risk is reported to key
management personnel on this basis. Refer to oterinore information.

Other financial assets and liabilitie$these include:

« financial assets and liabilities such as those #nise upon the consolidation of certain special
purpose entities;

- those that arise as a result of continuing recagnitof certain financial assets and the
simultaneous recognition of an associated finaniahllity; and

Until 31 December 2017 and from 1 January 2018&eHmancial assets and liabilities were designated

FVPL as the risks to which the Group was a conti@gbarty were risk managed on a fair value basis a
part of the Group’s trading portfolio and the ris&s reported to key management personnel on tkis.ba
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(CONTINUED)

Financial assets and financial liabilities design&d at FVPL (continued)

2018 2017
Assets  Liabilities Assets  Liabilities
$millions $millions $millions $millions
Secured financing
Other secured financing - - 10,778 -
Trade and other receivables
Corporate loans 276
Prepaid OTC contracts - - 442 -
Secured borrowing
Cash collateral on securities loaned - 366 - -
Securities sold under agreements to i 15,868 i i
repurchase
Other financial liabilities - 16,348 - 17,545
Trade and other payables
Prepaid OTC contracts - 887 - 898
Unfunded loan commitments - 10 - -
Debt and other borrowings
Issued structured notes - 5,664 - 3,858
- 39,143 11,496 22,301

As discussed at note 4, from 1 January 2018 theusemlopted the new IFRS 9 standard, which has
resulted in all financial assets that had beengtesed at FVPL in accordance with IAS 39 changing
measurement category to being mandatorily at FVRL.31 December 2017 corporate loans were
designated at FVPL and had a maximum exposureetitcrisk of $276 million. Corporate loans were

fully collateralised with securities received by tGroup.

The cumulative change in fair value recognisedughoother comprehensive income attributable to own
credit risk for financial liabilities designated B¥PL at 31 December 2018 is a gain of $70 mill{@017:
loss of $160 million). During the year, $nil (201%hil) was realised as a result of the derecogmitibsuch
financial liabilities.

The Group determines the amount of changes invidire attributable to changes in counterparty ¢redi
risk or own credit risk, as relating to financiaHilities designated at FVPL, by first determinitihg fair
value including the impact of counterparty creditoavn credit risk, and then deducting those charniges
fair value representing managed market risk. Iemheining fair value, the Group considers the impafct
changes in own credit spreads based upon obsarsatib the secondary bond market spreads when
measuring the fair value for issued structured s10t&e Group considers that this approach modgtftaliy
represents the amount of change in fair value duloth counterparty credit risk and the Group’s own
credit risk.

The carrying amount of financial liabilities desiged at FVPL for which the effect of changes instho
liabilities’ credit risk is presented within othepmprehensive income was $226 million lower tham th
contractual amount due at maturity (2017: $28 onilliower).
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11. TRADING FINANCIAL ASSETS AND LIABILITIES

Government debt securities
Corporate and other debt
Corporate equities
Derivatives(see note 12)

12. DERIVATIVES

Derivative assets:
Interest rate contracts
Credit contracts
Foreign exchange and gold contracts
Equity contracts
Commodity contracts

Derivative liabilities:
Interest rate contracts
Credit contracts
Foreign exchange and gold contracts
Equity contracts
Commodity contracts

2018 2017
Assets  Liabilities Assets Liabilities
$millions $millions $millions $millions
14,775 17,935 11,956 22,834
11,252 4,593 9,756 2,864
47,850 20,452 76,073 23,053
179,311 174,113 167,008 169,226
253,188 217,093 264,793 217,977

2018
Listed
Bilateral Cleared derivative

oTC oTC contracts Total
$millions $millions $millions $millions
62,650 1,980 8 64,638
3,885 93 - 3,978
70,972 1,328 9 72,309
28,441 - 6,911 35,352
3,002 - 32 3,034
168,950 3,401 6,960 179,311
58,372 848 9 59,229
3,751 74 - 3,825
71,258 1,325 12 72,595
27,962 - 7,612 35,574
2,800 - 90 2,890
164,143 2,247 7,723 174,113
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12. DERIVATIVES (CONTINUED)
2017
Listed
Bilateral Cleared derivative
oTC oTC contracts Total
$millions $millions $millions $millions
Derivative assets:
Interest rate contracts 71,726 1,143 7 72,876
Credit contracts 4,227 94 - 4,321
Foreign exchange and gold contracts 54,731 801 - 55,532
Equity contracts 26,590 - 5,301 31,891
Commaodity contracts 2,224 - 164 2,388
159,498 2,038 5,472 167,008
Derivative liabilities:
Interest rate contracts 65,223 654 3 65,880
Credit contracts 4,608 53 - 4,661
Foreign exchange and gold contracts 56,287 1,007 - 57,294
Equity contracts 34,063 - 4,953 39,016
Commaodity contracts 2,353 - 22 2,375
162,534 1,714 4,978 169,226
13. LOANS AND ADVANCES
2018 2017
$millions $millions
Loans and advances at amortised cost:
Amounts due from Morgan Stanley Group undertakihgs 804 465
Other 21 11
825 476
Loans and advances at FVPL 11 -
Total 836 476

(1) There was no IFRS 9 ECL or IAS 39 impairmefdvadnce at 31 December 2018 or 31 December 203Fectvely.

See note 3, accounting policy (f) Impairment offinial instruments, for an explanation of ECL under
IFRS 9 and impairment under IAS 39.
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14. TRADE AND OTHER RECEIVABLES

The following table provides an analysis of tradd ather receivables by measurement classification:

Trade and other receivables (amortised cost)

Trade receivables
Contracts with customers
Amounts due from other Morgan Stanley Group undértss
Trading receivables

Less: ECL (IFRS 9)

Less: Impairment allowance (IAS 39)

Other receivables
Amounts held at exchanges
Amounts due from other Morgan Stanley Group undértss
Other amounts receivable

Total trade and other receivables (amortised cost)

Trade and other receivables (FVPL)
Prepaid OTC contracts

Margin loans

Amounts held at exchanges

Total trade and other receivables (FVPL)

Total

2018 2017
$millions $millions
290 251
30,826 32,607
31,766 36,044
(37) -
- (41)
62,845 68,861
863 928
605 256
104 101
1,572 1,285
64,417 70,146
622 442
141 276
17 -
780 718
65,197 70,864

(1) In the prior year, ‘Trade and other receival§gsortised cost)’ were included in the classifmatLoans and receivables’.

15. INTERESTS IN SUBSIDIARIES

Composition of the Group

Details of all subsidiary undertakings are providedhe Appendix to the financial statements, idahg

changes in holdings of subsidiaries.

On 4 July 2018, 1 €1 ordinary share in Morgan Sanhvestment Management (Ireland) Limited was
transferred from the Company to MSIUK by way ofigidend in specie of $1. This represented 100% of
the Company’s investment in Morgan Stanley InvestnManagement (Ireland) Limited and subsequently

the Company no longer had any interest in Morgami8y Investment Management (Ireland) Limited.

On 1 November 2018, 401,072,825 €1 ordinary shiardsorgan Stanley France Holdings | S.A.S. were
transferred from the Company to MSIUK by way ofiadkend in specie of $442,154,006. This represented
100% of the Company’s investment in the MS Franoeu@ and subsequently the Company no longer had

any interest in the MS France Group.

All subsidiaries are included in the Group’s cordatied financial statements.

Information regarding interests in structured ésgifs included in note 16.

The Group has not provided financial support topthierwise agreed to be responsible for suppogmg

subsidiary of the Group financially.
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15. INTERESTS IN SUBSIDIARIES (CONTINUED)

Disposal of subsidiary

The carrying value of the net assets of Morgan I8yamvestment Management (Ireland) Limited was $1
at date of disposal (2017: $1). The carrying valtighe net assets of Morgan Stanley France Holdings
S.A.S at the date of transfer and at 31 Decembgr 2@s as follows:

At date of 31 Decembe

transfer 2017

$millions $millions
ASSETS
Cash and short term deposits 1,347 540
Trade and other receivables 452 583
Trading financial assets 7,133 10,509
Secured financing 3,650 3,384
Other 13 14
TOTAL ASSETS 12,595 15,030
LIABILITIES
Trading financial liabilities 4,438 4,089
Secured borrowing 5,401 7,892
Trade and other payables 1,643 1,771
Accruals and deferred income 23 28
Other 491 664
TOTAL LIABILITIES 11,996 14,444
NET ASSETS 599 586
Dividend in specie 442
Difference recognised in equity
upon dividend in specie of MS
France Group (157)

Reclassification of Currency translation reserve

At the date of transfer, the MS France Group had@umulated ‘Currency translation reserve’ of $(66
million. Upon transfer out of the Group, this losas reclassified to the consolidated income statéme
within ‘Net loss on investments in subsidiariesasates and joint ventures'.
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16. INTERESTS IN STRUCTURED ENTITIES

The Group is involved with various special purpestities in the normal course of business. In most
cases, these entities are deemed to be structtiddse

A structured entity is an entity that has beenglesil such that voting or similar rights are notdbeninant
factor in deciding who controls the entity. Theatpahat consolidates the structured entity isithestor
that controls the structured entity. An investonttols a structured entity when it is exposedhas the
rights, to variable returns from its involvementiwthe structured entity and has the ability teeetffthose
returns through its power over the structured pntit

The Group’s interests in structured entities inelucertain debt and equity interests, commitments,
guarantees, derivative instruments and certainde@sgementsThe Group’s involvement with structured
entities arises primarily from:
« Loans made to and investments in structured emtitiat hold debt, equity, real estate or other
assets;
* Interests purchased in connection with market-nldativities and retained interests held as a
result of securitisation activities, including reesritisation transactions;
e Structuring of Credit Linked Notes (“CLNs") or othasset-repackaged notes designed to meet the
investment objectives of clients; and

» Certain derivatives entered into with structuretities.

The Group determines whether it controls, and foeeeshould consolidate, a structured entity ugsn i
initial involvement with the structured entity arehssesses whether it should continue to conselafatin
ongoing basis as long as it has any continuinglimroent with the structured entity. This determioatis
based upon an analysis of the design of the stedtentity, including the structured entity’s sture and
activities; assessment of the significance of tbevgrs to make economic decisions which are helthby
Group and its related parties and whether such mowey be used to affect its investor returns; and
consideration of the significance of direct anditiact interests in the structured entity which hedd by

the Group and its related parties.

The power to make the most significant economidsimes may take a number of different forms. The
Group considers servicing or collateral managerdenisions as generally representing the power teema
the most significant economic decisions in tranieast such as securitisations or collateralised debt
obligations (“CDOs"). As a result, the Group doed nonsolidate securitisations or CDOs for which it
does not act as the servicer or collateral managess it holds certain other rights to replacestevicer

or collateral manager or to require the liquidatadrthe entity. In fund structures, the power tpaipt or
direct the fund manager is generally the most fianit power.

For certain structured entities, such as entitisglwissued CLNs and other asset-repackaged rbtg
are no significant economic decisions made on agoioig basis. In these cases, the Group focuses its
analysis on decision making powers relating toitigtion of the entity or unwinding or terminatiohtbe
transaction structure. Based upon factors, whiclude an analysis of the nature of the assetsydimod
whether the assets were issued in a transactiamssped by the Group and the extent of the inforomati
available to the Group and to investors, the numheture and involvement of investors, other rigrekl

by the Group and investors, the standardisatioiefegal documentation and the level of the caitig
involvement by the Group, including the amount &k of interests owned by the Group and by other
investors, the Group concluded in some of thesesaetions that decisions made prior to the indgiasing
were shared between the Group and the initial ilovesThe Group focused its control decision on any
right held by the Group or investors related to tdemination of the structured entity. Many CLNgan
other asset repackaged notes have no such teroninmaghts.
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16. INTERESTS IN STRUCTURED ENTITIES (CONTINUED)

The assets owned by many consolidated structurBtieercannot be removed unilaterally by the Group
and are not generally available to the Group. Ei&ted liabilities issued by many consolidatedctied
entities are non-recourse to the Group. In cemddier consolidated structured entities, the Groap the
unilateral right to remove assets or provide adddl recourse through derivatives such as totairmet
swaps, guarantees or other forms of involvement.

The Group accounts for the assets held by strutteméties primarily in ‘Trading financial assetsid the
liabilities of the structured entities as ‘Tradifigancial liabilities’ in the consolidated staterne
financial position.

The usage of structured entities is described helow

Securitisation Activitiesln a securitisation transaction, the Group trarsshssets (generally commercial or
residential mortgage loans) to a structured ensigyls to investors most of the beneficial intesestich as
notes or certificates, issued by the structuredyerdind in many cases, retains other beneficiadrasts.
The purchase of the transferred assets by thetwteacentity is financed through the sale of theserests.

In many securitisations, particularly those invatyiresidential mortgage loans, the Group also gt
derivative transactions, primarily interest rateap® or interest rate caps with a senior paymewtipyj
with the structured entity.

Collateralised Loan and Debt ObligationSecuritization transactions generally involve ctinoed entities.
Primarily as a result of its secondary market-mglkéctivities, the Group owns structured entity tsse
These assets were either retained in connectioh tséinsfer of assets by the Group or acquired in
connection with secondary market making activities.

A collateralised loan obligation (“CLO") or a CD@® & structured entity that purchases a pool oftgsse
consisting of corporate loans, corporate bondsstdsscked securities or synthetic exposures onlagimi
assets through derivatives, and issues multipiech@s of debt and equity securities to investof$ie
purchase of the assets by the structured entftgasiced through the issuance of the tranchesafriies.
The Group underwrites the securities issued in GtaBsactions on behalf of unaffiliated sponsors and
provides advisory services to these unaffiliateashsprs. The Group sells corporate loans to martlyesfe
structured entities, in some cases representingrafisant portion of the total assets purchased.
necessary, the Group may retain unsold securgmged in these transactions. Although not obldyates
Group generally makes a market in the securiti&seid by structured entities in these transactiodsnaay
retain unsold securities. These beneficial intsrast included in ‘Trading financial assets’.

Fund Investmentsin a fund investment structure the Group providéients with indirect access to
specified underlying investments through total metswaps. The investments are purchased and hedd by
structured entity in which the Group holds an iestr The structured entity is financed throughdhle of
notes to investors.

Consolidated structured entities
As at 31 December 2018 the Group did not have angtsired entities that it consolidated (2017:.nil)
Unconsolidated structured entities

The Group has interests in structured entities tt@tGroup does not control and which are therefiote
consolidated.
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Unconsolidated structured entities (continued)

The Group’s transactions with unconsolidated stmaxt entities primarily include securitisationsedit
protection purchased through CLNs, other structufiméncings and collateralised loan and debt
obligations. The Group’s interests in structuretltiess that it does not consolidate can include enship

of retained interests in Group-sponsored transastimterests purchased in the secondary markét oo
Group-sponsored transactions and transactions gpahdy third parties), and certain derivativeshwit
securitisation structured entities. The risks aisged with derivatives entered into with structuesdities
are essentially the same as similar derivativel man-structured entity counterparties and are gechas
part of the Group’s overall derivative exposure.

The table below shows certain non-consolidatedsirad entities in which the Group had an intea¢ 1
December 2018 and at 31 December 2017. The taidksle all structured entities in which the Gro@s h
determined that its maximum exposure to loss istgrethan specific thresholds or meets certainrothe
criteria. The majority of the structured entitiesluded in the tables below are sponsored by uetla
parties; the Group’s involvement generally is thsult of the Group’s secondary market-making ativi

The Group’s maximum exposure to loss does not decthe offsetting benefit of hedges or any redustio
associated with the amount of collateral held at gfea transaction with the structured entity oy garty
to the structured entity directly against a speafposure to loss.

Mortgage and  Collateralised

asset-backed debt Fund
securitisations obligations investments Other Total
$millions $millions $millions  $millions  $millions
31 December 2018
Assets of the structured entity 3,698 6,660 2,153 1,577 14,088
Maximum exposure to loss:
Debt and equity interests 341 207 2,036 1 2,585
Derivative and other contracts - - 117 1,575 1,692
Total maximum exposure to loss 341 207 2,153 1,576 4,277
Carrying value of exposure to loss -
assets?:
Debt and equity interests 341 207 2,036 1 2,585
Derivative and other contracts - - 54 13 67
Total carrying value of exposure to loss
- assets 341 207 2,090 14 2,652
Carrying value of exposure to loss -
liabilities @
Derivative and other contracts - - 63 66 129
Total carrying value of exposure to loss
- liabilities - - 63 66 129

@ Amounts are recognised in the consolidated statewfefinancial position in trading financial asser liabilities — derivatives or
trading financial assets or liabilities — corporatel other debt.
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Unconsolidated structured entities (continued)

Mortgage and  Collateralised

asset-backed debt Fund
securitisations obligations investments Other Total
$millions $millions $millions  $millions  $millions
31 December 2017
Assets of the structured entity 6,998 5,365 856 2,302 15,521
Maximum exposure to loss:
Debt and equity interests 441 142 755 - 1,338
Derivative and other contracts - - 101 1,450 1,551
Total maximum exposure to loss 441 142 856 1,450 2,889
Carrying value of exposure to loss -
assets?:
Debt and equity interests 441 142 755 - 1,338
Derivative and other contracts - - 40 132 172
Total carrying value of exposure to loss
- assets 441 142 795 132 1,510
Carrying value of exposure to loss -
liabilities *:
Derivative and other contracts - - 61 4 65
Total carrying value of exposure to loss
- liabilities - - 61 4 65

(1) Amounts are recognised in the consolidatecstant of financial position in trading financiakets or liabilities — derivatives or
trading financial assets or liabilities — corporatel other debt.

The Group’s maximum exposure to loss often diffeosn the carrying value of the interests held by th
Group. The maximum exposure to depends on the emafuthe Group’s interest in the structured erditie
and is limited to the notional amounts of certaquildity facilities, other credit support, totaltuen swaps,
written put options, and the fair value of certather derivatives and investments the Group hasnrad
the structured entities. Liabilities issued by stawed entities generally are non-recourse to theug
Where notional amounts are utilised in quantifymgximum exposure related to derivatives, such amsoun
do not reflect fair value write downs already retst by the Group.

Securitisation transactions generally involve dticed entities. Primarily as a result of its seamd
market-making activities, the Group owned additlseturities issued by securitisation structuretities

for which the maximum exposure to loss is less tie@nspecific thresholds noted earlier. These atdit

securities which were retained in connection witinsfers of assets by the Group totalled $379 anilit
31 December 2018 (2017: $392 million). Detailsh#f type of securities retained are shown in thietab
the next page.
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Unconsolidated structured entities (continued)

2018 2017
$millions  $millions

Securities backed by:

Residential mortgage loans 169 222
Commercial mortgage loans 7 26
CDOs or other CLOs 146 106
Other consumer loans 57 38

379 392

The Group’s primary risk exposure is to the semsgiissued by the structured entity owned by theu@y
with the risk highest on the most subordinate clafsbeneficial interests. These securities gengralé
included in Financial assets classified as heldrfaling — corporate and other debt. The Grouys ot
provide additional support in these transactiomsubh contractual facilities, such as liquidity iféies,
guarantees or similar derivatives. The Group’s maxnh exposure to loss generally equals the fairevafu
the securities owned.

The Group has not provided financial support tootiterwise agreed to be responsible for supporting
financially, any unconsolidated structured entity.

Sponsored unconsolidated structured entities

The Group considers itself the sponsor of certaam-consolidated structured entities where it was
primarily involved in the establishment of a sturetd entity and where, additionally, the Group basn
involved in the transfer of assets; servicer of dkeets; ability to access the assets; marketiagaging
activities; purchasing protection or providing egpl guarantees; when Morgan Stanley’'s name is
associated with the structured entity or where miaplarticipants may generally expect Morgan Statdey
be associated with the structured entity.

In some sponsored entities, the Group has beetvedavith the structured entity through establighihe
structured entity, marketing of products associakgtth the structured entity in its own name, and/ o
through involvement in the design of the structueetity. The Group has no interest in these estii® at
31 December 2018 (2017: $nil).

The gain related to sponsored entities during 2048 $167 million (2017: loss of $1.5 million). @sior
losses are reported under ‘Net trading income’him ¢onsolidated income statement. During 2018 there
were $921 million (2017:$nil) of assets transfertedponsored structured entities. It is the inwesin the
SPV rather than the Group that are exposed toiogrmalue of assets transferred. The Group’s expos

to the SPV is limited to net amounts receivablerfrewap transactions with the entity and is notaliye
linked to the transferred assets themselves.
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17. PROPERTY, PLANT AND EQUIPMENT

2018

Cost

At 1 January 2018

Additions

Foreign exchange revaluation
Disposals

Transfer of subsidiary

At 31 December 2018

Depreciation

At 1 January 2018
Charge for the year
Disposals

Transfer of subsidiary
At 31 December 2018

Carrying amount
At 31 December 2018

2017

Cost

At 1 January 2017

Additions

Foreign exchange revaluation
At 31 December 2017

Depreciation

At 1 January 2017

Charge for the year

Foreign exchange revaluation
At 31 December 2017

Carrying amount
At 31 December 2017

Fixtures,
Leasehold fittings and
improvements equipment Total
$millions $millions $millions
25 26 51
2 4 6
- (1) (1)
1) (2) 3)
9) 9) (18)
17 18 35
22 21 43
2 1 3
1) (2) 3)
9) 9) (18)
14 11 25
3 7 10
Fixtures,
Leasehold fittings and
improvements equipment Total
$millions $millions $millions
22 21 43
1 2 3
2 3 5
25 26 51
19 18 37
1 1 2
2 2 4
22 21 43
3 5 8
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18. TRADE AND OTHER PAYABLES

Trade and other payables (amortised cost)
Trade payables

Other Payables
Amounts due to other Morgan Stanley Group undeartgsk

Other amounts payable

Trade and other payables (designated at FVPL)
Prepaid OTC contracts
Unfunded loan commitments

Total

19. DEBT AND OTHER BORROWINGS

Debt and other borrowings (amortised cost)
Senior subordinated debt
Subordinated debt

Other borrowing®

Debt and other borrowings (designated at FVPL)
Issued structured notes

Total

2018 2017
$millions $millions
89,020 94,376
1,625 1,742
216 204
90,861 96,322
887 898
10 -
897 898
91,758 97,220
2018 2017
$millions $millions
6,000 -
5,000 7,000
20,451 29,080
31,451 36,080
5,664 3,858
37,115 39,938

(1) During the year the Group has granted a flgatimarge over a pool of assets in favour of MSIGdkécure certain intercompany
loans which MSIUK has provided to the Group andmesented within Other borrowings. The value skés subject to this charge

at 31 December 2018 was $16,129 million.
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19. DEBT AND OTHER BORROWINGS (CONTINUED)
The amounts subject to subordinated loan agreeraemtsholly repayable as shown below:
Repayment Interest 2018 2017
Counterparty Date Rate
Accrued Accrued
Interest Balance Interest Balance

$millions $millions  $millions $millions
21 Decembe OBFRY plus

MSIUK 2025 2.3% 39 5,000 30 5,000

Morgan Stanley International 31 Octobe  LIBOR®

Finance S.A. 2025 plus 1.475% - - 10 2,000
39 5,000 40 7,000

(1) Overnight Bank Funding Rate ("OBFR")
(2) London Interbank Offered Rate ("LIBOR")

The amounts subject to senior subordinated loaeemgents are wholly repayable as shown below:

Repayment Interest 2018 2017
Counterparty Date Rate
Accrued Accrued
Interest Balance Interest Balance
$millions $millions  $millions $millions
30 Januar
MSIUK 2020° MS Proxy? 1 6,000 - -

1 6,000 - -

(3) The repayment date can be extended by 395atagach business day but no later than 49 yearsdtilisation date, and unless a
term-out notice is se

(4) Interest rate at which Morgan Stanley is offeriogrls, in the relevant currency, to members of tbegsh Stanley Group on such day,
which counterparties have acknowledged and agreadply to any loan, acting on an arm's lengthsbasi

All amounts outstanding under subordinated loareegeents are repayable on the repayment date. Any
repayment of subordinated debt prior to contractuaturity would require mutual agreement between th
Company and the Lender and prior supervisory cdnsen

The senior subordinated loan, including accrue@rést, may be bailed in by the Bank of England
following the exercise of their statutory powersartain circumstances.

The Group has not defaulted on principal, intecedireached any terms of its subordinated loarsgoior
subordinated loans during the year.

On 24 May 2018 the subordinated loan of $2,000ienilfrom Morgan Stanley International Finance S.A.
was repaid.
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Taxes anc
Property Litigation levies Total
$millions $millions $millions $millions
At 1 January 2018 4 2 48 54
Additional provisions 1 7 9 17
Provisions utilised - 3) (25) (28)

Unused provisions reversed - (6) (32) (38)

Foreign exchange revaluation - 1 1
Transfer of entity (3) - - (3)
At 31 December 2018 2 - 1 3

Property

Property provisions represent the net present vafllexpected future costs of excess office spaee ¢h
expected sublease income) and the net present wélexpected future costs of reinstating leasehold
improvements at the end of the lease term. LeaB®staéement provisions are released when the
reinstatement obligations have been fulfilled. Tie¢ated asset for lease reinstatement provisions is
included in ‘Leasehold improvements’ within ‘Propeiplant and equipment’ (note 17).

Litigation matters

In addition to the matters described below, inleemal course of business, the Group has been named
from time to time, as a defendant in various leglons, including arbitrations, class actions atiter
litigation, arising in connection with its active§ as a global diversified financial services tostn.
Certain of the actual or threatened legal actionkite claims for substantial compensatory andéoitive
damages or claims for indeterminate amounts of dasidn some cases, the entities that would otserwi
be the primary defendants in such cases are bantrape in financial distress.

The Group is also involved, from time to time, ither reviews, investigations and proceedings (both
formal and informal) by governmental and self-regoity agencies regarding the Group’s business, and
involving, among other matters, sales and tradiativities, financial products or offerings sponghre
underwritten or sold by the Group, and accounting aperational matters, certain of which may result
adverse judgments, settlements, fines, penaltipmadtions or other relief.

The Group contests liability and/or the amount afndges as appropriate in each pending matter. Where
available information indicates that it is probahbléability had been incurred at the date of timarcial
statements and the Group can reasonably estimagntbunt of that loss, the Group accrues the eina
loss by a charge to income. The Group’s futurellegpenses may fluctuate from period to periodegiv
the current environment regarding government ingasbns and private litigation affecting global
financial services firms, including the Group.

In many proceedings and investigations, howevas, iitherently difficult to determine whether amg$ is
probable or even possible, or to estimate the atmfuemy loss. The Group cannot predict with caitaif,

how or when such proceedings or investigations ballresolved or what the eventual settlement, fine,
penalty or other relief, if any, may be, partichjafor proceedings and investigations where thdufalc
record is being developed or contested or wheritgfa or government entities seek substantial or
indeterminate damages, restitution, disgorgememmteoalties. Numerous issues may need to be resolved
including through potentially lengthy discovery artktermination of important factual matters,
determination of issues related to class certificatind the calculation of damages or other retief] by
addressing novel or unsettled legal questions aeleto the proceedings or investigations in quastio
before a loss or additional loss or range of lossadditional loss can be reasonably estimated for a
proceeding or investigation.
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Subject to the foregoing, the Group believes, basedurrent knowledge and after consultation with
counsel, that the outcome of such proceedingsrarasfigations will not have a material adverseatfts
the financial condition of the Group, although thécome of such proceedings or investigations cbeld
material to the Group’s operating results and dksis for a particular period depending on, amotigeo
things, the level of the Group’s revenues or incdonesuch period.

While the Group has identified below certain prategs that the Group believes to be material,
individually or collectively, there can be no asswe that additional material losses will not beumed
from claims that have not yet been asserted on@irget determined to be material.

On 15 July 2010, China Development Industrial B&kDIB") filed a complaint against the Group and
another Morgan Stanley Group affiliate, styledina Development Industrial Bank v. Morgan Starfey
Co. Incorporated et al which is pending in the Supreme Court of theteStef New York, New York
County. The complaint relates to a $275 milliondirelefault swap (“CDS”") referencing the super seni
portion of the STACK 2006-1 collateralised debtigation (“CDO”"). The complaint asserts claims for
common law fraud, fraudulent inducement and fraedulconcealment and alleges that the Group and
another Morgan Stanley Group affiliate misrepresénhe risks of the STACK 2006-1 CDO to CDIB, and
that the Group and another Morgan Stanley Groufiaaéf knew that the assets backing the CDO were of
poor quality when it entered into the CDS with CDIBhe complaint seeks compensatory damages related
to the approximately $228 million that CDIB allegiégshas already lost under the CDS, rescission of
CDIB’s obligation to pay an additional $12 milliopunitive damages, equitable relief, pre- and post-
judgment interest, fees and costs. On 28 Februaty,2he court denied the Group’s and another Morga
Stanley Group affiliate’s motion to dismiss the gaint. On 21 December 2018, the court denied the
Group’s and another Morgan Stanley Group affiliateiotion for summary judgment and granted in part
the Group’s and another Morgan Stanley Group aféls motion for sanctions related to the spoliatd
evidence. On 18 January 2019, CDIB filed a motiorclarify and resettle the portion of the courts 2
December 2018 order granting spoliation sancti@rs.24 January 2019, CDIB filed a notice of appeal
from the court’s 21 December 2018 order, and od&tuary 2019, the Group and another Morgan Stanley
Group affiliate filed a notice of appeal from thense order.

On 1 April 2016, the California Attorney Generaéfice filed an action against certain Morgan Ségml
Group affiliates in California state court styl€dlifornia v. Morgan Stanley, et alon behalf of California
investors, including the California Public Emploge&etirement System and the California Teachers’
Retirement System. The complaint alleges that thergsih Stanley Group affiliates made
misrepresentations and omissions regarding resadentrtgage backed securities and notes issudtidy
Cheyne SIV, and asserts violations of the Califf@lse Claims Act and other state laws and seelket
damages, civil penalties, disgorgement, and injuaaklief. On 30 September 2016, the court graiited
Morgan Stanley Group affiliates’ demurrer, with Veato replead. On 21 October 2016, the California
Attorney General filed an amended complaint. Onl@buary 2017, the court denied the Morgan Stanley
Group affiliates’ demurrer with respect to the adeshcomplaint.

On 11 October 2011, an ltalian financial institatioBanco Popolare Societa Cooperativa (“Banco
Popolare”), filed a civil claim against the Groupdaanother Morgan Stanley Group affiliate in thdawi
courts, styledBanco Popolare Societd Cooperativa v Morgan Sta#le@o. International plc & others
related to its purchase of €100 million of bondsued by Parmalat. The claim asserted by Banco Bapol
alleges, among other things, that the Group andhandVorgan Stanley Group affiliate was aware of
Parmalat’s impending insolvency and conspired withers to deceive Banco Popolare into buying bonds
by concealing both Parmalat’s true financial caonditand certain features of the bonds from the etark
and Banco Popolare. Banco Popolare seeks damag€g6omillion (approximately $87 million) plus
damages for loss of opportunity and moral damagés. Group and another Morgan Stanley Group
affiliate filed its answer on 20 April 2012. On Beptember 2018, the court dismissed in full thércla
against the Group and another Morgan Stanley Geffilate. On 11 March 2019, the plaintiff filed an
appeal against the court’s decision.
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On 22 June 2017, the public prosecutor for the ColuiAccounts for the Republic of Italy filed a oia
against the Firm styled Case No. 2012/00406/MNVictvlis pending in the Regional Prosecutor’s Office
at the Judicial Section of the Court of Auditors fazio, Italy. The claim relates to certain detiva
transactions between the Republic of Italy andGheup and another Morgan Stanley Group affiliatee T
transactions were originally entered into betwe@89land 2005, and were restructured (and certaiiheof
transactions were terminated) in December 2011Jandary 2012. The claim alleges, inter alia, that t
Group effectively acted as an agent of the stateoimection with these transactions and asserisla
related to, among other things, whether the Miyisif Finance was authorised to enter into these
transactions, whether the transactions were apijgtepand whether the Group’s conduct related to the
termination of certain transactions was proper. Tgr@secutor is seeking damages through an
administrative process against the Group for €Billien (approximately $3.2 billion). On 30 Marci®28,

the Group filed its defence to the claim. On 15eJ2618, the Court issued a decision declining gicton

and dismissing the claim against the Group. A Imgadf the public prosecutor’'s appeal was held on 10
January 2019. On 7 March 2019, the Appellate Divisbf the Court issued a decision declining
jurisdiction and dismissing the claim against threup.

In matters styledCase number 15/363@&nd Case number 15/4353he Dutch Tax Authority (“Dutch
Authority”) has challenged in the District CourtAmsterdam the prior set-off by a subsidiary uraldrtg

of the Group of approximately €124 million (appnmétely $142 million) plus accrued interest of
withholding tax credits against the subsidiary utaléng of the Group’s corporation tax liabilitiés the
tax years 2007 to 2013. The Dutch Authority alletied the subsidiary undertaking of the Group wats n
entitled to receive the withholding tax creditstbe basis, inter alia, that the subsidiary undémntpbf the
Group subsidiary did not hold legal title to cemtaiecurities subject to withholding tax on the vale
dates. The Dutch Authority has also alleged thatsibsidiary undertaking of the Group failed tovie
certain information to the Dutch Authority and kesgequate books and records. On 26 April 2018, the
District Court in Amsterdam issued a decision dssing the Dutch Authority’s claims. On 4 June 2018,
the Dutch Authority filed an appeal before the Gafr Appeal in Amsterdam in matters re-styl€dse
number 18/00318nd Case number 180319. A hearing of the Dutch Authority’s appeals haeen
scheduled for 26 June 2019.

On 5 October 2017, various institutional investfilesd a claim against the Group and another bank in
matter now styledCase number B-803-18 (previously BS 99-6998/20ahe City Court of Copenhagen,
Denmark concerning their roles as underwritershefinitial public offering (“IPO”) in March 2014 dhe
Danish company OW Bunker A/S. The claim seeks dasag DKK 534,270,456 (approximately $82
million) plus interest in respect of alleged losseising from investing in shares in OW Bunker, ebhi
entered into bankruptcy in November 2014. Separateh 29 November 2017, another group of
institutional investors joined the Group and anothenk as defendants to pending proceedings iilitjle
Court of Eastern Denmark against various otheiigmivolved in the IPO in a matter styl€dse number
B-2073-16 The claim brought against the Group and the dva@k has been given its oW@ase number
B-2564-17 The investors claim damages of DKK 767,235,88p(aximately $118 million) plus interest,
from the Group and the other bank on a joint aneise basis with the defendants to these procesding
Both claims are based on alleged prospectus lighilie second claim also alleges professionalliighof
banks acting as financial intermediaries. On 8 ROE8, the City Court of Copenhagen, Denmark onlere
that the matters now style@ase number B-803- 18, B-2073-&6d Case number B-2564-1Fe heard
together before the High Court of Eastern Denm@nk.29 June 2018, the Group filed its defence to the
matter now style€Case number B- 2564-10n 4 February 2019, the Group filed its defemcthe matter
now styledCase number B-803-18

The Group and other financial institutions are cegjing to a number of governmental investigationd a
civil litigation matters related to allegations afiticompetitive conduct in various aspects of iharfcial
services industry, including the matter describedh® next page.
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20. PROVISIONS (CONTINUED)

Beginning in February of 2016, the Group and cerddbrgan Stanley Group affiliates were named as a
defendant in multiple purported antitrust classamst now consolidated into a single proceedinghia t
United States District Court for the Southern Déstof New York styledin Re: Interest Rate Swaps
Antitrust Litigation Plaintiffs allege, inter alia, that the Group argtain Morgan Stanley Group affiliates,
together with a number of other financial institntidefendants, violated United States and New ‘State
antitrust laws from 2008 through December of 2G16annection with their alleged efforts to prevére
development of electronic exchange-based platfdomimterest rates swaps trading. Complaints witee f
both on behalf of a purported class of investors wrchased interest rates swaps from defendantgelh

as on behalf of two swap execution facilities thikégedly were thwarted by the defendants in tafforts

to develop such platforms. The consolidated compaseek, among other relief, certification of the
investor class of plaintiffs and treble damages28duly 2017, the court granted in part and deimqzhrt
the defendants’ motion to dismiss the complaints.

Tax related provisions

The Group is subject to tax laws which are compled subject to different interpretations by theptayer
and the relevant governmental taxing authoritieandgement makes judgements and interpretationg abou
the application of these inherently complex taxdamhen determining the provision for taxes. Dispute
over interpretations of the tax laws may be setil@ti the taxing authority upon examination or dutdhe
Group periodically evaluates the likelihood of asseents in each taxing jurisdiction resulting fromrent
and subsequent years’ examinations. Provisionterkta potential losses that may arise from taitawdle
established in accordance with the guidance onuattw for uncertain tax items. The Group has
established provisions that it believes are adegimtelation to the potential for additional assesnts.
Whilst a range of outcomes is foreseeable, manageoensiders the amount of the provision to be a
reasonable estimate of expected future liabiliiéier consideration of all pertinent facts, basedtle
status of inquiries at the balance sheet date.

In 2017 the Group self-identified an issue regagdMAT on intercompany services provided by certain
overseas affiliates to the Group and engaged with Majesty’s Revenue and Customs (“HMRC") to
resolve the issue. During the period and followingther discussions with HMRC, the matter was
resolved. At the balance sheet date no provisidreld (2017: $25 million).

21. DEFERRED TAX ASSETS AND LIABILITIES

Deferred taxes are calculated on all temporargdifices under the liability method. The movement in
the deferred tax account is as follows:

2018 2017
Deferred Deferred Deferred Deferred
tax tax tax tax
asset liability asset liability
$millions  $millions  $millions  $millions
At 1 January 107 (13) 84 (12)
Adjustment in respect of prior years - - (2) 3
Amount recognised in the consolidated income
statement (58) - Q) 8
Amount recognised in other comprehensive
income (40) (20) 26 (13)
Impact of changes in tax rates recognised in other
comprehensive income 3 - -
Transfer of entity (7) - - -
At 31 December 5 (33) 107 (13)
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21. DEFERRED TAX ASSETS AND LIABILITIES (CONTINUED)

The transfer of entity impact on the deferred tssearelates to the transfer of the MS France Goutippf
the Group. Refer to note 15.

For the purpose of presentation in the consolidatatement of financial position, certain defertad
assets and liabilities have been offset. The defleteix included in the consolidated statementraricial
position and changes recorded in ‘Income tax exg@eare as follows:

Deferred Deferred Consolidated Deferred Deferred Consolidated

tax tax income tax tax income
asset liability statement asset liability statement
2018 2018 2018 2017 2017 2017
$millions  $millions $millions  $millions $millions $millions
Accelerated capital
allowances ) 2 ) 2 ) )
Deferred compensation 4 2 (2 13 - 1
Transitional adjustments - (12) - - (13) -
Temporary differences arising in
respect of changes in the Group's
own credit risk - a7 - 42 - -
Deferred interest - - (48) 48 - )
Unrealised gains/ (losses) - (8) (8) - - 8
Other temporary differences 1 - - 2 - 1
5 (33) (58) 107 (13) 7

Finance Act 2016 enacted reductions in the UK ca@fian tax main rate to 17% with effect from 1 Apri
2020. This reduction in the tax rate impacts thtemled tax charge for the current period. In additi
Finance (No. 2) Act 2015 introduced an 8% corporatax surcharge on the profits of banking companie
with effect from 1 January 2016 which impacts tleéedred tax charge in the current period.

The deferred tax assets recognised are based cageraent assessment that it is probable that thepGro
will have taxable profits against which the tempygmifferences can be utilised.

Deferred tax liability of $12 million on transitiah adjustment relates to the impact of the chamge i
accounting policy with respect to fair value gaargl losses arising upon initial recognition ofafigial
instruments which use unobservable market datdisasssed in note 2.

Deferred tax assets have not been recognisedprcesf the following items (amounts shown aretabe
end of the reporting period):

2018 2017
$millions $millions
Unused tax losses 41 40

The aggregate amount of temporary differences &dsodcwith investments in subsidiaries and branches
for which deferred tax liabilities have not beeoagnised is $nil (2017: $nil).
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22. COMMITMENTS AND CONTINGENCIES
Leases

The Group has entered into non-cancellable comualeleEises on premises and equipment. These leases
have lives ranging from one to seven years. Theelea@n the premises include renewal options and
escalation clauses in line with general rental mecknditions and rent adjustments based on pritiegs.

The lease agreements do not contain contingentpamhent clauses or purchase options and they tlo no
impose any restrictions on the Group’s ability &y plividends, engage in debt financing transactmms
enter into further lease agreements. Future minirpagments and receivables decreased from 2017 as a
result of the transfer of the MS France Group tdlMs

2018 2017
$millions $millions
Lease payments under non-cancellable operatingdeas
recognised as an expense in the year
- Minimum lease payments 7 6

Future minimum lease payments under non-canceltgigeating leases at 31 December are due as
follows:

2018 2017

$millions $millions
Within one year 3 9
In the second to fifth years inclusive 8 16
After five years 1 2
12 27

Future minimum sub-lease receivables under nonetlaide operating leases at 31 December are due as
follows:

2018 2017

$millions $millions
Within one year - 1
In the second to fifth years inclusive - 2
- 3
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22. COMMITMENTS AND CONTINGENCIES (CONTINUED)
Other commitments and contingent liabilities

At 31 December, the Group had the following outdiap commitments and contingent liabilities arising
from off-balance sheet financial instruments:

Contingent liabilities 2018 2017
$millions $millions
Financial guarantees - 1
Commitmentd 2018 2017
$millions $millions
Loan commitments 2,308 2,177
Underwriting commitments 687 336
Guarantees 405 575
Letters of credit 2 2
Unsettled securities purchased under agreemengséti® 34,623 28,480
Unsettled securities sold under agreements to cpsé’ 26,225 13,740
Other commitments 22 13

(1) On balance sheet commitments include standioy dommitments, forward starting securities soldanragreements to

repurchase and guarantees.
(2) Unsettled securities purchased under agreen@n¢sell and sold under agreements to repurdieasea trade date at or prior to

31 December 2018 and settle subsequent to perthd en
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23. EQUITY INSTRUMENTS

Class A

Ordinary Ordinary ordinary
shares of $I shares of £ shares of $! Additional Total equity
each each each Tier 1 capital instruments
$millions $millions $millions $millions $millions

Issued and fully paid:

At 1 January 2017 9,935 30 1,500 1,300 12,765
Ordinary shares of $1 each issued 1,000 1,000
At 1 January 2018 10,935 30 1,500 1,300 13,765
Additional Tier 1 capital issued 2,200 2,200
At 31 December 2018 10,935 30 1,500 3,500 15,965
Voting rights at 31 December 2018 99.99%" 0.1%" Non-voting Non-voting 100%

(1) Ordinary shares are pari passu with each etgardless of currency and together carry 100%ef/oting rights (2017: 100%)
Equity instruments

At 1 January 2018 the total equity instrumentssisue of the Company equated to $13,765 million (1
January 2017: $12,765 million) comprising 10,935,1@8 ordinary shares of $1 each (1 January 2017:
9,935,105,148), 17,615,107 ordinary shares of £h,e5500,000,000 Class A Non-voting ordinary skare
of $1 each (1 January 2017: 1,500,000,000) and édgital instruments of $1,300,000,000 (1 January
2017: $1,300,000,000). All equity instruments aryfpaid.

On 23 August 2018, the Company issued Additional Ti capital instruments (the “Instruments”) with a
value of $2,200,000,000 to Morgan Stanley Inteoreti Limited, a UK-incorporated indirect parenttioé
Company.

Ordinary shares

The holders of the ordinary shares are entitleckteive dividends as declared from time to time ared
entitled, on a show of hands, to one vote and, pallaone vote per share at meetings of the shddels
of the Company. All shares rank equally with regarthe Company’s residual net assets.

All ordinary shares are recorded at the rates ohamge ruling at the date the shares were paid up.
Additional Tier 1 capital

The Instruments include a trigger mechanism wherdhthe Common Equity Tier 1 capital ratio of the
Company or MSI Group falls below a pre-determinedel, the Group will write-down the outstanding
principal amount of the Instruments, together veitty accrued interest coupon. In this situation, gaor
Stanley International Limited, the purchaser of #¥l, would have no further rights against the Grau
respect of the AT1.

The Instruments have no defined maturity, and abmlinated to senior creditors and subordinated lo
creditors of the Group. The Instruments are natledtto any participation in the residual net ass# the
Group. The Instruments are callable at the Grodfgsretion, from 30 November 2023 for those issoied
23 August 2018, and after five years from theiedatissuance of 15 December 2014 for those Ingntsn
previously issued.

Coupons on the Instruments are non-cumulative aydlge at a fixed rate of 7.5% per annum for those
Instruments issued on 23 August 2018, and 9% peuranfor those Instruments previously issued.
Payment of the coupon is wholly at the discretibthe Group.
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23. EQUITY INSTRUMENTS (CONTINUED)
Additional Tier 1 capital (continued)

A payment of coupon interest was approved by thar@of Directors on 31 May 2018 and paid on the
same day (see note 24).

Reserves
Share premium

The ‘Share premium account’ comprises the capéied in an issue of shares that exceeds the nbmina
value of the shares.

Currency translation reserve

The ‘Currency translation reserve’ comprises alkign exchange differences arising from the trdiwsia
of the total assets less total liabilities of fgreioperations. The tax effect of these movemenuiss
included in the ‘currency translation reserve’.

Available-for-sale reserve

The ‘Available-for-sale reserve’ of $nil (2017: $68llion) includes the cumulative net change in fae

value of available-for-sale financial assets heltha reporting date. The tax effect of these mamiwas
also included in the ‘Available-for-sale reservAs a result of the adoption of IFRS 9, at 1 Jan2dry8
the ‘Available-for-sale’ reserve was transferredRetained earnings’.

Capital contribution reserve

The ‘Capital contribution reserve’ comprises cdnitions of capital from the Group’s parent comp&my
subsidiaries of the Group.

Capital redemption reserve

The ‘Capital redemption reserve’ represents trassfe prior years from retained earnings in accocga
with relevant legislation.

Pension reserve

The ‘Pension reserve’ comprises cumulative actlgeas or losses on scheme assets and obligatiins
of current tax and the impact of the asset surpdiling (see note 35).

Debt valuation adjustment reserve

The ‘Debt valuation adjustment reserve’ includes ¢clumulative change in fair value of certain finahc
liabilities designated at fair value through prafitloss that is attributable to changes in thelicnésk of
those liabilities at the reporting date. The tafeef of these movements is also included in thebtDe
valuation adjustment reserve’.

24. DIVIDENDS
On 31 May 2018, the Directors approved a coupormeay on the Instruments of $118,625,000 (31

December 2017: $118,625,000) out of reserves dilaifar distribution at 31 December 2017. The caupo
was paid on 31 May 2018 and has a related tax erfiéf32,028,750 (2017: $33,121,579).

On 4 July 2018, one €1 ordinary share in Morgami8jalnvestment Management (Ireland) Limited was
transferred from the Company to MSIUK by way ofiadend in specie of $1.

On 1 November 2018, 401,072,825 €1 ordinary shardsorgan Stanley France Holdings | S.A.S. were
transferred from the Company to MSIUK by way ofiadend in specie of $442,154,006.

The Directors have not proposed the payment afia flividend out of reserves available at 31 De@mb
2018 (2017: $nil).
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25. ADDITIONAL CASH FLOW INFORMATION

a. Cash and cash equivalents

For the purposes of the consolidated statementash dlows, cash and cash equivalents comprise the
following balances, which have less than three ®mnaturity from the date of acquisition:

2018 2017

$millions $millions

Cash and short term deposits 30,829 25,461
Bank loans and overdrafts (4) (123)
30,825 25,338

Included within ‘Cash and short term deposits’ 18883 million (2017: $12,007 million)f segregated
client money, held in accordance with the FCA’se@ti Money Rules, and an amount of $126 million
(2017: $133 million) which represents other cliemney, that is not available for use by the Grotie
corresponding payable is recognised and includedliade payables’ within ‘Financial liabilities at
amortised cost'.
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25. ADDITIONAL CASH FLOW INFORMATION (CONTINUED)

b.  Reconciliation of cash flows from operating actities

Profit for the year
Adjustments for:
Impairment loss on financial instruments
Depreciation on property, plant and equipment
Provisions
Interest income
Interest expense
Income tax expense

Operating cash flows before changes in operatisgtagnd
liabilities

Changes in operating assets

Net decrease in secured financing
(Increase)/decrease in loans and advances
(Increase)/decrease in trade and other receivables
Net decrease in investment securities
(Increase)/decrease in trading financial assets

Net increase in other assets

Changes in operating liabilities
Increase/(decrease) in secured borrowing
Increase/(decrease) in trade and other payables
Increase/(decrease) in debt and other borrowings
Increase/(decrease) in trading financial liabiitie
Increase/(decrease) in other liabilities

Net decrease in provisions

Interest received

Interest paid

Income taxes paid

Effect of foreign exchange movements
Net cash flows from operating activities

2018 2017
$millions $millions
697 864
7 1)
3 2
(20) -
(1,195) (174)
3,076 1,581
359 414
2,927 2,686
56 952
(364) 182
5,247 (17,401)
29 -
509,  (16,613)
(166)  (117)
9,311 (32,997)
(2,856) 14,881
8028 8,484
6,168) 21,822
3,554 (8,210)
28 (42)
(28) (31)
(9,272) 36,904
1,156 254
(2,845) (1,365)
(281) (264)
990  (1,782)
1,986 3,436
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25. ADDITIONAL CASH FLOW INFORMATION (CONTINUED)

c. Reconciliation of liabilities arising from financing activities
Balance at 1

January 2018 Cash flows

Balance at 31
December 2018

$millions  $millions $millions
Senior subordinated loans - 6,000 6,000
Subordinated loans 7,000 (2,000) 5,000
Total liabilities from financing activities 7,000 4,000 11,000

For further information on subordinated debt cdstv$ during the year refer to Note 19.
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26. EXPECTED MATURITY OF ASSETS AND LIABILITIES
The table below shows an analysis of assets ahitlities analysed according to when they are exqubtd

be recovered, realised or settled.

At 31 December 2018

ASSETS

Cash and short-term deposits
Trading fianancial assets
Secured financing

Loans and advances
Investment securities

Trade and other receivables
Current tax assets

Deferred tax assets

Property, plant and equipment
Other assets

LIABILITIES

Bank loans and overdrafts
Trading financial liabilities
Secured borrowing

Trade and other payables
Debt and other borrowings
Provisions

Current tax liabilities

Deferred tax liabilities
Accruals and deferred income
Post-employment benefit obligations

Less than
or equal More than
to twelve twelve
months months Total
$millions  $millions $millions
30,829 - 30,829
253,188 - 253,188
95,577 66 95,643
712 124 836
- 132 132
63,574 1,623 65,197
350 - 350
- 5 5
- 10 10
7 2 9
444,237 1,962 446,199
4 - 4
217,093 - 217,093
74,952 3,975 78,927
91,187 571 91,758
4,908 32,207 37,115
3 - 3
55 - 55
- 33 33
87 - 87
- 7 7
388,289 36,793 425,082
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26. EXPECTED MATURITY OF ASSETS AND LIABILITIES (CO NTINUED)

At 31 December 2017

ASSETS

Cash and short-term deposits
Trading fianancial assets
Secured financing

Loans and advances
Investment securities

Trade and other receivables
Current tax assets

Deferred tax assets

Property, plant and equipment
Other assets

LIABILITIES

Bank loans and overdrafts

Trading financial liabilities

Secured borrowing

Trade and other payables

Debt and other borrowings
Provisions

Current tax liabilities

Accruals and deferred income
Post-employment benefit obligations

Less than
or equal More than
to twelve twelve
months months Total
$millions  $millions  $millions
25,461 - 25,461
264,793 - 264,793
99,336 9 99,345
476 - 476
- 161 161
69,132 1,732 70,864
139 - 139
9 98 107
- 8 8
6 2 8
459,352 2,010 461,362
123 - 123
217,977 - 217,977
81,000 6,186 87,186
96,837 383 97,220
2,005 37,933 39,938
54 - 54
28 - 28
144 - 144
- 5 5
398,168 44,507 442,675
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27. SEGMENT REPORTING

Segment information is presented in respect of Gineup’s business and geographical segments. The
business segments and geographical segments aa drashe Group’s management and internal reporting
structure. Transactions between business segmentsmaiormal commercial terms and conditions.

Business segment

Morgan Stanley structures its business segmentsapty based upon the nature of the financial pobsiu
and services provided to customers and Morgan Staninternal management structure. The Group’s own
business segments are consistent with those ofdndBganley.

The Group has one reportable business segmeritutiostal Securities, which includes capital ragsiand
financial advisory services; corporate lendingesaltrading, financing and market-making activities
equity and fixed income securities and related petg] including global macro, credit and commoditie
products and investment activities.

Geographical segments

The Group operates in three geographic regionsigbEurope, Middle East and Africa (‘EMEA”"), the
Americas and Asia.

The following table presents selected consolidatetbme statement and consolidated statement of
financial position information of the Group’s opgoas by geographic area. The external revenudsofne
interest expense) and total assets disclosed ifotlwaving table reflect the regional view of thedsp’s
operations, on a managed basis. The attributioaxtdrnal revenues (net of interest expense) arad tot
assets is determined by a combination of clienttearting desk location.

EMEA Americas Asia Total

2018 2017 2018 2017 2018 2017 2018 2017
$millions  $millions $millions $millions $millions 3$millions $millions  Smillions

External
revenues
net of interest 4,611 4,508 167 255 1,032 941 5,810 5,703

Profit / (loss)
before
income tax 831 981 €)) 85 228 212 1,056 1,278

Total assets 325,762337,863 67,681 58,299 52,756 65,200 446,199 461,362
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28. FINANCIAL RISK MANAGEMENT

28.1 Risk management procedures

Risk is an inherent part of the Group’s busineswiac The Group seeks to identify, assess, maoratad
manage each of the various types of risk involvedts business activities in accordance with define
policies and procedures. The Group has develogedwh risk management policy framework, which is
consistent with and leverages the risk managemalitigs and procedures of the Morgan Stanley Group
and which include escalation to the Group’s Boafdwectors and to appropriate senior management
personnel of the Group.

Significant risks faced by the Group resulting frigsntrading, financing and investment activities aet
out below.

28.2 Market risk

Market risk refers to the risk that a change inléwel of one or more market prices, rates, indiceplied
volatilities (the price volatility of the underlygninstrument imputed from option prices), corre@ati or
other market factors, such as market liquidity] veibult in losses for a position or portfolio.

Additional information on primary market risk expmwss, market risk management as well as VaR
methodology, assumptions and limitations is presgbimt the Strategic Report and forms part of thditad
financial statements.

VaR for the year ended 31 December 2018

The table below presents the Management VaR foiGitmip’s trading portfolio on a year-end, average
and annual high and low basis for 31 December 2011831 December 2017.

The Credit Portfolio VaR is disclosed as a sepasategory from the Primary Risk Categories anduithes
loans that are carried at fair value and associdtedges as well as counterparty credit valuation
adjustments and related hedges.

95%/ one-day VaR for the year 95%/ one-day VaR for the year
ended 31 December 2018 ended 31 December 2017
31 December 2018 31 December 2017
Period end  Average High Low Periodend Average High Low

$millions  $millions  $millions  $millions $millions  $millions  $millions  $millions
Market risk category:
Interest rate

and credit spread 13 15 21 11 15 15 22 10
Equity price 7 11 25 7 9 12 18 8
Foreign exchange
rate 5 4 8 2 2 5 9 2
Commodity price 2 1 2 1 1 1 2 -
Less diversification
benefit)® (10) (12) N/A N/A (@) (12) N/A N/A
Primary Risk
Categories 17 19 31 15 20 21 29 15
Credit Portfolio ® 4 4 6 3 5 6 8 4
Less diversification
benefith® 3) (2) N/A N/A ) (4) N/A N/A
Total Management
VaR 18 21 31 15 22 23 31 16

(1) Diversification benefit equsthe difference between total trading VaR andstin@ of the VaRs for the four risk categor
This benefit arises because the simulateddaelosses for each of the four primary market dategories occur on differe
days; similar diversificatiobenefits also are taken into account within eatbauay

(2) N/A - Not Applicable. The minimum and maximum VaR valfiesthe total VaR and each of the component VaRght
have occurred on different days during the yearthacefore the diversification benefit is not aplagable measure.

(3) The Credit Portfolio VaR is disclosed as a safgacategory from the Primary Risk Categories iactides loans that are
carried at fair value and associated hedges asawelbunterparty credit valuation adjustments aftated hedges.
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28. FINANCIAL RISK MANAGEMENT (CONTINUED)

28.2 Market risk (continued)

The Group’s average VaR for Primary Risk Categofs2018 was $19 million compared with $21
million for 2017. The decrease in average VaR fomBry Risk Categories is due to risk reductioroasr
equity and foreign exchange.

The average Credit Portfolio VaR for 2018 was $4liomi compared with $6 million for 2017. The
decrease in the average VaR over the year wasdoivexposure changes during 2018.

The average total VaR for 2018 was $21 million careg with $23 million for 2017.
Non-trading risks for the year ended 31 Decembdi820

The Group believes that sensitivity analysis isappropriate representation of the Group’s non-trgdi
risks. Reflected below is this analysis, which asva&ubstantially all of the non-trading risks ie @Broup’s
portfolio, with the exception of counterparty credialuation adjustments, which are covered in the
previous section.

Interest rate risk

The Group’s VaR excludes certain funding liabiktend money market transactions. The applicatica of
parallel shift in interest rates of 200 basis ppintrease or decrease to these positions wouldt iesa net
gain or loss, respectively, of approximately $13@i0ion as at 31 December 2018, compared to dasst
or gain of $20.8 million as at 31 December 2017.

Funding liabilities

The credit spread risk sensitivity of the Group’arkato-market funding liabilities corresponds to an
increase in value of approximately $4.3 million &8 million for each 1 basis point widening ireth
Group’s credit spread level at 31 December 20183ndecember 2017 respectively.

Equity investments price risk

The Group is exposed to equity price risk as alrefichanges in the fair value of its investmeintéisted

and private equities classified as FVPL financiabeds. These investments are predominantly equity
positions with long investment horizons, the majodf which are for business facilitation purpos€be
market risk related to these investments is medsyeestimating the potential reduction in net reves
associated with a 10% decline in asset values@srsin the table below.

31 December 201831 December 2017
10% sensitivity 10% sensitivity
$millions $millions

Investment securities 13 16

Currency risk

The Group has foreign currency exposure arisingnfforeign operations. The majority of this foreign
currency risk has been hedged by other membetsedfibrgan Stanley Group, primarily Morgan Stanley,
by utilising forward foreign currency exchange cants.

The Group also has foreign currency exposure arisom its trading activities in currencies othlean US
dollars. It actively manages this exposure by heglgiith other Morgan Stanley Group undertakings.

The analysis below details the foreign currencyosxpe for the Group, by foreign currency, relatinghe
retranslation of its non-US dollar denominated bhms and subsidiaries. The analysis calculates the
impact on total comprehensive income of a reasgnpbssible parallel shift of the foreign currency i
relation to the US dollar, with all other variablesld constant. This analysis does not take intowaat the
effect of the foreign currency hedges held by othembers of the Morgan Stanley Group.
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28.2 Market risk (continued)

Currency risk (continued)

2018 2017
Sensitivity to applied Sensitivity to applied
percentage change in percentage change in
currency (+/-) currency (+/-)
Foreign Percentage Other Foreign Percentage Other
currency change comprehensive currency change comprehensive
exposure applied income exposure applied income
$millions % $millions $millions % $millions
Euro 579 14% 81 648 14% 91
Taiwan New Dollar 128 8% 10 82 8% 7
Polish Zloty 5 17% 1 5 17% 1
South Korean Won 246 11% 27 234 11% 26
Swedish Krona - 21% - 13 21% 3
Swiss Franc 21 12% 3 17 12% 2
979 122 999 130

The reasonably possible percentage change in thency rate in relation to US dollars has beenuwated
based on the greatest annual percentage changetlowe® year period from 1 January 2014 to
31 December 2018 (2016: 1 January 2013 to 31 Deee@lil7). Thus, the percentage change applied may
not be the same percentage as the actual chatige éarrency rate for the relevant year.

The Group also has foreign currency exposure @ isom its trading activities and assets and liied in
currencies other than US dollars, which it activelgnages by hedging with other Morgan Stanley Group
undertakings.

28.3 Credit risk

Credit risk refers to the risk of loss arising wharborrower, counterparty or issuer does not niset i
financial obligations to the Group. Credit risk luntes country risk, which is further described melo

Additional information on credit risk monitoringowrtrol and mitigation is presented in the Strategjwort
and forms part of the audited financial statements.

28.3.1 Exposure to credit risk

The maximum exposure to credit risk (“gross credgposure”) of the Group as at 31 December 2018 is
disclosed below, based on the carrying amountbefihancial assets and the maximum amount that the
Group could have to pay in relation to unrecogniedncial instruments, which the Group believes ar
subject to credit risk. Within the table on the hpage, financial instruments subject to accounE@}

are distinguished from those that are not. Thosanfiial instruments that bear credit risk but asé n
subject to ECL are subsequently measured are diftiey Exposure arising from financial instrument$ n
recognised on the consolidated statement of fishnposition is measured as the maximum amount that
the Group could have to pay, which may be signifilyagreater than the amount that would be recaghis
as a liability. Where the Group enters into cregihancements, including receiving cash and secasity
collateral and master netting agreements, to matregeredit exposure on these financial instrumérgs
financial effect of the credit enhancements isldsed below. The net credit exposure representsrtit
exposure remaining after the effect of the crexdlitamcements.
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28.3 Credit risk (continued)

28.3.1 Exposure to credit risk (continued)

Trading financial assets are subject to tradeditcrexk through exposure to the issuer of the fiiah
asset; the Group manages this issuer credit riskigin its market risk management infrastructure tal
traded credit risk is incorporated within the VaRsed risk measures included in the market risk
disclosure.

Exposure to credit risk by class

2018
Gross credit Credit Net credit
Class ex @ @
posure enhancements exposure
$millions $millions $millions
Subject to ECL:
Cash and short-term deposits 30,829 - 30,829
Loans and advances 825 - 825
Trade and other receivabf@s 64,314 - 64,314
FVPL, not subject to ECL™:
Trading financial assets:
Derivatives 179,311 (173,250) 6,061
Secured financing 95,643 (94,546) 1,097
Loans and advances 11 - 11
Trade and other receivabfés 780 (370) 410
371,713 (268,166) 103,547
Unrecognised financial instrument:
Subject to ECL:
Loan commitments 1,556 - 1,556
Letters of credit 1 - 1
FVPL, not subject to ECL™:
Loan commitments 752 (84) 668
Letters of credit 1 - 1
Unsettled securities purchased under
agreements to resél| 34,623 - 34,623
Total unrecognised financial instruments 36,933 (84) 36,849
408,646 (268,250) 140,396

(1) The carrying amount recognised in the const#istatement of financial position best represémsGroup’s maximur
exposure to credit risk.

(2) Of the residual net credixposure, intercompany cross product netting aeavegts are in place which would allow for
additional $4,392nillion of an available $29,892 million (2017: $68million of an available $29,930 million) to b&set in
the event of default by certain Morgan Stanley ¢erparties.

(3) Trade and other receivables primarily includsiccollateral pledged against the payable on Ofrvative positions. Tése
derivative liabilities are included within tradifigancial liabilities in the consolidated statemeffinancial position.

(4) Financial instruments measured at FVPL aresobject to ECL.

(5) For unsettled securities purchased under agnetnto resell, collateral in the form of secusitvéll be received at theoint
of settlement. Sincéné value of collateral is determined at a futureedd is currently unquantifiable and not includedthe
table.
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28.3  Credit risk (continued)

Exposuri to credit risk by class (continued)

2017
Gross credit Credit Net credit
exposure() enhancements  exposure(2)
Class $millions $millions $millions
Loans and receivables:
Cash and short term deposits 25,461 - 25,461
Trading financial assets:

Derivatives 167,008 (159,176) 7,832
Secured Financing 99,345 (95,075) 4,270
Loans and advances 476 - 476
Trade and other receivabfs 69,835 (520) 69,315

362,125 (254,771) 107,354
Unrecognised financial
instruments
Loan commitments 2,177 (105) 2,072
Unsettled securities purchased
under agreements to re$®ll 28,480 - 28,480
Letters of credit 2 - 2
Total unrecognised financial
instruments 30,659 (105) 30,554
392,784 (254,876) 137,908

(1) The carrying amount recognised in thesaidated statement of financial position bestesents the Grouy

maximum exposure to credit risk.

2) Of the residual net credit exposure, intercomypamss product netting arrangements are in pladehawould
allow for an additional $5,364 million of an avdla $29,98 million to be offset in the ordinary course

businees and/or in the event of default.

(3) Trade receivables primarily include cash celiat pledged against the payable on OTC derivaiositions
These derivative liabilitie are included within trading financial liabiliti@sthe consolidated statement of finan

position.

(4) For unsettled securities purchased under agretrio resell, collateral in the form of secustieill be
received at the point of settlemenSince the value of collateral is determined dtitare date it is current

unquantifiable and not included in the table.

The impact of master netting arrangements and airagreements on the Group’s ability to offsetriiial
assets and financial liabilities is disclosed iten®l.

129



MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

28. FINANCIAL RISK MANAGEMENT (CONTINUED)

28.3 Credit risk (continued)
Exposure to credit risk by internal rating grades

Internal credit ratings are derived using methodi@e generally consistent with those used by eatern
agencies.

a. Recognised and unrecognised financial instrumauiigst to ECL

The following table provides an analysis of theditreisk exposure by ECL stage per class of reczaghi
and unrecognised financial instrument subject th, H@2sed on the following internal credit ratingdes:

Investment grade: internal grades AAA - BBB
Non-investment grade: internal grades BB - CCC
Default: internal grades D

ECL staging
Stage 1 Stage 2 Stage 3 Total
12-month Lifetime Lifetime
ECL ECL ECL

31 December 2018 $ millions  $ millions  $ millions  @illions
Cash:
Credit grade

Investment grade 30,673 - 30,673
Non-investment grade 156 - 156
Gross carrying and carrying amottht 30,829 - - 30,829
Loans and Advances:

Credit grade

Investment grade 803 - 803
Non-investment grade 22 - 22
Gross carrying and carrying amotht 825 - - 825
Trade and other receivables?®

Credit grade

Investment grade 604 52,864 42 53,510
Non-investment grade - 6,907 1 6,908
Default - - 10 10
Unrated - 3,913 10 3,923
Gross carrying amount 604 63,684 63 64,351
Loss allowance - - 37 37
Carrying amount 604 63,684 26 64,314

(1) ECL is de minimus, therefore, gross carryingant is equal to carrying amount
(2) The $604million in stage 1 relates entirely to other reediles. There are no trade receivables at stage theaGroup's
accounting policy is to measure lifetime creditsles on trade receivables under the simplified a@gbroRefetto note 3 foi

further detail on the accounting policy.

(3) For the unrated stage 2 trade receivabledifetime ECL is always calculated without considgriwhether a SICR has

occurred.
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28.3  Credit risk (continued)

Exposure to credit risk by internal rating gradesi(tinued)

ECL staging
Stage 1 Stage 2 Stage 3 Total
12-month Lifetime Lifetime
ECL ECL ECL
31 December 2018 $ millions  $ millions  $ millions  Miillions
Loan Commitments?
Credit grade
Investment grade 1,412 - - 1,412
Non-investment grade 117 29 - 146
Total amount committed 1,529 29 - 1,558

(2) Loan commitments including letters of credit

b. Financial assets measured at FVPL

Maximum exposure to credit risk by credit raffhg

AAA
AA

A

BBB

BB

B

CCcC
Unrated
Total

Gross credit exposure

31 December 2018

$ millions

8,497

32,166

157,163

60,105

11,881

4,839

440

654

275,745

(1) The above table excludes $73,877 million oflittg corporate debt and equities as well as $13Romiof investment
securities. For debt instruments, credit risk ishageed through the market risk management infrastre@nd incorporated

into VaR.

c. Unrecognised financial instruments measutédiavalue
Maximum exposure to credit risk by credit rating
Credit rating

AA

A

BBB

BB

B
Unrated
Total

Gross credit exposure

31 December 2018
$ millions
17,304
7,978
8,782
1,181
125
6
35,376
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28.3  Credit risk (continued)
28.3.2 Loss allowance

This table summarises the loss allowance by claisigst to ECL

2018 2017
Gross ECL Net Gross Impairment® Net
$million  $million  $million  $million $million  $million

Loans and advances 825 - 825 476 - 476
Trade and other
receivables 64,351 37 64,314 70,086 41 70,045
Loan commitment&® 1,558 - 1,558 2,179 - 2,179

66,734 37 66,697 72,741 41 72,700

(1) Impairment under IAS 39
(2) Loan commitments including letters of credit
(3) There is no gross carrying value for loan cotmmants. The numbers in this table reflect grososwpe.

At 31 December 2018, the carrying amount of finahassets on which no ECL were recognised because
of collateral held was $41,558 million.

In relation to the trade receivables with an ECI$87 million, the related gross carrying amour§4s456
million. An analysis of the changes in gross camgyamount and corresponding ECL is shown below. Fo
all other trade and other receivables, ECL has lassessed as de minimis based on a variety ofracto
including the short dated nature of the assetsadadk of historical credit losses.

Trade and other receivables at amortised cost Stade Stage?2 Stage 3 Total
12-month Lifetime Lifetime
ECL ECL ECL
$ millions $ millions $ millions $ millions
Gross carrying amount as at 1 January 2018 13 2,260 49 2,322
Transfers:

Transfers to Stage 3 - (192) 192 -
New financial assets originated or purchased 5 2,82 - 4,827
Financial assets derecognised during the period

other than write-offs - (2,520) (165) (2,685)
Write-offs - - (12) (12)
FX and other movements - 3 - 3
Gross carrying amount as at 31 December 2018 18 4,373 65 4,456
Loss allowance as at 31 December 2018 - - 37 37
Carrying amount as at 31 December 2018 18 4,373 28 4,419

As at 31 December 2018, there is no collateral hghinst credit-impaired assets.
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Credit risk (continued)

Loss allowance (continued)
Trade and other receivables at amortised cost

Stage 1 Stage 2 Stage 3 Total
12-month Lifetime Lifetime
ECL ECL ECL
$ millions  $ millions $ millions $ millions
Loss allowance as at 1 January 2018 - - 41 41
Changes in credit risk - - 6 6
FX and other movements - - 1 1
Total net consolidated income i i 7 7
statement charge during the year
Write-offs - - (12) (12)
Loss allowance as at 31 December
2018 - - 37 37

Changes in estimation techniques or significanuegstions

There have been no changes made to estimationideesnor significant assumptions for estimating
impairment, during the year.

28.3.3 Write-offs

The Group may write-off financial assets that atit subject to enforcement activity. The outstargli
contractual amounts of such assets written offrduthe year ended 31 December 2018 was $11 million
The Group still seeks to recover in full amountsitegally owed, but which have been written afedo
there being no reasonable expectation of full recpv

28.3.4 Modification of financial assets

There were no modifications to financial assetsimdurthe year or since origination and therefore
modifications have not impacted ECL staging.

28.4 Liquidity and funding risk

Liquidity and funding risk refers to the risk titae Group will be unable to finance its operatidng to a
loss of access to the capital markets or difficiftyliquidating its assets. Liquidity and fundinigk also
encompasses the Group’s ability to meet its firemabligations without experiencing significant lmess
disruption or reputational damage that may thredgeviability as a going concern.

Additional information on liquidity and funding Ksmanagement is presented in the Strategic Repdrt a
forms part of the audited financial statements.
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Liauiditv and fundina risk (continued)
Maturity analysis

In the following maturity analysis of financial baities, derivative contracts and other finandiabilities
held as part of the Group’s trading activities presented at fair value, consistent with how tHaesecial
liabilities are managed, and are disclosed as amadd. Derivatives not held as part of the Grougdihg
activities and financial liabilities designatedfait value through profit or loss which contain embedded
derivative are disclosed according to their earlgemtractual maturity; all such amounts are prestat
their fair value, consistent with how these finahdiabilities are managed. All other amounts repre
undiscounted cash flows payable by the Group aidhom its financial liabilities to their earliest
contractual maturities as at 31 December 2018 danDe&ember 2017. Repayments of financial liabsitie
that are subject to immediate notice are treatatiragtice were given immediately and are clasdifis on
demand. This presentation is considered by thetto appropriately reflect the liquidity risk ang

from those financial liabilities, and is consistevith how the liquidity risk on these financial lidities is
managed by the Group.
Equalto Equal to
ormore or more Equalto
than 1 than 3 or more
month  months than 1 Equalto
butless butless yearbut or more
On Lessthan than3 than1l lessthan than5

demand 1 month months year 5years years Total

31 December 2018 $millions $millions $millions $millions $millions $millions  $millions
Financial liabilities
Bank loans and overdrafts 4 - - - - - 4
Trading financial liabilities:

Derivatives 174,113 - - - - - 174,113

Other 42,980 - - - - - 42,980
Secured borrowing 54,579 7,737 7,026 5,629 4,018 - 78,989
Trade and other payables 90,610 - 267 100 11 560 91,548
Debt and other borrowings 1,629 95 3,451 1,099 21,281 13,362 40,917
Total financial liabilities 363,915 7,832 10,744 6,828 25,310 13,922 428,551
Unrecognised financial
instruments
Guarantees 405 - - - - - 405
Letters of credit - - - - 2 - 2
Loan commitments 2,308 - - - - - 2,308
Underwriting commitments - - - 687 - - 687
Unsettled securities purchased
under agreements to resell 31,955 1,689 - 979 - - 34,623
Other commitments 22 - - - - - 22
Total unrecognised financial
instruments 34,690 1,689 - 1,666 2 - 38,047

(1) The Group enters into forward-starting revemspurchase agreements (agreements which have exdedd at or prior to 31
December 2018 and settle subsequent to period &hdge agreements primarily settle within threeirtess days and of the total
amount outstanding at 31 December 2018, $31,93®mmdettled within three business days.
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Liquidity and funding risk (continued)

Maturity analysis (continue
Equalto Equalto
or more ormore Equalto
than 1 than 3 or more
month  months than1 Equalto
butless butless yearbut or more
On Less than than 3 than 1 less than than 5

demand 1 month months year 5years years Total

31 December 2017 $millions $millions $millions $millions $millions $millions  $millions
Financial liabilities
Bank loans and overdrafts 123 - - - - - 123
Trading financial liabilities:

Derivatives 169,226 - - - - - 169,226

Other 48,752 - - - - - 48,752
Secured borrowing 54,191 15,145 4,603 7,088 6,205 - 87,232
Trade and other payables 96,043 298 9 221 75 373 97,019
Debt and other borrowings 1,875 34 75 618 26,864 14,144 43,610
Total financial liabilities 370,210 15,477 4,687 7,927 33,144 14517 445,962
Unrecognised financial
instruments
Guarantees 575 - - - - - 575
Letters of credit - - - - 2 - 2
Financial guarantees - - - - 1 - 1
Loan commitments 2,177 - - - - - 2,177
Underwriting commitments - - - 336 - - 336
Unsettled securities purchased
under agreements to re$ell 28,246 234 - - - - 28,480
Other commitments 13 - - - - - 13
Total unrecognised financial
instruments 31,011 234 - 336 3 - 31,584

(1) The Group enters into forward-starting reverspurchase agreements (agreements which have e dedd at or prior to 31
December 2017 and settle subsequent to period efthse agreements primarily settle within thresiimss days and of the total
amount outstanding at 31 December 2017, $28,24®mdettled within three business days.

The Group does not expect that all of the potewtish flows associated with financial guarantestters
of credits and loan commitments will be required.
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29. TRANSFERS OF FINANCIAL ASSETS, INCLUDING PLEDGE S OF COLLATERAL
Transferred financial assets that are not derecogeed in their entirety

In the ordinary course of business, the Group eriteéo various arrangements, including selling sées
under agreements to repurchase, purchasing sesunitider agreements to resell, securities borr@amed
securities loaned to, amongst other things, acgsé@urities to cover short positions and settleeioth
securities obligations, to accommodate customexsta and to finance the Group’s inventory positions

The Group pledges certain financial instrumentsaitateralise repurchase agreements and otherisesur
financings. Pledged financial instruments that lsarsold or repledged by the secured party ardifideh

as trading financial instruments (pledged to vesigarties) in the consolidated statement of firgnci
position. The Group has determined that it retaidsstantially all the risks and rewards of thesarfcial
instruments including credit risk, settlement rislquntry risk and market risk, and therefore has no
derecognised them. In addition, it recognisesaniial liability in respect of the considerati@teived.

Other financial assets transferred that continugetoecognised for accounting purposes includegalsaf
securities as collateral for derivative transaction otherwise, as well as certain sales of séesinith
related transactions, such as derivatives, thatlitrés the Group retaining substantially all theks and
rewards of the financial assets transferred. ditash, it recognises a financial liability in resgt of the
consideration received.

These transactions are generally conducted unaiedatd agreements used by financial market paatitip
and are undertaken with counterparties subjechéoGroup’s normal credit risk control processese Th
resulting credit exposures are controlled by dailgnitoring and collateralisation of the position$he
carrying amount of the associated financial lidiedi related to financial assets transferred tbaticue to
be recognised is $42,423llion (2017: $70,487 million).

The following table presents those financial assdtech have been sold or otherwise transferred, but
which for accounting purposes remain recognisedhen consolidated statement of financial position.
Positions presented below show long positions gofssort positions in the same security, whilst the
consolidated statement of financial position préséang and short positions in the same securitg oet
basis.

2018 2017
$millions $millions

Trading financial assets
Debt securities 22,203 17,613
Equity instruments 40,413 62,762
62,616 80,375
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30. FINANCIAL ASSETS ACCEPTED AS COLLATERAL

The Group’s policy is generally to take possessibeecurities received as collateral, securitiesipased
under agreements to resell and securities borroWwee.Group monitors the fair value of the undeuyin
securities as compared with the related receivabfeayable, including accrued interest, and, agssary,
requests additional collateral to ensure such aetitns are adequately collateralised. Where deemed
appropriate, the Group’s agreements with thirdiparspecify its rights to request additional celtat.
These transactions are generally conducted underdatd documentation used by financial market
participants.

The fair value of collateral accepted under thesangements as at 31 December 2018 was $341,971
million (2017: $290,046 million). Of this amount&3379 million (2017: $261,224 million) has beeldso

or repledged to third parties in connection witlaficing activities, or to comply with commitmentsder
short sale transactions.
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31. FINANCIAL ASSETS AND FINANCIAL LIABILITIES SUBJ ECT TO OFFSETTING

To manage credit exposure arising from its busiredsvities, the Group applies various credit risk
management policies and procedures, see note 28rfber details. Primarily in connection with seities
purchased under agreements to resell and secusdtiless under agreements to repurchase, securities
borrowed and securities loaned transactions antvadise transactions, the Group enters into master
netting arrangements and collateral arrangemertts it counterparties. These agreements provide the
Group with the right, in the ordinary course of imess and/ or in the event of a counterparty de{such

as bankruptcy or a counterparty’s failure to payerform), to net a counterparty’s rights and odtiigns
under such agreement and, in the event of countgrgafault, set off collateral held by the Grougaanst

the net amount owed by the counterparty. In certéioumstances, the Group may not have such an
agreement in place; the relevant insolvency rediwigch is based on type of counterparty entity Hrel
jurisdiction of organisation of the counterpartyjymot support the enforceability of the agreementhe
Group may not have sought legal advice to supperenforceability of the agreement. In cases where
Group has not determined an agreement to be eafoesghe related amounts are not offset.

The Group’s policy is generally to take possessibgsecurities purchased or borrowed in connectiith w
securities purchased under agreements to reselsequtities borrowed transactions, respectiveld, tan
receive cash and securities delivered under seusbld under agreements to repurchase or sesudtn
transactions (with rights of rehypothecation). émtain cases the Group may be permitted to pokitecdl

to a third party custodian under a tri-party aremgnt that enables the Group to take control oh suc
collateral in the event of a counterparty defalitte enforceability of the master netting agreenetdaken
into account in the Group’s risk management prastiand application of counterparty credit limitheT
Group also monitors the fair value of the undedysecurities as compared with the related recedvabl
payable, including accrued interest, and, as nacgssequests additional collateral as providedeuriie
applicable agreement to ensure such transactiansa@dequately collateralised, or the return of exces
collateral.

The risk related to a decline in the market valtieadlateral (pledged or received) is managed hirse
appropriate market-based haircuts. Increases Iatemdl margin calls on secured financing due toketa
value declines may be mitigated by increases itashl margin calls on securities purchased under
agreements to resell and securities borrowed tcéinsa with similar quality collateral. Additiongll the
Group may request lower quality collateral pleddped replaced with higher quality collateral through
collateral substitution rights in the underlyingegments.

The Group actively manages its secured financirgyimanner that reduces the potential refinancsigaf

secured financings of less liquid assets. The Grupsiders the quality of collateral when negatigti
collateral eligibility with counterparties, as defd by its fundability criteria. The Group utilissBorter-

term secured financing for highly liquid assets &ad established longer tenor limits for less toassets,
for which funding may be at risk in the event aharket disruption.

In the consolidated statement of financial positifimancial assets and financial liabilities arésef and
presented on a net basis only where there is @mulegally enforceable right to set off the redegd
amounts and an intention to either settle on a badis or to realise the asset and the liability
simultaneously. In the absence of such conditibnancial assets and financial liabilities are prgsed on

a gross basis.

The following tables present information about diffsetting of financial instruments and relatedlaigral
amounts. The tables do not include information &bfmancial instruments that are subject only to a
collateral agreement. The effect of master netangingements, collateral agreements and othertcredi
enhancements, on the Group’s exposure to crelitsidisclosed in note 28.
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31. FINANCIAL ASSETS AND FINANCIAL LIABILITIES SUBJECT TO OFFSETTING

(CONTINUED)

Net amounts

Amounts offset ir presented in tte
the consolidater

statement o

consolidatec
statement o

Amounts not offset in the

financial position financial consolidated statement of
@eE position  financial position ® ® ©
Gross Net
amounts® Financial Cash exposure®
instruments collateral
$millions $millions $millions $millions $millions $millions
31 December 2018
Assett
Secured Financing:

Cash collateral on securities

borrowed 32,353 (9,231) 23,122 (22,566) - 556

Securities purchased under

agreement to resell 177,283 (112,411) 64,872 (64,331) - 541
Trading financial assets:

Derivatives 231,328 (52,017) 179,311 (149,608) (23,531) 6,172
TOTAL 440,964 (173,659) 267,305 (236,505) (23,531) 7,269
Liabilities
Secured borrowing:

Cash collateral on securities

loaned 30,334 (9,231) 21,103 (20,767) - 336

Securities sold under

agreement to repurchase 153,887 (112,411) 41,476 (39,622) - 1,854
Trading financial liabilities:

Derivatives 225,677 (51,564) 174,113 (144,279) (19,509) 10,325
TOTAL 409,898 (173,206) 236,692 (204,668) (19,509) 12,515

@

@

(©)
4)

®)
(6)

™)

®)

Amounts include $240 million of cash collatesal securities borrowed, $533 million of securifeschased under agreements
to resell, $1,287 million of trading financial atse derivatives, $336 million of cash collateral securities loaned, $1,009
million of securities sold under agreements to repase and $1,760 million of trading financial llaies — derivatives which
are either not subject to master netting agreemmntsllateral agreements or are subject to suckeagents but the Group has
not determined the agreements to be legally erdibtee

Amounts are reported on a net basis in theatmaed statement of financial position when thisra legally enforceable master
netting arrangement that provides for the currigit rof offset and there is an intention to eitkettle on a net basis or to realise
the asset and liability simultaneously.

Amounts include $4,422 million and $3,969 roitliof cash collateral related to trading finaneisdets — derivatives and trading
financial liabilities — derivatives, respectivetgcognised in amounts offset in the consolidatatéstent of financial position.
Amounts relate to master netting arrangemants collateral arrangements which have been detedriby the Group to be
legally enforceable, but do not meet all criterimuired for net presentation within the consolidaséatement of financial
position.

The cash collateral not offset is recognisedhia consolidated statement of financial positidthin secured financing and
secured borrowing respectively.

In addition to the balances disclosed in thieletaabove, certain secured financing and securetwimg have legally
enforceable master netting arrangements in plasea Aesult, $2,686 million of netting is includedthin the consolidated
statement of financial position.

In addition to the balances disclosed in theet@mbove, $8 million not presented net of certeale and other receivables and
trade and other payables have legally enforceabktannetting arrangements in place and can betaffghe ordinary course
of business and/ or in the event of default.

Intercompany cross-product legally enforceat®tting arrangements are in place which would alloman additional $4,392
million of the total consolidated statement of fig&l position, to be offset in the ordinary coutdebusiness and/ or in the
event of default. The additional amounts for offseuld include a portion of the residual net expesu
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31. FINANCIAL ASSETS AND FINANCIAL LIABILITIES SUBJECT TO OFFSETTING

(CONTINUED)

Amounts offser Net amounts
in the presented ir  Amounts not
consolidatec the offset in the

statement o

consolidatec

consolidated

financial statement o statement of
position financial financial
@ position  position® ®©®
Gross Financial Cash Net
amounts® instruments  collateral exposure”
$millions $millions $millions $millions $millions $millions
31 December 2017
Assets
Secured Financing:

Cash collateral on

securities borrowed 28,639 (10,811) 17,828 (17,410) - 418

Securities purchased

under agreement to resell 140,530 (69,791) 70,739 (66,887) - 3,852
Trading financial assets:

Derivatives 216,599 (49,591) 167,008 (136,287) (22,844) 7,877
TOTAL 385,768 (130,193) 255,575 (220,584) (22,844) 12,147
Liabilities
Secured borrowing:

Cash collateral on

securities loaned 28,299 (10,812) 17,487 (17,208) - 279

Securities sold under

agreement to repurchase 121,947 (69,792) 52,155 (48,380) - 3,775
Trading financial liabilities:

Derivatives 215,199 (45,973) 169,226 (133,480) (24,038) 11,708
TOTAL 365,445 (126,577) 238,868 (199,068) (24,038) 15,762
(1) Amounts include $134 million of cash collaterah securities borrowed, $3,581 million of secestipurchased under

?

©)
4)

®)
(6)

@)

agreements to resell, $2,103 million of tradingafinial assets classified - derivatives, $271 mnillaf cash collateral on
securities loaned, $3,362 million of securitiesdsohder agreements to repurchase and $2,465 milfiamading financial
liabilities — derivatives which are either not setijto master netting agreements or collateralemgeats or are subject to such
agreements but the Group has not determined tieemgnts to be legally enforceable.

Amounts are reported on a net basis in thedlmlaed statements of financial position when ¢hiar a legally enforceable
master netting arrangement that provides for aeatimight of offset and there is an intention tihei settle on a net basis or to
realise the asset and liability simultaneously.

Amounts include $6,418 million and $2,800 roifliof cash collateral related to trading finaneissets — derivatives recognised
in amounts offset in the consolidated statemefinahcial positions for assets and liabilities msjvely.

Amounts relate to master netting arrangemants collateral arrangements which have been detedriby the Group to be
legally enforceable but do not meet all criteriguieed for net presentation within the consolidastatement of financial
position.

The cash collateral not offset is recognisedhi@ consolidated statement of financial positiathiw trade receivables and
payables respectively.

In addition to the balances disclosed intdi#e certain financial assets and financial litib8 designated at fair value through
profit or loss have legally enforceable masteringtarrangements in place. As a result, $1,760ianilbf netting is included
within the consolidated statement of financial fosi $32 million not presented net within the colidated statement of
financial position have legally enforceable nettimgangements in place and can be offset in theamgdcourse of business and/
or in the event of default.

Intercompany cross-product legally enforceatstting arrangements are in place which would alloman additional $5,364
million of the total consolidated statement of fig&l position, to be offset in the ordinary coutdebusiness and/ or in the
event of default. The additional amounts for offseuld include a portion of the residual net expesu
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32.  FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE

a. Financial assets and liabilities recognideat fair value on a recurring basis

The following tables present the carrying valughaf Group’s financial assets and financial lial@fitrecognised at fair
value on a recurring basis, classified accordinghto fair value hierarchy. See transition note Adn analysis of
financial assets and liabilities which have movexhf amortised cost to FVPL as at 1 January 2018&amsition to

IFRS 9.
201¢ Valuation Valuation
Quoted prices in techniques using with significant
active market observable inputs  observable inputs
(Level 1) (Level 2) (Level 3) Total
$millions $millions $millions $millions
Trading financial assets:
Government debt securities 12,093 2,669 13 14,775
Corporate and other debt - 10,934 318 11,252
Corporate equities 47,407 410 33 47,850
Derivatives:
Interest rate contracts 26 63,633 979 64,638
Credit contracts - 3,827 151 3,978
Foreign exchange and gold contracts 1 72,259 49 72,309
Equity contracts 764 32,730 1,858 35,352
Commodity contracts 8 3,001 25 3,034
Total trading financial assets 60,299 189,463 3,426 253,188
Secured financing:
Cash collateral on securitities borrows - 23,122 - 23,122
Securities purchased under agreements to resell - 64,555 317 64,872
Other - 7,649 - 7,649
Total secured financing - 95,326 317 95,643
Loans and advances:
Corporate loans - 11 - 11
Investment securities:
Corporate equities 14 33 85 132
Trade and other receivables:
Prepaid OTC contracts - 499 123 622
Margin loans - 11 130 141
Other - - 17 17
Total trade and other receivables - 510 270 780
Total financial assets measured at fair value 60,313 285,343 4,098 349,754
Trading financial liabilities:
Government debt securities 16,640 1,295 - 17,935
Corporate and other debt - 4,593 - 4,593
Corporate equities 20,385 58 9 20,452
Derivatives:
Interest rate contracts 21 58,784 424 59,229
Credit contracts - 3,659 166 3,825
Foreign exchange and gold contracts - 72,521 74 72,595
Equity contracts 523 32,819 2,232 35,574
Commodity contracts 106 2,745 39 2,890
Total trading financial liabilities 37,675 176,474 2,944 217,093
Secured borrowing:
Cash collateral on securities loaned - 366 - 366
Securities sold under agreements to repurchase - 15,868 - 15,868
Other secured borrowing - 16,348 - 16,348
Total secured borrowing - 32,582 - 32,582
Trade and other payables:
Prepaid OTC contracts - 628 259 887
Unfunded loan commitments - 10 - 10
Total trade and other payables - 638 259 897
Debt and other borrowings:
Issued structured notes - 5,217 447 5,664
Total debt and other borrowings: - 5,217 447 5,664
Total financial liabilities measured at fair value 37,675 214,911 3,650 256,236
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32. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)
a. Financial assets and liabilities recognised at faiwvalue on a recurring basis (continued)
2017 Valuation Valuation techniques

Quoted prices in techniques usin¢ with significant non -

active market

observable inputs

observable inputs

(Level 1) (Level 2) (Level 3) Total
$millions $millions $millions $millions
Trading financial assets:
Government debt securities 8,150 3,805 1 11,956
Corporate and other debt - 9,355 401 9,756
Corporate equities 75,722 274 77 76,073
Derivatives:
Interest rate contracts 6 71,701 1,169 72,876
Credit contracts - 4,155 166 4,321
Foreign exchange and gold contracts 55,469 55,532
Equity contracts 297 29,726 1,868 31,891
Commodity contracts 104 2,273 11 2,388
Total trading financial assets 84,279 176,758 3,756 264,793
Secured financing - 10,778 - 10,778
Investment securities:
Corporate equities 26 42 93 161
Trade and other receivables:
Prepaid OTC contracts - 336 106 442
Margin loans - 47 229 276
Total trade and other receivables - 383 335 718
Total financial assets measured at fair value 84,305 187,961 4,184 276,450
Trading financial liabilities:
Government debt securities 21,231 1,603 - 22,834
Corporate and other debt - 2,864 - 2,864
Corporate equities 22,966 72 15 23,053
Derivatives:
Interest rate contracts 4 65,218 658 65,880
Credit contracts - 4,474 187 4,661
Foreign exchange and gold contracts 57,210 57,294
Equity contracts 384 36,196 2,436 39,016
Commodity contracts 13 2,355 7 2,375
Total trading financial liabilities 44,598 169,992 3,387 217,977
Secured borrowing: - 17,545 - 17,545
Trade and other payables:
Prepaid OTC contracts - 729 169 898
Debt and other borrowings:
Issued structured notes - 3,497 361 3,858
Total financial liabilities measured at fair value 44,598 191,763 3,917 240,278
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32, FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE

(CONTINUED)

a. Financial assets and liabilities recognised at faivalue on a recurring basis (continued)

The Group’s valuation approach and fair value m@rma categorisation for certain significant classeés
financial instruments recognised at fair value ar@urring basis is as follows:

Asset and Liability / Valuation Technique

Valuation Hierarchy Classification

Government debt securities

US Treasury Securities
. Fair value is determined using quoted market prices

Generally Level 1

Non US Government Cigations
. Fair value is determined using quoted prices iivacharkets when
available.

Generally Level 1

Level 2—if the market is less active or prices
are dispersed

Level 3—in instances where the prices are
unobservable

Corporate and Other Debt and Corporate loans

Residential Mortgage-Backed Securities (‘RMBS”) n@oercial Mortgage-Backed
Securities (“CMBS”) and other Asset-Backed Seaesi(’ABS”) (collectively
known as Mortgage- and Asset-backed securities @B9A)

. Mortgage- and asset-backed securities may be valaset on price or
spread data obtained from observed transactioimslependent external
parties such as vendors or brokers.

. When position-specific external price data areaiistervable, the fair
value determination may require benchmarking togamable
instruments, and/or analysing ECL, default andvepprates, and/or
applying discounted cash flow techniques. Whenuatalg the
comparable instruments for use in the valuatioeawh security, securi
collateral-specific attributes, including paymeribpty, credit
enhancement levels, type of collateral, delinqueatgs and loss
severity, are considered. In addition, for RMBSrbavers, Fair Isaac
Corporation scores and the level of documentatiorthie loan are
considered.

. Market standard models, such as Intex, Trepp @rstimay be deployt
to model the specific collateral composition anshcliow structure of
each transaction. Key inputs to these models arkenspreads,
forecasted credit losses, and default and prepayratass for each asset
category.

. Valuation levels of RMBS and CMBS indices are uae@dn additional
data point for benchmarking purposes or to prideight index
positions.

Generally Level 2 — if value based on
observable market data for comparable
instruments

Level 3 - if external prices or significant
spread inputs are unobservable or if the
comparability assessment involves significant
subjectivity related to property type
differences, cash flows, performance and
other inputs
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32.

a.

FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)

Financial asset and liabilities recoanisec at fair value on a recurrina basis (continued)

Asset and Liability / Valuation Technique

Valuation Hierarchy Classification

Corporate Bonds

Fair value is determined using recently executadstctions, market
price quotations, bond spreads, CDS spreads,tbe ahoney volatility
and/or volatility skew obtained from independerteexal parties such
vendors and brokers adjusted for any basis difterdretween cash and
derivative instruments

The spread data used are for the same maturibedsond. If the spread
data do not reference the issuer, then data tfeaeree a comparable
issuer are used. When position-specific exterraeptata are not
observable, fair value is determined based on reittechmarking to
comparable instruments or cash flow models witfdyéeirves, bond or
single name CDS spreads and recovery rates asicigiinputs.

Generally Level 2 — if value based on
observable market data for comparable
instruments

Level 3 - in instances where prices, or
significant spread inputs are unobservable

Collateralised Debt Obligations (“CDQO”)

The Group holds cash CDOs/CLOs that typically esfee a tranche of
an underlying synthetic portfolio of single name £Bpreads
collateralised by corporate bonds (“crddiked notes”) or cash portfol
of asset-backed securities/loans (“asset-backeddTI@®s").

Credit correlation, a primary input used to detewerthe fair value of
credit-linked notes, is usually unobservable amivdd using a
benchmarking technique. Other model inputs sudrexdit spreads,
including collateral spreads, and interest ratesypically observable.
Asset-backed CDOs/CLOs are valued based on anaiadwf the
market and model input parameters sourced from acabe
instruments as indicated by market activity. Eaafetbacked
CDO/CLO position is evaluated independently takirtg consideration
available comparable market levels, underlyingatetial performance
and pricing, deal structures and liquidity.

Level 2 - when either comparable market
transactions are observable or credit
correlation input is insignificant

Level 3 - when either comparable market
transactions are unobservable or the credit
correlation input is significant

Loans and Lending Commitments

Fair value of corporate loans is determined usaugmtly executed
transactions, market price quotations (where oladey, implied yields
from comparable debt, market observable CDS spes&ts obtained
from independent external parties adjusted forkeamsys difference
between cash and derivative instruments, along pvitprietary
valuation models and default recovery analysis @/seich transactions
and quotations are unobservable

Fair value of contingent corporate lending committeés determined t
using executed transactions on comparable loantharehticipated
market price based on pricing indications from syaté banks and
customers. The valuation of loans and lending cdmenits also takes
into account fee income that is considered arbateiof the contract.

Level 2 - if value based on observable market

data for comparable instruments
Level 3 - in instances where prices or
significant spread inputs are unobservable
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32.

a.

FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)
Financial assets and liabilities recognised at faivalue on a recurring basis (continued)

Asset and Liability / Valuation Technique

Valuation Hierarchy Classification

Corporate Equities and Equity investments

Exchange traded equity securities are generallyeebbased on quoted
prices from the exchange. To the extent these isiesiare actively
traded, valuation adjustments are not applied.

Unlisted equity securities are generally valuededamn an assessment
of each security, considering rounds of financingd third-party
transactions, discounted cash flow analyses anketnhased
information, including comparable transactionsditmg multiples and
changes in market outlook, among other factors

Listed fund units are generally marked to the ergledraded price, th:
are actively traded or Net Asset Value (“NAV”) ibte. Unlisted fund
units are generally marked to NAV.

Level 1 — exchange-traded securities (including
direct equity investments) and fund units if
actively traded

Level 2 — exchange-traded securities (including
direct equity investments) if not actively traded o
if undergoing a recent mergers and acquisitions
event or corporate action; non-exchange-traded
direct equity investments and investments in
various investment management funds if valued
based on rounds of financing or third-party
transactions

Level 3- exchange-traded securities if not actively
traded or if undergoing an aged mergers and
acquisitions event or corporate action, and non-
exchange-traded direct equity investments and
investments in various investment management
funds where round of financing or third party
transactions are not available

Derivative:

Listed Derivative Contracts

Listed derivatives that are actively traded areiedlbased on quoted
prices from the exchange. Listed derivatives thatet actively traded
are valued using the same techniques as thosedpplDTC
derivatives.

Level 1 - listed derivatives that are actively &ed
Level 2 - listed derivatives that are not actively
traded

OTC Derivative Contracts

OTC derivative contracts include forward, swap aption contracts
related to interest rates, foreign currencies,itstanding of reference
entities, equity prices or commaodity prices

Depending on the product and the terms of the aimn, the fair value
of OTC derivative products can be modeled usingries of techniques,
including closed-form analytic formulas, such as Biack-Scholes
optionpricing model, simulation models or a combinatioareof. Many
pricing models do not entail material subjectias/the methodologies
employed do not necessitate significant judgensiénte model inputs
may be observed from actively quoted markets, Heeigase for generic
interest rate swaps, many equity, commodity aneidorcurrency optio
contracts and certain credit default swaps. Irctige of more establish
derivative products, the pricing models used byGheup are widely
accepted by the financial services industry.

More complex OTC derivative products are typicédlys liquid and
require more judgement in the implementation ofvthieation techniqu
since direct trading activity or quotes are unobsiele. This includes
certain types of interest rate derivatives withhbatlatility and
correlation exposure, equity, commodity or foretgmrency derivatives
that are either longer-dated or include exposurautiple underlyings
and credit derivatives, including creditfdelt swaps on certain mortge
or asset-backed securities, basket Cere required inputs are
unobservable, relationships to observable datagqdiased on historical
and/or implied observations, may be employed &slanique to estima
the model input values.

Generally Level 2 - OTC derivative products
valued using observable inputs, or where the
unobservable input is not deemed significant
Level 3 - OTC derivative products for which the
unobservable input is deemed significant
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32. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)

a Financial assets and liabilities recognised at faivalue on a recurring basis (continued)

Asset and Liability / Valuation Technique Valuation Hierarchy Classification

Securities purchased under acements to resell, Securities sold under agreements
to repurchase, Cash collateral on securities boremisecurities loaned and other
secured financin

. Fair value is computed using a standard cash fissodnting
methodology.

. The inputs to the valuation include contractuahdémwvs and collateral
funding spreads, which are the incremental spreadtbe overnight
indexed swap (“OIS”") rate for a specific collateratle (which refers to
the rate applicable to a specific type of secylgdged as collateral).

. Generally Level 2
. Level 3 —in instances where the unobservable
inputs are deemed significant

Prepaid OTC contracts and issued structured n

. The Group issues structured notes and trades gr€eC contracts
which are primarily composed of instruments whasgnpents and
redemption values are linked to the performance sfecific index, a
basket of stocks, a specific security, a commodityredit exposure or
basket of credit exposures, and instruments witlova interest-rate-
related features including step-ups, step-dowrtszano coupons.

. Fair value of structured notes and traded prepdi@ €ontracts is . Generally Level 2
determined using valuation models for the derivatind debt portions « . Level 3 —in instances where the unobservi
the notes and traded prepaid OTC contracts. Theselmincorporate inputs are deemed significant

observable inputs referencing identical or comparaécurities,
including prices to which the notes are linkedeiest rate yield curves,
option volatility and currency rates, and commodityequity prices.

. Independent, external and traded prices for thesnate also considered
as the impact of the Group’s own credit spreadshvaie based on
observed secondary bond market spreads.

b. Transfers between Level 1 and Level 2 of the favalue hierarchy for financial assets and
liabilities recognised at fair value on a recurringbasis

There were no material transfers between Leveldllavel 2 of the fair value hierarchy during theyéo
31 December 2018. During 2017, the Group recla&skifipproximately $1,200 million of European
government debt securities assets and $968 mitlidturopean government debt securities liabilifresn
Level 2 to Level 1, reflecting due to increased keaactivity in these instruments.

C. Changes in Level 3 financial assets and liabils recognised at fair value on a recurring
basis

The following tables present the changes in the Walue of the Group’s Level 3 financial assets and
financial liabilities for the years ended 31 DecemB018 and 31 December 2017. Level 3 instrumeafs m
be hedged with instruments classified in Level d bavel 2. The realised and unrealised gains/ ¢&)stor
assets and liabilities within the Level 3 categprgsented in the following tables do not refleet talated
realised and unrealised gains/ (losses) on hedg#tiguments that have been classified by the Graithun

the Level 1 and/ or Level 2 categories.

Unrealised gains/ (losses) during the period feetsand liabilities within the Level 3 categorgsented
in the following tables may include changes in fatue during the period that were attributablétth
observable and unobservable inputs.

The Morgan Stanley Group operates a number of-groap policies to ensure that, where possible,
revenues and related costs are matched. Whereattfiag positions included in the below table ds& r
managed using financial instruments held by otherddn Stanley Group undertakings, these policies
potentially result in the recognition of offsettiggins or losses in the Group.
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32. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)
C. Changes in Level 3 financial assets and liabilitieecognised at fair value on a recurring basis (camued)
2018 Total gains/ Total gains/
(losses (losses) recognise _ = Net Unrealised gains
recognised in  in consolidated g % $  transfers (losses) for Level
Balance at 1 Impact of consolidated statement of = ﬁ 2 g in and/or Balance at 31 assets/ liabilitie:
January  adopting income comprehensive [ o8 = (out) of December outstanding as at 3
2018 IFRS 9 statement® income® g &3 & Level 3® 2018 December 2018
$millions  $millions $millions $millions $millions  $millions $millions  $millions $millions $millions
Trading financial assets:
Government debt securities 1 - - - 11 - - 1 13
Corporate and other debt 401 17) 75 - 227 (201) - (167) 318 (5)
Corporate equities 77 - 2 - 9 (21) - (34) 33 4
Total trading financial assets 479 17) 77 - 247 (222) - (200) 364 Q)
Secured financing:
Securities purchased under
agreements to resell - - - - 317 - - - 317
Total secured financing - - - - 317 - - - 317 -
Loans and advances:
Corporate loans - 17 - - - 17) - - - -
Investment securitites:
Corporate equities 93 - 3) - - (5) - - 85 3)
Trade and other receivables:
Prepaid OTC contracts 106 - (6) - 25 ) - - 123 -
Margin loans 229 - (45) - - (48) - (6) 130 (45)
Other - 9 - - 8 - - - 17 -
Total trade and other
receivables 335 9 (51) - 33 (50) - (6) 270 (45)
Total financial assets
measured at fair value 907 9 23 - 597 (294) - (206) 1,036 (49)
Trading financial liabilities:
Corporate equities 15 - 4 - ) 5 - - 9 3
Net derivative contractd 95 - 360 - (735) 1,276 (113) (290) (127) 352
Total trading financial liabilities 110 - 364 - (742) 1,281 (113) (290) (118) 355
Trade and other payables:
Prepaid OTC contracts 169 - 4 - (24) 118 - - 259 4
Debt and other borrowings:
Issued structured notes 361 - 14 26 - 99 (39) 66 447 38
Total financial liabilities
measured at fair value 640 - 382 26 (766) 1,498 (152) (224) 588 397

(1) The total gains or (losses) are recognisethénconsolidated income statement and the consetidaitement of comprehensive income as detailéteifinancial instrumen
accounting policy (note 3c).

(2) Amounts related to entering into net derivatieatracts, issued structured notes and prepaid @h€acts (within trade and other payables) repreissuances. Amounts for
other line items represent sales.

(3) For financial assets and financial liabilitigmat were transferred into or out of Level 3 durthg year, gai or (losses) are presented as if the assetshilities had bee
transferred into or out of Level 3 as at the beigigrof the year.

(4) Amounts represent unrealised gains or (lodseshe year ended 31 December 2018 related tdsaasd liabilites still outstanding at 31 December 2018. The lisezhgains o
(losses) are recognised in the consolidated incsiatement or consolidated statement of compreheirsiome as detailed in the financial instrumentoanting policy (note 3c).
(5) Net derivative contracts represent tradingrfoial liabilities — derivative contracts net ofdiag financial assets — derivative contracts.
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FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI
Changes in Level 3 financial assets and liabilés r

Total gains/ (losses
recognised in
consolidated
statement of
comprehensive

Total gains/

(losses) recognise

in consolidated

Balance at 1 Januar income statement

Purchase

Sales &
Issuance&

NUED)

2
[}

% Net

£ transfersin Balance at
& and/or (out) 31

Unrealised gainsi
(losses) for Level ¢
assets/ liabilities

of Level 3 December outstanding as at 3]

ecognised at fair value on a recurring basicéntinued)

2017 @ income® @ 2017  December 2017
$millions $millions $millions $millions $millions  $millions  $millions $millions $millions

Trading financial assets:

Government debt

securities 4 - - - 3) - - 1 -

Corporate and other

debt 218 14 - 329 (146) - 14) 401 -

Corporate equities 61 (6) - 45 (53) - 30 77 (5)
Total trading financial assets 283 8 - 374 (202) - 16 479 (5)
Secured financing: 15 - - - (15) - - - -
Investment securities:

Corporate equities 29 - 40 40 - - (26) 93 40
Trade and other receivables:

Prepaid OTC contracts 11 4 - 94 - - ) 106 4

Margin loans 152 26 - - (60) - 111 229 25
Total Trade and other
receivables 163 30 - 94 (60) - 108 335 29
Total financial assets 490 38 40 508 (277) - 108 907 64
measured at fair value
Trading financial liabilities

Corporate and other

debt 5 - - (5) - - - - -

Corporate equities 28 1 - (8) 4 - (8) 15 -

Net derivative

contract§ 804 (162) - (705) 928 (1,171) 77 95 (100)
Total trading financial
liabilities 837 (161) - (718) 932 (1,171) 69 110 (200)
Secured borrowing: 15 - - - - (15) - - -
Trade and other payables:

Prepaid OTC contracts 11 5 - - 154 2) 11 169 5
Debt and other borrowings:

Issued structured notes 242 (16) (12) - 181 (42) (48) 361 (16)
Total financial liabilities
measured at fair value 1,105 (172) (12) (718) 1,267 (1,230) 32 640 (111)

(1) The total gains or (losses) are recognisetiénconsolidated income statement and the consetidaatement of comprehsive income as detailed in the finan

instruments accounting policy (note 3c).

(2) Amounts related to entering into Net derivathoatracts and Financial Liabilities designatethatvalue through profit or loss represent iss@sn@mounts for

other line items represent sales.

(3) For financial assets and financial liabilitist were transferred into and out of Level 3 dyitine year, gains or (losses) are presented ke égsets or lidiiies
had been transferred into or out of Level 3 ababieginning of the year.
(4) Amounts represent unrealised gains osgés) for the year ended 31 December 2017 relatedsets and liabilities still outstanding at 3kc&wsber 2016. Tt
unrealised gains or (losses) are recognised inctimsolidated income statement or consolidated retate of comprehensive income adailed in the financie

instruments accounting policy (note 3c).

(5) Net derivative contracts represent tradingrfoial liabilities — derivative contracts net ofdiag financial assets — derivative contracts.

There were no material transfers from Level 2 todle3 or from Level 3 to Level 2 of the fair value

hierarchy during the year (2017: $nil).
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32. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (C ONTINUED)

d.

Valuation of Level 3 financial assets and liahities recognised at fair value on a recurring basis

The following disclosures provide information ore thensitivity of fair value measurements to keyisp
and assumptions.

Quantitative information about and quatlite sensitivity of significant unobservable input

The following table provides information on the wation techniques, significant unobservable
inputs and their ranges and averages for each ialatategory of assets and liabilities measured at
fair value on a recurring basis with a significhavel 3 balance.

The level of aggregation and breadth of productssedhe range of inputs to be wide and not evenly
distributed across the inventory. Further, the eainff unobservable inputs may differ between

different groups in the financial services induskgcause of diversity in the types of products
included in each group’s inventory. The followinigaosures include qualitative information on the

sensitivity of the fair value measurements to clesnig the significant unobservable inputs. There
are no predictable relationships between multipgmicant unobservable inputs attributable to a

given valuation technique. A single amount is dised when there is no significant difference

between the minimum, maximum and average (weigatedage or similar average / median).
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32. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI

NUED)

d. Valuation of Level 3 financial assets and liabilitts recognised at fair value on a recurring basis

(continued)

31 December 2018

ASSETS
Trading financial assets:

Predominant valuation
techniques/ Significant
unobservable inputs

Fair value
$millions

Range®
(Weighted averages or simple
averages/mediarfy’

- Corporate and other debt:

- Mortgage- and asset-backed
securities
- Corporate bonds

- Loans and lending commitments

140 Comparable pricing
Comparable bond price
120 Comparable pricing
Comparable bond price
58 Comparablemici
Comparable loan price

310 99.5 pts (78 pts)
65 to 119 pts (91 pts)

49 to 100 pts (72.56 pts)

- Corporate equities

33 Comparable pricing
Comparable equity price

100% (100%)

Investment securities:

- Corporate equities

85 Comparable pricing
Comparable equity price

95.75% to 100% (96%)

Trade and other receivables:

-Prepaid OTC contracts

- Margin loans

123 Discounted Cash Flow
Recovery Rate
130 Option Model
Volatility skew

22% (22%)

-1% (-1%)

Securities Borrowings:

- Securities purchased under
agreements to resell

317 Risk based valuation
Comparable collateral price

3310 119 (76)

LIABILITIES

Trading financial liabilities:

- Net derivatives contract8?®
- Interest rate

- Credit

555 Option Model
Inflation Volatility
Interest rate — Foreign
exchange correlation
Interest Rate Curve
Correlation
Inflation Curve
Interest rate volatility
skew
Foreign exchange
volatility skew
Interest rate — Inflation
correlation
Interest rate quanto
correlation
Comparable pricing
Credit Spread
Comparable bond price
Funding Spread
Correlation Model
Credit Correlation

(15)

23% to 65% (44%/40%)
53% to 56% (55%/55%)

41% t0 97% (71%/73%)
1.23% to 1.27% (1.25%/1.25%)

10% to 95% (48%/50%)
-0.3% to -0.18% (-0.24%/-0.24%)
-75% to -5% (-36%/-43%)
-8% t0 -8% (-8%/-8%)
150bps to 499bps (353bps)
10 to 87 pts (46 pts)

69.44bps to 98.23bps (82.38pbs)

37% t0 69% (44%)
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32. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI

NUED)

d. Valuation of Level 3 financial assets and liabilitts recognised at fair value on a recurring basis

(continued)

31 December 2018

Predominant valuation
techniques/ Significant
unobservable inputs

Fair value
$millions

Range®
(Weighted averages or simple
averages/mediarfy’

- Foreign exchange and gold

- Equity

- Commodity

(25) Option Model
Interest rate — Foreign
exchange correlation
Interest rate volatility
skew
Deal Execution
Probability
Foreign exchange
volatility skew
Option Model

(374) At the money volatility
Volatility skew
Equity equity correlation
Equity FX correlation

(14) Comparable pricing
Comparable price

53% to 56% (55%/55%)

10% to 66% (29%/27%)

90% to 95% (95%/95%)

-0.3% t0 -0.18% (-0.24%-0.24%)
6% to 63% (26%)
-2% to 0% (-1%)

5% to 98% (70%)
-95% to 55% (-46%)

$449 to $1,440 ($1,086)

Debt and other borrowings:

- Issued structured notes

(447) Option Model
At the money volatility
Volatility skew
Equity equity correlation
Equity FX correlation

6% to 35% (23%)
-2% to 0% (0%)
45% t0 98% (91%)
~72% to 13% (-37%)

Trade and other payables:

- Prepaid OTC contracts

(259) Option Model
At the money volatility

4% to 30% (12%)

(1) Net derivative contracts represent tradingrfgial liabilities — derivative contracts net ofdiiag financial assets — derivative contracts.
(2) The ranges of significant unobservable inputsrapresented in points, percentages or basisspdioints are a percentage of par; for
example, 100 points would be 100% of par. A bpsiat equals 1/100th of 1%; for example, 353 bpsists would equal 3.53%.
(3)Amounts represent weighted averages except véirape averages and the median of the inputsraréded when more relevant.

(4) CVA and FVA are included in fair value, but &xded from the valuation techniques and significambservable inputs in the previous
table. CVA is a Level 3 input when the underlyiraynterparty credit curve is unobservable. FVA igel 3 input in its entirety given the
lack of observability of funding spreads in thenpipal market.

(5) Includes derivative contracts with multiplekss(i.e. hybrid products).
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32.  FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (C ONTINUED)
Valuation of Level 3 financial assets and liabilites recognised at fair value on a recurring

d. basis (continued)
31 December 2017 Range®?®
(Weighted averages or
Fair value Predominant valuation techniques/ simple
$millions Significant unobservable inputs averages/mediary

ASSETS
Trading financial assets:

- Corporate and other debt:

- Mortgage and asset-backed securities

- Corporate bonds

- Loans and lending commitments

151 Comipgpabing
Comparable bond price
214  Comparable pricing
Comparable bond price
36 Comparablemici
Comparable loan price

0 to 100 pts (35 pts)
65 to 134 pts (70 pts)

78.5 to 100 pts (92.59 pts)

- Corporate equities

77 Comparable pricing
Comparable equity price

100% (100%)

Trade and other receivables:

- Margin loans

- Prepaid OTC contracts

229 Option model
Volatility skew
106 Discounted cash flow
Recovery rate

-1% (-1%)

15% (15%)

Investment securities:

- Corporate equities

93 Comparable pricing
Comparable equity price

100% (100%)

31 December 2017

Fair value Predominant valuation techniques/
$millions  Significant unobservable inputs

Range (2)

(Weighted averages or
simple

averages/median)(3)

LIABILITIES

Trading financial liabilities:

- Net derivatives contract8*®

- Interest rate

- Credit

- Foreign exchange and gold

511 Option model

Inflation volatility
Interest rate-foreign
exchange correlation
Interest rate curve
correlation
Inflation curve
Interest rate volatility skew

(21) Comparable pricing
Funding spreads
Comparable bond price
Credit spreads

(21) Option model

Interest rate-foreign
exchange correlation
Interest rate volatility skew
Deal execution probability

23% to 63% (44%/41%)
54% to 57% (56%/56%)

55% t0 90% (75%/76%)
2% to 2% (2%/2%)
31% t0 99% (42%/45%)

93bps to 96bps (96bps)
1 to 140 pts (40 pts)
150bp (150 bp)

54% to 57% (56%/56%)
31% t0 99% (42%/45%)
95% to 100% (96%6/95%)
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32.  FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (C ONTINUED)
Valuation of Level 3 financial assets and liabilites recognised at fair value on a recurring

d. basis (continued)
31 December 2017 Range®?®
(Weighted averages or
Fair value Predominant valuation techniques/ simple
$millions Significant unobservable inputs averages/mediary
- Equity (568) Option model
At the money volatility 5% to 53% (32%)
Volatility skew -2% to 0% (-1%)
Equity-equity correlation 25% to 99% (73%)
Equity-foreign exchange
Correlation -60% to 40% (26%)
- Commodity 4  Comparable pricing
Comparable price $557 to $1,552 ($1,233)
Debt and other borrowings:
- Issued structured notes (361) Option model
At the money volatility 5% to 35% (25%)
Volatility skew -1% to 0% (0%)
Equity-equity correlation 46% to 86% (68%)
Equity-foreign exchange
correlation -60% to 10% (4%)
- Prepaid OTC contracts (169) Discounted cash flow
Recovery rate 15% (15%)

(1) Net derivative contracts represent tradingrfoial liabilities — derivative contracts net ofdiag financial assets — derivative contracts.

(2) The ranges of significant unobservable inpuésrapresented in points, percentages or basigspooints are a percentage of par; for
example, 100 points would be 100% of par. A bpsiat equals 1/100th of 1%; for example, 353 bpsists would equal 3.53%.

(3)Amounts represent weighted averages except véirape averages and the median of the inputsraréded when more relevant.

(4) CVA and FVA are included in fair value, but &xaed from the valuation techniques and signifiaambbservable inputs in the previous
table. CVA is a Level 3 input when the underlyirauoterparty credit curve is unobservable. FVA isegel 3 input in its entirety given the
lack of observability of funding spreads in thengipal market.

(5) Includes derivative contracts with multipleksg(i.e. hybrid products).

Significant Unobservable Inputs — Description Sensitivity

Comparable bond priceA-pricing input used when prices for the identicestrument are In general, an increase (decrease)
not available. Significant subjectivity may be e when fair value is determined using| to the comparable bond price fof
pricing data available for comparable instrume¥tduation using comparable instrumentg
can be done by calculating an implied yield (oesprover a liquid benchmark) from the
price of a comparable bond, then adjusting thatlyier spread) to derive a value for the
bond. The adjustment to yield (or spread) shoutdawt for relevant differences in the
bonds such as maturity or credit quality.

Alternatively, a price-to-price basis can be asslibvetween the comparable instrument
and the bond being valued in order to establisivéthee of the bond. Additionally, as the
probability of default increases for a given bonel.(as the bond becomes more distresseqd),
the valuation of that bond will increasingly refiéis expected recovery level assuming
default. The decision to use price-to-price ordfigbread comparisons largely reflects
trading market convention for the financial instents in question. Price-to-price
comparisons are primarily employed for RMBS, CMBBS, CDOs, CLOs, Other debt,
interest rate contracts, foreign exchange contr@tser secured financings and distressed
corporate bonds. Implied yield (or spread ovegaitl benchmark) is utilized predominately
for non-distressed corporate bonds, loans andtaredtracts.
Comparable equity priceA-price derived from equity raises, share buybaeid external In general, an increase (decrease)
bid levels, etc. A discount or premium may be ideld in the fair value estimate. to the comparable equity price df
an asset would result in a highe
(lower) fair value.

an asset would result in a highe
(lower) fair value.
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FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)

d.
basis (continued)

Valuation of Level 3 financial assets and liabilités recognised at fair value on a recurring

Significant Unobservable Inputs — Description

Sensitivity

Correlation—A pricing input where the payoff is driven by mdhan one underlying risk.
Correlation is a measure of the relationship betvtee movements of two variablése(,
how the change in one variable influences a chantfee other variable). Credit correlatior
for example, is the factor that describes theigahip between the probability of
individual entities to default on obligations ahe joint probability of multiple entities to
default on obligations.

In general, an increase (decrease)
to the correlation would result in
an impact to the fair value, but t
magnitude and direction of the
impact would depend on whether
the Group is long or short the
exposure.

ne

Credit spread—Fhe difference in yield between different secusitikeie to differences in
credit quality. The credit spread reflects the addal net yield an investor can earn from 4
security with more credit risk relative to one wigiss credit risk. The credit spread of a
particular security is often quoted in relatiorthe yield on a credit risk-free benchmark
security or reference rate, typically either U.8aBSury or London Interbank Offered Rate]
(“LIBOR").

In general, an increase (decrea
to the credit spread of an asset
would result in a lower (higher)
fair value.

e)

Interest rate curve-Fhe term structure of interest rates (relation&i@fween interest rates
and the time to maturity) and a market's measufatafe interest rates at the time of
observation. An interest rate curve is used tangetest rate and foreign exchange
derivative cash flows and is a pricing input usethie discounting of any OTC derivative
cash flow.

In general, an increase (decrea
to the interest rate curve would
result in an impact to the fair
value, but the magnitude and
direction of the impact would
depend on whether the Group i
long or short the exposure.

Volatility—The measure of the variability in possible retforsan instrument given how In general, an increase (decrea
much that instrument changes in value over timdatility is a pricing input for options, to the volatility would result in a
and, generally, the lower the volatility, the leisky the option. The level of volatility used | impact to the fair value, but the
in the valuation of a particular option dependsaorumber of factors, including the nature| magnitude and direction of the

of the risk underlying that optior (g, the volatility of a particular underlying equity impact would depend on whethgr
security may be significantly different from thdteoparticular underlying commodity the Group is long or short the
index), the tenor and the strike price of the aptio exposure.

Volatility skew—Fhe measure of the difference in implied volatifity options with In general, an increase (decrea

identical underliers and expiry dates but witheliéint strikes. The implied volatility for an
option with a strike price that is above or beltw turrent price of an underlying asset wi
typically deviate from the implied volatility fomaoption with a strike price equal to the

to the volatility skew would result
in an impact to the fair value, but
the magnitude and direction of the

impact would depend on whether
the Group is long or short the
exposure.

current price of that same underlying asset.

Sensitivity of fair values to changing significar#sumptions to reasonably possible alternatives

As detailed in note 2, the valuation of Level 3afigial instruments requires the application of
critical accounting judgement, involving estimasoend assumptions and it is recognised that there
could be a range of reasonably-possible alternatlges.

The Group has reviewed the unobservable parametédentify those which would change the fair
value measurement significantly if replaced byasomably possible alternative assumption.

In estimating the potential variability, the unoh&ble parameters were varied individually using
statistical techniques and historic data. The p@kwariability estimated is likely to be greatbian

the actual uncertainty relating to the financiadtinments as any diversification effect has been
excluded.

154



MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

32. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)
Valuation of Level 3 financial assets and liabilités recognised at fair value on a recurring

d. basis (continued)
The following table presents the potential impddbath favourable and unfavourable changes, both
of which would be reflected in the income staterhefithe Group has updated the presentation and
methodology of this L3 sensitivity disclosure t@yide more relevant information to the users of the
consolidated financial statements. The comparatse disclosure has been re-presented to align to
the new format and methodology in the annual cadatdd financial statements.

31 December 2018 31 December 2017
Favourable  Unfavourable Favourable  ynfavourable
changes changes changes changes
$millions $millions $millions $millions
Trading financial assets:
Corporate and other debt 11 (12) 15 (29)
Corporate equities 2 @) 5 (15)
Investment securities:
Corporate equities 36 (30) 32 (45)
Trading financial liabilities:
Net derivatives contracts(1)(2) 17 (21) 37 (40)
66 (69) 89 (119)

Net derivative contracts represent trading findn@ailities — derivative contracts net of tradifinancial assets — derivative

@
contracts.
CVA and FVA are included in the fair value, but lexted from the effect of reasonably possible alitue assumptions in the

table above. CVA is deemed to be a Level 3 inpérwthe underlying counterparty credit curve ishssovable. FVA is
deemed to be a Level 3 input in its entirety gitlemlack of observability of funding spreads in gnmcipal market.

@)

e. Financial instruments valued using unobservablmarket data

The amounts not recognised in the consolidatedmecstatement relating to the difference betweeridine
value at initial recognition (the transaction pjieand the amounts determined at initial recognitising

valuation techniques are as follows:

2018 2017

$millions $millions

At 1 January 280 245
Impact of change in accounting policy (see note 2) - (50)
At 1 January (restated) 280 195
New transactions 134 211

Amounts recognised in the consolidated income istaite

during the year (124) (126)
290 280

At 31 December

The balance above predominately relates to devisti

! All changes would be reflected in the consolidatezbme statement, other than the change relatingvestment securities —
corporate equities in the prior year which wouldénaeen recognised in OCI as those financial agssts classified as available-for-

sale financial assets in 2017 under IAS 39.
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32. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)
e. Financial instruments valued using unobservable maet data (continued)

The consolidated statement of financial positiotegaries ‘Trading financial assets and Tradingrfuial
liabilities’, ‘Trade and other receivables’, andvestment securities’ include financial instrumentsse
fair value is based on valuation techniques usmzpservable market data.

f. Assets and liabilities measured at fair value oa non-recurring basis

Non-recurring fair value measurements of assetdiahilities are those which are required or peteditin
the consolidated statement of financial positionparticular circumstances. There were no assets or
liabilities measured at fair value on a non-reqgiibasis during the current or prior year.

33. ASSETS AND LIABILITIES NOT MEASURED AT FAIR VAL UE

At 31 December 2018, for all financial instrumemist measured at fair value, the carrying value is
considered to be a reasonable approximation of/&ire.

The table below presents the carrying value, falu@ and fair value hierarchy category of certaaricial
assets and financial liabilities that are not measgat fair value in the consolidated statemerftnaincial
position as at 31 December 2017.

Financial assets and financial liabilities not mead at fair value for which the carrying value is
considered a reasonable approximation of fair vaheeexcluded from the table below.

Fair value measurement using:

Valuation

Valuation techniques

Quoted techniques with

prices in using significant

active observable unobservable

Carrying Fair market inputs inputs
value value (Levell) (Level 2) (Level 3)
$millions $millions  $millions  $millions $millions

Financial liabilities
Subordinated loans at 31 December 2017 7,000 7,310 - 7,310 -
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34. EMPLOYEE COMPENSATION PLANS

Morgan Stanley maintains various equity-settledetimsed and cash-based deferred compensation plans
for the benefit of employees.

The following information relates to plans whichvhaeen awarded to direct employees of the Group.
Equity-settled share-based compensation plans

Morgan Stanley has granted RSU awards pursuarévieral equity-based compensation plans. The plans
provide for the deferral of a portion of certainm@ayees’ incentive compensation with awards madhén
form of restricted common stock. Awards under thplsms are generally subject to vesting over time,
generally six months to seven years, and are génemntingent upon continued employment and subjec
to restrictions on sale, transfer or assignmenil gohversion to common stock. All or a portion af
award may be cancelled if employment is termin&iefdre the end of the relevant vesting period, aftet

the vesting period in certain situations. Recigeof equity-based awards may have voting rights at
Morgan Stanley’s discretion, and generally recelixédend equivalents if the awards vest, unless ihi
prohibited by regulation.

During the year, Morgan Stanley granted 105,555 @017: 213,021 units) of RSU to direct employees
of the Group with a weighted average fair value it of $55.51 (2017: $42.64), based on the market
value of Morgan Stanley common stock at grant date.

The equity-based compensation expense recognistitt igear is $10 million (2017: $13 million). As a
result of the Group chargeback agreement descitbadcounting policy 3q(i), the total amount of &gu
based compensation expense recognised in thenaadéd within ‘Staff costs’ and ‘Management charge
from other Morgan Stanley Group undertakings retatd staff costs’ within ‘Operating expense’ wd9$
million (2017: $18 million). This includes the egibased compensation expense and the movements in
the fair value of the awards granted to employees.

The related liability due to Morgan Stanley at #rel of the year, reported within ‘Other payablesttie
statement of financial position, is $8 million (20524 million) and is expected to be settled whulithin
one year, other than $3 million (2017: $9 milliaw)ich is expected to be settled in greater thanyaae.

The Group has no options outstanding at 31 Decer@b&8 (2017: nil) and Morgan Stanley has not
granted stock options in 2018 or 2017.

Deferred cash-based compensation plans

Morgan Stanley has granted deferred cash-basedermation awards to certain employees which defer a
portion of the employees’ discretionary compensatithe plans generally provide a return based dpen
performance of various referenced investments. Awamder these plans are generally subject toe sol
vesting condition of service over time, which nollmaanges from one to seven years from the date of
grant. All, or a portion of an award may be carelif employment is terminated before the end ef th
relevant vesting period. The awards are settlethgh at the end of the relevant vesting period.

Awards with a value of $4 million (2017: $6 millipmvere granted to employees of the Group during the
year.

The liability to employees at the end of the yaaported within ‘Accruals and deferred income’ et

statement of financial position, is $12 million (20 $22 million) and is expected to be settled \yhol
within one year, other than $3 million (2017: $4lion) which is expected to be settled in greakemt one

year.
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34, EMPLOYEE COMPENSATION PLANS (CONTINUED)

The Group economically hedges the exposure crdptédese deferred compensation schemes by entering
into derivative transactions with other Morgan $snGroup undertakings. The derivative balancehat t
end of the year, recognised within ‘Trading finahcassets’ is $nil (2017: $nil) and recognised inith
‘Trading financial liabilities’ is $1 million (2017$nil). The related profit recorded within ‘Netatting
income’ for the year is $1 million (2017: $nil).

Plans operated by fellow Morgan Stanley undertaking

As described in note 7, the Group utilises theisesvof staff who are employed by other Morgan Btan
Group undertakings. Management charges are incinnegspect of these employee services which irclud
the cost of equity-settled share-based and defeasl-based compensation plans.

35. POST EMPLOYMENT BENEFITS

Defined contribution plans

The Group operates several Morgan Stanley defioattibution plans, which require contributions t® b
made to funds held separately from the assetsdBtbup, under the control of a trustee.

The defined contribution plans are as follows:

. Morgan Stanley Flexible Company Pension Plan (Ardsi@);

. MSII Offshore Retirement Benefit Plan IV, Dubai 8en;

. Morgan Stanley Asia Limited Retirement Benefit P(@aiwan);

. Morgan Stanley & Co International plc, Seoul Bral#fined Contribution Plan; and
. Morgan Stanley & Co. International plc Zurich BrariEop-up Plan

. Morgan Stanley Europe SE, BVV Unterstutzungskasse

The Group pays fixed contributions to the planghwio legal or constructive obligation to pay fath
contributions.

The defined contribution pension charge in relatorihe above schemes recognised within ‘Diredf sta
costs’ in ‘Operating expense’ in the consolidatecbime statement was $3.6 million for the year (2@&47
million) of which $nil was accrued at 31 Decemb@d@ (2017: $nil).

Defined benefit plans

The Group also operates several Morgan Stanleyakfbenefit plans, which provide post-employment
benefits that are based on length of service aladysa

The defined benefits plans are as follows:

. Morgan Stanley Asia (Taiwan) Limited Retiremech8&me;

. Morgan Stanley Asia (Taiwan) Limited Book ReseRlan;

. Morgan Stanley & Co. International plc Zurich Bch Base Plan;

. Morgan Stanley & Co. International plc Dubai BearEnd of Service Gratuity; and
. Morgan Stanley Europe SE General Plan

The cumulative amount of actuarial gains and loseesgnised in other comprehensive income is a $2
million gain (2017: $2 million loss). A net liakii of $4.5 million (2017: $5 million) is recogniséa the
Group’s consolidated statement of financial posifiorespect of these plans.

On 1 November 2018, Morgan Stanley & Co. Intermagloplc transferred its investment in MS France
Holdings | S.A.S to MSIUK. As a result, the definbenefit obligation of $0.6 million for the Morgan
Stanley France (SAS) Leaving Indemnity Plan (Indiéesnde Fin de Carriere) transferred out of theugro
$0.2 million was recognised in the Group’s incortaesment for the period reflecting interest andriser
cost.
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35. POST EMPLOYMENT BENEFITS (CONTINUED)
Plans operated by fellow Morgan Stanley undertaking

In addition to the above, along with a number dieotMorgan Stanley Group companies, the Group écur
management charges from fellow Morgan Stanley uakieigs in respect of post-employment benefits
provided to staff utilised by the Group but empldy® other Morgan Stanley entities. These manageme
recharges include post-employment benefit costeaelto the Morgan Stanley UK Group Pension Plan
(‘the Plan’) operated by Morgan Stanley UK Limit¢tMSUK”). The Plan is a defined contribution
scheme with a closed defined benefit section.

Defined contribution section of the Plan

MSUK pays fixed contributions to the plans with fegal or constructive obligation to pay further
contributions.

Defined benefit section of the Plan (“DB Plan”)

Under contractual group recharging arrangemengsnét defined benefit cost for the DB Plan as aleysho
whether recognised in the profit for the year dreotcomprehensive income, measured in accordaribe wi
IAS 19, is recharged to the Group and informatiorttee DB Plan is provided below.

The DB Plan has been closed to new members andfaticrual since 1996. The DB Plan was previously
open to permanent employees of the Morgan Stanteygsemployed in the UK, and with the consent of
the Trustees, other Morgan Stanley employees Idcatdside of the UK who had previously been

employed in the UK and who at some point had beembers of the DB Plan.

The DB Plan provides post-employment benefits tonb®rs on retirement which are dependent on years
of service and salary at the time of closure of@f&ePlan in 1996. Additionally, the DB Plan alselides

a Guaranteed Minimum Pension (“GMP”) underpin ispect of certain defined contribution members who
transferred their benefits from the defined bersdition in the past. Under the GMP underpirhéfyalue

of each member’s investment at retirement is lkas the amount needed to secure the GMP benddits th
accrued under the defined benefit section, thetfstlomust be covered by the DB Plan.

The DB Plan is administered by the Trustees an@dskets are held in a fund which is legally sepdram
MSUK. The Trustees of the fund are required by tawact in the interest of the members and of all
relevant stakeholders in the scheme. The Trustet®e scheme are responsible for the investmelitypo
with regards to the scheme assets.

The DB Plan exposes MSUK to actuarial risks suchiragstment risk, interest rate risk, inflatioski
longevity risk, liquidity risk and credit risk. A result of the DB Plan's investment strategylifeed on
page 164) the interest rate and inflation riskslargely hedged for the majority of the DB liabés on a
funding basis. The GMP underpin liabilities areatid because they represent the difference between
defined benefit liability and the value of membelsfined contribution assets (which depends on thew
individual invests) and are only approximately hedlg

A full actuarial valuation of the DB Plan is condent at least every three years. The most recént fu
actuarial valuation of the Plan was carried ou8htDecember 2015 and updated by a qualified actuary
during 2018 to allow for changes in market condisicand actuarial assumptions, with the 31 December
2018 valuation expected to be concluded in lat9201

On an accounting basis, the DB Plan has a surglgsteme assets over liabilities. The funding basis
determined using assumptions reflective of the obsecuring the benefits built up in the DB Plaithvan
insurance company and therefore can be differetti@¢ovaluation for accounting purposes. The fugdin
position is reviewed each year as part of the drfnnding update.

159



MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

35. POST EMPLOYMENT BENEFITS (CONTINUED)

The obligations under the DB Plan are measureddmpdnting the best estimate of future cash flawke
paid out by the DB Plan using the projected unithod. Under this method, each participant’s besefit
under the DB Plan are attributed to years of servieking into consideration the DB Plan’s benefit
allocation formula. For the DB Plan, accrual ofufiet benefits ceased in 1996 and no further beha#t
been attributed to service during subsequent ripmeriods. The accumulated benefit obligation is
therefore an actuarial measure of the present \&lbenefits for service already rendered and thetuno
assumption for future salary increases. An assumptor revaluation in deferment is built into the
valuation of the scheme. This revaluation presertres benefits accrued and prevents the benefit
diminishing over time through the effects of iniiat.

There were no contributions payable to the DB FEllating 2018 (2017: $nil).

The full actuarial valuation at 31 December 201didated a surplus on a funding basis of $16 million
Accordingly, no new schedule of contributions haer put in place. Future contributions may be edjre
between the Trustees and MSUK following the neidntrial valuation at 31 December 2018. The
expected timeline for completion of the next fulllwation falls after the approval of these finahcia
statements.

The management recharge for the year in respettteodB plan recognised within ‘Management charges
from other Morgan Stanley Group undertakings retato ‘Direct staff costs’ in ‘Operating expenseasv
$nil (2017: $nil).

A High Court ruling on 26 October 2018 confirmeatttUK defined benefit pension schemes are required
to equalise male and female members’ GMP benefitee DB plan rules currently make no allowance for
GMP equalisation, therefore an additional liabiligs been calculated to incorporate the estimatpddt

of this requirement which is treated as a plan atmemt. An estimate of $15million (5.68% of the g0
defined benefit obligation) has been recognised past service cost in relation to the GMP equidisa
Given that the DB plan currently has a net accognsurplus which is not recognised under the asset
ceiling, the additional GMP liability reduces therglus previously derecognised in other comprelvensi
income and therefore does not result in any additiomanagement recharge to the Group in the yeat to
December 2018. If however, following the next fimgdvaluation due in July 2019, a new schedule of
contributions is agreed between MSUK and the Tassthis would be recharged to the Group under the
management recharge arrangement above.

The following table provides a summary of the présvalue of the defined benefit obligation and fai
value of DB Plan assets included in the consolitlatatement of financial position:

2018 2017

$millions $millions

Present value of the funded defined benefit okibbgat (264) (285)
Fair value of plan assets 337 371
Surplus of the funded defined benefit plan 73 86
Impact of asset ceiling (73) (86)

The Plan has a surplus that is not recognisedeit8UK statement of financial position on the baksat
future economic benefits are not available to thetyein the form of reduced contributions or a ltas
refund.
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Of the defined benefit obligation $262,547,000 (20$284,129,000) relates to deferred members and
$1,019,000 (2017: $1,217,115) relates to retirednbes. Upon reaching retirement, the majority of
individual plan holdings have been bought out viaanuity in the name of the retiree with MSUK hayi

no further obligation.

The weighted average duration of the defined benéfigation at 31 December 2018 is 29 years (2@87:
years).

Movement in the net defined benefit asset and impaof asset ceiling

The following tables provide a summary of the présalue of the obligation, the fair value of th8 Plan
assets and the impact of the asset ceiling:

Present value Fair value of Impact of

2018 of obligation plan assets Total asset ceiling Total

$millions $millions  $millions  $millions  $millions
At 1 January 2018 (285) 371 86 (86) -
Net interest (expense)/income (6) 8 2 (2 -
Past Service Cost (15) - (15) - (15)
Amounts recognised in the
income statement (21) 8 (13) (2) (15)
Remeasurements:

The return on scheme assets

(excluding amounts included in r

interest expense) - (12) (12) - (12)
Actuarial gain/(loss) arising from

changes in demographic

assumptions 18 - 18 - 18
Actuarial gain/(loss) arising from

changes in financial assumptions (1) - (1) - Q)
Adjustments for restrictions on the

defined benefit asset - - - 9 9

Amounts recognised in the
statement of comprehensive

income 17 (11) 6 9 15
Foreign exchange rate changes 14 (20) (6) 6 -
Contributions:

Benefit payments 11 (11) - - -
At 31 December 2018 (264) 337 73 (73) -
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Present value Fair value of Impact of

2017 of obligation plan assets Total asset ceiling Total

$millions $millions  $millions $millions  $millions
At 1 January 2017 (262) 337 75 (75) -
Net interest (expense)/income (7) 9 2 (2) -
Amounts recognised in the
income statement (7) 9 2 (2) -
Remeasurements:
The return on scheme assets
(excluding amounts included in
net interest expense) - 2 2 - 2
Actuarial gain/(loss) arising from
changes in financial assumptions 3) - 3) - 3)
Effect of experience adjustments 3 - 3 - 3
Adjustments for restrictions on the
defined benefit asset - - - (2) (2)
Amounts recognised in the
statement of comprehensive
income - 2 2 (2) -
Foreign exchange rate changes (25) 32 7 (7 -
Contributions:
Benefit payments 9 (9) - - -
At 31 December 2017 (285) 371 86 (86) -

Actuarial assumptions

The following table presents the principal actuaagsumptions used in the valuation of the DB Plan:

2018
%
Pre-retirement discount rate 25
Post-retirement discount rate 2.0
Inflation 35
Revaluation in deferment 25

The mortality assumptions used give the followiifg éxpectancy:

2017
%
2.3
1.9
3.3
2.3

Life expectancy at age 65 for a.ife expectancy at age 65 for

male member currently: female member currently:
Aged 65 Aged 45 Aged 65 Aged 45
31 December 2018
UK 89.8 92.0 91.5 93.8
31 December 2017
UK 89.7 91.8 91.4 93.6

162



MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

35. POST EMPLOYMENT BENEFITS (CONTINUED)
The sensitivities to the principal assumptions useghieasure the defined benefit obligation areolisvis:
2018

Assumption Change in assumption Impact on schemeahilities
Discount rate (Pre-Increase/ decrease by 0.25% Decrease/ increas® & .40%
retirement/Post-Retirement

combined)

Inflation assumption Increase/ decrease by 0.25% Increase/ decreas@1%6/8.87%
(CPI/RPI Combined)

Life expectancy Increase by 1 year Increase by%8.34

2017

Assumption Change in assumption Impact on schemeahilities
Discount rate Increase/ decrease by 0.25% Decrease/ increas@%/7.96%

(Pre-Retirement/Post-
Retirement combined)

Inflation assumption Increase/ decrease by 0.25% Increase/ decreas@THp4.08%
(CPI/RPI Combined)
Life expectancy Increase by 1 year Increase by%8.55

The sensitivity analysis presented above has betsirdined based on reasonably possible changé of t
assumptions occurring at 31 December 2018 and ®rbiger 2017 assuming that all other assumptions
are held constant. The methods and types of as§umapised in preparing the sensitivity analysis o
change compared to the prior year.

Plan assets

MSUK and the Trustees, in consultation with theidépendent investment consultants and actuaries,
determine the asset allocation targets based an dksessment of business and financial conditions,
demographic and actuarial data, funding charatiesigand related risk factors. Other relevant fegto
including industry practices and long-term histati@and prospective capital market returns, are also
considered. The overall investment objective iseexgd to minimise the volatility of the Plan’s slugpor
deficit through asset liability matching. The istraent strategy is low risk.
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Plan assets (continued)
Specific risks which are managed through the adbmtation targets include:

< Interest rate and inflation risk — Plan liabilitiedll change in response to changes in interestrat
and inflation. The policy is to hedge this riskfasas possible;

* Asset volatility — investment in asset classes aghquities gives rise to volatility in the valie
the assets. The policy is to invest in asset ctasdch closely match the Plan’s liabilities;

e Credit risk — any default or downgrade in instrumsesuch as corporate bonds and money market
instruments may result in losses. The policy ipantially mitigate this risk by investment in a
range of different credit instruments via pooledds;

e Liquidity risk — the liquidity of investments mayange over time which may have an impact on
the expected transaction costs. The Trustees antUKM8ave reviewed the likely cash
requirements of the Plan and are satisfied thatintiestment arrangements provide sufficient
liquidity;

e Longevity risk — the longevity experience may diffeom expectations and expectations may
change over time. The purchase of annuities fosipeers mitigates a substantial portion of this
risk.

In line with the above investment objectives, th& Plan holds investments in a range of pooled
investment vehicles of varying maturities intendedoroadly reflect the expected liability profilé the
Plan. The major categories and fair values of sehassets at the end of the reporting period arewget
below.

2018 2017

Quoted in an Quoted in an
active market Other Total active market Other Total
$millions  $millions  $millions $millions $millions $millions
Cash and cash equivalents - 67 67 - 84 84
Corporate bonds 53 - 53 58 - 58
Government bonds 217 - 217 229 - 229
270 67 337 287 84 371

MSUK and the Trustees conducted a full asset-ligtiéview for the DB plan. The asset-liabilityview
occurs every three years with the next schedulei@¢wedue to take place 2019. These studies am tase
assist the Trustees and the Company in determthigptimal long-term asset allocation with regerd
the structure of liabilities within the scheme.

The main strategic choices formulated in the ac@uand technical policy documents of the scheree ar

a) Assets should be invested in hedging assets sugift@scorporate bonds and swap-based hedging
funds to hedge liability-related risks.

b) Interest rate sensitivity caused by the duratiothefdefined benefit obligation should be reduced
by the use of debt instruments such as gilts inkipation with interest rate swap-based hedging
funds.

C) In respect of GMP underpin liabilities, investmantong-dated corporate bonds to approximately
hedge annuity prices, provide a degree of liquidityd generate a modest degree of excess
investment return.
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Parent and subsidiary relationships
Parent and ultimate controlling entity

The Group’s immediate parent undertaking is MSIUKich is registered in England and Wales. Copies of
its financial statements can be obtained from thlegi®rar of Companies for England and Wales,
Companies House, Crown Way, Cardiff CF14 3UZ.

The ultimate parent undertaking and controllingitgnis Morgan Stanley. This is the largest group of
which the Group is a member and for which groupiitial statements are prepared. Morgan Stanley has
its registered office c/o The Corporation Trust @amy, The Corporation Trust Center, 1209 Orange
Street, Wilmington, DE 19801, United States of Aizeerand is incorporated in the state of Delaware, i
the United States of America. Copies of its finahcistatements can be obtained from
www.morganstanley.com/investorrelations.

Key management compensation

Key management personnel are defined as thosensehswing authority and responsibility for planning
directing and controlling the activities of the @po

The Morgan Stanley Group’s corporate governancadr@ork gives consideration to legal, geographical

and business lines through a combination of boafddirectors, and regional and global management
committees. Accordingly, in addition to the Dirext of the Company, key management personnel of the
Group is considered to include the boards of dimsciof certain parent companies, including that of

Morgan Stanley, certain members of key Morgan $taibroup management committees, and certain
executive officers of Morgan Stanley.

The boards of the Group’s parent companies, theagement committees and the executive officers cover
the full range of the Morgan Stanley Group’s busiactivities. Only those members with responsybili
for the Institutional Securities business, being rportable business segment of the Group, agdsred

to be key management personnel of the Group. Thgeggte compensation below represents the
proportion of compensation paid to these key mamage personnel, including the Directors of the
Company, in respect of their services to the Group.

Compensation paid to key management personnespect of their services rendered to the Group is:

2018 2017

$ millions $millions

Short-term employee benefits 66 52
Share-based payments 22 29
Other long-term employee benefits 23 22
111 103

The share-based payment costs disclosed abovetréfée amortisation of equity-based awards gratded
key management personnel over the last three yearsre therefore not directly aligned with othexffs
costs in the current year.

Key management personnel compensation is bornghgr Morgan Stanley Group undertakings in both
the current and prior years. Where these costshamed to the Group, they are included in ‘Managgm
charges from other Morgan Stanley Group undertakietating to staff costs’ within ‘Operating expes’s

as disclosed in note 7.
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Directors' remuneration

2018 2017
$millions: $millions
Total remuneration of all Directors:

Aggregate remuneration 18 14
Long term incentive schemes 3. 5
21 19

Disclosures in respect of the highest paid Director
Aggregate remuneration 5 4
Long term incentive schemes 1 2
6 6

Directors’ remuneration has been calculated asuneof cash, bonuses and benefits in kind.

All Directors who are employees of the Morgan StgrGroup are eligible for shares and share optidns
the parent company, Morgan Stanley, awarded ufideMorgan Stanley Group’s equity-based long term
incentive schemes. In accordance with Scheduleragpgph 1(3)(a) of The Large and Medium-sized
Companies and Groups (Accounts and Reports) Régnuga2008, the above disclosures include neither th
value of shares awarded, nor the gains made oris®esf share options. During the year eight Doect
received restricted stock unit awards in respecualifying services (2017: six).

The value of assets (other than shares or shai@neptawarded under other long term incentive sg@®m
has been included in the above disclosures wheraw@ds vest, which is generally within three years
from the date of the award.

Two Directors have retirement benefits accruingaurad non-UK defined benefits scheme (2017: two). In
addition, one Director has benefits accruing uniher Alternative Retirement Plan, a defined benefit
scheme, operated by Morgan Stanley UK Limited (2@h#).

The Morgan Stanley Group operates a defined carioib pension scheme, the Morgan Stanley UK Group
Pension Plan. There are four Directors to whonraetent benefits are accruing under this UK defined
contribution scheme (2017: three). Four directoesreh benefits accruing under a non-UK defined
contribution scheme (2017: two).

The Group has not provided any loans or other testliances to its Directors during the year (201il.
Transactions with related parties

The Morgan Stanley Group conducts business fontsliglobally through a combination of both functbn
and legal entity organisational structures. Acoagly, the Group is closely integrated with the @i®ns

of the Morgan Stanley Group and enters into traityas with other Morgan Stanley Group undertakings
on an arm’s length basis for the purposes of ittdisfinancing, trading and risk management, and
infrastructure services. The nature of these wlatiips along with information about the transatiand
outstanding balances is given below. The Groumbasecognised any expense and has made no provisio
for impairment relating to the amount of outstagdiralances from related parties (2017: $nil).
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Cash

The Group places cash with other Morgan Stanleyu@mandertakings. All such transactions are entered
into on an arm’s length basis.

2018 2017
Interest Balance Interest Balance
$millions $millions  $millions $millions

Amounts due from other Morgan Stanley
Group undertakings - 611 - 118

Funding

The Group receives funding from and provides fugdmother Morgan Stanley Group undertakings in the
following forms:

e General funding

General funding is undated, unsecured, floating lextding, other than certain funding which is date a
rolling 60 or 395 day term. Funding may be receiee provided for specific transaction related fingd
requirements, or for general operational purpodé interest rates are established by the Mordgnlesy
Group Treasury function for all entities within tMorgan Stanley Group and approximate the market ra
of interest that the Morgan Stanley Group incurluimding its business.

Details of the outstanding balances on these fundimangements and the related interest income or
expense recognised in the consolidated incomenséatieduring the year are shown in the table below:

2018 2017
Interest Balance Interest Balance
$millions $millions $millions $millions
Undated
Amounts due from the Group’s direct
and indirect parent undertakings 3 10 1 32
Amounts due from other Morgan Stanley
Group undertakings 27 1,274 15 635
30 1,284 16 667
Rolling 395 day term
Amounts due from the Group’s direct
and indirect parent undertakings 1 87 1 -
Amounts due from other Morgan Stanley
Group undertakings 1 37 6 53
2 124 7 53
Undated
Amounts due to the Group’s direct
and indirect parent undertakings 161 3,504 513 151
Amounts due to other Morgan Stanley
Group undertakings 159 4,979 104 4,947
320 8,483 617 5,098
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e General funding (continued)

Rolling 395 day term
Amounts due to the Group’s direct

and indirect parent undertakings 745 13,301 170 25,493

Amounts due to other Morgan Stanley
Group undertakings 30 254 39 230
775 13,555 209 25,723

¢ Subordinated loans

The Group has received subordinated loans fronr dffeegan Stanley Group undertakings. Details of the
terms of the loans, including the contractual migt@nd the interest rate are shown in note 19.

e Trading and risk management
In the course of funding its business, the Grougrsrinto collateralised financing transactionshvather
Morgan Stanley Group undertakings. All such tratisas are entered into on an arm’s length basis.

Details of the amount outstanding on such transastand the related interest income / expense nésed)
in the consolidated income statement during the ggashown in the table below:

2018 2017
Interest Balance Interest Balance
$millions $millions $millions $millions

Financial assets measured at amortised cost

Amounts due from other Morgan Stanley
Group undertakings - - 94 18,101

Financial assets measured at fair value
Amounts due from other Morgan Stanley
Group undertakings 202 30,565 - -

Financial liabilities measured at amortised

cost
Amounts due to the Group’s direct and

indirect parent undertakings 64 3,662 (23) 3,753
Amounts due to other Morgan Stanley Group

undertakings 346 23,298 124 16,588

410 26,960 101 20,341

Financial liabilities measured at fair value
Amounts due to other Morgan Stanley Group

undertakings 48 3,627 - -

168



MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
Year ended 31 December 2018

36. RELATED PARTY DISCLOSURES (CONTINUED)
e Trading and risk management (continued)

The Group enters into purchases and sales of Sesuand derivative transactions with other Morgan
Stanley Group undertakings to facilitate the priowisof financial services to clients on a globasiseand

to manage the market risks associated with suclinéss The Group also enters into derivative
transactions with other Morgan Stanley Group urakéngs to manage the market risks associated with
certain of its compensation plans. All such tratieas are entered into on an arm’s length basise tétal
amounts receivable and payable from such transetiot yet settled and the fair value of such dginres
contracts outstanding at the year end were asiWello

2018 2017
$millions $millions
Amounts due from the Group’s direct and indireaigpa undertakings on
securities and derivative transactions 1,729 1,101
Amounts due from other Morgan Stanley Group undértgs on
securities and derivative transactions 57,014 46,185
58,743 47,286
Amounts due to the Group’s direct and indirect patmdertakings on
securities and derivative transactions 1,599 1,070
Amounts due to other Morgan Stanley Group undentgkion
securities and derivative transactions 58,470 47,704
60,069 48,774

The Group has received collateral of $245 milli@0X7: $1,146 million) from the Group’s direct and
indirect parent undertaking and $2,554 million (20$2,456 million) from other Morgan Stanley Group
undertakings. The Group has pledged collaterabafnfilion (2017: $19 million) to the Group’s direahd
indirect parent undertakings and $24,935 millioA1(2: $28,256 million) to other Morgan Stanley Group
undertakings. The Group has received and pledgkateral to mitigate credit risk on exposures agsi
under derivatives contracts between the Group #mgl dorgan Stanley Group undertakings.

In addition, the management and execution of bgsistrategies on a global basis results in manygdtor
Stanley transactions impacting a number of Morg@ml8y Group entities. The Morgan Stanley Group has
Global Transfer Pricing Policies in place among tHémate Parent and its consolidated subsidiatdes
ensure arm’s length pricing. These policies aresisbent with 2017 OECD transfer pricing guidelifies
multinational enterprises and tax administratiorise Firm has also engaged in negotiations of Adednc
Pricing Agreements with selected tax authoritiesegpect of its key transfer pricing methodologies.

For the year ended 31 December 2018, a net |ob%,880 million was transferred to the Group frotimeo
Morgan Stanley Group undertakings relating to sestenue transfer pricing policies and recognisetthén
consolidated income statement arising from sucleigsl! (2017: net loss of $1,056 million).
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Infrastructure services

The Group incurs management charges from other do&tanley Group undertakings for infrastructure
services, including the provision of staff and odfifacilities. Management recharges received acuried
during the year are as follows:

2018 2017

Other Other
Staff costs  services Staff costs  services
$millions  $millions  $millions  $millions

Amounts recharged from the Group’s direct and axtir

parent undertakings 23 - 64 45
Amounts recharged from other Morgan Stanley Group
undertakings 1,599 1,178 1,530 994

1,622 1,178 1,594 1,039

Amounts outstanding at the reporting date are deduwithin the general funalj balances disclos
above.

Taxation

The Group has surrendered group relief to other loeesnof the Morgan Stanley UK tax group for no cash
consideration (see note 9).

Other related party transactions

The Group has received a guarantee from MorgareStamternational, to guarantee the obligationsarnd
derivative contracts of certain fellow Morgan S&nlGroup undertakings to the Company. As at 31
December 2018, no call had been made by the Groderuhis arrangement.

37. EVENTS AFTER THE REPORTING PERIOD

On 1 March 2019, the Company paid a dividend ircigpef $531 million to MSIUK, transferring its edyi
interests in Morgan Stanley Europe SE and Morganl8y Europe Holding SE.
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Note 2018 2017
$millions $millions
PROFIT FOR THE YEAR 4 660 821
OTHER COMPREHENSIVE INCOME, NET OF TAX
Items that will not be reclassified subsequently tprofit or loss:
Remeasurement of net defined benefit liability Q) -
Changes in fair value attributable to own credik on financial
liabilities designated at fair value 171 (73)
Items that may be reclassified subsequently to prifor loss:
Currency translation reserve:
Foreign currency translation differences arisingameign
operations (12) 32
Net amount reclassified to consolidated incomeestant upotr
transfer of subsidiary 74
Available-for-sale reserve:
Net change in fair value of available-for-saleafiial assets - 67
OTHER COMPREHENSIVE INCOME AFTER INCOME
TAX FOR THE YEAR 232 26
TOTAL COMPREHENSIVE INCOME FOR THE YEAR 892 847

The notes on pages 175 to 231 form an integralgfdhe financial statements.
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Currency Capital Capital Debt valuation
Equity Share translation Available-for- contribution redemption Pension adjustment Retained
Note instruments premium reserve sale reserve reserve reserve reserve reserve earnings Total equity
$millions  $millions $millions $millions $millions $millions $millions $millions $millions $millions
Balance at 1 January 2017 12,765 513 (134) (4) 3 1,400 - (45) 2,275 16,773
Impact of change in accounting
policy for fair value gains and losses 3 - - - - - - - - 37 37
on inception
Profit for the year - - - - - - - - 821 821
Other comprehensive income for the
Changes in fair value attributable
to own credit risk on financial
liabilites designated at fair value - - - - - - (73) - (73)
Foreign currency translation
differences arising on foreign
operations - - 32 - - - - - - 32
Net change in fair value on
available-for-sale financial assets - - - 67 - - - - 67
Total comprehensive
income/(loss) - - 32 67 - - - (73) 821 847
Transactions with owners:
Issue of ordinary share capital 18 1,000 - - - - - - - 1,000
19 - - - - - - - - (86) (86)
Balance at 31 December 2017 13,765 513 (102) 63 3 1,400 - (118) 3,047 18,571
Impact of adoption of new
accounting standards (see note 3) 3 - - - (63) - - - - 61 2)
Profit for the year 4 - - - - - - - 660 660
Other comprehensive income for the
Remeasurement of defined
benefit liability - - - - - - 1) - - 1)
Changes in fair value attributable
to own credit risk on financial
liabilities designated at fair value - - - - - - 171 - 171
Foreign currency translation
differences arising during the
- - (12) - - - - - - (12)
Recycling of currency translation
reserve upon disposal of
subsidiary - - 74 - - - - - - 74
comprehensive
income/(loss) - - 62 - - - 1) 171 660 892
Transactions with
owners:
Issue of Additional Tier 1 capital 18 2,200 - - - - - - - - 2,200
19 - - - - - - - - (529) (529)
Balance at 31 December 2018 15,965 513 (40) - 3 1,400 (1) 53 3,239 21,132

The notes on pages 175 to 231 form an integralgfdhe financial statements.
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Note 2018 2017
$millions $millions

ASSETS
Cash and short-term deposits 6 30,076 24,736
Trading financial assets (of which $38,499 milli@p17: $56,081 million) were
pledged to various parties) 7 253,188 255,363
Secured financing 5 95,643 107,235
Loans and advances 9 832 543
Investment securities 131 160
Trade and other receivables 10 65,292 70,643
Current tax assets 363 133
Deferred tax assets 16 4 100
Investment in subsidiaries, associates and jointwes 11 646 524
Property, plant and equipment 12 6 4
Other assets 10 8
TOTAL ASSETS 446,191 459,449

LIABILITIES AND EQUITY
Bank loans and overdrafts 6 4 122

Trading financial liabilities 7 217,093 214,967
Secured borrowing 5 78,927 90,775
Trade and other payables 13 91,838 95,865
Debt issued and other borrowings 14 37,025 38,988
Provisions 15 3 50
Current tax liabilities 50 30
Deferred tax liabilities 16 33 1
Accruals and deferred income 82 113
Post-employment benefit obligations 30 4 4
TOTAL LIABILITIES 425,059 440,915
EQUITY

Share capital 18 15,965 13,765
Share premium account 18 513 513
Currency translation reserve 18 (40) (102)
Available-for-sale reserve 18 - 63
Debt valuation adjustment reserve 18 53 (118)
Capital contribution reserve 18 3 3
Capital redemption reserve 18 1,400 1,400
Pension reserve 18 Q) -
Retained earnings 3,239 3,010
TOTAL EQUITY 21,132 18,534
TOTAL LIABILITIES AND EQUITY 446,191 459,449

These financial statements were approved by thedBared authorised for issue on 18 April 2019.

Signed on behalf of the Board

K Lazaroo, Director

The notes on pages 175 to 231 form an integralgfdhe financial statements.
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NOTES TO THE COMPANY FINANCIAL STATEMENTS
Year ended 31 December 2018

1. BASIS OF PREPARATION

These financial statements contain information atloe Company as an individual company and do potain
consolidated financial information as the parerd gfoup.

Statement of compliance

These financial statements are prepared in accoedarith United Kingdom Generally Accepted Accougtin
Practice (United Kingdom Accounting Standards gppliaable law), including FRS 101 with a departtnem the
requirement of Schedule 1 paragraph 40 to The Largk Medium-sized Companies and Groups (Accountds an
Reports) Regulations 2008 (“the Regulations”) ascdbed in note 2(c) below for the overriding pusp®f giving a
true and fair view.

The Company meets the definition of a qualifyingitgrand is a Financial Institution as defined iR% 100. The
Company has taken advantage of the disclosure di@mpavailable under FRS 101 in relation to shzased
payments, fair value measurements (as applicablastets and liabilities other than financial instemts),
presentation of comparative information in resp#ctertain assets and shares outstanding, preent#fta cash
flow statement, accounting standards not yet adiogtel related party transactions.

Where relevant, equivalent disclosures have beewiged in the Group accounts in which the Compagy i
consolidated.

New standards and interpretations adopted during tle year

The new standards and interpretations adopted gltini@ year were consistent with those adopted byGitoup.
Refer to note 2 to the Group financial statememtgurther detail.

As a result of the IFRS 9 evaluation conductedhegyGompany, certain financial assets have moved &mortised
cost and designated at FVPL under IAS 39 to manitiatat FVPL under IFRS 9. Equity investments poasly

held as available-for-sale have moved to FVPL wathconsequent transfer of the available-for-salerves
transferring to retained earnings. Additionally,rtag financial liabilities have changed classifioa from

amortised cost to being designated at FVPL as #neypart of a group of financial assets and firgn@bilities

which are managed on a fair value basis. The impiaittese changes on retained earnings as at AiJa2018 was
$62 million.

The impact of the implementation of the ECL impamapproach on retained earnings as at 1 Jan04g/ ®as
not material to the Company.
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NOTES TO THE COMPANY FINANCIAL STATEMENTS
Year ended 31 December 2018

1. BASIS OF PREPARATION (CONTINUED)
New standards and interpretations adopted during tle year (continued)

The impairment allowance is based on ECL associattdthe lifetime cash shortfalls that will resifia
default occurs in the twelve months after the répgrdate (the ‘twelve month ECL’), unless therash
been a SICR since origination, in which case thé EMased on the lifetime ECL;

Identifying whether assets have experienced a SHi@Be origination. When determining whether credit
risk has increased significantly since initial rgoition, the Company considers both quantitative an
qualitative information and analysis, based on@uoenpany’s historical experience and expert cradi r
assessment, including forward-looking information;

Estimating ECL, reflecting an unbiased and the abiliiy-weighted impact of multiple future economic
scenarios. ECL are calculated using three main ooets: PD, the expected LGD and an estimated EAD.
These parameters are generally derived from inflgrrieveloped statistical models, combined with
historical, current and forward-looking customed amacro-economic data.

For trade receivables, a simplified approach hankalopted as permitted by IFRS 9, whereby an alow is
recognised for the lifetime ECL of the instrumePtactical expedients have been employed to caécttiat ECL for
trade receivables. For some portfolios of finanaidets, ECL have been estimated to be closedorafiecting the
short term nature of the portfolio and the benafitollateral or other credit mitigants.

The impact of the implementation of the ECL impamapproach on retained earnings as at 1 Jan048/ ®as
not material to the Company.

The impact to the Group’s Tier 1 capital as atrduday 2018 as a result of the transition to IFR&98 not material.
The Company did not make use of the transitiona@rgements introduced by Regulation (EU) 2017/2@%&ing

to the effects of ECL for mitigating the impact thie introduction of IFRS 9 on own funds and theatiment of
certain large exposures.

Under the transitional provisions of the Standdtet Company’s opening balance sheet at the dateitadl
application (1 January 2018) has been restatet, matrestatement of comparative periods. Howeher Gompany
has updated the presentation of its primary statésmen transition to IFRS 9 to provide more reléviaformation
to the users of the consolidated financial statéméfhe comparative period has been re-presentatigio to the
new format in the annual consolidated financiaiestents.

Note 3 provides the new accounting policies un&8&3 9 applicable from 1 January 2018.

To reflect the differences between IFRS 9 and IASIBRS 7 Financial Instruments: Disclosures/ias updated by
the IASB and the Company adopted the updated IFR& the year beginning 1 January 2018. The upmbate
requirements include transition disclosures showndte 3, in addition to qualitative and quantitatinformation
about the ECL as set out in note 22.

An amendment to IFRS Zlassification and Measurement of Share-based Paymensactionswas issued by
the IASB in June 2016, for application in accougtperiods beginning on or after 1 January 2018lyEguplication
is permitted. The amendment was endorsed by thenEgbruary 2018.

IFRS 15 Revenue from Contracts with Custome(dFRS 15") was issued by the IASB in May 2014 for
retrospective application in accounting periodsifn@gg on or after 1 January 2018. In addition, adments
relating to clarifications to IFRS 15 were issugdthe IASB in April 2016 requiring application irceounting
periods beginning on or after 1 January 2018. Taedard and amendments were endorsed by the Eldtobér
2016. Refer to note 3 for further information.

As part of the 2014-2016 Annual Improvements Cyelblished in December 2016, the IASB made amendsiient
IAS 28 ‘Investments in Associatethat are relevant to the Company’s operations:afmplication in accounting
periods beginning on or after 1 January 2018. Theraiments were endorsed by the EU in February 2018.
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NOTES TO THE COMPANY FINANCIAL STATEMENTS
Year ended 31 December 2018

1. BASIS OF PREPARATION (CONTINUED)

New standards and interpretations adopted during tle year (continued)

IFRIC 22 ‘Foreign Currency Transactions and Advance Consitienawas issued by the IASB in December 2016
for application in accounting periods beginningamnafter 1 January 2018 and was endorsed by thénEApril
2018.

There were no other standards, amendments to stlndainterpretations relevant to the Company'srafions
which were adopted during the year.
Basis of measurement

The financial statements of the Company are prepangler the historical cost basis, except for aerfiaancial
instruments that have been measured at fair val@xaained in the accounting policies below.

Critical accounting judgements and sources of estiation uncertainty

In preparing the consolidated financial statemetite, Group makes judgements and estimates thatt affie
application of accounting policies and reported ants.

Critical accounting judgements are key decisiondertay management in the application of the Groap&unting
policies, other than those involving estimationsjal have the most significant effects on the an®uecognised
in the financial statements. Critical accountingireates represent assumptions and estimations nigde
management that have a significant risk of resgltma material adjustment to the carrying amodrassets and
liabilities within the next financial year.

The critical judgements in applying the Companysaunting policies are as follows:

» Recognition and measurement of tax balangadgements are used in determining what tax-debliecti
losses are to be surrendered to other memberg dfithhgan Stanley UK tax group and whether theré wil
be sufficient taxable profits in future years toagnise deferred tax assets. See note 16.

The critical sources of estimation uncertainty asdollows:

* Valuation of Level 3 financial instrument§faluation techniques used to measure the fair vale
instruments categorised in Level 3 of the fair wahierarchy are dependent on unobservable paramneter
and as such require the application of judgemenglving estimations and assumptions. The fair &dbr
these financial instruments has been determinedigugiarameters appropriate for the valuation
methodology based on prevailing market evidencis. i¢cognised that the unobservable parametetd cou
have a range of reasonable possible alternate staiee note 26 ‘Sensitivity of fair values to chiagg
significant assumptions to reasonable possibleratives’.

 Measurement of property, litigation and taxationoyisions: Estimates are used in the calculation of
provisions, which are calculated based on the retemt value of expected future cash flows, althahe
Company recognises that it is inherently diffictdt estimate the amount of the future losses inagert
instances. See note 15.

The Company evaluates the critical accounting juotg@s and accounting estimates on an ongoing laasis
believes that these are reasonable.

Change in accounting policy

For details of the change in the Company’s accagntplicy with respect to fair value gains and &ssarising upon
initial recognition, refer to note 2 to the Groufilsancial statements.

177



MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE COMPANY FINANCIAL STATEMENTS
Year ended 31 December 2018

1. BASIS OF PREPARATION (CONTINUED)
Change in accounting policy (continued)

The impact of this change in accounting policy, abhhas been applied retrospectively, on the Comfiiaancial
statements as at 1 January 2017 and 1 January i2G8follows:

1January 2017

and 1 January 31 December Cumulative
2018 2018 Impact
$millions $millions $millions
Assets:
Trading financial assets 50 10 60
Liabilities:
Current tax liabilities - 4 4
Deferred tax liabilities 13 Q) 12
Equity:
Retained earnings 37 7 44

The going concern assumption

The Company’s business activities, together withfttittors likely to affect its future developmeamyformance and
position, and the Company's objectives, policiesl grocesses for managing its capital; its financiak
management objectives; and its exposures to cris#titand liquidity risk, are reflected in the Segic report on
pages 3 to 39. In addition, the notes to the firdmstatements include the details of its finanamstruments and
additional detail, not included in the StrategiqB#, on its credit risk and liquidity risk.

As set out in the Group’s Strategic report, retagnsufficient liquidity and capital to withstand rkat pressures
remains central to the Morgan Stanley Group’s &eddompany’s strategy.

Taking all of these above factors into considertithe Directors believe it is reasonable to asstina¢ the
Company will have access to adequate resourcesrttinae in operational existence for the foresemdblure.
Accordingly, they continue to adopt the going candeasis in preparing the annual report and firelrstatements.
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2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The accounting policies of the Company are the saméhose of the Group which are set out in note the
consolidated financial statements, except the poli) on business disposals which is not applieatd the
Company. The Group accounting policy 3(c)(ii) omaficial instruments designated at fair value thinopigpfit or
loss is applied by the Company, however, for thenfany this represents a departure from the Reguktfsee
2(c) below). Investments in subsidiaries held bg ®ompany are carried at historical cost less pronifor
impairment in accordance with the policy as noté and 2(b) below.

a) Investments in subsidiaries

Subsidiaries are entities over which the Comparsyduatrol. The Company controls an entity whers iexposed
to, or has rights to, variable returns from itsalvement with the entity and has the ability toeaffthose returns
through its power over the entity.
In certain cases, the Company may exercise coatredl another entity on behalf of investors or otparties. In
such cases it is necessary, as part of the assatssfmehether it should consolidate the entity, tioe Company to
determine whether it exercises such control pripaas an agent for the other investors or whethatoes so
primarily as principal on its own behalf. In makisgch a determination, Management will consideraivant
factors, including in particular

» The scope of the Company’s decision-making authorier the investee;

e The rights, including removal rights, held by otperties;

e The remuneration to which the Company is entitled;

* The significance of the Company’s exposure to ‘lits of returns from its interests in the entity.

Investments in subsidiaries are stated at cost,desvision for any impairment (see note 2(b) béldwividends,
impairment losses and reversals of impairment bsa® recognised in total profit or loss. Dividerfdsm
investments which would be classified as finankdilities by the investee are classified as iestand recognised
in total profit or loss.

b) Impairment of subsidiaries

Impairment losses on investments in subsidiaries measured as the difference between cost andutfient
estimated recoverable amount. When the recovel@leunt is less than the cost, an impairment isgrised
within profit or loss and is reflected against tt@@rying amount of the impaired asset on the stat¢rf financial
position. Investments in subsidiaries which havifesed an impairment are reviewed for possible reafeof the
impairment at the end of each reporting period.

c) Financial instruments designated at fair value thraigh profit or loss

The presentation of Debt valuation adjustment witbther comprehensive income represents a depdrture

Schedule 1 paragraph 40 to the Regulations, whaghires that changes in the value of financialrimeents be
included in the profit and loss account. The Diestconsider that this departure is necessary derathat the

accounts give a true and fair view of the resultdhe Company. All other subsequent changes inviaine, foreign

exchange differences not relating to changes irctédit risk of those liabilities, interest and idends are reflected
in the income statement.

3. TRANSITION TO IFRS 9 AND IFRS 15

As discussed in note 1, the Company adopted twostamdards from 1 January 2018, IFRS 9 and IFRSviEh
have resulted in a cumulative adjustments to rethigarnings at the date of adoption of $61 milliof the total
cumulative adjustment, $63 million was due to thensfer of the balance of the available-for-salgeree to
retained earnings. An analysis is shown in theegtanht of changes in equity.

The disclosures below set out the impact of adgptifRS 9 on the statement of financial position asiined
earnings, including the effect of replacing IAS 88icurred credit loss models with the ECL framewander IFRS
9.

179



MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE COMPANY FINANCIAL STATEMENTS
Year ended 31 December 2018

3.  TRANSITION TO IFRS 9 AND IFRS 15 (CONTINUED)

The following table shows the original measuremeategories in accordance with 1AS 39 and the new
measurement categories under IFRS 9 for the Grdinzacial assets and financial liabilities as atahuary 2018,

in accordance with the Group’s updated accountiolicips on the classification of financial instrunte under
IFRS 9 as set out in note 1.

Original
carrying New carrying
Original classification New classificatior amount under  amount under

1 January 2018 Note under IAS 39 under IFRS 9 IAS 39 IFRS 9
$millions $millions
Financial assets
Cash and short term Financial assets at
deposits Loans and receivablesamortised cost 24,736 24,736
Trading financial assets FVPL FVPL (trading) 255,363 255,363
Secured financing a Loans and receivables FVPL (non-trading) 94,895 94,894
Secured financing a FVPL (designated) FVPL (non-trading) 12,340 12,340
Financial assets at
Loans and advances b Loans and receivablesamortised cost 539 539
Loans and advances b Loans and receivables FVPL (non-trading) 4 2
Investment securities c Available-for-sale FVPL (non-trading) 160 160
Trade and other receivablesa FVPL (designated) FVPL (non-trading) 718 718
Trade and other receivablesa Loans and receivables FVPL (non-trading) 9 9
Financial assets at
Trade and other receivables Loans and receivablesamortised cost 69,826 69,826
Total financial assets 458,590 458,587
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3. TRANSITION TO IFRS 9 AND IFRS 15 (CONTINUED)

Original classification

New classificatior

Original carrying
amount under

New carrying
amount under

1 January 2018 Note under IAS 39 under IFRS 9 IAS 39 IFRS 9
$millions $millions
Financial liabilities
Bank loans and Financial liabilities aFinancial liabilities a
: ; 123 123
overdrafts amortised cost amortised cost
Trading financial FVPL FVPL (trading) 214,967 214,967
liabilities
. Financial liabilities aFinangal liabilities at
Secured borrowing amortised cost amortised cost 51,999 51,999
. Financial liabilites a .
Secured borrowing amortised cost FVPL (designated) 21,029 21,027
Secured borrowing d FVPL (designated) FVPL (designated) 17,748 17,748
Financial liallities atFinancial liabilities a
Trade and other payables amortised cost amortised cost 94,770 94,770
Trade and other payables FVPL (designated) FVPL (designated) 898 898
Trade and other payables F|nan(_:|al liabilities arvPL (designated) 6 6
amortised cost
Debt and other Fmant_:lal liabilities aFman(_:laI liabilities a 35,335 35,335
borrowings amortised cost amortised cost
Debt ar_1d other FVPL (designated) FVPL (designated) 3,653 3,653
borrowings
Total financial liabilities 440,528 440,526

The application of these policies resulted in #haassifications set out in the table above andaéed below.

a. Secured financing transactions and certain otlmemfiial assets are reclassified as FVPL non-tradig
they are held within a business model in which taey managed and their performance is evaluateal on
fair value basis.

b. Loans and advances to customers are classifieithes: e

« Financial assets at amortised cost, where theyira@ held to collect business model and their
contractual terms are SPPI; or

« FVPL non-trading when they are held within a bustnenodel in which they are managed and their
performance is evaluated on a fair value basisubtéd loan commitments related to these loans are
designated at FVPL.

c. Equity investments are required to be FVPL nonigd

d. Secured borrowing transactions are classified edke

» Designated at FVPL where the financial liabilityrfts part of a group of financial assets or finaihcia
liabilities or both, which is managed, evaluated egported internally on a fair value basis; or
» Financial liabilities at amortised cost.
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3. TRANSITION TO IFRS 9 AND IFRS 15 (CONTINUED)

IAS 39 carrying
amount 31

IFRS 9 carrying Retained

Reclass- Remeas- amount 1 January earnings effec!

December 2017 ification urement 2018 1 January 2018
$millions  $millions  $millions $millions $millions

Financial assets
Amortised cost
Cash and short term deposits: 24,736 - - 24,736 -
Secured financing:
To FVPL (non-trading) 94,895 (94,895) - - -
Loans and advances:
To FVPL (non-trading) 543 (4) - 539 -
Trade and other receivables:
To FVPL 69,835 (9) 69,826
Total amortised cost 190,009 (94,908) - 95,101 -
Available-for-sale
Investment securities:
To FVPL (non-trading mandatorily) 160 (160) - - -
Financial assets at FVPL (trading)
FVPL (trading) 255,363 - - 255,363 -
FVPL (non-trading)
Secured financing:
From amortised cost - 94,895 Q) 94,894 Q)
From FVPL designated - 12,340 - 12,340 -
Closing balance - 107,235 (1) 107,234 (1)
Loans and advances:
From amortised cost - 4 (2) 2 (2
Trade and other receivables:
From FVPL (designated) - 718 - 718 -
From amortised cost - 9 - 9 -
Closing balance - 727 - 727 -
Investment securities:
From available-for-sale - 160 - 160 -
Total FVPL (non-trading) - 108,126 (3) 108,123 (3)
FVPL (designated)
Trade and other receivables:
To FVPL (non-trading) 718 (718) - - -

Secured financing:
To FVPL (non-trading)

12,340 (12,340)

Total FVPL (designated)

13,058  (13,058)
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3.  TRANSITION TO IFRS 9 AND IFRS 15 (CONTINUED)

Retained
IAS 39 carrying IFRS 9 carrying earnings
amount 31 Reclass- Remeas- amount 1 effect 1
December 2017 fification urement January 2018 January 2018
$millions  $millions  $millions $millions $millions
Financial liabilities
Amortised cost
Bank loans and overdrafts 123 - - 123 -
Secured borrowing:
To FVPL (designated) 73,028 (21,029 - 51,99¢ -
Debt and other borrowings: 35,335 - - 35,335 -
Trade and other payables: 94,776 (6) - 94,770
Total amortised cost 203,262 (21,035 - 182,227 -
Financial liabilities at FVPL
FVPL (trading) 214,967 - - 214,967 -
FVPL (designated)
Debt and other borrowings: 3,653 - - 3,653 -
Trade and other payables: 898 6 - 904 -
Secured borrowing:
Opening balance 17,74¢ - - 17,74¢€
From amortised cost - 21,029 (2) 21,027 2
Total FVPL (designated) 22,29¢ 21,035 (2) 43,332 2

The following table analyses the impact, net of t&ftransition to IFRS 9 on reserves and retawulings. The
impact relates to the available-for-sale resergkeratained earnings. There is no impact on otheypoments of
equity.

Available-for-sale

Impact of adopting IFRS 9 reserve  Retained earnings
$millions $millions

Closing balance under IAS 39 (31 December 2017) 63 3,047

Reclassification of investment securities (equitygm available-

for-sale to FVPL (63) 63

Remeasurement of secured financing and loans arahees from
amortised cost to FVPL and secured borrowing basfiom 1)
amortised cost to FVPL (designated)

Recognition of ECL under IFRS 9
Opening balance under IFRS 9 (1 January 2018) - 3,109
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3. TRANSITION TO IFRS 9 AND IFRS 15
IFRS 9: Expected credit losses

The closing impairment allowance for financial asse accordance with IAS 39 and the opening EGavadnce
determined in accordance with IFRS 9 as at 1 Jgr2@i8 were both $41 million. The total provisidios loan
commitments and financial guarantee contracts ico@ance with IAS 37 as at 31 December 2017 and in
accordance with IFRS 9 as at 1 January 2018 weterblo There was no reclassification or remeas@m@nmpact

on ECL as a result of the adoption of IFRS 9.

IFRS 15

At 1 January 2018, the Group adopted IFRS 15, @o@ance with the transition provisions thereine Broup has
applied the provisions of IFRS 15 retrospectivaljydo contracts that were not completed as anudiy 2018, the
date of initial application. Prior periods have maten restated. A cumulative loss, net of tax, bindlllion was
recorded as of 1 January 2018, reflecting the ddfém timing of the recognition of certain Investnt Banking
revenues. As a result of adopting IFRS 15, the @utiog for certain transactions has changed, rieguih certain
costs now being presented on a gross basis within‘fee and commission income’ and ‘operating egee of $96
million.

4, PROFIT OR LOSS FOR THE YEAR

As permitted by section 408 of the Companies Ad&Ghe Company has elected not to present itsineome
statement for the period. The Company reportedbéitfafter tax of $660 million for the year endetl Becember
2018 (2017: $821 million).
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5. FINANCIAL ASSETS AND LIABILITIES BY MEASUREMENT CATEGORY

The following table analyses financial assets andniial liabilities as at 31 December 2018 pres@rih the
consolidated statement of financial position by #Rclassifications.

FVPL FVPL Amortised
31 December 2018 (mandatorily) (designated) cost Total
$millions $millions $millions $millions

Cash and short term deposits - - 30,076 30,076
Trading financial assets 253,188 - - 253,188
Secured financing:

Cash collateral on securities

borrowed 23,122 - - 23,122

Securities purchased under

agreements to resell 64,872 - - 64,872

Other secured financing 7,649 - - 7,649
Loans and advances 11 - 821 832
Investment securities 131 - - 131
Trade and other receivables 780 - 64,408 65,188
Total financial assets 349,753 - 95,305 445,058
Bank loans and overdrafts - - 4 4
Trading financial liabilities 217,093 - - 217,093
Secured borrowings:

Cash collateral on securities

loaned - 366 20,737 21,103

Securities sold under

agreements to repurchase - 15,868 25,608 41,476

Other financial liabilities - 16,348 - 16,348
Trade and other payables - 897 90,716 91,613
Debt and other borrowings - 5,664 31,361 37,025
Total financial liabilities 217,093 39,143 168,426 424,662
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5. FINANCIAL ASSETS AND LIABILITIES BY MEASUREMENT CATEGORY (CONTINUED)

31 December 2017 F\_/PL . FVPL Available- Loa_ns and Financial I!abilities
(trading) (designated) for -sale receivables at amortised cost Total
$millions $millions  $millions  $millions $millions  $millions
Cash and short term deposits - - - 24.73€ - 24.73€
Trading financial assets 255,36% - - - - 255,368

Secured financing:
Cash collateral on securities

borrowed - - - 24,15¢€ - 24,15€

Securities purchased under

agreements to resell - - - 70,73¢ - 70,739

Other secured financing - 12,34C - - - 12,34C
Loans and advances - - - 543 - 543
Investment securities - - 160 - - 160
Trade and other receivables - 718 - 69,83t - 70,55z
Total financial assets 255,367 13,05¢ 160 190,00¢ - 458,59(
Bank loans and overdrafts - - - - 122 122
Trading financial liabilities 214,967 - - - - 214,967

Secured borrowing:

Cash collateral on securities

loaned - - - - 20,761 20,761

Securities sold under

agreements to repurchase - - - - 52,266 52,266

Other financial liabilities - 17,74¢ - - - 17,748
Trade and other payables - 898 - - 94,77¢€ 95,674
Debt and other borrowings - 3,653 - - 35,33¢E 38,98¢
Total financial liabilities 214,967 22,29¢ - - 203,260 440,526
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5. FINANCIAL ASSETS AND LIABILITIES BY MEASUREMENT CATEGORY (CONTINUED)

Financial assets and financial liabilities designad at FVPL

The financial assets and financial liabilities sinoim the tables above which are designated at Fe@hsist
primarily of the following financial assets anddimcial liabilities:

Corporate loansUntil 31 December 2017, certain loans to customene designated at FVPL because either the
risks of the loans have been matched with othenfiral instrument contracts accounted for at falue and such a
designation reduces an accounting mismatch; oagsop a documented risk management strategy #ks of the
loan were managed on a fair value basis as pdheo€ompany’s trading portfolio and the risk wagamted to key
management personnel on this basis; or becaudeahecontract itself contains an embedded derigatfiat must
otherwise be separated and measured at fair via&fer to note 9 for more information. From 1 Jag018, these
loans to customers are designated at FVPL bechesdesignation at FVPL eliminates or significamédgluces an
accounting mismatch which would otherwise arise.

Prepaid OTC contracts: The risk on these financial instruments, both faiahassets and financial liabilities, is
primarily hedged using trading financial instrumgemcluding equity securities and interest rate psvaJntil 31
December 2017, these prepaid OTC contracts weligrdged at FVPL as such contracts, as well asittandial
instruments with which they are hedged, were risinaged on a fair value basis as part of the Comparading
portfolio and the risk is reported to key manageinpemsonnel on this basis. Refer to note 13 forenioformation.
From 1 January 2018, prepaid OTC contract assetslassified at FVPL as they are held in a busimesdel in
which they are managed and their performance ifuated on a fair value basis and prepaid contiabilities
continue to be designated at FVPL as they contioferm part of a group of financial assets andbilies which
are managed, evaluated and reported internallyfain galue basis.

Cash collateral on securities loaned and securiekl under agreements to repurchasetil 31 December 2017,
cash collateral balances repayable and accruectsttarising under repurchase agreements and rcegairities
lending arrangements are classified as ‘Finandslilities at amortised cost’ and the related siéiesr where
owned by the Company, are included in ‘Financiakés classified as held for trading’. From 1 Janpéx1 8, these
balances are classified as ‘Designated at FVPL'revige financial liability forms part of a group fifiancial assets
or financial liabilities or both, which are managegialuated and reported internally on a fair véddasis; otherwise,
they are classified as ‘Financial liabilities at@tised cost'.

Issued structured notekintil 31 December 2017 and from 1 January 201&ethelate to financial liabilities which
arise from selling structured products generallythe form of notes or certificates. The structuremtes are

designated at FVPL as the risks to which the Compaia contractual party are risk managed on avidine basis

as part of the Company’s trading portfolio andtils& is reported to key management personnel anlthsis. Refer
to note 14 for more information.

Other financial assets and liabilitieShese include

» financial assets and liabilities such as those #inse upon the consolidation of certain speciappse
entities;

» those that arise as a result of continuing recagnibf certain financial assets and the simultaseou
recognition of an associated financial liabilityyda

» those that arise as a result of not meeting retiogririteria for a financial asset purchase.

Until 31 December 2017 and from 1 January, thas&nfiial assets and liabilities were designatedvdtlLFas the

risks to which the Company was a contractual pargye risk managed on a fair value basis as pathef
Company’s trading portfolio and the risk was repdrto key management personnel on this basis.
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5. FINANCIAL ASSETS AND LIABILITIES BY MEASUREMENT CATEGORY (CONTINUED)
Financial assets and financial liabilities designad at FVPL

2018 2017
Assets Liabilities Assets Liabilities
$millions  $millions  $millions  $millions
Secured financing
Other secured financing -
Loans and advances
Corporate loans - - 276 -
Trade and other receivables
Prepaid OTC contracts - - 442 -
Secured borrowing
Cash collateral on securities loaned - 366 - -
Securities sold under agreements to repurchase -15,868 - -
Other financial liabilities - 16,348 - 17,543
Trade and other payables
Prepaid OTC contracts - 887 - 898
Unfunded loan commitmerits - 10 - -

Debt and other borrowings
Issued structured notes - 5,664 - 3,858
- 39,143 13,058 22,299

12,340 -

(1) Related to loans which are on balance sheetmdrading at FVPL

As discussed at note 2, from 1 January 2018 thep@agnadopted the new IFRS 9 standard, which hastedsin
all financial assets that had been designated &8 R accordance with IAS 39 changing measurematggory to
being mandatorily at FVPL. At 31 December 2017 ooape loans were designated at FVPL and had a noaxim
exposure to credit risk of $276 million. Corporddans were fully collateralised with securities eiwed by the
Company. As a result of IFRS 9 implementation,JaD&cember 2018 corporate loans are mandatorilyl FVP

The cumulative change in fair value recognisedugloother comprehensive income attributable to oxedlit risk
for financial liabilities designated at FVPL at Blecember 2018 is a gain of $70 million (2017: lo$s$160
million). During the year, $nil (2017: $nil) wasalesed as a result of the derecognition of suchrfamal liabilities.

The Company determines the amount of changesiivdiduie attributable to changes in counterpartylicnesk or
own credit risk, as relating to financial liabiit designated at FVPL, by first determining the Yailue including
the impact of counterparty credit or own credikyiand then deducting those changes in fair vafyeesenting
managed market risk. In determining fair value, @enpany considers the impact of changes in owditcspreads
based upon observations of the secondary bond imskeads when measuring the fair value for isstedtured
notes. The Company considers that this approach faidsfully represents the amount of change im Yalue due
to both counterparty credit risk and the Compawyim credit risk.

The carrying amount of financial liabilities deségad at FVPL for which the effect of changes insthéiabilities’
credit risk is presented within other comprehengine®eme was $226 million lower than the contracembunt due
at maturity (2017: $28 million lower).
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6. CASH AND SHORT TERM DEPOSITS

Included within ‘Cash and short term deposits’ 3883 million (2017: $12,007 million) of segregatelient
money, held in accordance with the FCA’s Client MpiRules, and an amount of $64 million (2017: $7Hion)
which represents other client money that is noilabie for use by the Company. The correspondingapke is
recognised and included in ‘Trade and other pagable

7. TRADING FINANCIAL ASSETS AND LIABILITIES

2018 2017

Assets Liabilities Assets Liabilities

$millions $millions $millions $millions

Government debt securities 14,775 17,935 11,956 22,835
Corporate and other debt 11,252 4,593 9,756 2,864
Corporate equities 47,850 20,452 67,043 20,461
Derivatives (see note 8) 179,311 174,113 166,608 168,807
253,188 217,093 255,363 214,967

There are no terms and conditions of any finanasdet or liability classified as held for tradinfgat may
individually significantly affect the amount, tingrand certainty of future cash flows for the Compan

8. DERIVATIVES

2018
Bilateral Cleared Listed derivative
oTC oTC contracts Total
$millions $millions $millions $millions
Derivative assets:
Interest rate contracts 62,650 1,980 8 64,638
Credit contracts 3,885 93 - 3,978
Foreign exchange and gold contracts 70,972 1,328 9 72,309
Equity contracts 28,441 - 6,911 35,352
Commaodity contracts 3,002 - 32 3,034
168,950 3,401 6,960 179,311
Derivative liabilities:
Interest rate contracts 58,372 848 9 59,229
Credit contracts 3,751 74 - 3,825
Foreign exchange and gold contracts 71,258 1,325 12 72,595
Equity contracts 27,962 - 7,612 35,574
Commaodity contracts 2,800 - 90 2,890
164,143 2,247 7,723 174,113
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8. DERIVATIVES (CONTINUED)

Derivative assets:
Interest rate contracts

Credit contracts

Foreign exchange and gold contracts

Equity contracts

Commaodity contracts

Derivative liabilities:
Interest rate contracts

Credit contracts

Foreign exchange and gold contracts

Equity contracts

Commodity contracts

9. LOANS AND ADVANCES

Loans and advances at amortised cost:

Amounts due from Morgan Stanley Group undertafing

Other

Loans and advances at FVPL
Total

2017
Listed
Bilateral Cleared  derivative
OTC oTC contracts Total
$millions $millions $millions $millions
71,426 1,143 7 72,576
4,227 94 - 4,321
54,338 801 - 55,139
26,883 - 5,301 32,184
2,224 - 164 2,388
159,098 2,038 5,472 166,608
64,933 654 3 65,590
4,608 53 - 4,661
55,895 1,007 - 56,902
34,327 - 4,953 39,280
2,352 - 22 2,374
162,115 1,714 4,978 168,807
2018 2017
$millions  $millions
800 532
21 11
821 543
11 -
832 543

(1) There was no IFRS 9 ECL or IAS 39 impairmefdwdnce at 31 December 2018 or 31 December 204@ectively
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10. TRADE AND OTHER RECEIVABLES

2018 2017
$millions $millions
Trade and other receivables (amortised cost)
Trade receivables
Contracts with customers 290 251
Amounts due from other Morgan Stanley Group uradéngs 30,930 32,622
Other 31,756 35,818
Less: ECL (IFRS 9) (37) -
Less: Impairment allowance (IAS 39) - (42)
62,939 68,650
Other receivables
Amounts held at exchanges 839 928
Amounts due from other Morgan Stanley Group uradéngs 629 258
Other amounts receivable 105 89
1,573 1,275
Total trade and other receivables (amortised cost) 64,512 69,925
Trade and other receivables (FVPL non-trading)
Prepaid OTC contracts 622 442
Margin loans 141 276
Amounts held at exchanges 17 -
780 718
Total 65,292 70,643

(1) In the prior year, the ‘Trade and other reckiga (amortised cost)’ were included in the classifon ‘Loans and receivables’.

11. INVESTMENTS IN SUBSIDIARIES

Subsidiary
undertakings
$millions
Cost
At 1 January 2018 1,520
Additions 576
Disposals (442)
Capital reduction (12)
At 31 December 2018 1,642
Impairment provisions
At 1 January 2018 (996)
At 31 December 2018 (996)
Carrying amounts
At 31 December 2017 524
At 31 December 2018 646
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11. INVESTMENTS IN SUBSIDIARIES (CONTINUED)

On 4 July 2018, the Company paid a dividend in gpet$1 (2017: $nil) to MSIUK, transferring its @ity interest
in Morgan Stanley Investment Management (Irelaridjited.

On 1 November 2018, the Company paid a dividerspicie of $442 million (2017: $nil) to MSIUK, trdaesing
its equity interest in Morgan Stanley France Haddih S.A.S.

In 2018, the Company invested capital of $530 onll{(2017: $1 million) in Morgan Stanley Europe Skl $46
million (2017: nil) in Morgan Stanley Taiwan Limide

Details of all subsidiary undertakings (includimglirect subsidiaries) of the Company at 31 DeceribéB and 31
December 2017 are provided in the Appendix to ithenicial statements (see pages 230 to 231).

12. PROPERTY, PLANT AND EQUIPMENT

Fixtures,
Leasehold fittings and
improvement equipment Total
$millions $millions $millions
Cost
At 1 January 2018 12 10 22
Additions 2 2 4
Disposals (1) (1) (2)
At 31 December 2018 13 11 24
Depreciation
At 1 January 2018 11 7 18
Charge for the year 1 1 2
Disposals (1) (1) (2)
At 31 December 2018 11 7 18
Carrying amount
At 31 December 2018 2 4 6
13. TRADE AND OTHER PAYABLES
2018 2017
$millions $millions
Trade and other payables (amortised cost)
Trade payables 89,054 93,022
Other Payables
Amounts due to other Morgan Stanley Group undertgk 1,671 1,760
Other amounts payable 216 185
90,941 94,967
Trade and other payables (designated at FVPL)
Prepaid OTC contracts 887 898
Unfunded loan commitments 10 -
897 898
Total 91,838 95,865
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14. DEBT AND OTHER BORROWINGS

2018 2017
$'millions $’'millions
Debt and other borrowings (amortised cost)
Senior subordinated debt 6,000 -
Subordinated debt 5,000 7,000
Other borrowing® 20,361 28,335
31,361 35,335
Debt and other borrowings (designated at FVPL)
Issued structured notes 5,664 3,653
37,025 38,988

(1) During the period, the Company has granteoatifig charge over a pool of assets in favour oflkSto secure certain intercompany loans
which MSIUK has provided to the Company and ares@méed within Other borrowings. The value of assetsject to this charge at 31
December 2018 was $16,129 million.

The amounts subject to senior subordinated loageagents are wholly repayable as shown below:

Interest 2018 2017
Counterparty Repayment Date Rate
Accrued Accrued
Interest Ba'ance Interest Ba|ance
$millions $millions $millions $millions

OBFRY
Morgan Stanley Investments (UR)L December 2025
g y (U2} plus Z?ZZO 39 5,000 30 5,000
. LIBOR
Mg;%iz SStTIey International 31 October 2025 plus
o 1.475% - - 10 2,000

39 5,000 40 7,000

™ Qvernight Bank Funding Rate ("OBFR")
@London Interbank Offered Rate ("LIBOR")
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14. DEBT AND OTHER BORROWINGS (CONTINUED)
The amounts subject to senior subordinated loageagents are wholly repayable as shown below:

Interest 2018 2017

Counterparty Repayment Date Rate
Accrued Accrued

Interest Balance Interest Balance
$millions $millions $millions $millions

A
MSIUK 30 January 2028 MS Proxy 1 6,000 ] ]
1__ 6,000 - -

(3) The repayment date can be extended by 395atagach business day but no later than 49 yearsitiisation date, and unless a term-out
notice is sent

(4) Interest rate at which Morgan Stanley is offeriogris, in the relevant currency, to members of tbegin Stanley Group on such day,
which counterparties have acknowledged and ageeaggly to any loan, acting on an arm's lengthsasi

All amounts outstanding under subordinated loaregents are repayable on the repayment date. Avayment
of subordinated debt prior to contractual matuvityuld require mutual agreement between the Compauaythe
Lender and prior supervisory consent.

The senior subordinated loan, including accruedré@st, may be bailed in by the Bank of Englandofeihg the
exercise of their statutory powers in certain anstances.

The Company has not defaulted on principal, inteoesreached any terms of its subordinated loangg the
year.

On 24 May 2018 the subordinated loan of $2,000ignilfrom Morgan Stanley International Finance Swas
repaid.
15. PROVISIONS

Property Litigation Taxes anc Total
levies

$millions $millions $millions $millions

At 1 January 2018 2 - 48 50
Additional provisions - 8 9 17
Provisions utilised - 3) (25) (28)
Unused provisions reversed - (5) (32) (37)
Foreign exchange revaluation - - 1 1
At 31 December 2018 2 - 1 3
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15. PROVISIONS (CONTINUED)
Property

Property provisions represent the net present vafllexpected future costs of excess office spaee ¢hsublease
income) and the net present value of expecteddutasts of reinstating leasehold improvements eietid of the
lease term. Lease reinstatement provisions aeagetl when the reinstatement obligations have foéféied. The
related asset for lease reinstatement provisiomsigded in ‘Leasehold improvements’ within ‘Propye plant and
equipment’ (note 12).

Litigation matters and other provisions

Litigation matters and other provisions relatediie Company are largely the same as the Groupr Refeote 20
of the consolidated financial statements for a dgson of these matters and provisions.

16. DEFERRED TAX ASSETS AND LIABILITIES

Deferred taxes are calculated on all temporareéfices under the liability method. The movemetié
deferred tax account is as follows:

2018 2017

Deferred Deferred Deferred Deferred

tax tax tax tax

asset liability asset liability

$millions  $millions  $millions  $millions

At 1 January 100 (14) 79 3)

Adjustments in respect of prior years - - (5) 2

Amount recognised in income statement (58) - - -

Amount recognised in other comprehensive income ) (40 (19 26 (13)
Impact of change in tax rates recognised in other

comprehensive income 2 - - -

At 31 December 4 (33) 100 (14)

2018 2017

Deferred Deferred Deferred Deferred

tax tax tax tax

asset liability asset liability

$millions  $millions  $millions  $millions

Accelerated capital allowances - 2 3 -

Deferred compensation 3 2 7 -

Transitional adjustment - (12) - (14)

Temporary differences arising in respect of

changes in the Company's own credit risk - a7) 42 -

Deferred interest - - 48 -

Unrealised gains/ (losses) (8) - -

Other temporary differences 1 - - -

At 31 December 4 (33) 100 (14)

Finance Act 2016 enacted a reduction in the UK a@fon tax main rate to 17% with effect from 1 A@020.
This reduction in the tax rate impacts the defetaadcharge for the current period. In additiomafce (No. 2) Act
2015 introduced an 8% corporation tax surcharg¢herprofits of banking companies with effect fronddnuary
2016 which impacts the deferred tax charge in thieeat period.
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16. DEFERRED TAX ASSETS AND LIABILITIES (CONTINUED )

The deferred asset recognised is based on managessssment that it is probably that the Group heile
taxable profits against which the temporary diffexes can be utilised.

Deferred tax liability of $12 million on transitiahadjustment relates to the impact of change aoacting policy
with respect to fair value gains and losses arigipgn initial recognition of financial instrumentghich use
unobservable market data, as discussed in note 1.

17. COMMITMENTS AND CONTINGENCIES
Leases

The Company has entered into non-cancellable coniatéeases on premises and equipment. These lhasesan
average life of between three and five years. Hasds on the premises include renewal options scalation
clauses in line with general rental market condgicand rent adjustments based on price indicese lgdhse
agreements do not contain contingent rent paymkntses or purchase options and they do not impoge a
restrictions on the Company’s ability to pay divide, engage in debt financing transactions or anterfurther
lease agreements.

Future minimum lease payments under non-canceltgideating leases at 31 December are due as follows

2018 2017

$millions $millions
Within one year 2 3
In the second to fifth years inclusive 7 4
After five years 1 2
10 9

Other commitments and contingent liabilities

At 31 December, the Company had the following @utding commitments arising from off-balance sheet
financial instruments:

Commitmentd 2018 2017
$millions $millions
Loan commitments 2,308 2,177
Underwriting commitments 687 336
Guarantees 405 575
Letters of credit 2 2
Unsettled securities purchased under agreemengséd® 34,623 28,480
Unsettled securities sold under agreements to cepag? 26,225 13,740
Other commitments 22 13

(1) On balance sheet commitments include standby l@anmitments, forward starting securities sold undgreements t
repurchase and guarantees.

(2) Unsettled securities purchased under agreemem¢séti and sold under agreements to repurchaseaérade date at or prito
31 December 2018 and settle subsequent to perthd en
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18. EQUITY INSTRUMENTS

Class A

Ordinary Ordinary ordinary
shares of$1  shares of £  shares of $ Additional Total equity
each each each Tier 1 capital instruments
$millions $millions $millions $millions $millions

Issued and fully paid:

At 1 January 2017 9,935 30 1,500 1,300 12,765
Ordinary shares of $1 each issued 1,000 1,000
At 1 January 2018 10,935 30 1,500 1,300 13,765
Additional Tier 1 capital issued 2,200 2,200
At 31 December 2018 10,935 30 1,500 3,500 15,965
Voting rights at 31 December 2018 99.9% 0.1%% Non-voting Non-voting 100%

(1) Ordinary shares are pari passu with each odwgardless of currency and together carry 100%ef/bting rights
(2017: 100%)

Equity instruments

At 1 January 2018, the total equity instrumentisaue of the Company equated to $13,765 milliodafduary 2017:
$12,765 million) comprising 10,935,105,148 ordinaskares of $1 each (1 January 2017: 9,935,105,148),
17,615,107 ordinary shares of £1 each, 1,500,000l8ss A Non-voting ordinary shares of $1 eacldduary
2017: 1,500,000,000) and Additional Tier 1 capiiabtruments of $1,300,000,000. (1 January 2017:
$1,300,000,000). All equity instruments are fulbigh

On 23 August 2018, the Company issued Additional Ti capital instruments (the “Instruments”) witlvaue of
$2,200,000,000 to Morgan Stanley International kéahj a UK-incorporated indirect parent of the Compa

Ordinary shares

The holders of the ordinary shares are entitleg¢eive dividends as declared from time to time amdentitled, on
a show of hands, to one vote and, on a poll, ote per share at meetings of the shareholders dCdimepany. All
shares rank equally with regard to the Companysgltel net assets.

All ordinary shares are recorded at the rates ofiawge ruling at the date the shares were paid up.
Additional Tier 1 capital

The “Instruments include a trigger mechanism wheiiélthe Common Equity Tier 1 capital ratio of tR@mpany
or the Group falls below a pre-determined leved, @ompany will write-down the outstanding principahount of
the Instruments, together with any unpaid intecestpon. In this situation, Morgan Stanley Interoaail Limited,
the holder of the Instruments, would have no furtights against the Company in respect of therimsénts.

The Instruments have no defined maturity, are bldlat the Company’s discretion after five yeamfrtheir date
of issuance of 15 December 2014, and are suboedirtat senior creditors and subordinated loan aelivf the
Company. The Instruments are not entitled to amigigation in the residual net assets of the Comgp&oupons
on the Instruments are non-cumulative and payabke fixed rate of 9% per annum. Payment of the oauis
wholly at the discretion of the Company.
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18. EQUITY INSTRUMENTS (CONTINUED)
Additional Tier 1 capital (continued)

The Instruments issued on 23 August 2018 have finedgematurity and are subordinated to senior toesliand
subordinated loan creditors of the Company. Th&ungents are not entitled to any participationhia tesidual net
assets of the Company. The Instruments are caltdtitee Company’s discretion, from 30 November 2f223hose
issued on 23 August 2018, and after five years ftbeir date of issuance of 15 December 2014 foseho
Instruments previously issued.

Coupons on the Instruments are non-cumulative agydhde at a fixed rate of 7.5% per annum for tHosguments
issued on 23 August 2018, and 9% per annum forethaestruments previously issued. Payment of thganus
wholly at the discretion of the Company.

A payment of coupon interest was approved by thar@of Directors on 31 May 2018 and paid on theesaay
(see note 19).

Reserves
Details of each reserve are provided in note 2B@tonsolidated financial statements.

19. DIVIDENDS

On 31 May 2018, the Directors approved a coupormeay on the Additional Tier 1 capital instruments o
$118,625,000 (31 December 2017: $118,625,000) breserves available for distribution at 31 Decenmb@l?.
The coupon was paid on 31 May 2018 and has a defaxebenefit of $32,028,750 (2017: $33,121,579).

On 4 July 2018, one €1 ordinary share in Morgami8jalnvestment Management (Ireland) Limited wasisferred
from the company to MSIUK by way of a dividend jpesie of $1.

On 1 November 2018, 401,072,825 €1 ordinary sharborgan Stanley France Holdings | S.A.S. weradfarred
from the Company to MSIUK by way of a dividend pesie of $442,154,006.

The Directors have not proposed the payment ohal filividend out of reserves available at 31 Decn#18
(2017: $nil).
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20. EXPECTED MATURITY OF ASSETS AND LIABILITIES

The table below shows an analysis of assets abditiess analysed according to when they are exgkdd be
recovered, realised or settled.

At 31 December 2018 Less than
or equal to More than
twelve twelve
months months Total

$millions  $millions  $millions
ASSETS
Cash and short-term deposits 30,076 - 30,076
Trading financial assets 253,188 - 253,188
Secured financing 95,577 66 95,643
Loans and advances 820 12 832
Investment securities - 131 131
Trade and other receivables 63,694 1,598 65,292
Current tax assets 363 - 363
Deferred tax assets - 4 4
Investments in subsidiaries, associates and jeintures - 646 646
Property, plant and equipment - 6 6
Other assets 8 2 10

443,726 2,465 446,191
LIABILITIES
Bank loans and overdrafts 4 - 4
Trading financial liabilities 217,093 - 217,093
Secured borrowing 74,952 3,975 78,927
Trade and other payables 91,267 571 91,838
Debt issued and other borrowings 4,818 32,207 37,025
Provisions 3 - 3
Current tax liability 50 - 50
Deferred tax liability - 33 33
Accruals and deferred income 82 - 82
Post-employment benefit obligations - 4 4

388,269 36,790 425,059
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20. EXPECTED MATURITY OF ASSETS AND LIABILITIES (CO NTINUED)

At 31 December 2017

ASSETS

Cash and short-term receivables
Trading financial assets
Secured financing

Loans and advances

Investment securities

Trade and other receivables
Current tax assets

Deferred tax assets

Investments in subsidiaries associates and joimiuves
Property, plant and equipment
Other assets

LIABILITIES

Bank loans and overdrafts
Trading financial liabilities
Secured borrowing

Trade and other payables

Debt issued and other borrowings

Provisions

Current tax liabilities

Deferred tax liabilities

Accruals and deferred income
Post-employment benefit obligations

Less than
or equal to More than
twelve twelve

months months
$millions  $millions

24,736 -
255,363

107,226 9

543 -

- 160

68,918 1,725

133 -

- 100

- 524

; 4

6 2

Total
$millions

24,736
255,363
107,235

543
160
70,643
133
100
524

4

8

456,925 2,524

459,449

122 -

214,967 -
84,384 6,391
95,491 374
1,260 37,728

50 -

30 -

- 1

113 -

- 4

122
214,967
90,775
95,865
38,988
50

30

1

113

4

396,417 44,498

440,915
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21. SEGMENT REPORTING

Segment information is presented in respect ofGbmpany’s business and geographical segments. dhe&hy
operates in the same business and geographicaéségas the Group. Refer to note 27 of the cors@litifinancial
statements for details of business and geograpéécahents.

Business segments
In 2018 and 2017, the Company had one reportalsiméss segment, Institutional Securities.
Geographical segments

The Company operates in three geographical rediensy, EMEA, the Americas and Asia. The followirable
presents total assets of the Company’s operatipiggebgraphic area.
EMEA Americas Asia Total

2018 2017 2018 2017 2018 2017 2018 2017
$millions  $millions  $millions $millions  $millions  $millions  Smillions  Smillions
Total assets 325,817 329,592 67,775 66,433 52,599 63,424 446,191 459,449
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22.  FINANCIAL RISK MANAGEMENT

22.1 Risk management procedures

The Company'’s risk management procedures are t¢ensiwith those of the Group. This disclosure isitiéd to
guantitative data for each risk category and shdadead in conjunction with the risk managemewotcedures
detailed in the Strategic report from pages 3 to 39

22.2 Market risk

VaR

VaR for the year ended 31 December 2018
The table below presents the Management VaR folChmpany’s Trading portfolio on a year-end, averagd
annual high and low basis for 31 December 20183nbDecember 2017.

The Credit Portfolio VaR is disclosed as a sejgatategory from the Primary Risk Categories amtuges loans
that are carried at fair value and associated tedgevell as counterparty CVA and related hedges.

95%/ oneday VaR for the year 95%/ oneday VaR for the year
ended 31 December 2018 ended 31 December 2017
Period end Average High Low Periodend Average High Low
Market risk category: $millions  $millions  $millions  $millions  $millions  $millions  $millions  $millions
Interest rate and credit
spread 13 15 21 11 15 15 22 10
Equity price 7 11 25 7 9 12 18 8
Foreign exchange rate 5 4 8 2 2 5 9 2
Commodity price 2 1 2 1 1 1 2 -
Less diversification
benefith® (10) (12) N/A N/A (7) (12) N/A N/A
Primary Risk Categories VaR 17 19 31 15 20 21 29 15
Credit Portfolio VaR 4 4 6 3 5 6 8 4
Less diversification
benefitV® (3) (2) N/A N/A (3) (4) N/A N/A
Total Management VaR 18 21 31 15 22 23 31 16

(1) Diversification benefit equals the differenceteeen total Management VaR and the sum of the VaRbe four risk categorie
This benefit arises because the simulated oneatmes$ for each of the four primary market risk gatties occur on differertays;
similar diversification benefits also are takeroiatcount within each category.

(2) N/A - Not Applicable. The minimum and maximum VaR valfi@sthe total VaR and each of the component VaRghtriave
occurred on different days during the year andefloee the diversification benefit is not an appbieameasure.

(3) The Credit Portfolio VaR is disclosed as a safgacategory from the Primary Risk Categoriesianflides loans that ararried
at fair value and associated hedges as well azemamty credit valuation adjustments and relatstdges.

The Company’s average VaR for Primary Risk Categofor 2018 was $19 million compared with $21 miilifor
2017. The decrease in average VaR for Primary Reslegories is due to risk reduction across ety foreign
exchange.

The average Credit Portfolio VaR for 2018 was $4ioni compared with $6 million for 2017. The dease in the
average VaR over the year was driven by exposwaagss during 2018.

The average total VaR for 2018 was $21 million caneg with $23 million for 2017.
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22.  FINANCIAL RISK MANAGEMENT (CONTINUED)

22.2 Market risk (continued)

Non trading risks for the year ended 31 Decembdi820

The Company believes that sensitivity analysismisppropriate representation of the Company’s naditg risks.
Reflected below is this analysis, which covers raiiglly all of the non-trading risks in the Comga portfolio,
with the exception of counterparty credit valuatamjustments, covered in the previous section.

Interest rate risk

The Company’s VaR excludes certain funding lialeditand money market transactions. The applicatioa

parallel shift in interest rates of 200 basis pintrease or decrease to these positions wouldt iesa net gain or
loss, respectively, of approximately $130.0 millasat 31 December 2018, compared to a net logaiorof $20.8
million as at 31 December 2017.

Funding liabilities

The credit spread risk sensitivity of the Companyark-to-market funding liabilities correspondsato increase in
value of approximately $4.3 million and $1.8 mitlifor each 1 basis point widening in the Compawy&lit spread
level for both 31 December 2018 and 31 Decembe¥ 201

Equity investments price risk

The Company is exposed to equity price risk asaltef changes in the fair value of its investnsantlisted equity
securities and private equities classified as FVHiese investments are predominantly equity pastieith long

investment horizons, the majority of which are lfarsiness facilitation purposes. The market risktesl to these
investments is measured by estimating the potergthlction in net revenues associated with a 108lrdein asset
values as shown in the table below.

31 December 201831 December 2017
10% sensitivity 10% sensitivity
$millions $millions
Investment securities 13 16

Currency risk

The Company has foreign currency exposure arigimig foreign operations. The majority of this foreigurrency
risk has been hedged by other members of the Mo8janley Group, primarily Morgan Stanley, by uiiig
forward foreign currency exchange contracts.

The Company also has foreign currency exposuréngrisom its trading activities in currencies othtean US
dollars. It actively manages this exposure by haglgiith other Morgan Stanley Group undertakings.

The analysis below details the foreign currencyosxpe for the Company, by foreign currency, retptia the

retranslation of its non-US dollar denominated bhess. The analysis calculates the impact on tot@pcehensive
income of a reasonably possible parallel shifthef foreign currency in relation to the US dollaithwall other

variables held constant. This analysis does na Bato account the effect of the foreign curreneydes held by
other members of the Morgan Stanley Group.

2018 2017

Foreign Other Foreign Other

currency Percentage comprehensive currency Percentage comprehensive

exposure change appliec income exposure change appliec income

$millions % $millions $millions % $millions
Euro 6 14% 1 5 14% 1
Polish Zloty 5 17% 1 5 17% 1
South Korean Won 246 11% 27 234 11% 26
Swiss Franc 21 12% 3 17 12% 2

278 32 261 30
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22.2 Market risk (continued)
Currency risk (continued)

The reasonably possible percentage change in thency rate in relation to US dollars has beenutated based
on the greatest annual percentage change overyharJeriod from 1 January 2014 to 31 DecembeBZ2016:
from 1 January 2013 to 31 December 2017). Thuspé¢hneentage change applied may not be the samenpage as
the actual change in the currency rate for thevegleyear.

22.3 Credit risk
22.3.1 Exposure to credit risk

The maximum exposure to credit risk (“gross cremdiposure”) of the Company as at 31 December 2018 is
disclosed below, based on the carrying amountsefihancial assets the Company believes are dutgesredit
risk. Within the table financial instruments sultjec ECL are distinguished from those that are Mmhbse financial
instruments that bear credit risk but are not stuibje ECL are subsequently measured at fair vatixposure
arising from financial instruments not recognisedtiee consolidated statement of financial posittomeasured as
the maximum amount that the Company could haveyo which may be significantly greater than the amdhat
would be recognised as a liability. Where the Comypanters into credit enhancements, including véoegicash
and security as collateral and master netting aggeets, to manage the credit exposure on these cfadan
instruments the financial effect of the credit em@ments is also disclosed below. The net credibsxre
represents the credit exposure remaining afteeffieet of the credit enhancements.

Trading financial assets are subject to tradeditcresk through exposure to the issuer of the friahasset; the
Company manages this issuer credit risk througimasket risk management infrastructure and thidetdacredit
risk is incorporated within the VaR based risk meas included in the market risk disclosure.
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22.3 Credit risk (continued)

22.3.1 Exposure to credit risk (continued)

Exposure to credit risk by class

2018
Gross Net
credit Credit credit
exposure enhancements  exposure®

Class $millions $millions $millions
Subject to ECL:
Cash and shc-term deposit 30,07¢ - 30,07¢
Loans and advanc 821 - 821
Trade and other receivies® 64 40¢ - 6440¢
Not subject to ECL®:
Trading financial assets:

Derivative: 179,31: (173,25() 6,061
Secured financing 95,643 (94,546) 1,097
Loans and advances 11 - 11
Trade and other receivabf®s 780 (370) 410

371,050 (268,166) 102,884
Unrecognised financialinstruments
Subject to ECL:
Loan commitments 1,556 - 1,556
Letters of credit 1 - 1
Not subject to ECL®:
Loan commitments 752 (84) 668
Letters of credit 1 - 1
Unsettled securities purchased under agreements to
reself®) 34,623 - 34,623
Total unrecognised financial instruments 36,933 (84) 36,849
407.9¢3 (268.250 139.73¢

(1) The carrying amount recognised in the stateméritnancial position best represents the Compamasimum e&posure tc

credit risk.

(2) Of the residual net credit exposure, interconypeross product netting arrangements are in phddeh would allow for a
additional $4,364 million of an available $29,888lion (2017: $5,193 million of an available $29P@llion) to be offset in th

event of default by certain Morgan Stanley courdeips.

(3) Trade and other receivables primarily includstccollateral pledged against the payable on Ofivative positions. Tése
derivative liabilities are included within tradifigancial liabilities in the condensed consolidastatement of financial position.

(4) Financial instruments measured at FVPL aresobject to ECL.

(5) For unsettled securities purchased under agneeto resell, collateral in the form ofcurities will be received at the point
settlement. Since the value of collateral is detieedh at a future date it is currently unquantifeabhd not included in the table.
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22.3 Credit risk (continued)

22.3.1 Exposure to credit risk (continued)

2017
Gross Net
credit Credit credit
exposure®™ enhancements exposure®
Class $millions $millions $millions
Cash and short-term deposits 24,736 - 24,736
Trading financial assets:

Derivatives 166,608 (158,829) 7,779
Secured financing 107,235 (102,968) 4,267
Loans and advances 543 - 543
Trade and other receivabfés 69,626 (520) 69,106

368,748 (262,317) 106,431
Unrecognised financial instruments
Loan commitments 2,177 (205) 2,072
Unsettled securities purchased under agreemengset” 28,480 - 28,480
Letters of credit 2 - 2
Total unrecognised financial instruments 30,659 05§1 30,554
399,407 (262,422) 136,985

(1) The carrying amount recognised in the staterakfihancial position best represents the Comgamgximum exposure to credit
risk.

(2) Of the residual net credit exposure, intercomypeross product netting arrangements are in plddeh would allow for an

additional $5,193 million of an available $29,90iflion to be offset in the ordinary course of buess and/or in the event of default.

(3) Trade receivables primarily include cash celiak pledged against the payable on OTC derivgdsitions. These derivative
liabilities are included within financial liabiles classified as held for trading in the stateroéfinancial position.

(4) For unsettlement securities purchased undeeagents to resell, collateral in the form of samsiwill be received at the point of
settlement. Since the value of collateral is detieechat a future date it is currently unquantifeaahd not included in the table.
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22.3 Credit risk (continued)

22.3.1 Exposure to credit risk (continued)

Exposure to credit risk by internal rating grades

Internal credit ratings are derived using methodi@e generally consistent with those used by eatexgencies.

a. Recognised and unrecognised financial instntsrgubject to ECL

The following table provides an analysis of thed@reisk exposure by ECL stage per class of recaghand
unrecognised financial instrument subject to EGisda on the following internal credit rating grades

Investment grade: internal grades AAA - BBB

Non-investment grade: internal grades BB - CCC

Default: internal grades D

ECL Staging

31 December 2018
Cash:

Credit grade
Investment grade
Non-investment

Gross carrying amoutt

Loans and Advances:
Credit Grade
Investment grade
Non-investment grade
Gross carrying amoufit

Trade and other receivable®:

Credit Grade
Investment grade
Non-investment grade
Default

Unrated®

Gross carrying amount
Loss allowance
Carrying amount

(1) ECL is de minimus, therefore, gross carryingant is equal to carrying amount

Stage 1 Stage 2 Stage 3 Total
12-month Lifetime Lifetime
ECL ECL ECL
$millions $millions $millions

29,920 - - 29,920

156 - - 156

30,076 - - 30,076

799 - - 799

22 - - 22

821 - - 821

581 52,959 43 53,583

- 6,892 1 6,893

- - 10 10

48 3,901 10 3,959

629 63,752 64 64,445

- - 37 37

629 63,752 27 64,408

(2)The $629 million in stage 1 relates entirelytber receivables. There are no trade receivablem@ge 1, as the Group's accougtpolicy
is to measure lifetime credit losses on trade vet®és under the simplified approach. Refer to Boté the Group finanal statements fc

further detail on the accounting policy.

(3) For the unrated stage 2 trade receivablddgetine ECL is always calculated without consideriwhether a SICR has occurred..
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22.3 Credit risk (continued)

22.3.1 Exposure to credit risk (continued)

ECL Staging
Stage 1 Stage 2 Stage 3 Total
12-month Lifetime Lifetime
ECL ECL ECL
31 December 2018 $millions $millions $millions $millions
Loan Commitments?
Credit grade
Investment grade 1,412 - - 1,412
Non-investment grade 117 29 - 146
Total amount committed 1,529 29 - 1,558

(2) Loan commitments including letters of credit

b. Financial assets measured at FVPL

Maximum exposure to credit risk by credit raffig

Gross credit exposure
31 December 2018

$millions
AAA 8,497
AA 32,166
A 157,163
BBB 60,105
BB 11,881
B 4,839
CCC 440
Unrated 654
Total 275,745

(1) The above table excludes $73,877 million odiitig corporate debt and equities as well as
$131 million of investment securities. For debtinsients, credit risk is managed through the

market risk management infrastructure and incotpedrato VaR.
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22.3 Credit risk (continued)

22.3.1 Exposure to credit risk (continued)

c. Unrecognised financial instruments measurddiavalue

Maximum exposure to credit risk by credit rating

Credit Rating Gross credit exposure
31 December 2018
$millions
AA 17,304
A 7,978
BBB 8,782
BB 1,181
B 125
Unrated 6
Total 35,376

22.3.2 Loss Allowance

This table summarises the loss allowance by clasigst to ECL.:

2018 2017
Gross ECL Net Gross Impairment® Net
$million  $million  $million  $million $million  $million
Loans and advances 821 - 821 543 - 543
Trade and other receivables 64,445 37 64,408 69,876 41 69,835
Loan commitment&® 1,558 - 1,558 2,179 - 2,179
66,824 37 66,787 72,741 41 72,700

(1) Impairment under IAS 39
(2) Loan commitments including letters of credit
(3) There is no gross carrying value for loan cotrmants. The numbers in this table reflect grososupe.

At 31 December 2018, the carrying amount of finaheissets on which no ECL were recognised becafise o
collateral held was $41,558 million.

In relation to the trade receivables with an ECI$87m, the related gross carrying amount is $4,458manalysis
of the changes in gross carrying amount and cooreipg ECL is shown below. For all other trade aier
receivables, ECL has been assessed as de miniggd ba a variety of factors including the shoredatature of
the assets and a lack of historical credit losses.
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22.3 Credit risk (continued)

22.3.2 Loss allowance (continued)

Trade and other receivables at amortised cost Stage Stage2 Stage 3 Total
12-month Lifetime Lifetime
ECL ECL ECL
$millions  $millions  $millions $millions
Gross carrying amount as at 1 January 2018 13 2,205 49 2,267
Transfers to Stage 3 (192) 192 -
New financial assets originated or purchased 5 4,822 - 4,827
Financial assets derecognised during the year other
than write-offs - (2,465) (166) (2,631)
Write-offs - - (12) (12)
FX and other movements 4 - 4
Gross carrying amount as at 31 December 2018 18 4,374 64 4,456
Loss allowance as at 31 December 2018 - - 37 37
Carrying amount as at 31 December 2018 18 4,374 27 4,419

As at 31 December 2018, there is no collateral bhghinst credit-impaired assets.

Trade and other receivables at amortised
Stage 1  Stage 2 Stage 3 Total
Lifetime Lifetime Lifetime

ECL ECL ECL

$million  $million  $millions $million
Loss allowance as at 1 January 2018 - - 41 41
Changes in credit risk - - 6 6
FX and other movements - - 1 1
Total net income statement charge during the
year - - 7 7
Write-offs - - (11) (11)
Loss allowance as at 31 December 2018 - - 37 37

Changes in estimation techniques or significantiagstions

There have been no changes made to estimationidgeesnor significant assumptions for estimating amment,
during the year.

22.3.3 Write-offs

The Group may write-off financial assets that dik subject to enforcement activity. The outstarglicontractual
amounts of such assets written off during the weaied 31 December 2018 was $11 million. The Grdillsseks
to recover in full amounts it is legally owed, bwhich have been written off due to there being easonable
expectation of full recovery.
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22.3 Credit risk (continued)
22.3.4 Modification of financial assets

There were no modifications to financial assetsmdpthe year or since origination and therefore ifimiibns have
not impacted ECL staging.

22.4 Liquidity and funding risk
Maturity analysis

In the following maturity analysis of financial bidities, derivative contracts and other finandiabilities held as
part of the Company’s trading activities are présémt fair value, consistent with how these finahnicabilities are
managed, and are disclosed as on demand. Derisativeheld as part of the Company’s trading adtisiand
financial liabilities designated at fair value thgh profit or loss which contain an embedded déxieaare
disclosed according to their earliest contractuatumity; all such amounts are presented at their falue,
consistent with how these financial liabilities amanaged. All other amounts represent undiscoucasth flows
payable by the Company arising from its financiabilities to their earliest contractual maturitias at 31
December 2018 and 31 December 2017. Repaymenitsaoicfal liabilities that are subject to immediatatice are
treated as if notice were given immediately andddassified as on demand. This presentation isidened by the
Company to appropriately reflect the liquidity riaksing from those financial liabilities, and isnsistent with how
the liquidity risk on these financial liabilities managed by the Company.

Equal to Equal to
or more or more Equal to
than 1 than 3 or more
month months than1l Equal to
but less but less year but or more
On Less than than 3 than 1 less than than 5
demand 1 month months year 5 years years Total
31 December 2018 $millions  $millions $millions  $millions $millions  $millions $millions
Financial liabilities
Bank loans and overdrafts 4 - - - - - 4
Trading financial liabilities:
Derivatives 174,113 - - - - - 174,113
Other 42,981 - - - - - 42,981
Secured borrowings 54,579 7,737 7,026 5,629 4,018 78,989
Trade and other payables 90,693 1 268 101 12 561 ,6361
Debt and other borrowings 1,630 94 3,450 1,093 &a,1 13,362 40,818
Total financial liabilities 364,000 7,832 10,744 6,823 25,219 13,923 428,541
Unrecognised financial
instruments
Guarantees 405 - - - - - 405
Letters of credit - - - - 2 - 2
Loan commitments 2,308 - - - - - 2,308
Underwriting commitments - - - 687 - - 687
Unsettled securities purchased under
agreements to reséfl 31,955 1,689 - 979 - - 34,623
Other commitments 22 - - - - - 22
Total unrecognised financial
instruments 34,690 1,689 - 1,666 2 - 38,047

(1) The Group enters into forward-starting revaeggurchase agreements (agreements which haveeadaael at or prior to 31 December 2018
and settle subsequent to period end). These agnéempemarily settle within three business days ahdhe total amount outstanding at 31
December 2018, $31,955 million settled within thbesiness days.
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Liquidity and funding risk (continued)

Equalto  Equalto
or more or more  Equal to
than 1 than 3 or more
month months than1l Equal to
but less butless year but or more
On Less than than 3 than1l lessthan than 5
demand 1 month months year 5 years years Total
31 December 2017 $millions  $millions  $millions  $millions  $millions  $millions  $millions
Financial liabilities
Bank loans and overdrafts 122 - - - - - 122
Trading financial liabilities
Derivatives 168,807 - - - - - 168,807
Other 46,160 - - - - - 46,160
Secured borrowings 57,575 15,145 4,602 7,088 6,205 - 90,615
Trade and other payables 94,733 298 9 250 35 373 5,698
Debt and other borrowings 1,124 32 73 575 26,902 134 42,840
Total financial liabilities 368,521 15,475 4,684 7,913 33,142 14,507 444,242
Unrecognised financial
instruments
Guarantees 575 - - - - - 575
Letter of credit - - - - 2 - 2
Loan commitments 2,177 - - - - - 2,177
Underwriting commitments - - - 336 - - 336
Unsettled securities purchased under
agreements to reséil 28,246 234 - - - - 28,480
Other commitments 13 - - - - - 13
Total unrecognised financial
instruments 31,011 234 - 336 2 - 31,583

(1) The Company enters into forward starting reveepurchase agreementsréegmnents which have a trade date at or prior 1
December 2017 and settle subsequent to period €hd¥e agreements primarily settle within thredrtass days and of thetal
amount outstanding at 31 December 2017, $28,24mdettled within three business days.

23. TRANSFERS OF FINANCIALS ASSETS, INCLUDING PLEDGES OF COLLATERAL

Transferred financial assets that are not derecogeed in their entirety

In the ordinary course of business, the Compangrsiihto various arrangements, including sellinguséies under
agreements to repurchase, purchasing securitiesr uagteements to resell, securities borrowed awcdrisies
loaned to, amongst other things, acquire secutitiemver short positions and settle other seesritibligations, to
accommodate customers’ needs and to finance thep@uyts inventory positions.

The Company pledges certain financial instrumentsdllateralise repurchase agreements and otherises

financings. Pledged financial instruments that lsarsold or repledged by the secured party areifthas trading
financial instruments (pledged to various parti@s)the statement of financial position. The Compams

determined that it retains substantially all theksiand rewards of these financial instrumentaudinl credit risk,

settlement risk, country risk and market risk, dmerefore has not derecognised them. In additiorgcognises a
financial liability in respect of the consideraticecteived.
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23.  TRANSFERS OF FINANCIALS ASSETS, INCLUDING PLEDGES OF COLLATERAL
(CONTINUED)

Other financial assets transferred that continuebeéorecognised for accounting purposes include geledof
securities as collateral for derivative transactian otherwise, as well as certain sales of séesrivith related
transactions, such as derivatives, that resulhénGompany retaining substantially all the riskd aewards of the
financial assets transferred. In addition, it grdees a financial liability in respect of the ciolesation received.

These transactions are generally conducted undedatd agreements used by financial market paatitgpand are
undertaken with counterparties subject to the Camsanormal credit risk control processes. The Itesy credit

exposures are controlled by daily monitoring andlateralisation of the positions. The carrying ambuof the

associated financial liabilities related to final@ssets transferred that continue to be recodjms®42,423 million
(2017: $67,817 million).

The following table presents those financial assétgh have been sold of otherwise transferred,vthith, for
accounting purposes, remain recognised on thenstaieof financial position. Positions presentedbethow long
positions in the same security, whilst the consaéd statement of financial position presents land short
positions in the same security on a net basis.

2018 2017
$millions $millions

Trading financial assets
Debt Securities 22.203 17,613
Equity instruments 40,413 60,058
62,616 77,671

24.  FINANCIAL ASSETS ACCEPTED AS COLLATERAL

The Company’s policy is generally to take possessiosecurities received as collateral, securjigshased under
agreements to resell and securities borrowed. Tdrapany monitors the fair value of the underlyinguséies as

compared with the related receivable or payablduding accrued interest, and, as necessary, reqadditional

collateral to ensure such transactions are addgueddateralised. Where deemed appropriate, tbengany’s

agreements with third parties specify its rightsréguest additional collateral. These transactiares mostly

conducted under standard documentation used bydialamarket participants.

The fair value of collateral accepted under thesgngements as at 31 December 2018 was $341,9kadm({2017:
$297,781 million). Of this amount $307,379 milli¢2017: $269,115 million) has been sold or repledgethird
parties in connection with financing activities,torcomply with commitments under short sale tratisas.

25.  FINANCIAL ASSETS AND FINANCIAL LIABILITIES SUBJ ECT TO OFFSETTING

In the statement of financial position, financiakats and financial liabilities are only offset grdsented on a net
basis where there is a current legally enforcedl# to set off the recognised amounts and amtite to either
settle on a net basis or to realise the asset landiability simultaneously. In the absence oftswonditions,
financial assets and financial liabilities are pregsd on a gross basis.

The following tables present information about dffsetting of financial instruments and relatedliataral amounts.
It does not include information about financialtimsnents that are subject only to a collateral agwent. The effect
of master netting arrangements, collateral agreesraand other credit enhancements, on the Compamnpssure to
credit risk is disclosed in note 22.
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25.

FINANCIAL ASSETS AND FINANCIAL LIABILITIES SUBJ ECT TO OFFSETTING
(CONTINUED)

Amounts
offset in the Net amounts
statement of presented in the

financial statement of  Amounts not offset in the
position financial statement of financial
Gross amounts? @6 position  position “EEM Net exposure®
Financial Cash
instruments collateral
$millions $millions $millions $millions $millions $millions

31 December 2018

Assets

Secured financing:

Cash collateral on securities borrowed 32,353 (9,231) 23,122 (22,566) - 556

Securities purchased under agreement

to resell 177,283 (112,411) 64,872 (64,331) - 541
Trading financial assets:

Derivatives 231,328 (52,017) 179,311 (149,608) (23,531) 6,172
TOTAL 440,964 (173,659) 267,305 (236,505) (23,531) 7,269
Liabilities
Secured borrowing:

Cash collateral on securities loaned 30,334  (9,231) 21,103 (20,767) - 336

Securities sold under agreement to

repurchase 153,887 (112,411) 41,476 (39,622) - 1,854
Trading financial liabilities

Derivatives 225,677 (51,564) 174,113 (144,279)  (19,509) 10,325

TOTAL 409,898 (173,206) 236,692 (204,668)  (19,509) 12,515

(1) Amounts include $240 million of cash collateom securities borrowed, $533 million of securigeschased under agreements to resell,
$1,287 million of trading financial assets - detives, $336 million of cash collateral on secustieaned, $1,009 million of securities sold
under agreements to repurchase and $1,760 miffiading financial liabilities — derivatives whicre either not subject to master netting
agreements or collateral agreements or are sutgestich agreements but the Group has not deterntireedgreements to be legally
enforceable.

(2) Amounts are reported on a net basis in therstamt of financial position when there is a legaihforceable master netting arrangement
that provides for the current right of offset amere is an intention to either settle on a netshasito realise the asset and liability
simultaneously.

(3) Amounts include $4,422 million and $3,969 mitliof cash collateral related to trading finaneissets — derivatives and trading financial
liabilities — derivatives, respectively, recognise@mounts offset in the statement of financiadipon.

(4) Amounts relate to master netting arrangements @llateral arrangements which have been detednby the Group to be legally
enforceable, but do not meet all criteria requiichet presentation within the statement of finahposition.

(5) The cash collateral not offset is recognisedthia statement of financial position within secuffathncing and secured borrowing
respectively.

(6) In addition to the balances disclosed in theet@above, certain secured financing and securedwimg have legally enforceable master
netting arrangements in place. As a result, $2r6fin of netting is included within the statemeaiftfinancial position.

(7) In addition to the balances disclosed in thBetabove, $8 million not presented net of certeade and other receivables and trade and
other payables have legally enforceable masteingettrangements in place and can be offset imttimary course of business and/ or in
the event of default.

(8) Intercompany cross-product legally enforceatating arrangements are in place which would aflovan additional $4,364 million of the

total statement of financial position, to be offsethe ordinary course of business and/ or inetent of default. The additional amounts
for offset would include a portion of the residanat exposure.
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25.  FINANCIAL ASSETS AND FINANCIAL LIABILITIES SUBJ ECT TO OFFSETTING

(CONTINUED)

Amounts
offset in the

statement ol

Net amounts
presented in

Gross financial the statement Amounts not offset in
amounts position of financial the statement of
@ 2® position financial position ® ® ®  Net exposuré”
Financial Cash
instruments collateral
$millions $millions $millions $millions  $millions $millions
31 December 2017
Assets
Secured financing:
Cash collateral on securities
borrowed 34,969 (10,813) 24,156 (23,740) - 416
Securities purchased under
agreement to resell 140,530 (69,791) 70,739 (66,887) - 3,852
Trading financial assets
Derivatives 216,199  (49,591) 166,608 (135,934) (22,850) 7,824
TOTAL 391,698 (130,195) 261,503 (226,561) (22,850) 12,092
Liabilities
Secured borrowing:
Cash collateral on securities loaned 31,574 (10,813) 20,761 (20,485) - 276
Securities sold under agreement to
repurchase 122,057 (69,791) 52,266 (48,490) - 3,776
Trading financial liabilities
Derivatives 214,779  (45,972) 168,807 (133,324) (23,956) 11,527
TOTAL 368,410 (126,576) 241,834 (202,299) (23,956) 15,579

(1) Amounts include $134 million of cash collatecal securities borrowed, $3,581 million of secestpurchased under agreements to resell,
$2,076 million of trading financial assets - detives, $271 million of cash collateral on secustieaned, $3,362 million of securities sold under
agreements to repurchase and $2,461 million ofrtgafihancial liabilities — derivatives which argher not subject to master netting agreements
or collateral agreements or are subject to suckeagents but the Group has not determined the agresmo be legally enforceable.

(2) Amounts are reported on a net basis in themsiant of financial position when there is a legalforceable master netting arrangement that
provides for a current right of offset and therarsintention to either settle on a net basis oe#dise the asset and liability simultaneously.

(3) Amounts include $6,418 million and $2,800 roitliof cash collateral related to trading finaneis$ets - derivatives recognised in amounts
offset in the statement of financial positionsdgsets and liabilities respectively.

(4) Amounts relate to master netting arrangements eollateral arrangements which have been detednby the Group to be legally
enforceable but do not meet all criteria requiradnet presentation within the statement of finahposition.

(5) The cash collateral not offset is recognisethenstatement of financial position within tragdeeivables and payables respectively.

(6) In addition to the balances disclosed in thHsetaertain secured financing and secured borrowuang legally enforceable master netting
arrangements in place. As a result, $1,760 milébmetting is included within the condensed stateinué financial position. $32 million not
presented net within the statement of financialtrshave legally enforceable netting arrangeméntslace and can be offset in the ordinary
course of business and/ or in the event of default.

(7) Intercompany cross-product legally enforceatating arrangements are in place which would afloman additional $5,193 million of the
total statement of financial position, to be offgethe ordinary course of business and/ or inebent of default. The additional amounts for
offset would include a portion of the residual eeposure.

26. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE

a. Financial assets and liabilities recognised aaif value on a recurring basis

The following tables present the carrying valu¢haf Company'’s financial assets and financial liaed recognised
at fair value on a recurring basis, classified aditg to the fair value hierarchy.
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26. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)
a. Financial asset and liabilitie < recoanisec at fair value on a recurrina basis
2018 Valuation
Valuation techniques
Quoted techniques with
prices in using significant
active observable unobservable
market inputs inputs
(Level 1) (Level 2) (Level 3) Total
$millions $millions $millions $millions
Trading financial assets:
Government debt securities 12,093 2,669 13 14,775
Corporate and other debt - 10,934 318 11,252
Corporate equities 47,407 410 33 47,850
Derivatives:
Interest rate contracts 26 63,633 979 64,638
Credit contracts - 3,827 151 3,978
Foreign exchange and gold contracts 72,259 49 72,309
Equity contracts 764 32,730 1,858 35,352
Commodity contracts 8 3,001 25 3,034
Total trading financial assets 60,299 189,463 3,426 253,188
Secured Financing:
Cash collateral on securities borrowed 23,122 23,122
Securities purchased under agreements to resell 64,555 317 64,872
Other secured financing - 7,649 - 7,649
Total secured financing - 95,326 317 95,643
Loans and advances:
Corporate loans - 11 - 11
Investment Securities:
Corporate equitities 14 33 84 131
Trade and other receivables:
Prepaid OTC contracts - 499 123 622
Margin loans - 11 130 141
Other - - 17 17
Total trade and other receivables - 510 270 780
Total financial assets measured at fair value 60,313 285,343 4,097 349,753
Trading financial liabilities:
Government debt securities 16,640 1,295 17,935
Corporate and other debt - 4,593 - 4,593
Corporate equities 20,385 58 9 20,452
Derivatives:
Interest rate contracts 21 58,784 424 59,229
Credit contracts - 3,659 166 3,825
Foreign exchange and gold contracts 72,521 72,595
Equity contracts 523 32,819 2,232 35,574
Commodity contracts 106 2,745 39 2,890
Total trading financial liabilities 37,675 176,474 2,944 217,093
Secured borrowing:
Cash collateral on securities loaned - 366 - 366
Securities sold under agreements to purchase - 15,868 - 15,868
Other secured borrowing - 16,348 - 16,348
Total secured borrowing - 32,582 - 32,582
Trade and other payables:
Prepaid OTC contracts - 628 259 887
Unfunded loan commitments - 10 - 10
Total trade and other payables - 638 259 897
Debt and other borrowings:
Issued Structured notes - 5,217 447 5,664
Total financial liabilities measured at fair value 37,675 214,911 3,650 256,236
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26. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (C ONTINUED)
2017 Valuation
Valuation techniques
Quoted technigues with
prices in using significant
active observable unobservable
market inputs inputs
(Level 1) (Level 2) (Level 3) Total
$millions $millions $millions $millions
Trading financial assets
Government debt securities 8,150 3,805 1 11,956
Corporate and other debt - 9,355 401 9,756
Corporate equities 66,690 276 77 67,043
Derivatives:
Interest rate contracts 6 71,402 1,168 72,576
Credit contracts - 4,155 166 4,321
Foreign exchange and gold contracts - 55,076 63 55,139
Equity contracts 274 30,042 1,868 32,184
Commodity contracts 104 2,273 11 2,388
Total trading financial assets 75,224 176,384 3,755 255,363
Secured financing - 12,340 - 12,340
Investment securities
Corporate equities 26 42 92 160
Trade and other receivables:
Prepaid OTC contracts - 336 106 442
Margin loans - 47 229 276
Total trade and other receivables - 383 335 718
Total financial assets measured at fair value 75,250 189,149 4,182 268,581
Trading financial liabilities
Government debt securities 21,232 1,603 - 22,835
Corporate and other debt - 2,864 - 2,864
Corporate equities 20,374 72 15 20,461
Derivatives:
Interest rate contracts 4 64,929 657 65,590
Credit contracts - 4,474 187 4,661
Foreign exchange and gold contracts - 56,817 84 56,901
Equity contracts 384 36,460 2,436 39,280
Commodity contracts 13 2,355 7 2,375
Total trading financial liabilities 42,007 169,574 3,386 214,967
Secured borrowing - 17,747 - 17,747
Trade and other payables:
Prepaid OTC contracts - 729 169 898
Debt and other borrowings:
Issued structured notes - 3,293 361 3,654
Total financial liabilities measured at fair value 42,007 191,343 3,916 237,266
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26. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (C ONTINUED)
a. Financial assets and liabilities recognised a#if value on a recurring basis (continued)

The Company’s valuation approach and fair valueahéhy categorisation for certain significant ckssf financial
instruments recognised at fair value on a recurbagjs are consistent with those disclosed foiGiaup. Refer to
note 32 to the consolidated financial statementslétails.

b. Transfers between Level 1 and Level 2 of the favalue hierarchy for financial assets and liabilites
recognised at fair value on a recurring basis

There were no material transfers between Leveld lavel 2 of the fair value hierarchy during theayéo 31
December 2018. During 2017, the Company reclasgs#igproximately $1,200 million of European governine
debt securities assets and $968 million of Euroggarernment debt securities liabilities from Le2efo Level 1,
reflecting increased market activity in these imstents.

c. Changes in Level 3 financial assets and liabils recognised at fair value on a recurring basis

The following tables present the changes in thevaiue of the Company’s Level 3 financial assetd &nancial
liabilities for the years ended 31 December 201@ 2h December 2017. Level 3 instruments may be dekdgth
instruments classified in Level 1 and Level 2. Asesault, the realised and unrealised gains/ (I)fsesassets and
liabilities within the Level 3 category presentad the following tables do not reflect the relatezhlised and
unrealised gains/ (losses) on hedging instruménatishave been classified by the Company withinLineel 1 and/
or Level 2 categories.

Unrealised gains/ (losses) during the period feetssand liabilities within the Level 3 categorggented in the
following tables may include changes in fair vatiiging the period that were attributable to botlserkable and
unobservable inputs.

The Morgan Stanley Company operates a number raf-g@mpany policies to ensure that, where possibleenues
and related costs are matched. Where the tradisgigns included in the below table are risk mathgsing
financial instruments held by other Morgan Stan®ympany undertakings, these policies potentialbultein the
recognition of offsetting gains or losses in thex(pany.
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26. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)
Changes in Level 3 financial assets and liabilitie®cognised at fair value on a recurring basis (cdmued)
2018 - Unrealised
Total gains/ ¥ gains/ (losses)
Total gains/ (losses S for Level 3
(losses recognised ir 7 o Net assets/
recognised ir the statement @ 2 g transfers Balance atliabilities
Balance at Impact of consolidated of o ﬁ g in and/or 31 outstanding as
1 January adopting income comprehensi S K} £ (out) of Decemberat 31 Decembel
2018 IFRS 9 statement® ve incomé g 8 $ Level 3® 20182018%
$millions  $millions $millions $millions $millions $millions $millions $millions  $millions $millions
Trading financial assets:
Government debt
securities 1 - - - 11 - - 1 13 -
Corporate and other debt 401 17) 75 - 227 (201) - (167) 318 (5)
Corporate equities 77 - 2 - 9 (21) - (34) 33 4
Total trading financial assets 479 17) 77 - 247 (222) - (200) 364 Q)
Secured Financing:
Securities purchased under
agreements to resell - - - - 317 - - - 317
Total secured financing - - - - 317 - - - 317
Loans and advances:
Corporate loans - 17 - - - a7) - - - -
Investment securities:
Corporate equities 92 - 3) - - (5) - - 84 3)
Trade and other receivables:
Prepaid OTC contracts 106 - (6) - 25 2) - - 123 -
Margin loans 229 - (45) - - (48) - (6) 130 (45)
Other - 9 - - 8 - - - 17 -
Total trade and other receivables 335 9 (51) - 33 (50) - (6) 270 (45)
Total financial assets
measured at fair value 907 9 23 - 597 (294) - (206) 1,036 (49)
Trading financial liabilities:
Corporate equities 15 - 4 - ) 5 - - 9 3
Net derivative contract® 95 - 360 - (735) 1,276 (113) (290) (127) 352
Total trading financial liabilities 110 - 364 - @ 1,281 (113) (290) (118) 355
Trade and other payables:
Prepaid OTC contracts 169 - 4 - (24) 118 - - 259 4
Debt and other borrowings:
Issued structured notes 361 - 14 26 - 99 (39) 66 447 38
Total financial liabilities
measured at fair value 640 - 382 26 (766) 1,498 (152) (224) 588 397

MORGAN STANLEY & CO. INTERNATIONAL plc

NOTES TO THE COMPANY FINANCIAL STATEMENTS
Year ended 31 December 2018

(1) The total gains or (losses) are recognisetiénincome statement and the statement of compsigleeincomeas detailed in the financial instruments accour
policy (note 2c).
(2) Amounts related to entering into net derivateatracts, issued structured notes and prepaid @h@acts (within trael and other payables) represent issua
Amounts for other line items represent sales.

(3) For financial assets and financial liabilitthat were transferred into or out of Level 3 durthg year, gains or ($ses) are presented as if the assets or liab
had been transferred into or out of Level 3 abatieginning of the year.
(4) Amounts represent unrealised gains or (losfseghe year ended 31 December 2018 related tdsaasd liabilities stiloutstanding at 31 December 2018.
unrealised gains or (losses) are recognised imntitane stament or statement of comprehensive income adeltiaithe financial instruments accounting po

(note 2c).
(5) Net derivative contracts represent tradingrfgial liabilities — derivative contracts net ofdiag financial assets — derivative contracts.
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26. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)
Changes in Level 3 financial assets and liabilitie®cognised at fair value on a recurring basis
(continued)
2017 Unrealised
- gains/ (losses)
88 for Level 3
Total gains/ Total gains/ S assets/
(losses (losses 2 = Net liabilities
recognised in recognised in the g 2 $  transfers outstanding as
Balance at consoldated statement of ! ﬁ g inand/or  Balance at at 31
1 January income comprehensive e Q@ k= (out) of 31 Decembel December
2017  statement® income? g 3 $  Level 3 2018 20179
$millions $millions $millions  $millions  $millions  $millions  $millions $millions $millions
Trading financial assets:
Government debt
securities 4 - - - 3) - - 1 -
Corporate and other debt 218 14 - 329 (146) - (14) 401 -
Corporate equities 61 (6) - 45 (53) - 30 77 (5)
Total trading financial assets 283 8 374 (202) - 16 479 5)
Secured Financing 15 - - - (15) - - - -
Investment securities:
Corporate equities 27 - 40 40 - - (15) 92 40
Trade and other receivables:
Prepaid OTC contracts 11 4 - 94 - - 2) 106 4
Margin loans 152 26 - - (60) - 110 229 25
Total trade and other
receivables 163 30 - 94 (60) - 108 335 29
Total financial assets
measured at fair value 488 38 40 508 (277) - 109 906 64
Trading financial liabilities:
Corporate and other debt 5 - - (5) - - - - -
Corporate equities 28 1 - (8) 4 - (8) 15 -
Net derivative contractd 804 (162) - (705) 928  (1,171) 77 95 (99)
Total trading financial liabilities 837 (161) - (718) 932 (1,171) 69 110 (99)
Secured borrowing 15 - - - - (15) - - -
Trade and other payables:
Prepaid OTC contracts 11 5 - - 154 2 11 169 5
Debt and other borrowings:
Issued structured notes 271 (16) (12) - 180 (42) (76) 361 (16)
Total financial liabilities
measured at fair value 1,134 (172) (12) (718) 1,266 (1,230) 4 640 (110)

(1) The total gains or (losses) are recognisediénincome statement and the statement of compriekeinsome as detaileidh the financial instrumen

accounting policy (note 2c).

(2) Amounts related to entering into net derivatieatracts, issued structured notes and prepaid Oh@axis (within trade and other payables) repre
issuances. Amounts for other line items represapss
(3) For financial assets and financial liabilitibsit were transferred into or out of Leveti@ring the year, gains or (losses) are presentéfttas assets ¢
liabilities had been transferred into or out of £E8 as at the beginning of the year.
(4) Amounts represent unrealised gains or (loskeshe year ended 31 December 2017 relépedssets and liabilities still outstanding at 3dcBmbe
2017. The unrealised gains or (losses) are recedjisthe consolidated income statement or coretelitistatement of congirensive income as detailec

the financial instruments accounting policy (notg. 2
(5) Net derivative contracts represent tradingrfgial liabilities — derivative contracts net ofdiag financial assets — derivative contracts.
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26. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)

Changes in Level 3 financial assets and liabilitie®cognised at fair value on a recurring basis

(continued)

During the year, there were no material transfesfLevel 2 to Level 3 or Level 3 to Level 2 of thaér value
hierarchy (2017: $nil).

d. Valuation of Level 3 financial assets and liabities recognised at fair value on a recurring basis

The following disclosures provide information oretBensitivity of fair value measurements to keyutspand
assumptions.

i) Quantitative information about and qualitative sévity of significant unobservable inputs

The following table provides information on the wation techniques, significant unobservable inpnis their
ranges and averages for each material categorgsetsaand liabilities measured at fair value oraanring
basis with a significant Level 3 balance.

The level of aggregation and breadth of productsseathe range of inputs to be wide and not evenly
distributed across the inventory. Further, the eaoigunobservable inputs may differ between congsaim the
financial services industry because of diversityhia types of products included in each companwentory.
The following disclosures include qualitative infaation on the sensitivity of the fair value measueats to
changes in the significant unobservable inputs.r@tere no predictable relationships between meltipl
significant unobservable inputs attributable tohsey valuation technique. A single amount is diseld when
there is no significant difference between the minin, maximum and average (weighted average oragimil
average / median).

31 December 2018 Fair Range®
value Predominant valuation techniques/  (Weighted averages or simple
$millions Significant unobservable inputs averages/mediary
ASSETS

Trading financial assets:

- Corporate and other debt:

- Mortgage- and asset-backed securities 140 Corbjegpaicing
Comparable bond price 310 99.5 pts (78 pts)
- Corporate bonds 120 Comparable pricing
Comparable bond price 65 to 119 pts (91 pts)
- Loans and lending commitments 58 Comparablerici
Comparable loan price 49 to 100 pts (72.56 pts)
- Corporate equities 33 Comparable pricing
Comparable equity price 100% (100%)
Investment securities:
- Corporate equities 85 Comparable pricing
Comparable equity price 95.75% to 100% (96%)
Trade and other receivables:
-Prepaid OTC contracts 123 Discounted Cash Flow
Recovery Rate 22% (22%)
- Margin loans 130 Option Model
Volatility skew -1% (-1%)
Securities Borrowings:
- Securities purchased under agreements to resell 17 3Risk based valuation
Comparable collateral price 33 to 119 pts (76 pts)
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26. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)

d. Valuation of Level 3 financial assets and liabilites recognised at fair value on a recurring basis
(continued)

31 December 2018 Fair value Predominant valuation techniques/ Range (2)

$millions ~ Significant unobservable inputs (Weighted averages or simple
averages/median)(3)
LIABILITIES
Trading financial liabilities:
- Net derivatives contract8?®
- Interest rate 555 Option Model
Inflation Volatility 23% to 65% (44%/40%)
Interest rate — Foreign exchange 53% to 56% (55%/55%)
correlation
Interest Rate Curve Correlation 41% to 97% (71%/73%)
Inflation Curve 1.23% to 1.27% (1.25%/1.25%)
Interest rate volatility skew 10% to 95% (48%/50%)
Foreign exchange volatility skew -0.3% to -0.18% (-0.24%/-0.24%)
Interest rate — Inflation correlation -75% to -5% (-36%/-43%)
Interest rate quanto correlation -8% to -8% (-8%/-8%)
- Credit (15) Comparable pricing
Credit Spread 150bps to 499bps (353bps)
Comparable bond price 10 to 87 pts (46 pts)
Funding Spread 69.44bps to 98.23bps (82.38pbs)
Correlation Model
Credit Correlation 37% to 69% (44%)
- Foreign exchange and gold (25) Option Model
Interest rate — Foreign exchange 53% to 56% (55%/55%)
correlation
Interest rate volatility skew 10% to 66% (29%/27%)
Deal Execution Probability 90% to 95% (95%/95%)
Foreign exchange volatility skew -0.3% to -0.18% (-0.24%-0.24%)
- Equity (374) Option Model
At the money volatility 6% to 63% (26%)
Volatility skew -2% to 0% (-1%)
Equity equity correlation 5% to 98% (70%)
Equity FX correlation -95% to 55% (-46%)
- Commodity (14) Comparable pricing
Comparable price $449 to $1440 ($1,086)
Debt and other borrowings:
- Issued structured notes (447) Option Model
At the money volatility 6% to 35% (23%)
Volatility skew -2% to 0% (0%)
Equity equity correlation 45% to 98% (91%)
Equity FX correlation -72% to 13% (-37%)
Trade and other payables:
- Prepaid OTC contracts (259) Option Model

At the money volatility 4% to 30% (12%)

(1) Net derivative contracts represent tradingrfgial liabilities — derivative contracts net ofdiag financial assets — derivative contracts.

(2) The ranges of significant unobservable inpuésrapresented in points, percentages or basisspofoints are a percentage of par; for examgle, 1
points would be 100% of par. A basis point eqaé#l§0th of 1%; for example, 353 basis points wagddal 3.53%.

(3)Amounts represent weighted averages except véiragde averages and the median of the inputsrareéded when more relevant.

(4) CVA and FVA are included in fair value, but &xaed from the valuation techniques and signifiaambservable inputs in the previous table. CVA is
a Level 3 input when the underlying counterpargddr curve is unobservable. FVA is a Level 3 inpuits entirety given the lack of observability of
funding spreads in the principal market.

(5) Includes derivative contracts with multiplelkss(i.e. hybrid products).
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26. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI

NUED)

d. Valuation of Level 3 financial assets and liabilites recognised at fair value on a recurring basis

(continued)

31 December 2017

ASSETS
Trading financial assets:

Fair
value Predominant valuation techniques/
$millions Significant unobservable inputs

Range®
(Weighted averages or
simple averages/mediariy

- Corporate and other debt:
- Mortgage and asset-backed securities

- Corporate bonds
- Loans and lending commitments

- Corporate equities

151 Comiegpabing
Comparable bond price
213 Comparable pricing
Comparable bond price
36 Comparablerggici
Comparable loan price
77 Comparable pricing
Comparable equity price

0 to 100 pts (35 pts)
65 to 134 pts (70 pts)
78.5 to 100 pts (92.59 pts)

100% (100%)

Trade and other receivables:

- Margin loans

- Prepaid OTC contracts

229 Option model
Volatility skew
106 Discounted cash flow
Recovery rate

-1% (-1%)

15% (15%)

Investment securities:

- Corporate equities

92 Comparable pricing
Comparable equity price

100% (100%)
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26. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI

d. Valuation of Level 3 financial assets and liabilites recognised at fair value on a recurring basis

(continued)

i. Quantitativeinformation about and qualitative sensitivity ifsificant unobservable inputs (continued)

31 December 2017

LIABILITIES
Trading financial liabilities:

Fair value Predominant valuation techniques/ Significant
$millions unobservable inputs

Range®

(Weighted averages or simple

averages/mediariy

- Net derivatives contract8®¥®

- Interest rate

- Credit

- Foreign exchange and gold

- Equity

- Commodity

511 Option model
Inflation volatility
Interest rate-foreign exchange correlation
Interest rate curve correlation
Inflation curve
Interest rate volatility skew

(21) Comparable pricing

Funding spreads
Comparable bond price
Credit spreads

(21) Option model
Interest rate-foreign exchange correlation
Interest rate volatility skew
Deal execution probability

(568) Option model
At the money volatility
Volatility skew
Equity-equity correlation
Equity-foreign exchange correlation

4  Comparable pricing
Comparable price

23% t0 63% (44%/41%)
54% t0 57% (56%/56%)
55% to 90% (75%/76%)

2% 10 2% (2%/2%)
31% to 99% (42%/45%)

93bps to 96bps (96bps)
1 to 140 pts (40 pts)
150bp (150 bp)

54% to 57% (56%/56%)
31% to 99% (42%/45%)
95% to 100% (96%/95%)

5% to 53% (23%)
2% to 0% (-1%)
25% to 99% (73%)
-60% to 40% (26%)

$557 to $1,552 ($1,233)

Debt and other borrowings:

- Issued structured notes

(361) Option model
At the money volatility
Volatility skew
Equity-equity correlation
Equity-foreign exchange correlation

5% to 35% (25%)
-1% to 0% (0%)
46% to 86% (68%)
-60% to 10% (4%)

- Prepaid OTC contracts

(169) Discounted cash flow
Recovery rate

15% (15%)

(1) Net derivative contracts represent tradingrfaial liabilities — derivative contracts net ofdiag financial assets — derivative contracts.
(2) The ranges of significant unobservable inpuésrapresented in points, percentages or basisspofoints are a percentage of par; for example, 1

points would be 100% of par. A basis point eqd&l90th of 1%,; for example, 353 basis points waddal 3.53%.

(3)Amounts represent weighted averages except véiragde averages and the median of the inputsrareéded when more relevant.
(4) CVA and FVA are included in fair value, but &xaed from the valuation techniques and signifiaambservable inputs in the previous table. CVA is
a Level 3 input when the underlying counterpargddr curve is unobservable. FVA is a Level 3 inpuits entirety given the lack of observability of

funding spreads in the principal market.

(5) Includes derivative contracts with multiplelkss(i.e. hybrid products).
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26. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)

d. Valuation of Level 3 financial assets and liabilites recognised at fair value on a recurring basis
(continued)
i. Quantitativeinformation about and qualitative sensitivity ifjsificant unobservable inputs (continued)

A description of the significant unobservable irgpand qualitative sensitivity included in the tahleove for all
major categories of assets and liabilities is ideldiwithin note 32 of the Group’s annual finansiaitements for the

year ended 31 December 2018.
ii. Sensitivity of fair values to changing significagsumptions to reasonably possible alternatives

As detailed in note 2, the valuation of Level 3afigial instruments requires the application oficalt
accounting judgement, involving estimations anduagions and it is recognised that there could benge
of reasonably-possible alternative values.

The Company has reviewed the unobservable parasrtetétentify those which would change the fairueal
measurement significantly if replaced by a reasbnptissible alternative assumption.

In estimating the potential variability, the unohsdble parameters were varied individually usiragistical
techniques and historic data. The potential vdiigbestimated is likely to be greater than thetuat
uncertainty relating to the financial instrumergsaay diversification effect has been excluded.

The following table presents the potential impddbath favourable and unfavourable changes, bothtoth
would be reflected in the income stateniefihe Company has updated the presentation ancbdw@tgy of
this L3 sensitivity disclosure to provide more kelat information to the users of the financial staénts.
The comparative year disclosure has been re-pexbeatalign to the new format and methodology i th
annual financial statements.

31 December 2018 31 December 2017
Favourable  Unfavourable Favourable  Unfavourable
changes changes changes changes
$millions $millions $millions $millions
Trading financial assets:
Corporate and other debt 11 (11) 15 (19)
Corporate equities 2 @) 5 (15)
Investment securities:
Corporate equities 36 (30) 32 (45)
Trading financial liabilities:
Net derivatives contracts(1)(2) 17 (22) 37 (40)
66 (69) 89 (119)

(1) Net derivative contracts represent tradingrfoial liabilities — derivative contracts net adding financial assets — derivative contracts.

(2) CVA and FVA are included in the fair value, lmxtcluded from the effect of reasonably possibierahtive assumptions in the table above.
CVA is deemed to be a Level 3 input when the uryiteglcounterparty credit curve is unobservable.AR¥ deemed to be a Level 3 input in its
entirety given the lack of observability of fundisgreads in the principal market.

2 Al changes would be reflected in the income statetmother than the change relating to investmetiirities — corporate equities in the prior
year which would have been recognised in OCI asdtiinancial assets were classified as availabledle financial assets in 2017 under IAS
39.
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26. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTI NUED)

e. Financial instruments valued using unobservablmarket data

The amounts not recognised in the income statemaating to the difference between the fair valtendial
recognition (the transaction price) and the amodetermined at initial recognition using valuati@chniques are
as follows:

2018 2017
$millions $millions

At 1 January 280 245
Impact of change in accounting policy (see note 2) - (50)
At 1 January (restated) 280 195
New transactions 134 211
Amounts recognised in the income statement dutirg/ear (124) (126)
At 31 December 290 280

The balance above predominately relates to deviegdti

The consolidated statement of financial positiotegaries ‘Trading financial assets’ and ‘Tradingaficial
liabilities’, ‘Trade and other receivables’, andvestment securities’ include financial instrumentsse fair value
is based on valuation techniques using unobservaat&et data.

f. Assets and liabilities measured at fair value oa non-recurring basis

Non-recurring fair value measurements of assetdiabilities are those which are required or peraitin the
statement of financial position in particular cincstances. There were no assets or liabilities nedsat fair value
on a non-recurring basis during the year or preary

27. ASSETS AND LIABILITIES NOT MEASURED AT FAIR VAL UE
At 31 December 2018, for all financial instrumentdé measured at fair value, the carrying valueoissidered to be
a reasonable approximation of fair value.

The table below presents the carrying value, falue and fair value hierarchy category of certaiaricial assets
and financial liabilities that are not measuredaat value in the statement of financial positiama 31 December
2017.

Financial assets and financial liabilities not mead at fair value for which the carrying valuecisnsidered a
reasonable approximation of fair value are excludech the tables below.

Fair value measurement using:

Valuation

Valuation techniques

Quoted techniques with

prices in using significant

active observable unobservable

Carrying Fair market inputs inputs
value value (Levell) (Level2) (Level 3)
$millions $millions  $millions  $millions $millions

Financial liabilities
Subordinated loans at 31 December 2017 7,000 7,310 - 7,310 -
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28. CAPITAL MANAGEMENT

Capital management procedures of the Company argistent with those of the Group as detailed inStrategic
report.

The capital managed by the Company broadly inclustesre capital, Additional Tier 1 capital instrurtgen
subordinated loans and reserves, as outlined below:

2018 2017

$millions $millions

Ordinary share capital 12,465 12,465
Share premium 513 513
Additional Tier 1 capital 3,500 1,300
Subordinated debt 5,000 7,000
Reserves 4,654 4,256
Total capital 26,132 25,534
Less: Current year unaudited profit as at 31eDdzer (173) (199)
Regulatory Deductions (1,811) (1,364)

Own Funds 24,148 23,971

During 2018, the Company issued a $6,000 milliddl{@ $nil) MREL eligible senior subordinated defdtrument
to fulfil the future MREL requirements which becaefective on 1 January 2019. For further informatrefer to
the MREL section of the Strategic Report on pagea28 note 14.

Pillar 3 disclosures and Country-by-Country Reporting

The Company is included in the MSI Group PillariSctbsures, which allow investors and other mapeaticipants
to understand capital adequacy, particular riskoeMpes and risk management processes of indivifiua
required by the EU implementation of Basel cagstahdards.

The Company is also included in the MSI consolidatisclosure to comply with the provisions of Staty
Instrument 2013 No0.3118 Capital Requirements (Ggumy-Country Reporting) Regulations 2013, which
implements in the UK the requirements set out iticke 89 of the Capital Requirements Directive @giive
2013/36/EU).

The Pillar 3 disclosures and the Country-by-Coueporting for the MSI Group for the year ended>&ktember
2018 will be made available on the Morgan Stanleypsite atvww.morganstanley.com/investorrelations

29. EMPLOYEE COMPENSATION PLANS

Morgan Stanley maintains various equity-settledresfieased and cash-based deferred compensation fplatie
benefit of employees.

The following information relates to plans whichvbadbeen awarded to direct employees of the Group.
Equity-settled share-based compensation plans

Morgan Stanley has granted RSU awards pursuargvieral equity-based compensation plans. The pglemsde
for the deferral of a portion of certain employe@gentive compensation, with awards made in thenfof
restricted common stock. Awards under these mamgenerally subject to vesting over time, gdhesa months
to seven years, and are generally contingent upatinuied employment and subject to restrictionsale, transfer
or assignment until conversion to common stockll, gk a portion of, an award may be cancellednijpboyment is
terminated before the end of the relevant vestaripd, and after the vesting period in certainaitins. Recipients
of equity-based awards may have voting rights, arddn Stanley’s discretion, and generally receiixédend
equivalents if the awards vest, unless this isipitdd by regulation.
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29. EMPLOYEE COMPENSATION PLANS (CONTINUED)

During the year, Morgan Stanley granted 93,323su(@017: 127,710 units) of RSU to direct employetshe
Company with a weighted average fair value per ohi$55.55 (2017: $42.64), based on the marketevalu
Morgan Stanley common stock at grant date.

The equity-based compensation expense recognigbe iyear is $4 million (2017: $6 million). The @pany has
also entered into a chargeback arrangement withgdoiStanley under which it is committed to pay torgan
Stanley the grant date fair value of awards graatedell as subsequent movements in their fairevaltherefore,
the total amount of $4 million (2017: $7 millionjdluded within ‘Staff costs’ and Management charges other
Morgan Stanley Group undertakings relating to stafts’ within ‘Operating expense’ includes botle #quity-
based compensation expense and the movementsfairtialue of the awards granted to employees.

The related liability due to Morgan Stanley at #m&l of the year, reported within ‘Other payablesthe statement
of financial position, is $8 million (2017: $24 i), of which $3 million (2017: $9 million) is @ected to be
settled within one year, and $3 million (2017: $dlion) is expected to be settled in greater thaa gear.

The Company has no options outstanding at 31 Deee@®18 (2017: nil) and Morgan Stanley has not tgin
stock options in 2018 or 2017.

Deferred cash-based compensation plans

Morgan Stanley has granted deferred cash-basedermation awards to certain employees which deferton of

the employees’ discretionary compensation. Thesgenerally provide a return based upon the peeoce of
various referenced investments. Awards under thiese are generally subject to a sole vesting ¢immdof service
over time, which normally ranges from one to seyears from the date of grant. All, or a portionarf award may
be cancelled if employment is terminated beforeahd of the relevant vesting period. The awardssetded in

cash at the end of the relevant vesting period.

Awards with a value of $4 million (2017: $6 millipwere granted to employees of the Company duhing/ear.

The liability to employees at the end of the ye@hnjch is reported within ‘Accruals and deferreddnee’ in the
statement of financial position, is $12 million (20 $22 million), of which $3 million (2017: $4 ridn) is
expected to be settled within one year and $3onil{2017: $2 million) is expected to be settledjieater than one
year.

The Company economically hedges the exposure crdégtehese deferred compensation schemes by empietm
derivative transactions with other Morgan Stanlapup undertakings. The derivative balance at tie @& the
year, recognised within ‘Trading financial assats'$nil (2017: $nil) and recognised within ‘Traditigancial
liabilities’ is $1 million (2017: $nil). The relat profit recorded within ‘Net trading income’ fthie year is $1
million (2017: $nil).

30. POST-EMPLOYMENT BENEFITS

Defined contribution plans

The Company operates four Morgan Stanley definedritaution plans, which require contributions to fbade to
funds held in trust, separate from the assetseoCibmpany.

The defined contribution plans are as follows:

* Morgan Stanley Flexible Company Pension Plan (Ardsi®);

MSII Offshore Retirement Benefit Plan 1V, Dubai 8en;

* Morgan Stanley & Co. International plc, Seoul Biamefined Contribution Plan; and
* Morgan Stanley & Co. International plc Zurich Braritop-up Plan
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30. POST-EMPLOYMENT BENEFITS (CONTINUED)

The Company pays fixed contributions to the fundith no legal or constructive obligation to pay ther
contributions.

The defined contribution pension charge recognisddtal profit was $4 million for the year (201%4 million) of
which $nil was accrued at 31 December 2018 (20aif). $

Following a legislative change in Switzerland dgriB017, a benefit guarantee was removed from thegdfo
Stanley & Co. International plc Zurich Branch Top-Blan. The Company has no further legal or cooste
obligation under the plan which is now recogniss@aefined contribution scheme.

Defined benefit plans

The Company also operates defined benefit planghagrovide post-employment benefits that are baseténgth
of service and salary. The defined benefit plaasaarfollows:

* Morgan Stanley & Co. International plc Zurich BrarBase Plan; and
* Morgan Stanley & Co. International plc Dubai Brarketd of Service Gratuity

A net liability of $2 million (2017: $2 million) isecognised in the statement of financial positiorespect of these
plans.

31. PARENT UNDERTAKINGS

Refer to note 36 of the consolidated financialestagnts for information on the Company’s immediatd altimate
parent undertaking.

The parent undertaking of the smallest group ofames for which group financial statements arevdrap and of
which the Company is a member is Morgan Stanleyo&I6ternational plc, which is registered in Englaand
Wales. Copies of its financial statements can haiokd from the Registrar of Companies for England Wales,
Companies House, Crown Way, Cardiff CF14 3UZ.
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APPENDIX TO THE FINANCIAL STATEMENTS

List of subsidiaries, including indirect subsidesj as at 31 December 2018 and 31 December 2017:

Proportion of shares held by
the Group @®

Address of undertaking’s registered office/ princifl place of
Name of Company business? 2018

Morgan Stanley France S.A. 61 Rue De Monceau, 759a8s, France N/
14th & 22nd Floors, Taipei Metro, 207 Tun Hwa SoRthad, Sec. 2,

i imi 0,

Morgan Stanley Taiwan Limited Taipei, 106, Taiwan 100%
Morgan Stanley Strategic 100%
Investments Limited

Morgan Stanley Turnberry Limited 100%
Morgan Stanley Mallard 100%
Investments Limited

Morgan Stanley Montgomerie 100%
Investments Limited

Morgan Stanley Northcote 100%
Investments Limited

Morgan Stanley Silvermere Limited 100%
Shavano Cooperatieve U.& N/A®
Morgan Stanley Humboldt 100%

Investments Limited

Morgan Stanley Equity Finance
(Denmark) ApS

Morgan Stanley Rivelino
Investments Limited

Bech-Bruun Dragsted, Langelinie Alle 35, 2100 , Knbavn, Denmark100%

100%

Maples Corporate Services Limited, PO Box 309, ddl&louse, Grandlooo/
Cayman, KY1-1104, Cayman Islands 0
Maples Corporate Services Limited, PO Box 309, ddl&louse, Grandlooo/
Cayman, KY1-1104, Cayman Islands 0

Morgan Stanley Dolor Limited
Morgan Stanley Tostao Limited

Morgan Stanley Equity Financing

0,
Services (Sweden) AB Hovslagargatan 5 A, 111 48, Stockholm, Sweden 100%

Morgan Stanley Havel GmbH Junghofstrasse 13-15]1B0Brankfurt am Main, Germany 100%

Morgan Stanley Cooper Investme

Limited 100%
Morgan Stanley Montrose

Investments Limited 100%
Morgan Stanley Langtree 100%

Investments B.V.
Morgan Stanley Equity Investmentslaples Corporate Services Limited, PO Box 309, ddleiouse, Granc&oo%

(UK) Limited Cayman, KY1-1104, Cayman Islands
Clearcreek, S.L.U. Travessera de Gracia, No. Hifl&or 08021, Barcelona, Spain 100%
Cabot 38 Limited 100%

Morgan Stanley Millbrae
Investments B.V®

Morgan Stanley Derivative Products .
(Netherlands) B.V. Luna Arena, Herikerbergweg 238, 1101 CM, Amsterd&etherlands 100%

100%

Morgan Stanley Longcross Limited 100%

Morgan Stanley Derivative Produc]
Spain S.L.

Morgan Stanley Equity Investment€itco Corporate Services (Ireland) Limited, Custdouse, Plaza Bloclg)go/
(Luxembourg) Unlimited Companys, , International Financial Services Centre, DydDUBLIN 1, Ireland °

§errano 55, 28006, Madrid, Spain 100%

Morgan Stanley Langton Limited 100%

Morgan Stanley Equity Finance  SmartCity Malta, SCM 01 TMF Group (Malta) 401, Rio#i, Kalkara

0,
(Malta) Limited SCM 1001, Malta 100%

2017
100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

99%

100%

100%

Nature of
Business
Financial
Services
Financial
Services
Financial
Services
Holding

company
Holding

company
Holding

company
Holding

company
Holding

company
Financial
Services
Financial
Services
Financial
Services
Holding

company
Holding

company
Financial
Services

Financial
Services

Holding

company
Financial
Services
Financial
Services
Financial
Services
Financial
Services
Financial
Services
Holding

company
Financial
Services
Financial
Services
Holding

company
Financial
Services
Holding

company
Holding

company
Financial
Services
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Morgan Stanley Equity Derivative

Services (Luxembourg) S.ar.l c/o Citco Luxembourg, 20, rue de la Poste, L-234&embourg 100%

Morgan Stanley Equity Financing 100%
Limited
Maples Corporate Services Limited, PO Box 309, ddleiouse, Grandloo%

Drake Il Investments Limited Cayman, KY1-1104, Cayman Islands

Morgan Stanley Grund S.a.r.L 46A, Avenue J.F. Kelyné-1855, Luxembourg 100%

Maples Corporate Services Limited, PO Box 309, ddleiouse, Grandloo%

Morgan Stanley Kochi Limited Cayman, KY1-1104, Cayman Islands

Morgan Stanley Derivative Produc;

(Portugal), Unipessoal LDA Rua Duque de Palmela, No. 23, 1250-097 , LisbortuBal N/A®

Morgan Stanley Corporate HoldingSustom House, Plaza Block 6, International Findridéavices Centre
(Luxembourg) Unlimited CompanyDublin, DUBLIN 1, Ireland

Morgan Stanley Heythorp Custom House, Plaza Block 6, International Findrigéavices Centre
Investments Unlimited Company Dublin, DUBLIN 1, Ireland

Morgan Stanley Equity Holding
(Netherlands) B.V.

' 100%
' 100%

Luna Arena, Herikerbergweg 238, 1101 CM, Amsterdaetherlands  100%
Maples Corporate Services Limited, PO Box 309,addIHouse,

. ®
Morgan Stanley Waterloo Limited Grand Cayman, KY1-1104, Cayman Islands N/A
Morstan Nominees Limited 25 Cabot Square, Canargifyhondon, E14 4QA 100%
Slobal Equity High Yield Fund veena 2112, 3012N, Rotterdam, Netherlands 100%
Morgan Star)le_y Client Securities 25 Cabot Square, Canary Wharf, London, E14 4QA 100%
Nominees Limited

lg/lc;\rgsan Stanley France Holdings lg) o6 pe Monceau, 75008, Paris, France /A
lg/lc;\rgsan Stanley France Holdings Ik g6 pe Monceau, 75008, Paris, France /A
Morgan Stanley Europe Holding SBunghofstrasse 13-15, 60311, Frankfurt am Mainpfaay 100%
Morgan Stanley Europe SE Junghofstrasse 13-15,16@3ankfurt am Main, Germany 100%
MS EU Trading Services SAS 61 Rue De Monceau, 5Péris, France NAR
Morgan Stanley Investment The Observatory, 7-11, Sir John Rogerson's QuagliBuDublin 2, N/A®

Management (Ireland) Limited Ireland

(1) The proportion of voting rights held by the @Gpois the same as the proportion of shares hetdedroup unless otherwise stated
(2) All entities have a registered address of 20lBatreet, Canary Wharf, London, E14 4AD, Unitesgdom, unless otherwise stated.

(3) Allshares held

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

100%

Financial
Services

Financial
Services

Financial
Services
Financial
Services

Holding
company

Financial
Services

Holding

company
Holding

company
Financial
Services
Financial
Services
Nominee
company
Financial
Services
Nominee
company
Holding

company
Holding

company
Holding

company
Financial
Services

Dormant

Investment
Management

(4) ineach Company are ordinary shares with the eiarepf Shavano Cooperative U.A where €1 C membprshares were held and Morgan

Stanley Millbrae Investments B.V. where ordinaryl gmeference shares are held.

(4) During 2018, Morgan Stanley France HoldingsA.S and its subsidiaries Morgan Stanley France,3#argan Stanley France Holdings Il S.A.S and
MS EU Trading Services SAS, along with Morgan Stgnhvestment Management (Ireland) Limited weregfarred outside the Group

(5) During 2018, Shavano Cooperatieve U.A., Mor§éamley Waterloo Limited and Morgan Stanley Deiix@Products (Portugal), Unipessoal LDA were

legally closed.
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