

























































































































































































MORGAN STANLEY INTERNATIONAL LIMITED

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

Year ended 31 December 2010

28.  FINANCIAL RISK MANAGEMENT (CONTINUED)

Liquidity risk (continued)

Ondemand Lessthan Morethan Morethan Morethan More than Total
one month 1 monthbut  3months 1 year but 5 years
less than 3 but less less than §
months than 1 year years
31 December 2009 $millions  $millions $millions  $millions  $millions $millions  $millions
Financial liabilities
Financial liabilities at amortised cost:
Bank loans and overdrafts 427 - - - - - 427
Trade Creditors:
- Extemal counterparties 54,545 - - - - - 34,545
- Group undertakings 10,766 - - - - - 10,766
Securities sold under agreements to
repurchase and cash collateral on
stocks loaned:
- External connterparties 2,221 37,195 5,938 957 500 - 46,811
- Group undertakings 67,927 - - - - - 67,927
Gther amounts owing to Morgan 12,410 - 2,373 - - - 14,783
Stanley Group undertakings
Corporate deposits 3,122 - - - - - 3,122
Other financial liabilities 3,825 - - - - - 3,825
Subordinated debt - 13 26 119 636 12,178 12,972
Financial liabilities classified as held for
trading:
Derivatives 172,568 - - - - - 172,568
Other 36,934 - - - - - 36,934
Financial [iabilities designated at fair 4,745 104 91 521 1,293 1,125 7879
value through profit or loss
Total financial liabilities 369,490 37,312 8,428 1,597 2,429 13,303 432,559
Unrecognised financial instruments
Contingent commitiments 23 - - - - - 23
Financial guarantees - - - - - - -
Lease commitments - 1 2 3 24 71 106
Loan commitments 985 - - - - - 935
Underwriting commitments - - - - - - -
Unsettled reverse repurchase agreements 18,458 - - - - - 18,458
Total unrecognised financial 19,466 1 2 8 24 71 19,572

instruments

The Group does not expect that all of the cash flows associated with financial goarantees, letters of credits and loan

commitments will be required.
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28.

FINANCIAL RISK MANAGEMENT (CONTINUED)
Market risk

Market risk refers to the risk that a change in the ievel of one or more market prices, rates, indices, implied
volatilities (the price volatility of the underlying instrument imputed from option prices), correlations or other
market factors, such as liquidity, will result in losses for a position or portfolio.

Sound market risk management is an integral part of the Group’s and the Morgan Stanley Group’s culture.
The Group is responsible for ensuring that market risk exposures are well-managed and prudent and more
broadly for ensuring transparency of material market risks, monitoring compliance with established limits,
and escalating risk concentrations to appropriate senior management.

To execute these responsibilities, the Morgan Stanley Group monitors the market risk of the firm against
limits on aggregate risk exposures, performs a variety of risk analyses, routinely reports risk summaries and
maintains the Value at Risk (“VaR™) system. These limits are designed to control price and market liquidity
risk. Market risk is monitored through various measures: statistically (using VaR and related analytical
measures); by measures of position sensitivity; and through routine stress testing, which measures the impact
of the value of existing portfolios of specified changes in market factors, and scenaric analyses conducted by
the market risk department in collaboration with the business units. The material risks identified by these
processes are summarised and reported to senior management, the Risk Committee and the Group’s Board.

The Group is managed within the Morgan Stanley Group’s global framework. The market risk management
policies and procedures of the Group are consistent with those of the Morgan Stanley Group, including
reporting of material risks identified to appropriate key management personnel of the Group.

Risk and capital management initiative

During 2010, both the Morgan Stanley Group and the Group continued to enhance the market risk
management framework to address the severe stresses observed in global markets during the recent economic
downturn. The Morgan Stanley Group and the Group expanded and improved their risk measurement
processes, including stress tests and scenario analysis, and refined their market risk limit framework., Included
within the Morgan Stanley Group’s risk management framework is a proprietary methodology called Stress
VaR ("S-VaR") that measures the Morgan Stanley Group's market and credit risks. $-VaR sirmulates many
stress scenarios based on more than 25 years of historical data and attempts to capture the different liquidities
of various types of general and specific risks, as well as event and default risks particularly relevant for credit
portfolios, S-VaR, while still evolving, is becoming an important metric for the Morgan Stanley Group's risk
appetite assessment and its capital allocation framework. As a result of its importance to the overall Morgan
Stanley Group’s risk framework, S-VaR has been implemented at the Group level during the year.

Primary market risk exposures and market risk management

During the year ended 31 December 2010, the Group had exposures to a wide range of interest rates, equity
prices, foreign exchange rates and comimodity prices and the associated implied volatilities and spreads,
related to the global markets in which it conducts its trading activities.

The Group is exposed to interest rate and credit spread risk as a result of its market-making activities and
other trading in interest rate sensitive financial instruments (e.g. risk arising from changes in the level or
implied volatility of interest rates, the shape of the yield curve and credit spreads). The activities from which
those exposures arise and the markets in which the Group is active include, but are not limited to, the
following: government debt, investment grade and non-investment grade corporate debt, interest rate
derivatives, emerging market corporate and government debt, and asset-backed debt (including mortgage-
related securities).

The Group is exposed to equity price and implied volatility risk as a result of making markets in equity
securities and derivatives as well as maintaining proprietary positions. The Group is exposed to foreign
exchange rate and implied volatility risk as a result of making markets in foreign currencies and foreign
currency derivatives and from holding non U.S. dollar-denominated financial instruments. The Group is
exposed to commodity price and implied volatility risk as a result of market-making activities and
maintaining positions in physical commodities (such as base metals) and related derivatives. Commodity
exposures are subject to periods of high price volatility as a result of changes in supply and demand. These
changes can be caused by physical production, transportation and storage issues; or geopolitical and other
events that affect the available supply and level of demand for these commodities.
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28.

FINANCIAL RISK MANAGEMENT (CONTINUED)
Market risk (continued)

The Group, as part of the Morgan Stanley Group’s global market risk management framework manages its
trading positions by employing a variety of risk mitigation strategies. These strategies include diversification
of risk exposures and hedging. Hedging activities consist of the purchase or sale of positions in related
securities and financial instruments, including a variety of derivative products (e.g., futures, forwards, swaps
and options). Hedging activities may not always provide effective mitigation against trading losses due to
differences in the terms, specific characteristics or other basis risks that may exist between the hedge
instrument and the risk exposure that is being hedged. The Group manages the market risk associated with
its trading activities on a Group basis, on 2 entity-wide basis, on a worldwide trading division level and on an
individual product strategy level. The Group manages and monitors its market risk exposures in such a way
as to maintain a portfolio that the Group believes is well-diversified in the aggregate with respect Lo markel
risk factors and that reflects the aggregate risk tolerance of key entities within the Group as established by the
Group’s senior management,

Aggregate market risk limits have been approved for the key entities within the Group and major trading
divisions globally (equity and fixed income, which includes interest rate products, credit products, foreign
exchange and commodities) as well as for the Morgan Stanley Group. Additional market risk limits are
assigned to trading desks and, as appropriate, products and regions. Trading division risk managers, desk risk
managers, traders and the market risk department monitor market risk measures against limits in accordance
with policies set by senior management.

The market risk department independently reviews the Group’s trading portfolios on a regular basis from a
market risk perspective utilising VaR and other quantitative and qualitative risk measures and analyses. The
Group’s trading businesses and the market risk department also use, as appropriate, measures such as
sensitivity to changes in interest rates, prices, implied volatilities and time decay to monitor and report
market risk exposures. Net exposure, defined as the potential loss to the Group over a period of time in the
event of default of a referenced asset, assuming zero recovery, is one key measure the Group employs to
standardise the aggregation of market risk exposures across cash and derivative products. Stress testing,
which measures the impact on the value of existing portfolios of specified changes in market factors for
certain products, is performed periodically and is reviewed by trading division risk managers, desk risk
managers and the market risk department.

VaR

The Group uses the statistical technique known as VaR as one of the tools used to measure, monitor and
review the market risk exposures of its trading portfolios. The market risk department calculates and
distributes daily VaR-based risk measures to various levels of management.

VaR methodology, assumptions and limitations

The Group estimates VaR using a model based on historical simulation for major market risk factors and
Monte Carlo simulation for name-specific risk in certain equity and fixed income exposures. Historical
simulation involves constructing a distribution of hypothetical daily changes in the value of trading portfolios
based on two sets of inputs: historical observation of daily changes in key market indices or other market
factors (“market risk factors™); and information on the current sensitivity of the portfolio values to these
market risk factor changes. The Group’s VaR model uses approximately four years of historical data to
characterise potential changes in market risk factors, The Group’s 95% / one-day VaR corresponds to the
unrealised loss in portfolio value that, based on historically observed market risk factor movements, would
have been exceeded with a frequency of 5%, or five times in every 100 trading days, if the portfolio were
held constant for one day.

The Group's VaR model generally takes into account linear and non-linear exposures to equity and
commodity price risk, interest rate risk, credit spread risk, foreign exchange rates, as well as linear exposures
to implied volatility risks. The VaR model also captures certain implied correlation risks associated with
portfolio credit derivatives, as well as certain basis risks (e.g. corporate debt and related credit derivatives).
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FINANCIAL RISK MANAGEMENT {(CONTINUED)
Market risk {continued)

The Group’s VaR models evolve over time in response to changes in the composition of trading portfolios
and to improvements in modelling techniques and systems capabilitiecs. The Group is committed to
continuous review and enhancement of VaR methodologies and assumptions in order to capture evolving
risks associated with changes in market structure and dynamics. As part of regular process improvement,
additional systematic and name-specific risk factors may be added to improve the VaR model’s ability to
more accurately estimate risks to specific asset classes or industry sectors. Additionally, the Group continues
to evaluate enhancements to the VaR model to make it more responsive to more recent market conditions,
while maintaining a longer-term perspective.

Among their benefits, VaR models permit estimation of a portfolio’s aggregate market risk exposure,
incorporating a range of varied market risks; reflect risk reduction due to portfolio diversification or hedging
activities; and can cover a wide range of portfolio assets. However, VaR risk measures should be interpreted
carefully in light of the methodology’s limitations, which include the following: past changes in market risk
factors may not always yield accurate predictions of the distributions and correlations of future market
movements; changes in portfolio value in response to market movements {especially for complex derivative
portfolios) may differ from the responses calculated by a VaR model; VaR using a one-day time horizon may
not fully capture the market risk of positions that cannot be liquidated or hedged within one day; the
historical market risk factor data used for VaR estimation may provide only limited insight into losses that
could be incurred under market conditions that are unusual relative to the historical period used in estimating
the VaR; and published VaR results reflect past trading positions while future risk depends on future
positions. The Group is aware of these and other limitations and, therefore, uses VaR as only one component
in its risk management oversight process. As explained above, this process also incorporates stress testing
and scenario analyses and extensive risk monitoring, analysis, and control at the trading desk, division, entity,
group and global levels.

VaR for the year ended 31 December 2010

The table below presents the Group’s Trading, Non-trading and Aggregate VaR for each of the Group’s
primary market risk exposures at 31 December 2010 and 31 December 2009, incorporating substantially all
financial instruments generating market risk that are managed by the Group’s trading businesses. This
measure of VaR incorporates most of the Group’s trading-related market risks. However, a small proportion
of trading positions generating market risk is not included in VaR, and the modelling of the risk
characteristics of some positions relies upon approximations that, under certain circumstances, could produce
different VaR results from those produced using more precise measures.

The counterparty portfolio, which reflects adjustments, net of hedges, relating to counterparty credit risk and
other market risks, was reclassified from Non-Trading VaR into Trading VaR as of 1 January 2010. This
reclassification reflects regulatory considerations surrounding the Morgan Stanley Group’s conversion to a
financial holding company, and the trading book nature of the Group’s counterparty risk-hedging activities
that the Group follows. Agpgregate VaR was not affected by this change; however, this reclassification
increased Trading VaR and decreased Non-Trading VaR for the year ended 31 December 2010.

Since the VaR statistics reported below are estimates based on historical position and market data, VaR
should not be viewed as predictive of the Group’s future revenues or financial performance or of its ability to
monitor and manage risk. There can be no assurance that the Group’s actual losses on a particular day will
not exceed the VaR amounts indicated below or that such losses will not occur more than five times in 100
trading days. VaR does not predict the magnitude of losses which, should they occur, may be significantly
greater than the VaR amount.
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28.

FINANCIAL RISK MANAGEMENT (CONTINUED)
Market risk (continued)

The table below presents 95% one-day VaR for each of the Group’s primary market risk categories and on an
aggregate basis,

95% Total VaR primary market 95% one-day VaR 95% one-day VaR
risk category At 31 December 2010 At 31 December 2009
Period Period

End Average High Low End Average High Low

$m $'m $m $m $'m $'m $m $'m
Interest rate and credit spread 61 69 86 54 48 51 72 39
Equity price 26 22 53 13 4 14 22 i
Foreign exchange rate 10 9 17 3 8 9 19 4
Commodity price 2 3 9 2 3 2 4 1
Subtotal 99 103 165 72 73 76 117 55
Less diversification benefit (26) (29) (59) (18) (18) (23) (30) (19
Total trading VaR 73 74 106 54 55 53 87 36
Total non-frading VaR 13 12 20 7 22 25 31 15
Aggregate VaR 79 76 106 56 73 61 100 39

(1) Diversification benefit equals the difference between total VaR and the sum of the VaRs for the four risk categories. This benefit
arises because the simulated one-day losses for each of the four primary market risk categories occur on different days; similar
diversification benefits also are taken into account within each category,

The Group’s average Trading VaR for the year ended 31 December 2010 was $74 million compared with $53
million for the year ended 31 December 2009. Excluding the counterparty portfolio, which has been
reclassified from Non-Trading VaR to Trading VaR for the year ended 31 December 2010, the Group’s
Average Trading VaR for 2010 would have been $65 million. The increase, excluding the counterparty
portfolio reclassification, has been driven primarily by an increase in interest rate and credit spread risk
combined with an increased equity price risk.

Interest rate risk

The Group’s VaR excludes certain funding liabilities and money market transactions. As at 31 December
2010, the net notional amount of such funding liabilities and money market activities was a liability of
approximately $9.4 billion compared to a liability of $7.4 billion as at 31 December 2009. The application of
a paralle] shift in interest rates of 50 basis points increase or decrease to these positions would result in a net
gain or loss to the Group of approximately $1.9 million compared to a gain or loss of $9.2 million gain as at
31 December 2009.

Aggregate VaR cwrrently incorporates certain non-trading risks, such as the interest rate risk generated by
funding liabilities related to institutional trading positions and public company equity positions recorded as
fixed asset investments by the Group. Investments made by the Group that are not publicly traded are not
reflected in the Aggregate VaR results.
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FINANCIAL RISK MANAGEMENT (CONTINUED)
Market risk {(continued)
Currency risk

The Group has foreign currency exposure arising from its investments in branches and subsidiaries where
those investments operate in currencies other than US dollars. For the foreign currency exposure arising
from the investments in subsidiaries and branches that operate in currencies other than US dollars, the
majority of this foreign currency risk has been hedged by other members of the Morgan Stanley Group,
primarily Morgan Stanley, by utilising both forward foreign currency exchange contracts and non-US dollar
denominated debt.

The analysis below details this foreign currency exposure for the Group, by foreign currency, and calculates
the impact on total recognised gains and losses of a reasonably possible parallel shift of the foreign currency
against the US dollar, with all other variables held constant. This analysis does not take inte account the
effect of any foreign currency hedges held by the Group or by other members of the Morgan Stanley Group.

2010 2009
Sensitivity to applied Sensitivity to applied
percentage change in percentage change in
currency (+/-) currency (+/-)

Foreign Percentage Total Foreign Percentage Total

currency change recognised currency change recognised

exposure applied gain or loss exposure applied gain or loss

$millions % $millions $millions % Smillions

Australian Dollar 6) 27% 2 (5) 27% 1
British Pound 2,025 29% 587 1,867 20% 541
Chinese Yuan 185 8% 15 160 8% 13
Euro 522 7% 37 437 5% 22
New Taiwan Dollar 60 8% 5 92 3% 3
New Zealand Dollar 2 24% - 2 249 -
Russian Rouble 273 24% 66 269 24% 65
Singapore Dollar 4 9% - 3 2% -
South Korean Won 425 42% 179 347 42% 146
Swedish Krona 15 23% 3 14 23% 3
Swiss Franc 5 10% 1 - - -

3,510 3,186

The reasonably possible percentage change in the currency rate against US dollars has been calculated based
on the greatest annual percentage change over the period from 1 December 2007 to 31 December 2010. The
percentage change applied may not be the same percentage change in the currency rate for the year.
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30.

TRANSFERS OF FINANCIAL ASSETS, INCLUDING PLEDGES OF COLLATERAL

In the ordinary course of business, the Group enters into various transactions that result in the transfer of
financial assets to third parties, which for accounting purposes may not give rise to full derecognition of the
financial assets.

The following table presents those financial assets which have been sold or otherwise transferred, but which
for accounting purposes do not qualify for derecognition and continue to be recognised in the consolidated
balance sheet.

2010 2009

$millions $millions

Government debt securities 14,238 9,655
Corporate equities 42,082 45,260
Corporate and other debt 12,760 10,950
69,080 65,865

The majority of financial assets that do not qualify for derecognition arise from repurchase agreements and
securities lending arrangements. Under these types of transactions, the Group generally retains substantially
all risks and rewards of the transferred assets including credit risk, settlement risk, country risk and market
risk,

Other financial assets transferred that continue to be recognised for accounting purposes include pledges of
securities as collateral for open derivative transactions, as well as certain sales of securities with related
transactions, such as derivatives, that result in the Group either retaining substantially all the risks and
rewards of the financial assets transferred, or not retaining substantially all the risks and rewards but retaining
control of those financial assets.

These transactions are mostly conducted under standard agreements used by financial market participants and
are undertaken with counterparties subject to the Group’s normal credit risk control processes. The resulting
credit exposures are controlled by daily monitoring and collateralisation of the positions. The carrying
amount of the associated liabilities related to financial assets transferred that continue to be recognised
approXimate the carrying amount of those transferred assets.

FINANCIAL ASSETS ACCEPTED AS COLLATERAL

The Group accepts financial assets as collateral which, dependent on the terms of the arrangement, the Group
is allowed to sell or repledge. The majority of the financial assets accepted as collateral are received as part
of reverse repurchase agreements or securities borrowing and are mostly conducted under standard
documentation used by financial market participants.

The fair value of collateral accepted under such arrangements as at 31 December 2010 was $199,601 million
(2009: $156,057 million). Of this amount $168,166 million (2009: $129,613 million) has been sold or
repledged to third parties in connection with financing activities, or to comply with commitments under short
sale transactions.
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31.

FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE

a. Fair value hierarchy

Financial instruments recognised at fair value are broken down for disclosure purposes into a three level fair
value hierarchy based on the observability of inputs as follows:

o Quoted prices (unadjusted) in an active market for identical assets or liabilities (Level 1) - valvations
based on quoted prices in active markets for identical assets or liabilities that the Morgan Stanley Group
has the ability to access. Valuation adjustments and block discounts are not applied to Level 1
instruments. Since valuations are based on quoted prices that are readily and regularly available in an
active market, valuations of these products do not entail a significant degree of judgement.

o Valuation techniques using observable inputs (Level 2) - valuations based on one or more quoted prices
in markets that are not active or for which all significant inputs are observable, either directly or
indirectly,

o Valuation techniques with significant non-observable inputs (Level 3) - valuations based on inputs that
are unobservable and significant to the overall fair value measurement.

Fair value control processes

The Group employs control processes to validate the fair value of its financial instruments, including those
derived from pricing models. These control processes are designed to assure that the values used for financial
reporting are based on observable inputs wherever possible. In the event that observable inpuis are not
available, the control processes are designed to assure that the valuation approach utilised is appropriate and
consistently applied and that the assumptions are reasonable. These control processes include reviews of the
pricing model’s theoretical soundness and appropriateness by Morgan Staniey Group personnel with relevant
expertise who are independent from the trading desks.

Additionally, groups independent from the trading divisions within the financial control, market risk and
credit risk management departments participate in the review and validation of the fair values generated from
pricing models, as appropriate. Where a pricing model is used to determine fair value, recently executed
comparable transactions and other cbservable market data are considered for purposes of validating
assumptions underlying the model.
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31.  FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTINUED)

a. Fair value hierarchy (continued)

Financial assets and liabilities recognised at fair value

The following table presents the carrying value of the Group’s financial assets and liabilities, recognised at
fair value, classified according to the fair value hierarchy described above:

2010

Financial assets classified as held for trading;
- Government debt securities

- Corporate equities
- Corporate and other debt
- Derivatives

Total financial assets classified as held for trading

Financial assets designated at fair value through profit
or loss
Fixed asset investments : Available-for-sale financial assets

Total financial assets measured at fair value

Financial liabilities classified as held for trading:
- Government debt securities

- Corporate equities
- Corporate and other debt
- Derivatives

Total financial liabilities classified as held for trading

Financial liabilities designated at fair value through
profit or loss

Total financial liabilities measured at fair value

Valuation
techniques
Valuation with
Quoted techniques significant
prices in using non-
active  observable observable
market inputs inputs
(Level 1) (Level 2) (Level 3) Total
$millions $millions Smillions  $millions
12,369 5,614 - 17,983
51,345 1,136 152 52,633
110 20,294 3,672 24,076
972 187,281 2,433 190,686
64,796 214,325 6,257 285,378
- 8,834 529 9,363
75 - 76 151
64,871 223,159 6,362 294,892
11,944 3,161 - 15,105
15,683 423 13 16,119
- 4,695 32 4,727
928 187,097 3,912 191,937
28,555 195,376 3,957 227,888
- 15,736 855 16,591
28,555 211,112 4,812 244,479
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31. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTINUED)

a. Fair value hierarchy (continued)

Financial assets and liabilities recognised at fair value (continued)

2009 Valuation
techniques
Valuation with
Quoted techniques significant
prices in using non-
active observable observable
market inputs inputs
(Level 1) (Level 2) (Level 3) Total
$millions $millions $millions  $millions
Financial assets classified as held for trading:
- Government debt securities 11,920 3,169 2 15,091
- Corporate equities 47,352 857 112 48,321
- Corporate and other debt 10 20,677 3,594 24,281
- Derivatives 1,145 162,358 4,455 167,958
Total financial assets classified as held for trading 60,427 187,061 8,163 255,651
Financial assets designated at fair value through profit
or loss - 497 1411 1,908
Fixed asset investments: Available-for-sale financial assets - - 163 163
Total financial assets measured at fair value 60,427 187,558 9,737 257,722
Financial liabilities classified as held for trading:
- Government debt securities 10,585 1,274 - 11,859
- Corporate equities 16,125 1,434 4 17,563
- Corporate and other debt 69 7.405 38 7,512
- Derivatives 1,352 165,230 5,986 172,568
Total financial liabilities classified as held for trading 28,131 175,343 6,023 209,502
Financial Habilities designated at fair value through
profit or loss - 6,987 892 7,879
Total financial liabilities measured at fair value 28,131 182,330 6,920 217,381
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FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTINUED)

a. Fair value hierarchy (continued)

Financial assets and financial labilities classified as held for trading and available-for-sale financial assets
o Government debt securities

The fair value of sovereign government obligations is generally based on quoted prices in active markets.
When quoted prices are not available, fair value is determined based on a valuation mode] that has as inputs
interest rate yield curves, cross-currency basis index spreads, and country credit spreads for structures similar
to the bond in terms of issuer, maturity and seniority. These bonds are generally categorised in Levels 1 or 2
of the fair value hierarchy.

o Corporate equities

Exchange-Traded Equity Securities. Exchange traded equity securities are generally valued based on quoted
prices from the exchange. To the extent these securities are actively traded, valuation adjustments are not
applied and they are categorised in Level 1 of the fair value hierarchy; otherwise, they are categorised in
Level 2.

Investments. The Group’s investments include exchange-traded equity securities, direct private equity
investments and investments in private equity funds, real estate funds and hedge funds. Initially, the
transaction price is generally considered by the Group as the exit price and is the Group’s best estimate of fair
value,

After initial recognition, in determining the fair value of internally and externally managed funds, the Group
considers the net asset value of the fund provided by the fund manager to be the best estimate of fair value.
For direct private investments and privately held investments within internally managed funds, fair value after
initial recognition is based on an assessment of each underlying investment, considering rounds of financing
third party transactions, discounted cash flow analyses and market-based information, including comparable
company transactions, trading multiples and changes in market ountlook, among other factors. If the
investments are exchange-iraded they will be categorised as Level 1, otherwise they will be categorised as
Level 3.

o Corporate and other debt

Corporate Bonds. The fair value of corporate bonds is estimated using recently executed transactions, market
price quotations (where observable), bond spreads or credit default swap spreads adjusted for any basis
difference between cash and derivative instruments. The spread data used are for the same maturity as the
bond. If the spread data does not reference the issuer, then data that reference a comparable issuer are used.
‘When observable price quotations are not available, fair value is determined based on cash flow models with
yield curves, bond or single name credit default swap spreads and recovery rates as significant inputs.
Corporate bonds are generally categorised in Level 2 of the fair value hierarchy; in instances where prices,
spreads or any other of the aforementioned key inputs are unobservable, they are categorised in Level 3 of the
fair value hierarchy,

Residential Mortgage-Backed Securities ("RMBS”), Commercial Mortgage-Backed Securities (“CMBS™),
and other Asset-Backed Securities (“ABS”). RMBS, CMBS and other ABS may be valued based on external
price or spread data. When position-specific external price data are not observable, the valuation is based on
prices of comparable bonds. Valuation levels of RMBS and CMBS indices are used as an additional data
point for benchmarking purposes or to price outright index positions.

Fair value for retained interests in securitised financial assets {in the form of one or more tranches of the
securitisation) is determined using observable prices or, in cases where observable prices are not available for
certain retained interests, the fair value is estimated based on the present value of expected future cash flows
using the best estimate of the key assumptions, including forecasted credit losses, prepayment rates, forward
yield curves and discount rates commensurate with the risks involved.

RMBS, CMBS and other ABS, including retained interests in these securitised financial assets, are
categorised in Level 3 if external prices or spread inputs are unobservable or if the comparability assessment
involves significant subjectivity related to property type differences, cash flows, performance and other
inputs; otherwise, they are categorised in Level 2 of the fair value hierarchy.
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31.

FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTINUED)
a. Fair value hierarchy {continuzed)

Financial assets and financial liabilities classified as held for trading and available-for-sale financial assets
(continued)

e Corporate and other debt (continued)

Collateralised Debt Obligations (“CDOs”). The Group holds CDOs where the collateral primarily is
synthetic and references either a basket credit default swap or CDO-squared (a CDO-squared is a special
purpose vehicle that issues interests, or tranches, that are backed by tranches issued by other CDOs). The
correlation input between reference credits within the collateral is unobservable and is benchmarked to
standardised proxy baskets for which correlation data are available. The other model inputs such as credit
spreads, interest rates and recovery rates are observable. CDOs are categorised in Level 2 of the fair value
hierarchy when the correlation input is insignificant. In instances where the correlation input is deemed to be
significant, these instruments are categorised in Level 3 of the fair value hierarchy.

s Derivatives

Listed Derivative Contracts. Listed derivatives that are actively traded are valzed based on quoted prices from
the exchange and are categorised in Level 1 of the fair value hierarchy. Listed derivatives that are not actively
traded are valued using the same approaches as those applied to OTC derivatives; they are generally
categorised in Level 2 of the fair value hierarchy.

OTC Derivative Contracts. OTC derivative contracts include forward, swap and option contracts related to
interest rates, foreign currencies, credit standing of reference entities, equity prices or commodity prices.

Depending on the product and the terms of the transaction, the fair value of OTC derivative products can be
either observed or modelled using a series of techniques, and model inputs from comparable benchmarks,
including closed-form analytical formulas such as the Black-Scholes option pricing model, and simulation
models or a combination thereof. Many pricing models do not entail material subjectivity because the
methodologies employed do not necessitate significant judgement, and the pricing inputs are observed from
actively quoted markets, as is the case for generic interest rate swaps, certain option contracts and certain
credit default swaps. In the case of more established derivative products, the pricing models used are widely
accepted by the financial services industry. A substantial majority of OTC derivative products valued using
pricing models fall into this category and are categorised within Level 2 of the fair value hierarchy.

Other derivative products, including complex products that have become illiquid, require more judgement in
the implementation of the valuation technique applied due to the complexity of the valuation assumptions and
the reduced observability of inputs. This includes derivative interests in certain mortgage-related CDO
securities, basket credit default swaps, CDO-squared positions and certain types of ABS credit default swaps
where direct trading activity or quotes are unobservable. These instruments involve significant unobservable
inputs and are categorised in Level 3 of the fair value hierarchy.
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31.

FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTINUED)
a. Fair value hierarchy (continued)

Financial assets and financial liabilities classified as held for trading and available-for-sale financial assets
{continued)

*  Derivatives {continued)
OTC Derivative Contracts (continued)

Derivative interests in morigage-related CDOs, and credit default swaps, for which observability of external
price data is extremely limited, are valued based on an evaluation of the market and model input parameters
sourced from similar positions as indicated by primary and secondary market activity. Each position is
evaluated independently taking into consideration the underlying collateral performance and pricing,
behaviour of the tranche under various cumulative loss and prepayment scenarios, deal structures (e.g., non-
amortising reference obligations, call features) and liquidity. While these factors may be supported by
historical and actual external observations, the determination of their value as it relates to specific positions
nevertheless requires significant judgement.

For basket credit default swaps and CDO-squared positions, the correlation input between reference credits is
unobservable for each specific swap and is benchmarked to standardised proxy baskets for which correlation
data are available. The other model inputs such as credit spread, interest rates and recovery rates. In
instances where the correlation input is deemed to be significant, these instruments are categorised in Level 3
of the fair value hierarchy.

The Group trades various derivative structures with commodity underlyings. Depending on the type of
structure, the model inputs generally include interest rate yield curves, commodity underlier curves, implied
volatility of the undeilying commodities and, in some cases, the implied correlation between these inputs. The
fair value of these products is estimated using executed trades and broker and consensus data to provide
values for the aforementioned inputs. Where these inputs are unobservable, relationships to observable
commodities and data points, based on historic and / or implied observations, are employed as a technique to
estimate the model input values. Commodity derivatives are generally categorised in Level 2 of the fair value
hierarchy; in instances where significant inputs are unobservable, they are categorised in Level 3 of the fair
value hierarchy,

OIS Fair Value Measurement. In the fourth quarter of 2010, the Group began using the overnight indexed
swap (*OIS”) curve as an input to value substantially all of its collateralised interest rate derivative contracts.
The Group believes using the OIS curve, which reflects the interest rate typically paid on cash collateral,
more accurately reflects the fair value of collateralised interest rate derivative contracts. Previously, the
Group discounted these collateralised interest rate derivative contracts based on London Interbank Offered
Rate (“LIBOR™).

e Financial assets and financial liabilities designated at fair value through profit or loss
Prepaid OTC contracts and issued structured notes designated as fair value through profit or loss

The Group issues structured notes and trades prepaid OTC derivatives that have coupons or repayment terms
linked to the performance of debt or equity securities, indices, currencies or commodities. Fair value of
structured notes and prepaid OTC derivatives is estimated using calculation medels for the derivative and debt
portions of the notes. These models incorporate observable inputs referencing identical or comparable
securities, including prices that the notes are linked to, interest rate yield curves, option volatility and
currency, commodity or equity rates. Independent, external and traded prices for the notes are also
considered. The impact of own credit spreads is also based on observed secondary bond market spreads.
Most structured notes and prepaid OTC derivatives are categorised in Level 2 of the fair value hierarchy.

This includes financial liabilities such as those arising from the consolidation of certain special purpose
entities and those that arise as a result of continuing recognition of certain assets, where the Group retains
substantially all the risks and rewards of the transferred assets, and the simultaneous recognition of an
associated liability. The fair value of these financial liabilities, which are effectively secured financing
liabilities, is estimated using the appropriate valuation methodology for the related assets that continue to be
recognised, adjusted for any differences between the assets that continue to be recognised and the liability that
is simultaneously recognised. Generally these financial labilities are recognised in Level 2 of the fair value
hierarchy.
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31. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTINUED)

b. Changes in Level 3 financial assets and liabilities measured at fair value

The following table presents the changes in the fair value of the Group’s Level 3 financial assets and

financial liabilities for the year ended 31 December 2010:;

2010
$millions

Unrealised

gains or

(losses) for

Total Total gains or Net level 3 assets /
gains or (losses) " transfers liabilitics
Balance (losses)  recognised in @ P E inand/ Balanceat outstanding
at1 recognised other E g g or gut of 3 as at 31
January in profit or comprehensive o 8 g § Level 3 December December
2010 loss income £ 3 4 3 (6} 2010 2010 (2)
Financial assets classified as
held for trading:
- Government debt securitics 2 u - - - - - 2 - -
- Corporate eqnities 112 42 - 126 a77) - - 49 152 27
- Corporate and ather debt 3,594 92 - 1,508 (1,761) - (137 376 3,672 27
Total financial assets classified 3,708 134 - 1,634 (1,938) - (137 423 3,824 54
as held for trading
Financial assets designated at
fair value through profit or 1411 - . 597 _ _ - (1,409) 529 B
loss
Available-for-sale financial
assets:
- Corporate equities 163 - 1 7 24) - - (71) 76 -
Total financial assets measured
at fair value 5,282 134 1 2,168 (1,962) - (137 (1,057 4,429 54
Financial liabilities held for
trading:
- Government debt securities - - - - - - - - - -
- Corporate equitics 4 l - - (48) - 49 (11) (13) 1
- Corporate and other debt (38) 4 - - (86) - 79 9 (32) -
- Net derivative contracts ¢3) (1,531) (33) - - - - 72 13 (1,479) {313)
Total financial liabilities (1,573) (28) - - (134) - 200 11 (1.524) (312)
classified as held for trading
Financial liabilities designated
f;sfs"’" value through profiter 4o, (167) - ; 121 (105) 39 149 (855) (258)
Total financial liabilities
measured at fair value (2.465) (195) - - (13) (105} 239 160 2,379 {570y

(1) For financial assets and financial liabilities that were transferred into and out of Level 3 during the year, gains or (losses) are presented as if

the assets or liabilities had been transferred into or out of Level 3 as at the beginning of the year,

(2) Amounts represent unrealized gains or (losses) for the year related to financial assets and liabilities still outstanding as at the end of the year.
(3) Net derivative contracts represent Financial assets classified as held for trading (derivative contracts) net of Financial liabilities classified as

held for trading (derivative contracts).
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31. FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTINUED)

b. Changes in Level 3 financial assets and liabilities measured at fair value (continued)

2009 Unrealised
$millions gains or
(losses) for
Total Total gains or Net level 3 assets /
gains or (losses) 2 transfers liahilities
Balance (losses)  recognised in 2 @ g inand / Balance at  outstanding
at1 recognised other _c:t’ g g or out of 31 as at 31
Janvary in profit or comprehensive [ 3 g 3-—'_.3 Level 3 December December
2009 loss income £ ] ] 3 (0 2009 2009 (2)
Financial assets classified as
held for trading:
- Government debt securities 2 - - - - - - - 2 -
- Corporate equities 456 ©3) - 130 (131) - - (280) 112 34y
- Corporate and other debt 4,574 188 - 1,019 (596) - (123) (1,068) 3,594 207
Total financial assets classified 5,032 125 - 1,149 (1,127 - (123)  (1,348) 3,708 173
as held for trading
Financial assets designated at
fair value through profit or 1.136 643 . 3 _ R (288) @3) 1.411 643
loss ’ .
Available-for-sale financial
assets:
- Corporate equities 189 11 ()] - (38) - - 4 163 -
Total financial assets measured 6,357 779 (3) 1,152 (1,165) - 411 (1420 5,282 816
at fair value
Financial liabilities classified
as held for trading:
- Government debt securities - - - - - - - - - -
- Corporate equities (37 - - - (10) - 33 10 {4} -
- Corporate and other debt (320) 6 - - (18) - 275 19 (38) (24)
- Net derivative contracts (3) (3,232) 1,547 - - - - 3 157 (1,531) 1,041
Total financial liabilities (3.589) 1,553 - - (28) - 3035 186 (1.573) 1,017
classified as held for trading
Financial liabilities designated
;tésialr value through profit or (865) 30 _ _ . (380) 565 (242) (392) 30
Total financial labilities (4.454) 1,583 - - @8 (380) 870 (56) (2,465) 1,047

measured at fair valoe

(1) For financial assets and financial liabilities that were transferred into and out of Level 3 during the year, gains or (losses) are presented as if
the assets or liabilities had been transferred into or out of Level 3 as at the beginning of the year.

(2) Amounts represent unrealized gains or (losses) for the year related to financial assets and liabilities still outstanding as at the end of the year,

(3) Net derivative contracts represent Financial assets classified as held for trading (derivative contracis) net of Financial liabilities classified as
held for trading (derivative contracts).
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31.

FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTINUED)
b. Changes in Level 3 financial assets and liabilities measured at fair value (continued)

As disclosed in the Directors’ report the Morgan Stanley Group operates a number of intra-group policies to
ensure that, where possible, revenues and related costs are matched. Where the trading positions included in
the above gains or losses are risk managed using financial instruments across a number of Morgan Stanley
Group entities, these policies potentially result in the recognition of offsetting gains or losses in the Group.

During the year, the Group reclassified approximately $1,409 million of certain financial assets designated at
fair value through profit and loss from Level 3 to Level 2. The Group reclassified these hybrid contracts as
external prices became observable and the remaining unobservable inpuis were deemed insignificant to the
overall measurement.

During the year ended 31 December 2009, the Group reclassified approximately $772 million of derivative
contracts and corporate and other debt from Level 3 to Level 2. The reclassifications primarily related to
debt linked bonds and interests in hedge funds and were due to an increase in market price quotations for
these or comparable instruments, such that observable inputs were utilised for the fair value measurement. In
addition, the Group reclassified $1,088 million of loans and advances to customers from Level 3 to Level 2.
The reclassifications were mainly related to residential mortgages and were due to an increase in market price
transparency of comparable instruments and portfolio specific refinancing activities which enables the
significant observable inputs to be sourced from the market and specific transactional activities to be utilised
for the fair value measurement.

¢. Significant transfers between Level 1 and Level 2 of the fair value hierarchy
During the year, there were no significant reclassifications between Level 1 and Level 2.
d. Sensitivity of fair values to changing significant assumptions to reasonably possible alternatives

All financial instruments are valued in accordance with the techniques outlined in the fair value hierarchy
disclosure above. Some of these techniques, including those used to value instruments categorised in Level 3
of the fair value hierarchy, are dependent on unobservable parameters and the fair value for these financial
instruments has been determined using parameters appropriate for the valuation methodology based on
prevailing market evidence. It is recognised that the unobservable parameters could have a range of
reasonably possible alternative values.

In estimating the change in fair value, the unobservable parameters were varied to the extremes of the ranges
of reasonably possible alternatives using statistical techniques, such as dispersion in comparable cbservable
external inpuis for similar asset classes, historic data or judgement if a statistical technique is not appropriate.
Where a financial instrument has more than one unobservable parameter, the sensitivity analysis reflects the
greatest increase or decrease to fair value by varying the assumptions individually. It is unlikely that all
unobservable parameters would concurrently be at the extreme range of possible alternative assumptions and
therefore the sensitivity shown below is likely to be greater than the actual uncertainty relating to the
financial instruments,
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31.

FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTINUED)

d. Sensitivity of fair values to changing significant assumptions to reasonably possible alternatives

{continued)

The following table presents the sensitivity of the fair value of Level 3 financial assets and financial
liabilities as at 31 December 2010 to reasonably possible alternative assumptions.

2010

Financial assets classified as held for
trading:
- Government debt securities
- Corporate equities
- Corporate and other debt

Financial assets designated at fair
value through profit or loss:
- Prepaid OTC contracts
- Structured notes
- Other

Available-for-sale financial assets:
- Corporate equities

Financial liabilities classified as held
for trading:
- Government debt securities
- Corporate equities
- Corporate and other debt

- Net derivatives contracts'”

Financial liabilities designated at fair
value through profit or loss:
- Prepaid OTC contracts
- Structured notes
- Other

Fair value
$millions

152
3,672

529

76

(13)
(32)

(1,479)

(3)

(852)

Effect of reasonably
possible alternative
assumptions

Increasein  Decreasein

fair value fair value
$millions $millions
3 3)

223 (222)

11 (6)

11 (6)

- 4))

1 (1

128 (148)

8 (8)

(1) Net derivative contracts represent Financial assets classified as held for trading (derivative contracts) net of Financial liabilities

classified as held for trading (derivative contracts).
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31.

FINANCIAL.INSTRUMENTS MEASURED AT FAIR VALUE (CONTINUED)

d. Sensitivity of fair values to changing significant assumptions to reasonably possible alternatives

{continued}

2009

Financial assets classified as held for
trading:
- Government debt securities
- Corporate equities
- Corporate and other debt

Financial assets designated at fair
value through profit or loss:

- Prepaid OTC contracts

Available-for-sale financial assets:
- Corporate equities

Financial liabilities classified as held
for trading:
- Government debt securities
- Corporate equities
- Corporate and other debt

- Net derivatives contracts'”

Financial liabilities designated at fair
value through profit or loss:
- Prepaid OTC contracts
- Structured notes
- Other

Fair value
$millions

112
3,594

1,411

163

4
(38)

(1,531)

(188)
(64}
(640)

Effect of reasonably
possible alternative
assumptions
Increasein  Decrease in
fair value fair value
$millions $millions
3 &)
150 {137)
8 &)
3 (6)
217 (206)
1 (1)
1 ()
30 (30)

(1) Net derivative contracts represent Financial assets classified as held for trading (derivative contracts) net of Financial [iabilities

classified as held for trading (derivative contracts).
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31.

32,

FINANCIAL INSTRUMENTS MEASURED AT FAIR VALUE (CONTINUED)
e. Financial instruments valued using unohbservable market data ‘

The amounts not recognised in the consolidated profit and loss account relating to the difference between
the fair value at initial recognition (the transaction price) and the amounts determined at initial recognition
using valuation techniques are as follows:

2010 2009
$millions $millions
At 1 January 215 281
New transactions 94 42
Amounts recognised in the consolidated profit and loss
account during the year (49 (108)
At 31 December 26() 215

The balance above predominantly relates to derivatives.

The balance sheet categories ‘Financial assets and financial liabilities classified as held for trading’,
‘Financial assets and financial liabilities designated at fair value’, and ’ Available-for-sale financial assets’
include financial instruments whose fair value is based on valvation techniques using unobservable market
data.

FINANCIAL INSTRUMENTS NOT MEASURED AT FAIR VALUE

For all financial assets and financial liabilities not recognised at fair value, the carrying amount is
considered to be a reasonable approximation of fair value due to the short term nature of these financial
assets and liabilities, except for the following:

31 December 2010 Carrying Unrecognised
value Fair value gain / (loss)
$millions $millions $miillions
Financial assets
Termed reverse repurchase agreements 71,990 72,016 26
Corporate Loans 3,200 3,235 35
Financial liabilities
Subordinated loans 10,571 8,551 2,020
Termed repurchase agreements 72,147 72,151 4
31 December 2009 Carrying Unrecognised
value Fair value gain / (loss)
$millions $millions $millions
Financial assets
Termed reverse repurchase agreements 75,352 75,354 2
Financial liabilities
Subordinated loans 10,591 8,476 2,115
Termed repurchase agreements 59,262 59,267 3)

The fair value for subordinated loans has been determined based on the assumption that all subordinated
loans are held to the latest repayment date, although the amounts outstanding are repayable at any time at
the Group's option, subject to seven business days’ notice to the FSA, which has the right to refuse
consent to repayment.
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33.

CAPITAL MANAGEMENT

The Morgan Stanley Group manages its capital on a global basis with consideration for each individual legal
entity. The capital managed by the Morgan Stanley Group broadly includes ordinary share capital, preference
share capital, subordinated loans and reserves.

The Morgan Stanley Group also uses an economic capital framework. The economic capital framework
estimates the amount of equity capital required to support the businesses over a wide range of market
environments while simultaneously satisfying regulatory, rating agency and investor requirements. The
framework will evolve over time in response to changes in the business and regulatory environment and to
incorporate enhancements in modelling techniques. Economic capital is based on regulatory capital usage
plus additional capital for stress losses.

The Morgan Stanley Group’s objectives when managing global capital are:

¢ to comply with the capital requirements of the Board of Governors of the Federal Reserve System of the
United States; and

e o minimise capital within a legal entity whilst safeguarding that entity’s ability to continue as a going
concern, so that it can continue to provide returns for the Morgan Stanley Group.

The Morgan Stanley Group sets the amount of capital for each entity in proportion to its risk and in line with
regulatory requirements.

The Group actively manages its capital structure and makes adjustments to it in the light of changing
economic conditions and the risk characteristics of the underlying assets and liabilities, In order to maintain
or adjust the capital structure, the Group may adjust the amount of dividends paid, return capital to
shareholders, issue new shares, issue or repay subordinated debt or sell assets to reduce debt.

The Group is regulated by the Financial Services Authority (“FSA™) and as such is subject to minimum capital
and liquidity requirements. The Group’s capital and liquidity is monitored on an ongoing basis to ensure
compliance with the rules within the FSA’s General Prudential Sourcebook. At a minimuin, the Group must
ensure that Capital Resources (share capital, subordinated debt, audited profit and loss and eligible reserves)
are greater than the Capital Resource Requirement covering credit, market and operational risk and that
liquidity exceeds regulatory requirements. The Group’s capital and liquidity exceeded all of its regulatory
requirements during the period.

In December 2010, the Basel Committee on Banking Supervision published the final rules text on a
comprehensive set of reform measures, developed to strengthen the regulation, supervision and risk
management of the banking sector (“the Basel III Framework™).

The Basel III Framework covers both microprudential and macroprudential elements. It sets out requirements
for higher and better-quality capital, better risk coverage, the introduction of a leverage ratio as a backstop to
the risk-based requirement, measures to promote the build up of capital that can be drawn down in periods of
stress, and the introduction of two global liguidity standards. The Morgan Stanley Group is currently working
to ensure compliance with these new regulatory standards as they are implemented from end-2011 onwards.

The Group considers the below to be its managed capital:

2010 2009

$millions $millions

Ordinary share capital 1,614 1,614
Subordinated loans 10,571 10,591
Reserves 12,403 9,143
24,588 21,348

During 2010, the Group has continued to review and actively manage its capital position. As part of this
capital management, the Group received a capital contribution of $3,000 million, and paid ordinary dividends
of $1,000 million. The movement in subordinated loan agreements during the year relate to the translation of
non US dollar loans into US Dollars.
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34.

35.

RELATED PARTY TRANSACTIONS

The Group is exempt from the requirement to disclose transactions with fellow wholly owned Morgan
Stanley Group undertakings under paragraph 3(c) of Financial Reporting Standard 8 Related Party
Disclosures. .

There were no other related party transactions requiring disclosure.

POST BALANCE SHEET EVENTS
Bank levy

In July 2011, the UK Government enacted legislation imposing a bank levy on relevant liabilities and equities
on the consclidated balance sheets of “UK Banking Groups,” as defined under the bank levy legislation at 31
December 2011. The Group continues to evaluate the impact of this legislation, and estimates the UK
Banking Group will incur a full year charge of $125 million, of which the Group will incur $120 million. Due
to the bank levy being determined on relevant liabilities and equities at 31 December 2011, the final charge
may differ from this estimate. The levy is not deductible for UK Corporation Tax purposes.

Dividends

On 9 August 2011, the Company paid an interim dividend of $2,000 million to the holders of its ordinary
shares. This dividend has not been accrued in the financial statements. The dividend has been paid out of
the capital contribution reserve.
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COMPANY BALANCE SHEET
As at 31 December 2010
2010 2009
Note $millions $millions
FIXED ASSETS
Investments 3 4,113 4,113
CURRENT ASSETS
Debtors 4 8,396 10,960
CREDITORS: AMOUNTS FALLING DUE WITHIN
ONE YEAR 5 (5,247 (11,073)
NET CURRENT ASSETS / (LIABILITIES) 3,149 (113)
TOTAL ASSETS LESS CURRENT LIABILITIES 7,262 4,000
CREDITORS: AMOUNTS FALLING DUE AFTER
MORE THAN ONE YEAR 6 (1,322) (1,900)
5,940 2,100
CAPITAL AND RESERVES
Called up share capital 7 1,614 1,614
Capital contribution reserve 8 3,138 138
Profit and loss account 8 1,188 348
EQUITY SHAREHOLDERS' FUNDS 5,940 2,100

These financial statements were approved by the Board and authorised for issue on 27 September 2011,

Signed on behalf of the Board

Director

L &P =

The notes on pages 83 to 88 form an integral part of the financial statements.
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1. ACCOUNTING POLICIES

The Company’s principal accounting policies are summarised below and have been applied consistently
throughout the year and preceding year.

a) Basis of preparation

The financial statements are prepared under the historical cost convention and in accordance with
applicable United Kingdom company law and accounting standards.

b) The going concern assumption

The Company’s business activities, together with the factors likely to affect its future development,
performance and position, are reflected in the Business Review section of the Directors’ report on pages 1 to
9.

As set out in the Directors’ report, the Company is parent to a group of companies with a significant level of
capital and resources, and operates within the global liquidity management framework of the Morgan Stanley
Group. Throughout the difficult market conditions, this framework has continued to provide sufficient
liquidity to the Morgan Stanley Group and to the Company, and the Company’s capital and liquidity position
is satisfactory.

Taking all of these factors into consideration, the Directors believe it is reasonable to assume that the
Company will have access to adequate resources to continue in operational existence for the foreseeable
futore, Accordingly, they continue to adopt the going concern basis in preparing the annual report and
financial statements.

¢) Functional currency

Ttems included in the financial statements are measured and presented in US dollars, the currency of the
primary economic environment in which the Company operates.

All currency amounts in the Company accounts and the notes to the Company accounts are rounded to the
nearest million US dollars.

d) Foreign currencies

All monetary assets and liabilities denominated in currencies other than US dollars are translated into US
dollars at the rates ruling at the balance sheet date. Transactions in currencies other than US dollars are
recorded at the rates prevailing at the dates of the transactions. Foreign exchange differences on monetary
fixed asset investments are taken through the profit and loss account and are presented in ‘Net gains/ losses
from fixed asset investments’. All other translation differences are taken through the profit and loss account
and are presented in ‘Other income” or “Other expense’.

e) Recognition of income and expense
i) Interest income and expense

Interest income and interest expense are recognised on an accruals basis within ‘Interest income” and
‘Interest expense’ in the profit and loss account.

ii) Dividend income

Dividend income from fixed asset investments is recognised when the Company’s right to receive payment
is established.

) Fixed asset investments

Fixed asset investments are stated at cost, less provision for any impairment.
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1. ACCOUNTING POLICIES (CONTINUED)
g) Taxation

UK corporation tax is provided at amounts expected to be paid / recovered using the tax rates and laws that
have been enacted or substantively enacted at the balance sheet date,

Full provision has been made for deferred tax assets and liabilities arising from timing differences. Deferred
tax is measured using the average tax rates that are expected to apply in the periods in which the timing
differences are expected to reverse, based on tax rates and laws that have been enacted or substantively
enacted by the balance sheet daie. Deferred tax assels are recognised to the extent that it is regarded as more
likely than not that they will be recovered. Deferred tax assets and liabilities are not discounted.

Current tax assets are offset against current tax liabilities when there is a legally enforceable right to offset
current tax assets against current tax liabilities and when they relate to taxes levied by the same taxation
authority and the Company intends to settle its current tax assets and current tax liabilities on a net basis,
Deferred tax assets are offset against deferred tax liabilities to the extent that they relate io taxes levied by the
same tax authority and arise in the same taxable entity.

h) Cash flow statement

The Company’s ultimate parent undertaking produces consolidated cash flow statements in which the
Company is included and which are publicly available. Accordingly, the Company, which is a wholly-owned
subsidiary, has elected to avail itself of the exemption provided in Financial Reporting Standard (“FRS”) 1
(Revised 1996) Cash flow statements and not present a cash flow staternent.

2, PROFIT FOR THE YEAR

The Company has taken advantage of the exemption, as permitted by section 408 of the Companies Act
2006, from presenting its own profit and loss account and related notes. The Company’s profit after taxation
for the year ended 31 December 2010 was $1,840 million (2009: $53 million loss). During the year an
interim dividend of $1,000 million was paid to the holders of the ordinary shares (2009: $nil). A net profit
after dividends of $840 million has been carried to reserves (2009: $53 million loss carried to reserves).
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3. FIXED ASSET INVESTMENTS

The Company’s investments in subsidiary undertakings are as follows:

Cost and net book value

At 31 December 2010 and 2009

The principal subsidiary undertakings of the Company are as follows:

Name of company

Morgan Stanley & Co,
International plc

Morgan Stanley & Co.
Limited

Morgan Stanley Bank
International Limited
Morgan Stanley Equity
Finance (Malta) Limited
Morgan Stanley Group
(Europe)

Morgan Stanley Investment
Management Limited
Morgan Stanley Securities
Limited

Morgan Stanley Strategic
Funding Limited

Morgan Stanley UK Group

Morgan Stanley UK Limited
000 Morgan Stanley Bank

Country of
incorporation

England and Wales

England and Wales

England and Wales
England and Wales
England and Wales
England and Wales
England and Wales
England and Wales

England and Wales
England and Wales

Russian Federation

Proportion
of shares
held

100%

100%

100%
100%
100%
100%
100%
100%

100%
100%
100%

Type of shares
held

Ordinary shares*®

Ordinary shares*®

Ordinary shares*
Ordinary shares*
Ordinary shares
Ordinary shares*
Ordinary shares*
Ordinary shares

Ordinary shares*
Ordinary shares*

Participation
shares*

Proportion
of voting
rights
100%

100%

100%
100%
100%
100%
100%
100%

100%
100%
100%

$millions

4,113

Nature of
business

Financial services

Financial services

Financial services
Financial services
Intermediate

holding company
Financial services
Financial services

Funding company

Service company
Service company

Financial services

An * denotes shareholdings attributed to the Company which are held indirectly by the Company.

A full list of the Company’s subsidiary and associate undertakings will be annexed to the Company’s next
Annual Return and filed with the Registrar of Companies.
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MORGAN STANLEY INTERNATIONAL LIMITED

NOTES TO THE COMPANY FINANCIAL STATEMENTS
Year ended 31 December 2010

4. DEBTORS

2010 2009
$millions $millions

Amounts due from Morgan Stanley Group
undertakings 1,494 1,608
Amounts due from Group undertakings 6,902 9,352
8,396 10,960

5. OTHER CREDITORS: AMOUNTS FALLING DUE WITHIN ONE YEAR

2010 2009

$millions $millions

Amounts owing to Morgan Stanley Group

undertakings 567 4,714
Amounts owing to Group undertakings 4,680 6,359
5,247 11,073

6. CREDITORS: AMOUNTS FALLING DUE AFTER MORE THAN ONE YEAR

2010 2009

$millions $millions

Subordinated loan agreements 1,300 1,300
Amounts due to Group undertakings

- Long term loan 22 600

1,322 1,900

The amounts subject to subordinated loan agreements are wholly repayable as shown below:

Counterparty Repayment date Interest rate 2010 2009
$millions $millions

Morgan Stanley International 31 October 2021 6 month LIBOR
Holdings Inc. plus 1.25% 1,300 1,300

1,300 1,300

All amounts outstanding under subordinated loan agreements are repayable at any time at the Company’s
option, subject to prior consent from the Financial Services Authority (“FSA™), which has the right under the
agreement to refuse consent to repayment,

The Company has not had any defaults of principal, interest or other breaches with respect to its subordinated
loans during the year.
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MORGAN STANLEY INTERNATIONAL LIMITED

NOTES TO THE COMPANY FINANCIAL STATEMENTS
Year ended 31 December 2010

6.

CREDITORS: AMOUNTS FALLING DUE AFTER MORE THAN ONE YEAR (CONTINUED)

Details of the remaining balance of the long-term loan as at 31 December 2010 is as follows:

Counterparty Repayment date Interest rate 2010 2009
$millions $millions
Morgan Stanley Repayable on thirteen LIBOR-related
Finance (C.1.) months notice by the managed rate
Limited counterparty 22 600
22 600

On 15 November 2010, the Company repaid $578 million of the long term loan to Morgan Stanley Finance
(C.L) Limited.

CALLED UP SHARE CAPITAL
2010 2009
$millions $millions
Allotted and fully paid:
Equity shares
2 ordinary shares of £1 each - -
1,614,167,000 ordinary shares of $1 each 1,614 1,614
1,614 1,614

All ordinary shares are recorded at the rate of exchange ruling at the date the shares were paid up.

RECONCILIATION OF SHAREHOLDERS’ FUNDS AND MOVEMENTS ON RESERVES

Called up Capital Profit

share contribution and loss
capital reserve aceount Total
$millions Smillions $millions $millions
At 1 January 2009 1,614 138 401 2,153
Loss for the year - - (33) (53)
At 31 December 2009 1,614 138 348 2,100
Profit for the year - - 1,840 1,840
Capital contribution from parent company - 3,000 - 3,000
Dividends paid - S (1,000) (1,000)
At 31 December 2010 1,614 3,138 1,188 5,940

87
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10.

11.

12,

RECONCILIATION OF SHAREHOLDERS® FUNDS AND MOVEMENTS ON RESERVES
(CONTINUED)

Capital contribution reserve

The opening capital contribution reserve balance is non-distributable and was received from the Group’s
former imumediate parent undertaking, to finance various Group acquisitions. On 30 November 2010, the
Company’s immediate parent undertaking, Morgan Stanley International Holdings Inc, made a capital
contribution of $3,000 million to finance Group operations, and this is classified as a distributable reserve.

COMMITMENTS AND CONTINGENCIES

The Company has provided a letter of financial support to two Morgan Stanley Group undertakings. In
addition these undertakings have letters of support from the Group’s ultimate parent. This support has not
been called upon. It is considered unlikely that the letters of support would be called upon as these
undertakings are funded by short-term loans from other Morgan Stanley Group undertakings. The
maximum amount of support potentially required by the Company is $12,800 million, before taking into
account the support provided to these entities by the Group’s ullimate parent Morgan Stanley.

RELATED PARTY TRANSACTIONS

The Company is exempt from the requirement to disclose transactions with fellow wholly owned Morgan
Stanley undertakings under paragraph 3(c} of FRS 8 Related Party Disclosures. There were no other
related party transactions requiring disclosure.

PARENT UNDERTAKINGS

The Company’s ultimate parent undertaking and controlling entity, and the largest group of which the Group
is a member and for which group financial statements are prepared, is Morgan Stanley. The Company’s
immediate controlling party is Morgan Stanley International Holdings Inc. Both Morgan Stanley and Morgan
Stanley International Holdings Inc are registered and incorporated in Delaware, the United States of America
and copies of their financial statements can be obtained from 25 Cabot Square, Canary Wharf, London E14
4QA.

POST BALANCE SHEET EVENTS

Dividends

On 9 August 2011, the Company paid an interim dividend of $2,000 million to the holders of its ordinary
shares. This dividend has not been accrued in the financial statements. The dividend has been paid out of
the capital contribution reserve.
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