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Morgan Stanley Market Products Inc.

Statement of Financial Condition (Unaudited)
(In thousands of dollars, except share data) May 31, 2008
Assets
Cash and cash equivalents $ 1,730,457
Securities segregated under federal regulations (securities received
as collateral at fair value $12,259) 12,000
Financial instruments owned, at fair value:

U.S. government and agency securities ($9,150 pledged to an affiliate) 8,655,819

Corporate and other debt 902

Derivative contracts 542,338
Securities purchased under agreements to resell 280,874
Receivables:

Customers (net of allowance) 32,220

Brokers, dealers and clearing organizations 571,559

Interest 51,471

Affiliates 6,788
Other assets 319
Total assets $ 11,884,747
Liabilities and Stockholders’ Equity
Short-term borrowings from affiliates $ 131,381
Financial instruments sold, not yet purchased, at fair value:

U.S. government and agency securities 117,981

Derivative contracts 498,939
Securities sold under agreements to repurchase 10,209,429
Payables:

Customers 124,855

Brokers, dealers and clearing organizations 13,085

Interest 18,756
Other liabilities and accrued expenses 7,104

11,121,530

Subordinated liabilities 350,000
Stockholder’s equity:

Preferred stock (no par value, 100 shares authorized, 20 shares issued and outstanding) 20,000

Common stock ($1 par value, 1,000 shares authorized, issued and outstanding 1

Paid-in capital 520,060

Accumulated deficit (126,844)
Total stockholder’s equity 413,217
Total liabilities and stockholder’s equity $ 11,884,747

See Notes to Statement of Financial Condition.
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Notes to Statement of Financial Condition

(Unaudited)

(In thousands of dollars, except where noted)

May 31, 2008

NOTE 1 -
Introduction and Basis of Presentation

The Company

Morgan Stanley Market Products Inc. (the “Company”) is
primarily engaged in the trading, on a principal basis, of U.S.
government agency mortgage-backed securities and
mortgage-backed securities forward contracts (“TBASs”).
The Company also trades U.S. government securities, over-
the-counter (“OTC”) options on U.S. government securities
and interest rate futures contracts.

The Company is registered with the Securities and Exchange
Commission (“SEC”) as a government securities broker-
dealer and is governed by the provisions of the Government
Securities Act of 1986. The Company is a wholly owned
subsidiary of Morgan Stanley (the “Parent™).

Basis of Financial Information

The financial statements are prepared in accordance with
accounting principles generally accepted in the U.S., which
require the Company to make estimates and assumptions
regarding the valuations of certain financial instruments and
other matters that affect the financial statements and related
disclosures. The Company believes that the estimates
utilized in the preparation of the financial statements are
prudent and reasonable. Actual results could differ materially
from these estimates.

Related Party Transactions

Morgan Stanley & Co. Incorporated (“MS&Co.”), a wholly
owned subsidiary of the Parent, charges the Company for
substantially all of its non-interest expenses. Included in
these charges are costs associated with benefit plans of the
Parent and its affiliates. At May 31, 2008, all securities
purchased under agreements to resell (“reverse repurchase
agreements”) including securities segregated under federal
regulations, and all securities sold under agreements to
repurchase (“repurchase agreements”) are with MS&Co. In
addition, the Company engages in the purchase and sale of
U.S. government and agency securities and TBAs with
affiliates.

NOTE 2 -
Summary of Significant Accounting Policies

Cash and Cash Equivalents

Cash and cash equivalents consist of cash and highly liquid
investments not held for resale with maturities, when
purchased, of three months or less.

Receivables and Payables — Customers

Receivables from and payables to customers include amounts
due on cash transactions. The Company performs periodic
credit evaluation of its customers’ financial condition. The
Company establishes an allowance for doubtful accounts
based on factors surrounding the credit risk of customers
and other information. As of May 31, 2008, an allowance of
$5,160 has been recorded by the Company.

Securities Deposited with Clearing Organization or
Segregated Under Federal and Other Regulations or
Requirements

Securities segregated under federal regulations include
securities received as collateral segregated in compliance with
federal and other regulations and represent amounts
deposited by customers and amounts accruing to customers
as a result of trades or contracts.

Financial Instruments and Fair Value

A significant portion of the Company'’s financial instruments
are carried at fair value with changes in fair value recognized
in earnings each period. A description of the Company’s
policies regarding fair value measurement and its application
to these financial instruments follows.

Financial Instruments Measured at Fair VValue

All of the instruments within financial instruments owned
and financial instruments sold, not yet purchased, are
measured at fair value. These instruments primarily
represent the Company’s trading and investment activities
and include both cash and derivative products. Gains and
losses on all of these instruments carried at fair value are
reflected in principal transactions in the statements of
operations. Interest income and expense and dividend
income are recorded within the statements of operations
depending on the nature of the instrument and related
market conventions. When interest and dividends are
included as a component of the instruments’ fair value,
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interest and dividends are included within principal
transactions Otherwise, these amounts are included within
interest and dividend income or interest expense.

Fair Value Measurement - Definition and Hierarchy

The Company adopted the provisions of SFAS No. 157,
“Fair Value Measurements” (“SFAS No. 157”), effective
December 1, 2006. Under this standard, fair value is defined
as the price that would be received to sell an asset or paid to
transfer a liability (i.e., the “exit price”) in an orderly
transaction between market participants at the measurement
date.

In determining fair value, the Company uses various
valuation approaches including market, income and/or cost
approaches. SFAS No. 157 establishes a hierarchy for inputs
used in measuring fair value that maximizes the use of
observable inputs and minimizes the use of unobservable
inputs by requiring that the most observable inputs be used
when available. Observable inputs are inputs that market
participants would use in pricing the asset or liability
developed based on market data obtained from sources
independent of the Company. Unobservable inputs are
inputs that reflect the Company’s assumptions about the
assumptions market participants would use in pricing the
asset or liability developed based on the best information
available in the circumstances. The hierarchy is broken down
into three levels based on the reliability of inputs as follows:

e Level 1 -- Valuations based on quoted prices in active
markets for identical assets or liabilities that the
Company 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, valuation of these products does not entail a
significant degree of judgment.

Examples of assets and liabilities utilizing Level 1 inputs
are: certain U.S. Government and agency securities.

e Level 2 -- Valuations based on quoted prices in markets
that are not active or for which all significant inputs are
observable, either directly or indirectly.

Examples of assets and liabilities utilizing Level 2 inputs
are: certain U.S. Government and agency securities;
corporate bonds; and certain residential and commercial
mortgage related instruments (including loans, securities,
and derivatives).

e Level 3 -- Valuations based on inputs that are

unobservable and significant to the overall fair value
measurement.

Examples of assets and liabilities utilizing Level 3 inputs
are: certain U.S. Government and agency securities; and
corporate bonds.

The availability of observable inputs can vary from product
to product and is affected by a wide variety of factors,
including, for example, the type of product, whether the
product is new and not yet established in the marketplace,
and other characteristics particular to the transaction. To the
extent that valuation is based on models or inputs that are
less observable or unobservable in the market, the
determination of fair value requires more judgment.
Accordingly, the degree of judgment exercised by the
Company in determining fair value is greatest for instruments
categorized in Level 3. In certain cases, the inputs used to
measure fair value may fall into different levels of the fair
value hierarchy. In such cases, for disclosure purposes the
level in the fair value hierarchy within which the fair value
measurement in its entirety falls is determined based on the
lowest level input that is significant to the fair value
measurement in its entirety.

Fair value is a market-based measure considered from the
perspective of a market participant who holds the asset or
owes the liability rather than an entity-specific measure.
Therefore, even when market assumptions are not readily
available the Company’s own assumptions are set to reflect
those that market participants would use in pricing the asset
or liability at the measurement date. The Company uses
inputs that are current as of the measurement date, including
during periods of market dislocation. In normally active
markets, the price transparency for actively quoted
instruments may be reduced during periods of market
dislocation. This condition could cause an instrument to be
reclassified from Level 1 to Level 2 or from Level 2 to
Level 3.

Valuation Techniques

Many cash and OTC contracts have bid and ask prices that
can be observed in the marketplace. Bid prices reflect the
highest price that the Company and others are willing to pay
for an asset. Ask prices represent the lowest price that the
Company and others are willing to accept for an asset. For
financial instruments whose inputs are based on bid-ask
prices, the Company does not require that fair value always
be a predetermined point in the bid-ask range. The
Company’s policy is to allow for mid-market pricing and



Morgan Stanley

Morgan Stanley Market Products Inc.

adjusting to the point within the bid-ask range that meets the
Company’s best estimate of fair value. For offsetting
positions in the same financial instrument, the same price
within the bid-ask spread is used to measure both the long
and short positions.

U.S. Government Securities

U.S. Government securities are valued using quoted market
prices. Valuation adjustments are not applied. Accordingly,
U.S. government securities are categorized in Level 1 of the
fair value hierarchy.

U.S. Agency Securities

U.S. agency securities are comprised of two main categories
consisting of agency issued debt and mortgage pass-
throughs. Non-callable agency issued debt securities are
generally valued using quoted market prices. To the extent
these securities are actively traded, they are categorized in
Level 1 of the fair value hierarchy. Callable agency issued
debt securities are valued through benchmarking model
derived prices to quoted market prices and trade data for
identical or comparable securities. Mortgage pass-throughs
include TBA securities and mortgage pass-though
certificates. TBA securities are generally valued using quoted
market prices or are benchmarked thereto. Fair value of
mortgage pass-through certificates are model driven with
respect to the comparable TBA security. Callable agency
issued debt securities and mortgage pass-throughs are
generally categorized in Level 2 of the fair value hierarchy.

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.
The spread data used are for the same maturity bond. If the
spread data does not reference the issuer, then data that
references a comparable issuer is used. When observable
price quotations are not available, fair value is determined
based on cash flow models with yield curves, bond or single
name and credit default swap spreads and recovery rates
based on collateral values as key inputs. Corporate bonds are
generally categorized in Level 2 of the fair value hierarchy; in
instances where significant inputs are unobservable, they are
categorized in Level 3 of the hierarchy.

OTC Derivative Contracts

Fair value for OTC derivative contracts, such as forward and
option contracts related to interest rates, is derived primarily
using pricing models.

Pricing models take into account the contract terms
(including maturity) as well as multiple inputs including,
where applicable, interest rate yield curves, credit curves,
creditworthiness of the counterparty, and option volatility.
Where appropriate, valuation adjustments are made to
account for various factors, including bid-ask spreads, credit
quality and market liquidity. These adjustments are applied
on a consistent basis and are based upon observable inputs
where available.

Depending on the product and the terms of the transaction,
the fair value of OTC derivative products can be modeled
using a series of techniques, including closed-form analytic
formulae, 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
judgment, and the pricing inputs are observed from actively
quoted markets, as is the case for option contracts. In the
case of more established derivative products, the pricing
models used by the Company are widely accepted by the
financial services industry. A substantial majority of OTC
derivative products valued by the Company using pricing
models fall into this category and are categorized within
Level 2 of the fair value hierarchy. Other derivative products,
typically the newest and most complex products, will require
more judgment in the implementation of the modeling
technique applied due to the complexity of the modeling
assumptions and the reduced observability of inputs. These
instruments involve significant unobservable inputs and are
categorized in Level 3 of the fair value hierarchy.

The fair value of OTC financial instruments, including
derivative contracts related to financial instruments, are
presented in the accompanying statement of financial
condition on a net-by-counterparty basis, when appropriate.

Purchases and sales of financial instruments as well as related
expenses are recorded in the accounts on trade date.
Unrealized gains and losses arising from the Company’s
dealings in OTC financial instruments are presented in the
accompanying statement of financial condition on a net-by-
counterparty basis, when appropriate.

Receivables and Payables — Brokers, Dealers and
Clearing Organizations

Receivables from brokers, dealers and clearing organizations
include amounts receivable for securities not delivered by the
Company to a purchaser by the settlement date, and net
receivables / payables arising from unsettled trades. Payables
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to brokers, dealers and clearing organizations include
amounts payables for securities not received by the Company
from a seller by the settlement dates.

Customer Transactions

Customers’ securities transactions are recorded on a
settlement date basis with related revenues and expenses
recorded on trade date basis.

Income Taxes

Income taxes are provided using the asset and liability method,
under which deferred tax assets and liabilities are determined
based upon the temporary differences between the financial
statement and income tax bases of assets and liabilities using
currently enacted tax rates.

Accounting Developments

In July 2006, the Financial Accounting Standards Board
(“FASB”) issued FASB Interpretation No. 48, “Accounting for
Uncertainty in Income Taxes, an interpretation of FASB
Statement No. 109” (“FIN 48”). FIN 48 clarifies the
accounting for uncertainty in income taxes recognized in a
company’s financial statements and prescribes a recognition
threshold and measurement attribute for the financial
statement recognition and measurement of a tax position taken
or expected to be taken in an income tax return. FIN 48 also
provides guidance on derecognition, classification, interest and
penalties, accounting in interim periods, disclosure and
transition. The adoption of FIN 48 on December 1, 2007 did
not have an impact on the Company’s statement of financial
condition.

In April 2007, the FASB issued FASB Staff Position (“FSP”)
No. FIN 39-1, “Amendment of FASB Interpretation No.
39”7, (“FSP FIN 39-1"). FSP FIN 39-1 amends certain
provisions of FIN 39, “Offsetting of Amounts Related to
Certain Contracts,” and permits companies to offset fair
value amounts recognized for cash collateral receivables or
payables against fair value amounts recognized for net
derivative positions executed with the same counterparty
under the same master netting arrangement. In accordance
with the provisions of FSP FIN 39-1, the Company offset
cash collateral receivables and payables against net derivative
positions as of May 31, 2008. The adoption of FSP FIN 39-1
on December 1, 2007 did not have a material impact on the
Company’s statement of financial condition.

NOTE 3 -
Fair Value Disclosures

The Company’s assets and liabilities recorded at fair value
have been categorized based upon a fair value hierarchy in
accordance with SFAS No. 157. See Note 2 for a discussion
of the Company’s policies regarding this hierarchy.

The following table presents information about the
Company’s assets and liabilities measured at fair value on a
recurring basis as of May 31, 2008.

Assets and Liabilities Measured at Fair Value on a Recurring Basis as of
May 31, 2008

Quoted Prices in

Active Markets  Significant Other Significant Balance
for Identical Observable Unobservable as of
Assets Inputs Inputs May
(Level 1) (Level 2) (Level 3) 31, 2008
Assets
Financial instruments
owned:
U.S. government and
agency securities $12,180 $8,636,575 $7,064  $8,655,819
Corporate and other
debt - 800 102 902
Derivative contracts - 542,338 - 542,338
Total financial
instruments owned $12,180 $9,179,713 $7,166  $9,199,059
Liabilities
Financial instruments sold,
not yet purchased:
U.S. government and
agency securities $32,752 $85,229 $- $117,981
Derivatives contracts - 498,939 - 498,939
Total financial
instruments sold, not
yet purchased $32,752 $584,168 $- $616,920

Financial Assets and Liabilities Not Measured at Fair Value

Some of the Company’s financial assets are not measured at
fair value on a recurring basis but nevertheless are recorded at
amounts that approximate fair value due to their liquid or
short-term nature. Such financial assets and financial liabilities
include: Cash and cash equivalents, securities segregated under
federal regulations, securities purchased under agreements to
resell, securities sold under agreements to repurchase,
receivables — customers, receivables — brokers, dealers and
clearing organizations, payables-customers, and payables-
brokers, dealers and clearing organizations.

NOTE 4 -
Collateralized Transactions

Reverse repurchase agreements and repurchase agreements,
principally U.S. government and agency securities, are carried
at the amounts at which the securities subsequently will be
resold or reacquired as specified in the respective agreements;
such amounts include accrued interest. Reverse repurchase
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agreements and repurchase agreements are presented on a net-
by-counterparty basis, when appropriate. The Company’s
policy is to take possession of securities purchased under
agreements to resell.

The Company pledges its financial instruments owned to
collateralized repurchase agreements. Pledged securities that
can be sold or repledged by the secured party are identified as
financial instruments owned (pledged to an affiliate) on the
statement of financial condition. At May 31, 2008, the affiliate,
MS&Co., had the right to sell or repledge all securities owned
that were pledged as collateral by the Company.

The Company enters into reverse repurchase agreements and
repurchase agreements to, among other things, finance the
Company’s inventory positions, acquire securities to cover
short positions and settle other securities obligations. Under
these agreements and transactions, the Company either
receives or provides collateral, including U.S. government and
federal agency securities. The Company receives collateral in
the form of securities in connection with reverse repurchase
agreements. In all cases, the Company is permitted to sell or
repledge these securities held as collateral and use the securities
to secure repurchase agreements or for delivery to
counterparties to cover short positions. At May 31, 2008, the
fair value of securities received as collateral where the
Company is permitted to sell or repledge the securities was
$292,074 all of which has been sold or repledged.

The Company manages credit exposure arising from reverse
repurchase agreements and repurchase agreements by, in
appropriate circumstances, entering into master netting
agreements and collateral arrangements with counterparties
that provide the Company, in the event of a customer default,
the right to liquidate collateral and the right to offset a
counterparty’s rights and obligations. The Company also
monitors the fair value of the underlying securities as
compared with the related receivable or payable, including
accrued interest, and, as necessary, requests additional
collateral to ensure such transactions are adequately
collateralized. Where deemed appropriate, the Company’s
agreements with third parties specify its rights to request
additional collateral. For these transactions, the Company’s
adherence to collateral policies significantly limits the
Company’s credit exposure in the event of customer default.

Note 5 -
Short-Term Borrowings From Affiliates

Short-term borrowings from affiliates are unsecured, bear
interest at prevailing market rates and are payable on
demand. Such balance consists primarily of intercompany
funding from the Parent as well as other intercompany
payables which settle in the normal course of business.

Note 6 -
Subordinated Liabilities

Subordinated liabilities are with the Parent and consist of a
Cash Subordination Agreement and a Subordinated Revolving
Credit Agreement.

The Cash Subordination Agreement is for $100,000 bears
interest based upon the London Interbank Offered Rate and
has a maturity date of December 31, 2011. Additionally,
$250,000 is payable under the Company’s Subordinated
Revolving Credit Agreement, which has an availability
termination date of December 31, 2010 and a maturity date of
December 31, 2011. Interest on this borrowing is payable at
such rates as shall have been agreed upon by the counterparties
at the time of each advance.

The estimated fair values of the Company’s Cash
Subordination and Subordinated Revolving Credit
Agreements, based on rates available to the Company at May
31, 2008 for debt with similar terms and maturities, was
approximately $327,422.

Note 7 -
Commitments and Contingencies

Securities Activities

Financial instruments sold, not yet purchased represent
obligations of the Company to deliver specified financial
instruments at contracted prices, thereby creating
commitments to purchase the financial instruments in the
market at prevailing prices. Consequently, the Company’s
ultimate obligation to satisfy the sale of financial instruments
sold, not yet purchased may exceed the amounts recognized in
the statement of financial condition.
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Note 8 -
Trading Activities

Trading

The Company is a market maker for U.S. government agency
mortgage-backed securities and trades in U.S. government
securities. In addition, the Company is a dealer in OTC
options on U.S. government securities and TBAS.

The Company uses TBAs in its role as a dealer in mortgage-
backed securities and facilitates customer trades by taking
positions in the TBA market. Typically, these positions are
hedged by offsetting TBAs or underlying cash positions.

Risk Management

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

The cornerstone of the Company’s risk management
philosophy is protection of the Company’s franchise,
reputation and financial standing. The Company’s risk
management philosophy is based on the following principles:
comprehensiveness, independence, accountability, defined risk
tolerance and transparency. Given the importance of effective
risk management to the Company’s reputation, senior
management requires thorough and frequent communication
and appropriate escalation of risk matters.

Risk management at the Company requires independent
Company-level oversight, constant communication, judgment,
and knowledge of specialized products and markets. The
Company’s senior management takes an active role in the
identification, assessment and management of various risks of
the Company. In recognition of the increasingly varied and
complex nature of the financial services business, the
Company’s risk management philosophy, with its attendant
policies, procedures and methodologies, is evolutionary in
nature and subject to ongoing review and modification.

The nature of the Company’s risks, coupled with this risk
management philosophy, forms the Company’s risk
governance structure. The Company’s risk governance
structure includes the Firm Risk Committee the Capital

Structure and Strategic Transactions Committee, the Chief
Risk Officer, the Internal Audit Department, independent
control groups and various risk control managers, committees
and groups located within the business units.

The Firm Risk Committee, composed of the Company’s most
senior officers, oversees the Company’s risk management
structure. The Firm Risk Committee’s responsibilities include
oversight of the Company’s risk management principles,
procedures and limits, and the monitoring of material financial,
operational and franchise risks. The Firm Risk Committee is
overseen by the Audit Committee of the Board of Directors
(the “Audit Committee”). The Capital Structure and Strategic
Transactions Committee (the “Capital Committee”) reviews
strategic transactions for the Company and significant changes
to the Company'’s capital structure. The Capital Committee’s
responsibilities include reviewing measures of capital and
evaluating capital resources relative to the Company’s risk
profile and strategy.

The Chief Risk Officer, a member of the Firm Risk
Committee, oversees compliance with Company risk limits;
approves certain excessions of Company risk limits; reviews
material market and credit risks, and reviews results of risk
management processes with the Audit Committee.

The Internal Audit Department provides independent risk and
control assessment and reports to the Audit Committee and
administratively to the Chief Legal Officer. The Internal Audit
Department periodically examines the Company’s operational
and control environment and conducts audits designed to
cover all major risk categories.

The Market Risk, Credit Risk, Operational Risk, Financial
Control, Treasury and Legal and Compliance Departments
(collectively, the “Company Control Groups™), which are all
independent of the Company’s business units, assist senior
management and the Firm Risk Committee in monitoring and
controlling the Company’s risk through a number of control
processes. The Company is committed to employing qualified
personnel with appropriate expertise in each of its various
administrative and business areas to implement effectively the
Company’s risk management and monitoring systems and
processes.

Each business unit has a risk committee that is responsible for
ensuring that the business unit, as applicable: adheres to
established limits for market, credit, operational and other
risks; implements risk measurement, monitoring, and
management policies and procedures that are consistent with
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the risk framework established by the Firm Risk Committeg;
and reviews, on a periodic basis, its aggregate risk exposures,
risk exception experience, and the efficacy of its risk
identification, measurement, monitoring, and management
policies and procedures, and related controls.

Market Risk

Market risk refers to the risk that a change in the level 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.

The Company manages the market risk associated with its
trading activities on a Company-wide basis, on a trading
division level and on an individual product basis. Aggregate
market risk limits have been approved for the Company and
for each major trading division. Additional market risk limits
are assigned to trading desks and, as appropriate, products.
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
Company’s trading portfolios on a regular basis from a market
risk perspective utilizing Value-at-Risk and other quantitative
and qualitative risk measures and analyses. The Company’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. 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. The Market Risk Department also conducts
scenario analyses, which estimate the Company’s revenue
sensitivity to a set of specific, predefined market and
geopolitical events.

Credit Risk

The Company’s exposure to credit risk arises from the
possibility that a customer or counterparty to a transaction
might fail to perform under its contractual commitment, which
could result in the Company incurring losses. The Company
has credit guidelines that limit the Company’s current and
potential credit exposure to any one customer or counterparty
and to aggregates of customers or counterparties by type of
business activity. Specific credit risk limits based on these

credit guidelines also are in place for each type of customer or
counterparty (by rating category).

The Credit Department administers limits, monitors credit
exposure, and periodically reviews the financial soundness of
customers and counterparties. The Company manages the
credit exposure relating to its trading activities in various ways,
including entering into master netting agreements, collateral
arrangements, and limiting the duration of exposure. Risk is
mitigated in certain cases by closing out transactions, entering
into risk reducing transactions, assigning transactions to other
parties, or purchasing credit protection.

Concentration Risk

The Company is subject to concentration risk by holding large
positions in certain types of securities or commitments to
purchase securities of a single issuer. Financial instruments
owned by the Company include U.S. government and agency
securities which, in the aggregate, represent approximately
73% of the Company’s total assets at May 31, 2008. In
addition, all of the collateral held by the Company for reverse
repurchase agreements, which represented approximately 2%
of the Company’s total assets at May 31, 2008, consists of
securities issued by the U.S. government or federal agencies.
The Company seeks to limit concentration risk through the use
of the systems and procedures described in the preceding
discussions of risk management, market risk and credit risk.

Customer Activities

The Company’s customer activities involve the execution and
settlement of various securities transactions on behalf of
customers. Customer securities activities are transacted on a
cash basis.

The Company’s customer activities may expose it to off-
balance sheet credit risk. The Company may have to purchase
or sell financial instruments at prevailing market prices in the
event of the failure of a customer to settle a trade on its
original terms or in the event, cash and securities in customer
accounts are not sufficient to fully cover customer losses. The
Company seeks to control the risks associated with customer
activities by requiring customers to maintain margin collateral
in compliance with various regulations and Company policies.

Derivative Contracts

In the normal course of business, the Company enters into a
variety of derivative contracts related to financial instruments.
The Company uses forward and option contracts and futures
in its trading activities. In addition, financial futures and
forward contracts are actively traded by the Company and are
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used to hedge proprietary inventory. These instruments
generally represent future commitments to purchase or sell
other financial instruments on specific terms at specified future
dates. None of these products have maturities extending
beyond one year.

Future changes in interest rates, foreign currency exchange
rates or the fair values of the financial instruments or indices
underlying these contracts ultimately may result in cash
settlements exceeding fair value amounts recognized in the
consolidated statement of financial condition. The amounts in
the following table represent the fair value of the exchange
traded and OTC options and other contracts (including
forward contracts) for derivatives for trading and investment,
net of offsetting positions in situations where netting is
appropriate. The asset amounts are not reported net of non-
cash collateral, which the Company obtains with respect to
certain transactions to reduce its exposure to credit losses.

Credit risk with respect to derivative instruments arises from
the failure of a counterparty to perform according to the terms
of the contract. The Company’s exposure to credit risk at any
point in time is represented by the fair value of the contracts
reported as assets. The Company monitors the
creditworthiness of counterparties to these transactions on an
ongoing basis and requests additional collateral when deemed
necessary. The Company believes the ultimate settlement of
the transactions outstanding at May 31, 2008 will not have a
material effect on the Company’s financial condition.

The Company’s OTC derivatives, net of cash collateral, as of
May 31, 2008 are summarized in the table below, showing fair
value of the related assets and liabilities by product

Product Type Assets Liabilities

TBA $542,338 $498,939

Total $542,338 $498,939
Note 9 -

Income Taxes

The Company is included in the consolidated federal income
tax return filed by the Parent. Federal income taxes have
been provided on a separate entity basis. The Company is
included in combined state and local income tax returns with
the Parent and certain other subsidiaries of the Parent. State
and local income taxes have been provided on separate entity
income at the effective tax rate of the Company’s combined
filing group.

In accordance with the terms of the Tax Allocation
Agreement with the Parent, all current and deferred taxes are
offset with all other intercompany balances with the Parent.

Income Tax Examinations

The Company is under continuous examination by the Internal
Revenue Service (the “IRS”) and tax authorities in certain
states in which the Company has significant business
operations, such as New York. The tax years under
examination vary by jurisdiction; for example, the current IRS
examination covers 1999-2005. The Company regularly
assesses the likelihood of additional assessments in each of the
taxing jurisdictions resulting from these and subsequent years’
examinations. The Company has established tax reserves that
the Company believes are adequate in relation to the potential
for additional assessments. Once established, the Company
adjusts tax reserves only when more information is available or
when an event occurs necessitating a change to the reserve.
The Company believes that the resolution of tax matters will
not have a material effect on the financial condition of the
Company.

Note 10 -
Stockholder’s Equity and Liquid Capital Requirements

The preferred stock is non-cumulative, participating preferred
stock valued at liquidation preference and pays dividends semi-
annually contingent upon a certain level of net income. The
dividend rate is based upon the six-month U.S. Treasury bill
yield. There were no dividend payments on preferred stock
during the year ended May 31, 2008.

As a registered government securities dealer, the Company is
subject to the financial responsibility requirements of Section
402.2 of the regulations under Section 15C of the Securities
Exchange Act of 1934. Under the capital requirements of
Section 402.2 of the regulations, the Company’s liquid capital,
as defined, must exceed the greater of 120% of its total
haircuts, as defined, or its total haircuts plus $250. At May 31,
2008, the Company’s liquid capital was $676,952 which
exceeded the amount required by $510,139. Pursuant to
Section 402.2 of the regulations, no equity capital may be
withdrawn if, after giving effect to such withdrawal, the ratio
of liquid capital to total haircuts would be less than 1.5 to 1.
Total haircuts at May 31, 2008 were $139,011 which resulted in
a ratio of liquid capital to total haircuts of 4.9 to 1.

Advances to the Parent and its affiliates, repayment of
subordinated liabilities, dividend payments and other equity
withdrawals are subject to certain notification and other
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provisions of the capital rules under Section 15C of the
Securities Exchange Act of 1934.

Note 11 —
Subsequent Event

In order to achieve operational and financial efficiencies, the
Company will merge into MS&Co. Upon completion of the
merger, MS&Co will be the surviving entity and customer
accounts of MSMPI will be transferred to MS & Co. on
September 1, 2008. MS&Co. and certain of its subsidiaries are
registered with the SEC as broker-dealers. MS&Co. is also
registered as a futures commission merchant with the
Commaodity Futures Trading Commission.



