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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, DC 20549

FORM 10-Q
QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF

THE SECURITIES EXCHANGE ACT OF 1934
For the quarterly period ended September 30, 2010

Commission File No. 000-52082

CARDIOVASCULAR SYSTEMS, INC.
(Exact name of registrant as specified in its charter)

Delaware
(State or Other Jurisdiction of
Incorporation or Organization)

No. 41-1698056
(IRS Employer

Identification No.)
651 Campus Drive

St. Paul, Minnesota 55112-3495
(Address of Principal Executive Offices)

Registrant�s telephone number (651) 259-1600

     Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required
to file such reports), and (2) has been subject to such filing requirements for the past 90 days. YES þ  NO o
     Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files). YES o  NO o
     Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated
filer, or a smaller reporting company. See the definitions of �large accelerated filer,� �accelerated filer� and �smaller
reporting company� in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer o Accelerated filer o Non-accelerated filer o
(Do not check if a smaller

reporting company)

Smaller reporting
company þ

     Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).
YES o  NO þ
The number of shares outstanding of the registrant�s common stock as of November 9, 2010 was: Common Stock,
$0.001 par value per share, 15,811,068 shares.
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PART I. � FINANCIAL INFORMATION
ITEM 1. CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

Cardiovascular Systems, Inc.
Consolidated Balance Sheets

(Dollars in Thousands, except per share and share amounts)
(Unaudited)

September
30, June 30,
2010 2010

ASSETS
Current assets
Cash and cash equivalents $ 22,006 $ 23,717
Accounts receivable, net 10,579 9,394
Inventories 4,456 4,319
Prepaid expenses and other current assets 1,448 1,048

Total current assets 38,489 38,478
Property and equipment, net 2,015 1,964
Patents, net 1,817 1,712
Other assets 106 180

Total assets $ 42,427 $ 42,334

LIABILITIES AND STOCKHOLDERS� EQUITY
Current liabilities
Current maturities of long-term debt $ 4,600 $ 3,613
Accounts payable 5,038 3,353
Deferred grant incentive 1,535 1,181
Accrued expenses 6,869 6,569

Total current liabilities 18,042 14,716

Long-term liabilities
Long-term debt, net of current maturities 6,366 7,286
Deferred grant incentive 2,218 2,208
Other liabilities 365 409

Total long-term liabilities 8,949 9,903

Total liabilities 26,991 24,619

Commitments and contingencies

Stockholders� equity
Common stock, $0.001 par value; authorized 100,000,000 common shares at
September 30, 2010 and June 30, 2010; issued and outstanding 15,709,508 at
September 30, 2010 and 15,148,549 at June 30, 2010, respectively 16 15
Additional paid in capital 159,710 157,718
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Common stock warrants 11,301 11,305
Accumulated deficit (155,591) (151,323)

Total stockholders� equity 15,436 17,715

Total liabilities and stockholders� equity $ 42,427 $ 42,334

The accompanying notes are an integral part of these unaudited consolidated financial statements.
3
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Cardiovascular Systems, Inc.
Consolidated Statements of Operations

(Dollars in thousands, except per share and share amounts)
(Unaudited)

Three Months Ended
September 30,

2010 2009
Revenues $ 18,165 $ 15,198
Cost of goods sold 4,141 3,488

Gross profit 14,024 11,710

Expenses
Selling, general and administrative 15,496 14,856
Research and development 2,422 2,781

Total expenses 17,918 17,637

Loss from operations (3,894) (5,927)
Other (expense) income
Interest expense (365) (371)
Interest income 7 98
Other (16) �

Total other expense (374) (273)

Net loss $ (4,268) $ (6,200)

Net loss per common share:
Basic and diluted $ (0.28) $ (0.43)

Weighted average common shares used in computation:
Basic and diluted 15,369,157 14,516,843

The accompanying notes are an integral part of these unaudited consolidated financial statements.
4
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Cardiovascular Systems, Inc.
Consolidated Statements Cash Flows

(Dollars in thousands)
(Unaudited)

Three Months Ended
September 30,

2010 2009
Cash flows from operating activities
Net loss $ (4,268) $ (6,200)
Adjustments to reconcile net loss to net cash used in operations
Depreciation and amortization 164 136
Amortization of debt discount 67 72
Stock-based compensation 1,989 2,221
Litigation settlement promissory note 250 �
Changes in assets and liabilities
Accounts receivable (1,185) 293
Inventories (137) (713)
Prepaid expenses and other assets (326) (394)
Accounts payable 1,685 (383)
Accrued expenses and other liabilities 370 2,981

Net cash used in operations (1,391) (1,987)

Cash flows from investing activities
Expenditures for property and equipment (200) (41)
Sales of investments � 100
Costs incurred in connection with patents (120) (139)

Net cash used in investing activities (320) (80)

Cash flows from financing activities
Exercise of stock options and warrants � 285
Payments on long-term debt � (875)

Net cash used in financing activities � (590)

Net change in cash and cash equivalents (1,711) (2,657)
Cash and cash equivalents
Beginning of period 23,717 33,411

End of period $ 22,006 $ 30,754

The accompanying notes are an integral part of these unaudited consolidated financial statements.
5
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CARDIOVASCULAR SYSTEMS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(For the three months ended September 30, 2010 and 2009)
(dollars in thousands, except per share and share amounts)

(unaudited)
1. Business Overview

Company Description and Merger
          Cardiovascular Systems, Inc. was incorporated as Replidyne, Inc. in Delaware in 2000. On February 25, 2009,
Replidyne, Inc. completed its reverse merger with Cardiovascular Systems, Inc., a Minnesota corporation incorporated
in 1989 (�CSI-MN�), in accordance with the terms of the Agreement and Plan of Merger and Reorganization, dated as
of November 3, 2008 (the �Merger Agreement�). Pursuant to the Merger Agreement, CSI-MN continued after the
merger as the surviving corporation and a wholly-owned subsidiary of Replidyne. At the effective time of the merger,
Replidyne, Inc. changed its name to Cardiovascular Systems, Inc. (�CSI�) and CSI-MN merged with and into CSI, with
CSI continuing after the merger as the surviving corporation.
          The Company develops, manufactures and markets devices for the treatment of vascular diseases. The
Company�s primary products, the Diamondback 360° PAD System and the Diamondback Predator 360° PAD System,
are catheter-based platforms capable of treating a broad range of plaque types in leg arteries both above and below the
knee and address many of the limitations associated with existing treatment alternatives. Prior to the merger,
Replidyne was a biopharmaceutical company focused on discovering, developing, in-licensing and commercializing
innovative anti-infective products.
2. Summary of Significant Accounting Policies

Interim Financial Statements
          The Company has prepared the unaudited interim consolidated financial statements and related unaudited
financial information in the footnotes in accordance with accounting principles generally accepted in the United States
of America (�GAAP�) and the rules and regulations of the Securities and Exchange Commission (�SEC�) for interim
financial statements. The year end consolidated balance sheet was derived from audited consolidated financial
statements, but does not include all disclosures as required by accounting principles generally accepted in the United
States of America. These interim consolidated financial statements reflect all adjustments consisting of normal
recurring accruals, which, in the opinion of management, are necessary to present fairly the Company�s consolidated
financial position, the results of its operations and its cash flows for the interim periods. These interim consolidated
financial statements should be read in conjunction with the consolidated annual financial statements and the notes
thereto included in the Form 10-K filed by the Company with the SEC on September 28, 2010. The nature of the
Company�s business is such that the results of any interim period may not be indicative of the results to be expected for
the entire year.

Fair Value of Financial Instruments
          Effective July 1, 2008, the Company adopted fair value guidance issued by the FASB, which provides a
framework for measuring fair value under Generally Accepted Accounting Principles and expands disclosures about
fair value measurements. In February 2008, the FASB provided a one-year deferral on the effective date of the
guidance for non-financial assets and non-financial liabilities, except those that are recognized or disclosed in the
financial statements at least annually.
          The fair value guidance classifies inputs into the following hierarchy:

Level 1 Inputs � quoted prices in active markets for identical assets and liabilities
Level 2 Inputs � observable inputs other than quoted prices in active markets for identical assets and liabilities
Level 3 Inputs � unobservable inputs

          The following table sets forth the fair value of the Company�s financial instruments that were measured on a
recurring basis as of September 30, 2010. Assets are measured on a recurring basis if they are remeasured at least
annually:

6
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Level 3
Conversion
Option

Balance at June 30, 2010 $ 224
Change in conversion option valuation 52

Balance at September 30, 2010 $ 276

          The conversion option is related to the loan and security agreement with Partners for Growth. The option
pricing model used to determine the value of the conversion option included various inputs including historical
volatility, stock price simulations, and assessed behavior of the Company and Partners for Growth based on those
simulations.
          As of September 30, 2010, the Company believes that the carrying amounts of its other financial instruments,
including accounts receivable, accounts payable and accrued liabilities approximate their fair value due to the
short-term maturities of these instruments. The carrying amount of long-term debt approximates fair value based on
interest rates currently available for debt with similar terms and maturities.

Use of Estimates
          The preparation of the Company�s consolidated financial statements in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the reporting period. Actual results
could differ from those estimates.

Revenue Recognition
          The Company sells the majority of its products via direct shipment to hospitals or clinics. The Company
recognizes revenue when all of the following criteria are met: persuasive evidence of an arrangement exists; delivery
has occurred; the sales price is fixed or determinable; and collectability is reasonably assured. These criteria are met at
the time of delivery when the risk of loss and title passes to the customer. The Company records estimated sales
returns, discounts and rebates as a reduction of net sales in the same period revenue is recognized.

Recent Accounting Pronouncements
          In January 2010, the FASB issued further guidance regarding additional disclosures relating to fair value of
transfers in and out of input Levels 1 and 2 and for activity in Level 3 and clarifies certain other existing disclosure
requirements. This guidance had no impact on the Company�s consolidated financial position, results of operations or
cash flows for the three months ended September 30, 2010.
          In October 2009, the FASB issued guidance providing principles for allocation of consideration among
multiple-elements, and accounting for separate deliverables under such an arrangement. The guidance introduces an
estimated selling price method for valuing the elements of a bundled arrangement if vendor-specific objective
evidence or third-party evidence of selling price is not available, and significantly expands related disclosure
requirements. This standard is effective on a prospective basis for revenue arrangements entered into or materially
modified in fiscal years beginning on or after June 15, 2010. Alternatively, adoption may be on a retrospective basis,
and early application is permitted. The Company adopted this guidance on July 1, 2010, and it had no impact on the
Company�s consolidated financial position, results of operations or cash flows for the three months ended
September 30, 2010.
3. Selected Consolidated Financial Statement Information

Inventories
          Inventories are stated at the lower of cost or market with cost determined on a first-in, first-out (�FIFO�) method
of valuation. The establishment of inventory allowances for excess and obsolete inventories is based on estimated
exposure on specific inventory items.

7
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          At September 30, 2010 and June 30, 2010, respectively, inventories were comprised of the following:

September
30, June 30,
2010 2010

Inventories
Raw materials $ 1,268 $ 1,256
Work in process 194 282
Finished goods 2,994 2,781

$ 4,456 $ 4,319

4. Debt
Loan and Security Agreement with Silicon Valley Bank

          On March 29, 2010, the Company entered into an amended and restated loan and security agreement with
Silicon Valley Bank. The agreement includes a $10,000 term loan and a $15,000 line of credit. The terms of each of
these loans are as follows:

� The $10,000 term loan has a fixed interest rate of 9.0% and a final payment amount equal to 1.0% of the
loan amount due at maturity. This term loan has a 36 month maturity, with repayment terms that include
interest only payments during the first six months followed by 30 equal principal and interest payments.
This term loan also includes an acceleration provision that requires the Company to pay the entire
outstanding balance, plus a penalty ranging from 1.0% to 3.0% of the principal amount, upon
prepayment or the occurrence and continuance of an event of default. In connection with entering into
the agreement, the Company amended a warrant previously granted to Silicon Valley Bank. The
warrants provide an option to purchase 8,493 shares of common stock at an exercise price of $5.48 per
share. This warrant is immediately exercisable and expires ten years after the date of amendment. The
balance outstanding on the term loan at September 30, 2010 was $9,625, net of the unamortized
discount associated with the warrants.

� The $15,000 line of credit has a two year maturity and a floating interest rate equal to Silicon Valley
Bank�s prime rate, plus 2.0%, with an interest rate floor of 6.0%. Interest on borrowings is due monthly
and the principal balance is due at maturity. Borrowings on the line of credit are based on (a) 80% of
eligible domestic receivables, plus (b) the lesser of 40% of eligible inventory or 25% of eligible
domestic receivables or $2,500, minus (c) to the extent in effect, certain loan reserves as defined in the
agreement. Accounts receivable receipts are deposited into a lockbox account in the name of Silicon
Valley Bank. The accounts receivable line of credit is subject to non-use fees, annual fees, and
cancellation fees. The agreement provides that initially 50% of the outstanding principal balance of the
$10,000 term loan reduces available borrowings under the line of credit. Upon the achievement of
certain financial covenants, the amount reducing available borrowings will be reduced to zero. There
was not an outstanding balance on the line of credit at September 30, 2010.

          Borrowings from Silicon Valley Bank are secured by all of the Company�s assets. The borrowings are subject to
prepayment penalties and financial covenants, including maintaining certain liquidity and fixed charge coverage
ratios, and certain three-month EBITDA targets. The Company was in compliance with all financial covenants as of
September 30, 2010. The agreement also includes subjective acceleration clauses which permit Silicon Valley Bank to
accelerate the due date under certain circumstances, including, but not limited to, material adverse effects on the
Company�s financial status or otherwise. Any non-compliance by the Company under the terms of debt arrangements
could result in an event of default under the Silicon Valley Bank loan, which, if not cured, could result in the
acceleration of this debt.

Loan and Security Agreement with Partners for Growth
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               On April 14, 2010, the Company entered into a loan and security agreement with Partners for Growth III,
L.P. (PFG). The agreement provides that PFG will make loans to the Company up to $4,000. The agreement has a
maturity date of April 14, 2015. The loans bear interest at a floating per annum rate equal to 2.75% above Silicon
Valley Bank�s prime rate, and such interest is payable monthly. The principal balance of and any accrued and unpaid
interest on any notes are due on the maturity date and may not be prepaid by the Company at any time in whole or in
part.
               Under the agreement, PFG provided the Company with an initial loan of $1,500 on April 15, 2010. In
addition, for a period of one year until April 14, 2011, the Company may request up to $2,500 of additional proceeds
from time to time, in minimum increments of $250. After this period, the Company may only request additional
proceeds (in increments of not less than $250) set forth in the debt agreement with PFG only to the extent of any
aggregate principal amount converted into the Company�s common stock through an optional conversion or mandatory
conversion. At any time prior to the maturity date, PFG may at its option convert any amount into the Company�s
common stock at the conversion price set forth in each note, which conversion price will be subject to adjustment
upon certain events as

8
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provided in such note. The initial note has a conversion price of $5.43, which equaled the ten-day volume weighted
average price per share of the Company�s common stock prior to the date of the agreement. The Company may also
effect at any time a mandatory conversion of amounts, subject to certain terms, conditions and limitations provided in
the agreement, including a requirement that the ten-day volume weighted average price of the Company�s common
stock prior to the date of conversion is at least 15% greater than the conversion price. The Company may reduce the
conversion price to a price that represents a 15% discount to the ten-day volume weighted average price of our
common stock to satisfy this condition and effect a mandatory conversion.
               The loans are secured by certain of the Company�s assets, and the agreement contains customary covenants
limiting the Company�s ability to, among other things, incur debt or liens, make certain investments and loans, effect
certain redemptions of and declare and pay certain dividends on its stock, permit or suffer certain change of control
transactions, dispose of collateral, or change the nature of its business. In addition, the PFG loan and security
agreement contains financial covenants requiring the Company to maintain certain liquidity and fixed charge coverage
ratios, and certain three-month EBITDA targets. The Company was in compliance with all financial covenants at
September 30, 2010. If the Company does not comply with the various covenants, PFG may, subject to various
customary cure rights, decline to provide additional loans, require amortization of the loan over its remaining term, or
require the immediate payment of all amounts outstanding under the loan and foreclose on any or all collateral,
depending on which financial covenants are not maintained.
               In connection with the execution of the PFG loan and security agreement, the Company issued a warrant to
PFG on April 14, 2010, which allows PFG to purchase 147,330 shares of the Company�s common stock at a price per
share of $5.43, which price was based on the ten-day volume weighted average price per share of the Company�s
common stock prior to the date of the agreement. The warrant vests with respect to 50% on the issue date, and
thereafter, vests pro rata from time to time according to a percentage equal to (a) the additional loans actually drawn
until April 14, 2011, divided by (b) $2,500. The warrant expires on the fifth anniversary of the issue date, subject to
earlier expiration in accordance with the terms. The balance outstanding on the convertible loan at September 30,
2010 was $1,341, net of the unamortized discount associated with the warrants.
          As of September 30, 2010, debt maturities (including debt discount) were as follows:

Nine months ending June 30, 2011 $ 3,680
2012 3,812
2013 3,474

Total $ 10,966
Less: Current Maturities (4,600)

Long-term debt $ 6,366

5. Stock Options and Restricted Stock Awards
          The Company has a 2007 Equity Incentive Plan (the �2007 Plan�), under which options to purchase common
stock and restricted stock awards have been granted to employees, directors and consultants at exercise prices
determined by the board of directors; and a 1991 Stock Option Plan (the �1991 Plan�) and a 2003 Stock Option Plan (the
�2003 Plan�) (the 2007 Plan, the 1991 Plan and the 2003 Plan collectively, the �Plans�). The 1991 Plan and 2003 Plan
permitted the granting of incentive stock options and nonqualified options. A total of 485,250 shares of common stock
were originally reserved for issuance under the 1991 Plan, but with the execution of the 2003 Plan no additional
options are available for grant under the 1991 Plan. A total of 2,458,600 shares of common stock were originally
reserved for issuance under the 2003 Plan, but with the approval of the 2007 Plan no additional options are available
for grant under the 2003 Plan. The 2007 Plan originally allowed for the granting of up to 1,941,000 shares of common
stock as approved by the board of directors in the form of nonqualified or incentive stock options, restricted stock
awards, restricted stock unit awards, performance share awards, performance unit awards or stock appreciation rights
to officers, directors, consultants and employees of the Company. The Plan was amended in February 2009 to increase
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the number of authorized shares to 2,509,969. The amended 2007 Plan includes a renewal provision whereby the
number of shares shall automatically be increased on the first day of each fiscal year ending July 1, 2017, by the lesser
of (i) 970,500 shares, (ii) 5% of the outstanding common shares on such date, or (iii) a lesser amount determined by
the board of directors. On July 1, 2010, the number of shares available for grant was increased by 757,427 under the
2007 Plan renewal provision. The Company also maintains the 2006 Equity Incentive Plan (the �2006 Plan�), relating to
Replidyne activity prior to the merger in February 2009. A total of 794,641 shares were originally reserved under the
2006 Plan, but effective with the merger no additional options will be granted under it.
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          All options granted under the Plans become exercisable over periods established at the date of grant. The option
exercise price is generally based upon the market price for the Company�s common stock on the date of grant. In
addition, the Company has granted nonqualified stock options to a director outside of the Plans.
          Stock option activity for the three months ended September 30, 2010 is as follows:

Weighted
Number of Average

Options(a)
Exercise
Price

Options outstanding at June 30, 2010 3,356,993 $ 10.49
Options forfeited or expired (51,591) $ 12.34

Options outstanding at September 30, 2010 3,305,402 $ 10.47

(a) Includes the effect of options granted, exercised, forfeited or expired from the 1991 Plan, 2003 Plan, 2007 Plan,
and options granted outside the stock option plans described above.

          Options typically vest over two to three years. An employee�s unvested options are forfeited when employment
is terminated; vested options must be exercised at or within 90 days of termination to avoid forfeiture. The Company
determines the fair value of options using the Black-Scholes option pricing model. The estimated fair value of options,
including the effect of estimated forfeitures, is recognized as expense on a straight-line basis over the options� vesting
periods.
          The fair value of each restricted stock award is equal to the fair market value of the Company�s common stock at
the date of grant. Vesting of restricted stock awards range from one to three years. The estimated fair value of
restricted stock awards, including the effect of estimated forfeitures, is recognized on a straight-line basis over the
restricted stock�s vesting period. Restricted stock award activity for the three months ended September 30, 2010 is as
follows:

Weighted

Number of
Average
Fair

Shares Value
Restricted stock awards outstanding at June 30, 2010 1,105,883 $ 7.69
Restricted stock awards granted 617,630 $ 4.77
Restricted stock awards forfeited (56,401) $ 6.78
Restricted stock awards vested (229,448) $ 4.19

Restricted stock awards outstanding at September 30, 2010 1,437,394 $ 6.40

6. Texas Production Facility
          Effective on September 9, 2009, the Company entered into an agreement with the Pearland Economic
Development Corporation (the �PEDC�) for the construction and lease of an approximately 46,000 square foot
production facility located in Pearland, Texas. The facility will primarily serve as an additional manufacturing
location for the Company.
          The lease agreement provides that the PEDC will lease the facility and the land immediately surrounding the
facility to the Company for an initial term of ten years, which began April 1, 2010. Monthly fixed rent payments are
$35 for each of the first five years of the initial term and $38 for each of the last five years of the initial term. The
Company is also responsible for paying the taxes and operating expenses related to the facility. The lease has been
classified as an operating lease for financial statement purposes. Upon an event of default under the agreement, the
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Company will be liable for the difference between the balance of the rent owed for the remainder of the term and the
fair market rental value of the leased premises for such period.
          The Company has the option to renew the lease for up to two additional periods of five years each. If the
Company elects to exercise one or both of these options, the rent for such extended terms will be set at the prevailing
market rental rates at such times, as determined in the agreement. After the commencement date and until shortly
before the tenth anniversary of the commencement date, the Company will have the option to purchase all, but not less
than all, of the leased premises at fair market value, as determined in the agreement. Further, within six years of the
commencement date and subject to certain conditions, the Company has options to cause the PEDC to make two
additions or expansions to the facility of a minimum of 34,000 and 45,000 square feet each.
          The Company and the PEDC previously entered into a Corporate Job Creation Agreement dated June 17, 2009.
The Job Creation Agreement provided the Company with $2,975 in net cash incentive funds. The Company believes it
will be able to comply with the conditions specified in the grant agreement. The PEDC will provide the Company
with an additional $1,700 of net cash incentive funds in the following amounts and upon achievement of the following
milestones:
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� $1,020, upon the hiring of the 75th full-time employee at the facility; and

� $680, upon the hiring of the 125th full-time employee at the facility.
          In order to retain all of the cash incentives, beginning one year and 90 days after the commencement date, the
Company must not have fewer than 25 full-time employees at the facility for more than 120 consecutive days. Failure
to meet this requirement will result in an obligation to make reimbursement payments to the PEDC as outlined in the
agreement. The Company will not have any reimbursement requirements after 60 months from the effective date of
the agreement.
          The Job Creation Agreement also provides the Company with a net $1,275 award, of which $510 will be funded
by a grant from the State of Texas for which the Company has applied through the Texas Enterprise Fund program. As
of September 30, 2010, $340 has been received. The PEDC has committed, by resolution, to guarantee the award and
will make payment to the Company for the remaining $765. As of September 30, 2010, $255 has been received. The
grant from the State of Texas is subject to reimbursement if the Company fails to meet certain job creation targets
through 2014 and maintain these positions through 2020.
          The Company has presented the net cash incentive funds as a current and long-term liability on the balance
sheet. The liabilities will be reduced over a 60 month period and recorded as an offset to expenditures incurred using a
systematic methodology that is intended to reduce the majority of the liabilities in the first 24 months of the
agreement. As of September 30, 2010, $327 in expenses has reduced the deferred grant incentive liabilities, resulting
in a remaining current liability of $1,535 and long-term liability of $2,218.
7. Commitment and Contingencies

ev3 Legal Proceedings
          The Company was a party to a legal proceeding with ev3 Inc., ev3 Endovascular, Inc. and FoxHollow
Technologies, Inc., together referred to as the Plaintiffs, which filed a complaint on December 28, 2007 in the Ramsey
County District Court for the State of Minnesota against the Company and former employees of FoxHollow currently
employed by the Company, which complaint was subsequently amended.
          On October 27, 2010, the Company entered into a settlement agreement with the Plaintiffs. The agreement
dismisses all claims and counterclaims in the legal proceeding between the two parties, with neither party admitting
any liability or wrongdoing. Pursuant to the agreement, the Company paid ev3 $1,000, in the form of $750 cash and a
$250 promissory note. The promissory note bears interest at 3.5% per annum, with principal and cumulative interest
due and payable on or before January 1, 2014. The Company has received insurance proceeds of $500 related to the
settlement, and has recorded a net expense of $500 in selling, general, and administrative expenses related to the
settlement during the three months ended September 30, 2010.
8. Earnings Per Share
          The following table presents a reconciliation of the numerators and denominators used in the basic and diluted
earnings per common share computations:

Three Months Ended
March 31,

2010 2009
Numerator
Net loss $ (4,268) $ (6,200)

Denominator
Weighted average common shares � basic 15,369,157 14,516,843
Effect of dilutive stock options and warrants (a)(b) � �

Weighted average common shares outstanding � diluted 15,369,157 14,516,843

Net loss per common share � basic and diluted $ (0.28) $ (0.43)
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(a) At September 30, 2010 and 2009, 3,234,626 and 3,115,246 warrants, respectively, were outstanding. The effect
of the shares that would be issued upon exercise of these warrants has been excluded from the calculation of
diluted loss per share because those shares are anti-dilutive.

(b) At September 30, 2010 and 2009, 3,305,402 and 3,650,296 stock options, respectively, were outstanding. The
effect of the shares that would be issued upon exercise of these options has been excluded from the calculation of
diluted loss per share because those shares are anti-dilutive.
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ITEM 2. MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS
          You should read the following discussion and analysis of our financial condition and results of operations
together with our financial statements and the related notes appearing under Item 1 of Part 1. Some of the information
contained in this discussion and analysis or set forth elsewhere in this quarterly report, including information with
respect to our plans and strategy for our business and expected financial results, includes forward-looking statements
that involve risks and uncertainties. You should review the �Risk Factors� discussed in our Form 10-K for the year
ended June 30, 2010 for a discussion of important factors that could cause actual results to differ materially from the
results described in or implied by the forward-looking statements contained in the following discussion and analysis.
OVERVIEW
          We are a medical device company focused on developing and commercializing interventional treatment systems
for vascular disease. Our primary products, the Diamondback 360° PAD System (the �Diamondback 360°�) and the
Diamondback Predator 360° (the �Predator 360°�), are catheter-based platforms capable of treating a broad range of
plaque types in leg arteries both above and below the knee and address many of the limitations associated with
existing treatment alternatives. We also are pursuing approval of our products for coronary use. We refer to the
Diamondback 360° and the Predator 360° collectively in this report as the �Diamondback Systems.�
          We were incorporated as Replidyne, Inc. in Delaware in 2000. On February 25, 2009, Replidyne, Inc.
completed its business combination with Cardiovascular Systems, Inc., a Minnesota corporation (�CSI-MN�), in
accordance with the terms of the Agreement and Plan of Merger and Reorganization, dated as of November 3, 2008
(the �Merger Agreement�). Pursuant to the Merger Agreement, CSI-MN continued after the merger as the surviving
corporation and a wholly-owned subsidiary of Replidyne. Replidyne changed its name to Cardiovascular Systems,
Inc. (�CSI�) and CSI-MN merged with and into CSI, with CSI continuing after the merger as the surviving corporation.
These transactions are referred to herein as the �merger.� Replidyne was a biopharmaceutical company focused on
discovering, developing, in-licensing and commercializing anti-infective products.
          At the closing of the merger, Replidyne�s net assets, as calculated pursuant to the terms of the Merger
Agreement, were approximately $36.6 million as adjusted. As of immediately following the effective time of the
merger, former CSI stockholders owned approximately 80.2% of the outstanding common stock of the combined
company, and Replidyne stockholders owned approximately 19.8% of the outstanding common stock of the combined
company.
          CSI was incorporated in Minnesota in 1989. From 1989 to 1997, we engaged in research and development on
several different product concepts that were later abandoned. Since 1997, we have devoted substantially all of our
resources to the development of the Diamondback Systems.
          From 2003 to 2005, we conducted numerous bench and animal tests in preparation for application submissions
to the FDA. We initially focused our testing on providing a solution for coronary in-stent restenosis, but later changed
the focus to PAD. In 2006, we obtained an investigational device exemption from the FDA to conduct our pivotal
OASIS clinical trial, which was completed in January 2007. The OASIS clinical trial was a prospective 20-center
study that involved 124 patients with 201 lesions.
          In August 2007, the FDA granted us 510(k) clearance for the use of the Diamondback 360° as a therapy in
patients with PAD. We commenced commercial introduction of the Diamondback 360° in the United States in
September 2007. We were granted 510(k) clearance of the Predator 360° in March 2009. We market the Diamondback
Systems in the United States through a direct sales force and expend significant capital on our sales and marketing
efforts to expand our customer base and utilization per customer. We assemble at our facilities the single-use catheter
used in the Diamondback Systems with components purchased from third-party suppliers, as well as with components
manufactured in-house. A control unit and guidewires are purchased from third-party suppliers.
          As of September 30, 2010, we had an accumulated deficit of $155.6 million. We expect our losses to continue
but generally decline as revenue grows from continued commercialization activities, development of additional
product enhancements, accumulation of clinical data on our products, and further regulatory approvals. To date, we
have financed our operations primarily through the private placement of equity securities and completion of the
merger.
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CRITICAL ACCOUNTING POLICIES AND SIGNIFICANT JUDGMENTS AND ESTIMATES
          Our management�s discussion and analysis of our financial condition and results of operations are based on our
consolidated financial statements, which have been prepared in accordance with accounting principles generally
accepted in the United States. The preparation of our consolidated financial statements requires us to make estimates,
assumptions and judgments that affect amounts reported in those statements. Our estimates, assumptions and
judgments, including those related to revenue recognition, allowance for doubtful accounts, excess and obsolete
inventory, investments, and stock-based compensation are updated as appropriate at least quarterly. We use
authoritative pronouncements, our technical accounting knowledge, cumulative business experience, judgment and
other factors in the selection and application of our accounting policies. While we believe that the estimates,
assumptions and judgments that we use in preparing our consolidated financial statements are appropriate, these
estimates, assumptions and judgments are subject to factors and uncertainties regarding their outcome. Therefore,
actual results may materially differ from these estimates.
          Some of our significant accounting policies require us to make subjective or complex judgments or estimates.
An accounting estimate is considered to be critical if it meets both of the following criteria: (1) the estimate requires
assumptions about matters that are highly uncertain at the time the accounting estimate is made, and (2) different
estimates that reasonably could have been used, or changes in the estimate that are reasonably likely to occur from
period to period, would have a material impact on the presentation of our financial condition, results of operations, or
cash flows.
RESULTS OF OPERATIONS
The following table sets forth, for the periods indicated, our results of operations expressed as dollar amounts (in
thousands), and, for certain line items, the changes between the specified periods expressed as percent increases or
decreases:

Three Months Ended September 30,
Percent

2010 2009 Change
Revenues $ 18,165 $ 15,198 19.5%
Cost of goods sold 4,141 3,488 18.7

Gross profit 14,024 11,710 19.8

Expenses:
Selling, general and administrative 15,496 14,856 4.3
Research and development 2,422 2,781 (12.9)

Total expenses 17,918 17,637 1.6

Loss from operations (3,894) (5,927) (34.3)
Other (expense) incomer 73.86 60.07 -
Third Quarter 80.65 60.98 -
Fourth Quarter 69.71 54.61 -
2017
First Quarter 69.90 50.76 -
Second Quarter 59.67 47.91 -
Third Quarter 62.53 57.39 -
Fourth Quarter 79.61 58.20 -
2018
First Quarter 89.12 76.67 -
Second Quarter 129.6987.27 -
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Third Quarter 162.49118.84-
Fourth Quarter 161.64113.26-
2019
First Quarter (through February 28, 2019) 157.32123.35-

We make no representation as to the amount of dividends, if any, that lululemon athletica inc. may pay in the future.
In any event, as an investor in the Contingent Income Auto-Callable Securities, you will not be entitled to receive

dividends, if any, that may be payable on the common stock of lululemon athletica inc.

March 2019 Page 11
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Common Stock of lululemon athletica inc. – Daily Closing Prices

January 1, 2014 to February 28, 2019

*The red solid line indicates the hypothetical downside threshold price, assuming the closing price of the underlying
stock on February 28, 2019 were the initial share price.

This document relates only to the securities offered hereby and does not relate to the underlying stock or other
securities of lululemon athletica inc. We have derived all disclosures contained in this document regarding lululemon
athletica inc. stock from the publicly available documents described above. In connection with the offering of the
securities, neither we nor the agent has participated in the preparation of such documents or made any due diligence
inquiry with respect to lululemon athletica inc. Neither we nor the agent makes any representation that such publicly
available documents or any other publicly available information regarding lululemon athletica inc. is accurate or
complete. Furthermore, we cannot give any assurance that all events occurring prior to the date hereof (including
events that would affect the accuracy or completeness of the publicly available documents described above) that

would affect the trading price of the underlying stock (and therefore the price of the underlying stock at the time we
price the securities) have been publicly disclosed. Subsequent disclosure of any such events or the disclosure of or
failure to disclose material future events concerning lululemon athletica inc. could affect the value received with

respect to the securities and therefore the value of the securities.

Neither the issuer nor any of its affiliates makes any representation to you as to the performance of the underlying
stock.

March 2019 Page 12
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Additional Terms of the Securities

Please read this information in conjunction with the summary terms on the front cover of this document.

Additional
Terms:	
If the terms described herein are inconsistent with those described in the accompanying product supplement or
prospectus, the terms described herein shall control.

Interest period:
The quarterly period from and including the original issue date (in the case of the first interest
period) or the previous scheduled contingent payment date, as applicable, to but excluding the
following scheduled contingent payment date, with no adjustment for any postponement thereof.

Day count
convention: Interest will be computed on the basis of a 360-day year of twelve 30-day months.

Record date:

The record date for each contingent payment date shall be the date one business day prior to such
scheduled contingent payment date; provided, however, that any contingent quarterly coupon
payable at maturity or upon redemption shall be payable to the person to whom the payment at
maturity or early redemption payment, as the case may be, shall be payable.

Underlying
stock: The accompanying product supplement refers to the underlying stock as the “underlying shares.”

Underlying
stock issuer:

lululemon athletica inc.  The accompanying product supplement refers to the underlying stock
issuer as the “underlying company.”

Downside
threshold price: The accompanying product supplement refers to the downside threshold price as the “trigger level.”

Postponement
of maturity
date:

If the scheduled final determination date is not a trading day or if a market disruption event occurs
on that day so that the final determination date is postponed and falls less than two business days
prior to the scheduled maturity date, the maturity date of the securities will be postponed to the
second business day following that final determination date as postponed.

Postponement
of contingent
payment dates:

If a contingent payment date (including the maturity date) is postponed as a result of the
postponement of the relevant determination date, no adjustment shall be made to any contingent
quarterly coupon paid on that postponed date.

Antidilution
adjustments:

The following replaces in its entirety the portion of the section entitled “Antidilution Adjustments” in
the accompanying product supplement for auto-callable securities from the start of paragraph 5 to
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the end of such section.

5. If (i) there occurs any reclassification or change of the underlying stock, including, without
limitation, as a result of the issuance of any tracking stock by the underlying stock issuer, (ii) the
underlying stock issuer or any surviving entity or subsequent surviving entity of the underlying
stock issuer (the “successor corporation”) has been subject to a merger, combination or consolidation
and is not the surviving entity, (iii) any statutory exchange of securities of the underlying stock
issuer or any successor corporation with another corporation occurs (other than pursuant to clause
(ii) above), (iv) the underlying stock issuer is liquidated, (v) the underlying stock issuer issues to
all of its shareholders equity securities of an issuer other than the underlying stock issuer (other
than in a transaction described in clause (ii), (iii) or (iv) above) (a “spin-off event”) or (vi) a tender or
exchange offer or going-private transaction is consummated for all the outstanding shares of the
underlying stock (any such event in clauses (i) through (vi), a “reorganization event”), the method of
determining whether an early redemption has occurred and the amount payable upon an early
redemption date or at maturity for each security will be as follows:

·	    Upon any determination date following the effective date of a reorganization event and prior
to the final determination date: If the exchange property value (as defined below) is greater than or
equal to the initial share price, the securities will be automatically redeemed for an early
redemption payment.

·	    Upon the final determination date, if the securities have not previously been automatically
redeemed: You will receive for each security that you hold a payment at maturity equal to:

Ø	If the exchange property value on the final determination date is greater than or equal to the
downside threshold price: (i) the stated principal amount plus (ii) the contingent quarterly coupon
with respect to the final determination date

Ø	If the exchange property value on the final determination date is less than the downside
threshold price: (i) the stated principal amount multiplied by (ii) the share performance factor. For
purposes of calculating the share performance factor, the “final share price” will be deemed to equal
the exchange property value on the final determination date.

Following the effective date of a reorganization event, the contingent quarterly coupon will be
payable for each determination date on which the exchange property value is greater than or equal
to the downside threshold price.
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In the event exchange property consists of securities, those securities will, in turn, be subject to the
antidilution adjustments set forth in paragraphs 1 through 5.

For purposes of determining whether or not the exchange property value is less than the initial
share price or less than the downside threshold price, “exchange property value” means (x) for any
cash received in any reorganization event, the value, as determined by the Calculation Agent, as of
the date of receipt, of such cash received for one share of the underlying stock, as adjusted by the
adjustment factor at the time of such reorganization event, (y) for any property other than cash or
securities received in any such reorganization event, the market value, as determined by the
Calculation Agent in its sole discretion, as of the date of receipt, of such exchange property
received for one share of the underlying stock, as adjusted by the adjustment factor at the time of
such reorganization event and (z) for any security received in any such reorganization event, an
amount equal to the closing price, as of the day on which the exchange property value is
determined, per share of such security multiplied by the quantity of such security received for each
share of the underlying stock, as adjusted by the adjustment factor at the time of such
reorganization event.

For purposes of paragraph 5 above, in the case of a consummated tender or exchange offer or
going-private transaction involving consideration of particular types, exchange property shall be
deemed to include the amount of cash or other property delivered by the offeror in the tender or
exchange offer (in an amount determined on the basis of the rate of exchange in such tender or
exchange offer or going-private transaction). In the event of a tender or exchange offer or a
going-private transaction with respect to exchange property in which an offeree may elect to
receive cash or other property, exchange property shall be deemed to include the kind and amount
of cash and other property received by offerees who elect to receive cash.

Following the occurrence of any reorganization event referred to in paragraph 5 above, all
references in this offering document and in the related product supplement with respect to the
securities to “the underlying stock” shall be deemed to refer to the exchange property and references
to a “share” or “shares” of the underlying stock shall be deemed to refer to the applicable unit or units
of such exchange property, unless the context otherwise requires.
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No adjustment to the adjustment factor will be required unless such adjustment would require a
change of at least 0.1% in the adjustment factor then in effect. The adjustment factor resulting from
any of the adjustments specified above will be rounded to the nearest one hundred-thousandth, with
five one-millionths rounded upward. Adjustments to the adjustment factor will be made up to the
close of business on the final determination date.

No adjustments to the adjustment factor or method of calculating the adjustment factor will be
required other than those specified above. The adjustments specified above do not cover all events
that could affect the determination closing price or the final share price of the underlying stock,
including, without limitation, a partial tender or exchange offer for the underlying stock.

The Calculation Agent shall be solely responsible for the determination and calculation of any
adjustments to the adjustment factor or method of calculating the adjustment factor and of any
related determinations and calculations with respect to any distributions of stock, other securities or
other property or assets (including cash) in connection with any corporate event described in
paragraphs 1 through 5 above, and its determinations and calculations with respect thereto shall be
conclusive in the absence of manifest error.

The Calculation Agent will provide information as to any adjustments to the adjustment factor or to
the method of calculating the amount payable at maturity of the securities made pursuant to
paragraph 5 above upon written request by any investor in the securities.

Trustee: The Bank of New York Mellon

Calculation
agent: MS & Co.

Issuer notices
to registered
security
holders, the
trustee and the
depositary:

In the event that the maturity date is postponed due to postponement of the final determination date,
the issuer shall give notice of such postponement and, once it has been determined, of the date to
which the maturity date has been rescheduled (i) to each registered holder of the securities by
mailing notice of such postponement by first class mail, postage prepaid, to such registered holder’s
last address as it shall appear upon the registry books, (ii) to the trustee by facsimile, confirmed by
mailing such notice to the trustee by first class mail, postage prepaid, at its New York office and
(iii) to The Depository Trust Company (the “depositary”) by telephone or facsimile confirmed by
mailing such notice to the depositary by first class mail, postage prepaid.  Any notice that is mailed
to a registered holder of the securities in the manner herein provided shall be conclusively
presumed to have been duly given to such registered holder, whether or not such registered holder
receives the notice.  The issuer shall give such notice as promptly as possible, and in no case later
than (i) with respect to notice of postponement of the maturity date, the business day immediately
preceding the scheduled maturity date and (ii) with respect to notice of the date to which the
maturity date has been rescheduled, the business day immediately following the final determination
date as postponed.
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In the event that the securities are subject to early redemption, the issuer shall, (i) on the business
day following the applicable determination date, give notice of the early redemption and the early
redemption payment, including specifying the payment date of the amount due upon the early
redemption, (x) to each registered holder of the securities by mailing notice of such early
redemption by first class mail, postage prepaid, to such registered holder’s last address as it shall
appear upon the registry books, (y) to the trustee by facsimile confirmed by mailing such notice to
the trustee by first class mail, postage prepaid, at its New York office and (z) to the depositary by
telephone or facsimile confirmed by mailing such notice to the depositary by first class mail,
postage prepaid, and (ii) on or prior to the early redemption date, deliver the aggregate cash amount
due with

March 2019 Page 14

Edgar Filing: Cardiovascular Systems Inc - Form 10-Q

Table of Contents 29



Morgan Stanley Finance LLC

Contingent Income Auto-Callable Securities due March 11, 2022

Based on the Performance of the Common Stock of lululemon athletica inc. 

Principal at Risk Securities 

respect to the securities to the trustee for delivery to the depositary, as holder of the securities.  Any notice that is
mailed to a registered holder of the securities in the manner herein provided shall be conclusively presumed to have
been duly given to such registered holder, whether or not such registered holder receives the notice. This notice
shall be given by the issuer or, at the issuer’s request, by the trustee in the name and at the expense of the issuer,
with any such request to be accompanied by a copy of the notice to be given.

The issuer shall, or shall cause the calculation agent to, (i) provide written notice to the trustee, on which notice the
trustee may conclusively rely, and to the depositary of the amount of cash to be delivered as contingent quarterly
coupon, if any, with respect to each security on or prior to 10:30 a.m. (New York City time) on the business day
preceding each contingent payment date, and (ii) deliver the aggregate cash amount due, if any, with respect to the
contingent quarterly coupon to the trustee for delivery to the depositary, as holder of the securities, on the
applicable contingent payment date.

The issuer shall, or shall cause the calculation agent to, (i) provide written notice to the trustee, on which notice the
trustee may conclusively rely, and to the depositary of the amount of cash, if any, to be delivered with respect to
the securities, on or prior to 10:30 a.m. (New York City time) on the business day preceding the maturity date, and
(ii) deliver the aggregate cash amount due with respect to the securities, if any, to the trustee for delivery to the
depositary, as holder of the securities, on the maturity date.
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Additional Information About the Securities

Additional
Information:	
Listing: The securities will not be listed on any securities exchange.

Minimum
ticketing size: $1,000 / 100 securities

Tax
considerations:

Prospective investors should note that the discussion under the section called “United States
Federal Taxation” in the accompanying product supplement does not apply to the securities
issued under this document and is superseded by the following discussion.

The following is a general discussion of the material U.S. federal income tax consequences and
certain estate tax consequences of the ownership and disposition of the securities. This discussion
applies only to investors in the securities who:

·	    purchase the securities in the original offering; and

·	    hold the securities as capital assets within the meaning of Section 1221 of the Internal
Revenue Code of 1986, as amended (the “Code”).

This discussion does not describe all of the tax consequences that may be relevant to a holder in
light of the holder’s particular circumstances or to holders subject to special rules, such as:

·	    certain financial institutions;

·	    insurance companies;
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·	    certain dealers and traders in securities or commodities;

·	    investors holding the securities as part of a “straddle,” wash sale, conversion transaction,
integrated transaction or constructive sale transaction;

·	    U.S. Holders (as defined below) whose functional currency is not the U.S. dollar;

·	    partnerships or other entities classified as partnerships for U.S. federal income tax purposes;

·	    regulated investment companies;

·	    real estate investment trusts; or

·	    tax-exempt entities, including “individual retirement accounts” or “Roth IRAs” as defined in
Section 408 or 408A of the Code, respectively.

If an entity that is classified as a partnership for U.S. federal income tax purposes holds the
securities, the U.S. federal income tax treatment of a partner will generally depend on the status of
the partner and the activities of the partnership. If you are a partnership holding the securities or a
partner in such a partnership, you should consult your tax adviser as to the particular U.S. federal
tax consequences of holding and disposing of the securities to you.

As the law applicable to the U.S. federal income taxation of instruments such as the securities is
technical and complex, the discussion below necessarily represents only a general summary. The
effect of any applicable state, local or non-U.S. tax laws is not discussed, nor are any alternative
minimum tax consequences or consequences resulting from the Medicare tax on investment
income. Moreover, the discussion below does not address the consequences to taxpayers subject to
special tax accounting rules under Section 451(b) of the Code.

This discussion is based on the Code, administrative pronouncements, judicial decisions and final,
temporary and proposed Treasury regulations, all as of the date hereof, changes to any of which
subsequent to the date hereof may affect the tax consequences described herein. Persons
considering the purchase of the securities should consult their tax advisers with regard to the
application of the U.S. federal income tax laws to their particular situations as well as any tax
consequences arising under the laws of any state, local or non-U.S. taxing jurisdiction.

General

Due to the absence of statutory, judicial or administrative authorities that directly address the
treatment of the securities or instruments that are similar to the securities for U.S. federal income
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tax purposes, no assurance can be given that the IRS or a court will agree with the tax treatment
described herein. We intend to treat a security for U.S. federal income tax purposes as a single
financial contract that provides for a coupon that will be treated as gross income to you at the time
received or accrued in accordance with your regular method of tax accounting. In the opinion of
our counsel, Davis Polk & Wardwell LLP, this treatment of the securities is reasonable under
current law; however, our counsel has advised us that it is unable to conclude affirmatively that
this treatment is more likely than not to be upheld, and that alternative treatments are possible.
Moreover, our counsel’s opinion is based on market conditions as of the date of this preliminary
pricing supplement and is subject to confirmation on the pricing date.

You should consult your tax adviser regarding all aspects of the U.S. federal tax
consequences of an
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investment in the securities (including possible alternative treatments of the securities). Unless otherwise
stated, the following discussion is based on the treatment of each security as described in the previous
paragraph.

Tax Consequences to U.S. Holders

This section applies to you only if you are a U.S. Holder. As used herein, the term “U.S. Holder” means a beneficial
owner of a security that is, for U.S. federal income tax purposes:

·	    a citizen or individual resident of the United States;

·	    a corporation, or other entity taxable as a corporation, created or organized in or under the laws of the United
States, any state thereof or the District of Columbia; or

·	    an estate or trust the income of which is subject to U.S. federal income taxation regardless of its source.

Tax Treatment of the Securities

Assuming the treatment of the securities as set forth above is respected, the following U.S. federal income tax
consequences should result.

Tax Basis. A U.S. Holder’s tax basis in the securities should equal the amount paid by the U.S. Holder to acquire the
securities.
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Tax Treatment of Coupon Payments. Any coupon payment on the securities should be taxable as ordinary income
to a U.S. Holder at the time received or accrued, in accordance with the U.S. Holder’s regular method of accounting
for U.S. federal income tax purposes.

Sale, Exchange or Settlement of the Securities. Upon a sale, exchange or settlement of the securities, a U.S. Holder
should recognize gain or loss equal to the difference between the amount realized on the sale, exchange or
settlement and the U.S. Holder’s tax basis in the securities sold, exchanged or settled. For this purpose, the amount
realized does not include any coupon paid at settlement and may not include sale proceeds attributable to an
accrued coupon, which may be treated as a coupon payment. Any such gain or loss recognized should be long-term
capital gain or loss if the U.S. Holder has held the securities for more than one year at the time of the sale,
exchange or settlement, and should be short-term capital gain or loss otherwise. The ordinary income treatment of
the coupon payments, in conjunction with the capital loss treatment of any loss recognized upon the sale, exchange
or settlement of the securities, could result in adverse tax consequences to holders of the securities because the
deductibility of capital losses is subject to limitations.

Possible Alternative Tax Treatments of an Investment in the Securities

Due to the absence of authorities that directly address the proper tax treatment of the securities, no assurance can be
given that the IRS will accept, or that a court will uphold, the treatment described above. In particular, the IRS
could seek to analyze the U.S. federal income tax consequences of owning the securities under Treasury
regulations governing contingent payment debt instruments (the “Contingent Debt Regulations”). If the IRS were
successful in asserting that the Contingent Debt Regulations applied to the securities, the timing and character of
income thereon would be significantly affected. Among other things, a U.S. Holder would be required to accrue
into income original issue discount on the securities every year at a “comparable yield” determined at the time of
their issuance, adjusted upward or downward to reflect the difference, if any, between the actual and the projected
amount of any contingent payments on the securities. Furthermore, any gain realized by a U.S. Holder at maturity
or upon a sale, exchange or other disposition of the securities would be treated as ordinary income, and any loss
realized would be treated as ordinary loss to the extent of the U.S. Holder’s prior accruals of original issue discount
and as capital loss thereafter. The risk that financial instruments providing for buffers, triggers or similar downside
protection features, such as the securities, would be recharacterized as debt is greater than the risk of
recharacterization for comparable financial instruments that do not have such features.

Other alternative federal income tax treatments of the securities are possible, which, if applied, could significantly
affect the timing and character of the income or loss with respect to the securities. In 2007, the U.S. Treasury
Department and the IRS released a notice requesting comments on the U.S. federal income tax treatment of “prepaid
forward contracts” and similar instruments. The notice focuses on whether to require holders of “prepaid forward
contracts” and similar instruments to accrue income over the term of their investment. It also asks for comments on
a number of related topics, including the character of income or loss with respect to these instruments; whether
short-term instruments should be subject to any such accrual regime; the relevance of factors such as the
exchange–traded status of the instruments and the nature of the underlying property to which the instruments are
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linked; whether these instruments are or should be subject to the “constructive ownership” rule, which very generally
can operate to recharacterize certain long-term capital gain as ordinary income and impose an interest charge; and
appropriate transition rules and effective dates. While it is not clear whether instruments such as the securities
would be viewed as similar to the prepaid forward contracts described in the notice, any Treasury regulations or
other guidance promulgated after consideration of these issues could materially and adversely affect the tax
consequences of an investment in the securities, possibly with retroactive effect. U.S. Holders should consult their
tax advisers regarding the U.S. federal income tax consequences of an investment in the securities, including
possible alternative treatments and the issues
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presented by this notice.

Backup Withholding and Information Reporting

Backup withholding may apply in respect of payments on the securities and the payment of proceeds from a sale,
exchange or other disposition of the securities, unless a U.S. Holder provides proof of an applicable exemption or a
correct taxpayer identification number and otherwise complies with applicable requirements of the backup
withholding rules. The amounts withheld under the backup withholding rules are not an additional tax and may be
refunded, or credited against the U.S. Holder’s U.S. federal income tax liability, provided that the required
information is timely furnished to the IRS.  In addition, information returns will be filed with the IRS in connection
with payments on the securities and the payment of proceeds from a sale, exchange or other disposition of the
securities, unless the U.S. Holder provides proof of an applicable exemption from the information reporting rules.

Tax Consequences to Non-U.S. Holders

This section applies to you only if you are a Non-U.S. Holder. As used herein, the term “Non-U.S. Holder” means a
beneficial owner of a security that is for U.S. federal income tax purposes:

·	    an individual who is classified as a nonresident alien;

·	    a foreign corporation; or

·	    a foreign estate or trust.

The term “Non-U.S. Holder” does not include any of the following holders:
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·	    a holder who is an individual present in the United States for 183 days or more in the taxable year of
disposition and who is not otherwise a resident of the United States for U.S. federal income tax purposes;

·	    certain former citizens or residents of the United States; or

·	    a holder for whom income or gain in respect of the securities is effectively connected with the conduct of a
trade or business in the United States.

Such holders should consult their tax advisers regarding the U.S. federal income tax consequences of an investment
in the securities.

Although significant aspects of the tax treatment of each security are uncertain, we intend to withhold on any
coupon paid to a Non-U.S. Holder generally at a rate of 30% or at a reduced rate specified by an applicable income
tax treaty under an “other income” or similar provision. We will not be required to pay any additional amounts with
respect to amounts withheld. In order to claim an exemption from, or a reduction in, the 30% withholding tax, a
Non-U.S. Holder of the securities must comply with certification requirements to establish that it is not a U.S.
person and is eligible for such an exemption or reduction under an applicable tax treaty. If you are a Non-U.S.
Holder, you should consult your tax adviser regarding the tax treatment of the securities, including the possibility
of obtaining a refund of any withholding tax and the certification requirement described above.

Section 871(m) Withholding Tax on Dividend Equivalents

Section 871(m) of the Code and Treasury regulations promulgated thereunder (“Section 871(m)”) generally impose a
30% (or a lower applicable treaty rate) withholding tax on dividend equivalents paid or deemed paid to Non-U.S.
Holders with respect to certain financial instruments linked to U.S. equities or indices that include U.S. equities
(each, an “Underlying Security”). Subject to certain exceptions, Section 871(m) generally applies to securities that
substantially replicate the economic performance of one or more Underlying Securities, as determined based on
tests set forth in the applicable Treasury regulations (a “Specified Security”). However, pursuant to an IRS notice,
Section 871(m) will not apply to securities issued before January 1, 2021 that do not have a delta of one with
respect to any Underlying Security. Based on the terms of the securities and current market conditions, we expect
that the securities will not have a delta of one with respect to any Underlying Security on the pricing date.
However, we will provide an updated determination in the pricing supplement. Assuming that the securities do not
have a delta of one with respect to any Underlying Security, our counsel is of the opinion that the securities should
not be Specified Securities and, therefore, should not be subject to Section 871(m).

Our determination is not binding on the IRS, and the IRS may disagree with this determination. Section 871(m) is
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complex and its application may depend on your particular circumstances, including whether you enter into other
transactions with respect to an Underlying Security. If Section 871(m) withholding is required, we will not be
required to pay any additional amounts with respect to the amounts so withheld. You should consult your tax
adviser regarding the potential application of Section 871(m) to the securities.

U.S. Federal Estate Tax

Individual Non-U.S. Holders and entities the property of which is potentially includible in such an individual’s
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gross estate for U.S. federal estate tax purposes (for example, a trust funded by such an individual
and with respect to which the individual has retained certain interests or powers) should note that,
absent an applicable treaty exemption, the securities may be treated as U.S.-situs property subject
to U.S. federal estate tax. Prospective investors that are non-U.S. individuals, or are entities of the
type described above, should consult their tax advisers regarding the U.S. federal estate tax
consequences of an investment in the securities.

Backup Withholding and Information Reporting

Information returns will be filed with the IRS in connection with any coupon payment and may be
filed with the IRS in connection with the payment at maturity on the securities and the payment of
proceeds from a sale, exchange or other disposition. A Non-U.S. Holder may be subject to backup
withholding in respect of amounts paid to the Non-U.S. Holder, unless such Non-U.S. Holder
complies with certification procedures to establish that it is not a U.S. person for U.S. federal
income tax purposes or otherwise establishes an exemption. The amount of any backup
withholding from a payment to a Non-U.S. Holder will be allowed as a credit against the
Non-U.S. Holder’s U.S. federal income tax liability and may entitle the Non-U.S. Holder to a
refund, provided that the required information is timely furnished to the IRS.

FATCA

Legislation commonly referred to as “FATCA” generally imposes a withholding tax of 30% on
payments to certain non-U.S. entities (including financial intermediaries) with respect to certain
financial instruments, unless various U.S. information reporting and due diligence requirements
have been satisfied. An intergovernmental agreement between the United States and the non-U.S.
entity’s jurisdiction may modify these requirements. FATCA generally applies to certain financial
instruments that are treated as paying U.S.-source interest or other U.S.-source “fixed or
determinable annual or periodical” income (“FDAP income”). Withholding (if applicable) applies to
payments of U.S.-source FDAP income and to payments of gross proceeds of the disposition
(including upon retirement) of certain financial instruments treated as providing for U.S.-source
interest or dividends. Under recently proposed regulations (the preamble to which specifies that
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taxpayers are permitted to rely on them pending finalization), no withholding will apply on
payments of gross proceeds. While the treatment of the securities is unclear, you should assume
that any coupon payment with respect to the securities will be subject to the FATCA rules. If
withholding applies to the securities, we will not be required to pay any additional amounts with
respect to amounts withheld. Both U.S. and Non-U.S. Holders should consult their tax advisers
regarding the potential application of FATCA to the securities.

The discussion in the preceding paragraphs, insofar as it purports to describe provisions of
U.S. federal income tax laws or legal conclusions with respect thereto, constitutes the full
opinion of Davis Polk & Wardwell LLP regarding the material U.S. federal tax
consequences of an investment in the securities.

Use of proceeds
and hedging:

The proceeds from the sale of the securities will be used by us for general corporate purposes. We
will receive, in aggregate, $10 per security issued, because, when we enter into hedging
transactions in order to meet our obligations under the securities, our hedging counterparty will
reimburse the cost of the agent’s commissions. The costs of the securities borne by you and
described beginning on page 2 above comprise the agent’s commissions and the cost of issuing,
structuring and hedging the securities.

On or prior to the pricing date, we expect to hedge our anticipated exposure in connection with the
securities by entering into hedging transactions with our affiliates and/or third-party dealers. We
expect our hedging counterparties to take positions in the underlying stock, in futures and/or
options contracts on the underlying stock, or positions in any other available securities or
instruments that they may wish to use in connection with such hedging. Such purchase activity
could potentially increase the initial share price, and, as a result, the downside threshold price,
which is the price at or above which the underlying stock must close on each determination date in
order for you to earn a contingent quarterly coupon, and, if the securities are not redeemed prior to
maturity, in order for you to avoid being exposed to the negative price performance of the
underlying stock at maturity. In addition, through our affiliates, we are likely to modify our hedge
position throughout the term of the securities, including on the determination dates, by purchasing
and selling the underlying stock, options contracts relating to the underlying stock or any other
available securities or instruments that we may wish to use in connection with such hedging
activities, including by purchasing or selling any such securities or instruments on one or more
determination dates. As a result, these entities may be unwinding or adjusting hedge positions
during the term of the securities, and the hedging strategy may involve greater and more frequent
dynamic adjustments to the hedge as the final determination date approaches. We cannot give any
assurance that our hedging activities will not affect the value of the underlying stock, and,
therefore, adversely affect the value of the securities or the payment you will receive at maturity,
if any. For further information on our use of proceeds and hedging, see “Use of Proceeds and
Hedging” in the accompanying product supplement for auto-callable securities.

Benefit plan
investor
considerations:

Each fiduciary of a pension, profit-sharing or other employee benefit plan subject to Title I of the
Employee Retirement Income Security Act of 1974, as amended (“ERISA”) (a “Plan”), should
consider the fiduciary standards of ERISA in the context of the Plan’s particular circumstances
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before authorizing an investment in the securities. Accordingly, among other factors, the fiduciary
should consider whether the investment would satisfy the prudence and diversification
requirements of ERISA and would be consistent with the documents and instruments governing
the Plan.

In addition, we and certain of our affiliates, including MS & Co., may each be considered a “party
in interest” within the meaning of ERISA, or a “disqualified person” within the meaning of the
Internal Revenue Code of 1986, as amended (the “Code”), with respect to many Plans, as well as
many individual retirement accounts and
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Keogh plans (such accounts and plans, together with other plans, accounts and arrangements subject to Section
4975 of the Code, also “Plans”). ERISA Section 406 and Code Section 4975 generally prohibit transactions between
Plans and parties in interest or disqualified persons. Prohibited transactions within the meaning of ERISA or the
Code would likely arise, for example, if the securities are acquired by or with the assets of a Plan with respect to
which MS & Co. or any of its affiliates is a service provider or other party in interest, unless the securities are
acquired pursuant to an exemption from the “prohibited transaction” rules. A violation of these “prohibited transaction”
rules could result in an excise tax or other liabilities under ERISA and/or Section 4975 of the Code for those
persons, unless exemptive relief is available under an applicable statutory or administrative exemption.

The U.S. Department of Labor has issued five prohibited transaction class exemptions (“PTCEs”) that may provide
exemptive relief for direct or indirect prohibited transactions resulting from the purchase or holding of the
securities. Those class exemptions are PTCE 96-23 (for certain transactions determined by in-house asset
managers), PTCE 95-60 (for certain transactions involving insurance company general accounts), PTCE 91-38 (for
certain transactions involving bank collective investment funds), PTCE 90-1 (for certain transactions involving
insurance company separate accounts) and PTCE 84-14 (for certain transactions determined by independent
qualified professional asset managers). In addition, ERISA Section 408(b)(17) and Code Section 4975(d)(20)
provide an exemption for the purchase and sale of securities and the related lending transactions, provided that
neither the issuer of the securities nor any of its affiliates has or exercises any discretionary authority or control or
renders any investment advice with respect to the assets of the Plan involved in the transaction and provided further
that the Plan pays no more, and receives no less, than “adequate consideration” in connection with the transaction
(the so-called “service provider” exemption). There can be no assurance that any of these class or statutory
exemptions will be available with respect to transactions involving the securities.

Because we may be considered a party in interest with respect to many Plans, the securities may not be purchased,
held or disposed of by any Plan, any entity whose underlying assets include “plan assets” by reason of any Plan’s
investment in the entity (a “Plan Asset Entity”) or any person investing “plan assets” of any Plan, unless such purchase,
holding or disposition is eligible for exemptive relief, including relief available under PTCEs 96-23, 95-60, 91-38,
90-1, 84-14 or the service provider exemption or such purchase, holding or disposition is otherwise not prohibited.
Any purchaser, including any fiduciary purchasing on behalf of a Plan, transferee or holder of the securities will be
deemed to have represented, in its corporate and its fiduciary capacity, by its purchase and holding of the securities
that either (a) it is not a Plan or a Plan Asset Entity and is not purchasing such securities on behalf of or with “plan
assets” of any Plan or with any assets of a governmental, non-U.S. or church plan that is subject to any federal, state,
local or non-U.S. law that is substantially similar to the provisions of Section 406 of ERISA or Section 4975 of the
Code (“Similar Law”) or (b) its purchase, holding and disposition of these securities will not constitute or result in a
non-exempt prohibited transaction under Section 406 of ERISA or Section 4975 of the Code or violate any Similar
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Law.

Due to the complexity of these rules and the penalties that may be imposed upon persons involved in non-exempt
prohibited transactions, it is particularly important that fiduciaries or other persons considering purchasing the
securities on behalf of or with “plan assets” of any Plan consult with their counsel regarding the availability of
exemptive relief.

The securities are contractual financial instruments. The financial exposure provided by the securities is not a
substitute or proxy for, and is not intended as a substitute or proxy for, individualized investment management or
advice for the benefit of any purchaser or holder of the securities. The securities have not been designed and will
not be administered in a manner intended to reflect the individualized needs and objectives of any purchaser or
holder of the securities.

Each purchaser or holder of any securities acknowledges and agrees that:

(i)    the purchaser or holder or its fiduciary has made and shall make all investment decisions for the purchaser or
holder and the purchaser or holder has not relied and shall not rely in any way upon us or our affiliates to act as a
fiduciary or adviser of the purchaser or holder with respect to (A) the design and terms of the securities, (B) the
purchaser or holder’s investment in the securities, or (C) the exercise of or failure to exercise any rights we have
under or with respect to the securities;

(ii)   we and our affiliates have acted and will act solely for our own account in connection with (A) all transactions
relating to the securities and (B) all hedging transactions in connection with our obligations under the securities;

(iii)  any and all assets and positions relating to hedging transactions by us or our affiliates are assets and positions
of those entities and are not assets and positions held for the benefit of the purchaser or holder;

(iv)  our interests are adverse to the interests of the purchaser or holder; and

(v)   neither we nor any of our affiliates is a fiduciary or adviser of the purchaser or holder in connection with any
such assets, positions or transactions, and any information that we or any of our affiliates may provide is not
intended to be impartial investment advice.
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Each purchaser and holder of the securities has exclusive responsibility for ensuring that its purchase, holding and
disposition of the securities do not violate the prohibited transaction rules of ERISA or the Code or any Similar
Law. The sale of any securities to any Plan or plan subject to Similar Law is in no respect a representation by us or
any of our affiliates or representatives that such an investment meets all relevant legal requirements with respect to
investments by plans generally or any particular plan, or that such an investment is appropriate for plans generally
or any particular plan. In this regard, neither this discussion nor anything
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provided in this document is or is intended to be investment advice directed at any potential
Plan purchaser or at Plan purchasers generally and such purchasers of these securities should
consult and rely on their own counsel and advisers as to whether an investment in these
securities is suitable.

However, individual retirement accounts, individual retirement annuities and Keogh plans, as
well as employee benefit plans that permit participants to direct the investment of their
accounts, will not be permitted to purchase or hold the securities if the account, plan or
annuity is for the benefit of an employee of Morgan Stanley or Morgan Stanley Wealth
Management or a family member and the employee receives any compensation (such as, for
example, an addition to bonus) based on the purchase of the securities by the account, plan or
annuity.

Additional
considerations:

Client accounts over which Morgan Stanley, Morgan Stanley Wealth Management or any of
their respective subsidiaries have investment discretion are not permitted to purchase the
securities, either directly or indirectly.

Supplemental
information
regarding plan of
distribution;
conflicts of interest:

The agent may distribute the securities through Morgan Stanley Smith Barney LLC (“Morgan
Stanley Wealth Management”), as selected dealer, or other dealers, which may include Morgan
Stanley & Co. International plc (“MSIP”) and Bank Morgan Stanley AG. Morgan Stanley
Wealth Management, MSIP and Bank Morgan Stanley AG are affiliates of ours. Selected
dealers, including Morgan Stanley Wealth Management, and their financial advisors will
collectively receive from the agent, Morgan Stanley & Co. LLC, a fixed sales commission of
$0.20 for each security they sell. In addition, Morgan Stanley Wealth Management will
receive a structuring fee of $0.05 for each security.

MS & Co. is an affiliate of MSFL and a wholly owned subsidiary of Morgan Stanley, and it
and other affiliates of ours expect to make a profit by selling, structuring and, when
applicable, hedging the securities. When MS & Co. prices this offering of securities, it will
determine the economic terms of the securities such that for each security the estimated value
on the pricing date will be no lower than the minimum level described in “Investment
Summary” beginning on page 2.
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MS & Co. will conduct this offering in compliance with the requirements of FINRA Rule
5121 of the Financial Industry Regulatory Authority, Inc., which is commonly referred to as
FINRA, regarding a FINRA member firm’s distribution of the securities of an affiliate and
related conflicts of interest. MS & Co. or any of our other affiliates may not make sales in this
offering to any discretionary account. See “Plan of Distribution (Conflicts of Interest)” and “Use
of Proceeds and Hedging” in the accompanying product supplement for auto-callable
securities.

Contact:

Morgan Stanley Wealth Management clients may contact their local Morgan Stanley branch
office or our principal executive offices at 1585 Broadway, New York, New York 10036
(telephone number (866) 477-4776).  All other clients may contact their local brokerage
representative.  Third-party distributors may contact Morgan Stanley Structured Investment
Sales at (800) 233-1087.

Where you can find
more information:

Morgan Stanley and MSFL have filed a registration statement (including a prospectus, as
supplemented by the product supplement for auto-callable securities) with the Securities and
Exchange Commission, or SEC, for the offering to which this communication relates. You
should read the prospectus in that registration statement, the product supplement for
auto-callable securities and any other documents relating to this offering that Morgan Stanley
and MSFL have filed with the SEC for more complete information about Morgan Stanley,
MSFL and this offering. You may get these documents without cost by visiting EDGAR on
the SEC web site at.www.sec.gov. Alternatively, Morgan Stanley, MSFL, any underwriter or
any dealer participating in the offering will arrange to send you the product supplement for
auto-callable securities and prospectus if you so request by calling toll-free 1-(800)-584-6837.

You may access these documents on the SEC web site at.www.sec.gov as follows:

Product Supplement for Auto-Callable Securities dated November 16, 2017

Prospectus dated November 16, 2017

Terms used but not defined in this document are defined in the product supplement for
auto-callable securities or in the prospectus.
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