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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors of
Morgan Stanley Smith Barney LLC

We have audited the accompanying consolidatednséaieof financial condition of Morgan Stanley Smith
Barney LLC and subsidiaries (the “Company”) as aécBmber 31, 2016. This consolidated financial
statement is the responsibility of the Company’siaggement. Our responsibility is to express an opimn
this consolidated financial statement based oraadit.

We conducted our audit in accordance with the stadsdof the Public Company Accounting Oversight
Board (United States). Those standards require wleaplan and perform the audit to obtain reasonable
assurance about whether the financial statemeitees of material misstatement. The Company is not
required to have, nor were we engaged to perfonnaudit of its internal control over financial repog. Our
audit included consideration of internal controlepovinancial reporting as a basis for designingitaud
procedures that are appropriate in the circumstarind not for the purpose of expressing an opiniorthe
effectiveness of the Company’s internal controlrofileancial reporting. Accordingly, we express nels
opinion. An audit also includes examining, on & besis, evidence supporting the amounts and disis in

the financial statement, assessing the accountmgciples used and significant estimates made by
management, as well as evaluating the overall fishrstatement presentation. We believe that oudlitau
provides a reasonable basis for our opinion.

In our opinion, such consolidated statement ofriai@ condition presents fairly, in all materiabpects, the
financial position of Morgan Stanley Smith BarneiQ and subsidiaries as of December 31, 2016, in
conformity with accounting principles generally apted in the United States of America.

/s/ Deloitte & Touche LLP
New York, New York

February 28, 2017



MORGAN STANLEY SMITH BARNEY LLC
CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
December 31, 2016
(In millions of dollars)

ASSETS
Cash
Cash deposited with clearing organizations or gggesl under federal and
other regulations or requirements
Financial instruments owned, at fair value (apprately $28 were pledged to various
parties)
Securities purchased under agreements to resell
Securities borrowed
Receivables:
Customers (net of $3 allowance for dodkficounts)
Brokers, dealers and clearing organization
Fees, interest and other
Affiliates
Goodwill
Intangible assets (net of accumulated amortizaifil,872)
Other assets

Total assets

LIABILITIES AND MEMBER’S EQUITY

Financial instruments sold, not yet purchasedaiatvalue
Securities sold under agreements to repurchase
Securities loaned
Payables:
Customers
Brokers, dealers and clearing organization
Interest and dividends
Affiliates
Other liabilities and accrued compensation expenses
Long-term borrowings
Total liabilities

Subordinated liabilities
Member’s equity

Total liabilities and member’s equity

See Notes to Consolidated Statement of Financiatfion.
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813

1,815
1,074

4,789
771

13,286
109
493

68

4,609

2,078
238

30,143

715
1,713
1,338

8,136
308
38
847
4,836
181

18,112

$

100

11,931

30,143



MORGAN STANLEY SMITH BARNEY LLC
NOTES TO CONSOLIDATED STATEMENT OF FINANCIAL CONDIT ION
As of December 31, 2016
(In millions of dollars, except where noted)

Note 1 - Introduction and Basis of Presentation

The Company

Morgan Stanley Smith Barney LLC (“MSSB”) and itsbsidiaries (collectively, the “Company”) offer a
wide variety of financial products and provide ficg&l services to a large and diversified grouplmnts,
financial institutions and individuals. The Companlgusinesses include financial advisory servisatkes,
and trading in fixed income products, includingeign exchange and investment activities and neweiss
distribution of fixed income, equity and packagemducts. The Company provides clients with a
comprehensive array of financial solutions, inahgdMSSB products and services, and products anitesr
from third party providers, such as insurance caongzaand mutual fund families. The Company offers
brokerage and investment advisory services coveramgpus investment alternatives; financial and lthea
planning services; annuity and insurance prodeetsty management; and retirement plan servicesgihrau
network of approximately sixteen thousand finanadlisors in the United States of America (“U.S.”).

MSSB is registered with the Securities and Exchabgemmission (“SEC”) as a broker-dealer and as an
investment adviser. The Company is also regista®dn introducing broker with the Commodities
Futures Trading Commission (“*CFTC”) and clears ffesutransactions through an affiliate, Morgan
Stanley & Co. LLC (“MS&Co.”)

The Company was a wholly owned subsidiary of Morg§tamley Smith Barney Holdings LLEhe “Parent”).
The Parent is an indirectly wholly owned subsid@ivorgan Stanley (the “Ultimate Parent”). Effeeti
December 31, 2016, the ownership of the Companytramsferred to Morgan Stanley Domestic Holdings,
Inc., which is also an indirectly wholly owned sigliary of the Ultimate Parent.

Basis of Financial Information

The consolidated statement of financial conditisrpiepared in accordance with accounting principles
generally accepted in the United States of Ame(idaS. GAAP”), which require the Company to make
estimates and assumptions regarding the valuattbnsertain financial instruments, the valuation of
goodwill and intangible assets, compensation, titeame of legal and tax matters, and other mathers
affect its consolidated statement of financial abod and related disclosures. The Company beli¢ivat
the estimates utilized in the preparation of itssmidated statement of financial condition aredent and
reasonable. Actual results could differ materidlym these estimates. Balances and transactiomsitwit
consolidated subsidiaries have been eliminatedmsalidation.

Consolidation

The consolidated statement of financial conditiocudes the accounts of MSSB and its wholly owned
licensed insurance subsidiaries in which MSSB haman#rolling financial interest.

At December 31, 2016, the Company’s consolidatédidiaries reported $4 of assets, $2 of liabilites
$2 of member’s equity on a stand-alone basis.

All material intercompany balances and transactionth its subsidiaries have been eliminated in
consolidation.

The Company applies accounting guidance for cotatitin of VIES to certain entities in which equity
investors do not have the characteristics of arobimg financial interest. The primary beneficiany a
VIE is the party that both (1) has the power tedirthe activities of a VIE that most significandiffect
the VIE's economic performance and (2) has an aklitig to absorb losses or the right to receive fitsne
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that in either case could potentially be significemthe VIE. The Company consolidates entitiesvbich
it is the primary beneficiary. At December 31, 20ttf@re are no consolidated VIEs.

Note 2 - Significant Accounting Policies

Fair Value of Financial Instruments

Instruments within Financial instruments owned &iiglancial instruments sold, not yet purchased, are
measured at fair value. These financial instrumpritearily represent the Company'’s trading posgiom
facilitate customer transactions and include baghand derivative products.

The fair value of OTC financial instruments, indhgl derivative contracts related to financial instents
and commodities, is presented in the accompanyngatidated statement of financial condition ore& n
by-counterparty basis, when appropriate. Additignahe Company nets the fair value of cash calidte
paid or received against the fair value amountsgeized for net derivative positions executed whita
same counterparty under the same master nettiegmagnt.

Fair Value Measurement — Definition and Hierarchy

Fair value is defined as the price that would lireed to sell an asset or paid to transfer aliigli.e.,
the “exit price”) in an orderly transaction betweawaarket participants at the measurement date.

In determining fair value, the Company uses varigalsation approaches and establishes a hieramhy f
inputs used in measuring fair value that maximibesuse of relevant observable inputs and minintizes
use of unobservable inputs by requiring that thetrobservable inputs be used when available.

Observable inputs are inputs that market parti¢gparould use in pricing the asset or liability thatre
developed based on market data obtained from spimdependent of the Company. Unobservable inputs
are inputs that reflect assumptions the Companig\ed other market participants would use in pgcin
the asset or liability that are developed basetherbest information available in the circumstandése
hierarchy is broken down into three levels basetherobservability of inputs as follows:

. Level 1 -- Valuations based on quoted pricesctiva markets that the Company has the ability to
access for identical assets or liabilities. Valmatadjustments and block discounts are not applied
to Level 1 instruments. Since valuations are baseduoted prices that are readily and regularly
available in an active market, valuation of thesedpcts does not entail a significant degree of
judgment.

. Level 2 -- Valuations based on one or more qugecks in markets that are not active or for
which all significant inputs are observable, eitteectly or indirectly.

. Level 3 -- Valuations based on inputs that arebgervable and significant to the overall fair ealu
measurement.

The availability of observable inputs can vary frproduct to product and is affected by a wide \grid
factors, including, for example, the type of pragwehether the product is new and not yet estabtish
the marketplace, the liquidity of markets and ottiesracteristics particular to the product. To ékeent
that valuation is based on models or inputs thatless observable or unobservable in the market, th
determination of fair value requires more judgmémcordingly, the degree of judgment exercisedhmsy t
Company in determining fair value is greatest fwstiuments categorized in Level 3 of the fair value
hierarchy.



The Company considers prices and inputs that amermuas of the measurement date, including during
periods of market dislocation. In periods of marlistocation, the observability of prices and irgpuotay

be reduced for many instruments. This conditioridceause an instrument to be reclassified from Léve
to Level 2 or from Level 2 to Level 3 of the faglue hierarchy (see Note 4).

In certain cases, the inputs used to measure &irevmay fall into different levels of the fair ual
hierarchy. In such cases, for disclosure purpdbedevel in the fair value hierarchy within whitlfe fair
value measurement falls in its entirety is detegdibased on the lowest level input that is sigaifico
the fair value measurement in its entirety.

For assets and liabilities that are transferresvéen levels in the fair value hierarchy during gegiod,
fair values are ascribed as if the assets or iigsilhad been transferred as of the beginningeperiod.

Valuation Techniques

Many cash instruments and OTC derivative contrhaige bid and ask prices that can be observed in the
marketplace. Bid prices reflect the highest pricat ta party is willing to pay for an asset. Askcps
represent the lowest price that a party is williagaccept for an asset. The Company carries positio

the point within the bid-ask range that meet itstlestimate of fair value. For offsetting positionghe
same financial instrument, the same price withi ltfd-ask spread is used to measure both the lotig a
short positions.

Fair value for many cash instruments and OTC dgeviwacontracts is derived using pricing models.
Pricing models take into account the contract temmwell as multiple inputs including, where apgtile,
commodity prices, equity prices, interest rate d/ii@urves, credit curves, creditworthiness of the
counterparty, creditworthiness of the Company,arptiolatility and currency rates.

Where appropriate, valuation adjustments are madectount for various factors such as liquiditk ris
(bid-ask adjustments), credit quality, model urmiety and concentration risk. Adjustments for lajty
risk adjust model-derived mid-market levels of Lliexeand Level 3 financial instruments for the bitdm
or mid-ask spread required to properly reflectekig price of a risk position. Bid-mid and mid-asreads
are marked to levels observed in trade activitpkber quotes or other external third-party data. Whe
these spreads are unobservable for the particaktign in question, spreads are derived from oladse
levels of similar positions.

The Company considers collateral held and legaifgreeable master netting agreements that mitidpete
Company’s exposure to each counterparty. Adjustsnémt model uncertainty are taken for positions
whose underlying models are reliant on significamputs that are neither directly nor indirectly
observable, hence requiring reliance on establistmemretical concepts in their derivation. These
adjustments are derived by making assessmentseopdsible degree of variability using statistical
approaches and market-based information wherelgessi

The Company may apply a concentration adjustmeaettin of its OTC derivatives portfolios to refle
the additional cost of closing out a particuladyde risk exposure. Where possible, these adjustnaee
based on observable market information, but in marstances, significant judgment is required to
estimate the costs of closing out concentratedesxglosures due to the lack of liquidity in the nedptace

Fair value is a market-based measure considered thie perspective of a market participant rathanth

an entity-specific measure. Therefore, even wherrk@aassumptions are not readily available,
assumptions are set to reflect those that the Coynpalieves market participants would use in pgdime
asset or liability at the measurement date. WheeeQompany manages a group of financial assets and
financial liabilities on the basis of its net expos to either market risks or credit risk, the Camp



measures the fair value of that group of finanmatruments consistently with how market particigan
would price the net risk exposure at the measurense

See Note 4 for a description of valuation technsg@pplied to the major categories of financial
instruments measured at fair value.

Valuation Process

The Valuation Review Group (“VRG”) within the Fingial Control Group (“FCG”) of the Ultimate
Parent and its consolidated subsidiaries is resplensor the Ultimate Parent and its consolidated
subsidiaries’ fair value valuation policies, praaes and procedures. VRG is independent of the éggsin
units and reports to the Chief Financial Officertioé¢ Ultimate Parent and its consolidated subsetar
("“CFO"), who has final authority over the valuatiaf the Company’s financial instruments. VRG
implements valuation control processes designedatidlate the fair value of the Company’s financial
instruments measured at fair value, including thiesésed from pricing models.

Model ReviewVRG, in conjunction with the Model Risk Managem®&upartment (“MRM”) which
reports to the Chief Risk Officer of the UltimatarBnt and its consolidated subsidiaries (“ChiekRis
Officer”), independently review valuation model$iebretical soundness, the appropriateness of the
valuation methodology and calibration techniquegetigped by the business units using observable
inputs. Where inputs are not observable, VRG rewitlve appropriateness of the proposed valuation
methodology to determine that it is consistent wittw a market participant would arrive at the
unobservable input. The valuation methodologieBzat in the absence of observable inputs may
include extrapolation techniques and the use ofpesable observable inputs. As part of the review,
VRG develops a methodology to independently vettify fair value generated by the business unit's
valuation models. The Company generally subjedisatisns and models to a review process initially
and on a periodic basis thereafter.

Independent Price Verificationhe business units are responsible for determittegfair value of
financial instruments using approved valuation n®@ad valuation methodologies. Generally on a
monthly basis, VRG independently validates the Yaiue of financial instruments determined using
valuation models by determining the appropriatersdghie inputs used by the business units and by
testing compliance with the documented valuatiorthowologies approved in the model review
process described above.

The results of this independent price verificateord any adjustments made by VRG to the fair value
generated by the business units are presentedrtagement, the CFO and the Chief Risk Officer on a
regular basis.

VRG uses recently executed transactions, othemadisie market data such as exchange data, broker-
dealer quotes, third-party pricing vendors and egation services for validating the fair value of
financial instruments generated using valuation eldVRG assesses the external sources and their
valuation methodologies to determine if the extepraviders meet the minimum standards expected
of a third-party pricing source. Pricing data po®d by approved external sources are evaluated usin
a number of approaches; for example, by corrobmydtie external sources’ prices to executed trades,
by analyzing the methodology and assumptions ugdtidoexternal source to generate a price, and/or
by evaluating how active the third-party pricingisze (or originating sources used by the thirdypart
pricing source) is in the market. Based on thidyms VRG generates a ranking of the observable
market data designed to ensure that the highekedamarket data source is used to validate the
business unit’s fair value of financial instruments



VRG reviews the models and valuation methodologgduto price new material Level 2 and 3
transactions and both FCG and MRM must approve félire value of the trade that is initially
recognized.

Level 3 Transaction¥RG reviews the business unit's valuation technigueeassess whether these are
consistent with market participant assumptions.

Income Taxes

The Company accounts for income taxes using thet @sxl liability method. Under this method, the
consolidated statement of financial condition inlels deferred tax assets, related valuation allogvand
deferred tax liabilities associated with expectax tonsequences of future events. Under this method
deferred tax assets and liabilities are recordsédapon the temporary differences between thadiah
statement and income tax bases of assets andtikgbilsing currently enacted tax rates in effectthe
year in which the differences are expected to maver

The Company recognizes net deferred tax assebtetextent that it believes these assets are maly li
than not to be realized. In making such a detertisinathe Company considers all available positne
negative evidence, including future reversals aétexg taxable temporary differences, projectedirfeit
taxable income, tax-planning strategies and resoiitsecent operations. If a deferred tax asset is
determined to be unrealizable, a valuation allowaiscestablished. If the Company determines that it
would be able to realize deferred tax assets irfuthee in excess of their net recorded amoungoitild
make an adjustment to the deferred tax asset watuallowance, which would reduce the provision for
income taxes.

In accordance with the terms of the Tax Sharingeagrent with the Ultimate Parent, substantially all
current and deferred taxes (federal, combined amthny state) are offset with all other intercompan
balances with the Ultimate Parent.

Uncertain tax positions are recorded on the bakia two-step process, whereby (1) the Company
determines whether it is more likely than not tthegt tax positions will be sustained on the basithef
technical merits of the position and (2) for thase positions that meet the more-likely-than-not
recognition threshold, the Company recognizes #&ngelst amount of tax benefit that is more than 50%
likely to be realized upon ultimate settlement wiib related tax authority.

Cash
Cash represents funds deposited with financiaitinistns.

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

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

Repurchase and Securities Lending Transactions
Securities borrowed or Securities purchased ungiEeaents to resell (“reverse repurchase agreethents
and Securities loaned or Securities sold undereaggats to repurchase (“repurchase agreements”) are

treated as collateralized financings. Reverse piyase agreements and repurchase agreements a&d carr
on the consolidated statement of financial condiib the amounts of cash paid or received, plusiadc
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interest. Where appropriate, repurchase agreenserdsreverse repurchase agreements with the same
counterparty are reported on a net basis. Seaulitierowed and Securities loaned are recordedeat th
amount of cash collateral advanced or received.

Receivables and Payables — Customers

Receivables from customers (net of allowance farbtiol accounts) and payables to customers include
amounts due on cash, margin and other customerigesiased lending transactions. Securities owned
by customers, including those that collateralizegimaor similar transactions, are not reflectedtbe
consolidated statement of financial condition.

Receivables and Payables — Brokers, Dealers and @iang Organizations

Receivables from brokers, dealers and clearingnizgtions include amounts receivable for failed to
deliver byy the Company to a purchaser by the setth¢ndate, margin deposits, commissions, and net
receivables/payables arising from unsettled tradagables to brokers, dealers and clearing orgamiza
include amounts payable for securities not recetwethe Company from a seller by the settlemeng dat
and payables to clearing organizations.

Goodwill and Intangible Assets

Goodwill is not amortized and is reviewed annualty more frequently when certain events or
circumstances exist) for impairment. Finite livathingible assets are amortized over their estimagefill
lives and reviewed for impairment.

The Company tests goodwill for impairment on anuatrbasis and on an interim basis when certain
events or circumstances exist. The Company testsnfzairment at the reporting unit level. For battle
annual and interim tests, the Company has the opbofirst assess qualitative factors to determine
whether the existence of events or circumstaneaisleo a determination that it is more likely timam that
the fair value of the reporting unit is less thendarrying amount. If after assessing the totalftevents

or circumstances, the Company determines it is fikely than not that the fair value of the repogdiunit

is greater than its carrying amount, then perfognire two-step impairment test is not required. Easy,

if the Company concludes otherwise, then it is iregito perform the first step of the two-step imnpent
test. Goodwill impairment is determined by compgrihe estimated fair value of the reporting unithwi
its respective carrying value. If the estimated Yailue exceeds the carrying value, goodwill isaegmed

to be impaired. If the estimated fair value is belmarrying value, however, further analysis is fiegglito
determine the amount of the impairment. Additionalfl the carrying value is zero or a negative eatund

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

The estimated fair values are generally determiyegtilizing a discounted cash flow methodology.
Other Assets

Other assets include, but are not limited to, pcepapenses.
Other Liabilities

Other liabilities include, but are not limited tagcrued compensation, deferred income, and accrued
expenses.



Note 3 - Related Party Transactions

The Company has transactions with the Ultimate riRaa®md its consolided af affiliates. Subordinated
liabilities transacted with the Ultimate Parent described in Note 9.

During 2016, the Company paid dividends of $30th&Parent as follows:

Payment Date Dividend

June 6, 2016 $ 200

December 9, 2016 100
$ 300

The Company is a party to deposit sweep agreemétitsMorgan Stanley Bank, N.A. (“MSBNA”) and
Morgan Stanley Private Bank, N.A. (“MSPBNA”"), badffiliates of the Ultimate Parent.

Receivables from and payables to affiliates corfisiffiliate transactions that occur in the norroalirse

of business. Payables to affiliates are unsecleal, interest at rates established by the tredsogfion

of the Ultimate Parent and approximate the markét of interest that the Ultimate Parent incurs in
funding its business as it is periodically reassésand are payable on demand. A significant porion
collateralized transactions that occur in the ndroarse of business are with affiliates of the @any.

On March 1, 2016 the Company entered into a setewe agreement with an affiliated service entity,
Morgan Stanley Services Group Inc. ("MSSG”), toeige certain support services as an initial phase t
reorganize support services for recovery and résolplanning purposes. The service level agre¢men
includes support services associated with Techyolbygconnection with this agreement, the Company
effected a series of steps that resulted in thestea of related assets and liabilities to MSS@air then
carrying values of $11 and $49, respectively. M38&gnized an offsetting affiliate payable to MSSG,
and therefore, the transfer did not impact memilegisty in the Company.

During 2016, the Company’s Board of Directors apptbthe transfer of additional support personnel as
well as associated assets and liabilities to MS8@,the receipt of additional support servicesdh72as

the final phase to reorganize support servicesdoovery and resolution planning purposes. Theis®er
level agreement will be expanded on March 1, 204 will consolidate the existing Technology related
services with remaining support services (with fadi exceptions as a subset of regulatory servidks w
remain on the Company.



Assets and receivables from affiliated companid3estember 31, 2016 are comprised of:
Cash deposited with clearing organizations oregaged under federal and

other regulations or requirements $ 16
Financial instruments owned 125
Reverse repurchase agreements 4,781
Securities borrowed 771
Receivables - Customers 54
Receivables - Brokers, dealers and clearing dzgdons 15
Receivables - Affiliates 68

Liabilities and payables to affiliated companie®atember 31, 2016 are comprised of:

Financial instruments sold 20
Repurchase agreements 1,658
Securities loaned 1,338
Payables - Brokers, dealers and clearing orgaoizsa 90
Payables - Affiliates 847
Long term borrowings 181
Subordinated liabilities 100

Note 4 — Fair Value Disclosures

Fair Value Measurements

A description of the valuation techniques appliedthe Company’'s major categories of assets and
liabilities measured at fair value on a recurrigib follows.

Financial | nstruments Owned and Financial | nstruments Sold, Not Yet Purchased
U.S. Government and Agency Securities
U.S. Treasury Securities

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

U.S. Agency Securities

U.S. agency securities are composed of two maigoaies consisting of agency-issued debt and agency
mortgage pass-through pool securities. Non-callalglency-issued debt securities are generally valued
using quoted market prices and callable agencyedsiebt securities are valued by benchmarking model
derived prices to quoted market prices and tradk fda comparable instruments. The fair value afrany
mortgage pass-through pool securities is modekdrivased on spreads of a comparable to-be-announced
(“TBA”) security. Non-callable agency-issued debturities are generally categorized in Level 1hef t

fair value hierarchy. Callable agency-issued dedatusties and agency mortgage pass-through pool
securities are generally categorized in Level theffair value hierarchy. In instances where thpaiis are
unobservable, these securities are categorizedvall3 of the fair value hierarchy.
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Other Sovereign Government Obligations

Foreign sovereign government obligations are valusthg quoted prices in active markets when
available. These bonds are generally categorizéével 1 of the fair value hierarchy. If the marketess
active or prices are dispersed, these bonds aegaréted in Level 2 of the fair value hierarchy. In
instances where the inputs are unobservable, thesds are categorized in Level 3 of the fair value
hierarchy.

Corporate and Other Debt

Corporate Bonds

The fair value of corporate bonds is determinechgisiecently executed transactions, market price
guotations, bond spreads, credit default swap (“GBfreads, or at the money volatility and/or vitikst
skew obtained from independent external partiesh sas vendors and brokers, adjusted for any basis
difference between cash and derivative instrumdiits.spread data used are for the same maturttyeas
bond. If the spread data do not reference the ristuen data that reference a comparable issuansae
When position-specific external price data are olsgervable, fair value is determined based on reithe
benchmarking to comparable instruments or cash ftmdels with yield curves, bond or single name CDS
spreads and recovery rates as significant inpuigpdate bonds are generally categorized in Leved 2
the fair value hierarchy; in instances where prigesignificant spread inputs are unobservabley tre
categorized in Level 3 of the fair value hierarchy.

Corporate Equities
Exchange-Traded Equity Securities

Exchange-traded equity securities are generallyeeabased on quoted prices from the exchange.€&o th
extent these securities are actively traded, vaoiadjustments are not applied, and they are oaiz=yl

in Level 1 of the fair value hierarchy. Exchangedigd securities are categorized in Level 2 or L8ved

the fair value hierarchy if the securities are actively traded, or are undergoing a recent mergats
acquisitions event or corporate action.

Derivative Contracts
Listed Derivative Contracts

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

of the fair value hierarchy.

OTC DerivativeContracts

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

Depending on the product and the terms of the acim, the fair value of OTC derivative producésc
be modeled using a series of techniques, includinged-form analytic formulas, such as the Black-
Scholes option-pricing model, simulation modelsaczombination thereof. Many pricing models do not
entail material subjectivity as the methodologiegplyed do not necessitate significant judgmemgesi
model inputs may be observed from actively quotedkets, as is the case for generic interest raspsw
many equity, commodity, and foreign currency opt@mmtracts, and certain CDS. In the case of more
established derivative products, the pricing modeded by the Company are widely accepted by the
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financial services industry. OTC derivative produate generally categorized in Level 2 of the Yaiue
hierarchy when valued using observable inputs, leerev the unobservable input is not deemed significa
In instances where the unobservable inputs are egesignificant, OTC derivatives products are
categorized in Level 3 of the fair value hierarchy.

For further information on the valuation techniqi@msOTC derivative products, see Note 2.

For further information on derivative instrumerdee Note 5.

Physical Commodities
The Company trades various precious metals on badiaits customers. Fair value for physical
commodities is determined using observable inpotduding broker quotations and published indices.

Physical commodities are categorized in Level theffair value hierarchy.

The following fair value hierarchy table presentfoimation about the Company’s financial assets and
liabilities measured at fair value on a recurrirgib at December 31, 2016.
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Assets and Liabilities Measured at Fair Value on &ecurring Basis

Assets at Fair Value:
Financial instruments owned:
U.S. government and agency securities:
U.S. Treasury securities
U.S. agency securities
Total U.S. government and agency securities

Other sovereign government obligations
Corporate and other debt
Corporate equitié8

Derivative contracts:
Interest rate contracts
Foreign exchange contracts
Equity contracts
Commodity contracts

Total derivative contracts

Physical commodities
Total financial instruments owned

Liabilities at Fair Value:

Financial instruments sold, not yet purchased:
U.S. government and agency securities -

U.S. Treasury securities

Other sovereign government obligations
Corporate and other debt
Corporate equitié¥
Derivative contracts:

Foreign exchange contracts
Commodity contracts

Total derivative contracts

Physical commodities

Total financial instruments sold, not yet purchased $

At
December 31,
Level 1 Level 2 Level 3 2016
$ 55 $ - % - % 55
- 177 - 177
5 5 177 - 232
4 3 - 7
- 688 - 688
28 1 - 29
- 1 - 1
- 70 - 70
- 32 - 32
- 11 - 11
- 114 - 114
- 4 - 4
$ 87 $ 987 $ - $ 1,074
$ 31 $ - % - 0% 13
25 3 - 28
- 534 - 534
41 3 - 44
- 67 - 67
- 10 - 10
- 77 - 77
- 1 - 1
97 $ 618 - $ 715

Weor trading purposes, the Company holds or selig glguity securities issued by entities in diversRistries and of varying sizes.
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During 2016, the Company sold $2 of Asset-backenirities and $2 of Collateralized debt obligations
that had been classified within the Level 3 catggarDecember 31, 2015.

Transfers During 2016

For assets and liabilities that were transferrad/éen levels during the period, fair values areibsd as
if the assets or liabilities had been transferedfalanuary 1, 2016.

During 2016, there were no material transfers betwevels.
Financial Instruments Not Measured at Fair Value

The table below presents the carrying value, failue and fair value hierarchy category of certain
financial instruments that are not measured at Value in the Company’sonsolidated statement of
financial condition. The table below excludes alhffinancial assets and liabilities such as goddaviti
intangible assets.

The carrying value of cash and short-term finaniriatruments such as reverse repurchase agreements,
Securities borrowed, repurchase agreements, Sesdnaned, certain receivables and payables grigin

the ordinary course of business, Other assets, rQihigilities and accrued compensation expenses
approximate fair value because of the relativelprsiperiod of time between their origination and
expected maturity.

The fair value of Subordinated liabilities and Letegm borrowings are generally determined based on
transactional data or third party pricing for ideat or comparable instruments, when available. ¥he
position-specific external prices are not obsematalir value is determined based on current istawdes
and credit spreads for debt instruments with sintdems and maturity.
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Financial Instruments Not Measured at Fair Value

At December 31, 2016 Fair Value by Level:

Carrying Value Fair Value Level 1 Level 2 Level 3

Financial Assets:
Cash $ 813 $ 813 $ 813 $ - $ -

Cash deposited with clearing organizations or
segregated under federal and other

regulations or requirements 1,815 1,815 ,818 - -

Reverse repurchase agreements 4,789 4,789 - 4,789 -
Securities borrowed 771 771 - 771 -
Receivables?

Customers 13,286 13,286 - 13,286 -

Brokers, dealers and clearing organizations 109 109 - 109 -

Fees, interest and other 424 424 - 424 -

Affiliates 68 68 - 68 -
Other assef8 85 85 - 85 -
Financial Liabilities:
Repurchase agreements $ 1,713 $ 1713 % -8 1,713 % -
Securities loaned 1,338 1,338 - 1,338 -
Payables?

Customers 8,136 8,136 - 8,136 -

Brokers, dealers and clearing organizations 08 3 308 - 308 -

Affiliates 847 847 - 847 -
Other liabilities and accrued compensation

expenséd 2,953 2,953 - 2,953 -
Long-term borrowings 181 185 185
Subordinated liabilities 100 100 - 100 -

M Accrued interest, fees and dividend receivablespmydbles where carrying value approximates fdirevhave been excluded.
@ Other assets exclude certain non-financial instnime
®  Other liabilities and accrued compensation expeaselsides certain non-financial instruments.

Note 5 - Derivative Instruments

The Company may trade listed futures, forwardsioaptand other derivatives referencing, among other
things, interest rates, equities, currencies, iimvest grade and non-investment grade corporatédtgred
loans, bonds, U.S. and other sovereign securiéi@erging market bonds and loans, credit indicestas
backed security indices, property indices, mortgadged and other asset-backed securities and real
estate loan products. The Company may use theserments to hedge their client facilitation actyvit
The Company does not apply hedge accounting.

The Company manages its trading positions by enmyos variety of risk mitigation strategies. These
strategies include diversification of risk exposuaed hedging. Hedging activities consist of theclpaise

or sale of positions in related securities and rfai@ instruments, including a variety of derivativ
products (e.g., futures, forwards, swaps and opjiohhe Company manages the market risk associated
with its trading activities on a Company-wide baaml on an individual product basis. The Company’s
derivative instruments are not subject to mastéimgeor collateral agreements. See informatioateal to
offsetting of certain collateralized transactiondNiote 6.

Derivative Assets and Liabilities. Fair values of derivative contracts in an asseitpm are included in
Financial instruments owned and fair values of\dgive contracts in a liability position are refied in

Financial instruments sold, not yet purchased éncttnsolidated statement of financial conditiore (Sete

4):
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Derivative Assets at December 31, 2016

Fair Value Notional
Bilateral Exchange Bilateral Exchange
OTC Traded Total OTC Traded Total
Derivative contracts:®
Interest rate contracts $ 1 % - 8 13 175 $ 50 $ 225
Foreign exchange contracts 70 - 70 3,060 - 3,060
Equity contracts 32 - 32 1,284 - 1,284
Commodity contracts 11 - 11 11 - 11
Total derivative assets $ 114 $ - $ 114 3 4530 $ 50 $ 4,580

Derivative Liabilities at December 31, 2016

Fair Value Notional
Bilateral Exchange Bilateral Exchange
oTC Traded Total OTC Traded Total
Derivative contracts:"
Foreign exchange contracts $ 67 % - 8 67 $ 3,037 $ - $ 3,037
Commodity contracts 10 - 10 10 5 15
Total derivative liabilities $ 77 % - $ 77 $ 3,047 $ 5 $ 3,052

@ Notional amounts include gross notionals relatedpten long and short futures contracts of $10 @ d&spectively. The unsettled

fair value on these futures contracts (excludethftbis table) is included in Receivables - Brokeesalers and clearing organizations
on the consolidated statement of financial conditio

Note 6 - Collateralized Transactions

The Company enters into reverse repurchase agrégmepurchase agreements, securities borrowed and
securities loaned transactions to, among othegs$hiacquire securities to cover short positions seitle
other securities obligations, to accommodate custshmeeds and to finance the Company’s inventory
positions.

The Company manages credit exposure arising frazh sansactions by, in appropriate circumstances,
entering into master netting agreements and cdlagreements with counterparties that provide the
Company, in the event of a counterparty defaulcl{sas bankruptcy or a counterparty’s failure to pay
perform), with the right to net a counterparty’ghtis and obligations under such agreement andibdgii
and set-off collateral held by the Company agaimsinet amount owed by the counterparty.

The Company’s policy is generally to take possessiosecurities purchased or borrowed in connection
with reverse repurchase agreements and securitiedsved transactions, respectively, and to receagh
and securities delivered under repurchase agresnmnsecurities loaned transactions (with rights of
rehypothecation). In certain cases, the Company bwpermitted to post collateral to a third-party
custodian under a tri-party arrangement that esahke Company to take control of such collaterahin
event of a counterparty default.

The Company also monitors the fair value of theaulyihg securities as compared with the related
receivable or payable, including accrued interast], as necessary, requests additional collataral a
provided under the applicable agreement to enduck sansactions are adequately collateralizedher t
return of excess collateral.

The risk related to a decline in the market valtieollateral (pledged or received) is manageddidtirgy

appropriate market-based haircuts. Increases lateml margin calls on secured financing due toketa
value declines may be mitigated by increases ilatevhl margin calls on reverse repurchase agreismen
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and securities borrowed transactions with similagligy collateral. Additionally, the Company may
request lower quality collateral pledged be replaeeth higher quality collateral through collateral
substitution rights in the underlying agreements.

The Company actively manages its secured finanicirgg manner that reduces the potential refinancing
risk of secured financing for less liquid assetie TTompany considers the quality of collateral when
negotiating collateral eligibility with counterpas, as defined by its fundability criteria. ThenGmany
utilizes shorter-term secured financing for highdyuid assets and has established longer tenotslifar
less liquid assets, for which funding may be & nisthe event of a market disruption.

Offsetting of Certain Collateralized Transactions

At December 31, 2016

Gross Net Amounts Amounts Not Net

Amounts® Amounts Offset Presented Offset® Amounts
Assets
Reverse repurchase agreements $ 4,789 $ - 8 4789 $ (4,753) $ 36
Securities borrowed 771 - 771 (753) 18
Liabilities
Repurchase agreements $ 1,713 $ - 8 1,713 $ (1,658) $ 55
Securities loaned 1,338 - 1,338 (2,303) 35

@ Amounts include transactions that are either nbjesii to master netting agreements or are suljesiich agreements but the Company has
not determined the agreements to be legally erdileeas follows: $8 of Reverse repurchase agreesmesmd $55 of Repurchase
agreements.

@ Amounts relate to master netting agreementshinee been determined by the Company to be legaflyreeable in the event of default but
where certain other criteria are not met in accocdavith applicable offsetting accounting guidance.

For information related to offsetting of derivativesee Note 5.

Maturities and Collateral Pledged

Gross Secured Financing Balances by Remaining Comitctual Maturity:
At December 31, 2016

Overnight Less than 30-90 Over
and Open 30 days days 90 days Total
Repurchase agreements $ 1683 $ - $ 30 $ - $ 1,713
Securities loaned 1,338 - - - 1,338
Gross amount of secured financing included in the
above offsetting disclosure $ 3,021 $ - $ 30 $ - $ 3,061
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Gross Secured Financing Balances by Class of Cokal Pledged

At December 31,

2016
Repurchase agreements
U.S. government and agency securities $ 28
Corporate equities 900
Corporate and other debt 785
Total repurchase agreements $ 1,713
Securities loaned
Corporate and other debt $ 18
Corporate equities 1,320
Total securities loaned $ 1,338
Gross amount of secured financing included in theeva
offsetting disclosure $ 3,051

Financial I nstruments Pledged

The Company pledges its financial instruments owtoedollateralize repurchase agreements and other
secured financings. Pledged financial instrumemés ¢an be sold or repledged by the secured pegty a
identified as Financial instruments owned (pled¢edsarious parties) in the Company’s consolidated
statement of financial condition. At December 311, the carrying value of financial instrumentsned

that have been loaned or pledged to counterpantiese those counterparties do not have the righello

or repledge the collateral was $787.

Collateral Received

The Company receives collateral in the form of s&es in connection with reverse repurchase
agreements, securities borrowed and derivativeséictions, and customer margin loans. In many cases,
the Company is permitted to sell or repledge thsesmirities held as collateral and use the secsititie
secure repurchase agreements, to enter into sesueihding and derivative transactions or for\aely to
counterparties to cover short positions. At Decen®de 2016, the total fair value of financial instrents
received as collateral where the Company is pezthitb sell or repledge the securities was $20,8@7 a
the fair value of the portion that had been soldepiedged was $5,877.

Concentration Risk

The Company is subject to concentration risk bydimgl large positions in certain types of securities
commitments to purchase U.S. agency securitieganEial instruments owned by the Company include
U.S. government and agency securities, which, e aggregate, represented approximately 1% of the
Company’s total assets at December 31, 2016. Iitiaddsubstantially all of the collateral held bye
Company for resale agreements or bonds borroweidhvibgether represented approximately 18% of the
Company'’s total assets at December 31, 2016, d¢afssecurities issued by the U.S. government,ridde
agencies or other sovereign governments. Positiaken and commitments made by the Company,
including underwriting and financing commitmentdtea involve substantial amounts and significant
exposure to individual issuers and businessesjdimay non-investment grade issuers.

Customer Margin Lending
The Company also engages in margin and other cesteaturities-based lending (“margin”) to clients

that allows the client to borrow against the vadtigualifying securities. Margin loans are inclddeithin
Customer receivables in the Company’s consolidattdement of financial conditioriJnder these
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agreements and transactions, the Company receollgecal, including U.S. government and agency
securities, other sovereign government obligatiaisporate and other debt, and corporate equities.
Customer receivables generated from margin lendiciivities are collateralized by customer-owned
securities held by the Company. The Company manitequired margin levels and established credit
terms daily and, pursuant to such guidelines, reguiustomers to deposit additional collaterateduce
positions, when necessary.

Margin loans are extended on a demand basis andoarommitted facilities. Factors considered ia th
review of margin loans are the amount of the ldag, intended purpose, the degree of leverage being
employed in the account, and overall evaluatiothefportfolio to ensure proper diversification ior the
case of concentrated positions, appropriate liggidf the underlying collateral or potential hedyin
strategies to reduce risk.

Underlying collateral for margin loans is revieweih respect to the liquidity of the proposed cwfal
positions, valuation of securities, historic traglirange, volatility analysis and an evaluation rafustry
concentrations. For these transactions, adherentteetCompany’s collateral policies significantiyits

its credit exposure in the event of a customer Wefdfhe Company may request additional margin
collateral from customers, if appropriate, andhdtessary, may sell securities that have not baiehfpr

or purchase securities sold but not delivered fomstomers. At December 31, 2016, the amounts dcelate
to margin lending were approximately $12,423.

Cash and Securities Deposited with Clearing Organizations or Segregated

At December 31, 2016, cash of $1,815 and secuatidair value of $2,643 were deposited with clegri
organizations or segregated under federal and otigeifations or requirements. Securities deposilittl
clearing organizations or segregated under fedemlother regulations or requirements are souned f
reverse repurchase agreements in the consolidattednent of financial condition.

Note 7 — Goodwill and Net Intangible Assets

The Company completed its annual goodwill impairmesting as of July 1, 2016. The Company’s
impairment testing did not indicate any goodwillpairment. Adverse market or economic events could
result in impairment charges in future periods.

There have been no changes in the carrying amdiné &ompany’s goodwill as of December 31, 2016.
At December 31, 2016, net intangible assets we@/82and represented customer relationships.

Note 8 — Long-Term Borrowings

Long-term borrowings consist of unsecured borrowifigm the Ultimate Parent and are callable with
maturities of 13 months or more from when it isledl The interest rates for the unsecured borrosving
from the Ultimate Parent are established by thastrey function of the Ultimate Parent and approxéna
the market rate of interest that the Ultimate Paigours in funding its business as it is periotljca
reassessed.
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Note 9 - Subordinated Liabilities

Subordinated liabilities consist of one Subordida®evolving Credit Agreement with the Ultimate Rdre
dated May 31, 2015, with a maturity date of July 3022. The interest rate on the drawn balanchef t
line of credit of $250 is 250 basis points plus 8nth London Interbank Offered Rate (“LIBOR”). At
December 31, 2016 the details of the outstanditenba on the line of credit were as follows:

Subordinated Notes Maturity Date Interest Rate Book Value

Subordinated Revolver July 31, 2022 3.50% $ 100

Note 10 — Commitments, Guarantees and Contingencies

Letters of Credit

The Company has the ability to issue letters oflici® satisfy various collateral requirements; eoer,
none were outstanding at December 31, 2016.

Premises and Equipment

At December 31, 2016, future minimum lease commitisigorincipally on computer equipment, furniture,
fixtures and other equipment, were as follows:

Fiscal Year Lease Commitments
2017 $ 16
2018 9
2019 6
2020 3
2021 1

Thereafter -
Total $ 35

Securities Activities

Financial instruments sold, not yet purchased sspreobligations of the Company to deliver spedgifie
financial instruments at contracted prices, therebgating commitments to purchase the financial
instruments in the market at prevailing prices. €muently, the Company’s ultimate obligation tasfat

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

Guarantees

The Company has obligations under certain guararde@ngements, including contracts and
indemnification agreements that contingently regtire Company to make payments to the guaranteed
party based on changes in an underlying measucé gsian interest or foreign exchange rate, sgaurit
commodity price, an index or the occurrence or aocdrrence of a specified event) related to antasse
liability or equity security of a guaranteed part4lso included as guarantees are contracts that
contingently require the Company to make paymemtth¢ guaranteed party based on another entity’s
failure to perform under an agreement, as welhdsect guarantees of the indebtedness of others.
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Derivative Contracts

Certain derivative contracts meet the accountirftnidien of a guarantee, including certain writteptions
and contingent forward contracts. The Company hasladed information regarding all derivative
contracts that could meet the accounting definitiba guarantee and has used the notional amouheas
maximum potential payout for certain derivative ttaats, such as written foreign currency options.

In certain situations, collateral may be held by @ompany for those contracts that meet the defimaf

a guarantee. Generally, the Company sets collategalirements by counterparty so that the collatera
covers various transactions and products and islitated specifically to individual contracts.sd| the
Company may recover amounts related to the underlgisset delivered to the Company under the
derivative contract.

The Company records derivative contracts at failueza Aggregate market risk limits have been
established and market risk measures are routimelyitored against these limits. The Company also
manages its exposure to these derivative contifaciagh a variety of risk mitigation strategiesluttng,

but not limited to, entering into offsetting ecorionmedge positions. The Company believes that the
notional amounts of the derivative contracts gdheoaerstate its exposure.

Legal

In addition to the matter described below, in tbenmal course of business, the Company has beendhame
from time to time, as a defendant in various legalons, including arbitrations, class actions atiter
litigation, arising in connection with its activé as a financial services institution. Certaithefactual or
threatened legal actions include claims for sulistbtompensatory and/or punitive damages or cldons
indeterminate amounts of damages. In some caseseritities that would otherwise be the primary
defendants in such cases are bankrupt or in finhdistress.

The Company is also involved, from time to timepther reviews, investigations and proceedingsh(bot
formal and informal) by governmental and self-regoity agencies regarding the Company’s businesls, an
involving, among other matters, sales and tradictividies, financial products or offerings sold Hye
Company, and accounting and operational mattersaiceof which may result in adverse judgments,
settlements, fines, penalties, injunctions or otk&ef.

The Company contests liability and/or the amountlamages as appropriate in each pending matter.
Where available information indicates that it i®lgable a liability had been incurred at the datehef
consolidated statement of financial condition ame €Company can reasonably estimate the amounabf th
loss, the Company accrues the estimated loss bgrge to income.

In many proceedings and investigations, howevés,iitherently difficult to determine whether ammg$ is
probable or even possible, or to estimate the amobtimny loss. The Company cannot predict with
certainty if, how or when such proceedings or itigasions will be resolved or what the eventual
settlement, fine, penalty or other relief, if ampay be, particularly for proceedings and invesioyet
where the factual record is being developed orestat or where plaintiffs or government entitieskse
substantial or indeterminate damages, restitutimgorgement or penalties. Numerous issues may toeed
be resolved, including through potentially lengtdigscovery and determination of important factual
matters, determination of issues related to cleg#fication and the calculation of damages or ptiéef,
and by addressing novel or unsettled legal questigevant to the proceedings or investigations in
guestion, before a loss or additional loss or rasfdess or additional loss can be reasonably egé&thfor

a proceeding or investigation. Subject to the foneg, the Company believes, based on current krayele
and after consultation with counsel, that the omemf such proceedings and investigations willheote

a material adverse effect on the consolidated &imducondition of the Company.
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Over the last several years, the level of litigatamd investigatory activity (both formal and infal) by
government and self-regulatory agencies has inedeamterially in the financial services industryhi®y
the Company has identified below a proceeding tthatCompany believes to be material, individually o
collectively, there can be no assurance that anhditimaterial losses will not be incurred from eiaithat
have not yet been asserted or are not yet detedrtinige material.

On May 27, 2014, the Firm was named as a defendantivil case styledracy Chen, as an aggrieved
employee, v. Morgan Stanley Smith Barney LLC,.gtvlich is pending in Orange County Superior Court
in California. Plaintiff seeks civil penalties oelmlf of the State of California and all current darmer
California employees allegedly aggrieved by certdithe Company's policies, pursuant to the Catitor
Private Attorney General Act, Cal. Labor Code s#c2699 et seq. Plaintiff asserts that the Company'
expense reimbursement and final pay policies, gretiically, the Firm’s Alternative Flexible Grid
program, violate the California Labor Code undetiotss factual and legal theories, including by pags
the Company's costs of doing business onto FinbAdssors, and by paying some terminated Financial
Advisors outside the statutorily prescribed timeiquk for final wages. Plaintiff seeks per pay pdrio
remedies based on the number of impacted emplogEsneys’ fees, and enhanced penalties for a
“willful” violation, which can potentially include25% of the amount found to have been unlawfully
withheld. The total penalties sought are curreatigpecified.

Other

The Company has identified operational issues tbsuilted in the reporting of incorrect cost basais t
information to the Internal Revenue Service (“IR&Md retail brokerage clients for tax years 201augh
2016. Most of the Company’s clients are not impatte these issues. However, these issues haveeaffec
a significant number of client accounts. In theecakclients for whom the Company has determinadl th
there have been tax underpayments to the IRS asudt of these issues, the Company is in advanced
discussions with the IRS to resolve client tax wpdgments to the IRS caused by these issues at no
expense to the Company’s clients. In the caseiefitsl for whom the Company has determined thaether
have been tax overpayments to the IRS as a rddhiese issues, the Company plans to notify thedntan
offer to pay them an amount equivalent to theirrpagment to the IRS. Although the Company’s review
of these issues is continuing, the Company beli¢gvasthe final outcome of this matter will not leaa
material adverse effect on the consolidated statenfdinancial condition.

Note 11 — Variable Interest Entities and SecuritizRon Activities

The Company is involved with various special pugpeatities (“SPEs”) in the normal course of busines
In most cases, these entities are deemed to Bbi@amterest entities (“VIES”).

The Company'’s variable interests in VIEs includetdend equity interests. The Company'’s involvement
with VIEs arises primarily from interests purchasid connection with secondary market-making
activities.

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

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

Securitization transactions generally involve VIBsimarily as a result of its client facilitatioctavities,

the Company owned securities issued by securitizeé®PEs for which the maximum exposure to loss is
less than specific thresholds. These securitiedetdt$120 at December 31, 2016. The Company’s pyima
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risk exposure is to the securities issued by the, ®ned by the Company, with the risk highest o t
most subordinate class of beneficial interestss&tsecurities are included in Financial instrumemtsed
and are measured at fair value. The Company doeprowide additional support in these transactions
through contractual facilities, such as liquidiggcilities, guarantees or similar derivatives. Thmpany’s
maximum exposure to loss equals the fair valubé®fecurities owned.

Note 12 — Sales and Trading Activities

Sales and Trading

The Company conducts sales, trading, financingdiedt facilitation activities on securities and@TC
markets.

The Company's trading portfolios are managed withiew toward the risk and profitability of the
portfolios. The following is a discussion of riskamagement and the Company’s primary risks: market
risk, credit risk, operational risk, and liquidignd funding risk, policies and procedures covethggse
activities.

Risk Management

The Company’s risk management policies and relptededures are aligned with those of the Ultimate
Parent and its other consolidated subsidiariessé pelicies and related procedures are administered
coordinated global and legal entity basis with cd@&stion given to each subsidiary’s, including the
Company’s, specific capital and regulatory requiata. For the Risk Management discussion which
follows, the term “Company” includes the Ultimatar@nt and its subsidiaries.

Risk is an inherent part of the Company’s busireasd activities. Management believes effective risk
management is vital to the success of the Compdnysiness activities. Accordingly, the Company has
policies and procedures in place to identify, measononitor, advise, challenge and control the gipial
risks involved in the activities of its businesslaupport functions. The Company’s ability to pniypand
effectively identify, measure, monitor, advise, ltdrage and control each of the various types df ris
involved in its activities is critical to its sounelss and profitability.

The cornerstone of the Company’s risk managemeifdgaphy is the execution of risk-adjusted returns
through prudent risk-taking that protects the Comyfsa capital base and franchise. Five key prinaple
underlie this philosophy: integrity, comprehensie®s) independence, accountability, and transpargiocy
help ensure the efficacy of risk management, whikhan essential component of the Company’s
reputation, senior management requires thorough faeguent communication and the appropriate
escalation of risk matters. The fast-paced, compdexd constantly-evolving nature of global finahcia
markets requires that the Company maintain a riakagement culture that is incisive, knowledgeable
about specialized products and markets, and sulgj@ctgoing review and enhancement.

Market Risk

Market risk refers to the risk that a change inléwel of one or more market prices, rates, indioaplied
volatilities (the price volatility of the underlygninstrument imputed from option prices) or othearket
factors, such as market liquidity, will result ioskes for a position or portfolio owned by the Camp
Generally, the Company incurs market risk as altrestrading, investing, and client facilitatiortavities
where a substantial majority of the Company’s miarisi exposures is generated.

Sound market risk management is an integral pathe@fCompany’s culture. The various business units
and trading desks are responsible for ensuringriaaket risk exposures are well-managed and prudent
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Market risk is monitored through various measutesing statistics; by measures of position sensgjtivi
and through routine stress testing, which meastiresimpact on the value of existing portfolios of
specified changes in market factors, and througénaio analyses conducted in collaboration with
business units.

Credit Risk

Credit risk refers to the risk of loss arising wherborrower, counterparty or issuer does not mnset i
financial obligations owned by the Company. The @any primarily incurs credit risk exposure to
institutions and individuals. This risk may ariger a variety of business activities, includingt bot
limited to, entering into derivative contracts undehich counterparties have obligations to make
payments to the Company; extending credit to dieptoviding funding that is secured by physical or
financial collateral whose value may at times bsufficient to cover the loan repayment amount; and
posting margin and/or collateral to counterpartiBisis type of risk requires credit analysis of sfiec
counterparties, both initially and on an ongoingibaThe Company also incurs credit risk througihgina
and other customer securities-based lending tréineacwhich are collateralized by securities.

The Company has structured its credit risk managerinamework to reflect that each of its businesses
generates unique credit risks, and establishesiggado evaluate, monitor and control credit Bgkosure
both within and across its business activities. Toenpany is responsible for ensuring transparerficy o
material credit risks, ensuring compliance witrabished limits, approving material extensions refdit,

and escalating risk concentrations to appropriatéos management. The Company’s credit risk exposur
is managed by credit professionals and risk coressttof the Company that monitor risk exposures,
including margin loans and credit sensitive, highisk transactions. See Note 6 for a discussion of
Concentration Risk.

Operational Risk

Operational risk refers to the risk of financialather loss, or damage to a firm’s reputation, ltegufrom
inadequate or failed processes, people, systemfowr external events (e.g., fraud, theft, legatl an
compliance risks, cyber attacks or damage to phlsissets). The Company may incur operational risk
across the full scope of its business activities]uding revenue-generating activities (e.g., saed
trading) and support and control groups (e.g.,rmétion technology and trade processing). As stih,
Company may incur operational risk in each of itésibns.

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

Liquidity and Funding Risk

Liquidity and funding risk refers to the risk ththe Company will be unable to finance its operaidne
to a loss of access to the capital markets orcdiffy in liquidating its assets. Liquidity and fung risk
also encompasses the Company’s ability to medinascial obligations without experiencing signéitt
business disruption or reputational damage thattimaaten its viability as a going concern.

The primary goal of the Company’s Liquidity Risk Megement Framework is to ensure that the Company
has access to adequate funding across a wide ddrngarket conditions. The framework is designed to
enable the Company to fulfill its financial obligais and support the execution of its businessegjies.

The Company’s Required Liquidity Framework reflettte amount of liquidity the Company must hold in
both normal and stressed environments to ensutdtshinancial condition or overall soundness & n
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adversely affected by an inability (or perceivedhitity) to meet its financial obligations in a thy
manner. The Required Liquidity Framework considérs most constraining liquidity requirement to
satisfy all regulatory and internal limits. The Qmany uses Liquidity Stress Tests to model liquidity
inflows and outflows across multiple scenarios oaerange of time horizons. These scenarios contain
various combinations of idiosyncratic and systestiess events of different severity and duratidme T
methodology, implementation, production and analysi the Company’s Liquidity Stress Tests are
important components of the Required Liquidity Feavork.

Note 13 — Employee Stock-Based Compensation Plans

Eligible employees of the Company participate irvesal of the Ultimate Parent's stock-based
compensation plans. The Ultimate Parent measurapausation cost for stock-based awards at fairevalu
and recognizes compensation cost over the senec®d) net of estimated forfeitures. Stock-based
compensation costs are charged to the CompanyebyIitimate Parent based upon the awards granted to
employees participating in the Ultimate Parentegpams.

Restricted Stock Units

Restricted stock units (“RSUs”) are generally sabje vesting over time, generally three years fitbm
date of grant, contingent upon continued employnard subject to restrictions on sale, transfer or
assignment until conversion to common stock. All arportion of an award may be canceled if
employment is terminated before the end of thevagie vesting period and after the relevant vesting
period in certain situations. Recipients of RSUy imave voting rights, at the Ultimate Parent’s g#son,

and generally receive dividend equivalents. Théntdite Parent determines the fair value of RSUsdase
on the grant-date fair value of its common stockasured as the volume-weighted average price on the
date of grant. Certain awards provide the UltinRdeent discretion to cancel all or a portion of aineard
under specified circumstances.

Performance-Based Stock Units

Performance-based stock units (“PSUs") will vest aanvert to shares of common stock at the enteof t
performance period only if the Ultimate Parent as predetermined performance and market-based
conditions over the three-year performance petiadl hegan on January 1 of the grant year and énes t
years later on December 31. Under the terms olweed, the number of PSUs that will actually vest a
convert to shares will be based on the extent ticlwithe Ultimate Parent achieves the specified
performance goals during the performance periodJsP8ave vesting, restriction and cancellation
provisions that are generally similar to those &UR. The Ultimate Parent determines the fair value
PSUs with non-market performance conditions basethe grant-date fair value of its common stock,
measured as the volume-weighted average priceeoddte of grant. PSUs with market-based conditions
are valued using a Monte Carlo valuation model.

Note 14 — Employee Benefit Plans

Substantially all employees of the Company pardit@pin employee benefit plans sponsored by the
Ultimate Parent.
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Pension and Other Postretirement Plans

The pension and postretirement plans have generaliged future benefit accruals. The pension plans
generally provide pension benefits based on eachployee’s years of credited service and on
compensation levels specified in the plans.

Certain employees are covered by a postretirememeflt plan that provides medical and life insuenc
for eligible retirees and medical insurance foirtdependents.

Morgan Stanley 401(k) Plan

Eligible employees receive 401(k) matching cashrdautions that are allocated according to partioig’
current investment direction. For 2016, employeegived a dollar for dollar Company match up toaf
eligible pay, up to the Internal Revenue Servid®$") limit. Eligible employees with eligible pagss
than or equal to one hundred thousand dollars veceifixed contribution equal to 2% of eligible pay
Certain employees received a transition contriloutiased on prior plan membership.

Note 15 - Income Taxes

The Company is a single-member limited liabilityngmany that is treated as a disregarded entity for
federal income tax purposes. The Company is indudehe consolidated federal income tax returedfil
by the Ultimate Parent. Federal income taxes havemglly been provided on a separate entity basis i
accordance with the Tax Sharing Agreement withUhanate Parent. The Company is included in the
combined state and local income tax returns wighUhimate Parent and certain other subsidiariehef
Ultimate Parent. State and local income taxes Ha@n provided on separate entity income at the
effective tax rate of the Company's combined filgngup.

In accordance with the terms of the Tax Sharingeagrent with the Ultimate Parent, substantially all
current and deferred taxes (federal, combined amithny state) are offset with all other intercompan
balances with the Ultimate Parent.

Deferred income taxes reflect the net tax effeCtemporary differences between the financial répgr
and tax bases of assets and liabilities and arsume@ using the applicable enacted tax rates avalttzat
will be in effect when such differences are expedtereverse. The Company’s deferred income tasees a
primarily attributable to intangibles and compeiwatin accordance with the terms of the Tax Alltma
Agreement with the Ultimate Parent, all deferred dasets and liabilities are recorded, and analjaed
realizability, at the Parent level due to the Comypastatus as a disregarded entity.

The Company is subject to the income and indiraxtlaws of the U.S., its states and municipalitres
which the Company has significant business operatidhese tax laws are complex and subject to
different interpretations by the taxpayer and thievant governmental taxing authorities. The Corgpan
must make judgments and interpretations aboutppécation of these inherently complex tax laws whe
determining the provision for income taxes and #xpense for indirect taxes and must also make
estimates about when certain items affect taxaldenne in the various tax jurisdictions. Disputegrov
interpretations of the tax laws may be settled wlith taxing authority upon examination or auditeTh
Company periodically evaluates the likelihood o$essments in each taxing jurisdiction resultingnfro
current and subsequent years’ examinations, aretagnized tax benefits related to potential losisat
may arise from tax audits are established in aegurel with the guidance on accounting for unrecaghiz
tax benefits. Once established, unrecognized taefiie are adjusted when there is more information
available or when an event occurs requiring a ceang

As of December 31, 2016 the Company has not adganog liabilities for unrecognized tax benefitstm
consolidated statement of financial condition.
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Tax Authority Examination

The Company, through its inclusion in the partnigrskturn of the Parent prior to October 31, 2044 i
currently under audit by the Internal Revenue Ser(ihe “IRS”) as well as New York City for taxays
2009 — 2013 and 2010 — 2012 respectively. The Cagpthrough its inclusion in the return of the
Ultimate Parent, is under continuous examinatiorihey|RS and other tax authorities in certain state
which the Company has significant business opearstisuch as New York.

The Company believes that the resolution of thesentatters will not have a material effect on the
consolidated statement of financial condition, @lifgh a resolution could have a material impacthan t
effective tax rate for any period in which suchotaon occurs.

The following are the major tax jurisdictions in i the Company and its affiliates operate and the
earliest tax year subject to examination:

Jurisdiction Tax Year
United States 2014
New York State and New York City 2014
New York City Unincorporated Business Tax 2010

Note 16 - Requlatory Capital and Other Requirements

MSSB is a registered U.S. broker-dealer and, adoglsd is subject to the SEC’s net capital rule.dén
this rule, MSSB is required to maintain minimum NG&pital, as defined under SEC Rule 15¢3-1, of not
less than the greater of 2% of aggregate debititeising from customer transactions, plus excesgjim
collateral on reverse repurchase agreements. Aerbleer 31, 2016, MSSB’s Net Capital was $3,946,
which exceeded the minimum requirement by $3,797.

The Financial Industry Regulatory Authority may weég a member firm to reduce its business if net
capital is less than 4% of such aggregate delpitsitend may prohibit a firm from expanding its besif
net capital is less than 5% of such aggregate dehis.

Advances to the Ultimate Parent and its affiliatepayment of subordinated liabilities, dividengmpants
and other equity withdrawals are subject to cenaitification and other provisions of the SEC Napftal
rule.

As of December 31, 2016, the Company performednapatation for the reserve requirement related to
proprietary accounts of brokers (commonly refetceds “PAB”) set forth under SEC Rule 15¢3-3.

Note 17 — Subsequent Events

The Company has evaluated subsequent events fastadint to or disclosure in the consolidated
statement of financial condition through the datteéhts report and the Company has not identifieg an
recordable or disclosable events, not otherwiserteg in these consolidated statement of financial
condition or the notes thereto.

*kkkkk
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A copy of our December 31, 2016, consolidated statd of financial condition filed pursuant to Rule
17a-5 of the Securities Exchange Act of 1934 idlalbke for examination at the New York Office ofeth

Securities and Exchange Commission or at our graiadffice at 2000 Westchester Avenue, Purchase,
N.Y. 10577.

A copy of this Morgan Stanley Smith Barney LLC Gbdated Statement of Financial Condition can be
viewed online at the Morgan Stanley website at:

http:/www.morganstanley.com/about-us-ir/shareholterganstanley smithbarney_llc.pdf
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