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MORGAN STANLEY SMITH BARNEY LLC
CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
June 30, 2014
(Unaudited)
(In millions of dollars)

ASSETS
Cash § 851
Cash deposited with clearing organizations or ggesl under federal and
other regulations or requirements 2,167

Financial instruments owned, at fair value (apprately $119 were pledged to various parties) 1,797
Securities purchased under agreements to resell 4,020
Securities borrowed 374
Receivables:

Customers (net of $7 allowance for dodtficounts) 14,939

Brokers, dealers and clearing organization 889

Fees, interest and other 673

Affiliates 56
Equipment and software (net of accumulated depieniaf $23) 14
Goodwill 4,609
Intangible assets (net of accumulated amortizaifddil,255) 2,695
Other assets 327
Total assets § 33,411

LIABILITIES AND MEMBER’S EQUITY

Short-term borrowings - affiliates § 170
Financial instruments sold, not yet purchasedaiatBlue 702
Securities sold under agreements to repurchase 5,107
Securities loaned 2,504
Payables:

Customers 7,518

Brokers, dealers and clearing organization 350

Interest and dividends 26
Other liabilities and accrued compensation expenses 3,736
Total liabilities 20,113
Subordinated liabilities 100
Member’s equity 13,198
Total liabilities and member’s equity § 33,411

See Notes to Consolidated Statement of Financiatifion.
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MORGAN STANLEY SMITH BARNEY LLC
NOTES TO CONSOLIDATED STATEMENT OF FINANCIAL CONDIT ION
At June 30, 2014
(Unaudited)
(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 fic&l services to a large and diversified grouplmnts,
financial institutions and individuals. The Companlgusinesses include financial advisory servisakes,
and trading in fixed income securities and relgbeaducts, including foreign exchange and investment
activities and new issue distribution of fixed in@® equity and packaged products. The Company
provides clients with a comprehensive array ofifgial solutions, including MSSB products and sesjand
products and services from third party provideushsas insurance companies and mutual fund famillies
Company offers brokerage and investment advisoryicgs covering various investment alternatives;
financial and wealth planning services; annuity eassdrance products; cash management; and retitgriaen
services through a network of over sixteen thoudamahcial advisors in the United States of America
(“U.S.").

MSSB is registered with the Securities and Excha@gmmission (“SEC”) as a broker-dealer and as a
investment adviser. The Company is also registaasda futures commission merchant with the
Commodity Futures Trading Commission (“CFTC").

The Company is a wholly owned subsidiary of Mor§temley Smith Barney Holdings LLC (the “Parent”).
Basis of Financial Information

The consolidated statement of financial conditisrpiepared in accordance with accounting principles
generally accepted in the U.S., which require tben@any to make estimates and assumptions regarding
the valuations of certain financial instrumentsg thialuation of goodwill and intangible assets,
compensation, the outcome of litigation and taxtemat and other matters that affect the consoliiate
statement of financial condition and related disates. The Company believes that the estimatezegtil

in the preparation of the consolidated statemeriitnahcial condition are prudent and reasonabldu#lc
results could differ materially from these estinsate

All material intercompany balances and transactiorih the Company’s subsidiaries have been
eliminated.

The consolidated statement of financial conditiocludes the accounts of MSSB and its wholly owned
subsidiaries in which MSSB has a controlling finahmterest.

At June 30, 2014, the Company’s consolidated sidyg@d reported $5 of assets and $5 of member’s
equity on a stand-alone basis.



Note 2 - Summary of Significant Accounting Policies

Financial Instruments and Fair Value

A portion of the Company’s financial instrumente aarried at fair value. A description of the Comga
policies regarding fair value measurement andppdieation to these financial instruments follows.

Financial Instruments Measured at Fair Value

All of the instruments within Financial instrumentsvned and Financial instruments sold, not yet
purchased, are measured at fair value as requiyeactounting guidance. These financial instruments
primarily represent the Company’s trading positiand include both cash and derivative products.

The fair value of over-the-counter (“OTC") finankiastruments, including derivative contracts rethto
financial instruments and commodities, is preseritedhe accompanying consolidated statement of
financial condition on a net-by-counterparty basiben appropriate. Additionally, the Company néis t
fair value of cash collateral paid or received aghthe fair value amounts recognized for net @éire
positions executed with the same counterparty utheiesame master netting agreement.

Fair Value Measurement — Definition and Hierarchy

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

In determining fair value, the Company uses varimlgsation approaches and establishes a hieraoghy f
inputs used in measuring fair value that maximtbesuse of relevant observable inputs and minintizes
use of unobservable inputs by requiring that thestmmbservable inputs be used when available.
Observable inputs are inputs that market parti¢gamould use in pricing the asset or liability thedre
developed based on market data obtained from sourdependent of the Company. Unobservable inputs
are inputs that reflect the Company’s assumptidiathe assumptions other market participants agvoul
use in pricing the asset or liability that were eleped based on the best information availablehén t
circumstances. The hierarchy is broken down integhevels based on the observability of inputs as
follows:

» Level 1 -- Valuations based on quoted pricescitva markets for identical assets or liabilitibatt
the Company has the ability to access. Valuatignsaments 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 quqécks in markets that are not active or for
which all significant inputs are observable, eittieectly or indirectly.

» Level 3 -- Valuations based on inputs that arebservable and significant to the overall faiueal
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 proguehether the product is new and not yet estaidish

the marketplace, the liquidity of markets and ottiesracteristics particular to the product. To éleent
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 exercisedhay 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 amemuas 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 conditiorideause an instrument to be reclassified from Léve
to Level 2 or Level 2 to Level 3 of the fair valbierarchy (see Note 4). In addition, a downturmizrket
conditions could lead to declines in the valuattbmany instruments.

In certain cases, the inputs used to measure #irevmay fall into different levels of the fair ual
hierarchy. In such cases, for disclosure purpdbeslevel in the fair value hierarchy within whittre fair
value measurement falls in its entirety is deteadibased on the lowest level input that is sigaificdo
the fair value measurement in its entirety.

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 willingaccept for an asset. For financial instrumertese
inputs are based on bid-ask prices, the Company doerequire that the fair value estimate alwaysb
predetermined point in the bid-ask range. The Cayiggpolicy is to allow for mid-market pricing and
adjust to the point within the bid-ask range thatets the Company’s best estimate of fair value. For
offsetting positions in the same financial instrumtpgéhe same price within the bid-ask spread isl use
measure both the long and short positions.

Fair value for many cash instruments and OTC dgviwacontracts is derived using pricing models.
Pricing models take into account the contract te(msluding maturity) as well as multiple inputs
including, where applicable, commodity prices, &guirices, interest rate yield curves, credit carve
creditworthiness of the counterparty, creditwortisi;m of the Company, option volatility and currency
rates. Where appropriate, valuation adjustmentsrage to account for various factors such as litpid
risk (bid-ask adjustments), credit quality and modecertainty. Adjustments for liquidity risk adjus
model-derived mid-market levels of Level 2 and Ue¥dinancial instruments for the bid-mid or midkas
spread required to properly reflect the exit prafea risk position. Bid-mid and mid-ask spreads are
marked to levels observed in trade activity, braleotes or other external third-party data. Whaese
spreads are unobservable for the particular positi@uestion, spreads are derived from observealtds

of similar positions. The Company considers cotldteneld and legally enforceable master netting
agreements that mitigate the Company’s exposueacth counterparty. Adjustments for model unceaint
are taken for positions whose underlying modelsraliant on significant inputs that are neitheredity

nor indirectly observable, hence requiring relianceestablished theoretical concepts in their ddion.
These adjustments are derived by making assessofethis possible degree of variability using statéd
approaches and market-based information wherelges3ihe Company generally subjects all valuations
and models to a review process initially and or@galic basis thereafter.

Fair value is a market-based measure considered thie perspective of a market participant rathanth
an entity-specific measure. Therefore, even whenkebaassumptions are not readily available, the
Company’s own assumptions are set to reflect thustethe Company believes market participants would
use in pricing the asset or liability at the measwnt date.

Where the Company manages a group of financiatsassel financial liabilities on the basis of itg ne
exposure to either market risks or credit risk, @@mpany measures the fair value of that group of
financial instruments consistently with how marpetticipants would price the net risk exposurehat t
measurement date.

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 Finaal Control Group (“FCG”) of Morgan Stanley
(the “Ultimate Parent”) and its consolidated sulasids is responsible for the Company’s fair value
valuation policies, processes and procedures. \VRiBdiependent of the business units and repottseto
Chief Financial Officer of the Ultimate Parent ait&l consolidated subsidiaries (“CFQ”), who has ffina
authority over the valuation of the Company’s ficiah instruments. VRG implements valuation control
processes to validate the fair value of the Comigafipancial instruments measured at fair value,
including those derived from pricing models. Thesatrol processes are designed to assure thaathesy
used for financial reporting are based on obseevaidguts wherever possible. In the event that olabde
inputs are not available, the control processesles@gned to assure that the valuation approatibedtiis
appropriate and consistently applied and that $iseraptions are reasonable.

The Company’s control processes apply to finaringtluments categorized in Level 1, Level 2 or Ued/e
of the fair value hierarchy, unless otherwise nofgtkse control processes include:

Model Review.VRG, in conjunction with the Market Risk DepartrheffMRD”) and, where
appropriate, the Credit Risk Management Departnimth of which report to the Chief Risk Officer of
the Ultimate Parent and its consolidated subsisarindependently review valuation models’
theoretical soundness, the appropriateness of aheation methodology and calibration techniques
developed by the business units using observalgatin Where inputs are not observable, VRG
reviews the appropriateness of the proposed valuatiethodology to ensure it is consistent with how
a market participant would arrive at the unobsdevatput. The valuation methodologies utilizedie t
absence of observable inputs may include extrapalatechniques and the use of comparable
observable inputs. As part of the review, VRG depsla methodology to independently verify the fair
value generated by the business unit's valuatiomdeiso Before trades are executed using new
valuation models, those models are required tonbependently reviewed. All of the Company’s
valuation models are subject to an independentafiRG review.

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

VRG uses recently executed transactions, othemedisie market data such as exchange data, broker-
dealer quotes, third-party pricing vendors and eggtion services for validating the fair values of
financial instruments generated using valuation @dVRG 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 pdwd by approved external sources are evaluated usin
a number of approaches; for example, by corrobaydtie external sources’ prices to executed trades,
by analyzing the methodology and assumptions ugdtid external 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 thidyams VRG generates a ranking of the observable
market data to ensure that the highest-ranked mdeta source is used to validate the business unit
fair value of financial instruments.

For financial instruments categorized within Le@bf the fair value hierarchy, VRG reviews the
business unit’s valuation techniques to ensureethes consistent with market participant assumption



The results of this independent price verificatiord any adjustments made by VRG to the fair value
generated by the business units are presented tmgement of the Ultimate Parent and its
consolidated subsidiaries, on a regular basis.

Review of New Level 3 TransactiondRG reviews the models and valuation methodologgduto
price all new material Level 3 transactions anchite€G and MRD management must approve the fair
value of the trade that is initially recognized.

For further information on financial assets andilides that are measured at fair value on a m&egrand
non-recurring basis, see Note 4.

Cash
Cash consists of cash held on deposit.

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

Cash deposited with clearing organizations or gmdesl 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 ungiEreaents to resell (“reverse repurchase agreethents
and Securities loaned or Securities sold undereageats to repurchase (“repurchase agreements”) are
treated as collateralized transactions. Reversarchpse agreements and repurchase agreements are
carried on the consolidated statement of finanmiaidition at the amounts of cash paid or receiphgs
accrued interest. Where appropriate, repurchasseagmts and reverse repurchase agreements with the
same counterparty are reported on a net basisritezborrowed and securities loaned are recoadd¢le
amount of cash collateral advanced or received.

Receivables and Payables — Customers

Receivables from customers (net of allowance farbtfol accounts) and payables to customers include
amounts due on cash and margin transactions. 8esudwned by customers, including those that
collateralize margin or similar transactions, act reflected on the consolidated statement of firen
condition.

Receivables and Payables — Brokers, Dealers and @iag Organizations

Receivables from brokers, dealers and clearingniggtions include amounts receivable for securitiets
delivered by the Company to a purchaser by théegsdnt date, margin deposits, commissions, and net
receivables/payables arising from unsettled traBagables to brokers, dealers and clearing orgéomza
include amounts payable for securities not recelwethe Company from a seller by the settlemeng dat
and payables to clearing organizations.



Equipment and Software

Equipment and software consists of computer andnaamications equipment, and software. Equipment
and software are stated at cost less accumulatpdeaiation and amortization. Depreciation and
amortization are provided by the straight-line roetlover the estimated useful life of the assetnizged
useful lives are generally as follows: computer anthmunications equipment — 3 to 8 years. Estimated
useful lives for software costs are generally 8 tears.

Equipment and software costs are tested for impaitmvhenever events or changes in circumstances
suggest that an asset’s carrying value may noulberecoverable in accordance with current acciognt
guidance.

Goodwill and Intangible Assets

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

Other Assets
Other assets include, but are not limited to, pdeepapenses.
Other Liabilities

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

Accounting Developments

Obligations Resulting from Joint and Several LigpiArrangements for Which the Total Amount of the
Obligation Is Fixed at the Reporting Datin February 2013, the Financial Accounting Stadda&oard
(the “FASB") issued an accounting update that neguan entity to measure obligations resulting from
joint and several liability arrangements for whiblke total amount of the obligation is fixed at thporting
date, as the sum of the amount the reporting eatjtged to pay and any additional amount the rigygort
entity expects to pay on behalf of its co-obligorkis update also requires additional disclosulesutl
those obligations. This guidance became effectiveélfe Company retrospectively beginning on January
1, 2014. The adoption of this accounting guidanck bt have a material impact on the Company’s
consolidated statement of financial condition.

Reporting Discontinued Operations and Disclosuré®isposals of Components of an Entity. April
2014, the FASB issued an accounting update thatgesathe requirements and disclosure for reporting
discontinued operations. The new guidance defirgis@ntinued operation as a disposal of a comgonen
or group of components that is disposed of orassified as held for sale and represents a stcasbgt
that has (or will have) a major effect on an efgigperations and financial results. Individualigrsficant
components that have been disposed of or are tiefdhfe that do not meet the definition of a disicared
operation require new disclosures. The Companytaddpis guidance on April 1, 2014, as early adwopti

is permitted. The adoption of this guidance did mmte a material impact on the Company’s cons@dlat
statement of financial condition.



Note 3- Related Party Transactions

The Company has transactions with the Ultimate aend its affiliates. Subordinated liabilities
transacted with the Ultimate Parent are describédbite 9.

On June 30, 2014, the Company paid a dividend 60%0 the Parent. Morgan Stanley & Co. LLC
(“MS&Co”) contributed research services totalingdi8ing the six months ended June 30, 2014.

Receivables from and payables to affiliates cordishtercompany transactions that occur in thenabr
course of business. Payables to affiliates areaursd, bear interest at prevailing market rates san
payable on demand.

Assets and receivables from affiliated companiekiae 30, 2014 are comprised of:
Cash deposited with clearing organizations oregaged under federal and

other regulations or requirements $ 12
Financial instruments owned - Corporate and atlebt 58
Reverse repurchase agreements 3,841
Securities borrowed 374
Receivables - Customers 9
Receivables - Brokers, dealers and clearing dzgdons 735
Receivables - Fees, interest and other 10
Receivables - Affiliates 56
Other assets 5

Liabilities and payables to affiliated companiesate 30, 2014 are comprised of:

Short term borrowings - affiliates $ 170
Repurchase agreements 4,490
Securities loaned 2,504
Payables - Brokers, dealers and clearing orgaoizsa 163
Other liabilities 1
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 quoterkeharices. 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 maegoakes consisting of agency-issued debt and agency
mortgage pass-through pool securities. Non-callalglency-issued debt securities are generally valued
using quoted market prices. Callable agency-issiehl securities are valued by benchmarking model-
derived prices to quoted market prices and tradk fda identical or comparable securities. The Yailue

of agency mortgage pass-through pool securitiesodel-driven based on spreads of the comparable To-
be-announced (“TBA") security. Actively traded noalable agency-issued debt securities are gegerall
categorized in Level 1 of the fair value hierarci@Ballable agency-issued debt securities and agency
mortgage pass-through pool securities are genecaliggorized in Level 2 or Level 3 of the fair \alu
hierarchy.

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 aegarated 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
State and Municipal Securities

The fair value of state and municipal securitiedagermined using recently executed transactioasken
price quotations and pricing models that factorwhgere applicable, interest rates, bond or cregfiawlt
swap spreads and volatility. These bonds are giyneeadegorized in Level 2 of the fair value hieriay.

Residential Mortgage-Backed Securities (“‘RMBS”) @wimmercial Mortgage-Backed Securities
(HCMBSH)

RMBS and CMBS may be valued based on price or dpdasa obtained from observed transactions or
independent external parties such as vendors &etwoWhen position-specific external price dataraot
observable, the fair value determination may reghé@nchmarking to similar instruments and/or anatyz
expected credit losses, default and recovery rated/or applying discounted cash flow techniquas. |
evaluating the fair value of each security, the @any considers security collateral-specific atttéisu
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including payment priority, credit enhancement lsyvaype of collateral, delinquency rates and loss
severity. In addition, for RMBS borrowers, Fair dsaCorporation (“FICO”) scores and the level of
documentation for the loan are also consideredkdtastandard models, such as Intex, Trepp or gthers
may be deployed to model the specific collaterahposition and cash flow structure of each traneacti
Key inputs to these models are market spreads;dsted credit losses, and default and prepaymtad ra
for each asset category. Valuation levels of RMB8 @MBS indices are also used as an additional data
point for benchmarking purposes or to price outrigdex positions.

RMBS and CMBS are generally categorized in Levelf 2he fair value hierarchy. If external prices or
significant spread inputs are unobservable or & ttomparability assessment involves significant
subjectivity related to property type differencessh flows, performance and other inputs, then RMB®
CMBS are categorized in Level 3 of the fair valigrérchy.

Corporate Bonds

The fair value of corporate bonds is determinechgisiecently executed transactions, market price
guotations (where observable), bond spreads, cdeditult swap spreads, at the money volatility and/
volatility skew obtained from independent exterpalties such as vendors and brokers adjusted for an
basis difference between cash and derivative im&nis. The spread data used are for the same tyaturi
as the bond. If the spread data do not referereéstiuer, then data that reference a comparakhierisse
used. When position-specific external price da& rast observable, fair value is determined based on
either benchmarking to similar instruments or céistv models with yield curves, bond or single-name
credit default swap spreads and recovery ratesigmsficant inputs. Corporate bonds are generally
categorized in Level 2 of the fair value hierarchiyinstances where prices, spreads or any of tihero
aforementioned key inputs are unobservable, thegategorized in Level 3 of the fair value hiergrch

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, viaoiadjustments are not applied, and they are oaiz=gl

in Level 1 of the fair value hierarchy; otherwisigey are categorized in Level 2 or Level 3 of thie value
hierarchy.

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 tradeel\aalued
using the same approaches as those applied to @fiatives; they are generally categorized in Lével

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 acm, the fair value of OTC derivative producésc
be either observed or modeled using a series bhigges and model inputs from comparable benchmarks
including closed-form analytic formulas, such as Biack-Scholes option-pricing model, and simulatio
models or a combination thereof. Many pricing medéb not entail material subjectivity because the
methodologies employed do not necessitate significalgment, and the pricing inputs are observethfr
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actively quoted markets, as is the case for gefetécest rate swaps, certain option contractscamthin
credit default swaps. In the case of more estadafisterivative products, the pricing models usedhay
Company are widely accepted by the financial ses/iadustry. A substantial majority of OTC derivati
products valued by the Company using pricing motilsnto this category and are categorized indlev
2 of the fair value hierarchy.

For further information on derivative instrumergee Note 10.
| nvestments

The Company’'s investments include investments idgbefunds. Initially, the transaction price is
generally considered by the Company as the exie@nd is the Company’s best estimate of fair value

After initial recognition, in determining the faialue of non-exchange-traded internally and extlrna
managed funds, the Company generally considemehasset value (“NAV”) of the fund provided by the
fund manager to be the best estimate of fair value.

Investments in hedge funds that are redeemabléeatmteasurement date or in the near future are
categorized in Level 2 of the fair value hierarchtherwise, they are categorized in Level 3 of fdie
value hierarchy.

Physical Commaodities
The Company trades various precious metals on baifalts 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.
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The following fair value hierarchy table presentfoimation about the Company’s financial assets and
liabilities measured at fair value on a recurrirggib at June 30, 2014. See Note 2 for a discussitire
Company'’s policies regarding the fair value hiengrc

Assets and Liabilities Measured at Fair Value on &ecurring Basis at June 30, 2014
Quoted Prices

in Active
Markets for Significant Significant
Identical Observable Unobservable
Assets Inputs Inputs Balance June 30,

(Level 1) (Level 2) (Level 3) 2014
Assets at Fair Value:
Financial instruments owned:

U.S. government and agency securities:
U.S. Treasury securities ¢ 257 ¢ - ¢ - ¢ 257
U.S. agency securities - 177 - 177
Total U.S. government and agency securitie 257 177 - 434
Other sovereign government obligations 1 10 - 11
Corporate and other debt:
State and municipal securities - 484 4 488
Residential mortgage-backed securities - 7 - 7
Commercial mortgage-backed securities - 2 - 2
Corporate bonds - 681 6 687
Other debt - 2 - 2
Total corporate and other debt - 1,176 10 1,186
Corporate equitiéd 59 8 2 69
Derivative contracts:
Interest rate contracts - 2 - 2
Foreign exchange contracts - 8 - 8
Equity contracts - 65 - 65
Total derivative contracts - 75 - 75
Investments
Hedge funds - - 18 18
Physical commodities - 4 - 4
Total financial instruments owned ¢ 317 ¢ 1,450 ¢ 30 ¢ 1,797
Liabilities at Fair Value:
Financial instruments sold, not yet purchased:

U.S. government and agency securities:

U.S. Treasury securities ¢ 351 ¢ - ¢ - ¢ 351

U.S. agency securities - 2 - 2
Total U.S. government and agency securiti 351 2 - 353
Other sovereign government obligations - 4 - 4
Corporate and other debt:

Corporate bonds - 286 1 287
Corporate equiti&s 44 5 - 49
Derivative contracts

Interest rate contracts - 1 - 1

Foreign exchange contracts - 8 - 8
Total derivative contracts - 9 - 9

Total financial instruments sold, not yet purcha $ 395 ¢ 306 ¢ 1 ¢ 702

The Company holds or sells short for trading pegs equity securities issued by entities in devérdustries and of varying size.
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Transfers Between the Fair Value Hierarchy Levels Dring 2014

For assets and liabilities that were transferreéd/éen the fair value hierarchy levels during thequk fair
values are ascribed as if the assets or liabiliteesbeen transferred as of the beginning of thieghe

Financial instruments owned—Corporate and othertdeb

During the six months ended June 30, 20bé Company reclassified approximately $2 of coafmo
bonds assets from Level 3 to Level 2. The Compausiassified the corporate bonds as external prices
and/or spread inputs for these instruments becdsergable.

Financial instruments sold, not yet purchased—O#gwosereign government obligations

During the six months ended June 30, 2014, the @oaspeclassified approximately $2 of other sovereig
government obligations liabilities from Level 1ltevel 2 as transactions in these securities dicbnotr
with sufficient frequency to constitute an activarket.

Quantitative Information about and Sensitivity of Sgnificant Unobservable Inputs Used in
Recurring Level 3 Fair Value Measurements at June@® 2014

The disclosures below provide information on théua&tbon techniques, significant unobservable inputs
and their ranges and averages for each major cgtef@assets and liabilities measured at fair valoea
recurring basis with a significant Level 3 balantke level of aggregation and breadth of produatsse
the range of inputs to be wide and not evenly ithisted across the inventory. Further, the range of
unobservable inputs may differ across firms infthancial services industry because of diversityha
types of products included in each firm’s inventoife following disclosures also include qualitativ
information on the sensitivity of the fair value aserements to changes in the significant unobskrvab
inputs.

Significant Unobservable
Input(s)/Sensitivity of the

Balance at Valuation Fair Value to Changes
June 30, 2014 Technique(s) in the Unobservable Inputs Range® Average$?
Asset$?
Financial instruments owned:
Corporate and other debt:
State and municipal
securities $ 4  Comparable pricing  Comparable bond price/(A) 29 to 115 points 101 points
Corporate bonds 6  Comparable pricing  Comparable bond price/(A) 2 to 107 points 65 points

™ The ranges of significant unobservable inputs epeesented in points. Points are a percentagerpfigraexample, 115 points would be
115% of par.

@ Weighted averages are calculated by weighting &gt by the fair value of the respective finandfestruments.

®  Investments in funds measured using an unadjustdd e excluded.

Sensitivity of the fair value to changes in the urtwservable inputs:

Significant increase (decrease) in the unobseniaplé in isolation would result in a significantiygher (lower) fair value measurement.

The following provides a description of significamtobservable inputs included in the table abovkiae
30, 2014 for all major categories of assets arililiis:

Comparable bond priee-a pricing input used when prices for the identicatrument are not available.
Significant subjectivity may be involved when famlue is determined using pricing data available fo
comparable instruments. Valuation using comparatdguments can be done by calculating an implied
yield (or spread over a liquid benchmark) from ginice of a comparable bond, then adjusting thdtlyie
(or spread) to derive a value for the bond. Thesidjent to yield (or spread) should account fosvaht
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differences in the bonds such as maturity or crgddlity. Alternatively, a price-to-price basis cha
assumed between the comparable instrument andi®ing valued in order to establish the value of the
bond. Additionally, as the probability of defauitreases for a given bonide(, as the bond becomes more
distressed), the valuation of that bond will inciegly reflect its expected recovery level assuming
default. The decision to use price-to-price or dfighread comparisons largely reflects trading marke
convention for the financial instruments in queasti€rice-to-price comparisons are primarily emptbye
for distressed corporate bonds. Implied yield (@ead over a liquid benchmark) is utilized predaatéty

for non-distressed corporate bonds and state amitipal securities.

Fair Value of Investments That Calculate Net Asse¥alue

The following table presents information about @@mpany’s investments in hedge funds measured at
fair value based on NAV at June 30, 2014.

Unfunded
Fair Value Commitment

Hedge funds”
Long-short equity hedge funds $ 18 $ -

(1) At June 30, 2014, approximately 100% of these furaige a redemption frequency of greater than sirth® The notice period for long-
short equity hedge funds at June 30, 2014 is sixthso

Hedge Fundsinvestments in hedge funds may be subject talrnigriod lock-up restrictions or gates. A
hedge fund lock-up provision is a provision thatyides that, during a certain initial period, ameastor
may not make a withdrawal from the fund. The puepofa gate is to restrict the level of redemptithra
an investor in a particular hedge fund can demanany redemption date.

Long-Short Equity Hedge Fund&mount includes investments in hedge funds thagstMong or
short, in equities. Equity value and growth hedgedt purchase stocks perceived to be
undervalued and sell stocks perceived to be oweedalThere are no lock-up or exit restrictions
on the redemption of these investments.

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 ¥alue in the consolidated statement of financial
condition. The table below excludes certain finahiristruments and all non-financial assets aruliies
such as goodwill and intangible assets.

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

the ordinary course of business, Other assets,rQiii@lities and accrued compensation expenagasd,
Short-term borrowings approximate fair value beeanisthe relatively short period of time betweeaith
origination and expected maturity.

The fair value of Subordinated liabilities is gealbr determined based on transactional data od tbarty
pricing for identical or comparable instruments,ewhavailable. Where position-specific external gsic
are not observable, fair value is determined basedurrent interest rates and credit spreads fbt de
instruments with similar terms and maturity.
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Financial Instruments Not Measured At Fair Value atJune 30, 2014

At June 30, 2014 Fair Value Measurements using:
Quoted Prices
in Active
Markets for Significant Significant
Identical Observable Unobservable
Carrying Assets Inputs Inputs
Value Fair Value (Level 1) (Level 2) (Level 3)

Financial Assets:
Cash $ 851 $ 851 $ 851 $ - $ -

Cash deposited with clearing organizations or
segregated under federal and other

regulations or requirements 2,167 2,167 2,167 - -

Reverse repurchase agreements 4,020 4,020 - 4,020 -
Securities borrowed 374 374 - 374 -
Receivables®

Customers 14,939 14,939 - 14,939 -

Brokers, dealers and clearing organizations 889 889 - 889 -

Fees, interest and other 78 78 - 78 -

Affiliates 56 56 - 56 -
Other assef8 103 103 - 103 -
Financial Liabilities:
Short-term borrowings - affiliates $ 170  $ 170  $ - $ 170 % -
Repurchase agreements 5,107 5,107 - 5,107 -
Securities loaned 2,504 2,504 - 2,504 -
Payables?

Customers 7,518 7,518 - 7,518 -

Brokers, dealers and clearing organizations 350 350 - 350 -
Other liabilities and accrued compensation

expenséd 2,291 2,291 - 2,291 -
Subordinated liabilities 100 101 - 101 -

™ Accrued interest, fees and dividend receivablespaydbles where carrying value approximates fdirevhave been excluded.

@ Other assets excludes certain financial instrunthiatsare not in scope and certain non-financittinments.

@  Other liabilities and accrued compensation expersekides certain financial instruments that areinscope and certain non-financial
instruments.

Note 5 - Collateralized Transactions

The Company enters into reverse repurchase agrégmepurchase agreements, securities borrowed and
securities loaned transactions to, among othegshiacquire securities to cover short positions sette
other securities obligations, to accommodate custehmeeds and to finance the Company’s inventory
positions. The Company manages credit exposurén@risom such transactions by, in appropriate
circumstances, entering into master netting agreesrend collateral agreements with counterpartias t
provide the Company, in the event of a counterpadefault (such as bankruptcy or a counterpartyilaria

to pay or perform), with the right to net a couptaty’s rights and obligations under such agreeraadt
liquidate and set-off collateral held by the Compagainst the net amount owed by the counterpalty.
Company’s policy is generally to take possessiosemiurities purchased under agreements to resell an
securities borrowed, and to receive securitiescasth posted as collateral (with rights of rehypcatien),
although in certain cases the Company may agresufdr collateral to be posted to a third-party adisin
under a tri-party arrangement that enables the @agnpo take control of such collateral in the evena
counterparty default. The Company also monitorsfaiirevalue of the underlying securities as comgare
with the related receivable or payable, includingraed interest, and, as necessary, requests ccditi
collateral as provided under the applicable agreénte ensure such transactions are adequately
collateralized.
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The following table presents information about difsetting of these instruments and related calddte
amounts at June 30, 2014. For information relatenffsetting of derivatives, see Note 10.

Financial
Amounts Net Amounts Instruments Not
Offset in the Presented in the Offset in the
Consolidated Consolidated Consolidated
Statement of Statement of Statement of
Gross Financial Financial Financial
Amounts® Condition Condition Condition® Net Exposure
Assets
Reverse repurchase agreements  $ 4,020 $ - % 4,020 $ (3,200) $ 820
Securities borrowed 374 - 374 (367) 7
Liabilities
Repurchase agreements $ 5107 $ - $ 5107 $ (4,460) $ 647
Securities loaned 2,504 - 2,504 (2,462) 42

@ Amounts include $820 of securities purchased uadezements to resell and $647 of Securities saliéiagreements to repurchase which
are either not subject to master netting agreementllateral agreements or are subject to sucheagents but the Company has not
determined the agreements to be legally enforceable

@ Amounts relate to master netting agreements amidteral agreements which have been determinedhbyCompany to be legally
enforceable in the event of default but where aexther criteria are not met in accordance witpliaable offsetting accounting guidance.

The Company also engages in margin lending to tslivat allows the client to borrow against theueal

of qualifying securities and is included within @Guser receivables in the consolidated statement of
financial condition.Under these agreements and transactions, the Cgmeegives collateral, including
U.S. government and agency securities, other smwegovernment obligations, corporate and othet,deb
and corporate equities. Customer receivables geefeom margin lending activity are collateralizeygl
customer-owned securities held by the Company. Company monitors required margin levels and
established credit limits daily and, pursuant tohsguidelines, requires customers to deposit afditi
collateral, or reduce positions, when necessarygMdoans are extended on a demand basis andare n
committed facilities. Factors considered in theieavof margin loans are the amount of the loan, the
intended purpose, the degree of leverage beingoymblin the account, and overall evaluation of the
portfolio to ensure proper diversification or, etcase of concentrated positions, appropriatédityuof

the underlying collateral or potential hedging ®gees to reduce risk. Additionally, transactiorkating

to concentrated or restricted positions requirexdew of any legal impediments to liquidation okth
underlying collateral. Underlying collateral for rgan loans is reviewed with respect to the liquidf the
proposed collateral positions, valuation of se@sit historic trading range, volatility analysisdaan
evaluation of industry concentrations. For thesmdactions, adherence to the Company’s collateral
policies significantly limits the Company’s creditposure in the event of customer default. The Gomp
may request additional margin collateral from costes, if appropriate, and, if necessary, may sell
securities that have not been paid for or purcBasarities sold but not delivered from custometslune

30, 2014, there were approximately $13,854 of enstamargin loans outstanding.
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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¢ed/arious parties) in the consolidated statemént o
financial condition. The carrying value and classiion of financial instruments owned by the Compa
that have been loaned or pledged to counterpantiese those counterparties do not have the righello

or repledge the collateral at June 30, 2014 wefellasvs:

Financial instruments owned:

U.S. government and agency securities $ 410
Corporate and other debt 846
Corporate equities 1
Total $ 1,257

The Company receives collateral in the form of s@ies 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 thssmirities held as collateral and use the secsititie
secure repurchase agreements, to enter into sesuehding and derivative transactions or foragl to
counterparties to cover short positions. At June2BQ4, the fair value of financial instrumentseaieed as
collateral where the Company is permitted to setiepledge the securities was $21,339 and thevéire

of the portion that had been sold or repledged$vag90.

The Company is subject to concentration risk bydimg large positions in certain types of secured or
commitments to purchase securities of a singleeissncluding sovereign governments and otheriesfit
issuers located in a particular country or geogi@aphea, public and private issuers involving depeig
countries, or issuers engaged in a particular imguginancial instruments owned by the Company
include U.S. government and agency securities, hyhicthe aggregate, represented approximately f1% o
the Company’s total assets at June 30, 2014. litiamldsubstantially all of the collateral held liye
Company for resale agreements or bonds borroweidhvibgether represented approximately 13% of the
Company’s total assets at June 30, 2014, consiseatrities issued by the U.S. government, federal
agencies or other sovereign governments. Positiaksn and commitments made by the Company,
including underwriting and financing commitmentdtea involve substantial amounts and significant
exposure to individual issuers and businessesjdimg non-investment grade issuers.

At June 30, 2014, cash of $2,167 was deposited eléharing organizations or segregated under federal
and other regulations or requirements.

Note 6 — Variable Interest Entities and Securitizabn Activities

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

The Company applies accounting guidance for cotatitin of VIES to certain entities in which equity
investors do not have the characteristics of arothimy financial interest. The primary benefician§ a
VIE is the party that both (1) has the power te@dlirthe activities of a VIE that most significanéffect
the VIE's economic performance and (2) has an alitig to absorb losses or the right to receive fitsne
that in either case could potentially be significemthe VIE. The Company consolidates entitiesvbich

it is the primary beneficiary. At June 30, 2014rthare no consolidated VIEs.

The Company'’s variable interests in VIEs includetdend equity interests. The Company'’s involvement

with VIEs arises primarily from interests purchased connection with secondary market-making
activities.
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The Company determines whether it is the primanelieiary of a VIE upon its initial involvement vhit

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 determiiio& 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 MVariaberests owned by the Company and other parties
The Company generally has no power.

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

the Company owned securities issued by securitizeé®PEs for which the maximum exposure to loss is
less than specific thresholds. These securitiedeidt$62 at June 30, 2014. These securities wepgrad

in connection with client facilitation activitie$he Company’s primary risk exposure is to the s&ear
issued by the SPE owned by the Company, with gkehighest on the most subordinate class of baakfic
interests. These securities generally are includétinancial instruments owned-Corporate and otledat
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 generally equals thevédire of the securities owned.

Note 7 — Goodwill and Net Intangible Assets

The Company tests goodwill for impairment on anuahrbasis and on an interim basis when certain
events or circumstances exist. The Company testsnfzairment at the reporting unit level. For batle
annual and interim tests, the Company has the roftofirst assess qualitative factors to determine
whether the existence of events or circumstane@sleo a determination that it is more likely tma that

the fair value of the reporting unit is less themdarrying 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 perfogire two-step impairment test is not required. sy,

if the Company concludes otherwise, then it is ireglto perform the first step of the two-step innpeent
test. Goodwill impairment is determined by compagrihe estimated fair value of the reporting unithwi
its respective carrying value. If the estimated ¥ailue exceeds the carrying value, goodwill isaegmed

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

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

The estimated fair values are generally determimeditilizing a discounted cash flow methodology or
methodologies that incorporate price-to-earningftiptes of certain comparable companies.

There have been no changes in the carrying amdiné ompany’s goodwill during 2014.

At June 30, 2014, net intangible assets were $2a6@bincluded customer relationships. The estimated
useful life of the Company’s customer relationshgsixteen years.

Note 8 - Short-Term Borrowings

Short-term borrowings from affiliates are unsecurbdar interest at prevailing market rates and are
payable on demand. Such balances consist prin@rintercompany funding from the Ultimate Parent as
well as other intercompany payables which settiidénnormal course of business.

In May 2012, the Company entered into a revolviregdit facility (“credit agreement”) with the Ultin

Parent for $5,000 with a maturity date of May 3120At June 30, 2014, the Company had an immaterial
outstanding balance under the credit agreement.
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Note 9 - Subordinated Liabilities

Subordinated liabilities consist of one SubordidéRevolving Credit Agreement with the Ultimate Rdre
dated May 29, 2009. The maturity date and intawgst of the subordinated note at June 30, 2014awas
follows:

Subordinated Notes Maturity Date Interest Rate Par Value

Subordinated Revolver July 31, 2016 5.33% $ 100

Note 10 - Derivative Instruments

The Company may trade listed futures, forwardsioaptand other derivatives referencing, among other
things, interest rates, currencies, investment egraicid non-investment grade corporate credits, Joans
bonds, U.S. and other sovereign securities, emgmerket bonds and loans, credit indices, assedeiac
security indices, property indices, mortgage-relaiad other asset-backed securities and real dstate
products. The Company may use these instrumethisdge their client facilitation activity.

The Company manages its trading positions by enmos 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.qg., futures, forwards, swaps and ogjiohhe 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 mastémgeor collateral agreements. See informatioateal to
offsetting of certain collateralized transactiondNiote 5.

Fair Value and Notional of Derivative Instruments. The following tables summarize the fair value of
derivative instruments not designated as accouhigages by type of derivative contract and thefqiiat

on which these instruments are traded or clearec gnoss basis at June 30, 2014. Fair values of
derivative contracts in an asset position are ohfuin Financial instruments owned and fair valogs
derivative contracts in a liability position ardleeted in Financial instruments sold, not yet pnaged in

the consolidated statement of financial conditieee(Note 4):

Derivative Assets

Fair Value Notional
Bilateral Exchange Bilateral Exchange
oTC Traded Total oTC Traded Total
Derivatives not designated as hedgé®:

Interest rate contracts $ 2 $ - $ 2 $ 37 $ 40 $ 77
Foreign exchange contracts 8 - 8 680 - 680
Equity contracts 65 - 65 768 1 769
Total derivatives not designated

as hedges $ 75 $ - $ 75 $ 1,485 $ 41 $ 1,526

Derivative Liabilities

Fair Value Notional
Bilateral Exchange Bilateral Exchange
OoTC Traded Total OTC Traded Total
Derivatives not designated as hedgé¥:
Interest rate contracts $ 1 $ - $ 1 $ 118 $ 150 $ 268
Foreign exchange contracts 8 - 8 652 - 652
Commodity contracts - - - - 2 2
Total derivatives not designated

as hedges $ 9 $ - $ 9 $ 770 $ 152 $ 922

@ Notional amounts include gross notionals relatedpten long and short futures contracts of $10 di® $respectively. The unsettled fair value

of the open short futures contracts (excluded ftioentable above) of $1 is included in ReceivablBsokers, dealers and clearing organizations
on the consolidated statement of financial conditio
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Note 11 — Commitments, Guarantees and Contingencies

Letters of Credit

The Company has the ability to issue letters aflici@utstanding to satisfy various collateral regaients;
however, none were outstanding at June 30, 2014.

Premises and Equipment

At June 30, 2014, future minimum rental commitmenét of subleases, principally on office rentaérev
as follows:

Fiscal Year Gross Amount Sublease Income Net Amount
2014 $ 122 $ 4 $ 118
2015 254 8 246
2016 230 5 225
2017 196 2 194
2018 163 1 162

Thereafter 494 1 493
Total $ 1,459 $ 21 $ 1,438

Occupancy lease agreements, in addition to basalsegenerally provide for rent and operating esee
escalations resulting from increased assessmantsdbestate taxes and other charges.

Securities Activities

Financial instruments sold, not yet purchased sspreobligations of the Company to deliver spedifie
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 regudr guarantor 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 aotidrrence of a specified event) related to antasse
liability or equity security of a guaranteed part4lso included as guarantees are contracts that
contingently require the guarantor to make paymémtthe guaranteed party based on another entity’s
failure to perform under an agreement, as wellndgréct guarantees of the indebtedness of othdrs. T
Company’s use of guarantees is described belowgdsydf guarantee.

Derivative Contracts

Certain derivative contracts meet the accountiritnidien of a guarantee, including certain writteptions
and contingent forward contracts. Although the Canyxs derivative arrangements do not specifically
identify whether the derivative counterparty resathe underlying asset, liability or equity segyrthe
Company has disclosed information regarding alivdéive contracts that could meet the accounting
definition of a guarantee. The maximum potentiglqua for certain derivative contracts, such astesit
foreign currency options, cannot be estimatednaseases in foreign exchange rates in the futuadco
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possibly be unlimited. Therefore, in order to pdevinformation regarding the maximum potential antou
of future payments that the Company could be requio make under certain derivative contracts, the
notional amount of the contracts has been discldsedertain situations, collateral may be heldthy
Company for those contracts that meet the defmitdd a guarantee. Generally, the Company sets
collateral requirements by counterparty so thatcthiateral covers various transactions and pradant

is not allocated specifically to individual conttsicAlso, the Company may recover amounts relatete
underlying asset delivered to the Company undedéhizative contract.

The Company records all derivative contracts at ¥ailue. 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 contiiaciagh a variety of risk mitigation strategieslinting,

but not limited to, entering into offsetting ecorionmedge positions. The Company believes that the
notional amounts of the derivative contracts gdheowerstate its exposure. For further discus@bthe
Company'’s derivative risk management activitiesidet 10.

Legal

In the normal course of business, the Company lkas Inamed, from time to time, as a defendant in
various legal actions, including arbitrations, slastions and other litigation, arising in connattwith its
activities as a global diversified financial seesdnstitution.

The Company is also involved, from time to timepther reviews, investigations, and proceedingsh(bo
formal and informal) by governmental and self-regoity agencies regarding the Company’s business and
involving, among other matters, accounting and aji@nal matters, certain of which may result inexde
judgments, settlements, fines, penalties, injumstiar other relief.

The Company contests liability and/or the amountlamages as appropriate in each pending matter.
Where available information indicates that it i®lpable 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 amoiuany loss. In addition, even where loss is fgoesr
an exposure to loss exists in excess of the ltglalready accrued with respect to a previouslpgeized
loss contingency, it is not always possible to oeably estimate the size of the possible loss geaf
loss.

For certain legal proceedings and investigations, Gompany cannot reasonably estimate such losses,
particularly for proceedings and investigations methe factual record is being developed or coetkst
where plaintiffs or governmental entities seek $aigal or indeterminate damages, restitution,
disgorgement or penalties. Numerous issues may tedik resolved, including through potentially
lengthy discovery and determination of importamtdial matters, determination of issues relatedassc
certification and the calculation of damages orepttelief, and by addressing novel or unsettlealleg
guestions relevant to the proceedings in questefiore a loss or additional loss or range of loss o
additional loss can be reasonably estimated fooegeding or investigation.

For certain other legal proceedings and investgati the Company can estimate reasonably possible
losses, additional losses, ranges of loss or raoigadditional loss in excess of amounts accruatddbes

not believe, based on current knowledge and afieswdtation with counsel, that such losses willehav
material adverse effect on the Company’s cons@aiatatement of financial condition as a wholegoth
than the matter referred to in the following paegr.
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The Company and two individuals were named as Relpus in a FINRA arbitration, captionkegnnda

L. Speer, as Personal Representative of the EsfdR®y M. Speer, et al. v. Morgan Stanley Smitm&gar
LLC, Ami Forte and Terry McCoyThe Claimants assert claims of excessive tradinguthorized use of
discretion, undue influence, negligence and negtigeipervision, constructive fraud/abuse of fidocia
duty, unjust enrichment and violation of FloridaatBte Chapters 415 and 517. The Company ant&spat
that the arbitration hearing in the matter will ¢aglace in 2015. Claimants are seeking Chapter 517
damages in excess of $78, well managed portfolinadgs in excess of $55 to in excess of $66 and
disgorgement damagesnd excess commissions and sales credit damagaeséass of $37 to in excess of
$44.

Note 12 — Sales and Trading Activities

Sales and Trading

The Company conducts sales, trading, financingdiedt facilitation activities on securities anduftes
exchanges and in OTC markets. The Company’s tragimtjolios are managed with a view toward the
risk and profitability of the portfolios. The follang is a discussion of risk management and the
Company’s primary risks: market risk, credit rigkdaoperational risk policies and procedures cogerin
these activities.

Risk Management

The Company’s risk management policies and relptededures are integrated with those of the Ulgmat
Parent and its other consolidated subsidiariessé pelicies and related procedures are administerexd
coordinated global basis with consideration givemrach subsidiary’s, including the Company’s specif
capital and regulatory requirements. For the Ris&nlBjement discussion which follows, the term
“Company” includes the Ultimate Parent and its gilibges.

Risk is an inherent part of the Company’s busireasd activities. Management believes effective risk
management is vital to the success of the Compdmysmess activities. Accordinglthe Company has
policies and procedures in place to identify, agse®nitor and manage the significant risks invdlire
the activities of its business and support funaiofihe Company’s ability to properly and effectivel
identify, assess, monitor and manage each of theugtypes of risk involved in its activities istcal to

its soundness and profitability. The Company’s fotic of business activities helps reduce the inhplaat
volatility in any particular area or related areay have on its net revenues as a whole.

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: comprehensiveness, indégece, accountability, defined risk tolerance and
transparency. The fast-paced, complex, and cohgtevlving nature of global financial markets regs
that the Company maintain a risk management cuttuseis incisive, knowledgeable about specialized
products and markets, and subject to ongoing regigvenhancement. To help ensure the efficacyshf ri
management which is an essential compooéthhe Company’s reputation, senior management regjuir
thorough and frequent communication and the ap@tgpescalation of risk matters.

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 altreswrading, investing, and client facilitatioctavities
where a substantial majority of the Company’s miaris& exposures is generated.
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Sound market risk management is an integral pathe@fCompany’s culture. The various business units
and trading desks are responsible for ensuringrtaaket risk exposures are well-managed and prudent
Market risk is monitored through various measutesng statistics; by measures of position sensftivi
and through routine stress testing, which meastiresimpact on the value of existing portfolios of
specified changes in market factors, and througimaio analyses conducted in collaboration with
business units.

Credit Risk

Credit risk refers to the risk of loss arising wherborrower, counterparty or issuer does not niset 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 counterpartidss type of risk requires credit analysis of speci
counterparties, both initially and on an ongoingibaThe Company also incurs credit risk througigina
and non-purpose loans to individual investors, Wiaite collateralized by securities.

The Ultimate Parent has structured its credit msknagement framework to reflect that each of its
businesses generates unique credit risks, andlisb&dhpractices to evaluate, monitor and contredlit
risk exposure both within and across business segmdhe Company is responsible for ensuring
transparency of material credit risks, ensuring gleence with established limits, approving material
extensions of credit, and escalating risk concéntra to appropriate senior management. The Comgpany
credit risk exposure is managed by credit profesdgand risk committees of the Ultimate Parent tha
monitor risk exposures, including margin loans anedit sensitive, higher risk transactions. SeeeNot
for a discussion of Concentration Risk.

Operational Risk

Operational risk refers to the risk of financialather loss, or damage to a firm’s reputation, ltexufrom
inadequate or failed internal processes, peopkess, or from external events (e.g., fraud, legal
compliance risks or damage to physical assets).Cdmapany may incur operational risk across the full
scope of its business activities, including revegeeerating activities (e.g., sales and trading) @ntrol
groups (e.g., information technology and trade @ssing). As such, the Company may incur operational
risk in each of its divisions.

The goal of the operational risk management framkvi® to establish Company-wide operational risk
standards related to risk measurement, monitoniignaanagement. Operational risk policies are design
to reduce the likelihood and/or impact of operatidancidents as well as to mitigate legal, reguigtand
reputational risks.
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Note 13 — Employee Stock-Based Compensation Plans

Eligible employees of the Company participate invesal of the Ultimate Parent's stock-based
compensation plans. The Ultimate Parent accoumtstéek-based compensation in accordance with the
accounting guidance for stock-based awards. Thisouating guidance requires measurement of
compensation cost for stock-based awards at fdirevand recognition of compensation cost over the
service period, net of estimated forfeitures.

Restricted Stock Units

The Ultimate Parent has granted restricted stogkamvards pursuant to several stock-based comgensat
plans. The plans provide for the deferral of aiparbf certain employees’ incentive compensatiothwi
awards made in the form of restricted common stchkn the right to receive unrestricted shares of
common stock in the future. Awards under these lare generally subject to vesting over time
contingent upon continued employment and to rdgiris on sale, transfer or assignment until theafrad
specified period, generally one to four years frdate of grant. All or a portion of an award may be
canceled if employment is terminated before thed@rtle relevant restriction period. All or a portiof a
vested award also may be canceled in certain lihsiteiations, including termination for cause dgrihe
relevant restriction period. Recipients of stockdxh awards may have voting rights, at the Ultimate
Parent’s discretion, and generally receive divideqdivalents. The Ultimate Parent determines tire fa
value of restricted stock units based on the gdate- fair value of its common stock, measured as th
volume-weighted average price on the date of grant.

Stock Options

The Ultimate Parent has granted stock option awaudsuant to several stock-based compensation.plans
The plans provide for the deferral of a portionceftain key employees’ incentive compensation with
awards made in the form of stock options genetalying an exercise price not less than the fainevalf

the Ultimate Parent’'s common stock on the daterahty Such stock option awards generally become
exercisable over a three-year period and expirerség 10 years from the date of grant, subject to
accelerated expiration upon termination of emplaym8tock option awards have vesting, restrictind a
cancellation provisions that are generally simitathose in restricted stock units. The fair vadfiestock
options is determined using the Black-Scholes telnanodel and the single grant life method. Uritier
single grant life method, option awards with gradledting are valued using a single weighted-average
expected option life.

Stock-Based Compensation

Stock-based compensation costs are charged to ahgp#&y by the Ultimate Parent based upon the
awards granted to employees in the Company paatiog in the programs.

Note 14 — Employee Benefit Plans

Pension and Other Postretirement Plans

Substantially all employees of the Company parditdpin employee benefit plans sponsored by the

Ultimate Parent. The pension plan provides penbemefits that are based on each employee’s years of
credited service and compensation levels specifietthe plan. The U.S. Qualified Plan ceased future

benefit accruals after December 31, 2010.

Certain employees are covered by a postretirememeflt plan that provides medical and life insuenc
for eligible retirees and medical insurance foirtdependents.
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Morgan Stanley 401(k) Plan

Eligible employees receive 401(k) matching cashrdautions that are allocated according to partoig’
current investment direction. Certain employeeshvdtigible pay less than or equal to one hundred
thousand dollars will receive a 401(k) Fixed Cdmnition equal to 2% of eligible pay. A separate siton
contribution is allocated to certain eligible lega&mith Barney employees based on prior plan
membership.

Other Postemployment Benefits

Postemployment benefits include, but are not lichtte salary continuation, severance benefits bilisa
related benefits, and continuation of health caugk lde insurance coverage provided to former erygds

or inactive employees after employment but befeteement. The postemployment benefit obligations
were not material at June 30, 2014.

Note 15 - Income Taxes

Certain subsidiaries of the Company are organizeda@porations which are subject to state and local
income taxes.

MSSB is a single-member limited liability comparat is treated as a disregarded entity for U.Serdd
income tax purpose. The taxable income of the Compall be reported by its Parent which is treasesd
a partnership for U.S. federal and most state irctem purposes. The Ultimate Parent will include th
taxable income from the Parent in their respedi@deral, state and local income tax returns.

The Company is subject to the income and indiractiaws of the states and municipalities in whioh t
Company has significant business operations. Thaselaws are complex and subject to different
interpretations by the taxpayer and the relevantegonental taxing authorities. Disputes over
interpretations of the tax laws may be settled il taxing authority upon examination or auditeTh
Company periodically evaluates the likelihood o$essments in each taxing jurisdiction resultingnfro
current and subsequent years’ examinations, anetagnized tax benefits related to potential losisat
may arise from tax audits are established in aecure with the guidance on accounting for unreceaghiz
tax benefits. Once established, unrecognized taveflie are adjusted when there is more information
available or when an event occurs requiring a ceang

The Company performs regular reviews to ascertdietiaer deferred tax assets are realizable. These
reviews include management’s estimates and assomsptegarding future taxable income and incorporate
various tax planning strategies, including straeghat may be available to utilize net operatogsés
before they expire. Once the deferred tax assanhbat have been determined, the Company may racord
valuation allowance against the deferred tax assl@inces to reflect the amount of these balanatsofn
valuation allowance) that the Company estimatissritore likely than not to realize at a future date

Significant judgment is required in estimating therent and deferred tax balances (including vanat
allowance, if any), accrued interest or penaltied ancertain tax positions. Revisions in our estima
and/or the actual costs of a tax assessment mayatély be materially different from the recorded
accruals and unrecognized tax benefits, if any.

At June 30, 2014, the Company has not accrued amgcagnized tax benefits in the Company's
consolidated statement of financial condition.
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Note 16 - Requlatory Requirements

MSSB is a registered broker-dealer and futures assion merchant and, accordingly, is subject to the
net capital rules of the SEC and the CFTC. Undesdltrules, MSSB is required to maintain minimum Net
Capital, as defined under SEC Rule 15c3-1, of as$ lthan the greater of 2% of aggregate debit items
arising from customer transactions, plus excesgimaollateral on reverse repurchase agreemeritseor
CFTC rule stating the risk based requirement remtasthe sum of 8% of customer risk maintenance
margin requirement and 8% of non-customer risk tea@nce margin requirement, as defined. The
Financial Industry Regulatory Authority may requaranember firm to reduce its business if net chgta
less than 4% of such aggregate debit items and pralyibit a firm from expanding its business if net
capital is less than 5% of such aggregate delitsitédt June 30, 2014, MSSB’s Net Capital was $4,511
which exceeded the minimum requirement by $4,336.

Advances to the Ultimate Parent and its affiliatepayment of subordinated liabilities, dividengmpants
and other equity withdrawals are subject to cemaitification and other provisions of the Net Capiule
of the SEC.

As of June 30, 2014, the Company performed a coatipat for the reserve requirement related to
Proprietary Accounts of Brokers (PAB) in accordanith SEC Rule 15c¢3-3.

Note 17 — Subsequent Events

The Company has evaluated subsequent events fostemgjnt to or disclosure in the consolidated
statement of financial condition through the datessuance and the Company has not identified any
recordable or disclosable events, not otherwiserteg in this consolidated statement of financial
condition or the notes thereto except as noteldrdllowing paragraph.

As of September 5, 2014, the Company is no longgistered as a futures commission merchant and is
registered as an introducing broker with the CFTiGe Company continues to clear futures transastion
through an affiliate, MS&Co.
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