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MORGAN STANLEY SMITH BARNEY LLC

CONSOLIDATED STATEMENT OF FINANCIAL CONDITION

June 30, 2015
(Unaudited)
(In millions of dollars)

ASSETS

Cash
Cash deposited with clearing organizations or sggesl under federal and
other regulations or requirements
Financial instruments owned, at fair value (apprately $73 were pledged to various parties)
Securities purchased under agreements to resell
Securities borrowed
Receivables:
Customers (net of $4 allowance for doukdficounts)
Brokers, dealers and clearing organization
Fees, interest and other
Affiliates
Equipment and software (net of accumulated depieniaf $27)
Goodwill
Intangible assets (net of accumulated amortizadfdil,502)
Other assets

Total assets

LIABILITIES AND MEMBER’S EQUITY

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

Subordinated liabilities
Member’s equity

Total liabilities and member’s equity

See Notes to Consolidated Statement of Financiatfion.
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825
1,166

4,325

405

15,366
215
614

75

12
4,609
2,448
283

31,100

442
753
4,198
2,185

5,903
314
31
3,819
17,645

100
13,355

31,100



MORGAN STANLEY SMITH BARNEY LLC
NOTES TO CONSOLIDATED STATEMENT OF FINANCIAL CONDIT ION
As of June 30, 2015
(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 ficél services to a large and diversified grouplights,
financial institutions and individuals. The Companlyusinesses include financial advisory servisakes,
and trading in fixed income securities and relgbeaducts, including foreign exchange and investment
activities and new issue distribution of fixed inm® equity and packaged products. The Company
provides clients with a comprehensive array ofrfaial solutions, including MSSB products and sesjand
products and services from third party providesshsas insurance companies and mutual fund famifltes
Company offers brokerage and investment advisoryicgs covering various investment alternatives;
financial and wealth planning services; annuity exssdrance products; cash management; and retitgriaen
services through a network of over fifteen thouséindncial advisors 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®din introducing broker with the Commodities
Futures Trading Commission (“CFTC"”) and clears fesutransactions through an affiliate, Morgan
Stanley & Co. LLC (“MS&Co.”)

The Company is a wholly owned subsidiary of Mor@anley Smith Barney Holdings LLC (the “Parent”).
The Parent is an indirectly wholly owned subsidiasfy Morgan Stanley (the “Ultimate Parent”).

Basis of Financial Information

The Company’s consolidated statement of finanamddion is prepared in accordance with accounting
principles generally accepted in the U.S., whidunee the Company to make estimates and assumptions
regarding the valuations of certain financial instents, the valuation of goodwill and intangibleseds,
compensation, deferred tax assets, the outcomegaf And tax matters, and other matters that affect
consolidated statement of financial condition aethted disclosures. The Company believes that the
estimates utilized in the preparation of its coitgded statement of financial condition are prudsamd
reasonable. Actual results could differ materiditgm these estimates. Intercompany balances and
transactions have been eliminated.

The consolidated statement of financial conditiocludes the accounts of MSSB and its wholly owned
licensed insurance subsidiaries in which MSSB hasnérolling financial interest.

At June 30, 2015, the Company’s consolidated sidrstd reported $9 of assets, $7 of liabilities &adbf
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 instrumentaried at fair value. A description of the Comyan
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. These fadaimstruments primarily represent the Company’s
trading positions and include both cash and deveairoducts.

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 betweanarket participants at the measurement date.

In determining fair value, the Company uses varimigsation 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¢garould use in pricing the asset or liability thetre
developed based on market data obtained from sourdependent of the Company. Unobservable inputs
are inputs that reflect the Company’s assumptidgiathe assumptions other market participants avoul
use in pricing the asset or liability that are deped based on the best information available & th
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 quqecks 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 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 exercisedhzsy 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 Level 2 to Level 3 of the fair valbierarchy (see Note 4). In addition, a downturmigrket
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, creditwordisi;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 U&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 observelktds

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 assessofehis possible degree of variability using stated
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 measunt 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 Fingial Control Group (“FCG”) of the Ultimate
Parent and its consolidated subsidiaries is redipensor the Ultimate Parent and its consolidated
subsidiaries’ fair value valuation policies, prages and procedures. VRG is independent of the éggsin
units and reports to the Chief Financial Officertioé¢ Ultimate Parent and its consolidated subsetar
(“CFQO"), who has final authority over the valuatiaf the Company’s financial instruments. VRG
implements valuation control processes to validiagefair value of the Company’s financial instrursen
measured at fair value, including those derivedhfgricing models. These control processes are edig
to assure that the values used for financial reppdre based on observable inputs wherever pessibl
the event that observable inputs are not availahke,control processes are designed to ensureahhat
valuation approach utilized is appropriate and spestly applied and that the assumptions are redse.

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

Model Review. VRG, in conjunction with the Market Risk DepartmheffMRD”) 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 depela 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 Verification. The 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 appropriatersgshe inputs used by the business units and by
testing compliance with the documented valuatiorthowologies 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 po®d 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 busines&s 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 ensuresthes 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 twmgement of the Ultimate Parent and its
consolidated subsidiaries, on a regular basis.

Review of New Level 3 Transactions. VRG reviews the models and valuation methodologgduto
price all new material Level 3 transactions anchbe€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 n@ogr
basis, see Note 4.

Income Taxes

The Company accounts for income tax expense (hgnefng the asset and liability method, under Wwhic
recognition of deferred tax assets and relatedatiain allowance and liabilities for the expectetlifa tax
consequences of events that have been includée iconsolidated statement of financial conditiondér

this method, deferred tax assets and liabilities @etermined based upon the temporary differences
between the financial statement and income taxsbhakassets and liabilities using currently enadted
rates in effect for the year in which the differes@re expected to reverse.

The Company recognizes net deferred tax asseletextent that it believes these assets are nialy 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 regdiltecent operations. If the Company determihasit
would be able to realize deferred tax assets irfithee in excess of their net recorded amounioitild
make an adjustment to the deferred tax asset watuallowance, which would reduce the provision for
income taxes.

Uncertain tax positions are recorded on the babia dwo-step process whereby (1) the Company
determines whether it is more likely than not ttie tax positions will be sustained on the basighef
technical merits of the position and (2) for thase positions that meet the more-likely-than-not
recognition threshold, the Company recognizes d&ingelst amount of tax benefit that is more than 50%
likely to be realized upon ultimate settlement vitib related tax authority.

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 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 undereageats to repurchase (“repurchase agreements”) are
treated as collateralized financings. Reverse oase agreements and repurchase agreements &d carr
on the consolidated statement of financial conditib the amounts of cash paid or received, plusiadc
interest. Where appropriate, repurchase agreenausreverse repurchase agreements with the same
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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 farbtfol accounts) and payables to customers include
amounts due on cash, margin and other customeritsestased lending transactions. Securities owned
by customers, including those that collateralizegimor similar transactions, are not reflectedtbe
consolidated statement of financial condition.

Receivables and Payables — Brokers, Dealers and @iag Organizations

Receivables from brokers, dealers and clearingnizgions include amounts receivable for securitieis
delivered by the Company to a purchaser by théessnt date, 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.

Equipment and Software

Equipment and software consists of computer andnaamications equipment, and software. Equipment
and software are stated at cost less accumulafgédation and amortization. Estimated useful liges
generally as follows: computer and communicatiomgiment — 3 to 9 years. Estimated useful lives for
software costs are generally 3 to 5 years.

Equipment and software costs are tested for immaitmvhenever 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, febpapenses.
Other Liabilities

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

Accounting Developments

Repurchase-to-Maturity Transactions, Repurchase Financings, and Disclosures. In June 2014, the
Financial Accounting Standards Board (the “FASBYued an accounting update requiring repurchase-to-
maturity transactions be accounted for as secucetbwings consistent with the accounting for other
repurchase agreements. This accounting updateretggres separate accounting for a transfer of a
financial asset executed contemporaneously witeparchase agreement with the same counterparty (a
repurchase financing), which will result in seculmirowing accounting for the repurchase agreement.
This guidance became effective for the Companyriyégg January 1, 2015. In addition, new disclosures
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are required for sales of financial assets wheme @ompany retains substantially all the exposure
throughout the term and for the collateral pledged remaining maturity of repurchase and securities
lending agreements, which were effective Janua301p, and April 1, 2015, respectively. The adaptio
of this guidance did not have a material impacttlom Company’s consolidated statement of financial
condition. For further information on the adoptifthis guidance, see Notes 5.

Disclosures for Investments in Certain Entities That Calculate Net Asset Value per Share (or Its
Equivalent). In May 2015, the FASB issued an accounting updagt removes the requirement to
categorize within the fair value hierarchy all istreents for which fair value is measured at neéetass
value ("NAV”) per share, or its equivalent usingtpractical expedient. The adoption of this acaognt
guidance did not have a material impact on the Gayig consolidated statement of financial condition

Note 3- Related Party Transactions

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

On April 8, 2015, the Company paid a dividend 0d@&4o the Parent.

Morgan Stanley Bank, N.A. (“MSBNA”), an indirectlyholly owned subsidiary of the Ultimate Parent,
sources certain deposits from the Company. Thepesite are primarily garnered through the Deposit
Program whereby certain customer cash balancegsrianarily swept into separate money market deposit
accounts and demand deposit accounts.

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

Assets and receivables from affiliated companiekiae 30, 2015 are comprised of:
Cash deposited with clearing organizations oregaged under federal and

other regulations or requirements $ 12
Financial instruments owned - Derivative conisact 53
Financial instruments owned - Corporate and aflebt 29
Reverse repurchase agreements 4,205
Securities borrowed 405
Receivables - Customers 39
Receivables - Brokers, dealers and clearing azgaons 14
Receivables - Fees, interest and other 9
Receivables - Affiliates 75
Other assets 2

Liabilities and payables to affiliated companiegae 30, 2015 are comprised of:

Short term borrowings - affiliates $ 442
Repurchase agreements 4,024
Securities loaned 2,185
Payables - Brokers, dealers and clearing orgtoiza 71
Other liabilities 52
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 Instruments Owned and Financial Instruméas 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-issiedl 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

Residential Mortgage-Backed Securities (‘RMBS”) atlder Asset-Backed Securities (“ABS”).

RMBS and other ABS may be valued based on prigpaad data obtained from observed transactions or
independent external parties such as vendors &eloWhen 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
including payment priority, credit enhancement Isyaype 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 collaterahgosition and cash flow structure of each traneacti
Key inputs to these models are market spreads;dsted credit losses, and default and prepaymesd ra
for each asset category. Valuation levels of RMBS8ices are used as an additional data point for
benchmarking purposes or to price outright indesitimns.
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RMBS and other ABS are generally categorized inelL@vof the fair value hierarchy. If external psosr
significant spread inputs are unobservable or & ttomparability assessment involves significant
subjectivity related to property type differencessh flows, performance and other inputs, then RMB®
other ABS are categorized in Level 3 of the faluesahierarchy.

Corporate Bonds

The fair value of corporate bonds is determinechgisiecently executed transactions, market price
guotations (where observable), bond spreads, cdefitult swap spreads, at the money volatility and/
volatility skew obtained from independent exterpatties 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& raot 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 ratesigmsfisant 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 generallyegchbased on quoted prices from the exchange.€o th
extent these securities are actively traded, vialnatdjustments are not applied, and they are o&tzgl

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 Level

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 actimn, 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 Black-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 significelgment, and the pricing inputs are observethfr
actively quoted markets, as is the case for gemetecest rate swaps, certain option contractscamthin
credit default swaps. In the case of more estadisterivative products, the pricing models usedhay
Company are widely accepted by the financial sesviadustry. 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.

-11 -



For further information on the valuation techniqf@sOTC derivative products, see Note 2.

For further information on derivative instrumergee Note 10.

Physical Commodities
The Company trades various precious metals on badfaits customers. Fair value for physical

commodities is determined using observable inpatduding 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 recurrirgib at June 30, 2015.

Assets and Liabilities Measured at Fair Value on &ecurring Basis at June 30, 2015

Quoted Prices in
Active Markets Significant Significant

for Identical Observable  Unobservable Balance
Assets Inputs Inputs June 30,
(Level 1) (Level 2) (Level 3) 2015
Assets at Fair Value:
Financial instruments owned:
U.S. government and agency securities:
U.S. Treasury securities $ 214% -8 - 8 214
U.S. agency securities - 134 - 134
Total U.S. government and agency securities 214 134 - 348
Other sovereigh government obligations - 2 - 2
Corporate and other debt:
Residential mortgage-backed securities - 4 - 4
Asset-backed securities - 2 2
Corporate bonds - 647 - 647
Other debt - 1 - 1
Total corporate and other debt - 654 - 654
Corporate equitiéd 42 9 - 51
Derivative contracts:
Interest rate contracts - 1 - 1
Foreign exchange contracts - 36 - 36
Equity contracts - 53 - 53
Commodity contracts - 15 - 15
Total derivative contracts - 105 - 105
Physical commodities - 6 - 6
Total financial instruments owned $ 256 ¢ 910 ¢ - ¢ 1,166
Liabilities at Fair Value:
Financial instruments sold, not yet purchased:

U.S. government and agency securities:

U.S. Treasury securities $ 295¢% - 8 - ¢ 295

U.S. agency securities - 1 - 1
Total U.S. government and agency securities 295 1 - 296
Other sovereign government obligations - 5 - 5
Corporate and other debt:

Corporate bonds - 380 - 380
Corporate equiti€s 19 5 - 24
Derivative contracts

Foreign exchange contracts - 33 - 33

Commodity contracts - 15 - 15
Total derivative contracts - 48 - 48

Total financial instruments sold, not yet purchasehi 314 ¢ 439 ¢ - 8 753

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

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

During the six months end June 30, 2015, there werenaterial transfers into or out of the fair valu
hierarchy levels.

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 finahostruments such as equity method investmerds an
all non-financial assets and liabilities such agdyaill and intangible assets.

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

the ordinary course of business, Other assets,rQiii@lities and accrued compensation expenagasd,
Short-term borrowings - affiliates approximate faglue because of the relatively short period ofeti
between their origination and expected maturity.

The fair value of Subordinated liabilities is gealr 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, 2015

At June 30, 2015 Fair Value Measurements using:
Quoted Prices
in Active
Markets for Significant Significant
Identical Observable Unobservable
Assets Inputs Inputs
Carrying Value Fair Value (Level 1) (Level 2) (Level 3)

Financial Assets:
Cash $ 757 $ 757 0% 757 0% - 0% -

Cash deposited with clearing organizations or
segregated under federal and other

regulations or requirements 825 825 825 - -

Reverse repurchase agreements 4,325 4,325 - 4,317 8
Securities borrowed 405 405 - 405 -
Receivables®

Customers 15,366 15,366 - 15,366 -

Brokers, dealers and clearing organizations 215 215 - 215 -

Fees, interest and other 228 228 - 228 -

Affiliates 75 75 - 75 -
Other assef2 61 61 - 61 -
Financial Liabilities:
Short-term borrowings - affiliates $ 442 $ 442 $ - $ 442 $ -
Repurchase agreements 4,198 4,198 - 4,180 18
Securities loaned 2,185 2,185 - 2,185 -
Payables?

Customers 5,903 5,903 - 5,903 -

Brokers, dealers and clearing organizations 14 3 314 - 314 -
Other liabilities and accrued compensation

expenséd 2,151 2,151 - 2,151 -
Subordinated liabilities 100 100 - 100 -

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

@ Other assets excludes certain financial instruriiaisare 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 settle
other securities obligations, to accommodate custshmeeds and to finance the Company’s inventory
positions.

The Company manages credit exposure arising frah sansactions by, in appropriate circumstances,
entering into master netting agreements and colagreements with counterparties that provide the
Company, in the event of a counterparty defaultt{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 possessibreverse repurchase agreements and securities
borrowed, and to receive securities and cash pestedllateral (with rights of rehypothecation)chrtain
cases, the Company may agree for such collateta fgosted to a third-party custodian under adartyp
arrangement that enables the Company to take daftsuch collateral in the event of a counterparty
default. The Company also monitors the fair valfighe underlying securities as compared with the
related receivable or payable, including accruéer@st, and, as necessary, requests additionatemall as
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provided under the applicable agreement to ensioie tsansactions are adequately collateralized.riBke
related to a decline in the market value of cotltepledged or received) is managed by setting
appropriate market-based haircuts. Increases lateml margin calls on secured financing due toketa
value declines may be mitigated by increases itatewshl margin calls on reverse repurchase agretsmen
and securities borrowed transactions with similagligy collateral. Additionally, the Company may
replace lower quality collateral pledged with higljeality collateral through collateral substitutioghts

in the underlying agreements.

The Company actively manages its secured finanicirgg manner that reduces the potential refinancing
risk of secured financing for less liquid assetee TCompany considers the quality of collateral when
negotiating collateral eligibility with counterpeas, as defined by the Company’s fundability ciéelhe
Company utilizes shorter-term secured financinghiighly liquid assets and has established longeorte
limits for less liquid assets, for which funding yrtae at risk in the event of a market disruption.

Offsetting of Certain Collateralized Transactions

The following table presents information about tffsetting of these instruments and related caltdte
amounts at June 30, 2015. For information relatemffsetting 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 $ 4325 $ -8 4325 $ (4,175) $ 150
Securities borrowed 405 - 405 (400) 5
Liabilities
Repurchase agreements $ 4,198 $ - $ 4,198 $ (4,024) $ 174
Securities loaned 2,185 - 2,185 (2,150) 35

@ Amounts include $120 of Securities purchased uadezements to resell and $174 of Securities saléuagreements to repurchase which

are either not subject to master netting agreemerase subject to such agreements but the Comipamyot determined the agreements to
be legally enforceable.

Amounts relate to master netting agreements whisle been determined by the Company to be legafigrceable in the event of default
but where certain other criteria are not met iroadance with applicable offsetting accounting gnicka

@)

Secured Financing Transactions—Maturities and Cotkral Pledged

The following tables present gross obligationsrégurchase agreements and securities loaned ttemsac
by remaining contractual maturity and class ofatellal pledged.

Remaining Contractual Maturity

Overnight Less than 30-90 Over
and Open 30 days days 90 days Total
Repurchase agreements $ 4141 $ 7 $ 50 $ - $ 4,198
Securities loaned 2,185 - - - 2,185
Gross amount of secured financing included in the
above offsetting disclosure $ 6326 $ 7 $ 50 $ - $ 6,383
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Secured Financing by the Class of Collateral Pledde

Repurchase agreements

U.S. government and agency securities $ 148
Other sovereign government obligations 2,880
Corporate and other debt 1,170

Total repurchase agreements $ 4,198

Securities loaned

Corporate and other debt $ 20
Corporate equities 2,165

Total securities loaned $ 2,185
Gross amount of secured financing included in theva offsetting disclosure $ 6,383

Financial Instruments 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 (pledg¢edsarious parties) in the Company’s consolidated
statement of financial condition. At June 30, 20t carrying value of financial instruments owrigd

the Company that have been loaned or pledged toteqarties where those counterparties do not have
the right to sell or repledge the collateral weB84;

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 ttesmurities held as collateral and use the secsiritie
secure repurchase agreements, to enter into sesueihding and derivative transactions or for\aely to
counterparties to cover short positions. At June ZIL5, the total fair value of financial instrunten
received as collateral where the Company is pezthitb sell or repledge the securities was $21,888 a
the fair value of the portion that had been soldepiedged was $6,364.

Other

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

of qualifying securities and is included within @uwmer receivables in the Company’s consolidated
statement of financial conditionJnder these agreements and transactions, the Cgnmaeives
collateral, including U.S. government and agencgusges, other sovereign government obligations,
corporate and other debt, and corporate equitiestother receivables generated from margin lending
activities are collateralized by customer-owneduséies held by the Company. The Company monitors
required margin levels and established credit &indaily and, pursuant to such guidelines, requires
customers to deposit additional collateral, or pedpositions, when necessary. Margin loans arendgte

on a demand basis and are not committed facilikastors considered in the review of margin loames a
the amount of the loan, the intended purpose, duges of leverage being employed in the accoumt, an
overall evaluation of the portfolio to ensure progeversification or, in the case of concentratedifions,
appropriate liquidity of the underlying collaterar potential hedging strategies to reduce risk.
Additionally, transactions relating to concentratadrestricted positions require a review of angale
impediments to liquidation of the underlying cadiedl. Underlying collateral for margin loans isiexved
with respect to the liquidity of the proposed ctdtal positions, valuation of securities, histatriading
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range, volatility analysis and an evaluation ofusisly concentrations. For these transactions, adberto

the Company’s collateral policies significantly limthe Company’s credit exposure in the event of a
customer default. The Company may request additimaagin collateral from customers, if appropriate,
and, if necessary, may sell securities that hawebeen paid for or purchase securities sold but not
delivered from customers. At June 30, 2015, thezeevapproximately $14,529 of customer margin loans
outstanding.

The Company is subject to concentration risk bydimg large positions in certain types of secured or
commitments to purchase securities of a singleerssncluding sovereign governments and otheriesfit
issuers located in a particular country or geog@phea, public and private issuers involving depéig
countries, or issuers engaged in a particular iimguginancial instruments owned by the Company
include U.S. government and agency securities, hwhicthe aggregate, represented approximately 1% o
the Company’s total assets at June 30, 2015. litiagdsubstantially all of the collateral held liye
Company for resale agreements or bonds borroweidhvibgether represented approximately 15% of the
Company’s total assets at June 30, 2015, consiseatrities issued by the U.S. government, federal
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.

At June 30, 2015, cash and securities of $825 &68,$respectively, were deposited with clearing
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 and Financial irsttsrowned in the consolidated statement of firgnci
condition.

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 arobimg financial interest. The primary beneficiany 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 aklitig 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, 201%rthare 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.

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

the VIE and reassesses whether it is the primangfi@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 activitiehie 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.

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

the Company owned securities issued by securitizeé®PEs for which the maximum exposure to loss is
less than specific thresholds. These securitiededt$69 at June 30, 2015. The Company’s primaky ri
exposure is to the securities issued by the SPEEdwy the Company, with the risk highest on thetmos
subordinate class of beneficial interests. Thesarges are included in Financial instruments odme
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Corporate and other debt and are measured atdlaie vThe Company does not provide additional stppo
in these transactions through contractual facdjtisuch as liquidity facilities, guarantees or &mi
derivatives. The Company’s maximum exposure to éaggls the fair value of the securities owned.

Note 7 — Goodwill and Net Intangible Assets

The Company completed its annual goodwill impairmasting on July 1, 2015. The Company’s
impairment testing did not indicate any goodwilp@arment as the Company’s fair value was substéntia
in excess of its carrying value. Adverse markee@ynomic events could result in impairment charges

future periods.

There have been no changes in the carrying amduiné €€ompany’s goodwill during 2015.

At June 30, 2015, net intangible assets were $2a4d&epresented customer relationships.

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@riltercompany funding from the Ultimate Parent as
well as other intercompany payables which settiidénnormal course of business.

The Company has a revolving credit facility (“crtegigreement”) with the Ultimate Parent that is pero
line of credit to be paid on demand. At June 3d,%2@he Company had $3 outstanding under the credit
agreement.

Note 9 - Subordinated Liabilities

Subordinated liabilities consist of one Subordida®evolving Credit Agreement with the Ultimate Rdre
dated May 29, 2009. On May 31, 2015, the credit@mient was amended to extend the maturity date and
modify the interest rate. The maturity date andrigdt rate of the subordinated note at June 3G 2@%

as follows:

Subordinated Notes Maturity Date Interest Rate Par Value

Subordinated Revolver July 31, 2022 2.78% $ 100
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Note 10 - Derivative Instruments

The Company may trade listed futures, forwardsioagtand other derivatives referencing, among other
things, interest rates, currencies, investment eyraifid non-investment grade corporate credits, Joans
bonds, U.S. and other sovereign securities, enmgmarket bonds and loans, credit indices, assddglac
security indices, property indices, mortgage-relatad other asset-backed securities and real dstate
products. The Company may use these instrumehisdge their client facilitation activity. The Conmya
does not apply hedge accounting.

The Company manages its trading positions by enmpyos variety of risk mitigation strategies. These
strategies include diversification of risk exposuasd hedging. Hedging activities consist of theclpase

or sale of positions in related securities and rfai@ instruments, including a variety of derivativ
products (e.g., futures, forwards, swaps and op}iohhe Company manages the market risk associated
with its trading activities on a Company-wide basm on an individual product basis. The Company’s
derivative instruments are not subject to mast#imngeor collateral agreements. See informatioateal to
offsetting of certain collateralized transactiomNiote 5.

Fair Value and Notional of Derivative InstrumentsThe following tables summarize the fair value of
derivative instruments by type of derivative coatrand the platform on which these instruments are
traded or cleared on a gross basis at June 30, FairSvalues of derivative contracts in an asssitjpn

are included in Financial instruments owned and\alues of derivative contracts in a liability pam

are reflected in Financial instruments sold, ndt prchased in the consolidated statement of film&nc
condition (see Note 4):

Derivative Assets

Fair Value Notional
Bilateral Exchange Bilateral Exchange
OoTC Traded Total OTC Traded Total
Derivative contracts:?

Interest rate contracts $ 1 3 -8 1 3 1 % 30 $ 41
Foreign exchange contracts 36 - 36 1,740 - 1,740
Equity contracts 53 - 53 890 - 890
Commodity contracts 15 - 15 15 - 15
Total derivative assets $ 105 $ - $ 105 $ 2656 $ 30 $ 2,686

Derivative Liabilities

Fair Value Notional
Bilateral Exchange Bilateral Exchange
OTC Traded Total OTC Traded Total
Derivative contracts:?

Interest rate contracts $ - % - 8% -8 9% $ -8 96
Foreign exchange contracts 33 - 33 1,731 - 1,731
Equity contracts - - - 68 - 68
Commodity contracts 15 - 15 15 6 21
Total derivative liabilities $ 48 $ - 8 48 $ 1910 $ 6 $ 1,916

@ Notional amounts include gross notionals relateopten long and short futures contracts of $10 #ndebpectively. The unsettled fair value of

the open short futures contracts (excluded frontdb& above) is included in Receivables - Brokdeslers and clearing organizations on the
consolidated statement of financial condition.
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Note 11 — Commitments, Guarantees and Contingencies

Letters of Credit

The Company has the ability to issue letters oflict® satisfy various collateral requirements; eoer,
none were outstanding at June 30, 2015.

Premises and Equipment

At June 30, 2015, future minimum rental commitmenét of subleases, principally on office rentaérev
as follows:

Fiscal Year Gross Amount Sublease Income Net Aoant
2015 $ 124  $ 2 3 122
2016 253 4 249
2017 231 2 229
2018 200 1 199
2019 175 1 174

Thereafter 523 - 523
Total $ 1,506 $ 10 % 1,496

Occupancy lease agreements, in addition to basalsegenerally provide for rent and operating esge
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 tasat

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 guararge@ngements, including contracts and
indemnification agreements that contingently regjudr 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 aocurrence 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 wellndgrect guarantees of the indebtedness of othdrs. T
Company’s use of guarantees is described belowgdsydf guarantee.

Derivative Contracts

Certain derivative contracts meet the accountirfipitien of a guarantee, including certain writteptions
and contingent forward contracts. Although the Canybs derivative arrangements do not specifically
identify whether the derivative counterparty resathe underlying asset, liability or equity seayrthe
Company has disclosed information regarding alivdéive contracts that could meet the accounting
definition of a guarantee. The maximum potentigloua for certain derivative contracts, such astesmit
foreign currency options, cannot be estimatednaseases in foreign exchange rates in the futunédco
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possibly be unlimited. Therefore, in order to pdevinformation regarding the maximum potential amou
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 heldthg
Company for those contracts that meet the defmitdd a guarantee. Generally, the Company sets
collateral requirements by counterparty so thatcthiateral covers various transactions and pradantl

is not allocated specifically to individual conttacAlso, the Company may recover amounts relatdbe
underlying asset delivered to the Company undedéneative contract.

The Company records all derivative contracts at Yailue. 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 contifacisagh a variety of risk mitigation strategiesluting,

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 discussibthe
Company’s derivative risk management activitiesdet 10.

Legal

In addition to the matter described below in thenmad course of business, the Company has been named
from time to time, as a defendant in various leggtlons, including arbitrations, class actions atiter
litigation, arising in connection with its actives as a global diversified financial services tagon.
Certain of the actual or threatened legal actiordude claims for substantial compensatory and/or
punitive damages or claims for indeterminate ammwofitdamages. In some cases, the entities thatdwoul
otherwise be the primary defendants in such casesaakrupt or in financial distress.

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, sales and tradictyvisies, 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®lpable a liability had been incurred at the dat¢hef
consolidated statement of financial condition ame €Company can reasonably estimate the amounabf th
loss, the Company accrues the estimated loss bgrge to income.

The Company expects the changes in accruals froiodo® period may fluctuate significantly, givemet
current environment regarding government investgatand private litigation affecting global finaaic
services firms, including the Comyy.

In many proceedings and investigations, howevés,irtherently difficult to determine whether amg$ is
probable or even possible or to estimate the amotirdgny loss. The Company cannot predict with
certainty if, how or when such proceedings or itigegsions will be resolved or what the eventual
settlement, fine, penalty or other relief, if amgay be, particularly for proceedings and invesiiges
where the factual record is being developed oresiat or where plaintiffs or government entitieskse
substantial or indeterminate damages, restituti@mgyorgement or penalties. Numerous issues may teeed
be resolved, including through potentially lengttiscovery and determination of important factual
matters, determination of issues related to clag¥ication and the calculation of damages or otieéef,
and by addressing novel or unsettled legal questietevant to the proceedings or investigations in
question, before a loss or.additional loss or ravfdess or additional loss can be reasonably edéchfor

a proceeding or investigan. St Subject to the foregiathe Company believes, based on current knayeled
and after consultation with counsel, that the ome®f such proceedings and investigations will hreote

a material adverse effect on the consolidated fii@icondition of the Company, although the outcarhe
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such proceedings or investigations could be materitne Company’s operating results and cash flfmws
a particular period depending on, among other Hitite level of the Company’s revenues or inconne fo
such period.

Over the last several years, the level of litigatamd investigatory activity (both formal and infal) by
government and self-regulatory agencies has inedeasterially in the financial services industryhi®y
the Company has identified below a proceeding ttheatCompany 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 detedrtonigze material.

The Company and two individuals were named as Relpus in a FINRA arbitration, captionkgnnda

L. Speer, as Personal Representative of the Estate of Roy M. Speer, et al. v. Morgan Sanley Smith Barney

LLC, Ami Forte and Terry McCoy. The 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 FloridatBte Chapters 415 and 517. The arbitration heaming
the matter began in January 2015 and is not clyrecheduled to conclude until December 2015.
Claimants are seeking Chapter 517 damages in ext&441 million, well managed portfolio damages in
excess of $55 to in excess of $66 and disgorges@miges, and excess commissions and sales credit
damages in excess of $37 to in excess of $44 pinitiye and/or treble damages.

Note 12 — Sales and Trading Activities

Sales and Trading

The Company conducts sales, trading, financingdiedt facilitation activities on securities andutes
exchanges and in OTC markets. The Company’s traplmtfolios are managed with a view toward the
risk and profitability of the portfolios. The folldng 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 aligned with those of the Ultimate
Parent and its other consolidated subsidiariess@pelicies and related procedures are administarexd
coordinated global and legal entity basis with adergtion given to the Company’s specific capitadl a
regulatory requirements. For the Risk Managemestusision which follows, the term “Company”
includes the Ultimate Parent and its subsidiaries.

Risk is an inherent part of the Company’s busiresd activities. Management believes effective risk
management is vital to the success of the Compadnysiness 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 fungiofhe Company’s ability to properly and effectyel
identify, assess, monitor and manage each of theugtypes of risk involved in its activities istcal to

its soundness and profitability. The Company’s folit of business activities helps reduce the intplaat
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 Comyfsacapital base and franchise. Five key prinaiple
underlie this philosophy: comprehensiveness, indégece, accountability, defined risk tolerance and
transparency. The fast-paced, complex, and cohgtavlving nature of global financial markets regs
that the Company maintain a risk management cuttusie is incisive, knowledgeable about specialized
products and markets, and subject to ongoing regi@venhancement. To help ensure the efficacyshkf ri
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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 imskes 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 miarisi exposures is generated.

Sound market risk management is an integral path@fCompany’s culture. The various business units
and trading desks are responsible for ensuringrtaaket risk exposures are well-managed and prudent
Market risk is also monitored through various measu using statistics; by measures of position
sensitivity; and through routine stress testing,icwhmeasures the impact on the value of existing
portfolios of specified changes in market factarsl through scenario analyses conducted in cobdloor
with business units.

Credit Risk

Credit risk refers to the risk of loss arising wherborrower, counterparty or issuer does not ntset 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 undghich 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 throughgina
and non-purpose loans to customers, which areteddléized by securities.

The Ultimate Parent has structured its credit ms&knagement framework to reflect that each of its
businesses generates unique credit risks, andlisb&dpractices to evaluate, monitor and contredlit
risk exposure both within and across business seigmdhe Company is responsible for ensuring
transparency of material credit risks, ensuring giience 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. SeeeNwot
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 internal processes, peopkems, or from external events (e.g., fraud, legal
compliance risks or damage to physical assets).dmpany may incur operational risk across the full
scope of its business activities, including revegeeerating activities (e.g., sales and trading)) @mtrol
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, monitomagnaanagement. Operational risk policies are design
to reduce the likelihood and/or impact of operadidncidents 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 measurapamsation cost for stock-based awards at fairevalu
and recognizes compensation cost over the sereteed) net of estimated forfeitures.

Restricted Stock Units

The Ultimate Parent has granted restricted stockawards (“RSUs”) pursuant to several stock-based
compensation plans. The plans provide for the defesf a portion of certain employees’ incentive
compensation with awards made in the form of retsti common stock or in the right to receive
unrestricted shares of common stock in the futdwgards under these plans are generally subject to
vesting over time contingent upon continued emplayimand to restrictions on sale, transfer or
assignment until the end of a specified periodegally one to four years from the date of grant.ckla
portion of an award may be canceled if employmem¢iminated before the end of the relevant reistric
period. All or a portion of a vested award also niycanceled in certain limited situations, inchedi
termination for cause during the relevant restoittperiod. Recipients of stock-based awards mag hav
voting rights, at the Ultimate Parent’s discretiand generally receive dividend equivalents. Thimdite
Parent determines the fair value of RSUs (includ®®iJs with non-market performance conditions) based
on the grant-date fair value of its common stockasured as the volume-weighted average price on the
date of grant. RSUs with market-based conditiorsvatued using a Monte Carlo valuation model.

Performance-Based Stock Units

The Ultimate Parent has awarded performance-base#t anits (“PSUs”) to certain senior executives.
These PSUs will vest and convert to shares of camshock at the end of the performance period dnly i
the Ultimate Parent satisfies predetermined pedoce and market goals over the three-year perfarenan
period that began on January 1 of the grant yedresmas three years later on December 31. Under the
terms of the award, the number of PSUs that will@ty vest and convert to shares will be basedhen
extent to which the Ultimate Parent achieves thecifipd performance goals during the performance
period. PSU awards have vesting, restriction amded&ation provisions that are generally similathose

in RSUs.

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 simtlarthose in RSUs. The fair value of stock optiogs i
determined using the Black-Scholes valuation maahel the single grant life method. Under the single
grant life method, option awards with graded vegtre valued using a single weighted-average eggect
option life.
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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 plans generally pmyidnsion benefits that are based on each emptoyee’
years of credited service and on compensation despécified in the plans. The U.S. Qualified Plan
ceased future benefit accruals after DecemberR310. The Morgan Stanley Supplemental Executive
Retirement and Excess Plan (the “SEREP”) ceasedefaiccruals of benefits after September 30, 2014.

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. Eligible employeeshweligible pay less than or equal to one hundred
thousand dollars also receive a fixed contributemual to 2% of eligible pay. Additionally, certain
employees receive a transition contribution basegrmr plan membership.

Other Postemployment Benefits

Postemployment benefits include, but are not lichitg salary continuation, severance benefits biisa
related benefits, and continuation of health caelde insurance coverage provided to former elypds
or inactive employees after employment but befeteeament.

Note 15 - Income Taxes

The Company is a single-member limited liabilityngmany that is treated as a disregarded entity for
federal income tax purpose. The Company is includatie consolidated federal income tax returrdfile
by the Ultimate Parent. Federal income taxes haes Iprovided on a separate entity basis in accoedan
with the Tax Sharing Agreement with the Ultimatedrd. The Company is included in the combined state
and local income tax returns with the Ultimate Raend certain other subsidiaries of the Ultimadecht.
State and local income taxes have been providezskbparate entity income at the effective tax ratthef
Company’s combined filing group.

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

On October 31, 2014, the Parent completed a lagél @estructuring that included a change in &g t
status from a partnership to a corporation. Priothis date, the taxable income of the Company was
reported by its Parent's partnership filing forefied and most state income tax purposes. The Ukima
Parent included its distributive share of taxableoime from the Parent in its respective federatesand
local tax returns.

The Company, through its inclusion in the partngrskturn of the Parent prior to October 31, 2044 i
currently under audit by the Internal Revenue Seryihe “IRS”) as well as New York City for taxars
2009 — 2013 and 2010 — 2012 respectively. The Cagptharough its inclusion in the return of the
Ultimate Parent beginning on October 31, 2014 nigen continuous examination by the IRS and other ta
authorities in certain countries and states in tviilee Company has significant business operatsuns)

as New York.
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As of June 30, 2015, the Company has not accrugduarecognized tax benefits in the Company's
consolidated statements of financial condition.

The Company believes that the resolution of thesematters will not have a material effect on the
Company’s consolidated statements of financial @tmng although a resolution could have a material
impact on the Company’s consolidated statement®iame for a particular future period and on the
Company'’s effective income tax rate for any periodhich such resolution occurs.

It is reasonably possible that significant chanigethe gross balance of unrecognized tax benefitg m
occur within the next 12 months related to certax authority examinations referrenced above. A¢ th
time, however, it is not possible to reasonabljinette the expected change to the total amount of
unrecognized tax benefits and impact on the Comipafiective tax rate over the next 12 months.

Note 16 - Regulatory Capital and Other Requirements

MSSB is a registered broker-dealer and, accordjnglgubject to the SEC’s net capital rule. Undhes t
rule, MSSB is required to maintain minimum Net Gabias defined under SEC Rule 15c¢3-1, of not less
than the greater of 2% of aggregate debit itemsngyifrom customer transactions, plus excess margin
collateral on reverse repurchase agreements. At 30n 2015, MSSB’s Net Capital was $5,031, which
exceeded the minimum requirement by $4,868.

The Financial Industry Regulatory Authority may weq 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 besmif
net capital is less than 5% of such aggregate #tehis.

Advances to the Ultimate Parent and its affiliatepayment of subordinated liabilities, dividengmpants

and other equity withdrawals are subject to cemaiification and other provisions of the SEC Nepf(al
rule.

As of June 30, 2015, the Company performed a caatipat for the reserve requirement related to
proprietary accounts of brokers (commonly refetmeds “PAB”) set forth under SEC Rule 15¢3-3.

Note 17 — Subsequent Events

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