MORGAN STANLEY SMITH BARNEY LLC

CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
AS OF JUNE 30, 2016
(UNAUDITED)

*kkkkkkk



MORGAN STANLEY SMITH BARNEY LLC
CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
June 30, 2016
(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 $48 were pledged to various
parties)
Securities purchased under agreements to resell
Securities borrowed
Receivables:
Customers (net of $4 allowance for doukficounts)
Brokers, dealers and clearing organization
Fees, interest and other
Affiliates
Goodwill
Intangible assets (net of accumulated amortizaifapil, 749)
Other assets

Total assets

LIABILITIES AND MEMBER’S EQUITY

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

Subordinated liabilities
Member’s equity

Total liabilities and member’s equity

See Notes to Consolidated Statement of Financiatfion.
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$

853
1,644

1,193
3,628
469

15,123
265
488

34
4,609
2,201

207

30,714

25
868
3,848
2,115

7,432
309
25
430
3,774

18,826

100

11,788

30,714



MORGAN STANLEY SMITH BARNEY LLC
NOTES TO CONSOLIDATED STATEMENT OF FINANCIAL CONDIT ION
As of June 30, 2016
(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 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 in@® equity and packaged products. The Company
provides clients with a comprehensive array ofrfaial solutions, including MSSB products and se&sjand
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 exssdrance products; cash management; and retitguiagn
services through a network of approximately sixtdesusand financial advisors in the United Statks o
America (“U.S.").

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

The Company 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 consolidated statement of financial conditisrpiepared in accordance with accounting principles
generally accepted in the United States of AmefitaS. GAAP”), which require the Company to make
estimates and assumptions regarding the valuatbnsertain financial instruments, the valuation of
goodwill and intangible assets, compensation, titeame of legal and tax matters, and other matkets
affect its consolidated statement of financial dtod and related disclosures. The Company beli¢ghvats

the estimates utilized in the preparation of itssmidated statement of financial condition aredent and
reasonable. Actual results could differ materiditgm these estimates. Intercompany balances and
transactions with its subsidiaries have been ehbeithin consolidation.

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

At June 30, 2016, the Company’s consolidated sisdh#d reported $12 of assets, $10 of liabilitied &2
of member’s equity on a stand-alone basis.

Consolidation

The Company applies accounting guidance for cotgttin of VIES to certain entities in which equity
investors do not have the characteristics of arobimg financial interest. The primary beneficiany a
VIE is the party that both (1) has the power tedirthe activities of a VIE that most significandiffect
the VIE’s economic performance and (2) has an abbg 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.
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Note 2 - Significant Accounting Policies

Financial Instruments and Fair Value

Instruments within Financial instruments owned &iglancial instruments sold, not yet purchased, are
measured at fair value. These financial instrumenitsarily represent the Company’s trading posgion
and 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 uthdesame master netting agreement.

Fair Value Measurement — Definition and Hierarchy

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

In determining fair value, the Company uses varigalsation approaches and establishes a hieramhy f
inputs used in measuring fair value that maximibesuse of relevant observable inputs and minintizes
use of unobservable inputs by requiring that thestmabservable inputs be used when available.
Observable inputs are inputs that market parti¢gparould use in pricing the asset or liability thatre
developed based on market data obtained from spimdependent of the Company. Unobservable inputs
are inputs that reflect assumptions the Companig\yed other market participants would use in pgcin
the asset or liability that are developed basetherbest information available in the circumstandése
hierarchy is broken down into three levels basetherobservability of inputs as follows:

» Level 1 -- Valuations based on quoted 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, eitteectly 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 pragwehether the product is new and not yet estabtish
the marketplace, the liquidity of markets and ottlearacteristics particular to the product. To ekéent
that valuation is based on models or inputs thatless observable or unobservable in the market, th
determination of fair value requires more judgmémcordingly, the degree of judgment exercisedhmsy t
Company in determining fair value is greatest fwstiuments categorized in Level 3 of the fair value
hierarchy.

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

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 valhierarchy (see Note 4).

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

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

Valuation Techniques

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

the point within the bid-ask range that meet thenffany’s best estimate of fair value. For offsetting
positions in the same financial instrument, theesgnice within the bid-ask spread is used to mealsath

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 temmsvell as multiple inputs including, where apgtile,
commodity prices, equity prices, interest rate d/ii@urves, credit curves, creditworthiness of the
counterparty, creditworthiness of the Company,aptiolatility and currency rates.

Where appropriate, valuation adjustments are madectount for various factors such as liquiditk ris
(bid-ask adjustments), credit quality and modelautainty. Adjustments for liquidity risk adjust meld
derived mid-market levels of Level 2 and Level &ficial instruments for the bid-mid or mid-ask sjre
required to properly reflect the exit price of akriposition. Bid-mid and mid-ask spreads are matked
levels observed in trade activity, broker quotesthier external third-party data. Where these siwreae
unobservable for the particular position in questispreads are derived from observable levelsnoilasi
positions.

The Company considers collateral held and legaifgreeable master netting agreements that mitidpete
Company’s exposure to each counterparty. Adjustnémt model uncertainty are taken for positions
whose underlying models are reliant on significamputs that are neither directly nor indirectly
observable, hence requiring reliance on establistmemretical concepts in their derivation. These
adjustments are derived by making assessmentseopdisible degree of variability using statistical
approaches and market-based information wherelges3ihe Company generally subjects all valuations
and models to a review process initially and ore@gglic basis thereafter.

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

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

an entity-specific measure. Therefore, even wherrtk@haassumptions are not readily available,
assumptions are set to reflect those that the Coynpalieves market participants would use in pgdime
asset or liability at the measurement date. WheeCompany manages a group of financial assets and
financial liabilities on the basis of its net expos to either market risks or credit risk, the Camp
measures the fair value of that group of finanmatruments consistently with how market particigan
would price the net risk exposure at the measuredwe.

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, praaes 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 nofétkse 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 subsisa(i‘Chief Risk Officer”), independently review
valuation models’ theoretical soundness, the apfammess of the valuation methodology and
calibration techniques developed by the businefts using observable inputs. Where inputs are not
observable, VRG reviews the appropriateness ofptbposed valuation methodology to ensure it is
consistent with how a market participant would \ariat the unobservable input. The valuation
methodologies utilized in the absence of observatgats may include extrapolation techniques and
the use of comparable observable inputs. As pathefreview, VRG develops a methodology to
independently verify the fair value generated bg thusiness unit's valuation models. All of the
Company’s valuation models are subject to an indeget annual review.

Independent Price Verification. The business units are responsible for determittegfair value of
financial instruments using approved valuation n®@ad valuation methodologies. Generally on a
monthly basis, VRG independently validates the Yailue of financial instruments determined using
valuation models by determining the appropriatertdghie inputs used by the business units and by
testing compliance with the documented valuatiortho@ologies 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 eldVRG assesses the external sources and their
valuation methodologies to determine if the extepraviders meet the minimum standards expected
of a third-party pricing source. Pricing data po®d by approved external sources are evaluated usin
a number of approaches; for example, by 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 thidymng VRG generates a ranking of the observable
market data to ensure that the highest-ranked medeka 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 verificateord any adjustments made by VRG to the fair value
generated by the business units are presentedrtagement the CFO and the Chief Risk Officer, on a
regular basis.
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Review of New Level 3 Transactions. VRG reviews the models and valuation methodologgduto
price all new material Level 3 transactions anchibe€G and MRD management must approve the fair
value of the trade that is initially recognized.

For further information on financial assets andiliies that are measured at fair value on a n@ogr
basis, see Note 4.

Income Taxes

The Company accounts for income tax expense (ldgnsing the asset and liability method. Under this
method, the consolidated statement of financiaditmm includes deferred tax assets, related velnat
allowance and deferred tax liabilities associat@ti expected tax consequences of future eventserizef
tax assets and liabilities are determined based tip® temporary differences between the consolidate
statement of financial condition and income taxelsasf assets and liabilities using currently erchtae
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 detertainathe Company considers all available positine
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 irfuthee in excess of their net recorded amounioitild
make an adjustment to the deferred tax asset watuallowance, which would reduce the provision for
income taxes.

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

Uncertain tax positions are recorded on the babia dwo-step process whereby (1) the Company
determines whether it is more likely than not tthegt tax positions will be sustained on the basithef
technical merits of the position and (2) for thase positions that meet the more-likely-than-not
recognition threshold, the Company recognizes #&ngelst amount of tax benefit that is more than 50%
likely to be realized upon ultimate settlement with related tax authority over the next 12 months.

Cash
Cash represents funds deposited with financiaitinistns.

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

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

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

treated as collateralized financings. Reverse myase agreements and repurchase agreements &d carr
on the consolidated statement of financial condiib the amounts of cash paid or received, plusuadc

-7 -



interest. Where appropriate, repurchase agreenausreverse repurchase agreements with the same
counterparty are reported on a net basis. Seaulgrowed 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 customeritiestased lending transactions. Securities owned
by customers, including those that collateralizegimaor similar transactions, are not reflectedtbe
consolidated statement of financial condition.

Receivables and Payables — Brokers, Dealers and @iag Organizations

Receivables from brokers, dealers and clearingnizgtions include amounts receivable for failed to
deliver by the Company to a purchaser by the settidé 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.

Goodwill and Intangible Assets

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

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 circumstan@@sleo a determination that it is more likely timan that

the fair value of the reporting unit is less themdarrying amount. If after assessing the totalftevents

or circumstances, the Company determines it is fikeky than not that the fair value of the repogiunit

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

if the Company concludes otherwise, then it is regito perform the first step of the two-step innpeent
test. Goodwill impairment is determined by comparihe 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 fiesplito
determine the amount of the impairment. Additionafl the carrying value is zero or a negative eaéund

it is determined that it is more likely than noetgoodwill is impaired, further analysis is reqdir@d he
estimated fair value of the reporting unit is dedbased 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-earningfipies of certain comparable companies.

Other Assets

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

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



Note 3- Related Party Transactions

The Company has transactions with the Ultimate iRaamd its consolidated affiliates. Subordinated
liabilities transacted with the Ultimate Parent described in Note 9.

On June 10, 2016, the Company paid dividends o $@@he Parent.

Receivables from and payables to affiliates corddistffiliate transactions that occur in the norroalrrse
of business. Payables to affiliates are unsecured, interest at prevailing market rates and ayalge
on demand. A significant portinn of collateralizgansactions that occur in the normal course oiness
are with affiliates of the Compy.

Assets and receivables from affiliated companiekiae 30, 2016 are comprised of:
Cash deposited with clearing organizations oregaged under federal and

other regulations or requirements $ 16
Financial instruments owned 116
Reverse repurchase agreements 3,609
Securities borrowed 469
Receivables - Customers 55
Receivables - Brokers, dealers and clearing agaons 76
Receivables - Affiliates 34
Other assets 5

Liabilities and payables to affiliated companieduae 30, 2016 are comprised of:
Short term borrowings - affiliates $ 25
Financial instruments sold 124
Repurchase agreements 3,793
Securities loaned 2,115
Payables - Brokers, dealers and clearing orgaoiza 10
Payables - Affiliates 430
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 recurriggib follows.

Financial Instruments Owned and Financial Instrumes Sold, Not Yet Purchased
U.S. Government and Agency Securities
U.S. Treasury Securities

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

U.S. Agency Securities
U.S. agency securities are composed of two margoaies consisting of agency-issued debt and agency

mortgage pass-through pool securities. Non-callalgiency-issued debt securities are generally valued
using quoted market prices. Callable agency-issiedat securities are valued by benchmarking model-
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derived prices to quoted market prices and trade 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 noallable agency-issued debt securities are gewerall
categorized in Level 1 of the fair value hierarci@Ballable agency-issued debt securities and agency
mortgage pass-through pool securities are genecatiggorized in Level 2 or Level 3 of the fair valu
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, thaesds are categorized in Level 3 of the fair value
hierarchy.

Corporate and Other Debt

Residential Mortgage-Backed Securities (“RMBS”) atider 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 &elsoWhen position-specific external price dataraot
observable, the fair value determination may regh@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 considered. Martegtdard models, such as Intex, Trepp or others,beay
deployed to model the specific collateral compoaitand cash flow structure of each transaction. Key
inputs to these models are market spreads, foeztasedit losses, and default and prepayment fates
each asset category. Valuation levels of RMBS msli@are used as an additional data point for
benchmarking purposes or to price outright indesitimns.

RMBS and other ABS are generally categorized inelL@vof the fair value hierarchy. If external psoar
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 falueshierarchy.

Corporate Bonds

The fair value of corporate bonds is determinechgisiecently executed transactions, market price
quotations (where observable), bond spreads, cded#ult 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 comparakierisse
used. When position-specific external price da& raot observable, fair value is determined based on
either benchmarking to similar instruments or ctistv 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 hierarchyjnstances where prices, spreads or any of tiher o
aforementioned key inputs are unobservable, thegategorized in Level 3 of the fair value hiergrch
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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, viaoadjustments are not applied, and they are oaiz=yl

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

Derivative Contracts
Listed Derivative Contracts

Listed derivatives that are actively traded araugdlbased on quoted prices from the exchange &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 Leel

of the fair value hierarchy.

OTC Derivative Contracts

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 actim, 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
actively quoted markets, as is the case for gemetecest rate swaps, certain option contractscamthin
credit default swaps. In the case of more estadalisterivative products, the pricing models usedheay
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 the valuation techniqdesOTC derivative products, see Note 2. For ferth
information on derivative instruments, see Note 5.

Physical Commodities
The Company trades various precious metals on baifalts 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.

The following fair value hierarchy table presemtformation about the Company’s financial assets and
liabilities measured at fair value on a recurrirgib at June 30, 2016.
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Assets and Liabilities Measured at Fair Value on &ecurring Basis at June 30, 2016

Balance at
Level 1 Level 2 Level 3 June 30, 2016
Assets at Fair Value:
Financial instruments owned:
U.S. government and agency securities:
U.S. Treasury securities $ 126% - $ -8 126
U.S. agency securities - 172 - 172
Total U.S. government and agency securities 26 1 172 - 298
Other sovereign government obligations 10 3 - 13
Corporate and other debt:
Residential mortgage-backed securities - 4 - 4
Asset-backed securities - - 1 1
Corporate bonds - 668 - 668
Other debt - 6 - 6
Total corporate and other debt - 678 1 679
Corporate equitiéd 52 7 - 59
Derivative contracts:
Interest rate contracts - 1 - 1
Foreign exchange contracts - 116 - 116
Equity contracts - 7 - 7
Commodity contracts - 15 - 15
Total derivative contracts - 139 - 139
Physical commodities - 5 - 5
Total financial instruments owned $ 188 % 1,004 $ 1 % 1,193
Liabilities at Fair Value:
Financial instruments sold, not yet purchased:
U.S. government and agency securities
U.S. Treasury securities $ 227% - $ -8 227
U.S. agency securities - 8 - 8
Total U.S. government and agency securities 227 8 - 235
Other sovereigh government obligations 12 2 - 14
Corporate and other debt:
Corporate bonds - 449 - 449
Other debt - 3 - 3
Total corporate and other debt - 452 - 452
Corporate equitiéd 37 5 - 42
Derivative contracts:
Interest rate contracts 1 - - 1
Foreign exchange contracts - 111 - 111
Commodity contracts - 13 - 13
Total derivative contracts 1 124 - 125
Total financial instruments sold, not yet purchased $ 277 % 501 $ - 8 868

@ For trading purposes, the Company holds or setig ggjuity securities issued by entities in diverskistries and of varying size.

Transfers Between The Fair Value Hierarchy Levels

For assets and liabilities that were transferrad/&en Levels during the period, fair values areibed as
if the assets or liabilities had been transferigdfahe beginning of the period.

During the six months ended June 30, 2016, there nwe material transfers between Level 1 and L2yel
or into or out of Level 3.
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Financial Instruments Not Measured at Fair Value

The table below presents the carrying value, failug and fair value hierarchy category of certain
financial instruments that are not measured at\falue in the Company’s consolidated statement of
financial condition. The table below excludes dertéinancial instruments such as equity method
investments and all non-financial assets and Itasiisuch as goodwill and intangible assets.

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

the ordinary course of business, Other assets,rQii®lities and accrued compensation expensed, an
Short-term borrowings - affiliates approximate fague 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 bty
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 fot de
instruments with similar terms and maturity.

Financial Instruments Not Measured at Fair Value atJune 30, 2016

At June 30, 2016 Fair Value Measurements using:
Carrying Value Fair Value Level 1 Level 2 Level 3

Financial Assets:
Cash $ 853 $ 853 $ 853 $ - 8 -
Cash deposited with clearing organizations or

segregated under federal and other

regulations or requirements 1,644 1,644 1,644 - -
Reverse repurchase agreements 3,628 3,628 - 3,628 -
Securities borrowed 469 469 - 469 -
Receivablest
Customers 15,123 15,123 - 15,123 -
Brokers, dealers and clearing 265 265 - 265 -
Fees, interest and other 488 488 - 488 -
Affiliates 34 34 - 34 -
Other assef8 40 40 - 40 -
Financial Liabilities:
Short-term borrowings - affiliates $ 25 % 25 % -8 25 $ -
Repurchase agreements 3,848 3,848 - 3,848 -
Securities loaned 2,115 2,115 - 2,115 -
Payables$?
Customers 7,432 7,432 - 7,432 -
Brokers, dealers and clearing 309 309 - 309 -
Affiliates 430 430 - 430 -
Other liabilities and accrued compensation
expenséd 2,061 2,061 - 2,061 -
Subordinated liabilities 100 100 - 100 -

M Accrued interest, fees and dividend receivablespmydbles where carrying value approximates fdirevhave been excluded.

@ QOther assets exclude certain financial instruméatsare not in scope and certain non-financiatimsents.

@ Other liabilities and accrued compensation expersekides certain financial instruments that areinscope and certain non-financial
instruments.
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Note 5 - Derivative Instruments

The Company may trade listed futures, forwardsiooagtand other derivatives referencing, among other
things, interest rates, currencies, investment eyraifd non-investment grade corporate credits, Joans
bonds, U.S. and other sovereign securities, engmarket 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 instrumefhisdge their client facilitation activity. The Conmya
does not apply hedge accounting.

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

or sale of positions in related securities and rfai@ instruments, including a variety of derivativ
products (e.g., futures, forwards, swaps and og}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 mastamgeor collateral agreements. See informatioatesl to
offsetting of certain collateralized transactiom\Niote 6.

Fair Value and Notional of Derivative InstrumentsFair values of derivative contracts in an asset
position are included in Financial instruments owviaed fair values of derivative contracts in ailigb
position are reflected in Financial instrumentsdsalot yet purchased in the consolidated staternent
financial condition (see Note 4):

Derivative Asset!

Fair Value Notional
Bilateral Exchange Bilateral Exchange
OoTC Traded Total OTC Traded Total
Derivative contracts:®
Interest rate contrac $ 1 3 - $ 1 % 5 % 3C $ 3%
Foreign exchange contra 11€ - 11€ 3,31« - 3,31«
Equity contract 7 - 7 1,03¢ - 1,03¢
Commaodity contrac 15 - 15 15 - 15
Total derivative assets $ 139 ¢ - $ 139 $§ 4370 % 30 $4,400

Derivative Liabilities

Fair Value Notional
Bilateral Exchange Bilateral Exchange
oTC Traded Total OTC Traded Total
Derivative contracts:")
Interest rate contrac $ 1 9 - ¢ 1 % 164 $ - $ 164
Foreign exchange contra 111 - 111 3,31¢ - 3,31¢
Equity contract - - - 74 - 74
Commaodity contrac 13 - 13 13 1 14
Total derivative liabilities $ 125 ¢ - $ 125 $ 3569 % 1 $3,570

@ Notional amounts include gross notionals relatedpen long and short futures contracts of $10 dndespectively. The unsettled fair value of the
open short futures contracts (excluded from thdetaove) is included in Receivables - Brokers,latsaand clearing organizations on the
consolidated statement of financial condition.

Note 6 - Collateralized Transactions

The Company enters into reverse repurchase agrégmepurchase agreements, securities borrowed and
securities loaned transactions to, among othegshiacquire securities to cover short positions seitle
other securities obligations, to accommodate custshmeeds and to finance the Company’s inventory
positions.
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The Company manages credit exposure arising frazh sansactions by, in appropriate circumstances,
entering into master netting agreements and codla@greements with counterparty that provide the
Company, in the event of a counterparty defaultl{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 agaimstet 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 pastedllateral (with rights of rehypothecation)chrtain
cases, the Company may agree for such collatetad fgosted to a third-party custodian under adrtyp
arrangement that enables the Company to take d¢aftsuch collateral in the event of a counterparty
default. The Company also monitors the fair valfiehe underlying securities as compared with the
related receivable or payable, including accruéer@st, and, as necessary, requests additionatemall as
provided under the applicable agreement to enswafe tsansactions are adequately collateralized.riBke
related to a decline in the market value of cotldtdpledged 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 ifasohl margin calls on reverse repurchase agreismen
and securities borrowed transactions with similaalidy collateral. Additionally, the Company may
request lower quality collateral pledged be replagéth higher quality collateral through collateral
substitution rights in the underlying agreements.

The Company actively manages its secured finanicireg 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 counterpgrtas defined by the Company’s fundability critefféne
Company utilizes shorter-term secured financinghighly liquid assets and has established longeorte
limits for less liquid assets, for which funding yrize at risk in the event of a market disruption.

Offsetting of Certain Collateralized Transactions

The following table presents information about dffsetting of these instruments and related calddte
amounts at June 30, 2016. For information relatenffsetting of derivatives, see Note 5.

At June 30, 2016

Net Amounts Financial
Amounts Offset Presented in  Instruments Not
in the the Offset in the
Consolidated Consolidated Consolidated
Statement of Statement of Statement of
Gross Financial Financial Financial Net
Amounts®”) Condition Condition Condition®  Exposure
Assets
Reverse repurchase agreemedits 3,628 $ - 8 3,628 $ (3,564) $ 64
Securities borrowed 469 - 469 (461) 8
Liabilities
Repurchase agreements $ 3,848 $ - $ 3,848 $ (3,793) $ 55
Securities loaned 2,115 - 2,115 (2,100) 15

@ Amounts include $19 of Securities purchased ungdereanents to resell and $55 of Securities sold uagieements to repurchase which are
either not subject to master netting agreemengs®subject to such agreements but the Compangdiatetermined the agreements to be
legally enforceable.

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

@)
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Secured Financing Transactions—Maturities and Cotkxal Pledged

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

Gross Secured Financing Balances by Remaining Cawctual Maturity:

Remaining Contractual Maturity
Overnight Lessthan 30-90 Over

and Open 30 days days 90 days Total
Repurchase agreements $ 3,818 - $ 30 % - $ 3,848
Securities loaned 2,115 - - - 2,115
Gross amount of secured financing included in the
above offsetting disclosure $ 50933 - $ 30 % - $ 5,963

Gross Secured Financing Balances by Class of Catat Pledged:
At June 30, 2016

Repurchase agreements
U.S. government and agency securities ¢8

Corporate equities 1,325

Corporate and other debt 2,475
Total repurchase agreements 3,48

Securities loaned

Corporate and other debt $ 24

Corporate equities 2,091
Total securities loaned $115

Gross amount of secured financing included in theve offsetting disclosure $,963

Financial Instruments Pledged

The Company pledges its financial instruments owtedollateralize repurchase agreements and other
secured financings. Pledged financial instrumelmd$ ¢an be sold or repledged by the secured peasty a
identified as Financial instruments owned (pled¢edsarious parties) in the Company’s consolidated
statement of financial condition. At June 30, 20th& carrying value of financial instruments owrisd

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@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 tresmirities held as collateral and use the secsiitie
secure repurchase agreements, to enter into sesuehding and derivative transactions or foragl to
counterparties to cover short positions. At June ZIL6, the total fair value of financial instrungen
received as collateral where the Company is pezthiid sell or repledge the securities was $21,50 a
the fair value of the portion that had been soldepiedged was $6,831.
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Concentration Risk

The Company is subject to concentration risk bydimg large positions in certain types of secured or
commitments to purchase U.S. agency securitieganEial instruments owned by the Company include
U.S. government and agency securities, which, énapgregate, represented approximately 0.1% of the
Company’s total assets at June 30, 2016. In addisobstantially all of the collateral held by the
Company for resale agreements or bonds borroweidhvibgether represented approximately 13% of the
Company’s total assets at June 30, 2016, 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.

Other

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

of qualifying securities and is included within @uwer receivables in the Company’s consolidated
statement of financial condition. Under these ame@s and transactions, the Company receives
collateral, including U.S. government and agencgussies, other sovereign government obligations,
corporate and other debt, and corporate equitiestdther receivables generated from margin lending
activities are collateralized by customer-owneduséies held by the Company. The Company monitors
required margin levels and established credit findaily and, pursuant to such guidelines, requires
customers to deposit additional collateral, or pedpiositions, when necessary.

Margin loans are extended on a demand basis andoarommitted facilities. Factors considered ia th
review of margin loans are the amount of the Idhg, intended purpose, the degree of leverage being
employed in the account, and overall evaluatiothefportfolio to ensure proper diversification ior the
case of concentrated positions, appropriate liuidi the underlying collateral or potential hedgin
strategies to reduce risk. Additionally, transatsioelating to concentrated or restricted positi@ugiire a
review of any legal impediments to liquidation b&tunderlying collateral.

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

the Company’s credit exposure in the event of docosr default. The Company may request additional
margin collateral from customers, if appropriated,aif necessary, may sell securities that havebeen
paid for or purchase securities sold but not defigefrom customers. At June 30, 2016, there was
approximately $14,434 of customer margin loanstaatting.

At June 30, 2016, cash of $1,644 and securitiekiatvalue of $825 were deposited with clearing
organizations or segregated under federal and o#igertations or requirements. Securities depositi¢al
clearing organizations or segregated under fedamlother regulations or requirements are sounwed f
reverse repurchase agreements in the consolidattednent of financial condition.

Note 7 — Goodwill and Net Intangible Assets

The Company’s next annual goodwill impairment testas of July 1, 2016 and is currently being
performed. Adverse market or economic events caddlt in impairment charges in future periods.

There have been no changes in the carrying amduhecCompany’s goodwill as of June 30, 2016. At
June 30, 2016, net intangible assets were $2,20tegamesented customer relationships.
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Note 8 - Short-Term Borrowings

Short-term borrowings from affiliates are unsecurbdar interest at prevailing market rates and are
payable on demand. The balances consist of intgraoynfunding from the Ultimate Parent.

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 3Q,&2@he Company had $25 outstanding under thetcredi
agreement.

Note 9 - Subordinated Liabilities

Subordinated liabilities consist of one Subordida®evolving Credit Agreement with the Ultimate Rdre
dated May 31, 2015, with a maturity date of July 3022. The interest rate on the drawn balandbeof
line of credit of $250 is 250 basis points plus 8nth LIBOR. At June 30, 2016 the details of the
outstanding balance on the line of credit wereoHevs:

Subordinated Notes Maturity Date Interest Rate Par Value

Subordinated Revolver July 31, 2022 3.13% $ 100

Note 10 — Commitments, Guarantees and Contingencies

Letters of Credit

The Company has the ability to issue letters oflitt® satisfy various collateral requirements; eoer,
none were outstanding at June 30, 2016.

Premises and Equipment

At June 30, 2016, future minimum lease commitmept&)cipally on computer equipment, furniture,
fixtures and other equipment, were as follows:

Fiscal Year Lease Commitments
2016 $ 10
2017 17
2018 14
2019 10
2020 6
Thereafter 7
Total $ 64

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 taséat

the sale of financial instruments sold, not yetchased may exceed the amounts recognized in the
consolidated statement of financial condition.
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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 gsaian interest or foreign exchange rate, sgourit
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 welhdsect guarantees of the indebtedness of others.

Derivative Contracts

Certain derivative contracts meet the accountirftnidien 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 segyrthe
Company has disclosed information regarding alivdéive contracts that could meet the accounting
definition of a guarantee. The maximum potentiglqué for certain derivative contracts, such astesit
foreign currency options, cannot be estimatednaseases in foreign exchange rates in the futuaédco
possibly be unlimited. Therefore, in order to pdwvinformation 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 conttacAlso, the Company may recover amounts relatade
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 contilaciagh a variety of risk mitigation strategiesluttng,

but not limited to, entering into offsetting ecorionmedge positions. The Company believes that the
notional amounts of the derivative contracts gdheowerstate its exposure. For further discussibthe
Company’s derivative risk management activitiesidete 5.

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 legalons, including arbitrations, class actions atiter
litigation, arising in connection with its activeé as a global diversified financial services tostn.
Certain of the actual or threatened legal actior@dude claims for substantial compensatory and/or
punitive damages or claims for indeterminate amowohtdamages. In some cases, the entities thatdwoul
otherwise be the primary defendants in such caselsaakrupt 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 tradictividies, financial products or offerings sold Hye
Company, and accounting and operational mattersaiceof which may result in adverse judgments,
settlements, fines, penalties, injunctions or otk&ef.

The Company contests liability and/or the amoundamages as appropriate in each pending matter.
Where available information indicates that it i®lable a liability had been incurred at the datehef
consolidated statement of financial condition amel €Company can reasonably estimate the amounabf th
loss, the Company accrues the estimated loss blyaege to income. The Company's future legal
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expenses may fluctuate from period to period, gitte® current environment regarding government
investigations and private litigation affecting lpéd financial services firms, including the Company

In many proceedings and investigations, howeves,irtherently difficult to determine whether amg$ is
probable or even possible or to estimate the amotirdny loss. The Company cannot predict with
certainty if, how or when such proceedings or itigesions will be resolved or what the eventual
settlement, fine, penalty or other relief, if amgay be, particularly for proceedings and invesiogest
where the factual record is being developed oresiat or where plaintiffs or government entitieskse
substantial or indeterminate damages, restituti@mgorgement or penalties. Numerous issues may teeed
be resolved, including through potentially lengttigcovery 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 questigevant 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
such proceedings or investigations could be materitne Company’s operating results and cash fltows

a particular period depending on, among other Hitige level of the Company’s revenues or income 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 inedeamterially in the financial services industryhi®
the Company has identified below a proceeding tthetCompany believes to be material, individually o
collectively, there can be no assurance that axhditimaterial losses will not be incurred from iiaithat
have not yet been asserted or are not yet detedrtonee material.

The Company was named as a defendant in an aidnitratyled Lynnda L. Speer, as Personal
Representative of the Estate of Roy M. Speer, et al. v. Morgan Stanley Smith Barney LLC, et al., which was
heard before a Financial Industry Regulatory Alticarbitration panel in the state of Florida. Btifs
asserted claims for excessive trading, unauthorims of discretion, undue influence, negligence and
negligent supervision, constructive fraud, abusdidiciary duty, unjust enrichment and violations o
several Florida statutes in connection with brogeraccounts owned by a former high-net worth wealth
management client who is now deceased. Plaintiffaglst approximately $475 in disgorgement,
compensatory damages, statutory damages, punigineges and treble damages under various factual
and legal theories. On March 21, 2016 the arlosngpanel in the matter issued an award in favahef
plaintiffs in the amount of approximately $33, phattorneys’ fees and costs.

Note 11 — Variable Interest Entities and Securitizeon Activities

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

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

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

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 determiiioa is based upon an analysis of the design of the
VIE, including the VIE’s structure and activitiehe power to make significant economic decisiond he
by the Company and by other parties, and the Meriakerests owned by the Company and other parties
The Company generally has no power in these strestu
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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 securitiedebt$89 at June 30, 2016. The Company’s primaky ri
exposure is to the securities issued by the SPEdwy the Company, with the risk highest on thetmos
subordinate class of beneficial interests. Thesarges are included in Financial instruments odme
Corporate and other debt and are measured atdlaie vThe Company does not provide additional stppo
in these transactions through contractual facdljtisuch as liquidity facilities, guarantees or &mi
derivatives. The Company’s maximum exposure to éagsls the fair value of the securities owned.

Note 12 — Sales and Trading Activities

Sales and Trading

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

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

Risk Management

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

Risk is an inherent part of the Company’s busiresd activities. Management believes effective risk
management is vital to the success of the Compdnysiness activities. Accordingly, the Company has
policies and procedures in place to identify, 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 theugatypes of risk involved in its activities igtizal to

its soundness and profitability.

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 cohgtevilving nature of global financial markets regs

that the Company maintain a risk management cuttuse is incisive, knowledgeable about specialized
products and markets, and subject to ongoing regigvenhancement. To help ensure the efficacyshf ri
management which is an essential component of dmp@ny’s reputation, senior management requires
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 miarisi exposures is generated.
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Sound market risk management is an integral path@fCompany’s culture. The various business units
and trading desks are responsible for ensuringriaaket 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 counterpartiBlsis type of risk requires credit analysis of spec
counterparties, both initially and on an ongoingibaThe Company also incurs credit risk througingina
and non-purpose loans to customers, which areterdlized by securities.

The Company has structured its credit risk managerinamework to reflect that each of its businesses
generates unique credit risks, and establishesiggado evaluate, monitor and control credit egbosure
both within and across business segments. The Gumigaresponsible for ensuring transparency of
material credit risks, ensuring compliance witrabBshed limits, approving material extensions refdit,

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

Operational Risk

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

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

Liquidity and Funding Risk

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

The primary goal of the Company’s Liquidity Risk Megement Framework is to ensure that the Company

has access to adequate funding across a wide odrmgarket conditions. The framework is designed to
enable the Company to fulfill its financial obligats and support the execution of its businessegjies.
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The Company’s Required Liquidity Framework reflettte amount of liquidity the Company must hold in
both normal and stressed environments to ensutatshinancial condition or overall soundness & n
adversely affected by an inability (or perceivedhitity) to meet its financial obligations in a thy
manner. The Required Liquidity Framework considérms most constraining liquidity requirement to
satisfy all regulatory and internal limits. The Qumany uses Liquidity Stress Tests to model liquidity
inflows and outflows across multiple scenarios oaerange of time horizons. These scenarios contain
various combinations of idiosyncratic and systestiess events of different severity and duratidme T
methodology, implementation, production and analysi the Company’s Liquidity Stress Tests are
important components of the Required Liquidity Feavork.

Note 13 — Employee Stock-Based Compensation Plans

Eligible employees of the Company participate irnvesal of the Ultimate Parent's stock-based
compensation plans. The Ultimate Parent measurapamasation cost for stock-based awards at fairevalu
and recognizes compensation cost over the sendciddy net of estimated forfeitures. Stock-based
compensation costs are charged to the Companyebitimate Parent based upon the awards granted to
employees participating in the programs.

Restricted Stock Units

Restricted stock units (“RSUs”) are generally sabje vesting over time, generally one to threeryea
from the date of grant, contingent upon continugtpleyment and to restrictions on sale, transfer or
assignment until conversion to common stock. All arportion of an award may be canceled if
employment is terminated before the end of thevasie vesting period and after the relevant vesting
period in certain situations. Recipients of RSUy tmawve voting rights, at the Ultimate Parent’s dition,
and generally receive dividend equivalents. Themdite Parent determines the fair value of RSUs
(including RSUs with non-market performance cowdit) based on the grant-date fair value of its
common stock, measured as the volume-weighted gevgrace on the date of grant. RSUs with market-
based conditions are valued using a Monte Carlgagi@in model.

Performance-Based Stock Units

Performance-based stock units (“PSUs”) will vest aanvert to shares of common stock at the enteof t
performance period only if the Ultimate Parentdes predetermined performance goals over thethre
year performance period that began on Januarytiieafrant year and ends three years later on Dasremb
31. Under the terms of the award, the number of Bl will actually vest and convert to shared el
based on the extent to which the Ultimate Parehteses the specified performance goals during the
performance period. PSUs have vesting, restricimhcancellation provisions that are generally lsino
those of RSUs.

Stock Options

Stock options generally have an exercise pricdasstthan the fair value of the Ultimate Parent'simon
stock on the date of grant, vest and become exdleiover a three-year period and expire seversyear
from the date of grant, subject to acceleratedratipn upon certain terminations of employment.c&to
options have vesting, restriction and cancellapoovisions that are generally similar to those &UR.
The fair value of stock options is determined ugshmg Black-Scholes valuation model and the singhaty

life method. Under the single grant life methodti@p awards with graded vesting are valued using a
single weighted-average expected 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 U.S. pension plan has gewecaldsed future benefit accruals. The pension plans
generally provide pension benefits based on edgiblel employee’s years of credited service and on
compensation levels specified in the plans.

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

Morgan Stanley 401(k) Plan

Eligible employees receive discretionary 401(k) e¢hatg cash contributions that are allocated acogrdi
to participants’ then current investment directiontn 2016, the Company made a dollar for dollar
Company match up to 4% of eligible 2015 pay, ufh®linternal Revenue Service (“IRS”) limit. Matchin
contributions are invested according to participamivestment direction. Eligible employees with
eligible pay less than or equal to one hundred gand dollars receive a fixed contribution under the
401(k) Plan that equals 2% of eligible pay. A sigion contribution is allocated to certain eligbl
employees.

Note 15 - Income Taxes

The Company is a single-member limited liabilityngmany that is treated as a disregarded entity for
federal income tax purposes. The Company is indudehe consolidated federal income tax returedfil
by the Ultimate Parent. Federal income taxes haem Iprovided on a separate entity basis in accoedan
with the Tax Sharing Agreement with the Ultimatedpd. 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 provideskparate entity income at the effective tax ratthef
Company’s combined filing group.

Certain subsidiaries of the Company are organisecogoorations which are subject to federal, shatt
local income taxes.

Tax Authority Examinations

The Company, through its inclusion in the partnigrghturn of the Parent prior to October 31, 20%4,
currently under audit by the Internal Revenue $er(ithe “IRS”) as well as New York City for taxays
2009 — 2013 and 2010 — 2012 respectively. The Cagptlarough its inclusion in the return of the
Ultimate Parent beginning on October 31, 2014 niden continuous examination by the IRS and other ta
authorities in certain states in which the Complaay significant business operations, such as Nek. Yo

The Company is subject to the income and indiraxtlaws of the U.S., its states and municipalitres
which the Company has significant business operatidhese tax laws are complex and subject to
different interpretations by the taxpayer and thlevant governmental taxing authorities. The Corgpan
must make judgments and interpretations aboutppécation of these inherently complex tax laws whe
determining the provision for income taxes and #&xpense for indirect taxes and must also make
estimates about when certain items affect taxaidenne in the various tax jurisdictions. Disputegrov
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, aretagnized tax benefits related to potential loskat

=24 -



may arise from tax audits are established in aeourel with the guidance on accounting for unrecaghiz
tax benefits. Once established, unrecognized taeflie are adjusted when there is more information
available or when an event occurs requiring a chang

The accrual of interest and penalties (if any)teglao unrecognized tax benefits is recorded orbtioks
of the Ultimate Parent. As of June 30, 2016, thveeee no accrued penalties related to unrecogreed
benefits.

Note 16 - Requlatory 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 2016, MSSB’s Net Capital was $3,752, which
exceeded the minimum requirement by $3,595.

The Financial Industry Regulatory Authority may weq a member firm to reduce its business if net
capital is less than 4% of such aggregate delpitsitgnd may prohibit a firm from expanding its besmif
net capital is less than 5% of such aggregate #ehis.

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, 2016, the Company performed a caatiput 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 fastengint 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 otherwis®rtep in these consolidated statement of financial
condition or the notes thereto.
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