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GAAP
2013 12 31 2017 12 31
( )

2017 2016 2015 2014 2013

12 31 12 31 () 12 31 12 31 12 31
20,063 17,592 146,157 153,371 145,237
(14,277) 10,771 110,072 114,986 114,136
(93,465) (11,333) 5,229,219 5,119,147 5,004,161
1 1 1 1 1
(93,465) (11,333) 5,229,219 5,119,147 5,004,161
8,330,820 2,143,572 6,942,319 6,797,385 6,644,532
(93,465) (11,333) 5,229,219 5,119,147 5,004,161
0 0 0 0 0
(14,277) 10,771 110,072 114,936 114,136
213,295 18,323 0 0 0
(6,084,925) (2,159,349) 0 0 0
5,871,817 2,141,053 0 0 0
1,045 27 0 0 0
0 0 0 0 0

() 2016 12 31
( (
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1,000
2014 12 31 (108,410 )
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2016
2016 12 31 (108 416002
2017
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2017 12 31
( )
2017 12 31 2016 12 31

$ 1,045 114 $ 27 3

33,853 3,704
4,263 466 21,585 2,362
( ) 8,256,771 903,373 2,112,571 231,136
( ) 34,888 3,817 9,389 1,027
$ 8,330,820 911,475 $ 2,143,572 234,528
$ $ 61,203 6,696

6,765 740
2,007 220 983 108
( ) 27 3
( ) 20,768 2,272
419 46

(8,410,513 2,066,505
) 8,415,513 920,741 2,071,505 226,643
8,424,285 921,701 2,154,905 235,768
(
)

( ) (93,465) (10,226) (11,333) (1,240)
( ) $ 8,330,820 911,475 $ 2,143,572 234,528
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(
2017 2016
$ (47,719) (5,221) $ 1,857 203
67,782 7,416 15,735 1,722
20,063 2,195 17,592 1,925
20,861 2,282 6,752 739
15 2
135 15 212 23
1 0
21,011 2,299 6,965 762
(948) (104) 10,627 1,163
/( 13,329 1,458 (144) (16)
C ) (14,277) (1,562) 10,771 1,178
(67,855) (7,424) (11,090) (1,213)
$ (82,132) (8,986) $ (319) (35)
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2017 12 31
(
2017 2016
$  (14,277) (1,562) $ 10,771 1,178
(
)

209,447 22,916 38,433 4,205
24,087 2,635 (21,585) (2.362)
@n €)) 941,699 103,031
(6,540) (716) (952,397) (104,202)
1,024 112 983 108
(419) (46) 419 46
213,295 23,337 18,323 2,005
(6,084,925) (665,752) (2,159,349) (236,254)
(6,084,925) (665,752) (2,159,349) (236,254)
7,698,591 842,303 2,475,367 270,830
(1,826,774) (199,867) (334,314) (36,577)
5,871,817 642,435 2,141,053 234,253

831 91
1,018 111 27 3

27 3
$ 1,045 114 $ 27 3
$ 18,703 2,046 $ 2,119 232
5,240,233 573,334
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( )
( )
2015 12 31 $ 5,229,219 572,129
10,771 1,178
(5,240,233) (573,334)
6,459 (11,090) (1,213)
2016 12 31 (11,333) (1,240)
(14,277) (1,562)
39,727 (67,855) (7,424)
2017 12 31 $  (93,465) (10,226)
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GAAP
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DVA
AOCH
Aoct 2018 24
ASU 2018-02
AOCH
2017 2019
2018
21
( )
2017 12 31 2016 12 31
$ 33,853 $
20,887
8,256,771 2,112,571
34,888 9,389
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$ $ 61,203
634

27

20,768

( )
2017 2016

$ 235,437 $ 1,857

67,782 15,735

$ 799 $ 3,558
5,240,233
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( )
2017 12 31
$ $ 254,546 $ 26,640 $ $ 281,186
25,131 2,239 27,370
2,600 2,600
3,334 3,334
@) (184,840) (28,879) (66,918) (280,637)
100,771 (66,918) 33,853
100,771 (66,918) 33,853
$ $ 100,771 $ $ (66,918) $ 33,853
$ $ 92,022 $ 66,332 $ $ 158,354
89,806 29,465 119,271
2,895 2,895
117 117
) (184,840) (28,879) (66,918) (280,637)
66,918 (66,918)
66,918 (66,918)
7,314,066 1,096,447 8,410,513
$ $7,314,066 $1,163,365  $ (66,918)  $8,410,513

€))
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( )
2016 12 31

$ $ 20,504 $ 4,128 $ $ 24,632
) (20,504) (4,128) (24,632)

$ $ $ $ $

$ $ $ $ $

$ $ $ $ $
$ $ 46,824 $ 13,338 $ $ 60,162
@) (20,504) (4,128) (24,632)
28,324 32,879 61,203
28,324 32,879 61,203
1,888,768 177,737 2,066,505
$ $1,917,092 $ 210,616 $ $2,127,708

@
« D
« )
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2017
( )
2016 2017
12 31 12 31
« )
« )
( )
€))
$ 9,210 $(22,655) $ (18) $ 2 $ 10,117 $ (2,274)  $ 39,692  $(37,173)
23,669 9,995 - - 13,552 - 27,226 (6,825)
«C ) 32,879 (12,660) (18) 2 23,669  (2,274) 66,918  (43,998)
177,737 21,938 - 1,016,282 (9,538) (66,096) 1,096,447 22,297
( ) $210,616 $ 9,278 $ (18) $1,016,284 $14,131 $(68,370) $1,163,365  $(21,701)
@
2016
( )
2015 2016
12 31 12 31
«C )
C )
( )
€Y)
$ $(4,885) $ (70) $ 4,395 $ $ $ 9,210  $(4,885)
23,669 23,669
() (4,885) (70) 28,064 32,879  (4,885)
6,473 184,210 177,737 6,473
( ) $ $ 1,588 $ (70) $212,274 $ $ $210,616  $1,588
@
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@
2017 12 31 2016 12 31
(27,226 23,669 )
N/M(2) 25
8 11 (9 /8 ) 7 11 (10 /10 )
N/M 41 89 (74 /76 )
N/M 0 (0 )
(3)(39,692 9,210 )
6 29 (19 ) 17 34 (27 )
2 0 (0) 2 0 (1)
3B 9% (92 ) 27 95 (91 )
65 10 (-39 ) -63 30 (-39 )
, (1,096,447 177,737
12 29 (22 ) 17 33 (30 )
-1 0 (0) 10 (1)
4 95 (75 ) 46 95 (92 )
-48 10 (-27 ) -63 25 (-41 )
N/M 25
N/M 7 11 (10 /10 )
@
(2) N/M
€))
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2017 12 31 2016 12 31
( )
2017
@ $  (283,156) $ (19,883) $  (303,039)
2016
@ $ 14,989 $ (3,194) $ 11,795

(1) DVA ( ) ocl
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( )
$ (107,582)
$ (17,549)
( )
2017 12 31 2016 12 31
$ 7,176,654 $ 1,767,433
1,190,966 299,072
11,422
31,471
$ 8,410,513 $ 2,066,505
( )
2017 12 31 2016 12 31
$ 23,152 $ 12,125
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( )
2017 12 31
$ 1,045 $ 1,045 $ $ $ 1,045
4,263 4,263 4,263
( ) 8,256,771 8,256,771 8,256,771
( ) 34,888 34,888 34,888
o
$ 6,765 $ 6,765 $ 6,765
5,000 5,000 5,000
( )
2016 12 31
$ 27 $ 27 $ $ $ 27
21,585 21,585 21,585
( ) 2,112,571 2,112,571 2,112,571
( ) 9,389 9,389 9,389
€Y
( ) $ 27 $ $ 27 $ $ 27
( ) 20,768 20,768 20,768
0 135 135 135
5,000 5,000 5,000

€3]
@
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2017 12 31 2016 12 31
( )
2017 12 31
$ 281,186 $ 4,843,721 $ 158,354 $ 4,120,963
27,370 104,441 119,271 1,211,514
2,600 2,506 2,895 2,506
3,334 21,603 117 6,530
314,490 4,972,271 280,637 5,341,513
(280, 637) (280, 637)
$ 33,853 $
( )
2016 12 31
$ 24,632 $ 669,976 $ 60,162 $ 1,658,719
25,673 312,095
24,632 669,976 85,835 1,970,814
(24,632) (24,632)
$ $ 61,203
C )
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( )
2017 2016
$  (58,468) $  (584)
12,468 2.441
(1,559)
(160)
$  (47,719) $ 1,857
2017 12 31
( )
@

12 $ $ 44,595 $ 44,59
2018 $ $ 603,531 $ 603,531
2019 1,651,830 1,651,830
2020 1,432,622 1,432,622
2021 490,384 490,384
2022 1,253,051 1,253,051

5,000 2,934,500 2,939,500
$ 5,000 $ 8,365,918 $ 8,370,918
$ 5,000 $ 8,410,513 $ 8,415,513
©) 3.50 N/M

61/106



EDINETOOOO
o o o o o o =5 2K )

OooooOodd
2016 12 31
( )
@

12 $ $ 1,636 $ 1,636
2017 $ $ 13,572 $ 13,572
2018 239,079 239,079
2019 285,639 285,639
2020 124,636 124,636
2021 648,655 648,655

5,000 753,288 758,288
$ 5,000 $ 2,064,869 $ 2,069,869
$ 5,000 $ 2,066,505 $ 2,071,505
&) 3.50 N/M
@ LIBOR
@
2017 2016 7,698,591
2,475,367

500

LIBOR
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AOCI
( )
2015 12 31 $
o (11,090)
2016 12 31 (11,090)
[€)) (67,855)
2017 12 31 $  (78,945)
(1) DVA
2017 12 31 2016 12 31
39,727 6,459
2016
2016
( )
2017 2016
$ (358) $ (133)
75 11

13,612

$ 13,329 $ (144)
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2017 2016
35.00 35.00
(5.12) 1.84
(38.19)
(1,435.89)
(1,406.01) (1.35)
21
13,612
29.88
(4,059)
2017 12 31

65/106



IRS
2014

12

10.

2018 11

EDINETOOOO
o o o o o o =5 2K )

oOoOooodn
IRS
2009 2012 2007
2017 2006 2008

12

1999
2007

66/106



MORGAN STANLEY FINANCE LLC
STATEMENT OF FINANCIAL CONDITION
As of December 31, 2017

(In thousands of dollars, except where noted)
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Al Al
December 31, December 31,
017 016
Assets
Cash L0455 27
Trading assets at fair value 33853 -
Recevables:
Broker dealers 4,263 21,585
Motes receivable (Parent) 8,256,771 2111571
Intercompany { Parent 34,888 9,389
Total Assets 8,330,520 S 2,143,572
Liabilities
Trading liabilities at fair value - 8 61,203
Pavables:
Broker dealers 6. 765 -
Interest 2007 983
Intercompany { Affiliates) - 27
Intercompany { Parent) - 20,768
Oher liabilitics and acerued expenses - 419
Borrowings {includes S24100513 and 52,066,303 at fair value) 8415513 2071,505
Total liabilities HA2Z4285 5 2,154,905
Commitments and contingent liabilitics (See Note T)
Mem ber's equity (deficit) (93, 465) (11,333
Total liabilities and mem ber's equity (deficit) 330820 S 2,143,572

See Notes to the Financial Statements

-d-
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MORGAN STANLEY FINANCE LLC
STATEMENT OF COMPREHENSIVE 1LOSS
For the year ended Decem ber 31, 2007

{In thousands of dollars, except where noted)

207 2016
Revenues
Trading 5 (47719 8 1.857
Interest meome 67,782 15.735
Total Revenues 20,063 17,502
Expenses
Interest expense 20,861 6,752
Brokerage. clearing and exchange fees 15 -
Professional services 135 212
Other - 1
Total Expenses 21011 6,965
(Loss) Income before income taxes (948) 10,627
Provision/(Benefit) from income taxes 13,329 i 1443
Net (loss) ineome (14.277) 10,771
Other comprehensive loss (67.855) i 11,050)
Comprehensive loss § (AL13n % (319

See Notes to the Financial Statements
-

68/106



MORGAN STANLEY FINANCE LLC
STATEMENT OF CASH FLOWS

For the vear ended December 31, 2007

{In thousands of dollars, except where noted)
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2017 2016
Cash Nows Mrom operating activities:
Wet {loss) income {14,277} 5 10,771

Adjustment to reconcile net (loss) income to net cash provided

by (used for) operating activities:

Met changes in asset and habilities:

Trading assets, net of trading liabilities 209,347 3433
Broker dealers 24,087 (21.585)
Intercompany { Affiliates) (27) O] 600
Intercompany {Parent) {6.540) (952.397)
Interest 1.024 083
Crher liabilities and acerued expenses (419 419

Net cash provided by {used for) operating activities 213,705 15,323

Cash Nows from investing activities:

Metl pavments for:

Motes recavable (Parent) (6,084,925) {2,159,349)
MNet cash provided by (used for) investing activities {0,084,925) (2,159, 349)
Cash Nows from financing activities:

Proceeds from:

Borrowings 7,698,591 2475367
Payments for:

Borrowings (1.826,774) (334,314)
Net cash provided by (used For) linancing activities 5.871.817 2141053
Fffect of exchange rate changes on cash and cash equivalents 831 ”
Met increase in cash 1,018 27
Cash at the beginning of the period 27 -
Cash at the end of the period L5 5 27
Supplemental Cash Flow Inform ation:

Cash payment for intersst 18703 g 2119
Supplemental disclosure of noncash activities:

Mon=cash returm of equity - see notes 1 amd 3 - 5 240,233

See Motes to the Financial Statements

i
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MORGAN STANLEY FINANCE LLC

STATEMENT OF CHANGES IN MEMBER'S EQUITY (DEFICIT)
For the vear ended Decem ber 31, 2017

{In thousands of dollars, except where noted)

Total Member's Equity

{Delicit)

Balunce, December 31, 2015 5 5229219
el income 10,771

Fetum of equity (3,240 233)
Mel change in accumulaled other comprehensive loss, net of tax of 56,459 {11,000y
Balamce, December 31, 2016 (11,333)
Net loss (14.277)
Met change in accumulaied other comprehensive loss, net of tax of S39.727 (67.855)
Balance, December 31, 2007 S (93,465)

See Notes to the Financial Statements
Pier A8
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MORGAN STANLEY FINANCE LLC
NOTES TO FINANCIAL STATEMENTS
For the vear ended DECEMBER 31, 2007
(In thousands of dollars, except where noted)

L Inteoduction and Basiz of Presentation
The Company

Morgan Stanley Finance LLC {the “Company™), a single
member limited lability corporation, is a wholly owned
subsidiary of Morgan Stanley (the “Parent™).

On January 12, 2016, the Company was renamed from
Morgan Stanley Tower, LLC to Morgan Stanley Finance
LLC and was repurposed as a “finance subsidiary™, as
defined in Securities and Exchange Commission (“SEC™)
Regulation S-X. On February 16, 2006, Morgan Stanley
filed a posi-cifective amendment to s Form 5-3
registration statement in order to allow the Company to
issue SEC-registered debt secunties that are fully and
uncondibonally guarantesd by Morgan Stanley. All of the
Company’s receivable and payvable balances were settled
and all capital, except for 81, was retumed in February
2016

On February 17, 2016, the Company issued a 55,000 note,
which was settled on February 22, 2016 and received an
exchange mating of BEB+ from Standard & Poor’s.
Starting on March 2, 2016, the Company began =suing
structured notes 1o the marketplace. Proceeds  from
issuances  are lent o the Parent in the form  of
Intercompany notes.

Basis of Financial Information

The financial statements are prepared in accordance with
accounting principles generally accepted in the United
States of Amenca (U5, GAAPT)., which require the
Company to make estimates and assumplions regarding
the valuations of certain fmancial mstruments, deferred
tar assets, the outcome of legal and tax matters, and other
malters that affect the Onancial statements and related
disclosures. The Company belioves that the estimates
utilized in the preparation of its financial statements are
prudent and reasonable.  Actual results could  differ
materially from these estimates.

In the Statement of Cash Flows for the wear ended
December 31, 2016, the presentation of Notes receivable
{Parent) was revised to reclassify the non-cash forcign
currency  transaction  component  from  [nvesting  to
Operating activity within Trading assets, net of trading
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liabilitics. The net effect of this revision was a 546,778
increase in Net cash provided by Operating activities with
the corresponding offset in Investing activities. The net
change in cash for the period remains unchanged,

2. Significant Accounting Policies
Eevenue Recognition
Trading

See “Fair Value of Financial Instruments”™ below for
Trading revenue recognition discussions,

Interest Income and Expense

Interest income and Interest expense are a function of the
level and mix of inferest-carning assels and interests
bearing habilities, including Notes receivable, Recervables
and Pavables with Affilistes and the Parent, Bomrowings,
and the prevailing level, term structure and volatility of
inferest rales.

Fair Value of Financial Instruments

Instruments within Trading assets and Trading labilitics
are measured at fair value in accordance with accounting
guidance.  These  financial  instruments  represent
derivatives the Company enfers into with its Parent to
economically hedge its Borrowings, which are primarily
structured notes. Bomrowings are primarily measured at
fair value through the fair value option.

Cramns and losses on imstruments camed at fair value are
reflected in Trading revenues in the Company™s statement
of comprehensive loss,

Interest income and Interest expense are recorded within
the Company's statement of comprehensive  loss
depending on the nature of the instrument and related
market conventions. When inferest 15 included as a
component of the instruments” fair valee, inferest is
included  within Trading revenues, Otherwise, it is
included within Interest expense,

The fair value of over-the-counter (“O7TC™) financial

instruments, including  derivative contracts related (o
financial instruments, is presented in the accompanying
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statement of financial condition on a net-by-counterparty
hasis, when appropriate.

Fair Value Option

The Company elected the fair value option for certain
Borrowings (struciured notes) that are risk managed on a
fair valee basis o mitigate income statement volatility
caused by measurement basis differences between the
elected instruments and their associated risk management
transactions or 1o climinate complexitics of applying
certain accounting models,

Fatr Value Measurement — Definition and Hierarchy

Fair value is defined as the price that would be recerved o
sell an asset or paud to ransfer a hability {1.e. the “ext
price”™) m an orderly  transaction  between  market
participants at the measurement date.

Fair value is a market-based measure considerad from the
perspective of a market participant rather than an entity-
specific  measure.  Therefore, even  when  market
assumptions are not readily available, assumptions are set
to refleet those that the Company believes market
participants would wse in pricing the assel or hability at
the measurement date. Where the Company manages a
group of financial assets and financial liabilities on the
basis of its net exposure to either market or credit risk, the
Company measures the fair value of that group of
financial instruments  consistently  with  how  market
participants would price the net nsk exposure at the
measurement date,

In determining fair value, the Company wses various
valuation approaches and establishes a hierarchy for
inpuits used in measuring fair value that maximizes the use
of relevant obscrvable inputs and minimizes the wse of
unobservable inputs by requiring that the most observable
inpuits be used when available,

Observable inpuls are mputs that market participanis
would wse in pricing the asset or lability that were
developed based on market data obtained from sources
independent of the Company. Unobservable mputs are
inputs that reflect assumptions the Company believe other
market participants would use in pricing the assel or
liability that are developed based on the best information
available in the circumstances. The hierarchy s broken
down into three levels based on the observalality of nputs
as follows, with Level 1 being the highest and Level 3
being the lowest level:

-9
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Level [, Valuations based on quoted prices in active
markets that the Company has the ability to access for
identical assets or liabilitics. Valuation adjustments and
block discounts are not applied fo Level 1 instruments,
Since valuations are based on quoted prices that are
readily and regularly available in an active market,
valuation of these products does not entail a significant
degree of judgment.

Level 2. Valuations based on one or more quoted prices in
markets that are not active or for which all significant
inputs are observable, either directly or indirectly.

Level 3. Valuations based on mputs that are unobservable
amdl significant o the overall fair value measurement.

The avalability of observable inputs can vary from
product 1o product and 15 affected by a wide vanety of
factors, meluding, for example. the type of product
whether the product is new and not vel established in the
marketplace, the liquidity of markets and  other
characteristics particular to the product. To the extent that
valuation 15 based on models or inpuis that are less
ohservable  or  unobservable in the market, the
determination of fair value requires more judgment.
Accordingly. the degree of judgment exercised by the
Company in determining  fair value s greatest  for
instruments  categorized i Level 3 of the fair value
hicrarchy,

The Company considers prices and inputs that are current
as of the measurement date, including during periods of
market dislocation. In periods of market dislocation, the
observability of prices and inputs may be reduced for
many  instruments.  This  condition could cause an
imstrument o be reclassified from Level 1 to Level 2 or
from Level 2 to Level 3 of the fair value hierarchy, (see
Mote 4),

In certain cases, the inpuls used to measure fair value may
fall inte different levels of the fair value hierarchy. In such
cases, for disclosure purposes, the level m the Tar value
hierarchy within which the far value measurement falls
its emtirety 15 determined based on the lowest level mput
that 5 =sigmficant to the far value measurement m s
entirety.

For assets amd liabilities that are transferred between
levels in the fair value hicrarchy during the pericd, fair
values are aseribed as if the assels or habiliies had been

transferred as of the beginning of the period.
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Valuation Techniques

OTC dervative contracts have bid and ask prices that can
be observed i the marketplace. Bid prices reflect the
highest price that a party 15 willing to pay for an asset. Ask
prices represent the lowest price that a party s willing 1o
aceepl for an asset. The Company cames posiions at the
point within the bid-ask range that meet the Company’s
best estimate of far value. For offsetting positions in the
same financial instrument, the same price within the bid-
ask spread 15 used to measure both the long and shont
positions.

Farr value for OTC denvative contracts s denved using
pricing models. Pricing models take inlo account the
contract terms, as well as multiple dnputs, including,
where  applicable, commodity prices. equily  prices,
interest rate vield curves, correlation, option violatility, and
curreney rates.

Where appropriate, valuation adjustments are made 1o
ageount for various factors such as liquidity risk (bid-ask
adjustments), credit quality, model uncertainty  and
concentration risk. Adjustments for liquidity risk adjust
model-derived mid-market levels of Level 2 and Level 3
financial instruments for the bid-mid or mid-ask spread
required to properly reflect the exit price of a risk position.
Bid-mid  and mod-ask spreads are marked 1o levels
observed in trade activity, broker quotes or other external
third-party data, Where these spreads are unobservable for
the particular position in question, spreads are derived
from observable levels of similar positions.

The Company applies credit-related valuation adjustments
to its structured notes for which the fair value option was
elected. The Company considers the impact of changes in
its own credit spreads based upon observations of the
secondary bond market spreads when measuring the fair
value for Borrowings. Such credit risk considerations do
nel impact the valuation of derivative transactions with the
Parent as eredit risk would not impact the exil price.

Adjustments for model uncerainty are taken, for positions
whose underlymg models are rehant on sigmficant mpuls
that are neither directly nor indirectly observable, hence
requiring reliance on established theoretical concepts in
their dervation. These adjustments are derived by making
assessments of the possible degree of variability using
statistical approaches and market-based information where
possible.
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Sce MNote 4 for a deseription of valuation technigques
applied to the major categories of financial instruments
mieasured at fur value.

Valuation Process

The Valuation Review Group (“VRG”) wilhin the
Financial Control Group (“FCG™) of the Parent and its
comsolidated subsidiaries (“the Firm™) is responsible for
the Firm's fair valwe valuation policies, processes and
procedures. VRG is independent of the business units and
reports o the Chiel’ Financial Officer of the Firm
(“CFO), who has final authority over the valuation of the
Company’s  financial - mstruments.  VREG  implements
valuation conlrol processes designed to validate the fair
value of the Company”™s financial instruments measured at
fair value, including those derived from pricing models.

Mudel Review, VRG, in conjunction with Model Risk
Management (“MEM), which reports to the Chief Risk
Officer of the Firm (“Chief Risk Officer™), independently
review valuation models’ theoretical soundness, the
approprigtencss  of the valuation methodology  and
calibration techniques developed by the business units
using observable inpuls, Where inputs are not observable,
VRG reviews the appropristeness of the  proposed
valuation methodology to determine that it is consistent
with how a market participant would armve al the
unchservable input. The valuation methodologies utilized
in the absence of observable nputs may  include
extrapolation  technigques and  the use of comparable
observable inputs. As part of the review, VRG develops a
methedology  to mdependently venfy the far value
gencrated by the business unit’s valuation models. The
Company generally subjects valuations and models (o a
review process initially and on a periodic basis thercafler,

Independent Price Verification. The business units are
responsible for determining the fair value of financial
instruments  using  approved  valuation  models  and
valuation methodologies. Generally on a monthly basis,
VREG mdependently validates the fair value of financial
instruments  determined  wsing  valuatiom  models by
determuning the appropriatencss of the mpats used by the
business units and by testing compliance with  the
documented valuation methodologies approved in the
model review process descnibed above,

The results of this independent price verification and any
adjustments made by VRG to the fair value generated by
the business unils are presented to business management,
the CFO and the Chief Risk Officer on a regular basis,

210
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VERG uses recently executed transactions, other observable
marketl data such as exchange data, broker-dealer quotes,
third=party pricing vendors and aggregation services for
validating the fair wvalues of financial instruments
generated using valuation models. VRG assesses the
external sources and their valuation methodologies 1o
determme 1f the external providers meet the minmmum
standards expected of a third-party pricing source. Pricing
data provided by approved extemal sources are evaluated
using a number of approaches; for example, by
comoborating  the external sources” prices to eoccuted
trades, by analyzing the methodology and assumptions
used by the external source to generate a price, and/or by
evaluating how active the third-party pricing source (or
originating sources used by the third-party pricing source)
is in the market, Based on this analvsis, VRG penerates a
ranking of the observable market data designed to ensure
that the highest-ranked market data source is used to
validate the business unit’s fair value of financial
instrumenis,

VRG reviews the models and valuation methodology used
to price new material Level 2 and Level 3 transactions,
and both FCG and MEM must approve the fair value of
the trade that 15 initially recognized.

Level 3 Transactions. VREG reviews the business unmit’s
valuation technigues to assess whether these are consistent
with market participant assumptions.

For further information on financial assets and liabilitics
that are measured at fair value on a recurring basis, sce
MNote 4,

OMfsetting of Derivative Instruments

In connection with its derivative activities with the Parent,
the Company enters into master nefling agreements with
the Parent. This agreement provides the Company with the
right, m the event of a default by the Parenl, to net
Parent’s rights and obligations under the agreement and to
liquidate against any net amount owed by the Parent.

For further information related to offsetting of dervatives,
see Mole 5,

Income Taxes

The Company accounts for income lax expense (benelit)
using the assel and liability methed. Under this method,
deferred tax assets and habihities are recorded based upon
the temporary  differences  between  the statement  of
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financial condition and income fax bases of assets and
liahilitics using currently enacted tax rates in effect for the
vear in which the differences are expected to reverse, The
effect of a change in tax rates on deferred tax assets amd
liabilities is recognized in provision for income laxes in
the period that mcludes the enactment date. Such effects
are recorded m provision for meome faxes regardless of
where deferred taxes were originally recorded.

The Company recogmizes net defered tax assets to the
extent that it believes these assets are more likely than not
to be realized. In making such a determination, the
Company considers all available positive amd negative
evidence, including future reversals of existing taxahble
temporary differences, projected future taxable income,
tax planning strategics. and results of recent operations,
When performing the assessment the Company considers
all types of deferred fax asscis in combination with cach
other, regardless of the origin of the enderlving temporary
difference. If a deferred tax asset is determined 1o be
unrealizable, a valuation allowance 15 established. If the
Company subsequently determines that it would be able to
realize deferred tax assels in excess of ther nat recorded
amount, it would make an adjustment to the deferred tax
assel  valuation  allowance, which would reduce the
provision for meome taxes.

In accordance with the terms of the Tax Sharing
Agreement with the Parent, substantially all current and
deferred taxes (federal, combined and unitary state) are
settled periodically with the Parent,

Uncertain tax positions arg recorded on the basis of a two-
step  process  whereby (1) the Company  determines
whether it 15 more likely than not that the tax positions
will be sustained on the basis of the techmcal merits of the
position and {2} for those tax positions that meet the more-
likely-than-not  recognition  threshold,  the  Company
recogmizes the largest amount of tax benefit that s more
than 5076 hikely to be realized wpon ultimate setthement
with the related tax authority, Inferest and penaltics related
to unrecognized tax benefits are classified as provision for
income taves,

Receivables and Payables — Broker Dealers

Receivables from and pavables to broker dealers include
amounis related to unsetiled trades as well as amounts
receivable for securities [ailed to deliver by the Company
o a purchaser by the setilement date and amounts payable
for secunbes faled to recave by the Company from a
seller by the settlement date.

=11-
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Foreign Currencies

Grains or losses resulting from remeasurement of forcign
currency transactions are included in Trading revenues,
and amounts recognized in statement of comprehensive
loss are translated at the rate of exchange on the respective
date of recogmition for cach amount.

Accounting Standard Adopted

The Company adopted the following accounting update as
of January 1, 2016:

Recognition and Measurement of Financiol Assets and
Fingncial  Ligbilities. In January 2016, the Financial
Accounting Standards Board (the “FASB™) issued an
aceounting update that changed the requirements for the
recognition and mexsurement of certain financial assets
and financial labilitics, The Company carly adopted the
provision in this geidance relating to liabilitics measured
at fair value pursuant to a fr valuee option election that
requires presenting unrealized debt valuation adjustment
(DVAT) in Other comprehensive income (loss) (“OCT™,
a change from the previous requirement to present DVA
in net income. Realized DVA amounts will be reeyeled
from accumulated other comprehensive income (loss)
(AOCT™) to Trading revenues. There were no DVA
amounts from pericds prior to adoption.

Aceounting Development Updates

The Financial Accounting Standards Board has issucd
certain accounting updates that apply to the Company,
Accounting updates not histed below were assessed and
determined to be ather not applicable or are not expected
to have a significant impact on the Company™s financial
slalemenls.

The following accounting update was adopted on January
1. 2018,

Reclassification of Certain Tax Effects from Accunmilated
Other Camprehensive Incame ¢ ACCT™) within mrember’s
equity, On February 24, 2018 Financial Accounting
Standards Board (“FASB") issued accounting update ASL
H018-02 that allows companies the option to reclassify
from AOCI to member’s equity the stranded tax offcets
that resulied from the remeasurement of and other
adjustments 1o defared tax assels and labilities wpon
enactment of the Tax Act. The total impact of the
remeasurement and other adjustments was reflected
2007 provision for income faxes, regardless of where
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deferred taxes were originally recorded. This wpdate s
effective as of January 1, 2009 with early adoption
permitted, The Company clected to adopt the new
standard  effective January 1. 2018 resulting in an
approximately 516,962 reclass from AOCT to beginning
Betained camings from the remeasurement of deferred tax
assels associated with invesiments classified as structured
notes using 2 1% corporate (ax rate.

3. Related Party Transactions

Recenvables from and pavables to afliliates and the Parent
represent intercompany activities that occur in the nommal
course of business. Recervables from and Pavables to
affiliates and the Parent are unsecursd, bear interest al
rales established by the treasury function of the Parent and
approximate the market rate of interest that the Parent
incurs in funding its business as it is periodically
reassessed and are pavable on demand,

Maotes recgivable represents the intercompany activitics as
a result of the eernal debt issuances, Proceeds from the
external debl issuances are lent to the Parent at rales
established by the treasury function of the Parent and
approsimate the market rate of interest that the Parent
imcurs in funding ils business as il s periodically
reassessed and are pavable on demand.

Trading assets and Trading habilities represent derivatives
the Company enters imto with its Parent to economically
hedge its Bormowings.

Interest income and expense are caleulated daily based on
the outstanding receivable and payable balances.

The activities of the Company include  significant
transactions with affilistes and may nol necessarily be
indicative of the conditions that would have existed or the
results of operations if the Company had operated as an
unafliliated business.

=12-
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At Al
December December 017 16
3, 2017 31, 2016
Assets and receivables Revenues with afMiliated
from afTiliated com panics
compinics Trading $ 235437 3 1,857
Trading assets § 33853 . Interest income 67,782 15,735
Em:iu:wubks = Broker ) 20,887
ealers Expenses with affiliated
Recevables - Noles cavm pranies
: 8,256,771 211251
receivable (Parent) Inferest expense 3 T % 3558
Receivables
Mttty (et 34,888 9,389
On Febreary 5, 2016, the Company made a return of
Linbilities and pavable capital totaling $5.240.233 to its Parent in a non-cash
i ,mm:: mn'::?,ni“s transaction throwgh which receivables and payables with
Parent were also setled.
Trading liabilities g I 61,203
Pavables — Broker deslers 634 -
Payables - Intercompany . 27
(Affiliates) *
Pavables — Intercompany
(Parent) 20,768

4. Fair Value Disclosures

Fair Value Measurements

A deseription of the valuation techniques applied to the Company’s major categories of asscls and liabilitics measured at

fair value on a recurring basis follows,

Asset and Liahility / Valuation Technigue

Valuation Hierarchy Classification

Trading Assets and Trading Liabilities

OTC Dertvalive Comlracts

= OTC derwvative contracts include forward, swap and oplion
comtracts related to interest mates, foreipgn currencies,  credt
anding of reference entities, equity prices of commadity prices

* Dependmg on the product and the terms of the transaction, the fair
value of OTC denvauve products can be medeled using a series of
technigues, incheding closed-form amalytic formulas, such as the
Black-Scholes option-pricing model, simulation models or a
combination thereof Many pricing models do not entail material
suhjectivity as the methodologies employed do not necessitate
sigmflicant judgment. smee model inputs may be observed from
actively quoted markets, as 15 the case [or penerc mnlérest mle
swaps, many equity, commodity and foreign cwrrency oplion
contracts. In the case of more established derivative products, the
pricing models wsed by the Company are widely accepted by the

financial services indusiry.

=13+

* Generally Level 2

* Level 3 - m mstances where the unobservable input
15 deemed significant
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= More complex OTC derwative produsts are typwally less Ligqud
and require more judgment in the implementation of the valuation
techmigque since direct trading activity or quotes are uncbservable.
Thos meludes certain types of interest rate derivatives with both
volatlity and comelation exposure, equity, sommedity or foreign
currency  dervatives that are ether lomger-dated or  include
exposure o multiple underlyings, and credit denvatives, Where
these inputs are unobservable, relstionships 1o observable data
poants, based on hestone and'or mplied observations, may be
emploved as a techriguee w estimate the model mput values,

For further information on the wvaluation technigues for OTC
denvative products, see Mote 2.

For further information on derivative instruments, see MNote 5
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Borrowings - Struciured Notes

* The Company ssues structured notes that have coupon or
repayment terms linked 1o the performance of debt or equity
securities, indices, currencies of commodities

* Fair value of structured notes 15 determined using valuation models
for the denvative and debt portions of the notes. These models
meorporale observable mputs referencing sdentical or comparable
securtties, ncluding prices 1o which the notes are hinked, interest
rate vield curves, option volatulity and currency rates, and
commaodity or equily prices.

* [Inbependent, external and traded prices for te notes are conswdered
as well. The impact of the Company’s cwn credit 15 also included
based on observed secondary bond market spreads.

= Generally Level 2

* Level 3 - i instances where the unobservable input
15 deemed siznificant

-14-
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Assets and Liabilities Measured at Fair Value on a Recurring Basis
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Al December 31, 2007
Level 1 Level 2 Level 3 Metting Taotal
Assets at Fair YValue
Trading asseis:
[envative contracts:
Equity contracts 254546 3§ 26640 5 = 3§ 281186
Interest rate coniracts 25,131 2239 27,370
Foreign exchange contracts 2600 - - 2600
Commodity contracts 3,334 . . 3,334
Mening " {184.840) {28,879 (66,918) (280637
Total derivative contracts 104,771 - (66,91 8) 33,853
Total trading assets 104,771 - (66,918} 33,853
Total assets at Fair value 100,771 % - & (66, 915) 5 33,853
Liahilities at Fair Value
Trading liabalities
Derivative contracts:
Eguity contracts 02022 3 66,332 § 5 158,354
Interest rate contracts B, BOG 29,465 - 119,271
Foreign exchange contracts 2 895 - - 2 805
Commodity contracts 117 - 117
}-:clu.nE“’ {184,840 {28,879 {64,921 8) (ZROGITY
Tetal derivative contracts - 66,918 (66,21 8) -
Total trading linbilites - 665,918 (66,918) -
Borrowings 7,314,066 1,084,447 - 2410513
Total liabilities at Tair value 7314066 5 L163.365 S (66.918) 5  HA10.513

For positions with the same counterpanty tal oross over the levels of the fair value hioarchyy, counterpanty ndimg is ncluded m the colusmm ttled ~Neling ™
Pessilions classificd withim the same bevel that sre with the same conberpaty are nefted within that level, For furibser informeation on derivative instnsmenis,

w00 Male 5.

=15=
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At December 31, 2016
Level 1 Level 2 Level 3 Netting Total
Assets at Fair Value
Trading assets;
Derivative contracts:
Equity contracts 5 S 504 5 4,128 5§ - 5 24,632
Hcllin&“" - {20,504 (4.128) - (24,632)
Total derivative contracls - - - - -
Total trading assets 5 - % - 3 - 5 - 5 -
Todal assets at Fair value b} - 5 - 5 - 3 - 5 -
Liabilitics at Fair Value
Trading habalities:
Credit contracts 5 = - % - % - 5 .
Eguity contracts 5 - % 46,824 % 13,338 § - % G0 162
Commodity and other contracts - e N :
Wetting ™ - {20,504 (4,128) - (24,632
Total derivative comtracts - 28,34 32 E70 - 1,205
Total trading liabilities - 28,324 32879 - 61,203
HEH’I!‘CI‘“.'[DE!- - 1. BEE T6E 177,737 - 2,060, 506
Taotal liahilities al fair value 5 - 5 1017400 S 2616 S - % 217708

" For positions with the same counterpanty that cross over the levels of the fir value hicrarchy, counterparty ndiiing is inciuded i the colunan #led = Netting
Posilions classficd within the ssme bevel that s wilh the same comberpanty are neflod within that level. For funher informa ion on dermvative instnsmenls,

L Jh ol

Changes in Level 3 Assets and Liabilities Measured at Fair Value on a Recurring Basis

The following tables present additional information about Level 3 liabilitics measured at fair valee on a recurring basis,
The unrealized gains (losses) during the period for assets and liabilitics within the Level 3 catepory presented in the
following tables herein may include changes in fair valoe during the period that were attributable o both observable and
unobservable inputs, Tolal realized and unrealized gains (losses) are primarily incleded in Trading revenues in the

statements of comprehensive loss.

Rollforward of Level 3 Assets and Liabilities Measored at Fair Value on a Recurring Basis for 20017

Begimning  Tedal Realized Enmding
Halunce = arl Balmee ol Unrealired
December Unirealized Gales and Devember 31, (ains
31, 2016 Giains {Losses)  Purcheses Pesummces St et Transfers 2017 (Larsss |
Liabilitkes at Falr Yalue
el derivalive comtracta'h
Equity conlracts 1 G920 % (FREIE) 8 {18 & 13 1117 % (220) % manr % (AT
Imterest mie
comilracls Pl 3OS = 11,552 17326 168253
Total nel derivative
cotiire 11,879 R {18} P 11660 (2.274) GRO18 (41008
Bormewinis 177,737 21,938 = 1.016.282 (0,538} (5, DG 1.0 47 22,187
Tolnl Llabiblibes si Falr
Value b 20616 % I8 3 A15) 8 1006284 5 14131 8 (68.378) S 1163368 § {20.7013

T Wet derivative corracts represent Trading lisbilities, net of Trading assets. Amownts are presanted before counteparty neting.

=16-=
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Rollforward of Level 3 Assets and Linbilities Measured at Fair Value on a Recurring Basis for 2016

Beginnimng Tistal Kealized Encling
Balance al i Balance at Unrealzred
Dreoamber Uinrcahred Hales and December 51, Gamns
3. 203 Gains (Losses)  Purchases Issumnces Sett] i el Transfers 2016 (Lisses)
LEahilitles ai Fabr
Valwe
Bael dervative
contracte
Equily contracis 5 - 5 4,585 8 o 3 4395 § « 3 - 3 9210 3 il 8RS}
Enlerest rate
Ciiiracs E " = 23,669 B . 23,569 .
Total net derivative
conitracts x (4,585 {700y 28O . . 1879 {4,585,
Bormavings z G473 - 184,210 - - 177,737 6473
Todal Lisbillthes ai
Falr Value 5 - % 1.58% % {70y & 312254 8 - % - % 0,616 % 1,55%

et derivative comtracts represent Trisding Ieabilitres, net of Trading assets, Amouts are presented befre counteaparty netting
Significant Unobservable Inputs Used in Recurring Level 3 Fair Value Measurements

The following disclosures provide information on the valuation fechnigues. significant unobservable inputs and ther
ranges and averages for cach major category of assets and habilities measured at far value on a recurming basis with a
significant Level 3 balance. The level of aggregation and breadth of products cause the range of inputs to be wide and not
evenly distributed across the inventory. Further, the range of unobservable inputs may differ across firms in the financial
services industry because of diversity i the types of products included in each firm's inventory. The following
disclosures also include qualitative information on the sensitivity of the fair value measurements to changes in the
significant unohservable inputs. There are no predictable relationships between multiple significant unobservable inputs
attributable to a given valuation technique. A single amount = disclosed when there is no significant difference between
the minimuem, maximwm and average (weighted average or simple average ' median),

Range {(Weighted Average or Simple Averages/
Predomimint Valuation Technigues' Median)™
Significant Unobservable Inpuis Ad December 31, 20107 Al December 31, 2006

Liabilities at Fair value
et dervative contracts
Interest rate contracts ($27,226 and 323 665)

Ciption Model: Interest rate valanility skew M = 258
Ecuaty volstility discount B0 D1% (9% 8% Teto 1% (108 / 10%%)
Intra-curve correlation futif | 41%a to 39%% (T4 %/
7624)
Imtrest rate - Credit correlation NM % ((Pa)
Equity contracts "' (339,692 and $9,210)
Option Model: Al the money volaulity 6% 1o 29% (19%%) 1 7% to 34% (2T
Vaolatility skew 2% to (P (119%) -2 10 (P4 (-1%)
Equity-Equaty correlation 3585 to D68 (92%) 2% 1o D59 (919%)
Equity - Fareign exchange correlation 65% 10 10 [-39%%) =63% 1o % (-39%)
Borrowings {5 1,096,447 and 3177,737T)
Ciption Model: At the money volanlity 12%s to 2006 (22%%) 1 7% to 3356 (30%%)
e
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Volatility skew -1% 1o (P (0P4) -1% 1o (%% (-1%a)

Exquity-Equity correlation 41% o 95% (75%) 46%% to 959 (92%;)

Equity-Foreign exchange correlation -48% 1o 10Fa {-27%) -63% 10 25% (-41%)
Ophion Mol Imenest rate volatility skew MM 2%

Equity volatility discount WM Tato 11%%(10% / 108%)

NM - Mot Meaningfil
" Inchedes derivative contracts with mmeltiple risks i e.. lvbnd products),

The following provides a description of signilicant unobservable inputs included in the December 31, 2017 and December

31, 2016 tables above for all major categories of assets and habilitics:

Amoumts represent weighted averages except whene dmple averages and the median of' the inputs are prosaded when maone el evant

Significant Unebservable Inputs — Descriplion

Sensitivity

Carrelation—A pricing input where the payall is driven by more than one

under lying rigk. Correlation 1s & measure of the relatzonsghip between the movements
of two vanahles (i.e., how the change in one vanable influences a change in the
other vanable). Credit correlation, for example, 15 the factor that describes the
relatiorship between the probability of individual entities to default on obligations
and the joint probability of multiple entities to default on obligations.

In general, an increase (decrease) to the
comrelation would result in an impact to
the fair value, but the magmitude and
direction of the impact would depend on
whether the Firm 15 long o short the
EXpOsure

Valatiliny—The measure of the vanizhility in possible returns for an instrument given
how much that instrument changes in value over time. Volatility i3 a pricing input
for options, and, generally, the lower the volatility, the less nsky the option. The
level of volatility used in the valuation of a particular option depends on a number
of fuctors, inchading the nature of the risk underlying that option (... the volatliy
af a particular underlying equity security may be sigmficantly different from that of
a parbicular underlying commedity index), the tenor and the sirike price of the
option.

Ins general, an merease (decrease) to the
valatihity would result in an impaet to
the fair value, but the magritude and
direction of the impact would depend on
whether the Firm is long or shor the
EXposure

Volatehity skew—The measure of the difference in implied volatlity for options with
identical underliers and expary dates but with different strikes. The mplied volanlity
for an option with a stnke price that is above or below the current price of an
underlying asset will typically deviate from the implied volatility for an option with
a sirike price equal to the current price of that same underlving asset.

In general, an merease (decrense) o the
volatility skew would result in an impact
tor the farr valuwe, but the magnitude and
direction of the impact would depend on
whether the Firm 1s long or short the

EXPOSUTe.

Fair Value Option

Earnings lm pact

Option

The Company  elected the far value option  for
Borrowings thal are nsk managed on a fair value basis 1o Trading Interest et
mitigate statement of comprehensive loss volatility caused Revenues  Expense  Revenues
by measurement basis differences between the elected 017
instrument  and their associated risk management  poowingd® 5 (283156) S (19.883) S (303.039)
transactions or to ¢liminate complexities of applving 016
coriai i odels.

el Borrowings™  § 14980 § (3194)8 11,798

Unrealized TV A gains (losses) are recorded in OCT and, when realized
in Trading revenises. Sec Maote T and 8 fof further information.

-18-
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Losses due to Changes in Instrument-Specific Credit Borrewings Measured at Fair Value on a Recurring
Risk Basis
{:lthn:']' Ad At
Comprehensive December December
Loss 31,2017 31,2006
7 Bamsiness Units
Borrowings"' 5 (107.582) Responsible for Risk
2016 Managene nt
H‘-nr!owmg,s'” g “15_1?1 Eq‘“ll}' g TAT6.654 . 1,767 433
Imerest rmies 1150, 566 299,072
o Urmealized DA A gains {losses) are reconded i OC1 anwd, when realiced, in = -
Trading revenues, See Note 2 wd % for fiarthse mformation Foreign exchange 11,422
Commaodilies 31,471 .
Total 5 EAI0513 g 2066505

Excess of Contractual Principal Amount Over Fair

Value
Al Ad
December ecember
31,2017 31, 2016
Borrowings ™ § 23152 § 12,125

" Bomewings do nol isclede siruciured netes where the repayment af the

mitsal principal amouant Meduses basod on champes in 4 referomee paoe of
index,

Financial Instruments Not Measured at Fair Value

Valuation Technigues for Assets and Liabilities Not Measured at Fair Value

Motes receivable

= Nobes receivalile represents 'i:ller:nl:q':.au:.' rund:n]{ wath SIS that resel 1o market levels

Borrowings

= The far vadue 15 generlly determuned based on trarmsactional data of thind-party pricang for identical or comparabls
instnuments, when available. Where position-specific extermal prices are not observable, fur value 15 determaned based
om cummeni! imlerest mbes and credit sprewds for debt nstruments with sirlar terms and matunty:

The comryung value of the remmaning assets and Lalalines nol messared at fur vahes m the [ollowing tables approxmate
Tuir vahue duee 1o their shost-term mture,

-19-
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Financial Instruments Not Measured At Fair Value

At December 31, 2017
Fair Value
Carrvirg Value Level | Level 2 Level 3 Total

Financial Asseis
Cash 3 145 § 1045 5 - 5 - 8 1.045
Recenvables

Brokers dealers 4,263 - 4,263 - 4,263

Motes receivable (Paremt) 8256771 - 8.256.771 - 8.256.771

Intercompany (Parent) 34 888 . 34,558 . 34,558
Financial Liabilities
Payables: M

Brokers dealers 5 G, M5 - % 6765 § - % 6,765
Borrowings 5,000 . 5,000 - 50000

Al December 31, 20146
Fair Value Level
Carryinge Value Level 1 Level 2 Level 3 Teaal

Financial Assels
Cash 3 27 % 27 3 - % - 5 a7
Recervables:

Brokers dealers 21,585 - 21,585 - 21,585

Motes receivable (Farent) 211251 - 2112571 - 2112571

Intercompany (Parent) 9,389 - 9,389 - 0350
Financial Linbilitics
Payables:

Intercompany {AMlntes) 5 27 3 - & 21 % - 3 27

Intercompany (Parent) 20,768 - 20,768 - 200,768
Ortheer liabilities and accrued
expenses M 135 - 135 - 135
Borrowings 5,000 - 5,004 - RRLLY

U Interest puyables whvere carrying value sppnocimates fair vahse have been evcluded
Caher liabikties and acoaed expenscs evchide cemain jlams that do ned mest the definition of fiamncisl mstnienent

& Derivative Instruments

The Company uses OTC swaps, forwards, oplions and
other derivatives referencing, among other things, interest
rates, currencies, and equity securities as part of the
hedging strategy for structured notes. The Company does
not apply hedge accounting.

- 20 -
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The following tables summarize the fir value of derivative instruments by type of derivative contract on a pross basis at

December 31, 2017 and December 31, 2016,

Bilateral OTC
At December 31, 2017 i

Aeis T

5 d k]
Fair Value Motional Fair Value Motional

Drerivafive confracts
Equily contracts

Interest rale contracts
Foremn exchange contracts
Commodity comracts

5 IELIRG S 4B43721 § O15E35 8 4120063

213N 104,441 119,271 1,211,514
2,600 2,506 2895 2,506
3334 21603 117 6,530

Total gross derivative confracts

314,490 4972271 280,637 5341513

Amounts aflsel

Counterparty netting {280,63T) (280,637}
Total Trading wsscis 5 33853 5 -
Bilateral OTC
Al December 31, 2016
15 L
Fair Value Moticnal Fair Value Motional

Derivative contracts
Equily contracts 5 24632 5 GE29TE 3 60162 § 1658719
Imerest rate contracts - - 23673 312095
Foreign exchange contracts - - -
Cammodity and cther contracis . - _ -
Total gross derivative confracis 24,632 669,976 85835 1,970,814
Amounts affsel
Counterparty netiing {24,632) {24.632)
Tatal Trading liabilities & : 5 61,203

The table below summarizes gains' (losses) on Trading

instruments included in Trading revenues in the statement  Product Type
of comprehensive loss from trading activities. These

Gains{ Losses) Recognized in Trading Revenues by

activibies mnelude revenues related o dervative and non- 2017

derivative financial instruments. The Company  utilizes Equity contracts (58 468) {584)

derivatives to hedge Borrowings held at fair value in ?

; i . Interest rate contracts. 3 12468 5 2441

connection with its risk management strategies.
Foreign exchange contracts (1.35%) -
Commodity contracis {160 -
Tatal £ (47.719) 8 1,857

-21-
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6. Borrowings

Matwrities and Terms of Borrowings as of December
31,2017

Fixed Variahle

Rate Rate Total
Original maturities of one year or
bess
e in the next 12
manths 5 - 3 44,595 5§ 44595
Original maturities greater than a
year
s i 2018 s - 8 603,531 & 603531
Dz in 2019 1,651,830 1,651,330
D in 2020 - 1,432,622 1,432622
Due 1 2021 - 4903584 450 384
Dse i 2022 - 1,253,051 1.253,05]
Therealler 5,000 2934500 2,939 50x)
Im:ll 3 S000 & RIGSOIR 5 BIT091E
Total Borrowings 3 5000 5 E410513 S B415513
Weighted average
coupon rate at
perod-end o 3500 )|

Maturities and Terms of Borrowings as of December
31, 2016

Fixed Varinble

Raie Rate ™ Tt
Original maturities of one year or
less
Due 1me the mext 12
months 5 5 1.636 5 1,636
Orriginal maturitics greater than a
Year
Dhe 1 2017 5 - 5 13572 § 13,572
Dhue in 2018 . 239,079 230,079
Drue i 2019 - B3 639 285,039
Thae in 2020 - 124,636 124, 636
Diuae i 2021 - 648,655 648,655
Thereafler 50000 753,258 158,288
Todal 5 5000 § 2064860 5 2060860
Total Borrowings % S000 5 2085505 5 2071505
Weghted average
coupon rue at
period-end 3,500 fadist |

" Warisble rale borrowings bear infored based on 3 vandy of money
markd indicos. mchidng LIBOR. and Folenl funds rales. Amounls
inchide notes camied @ fair value with various pamsent provisians,
mchiding notes hekood 1o equity. commeadny or alber indces
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Inschides only boenowings with original matsries greater tan one year
Weighted wversge coumpon is calculsted utilizing U5, wed mon-L15
dollar interea rates ansd excludes Tmanddal Etnenents for which the
fair value option was elected. Virually all of the vassshle mie notes
isaped by the Company & cieried o fair value so & weighted average
coaspon 15 not mesmingfil.

Components of Borrowings

All of the Bommowings for the Company are considered
Senior Debt During 2017 and 2016, the Company issued
notes with a fair value of approcamately 87698591 and
S2475,367 respectively.

Cerlain senior debt seeurilies are denominated in various
non U5, dollar cumencies and may be structured 1o
provide a retumn that is linked to equity, credit, commaodity
of other indices (e.g.. the consumer price index).

Seniar Debt — Strectured Saorrowings

The Company™s index-linked or equity-linked borrowings
include varicus structured instruments whose payments
and redemplion values are linked 1o the performance of a
specific index (e.g., Standard & Poor’s 500), a basket of
stocks, or a specific equilty security. To minimize the
exposure from such instraments. the Company has entered
inte various swap contracts and purchased options that
effectively convert the borrowing costs into floating rates
bascd wpon LIBOR. The Company carries the entire
stectured  borrowings at fair value. The swaps and
purchased options wsed to economically hedge the
embedded features are derivatives and also are carried at
fair value. Changes in fair value related 1o the structered
borrowings and ceonomic hedges are reported in Trading
revenues. See Notes 2 and 4 for further information on
structured borrowings,

7. Commitments, Guarantees and Conlingencies

Legal

In the nommal course of business, the Company may be
named, from time to time, as a defendant in various legal
actions, including arbitrations, class actions and other
ltigation, arsing in connection with its activitics as a
global fimancial services institution, Certain of the actual
or threatened begal actions include claims for substantial
compensatory and'or punitive damages or claims for
indeterminate amounts of damages, In some cases, the
entitics that would otherwise be the primary defendants in
such eases are bankrupt or are in financial distress.

il b S
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The Company may also be involved, from time to time, in
other reviews, investigations and proceedings (both formal
and informal) by governmental and  self-repulatory
agencies  regarding  the  Company's  business,  and
involving, among  other matters, sales  and  trading
activities, accounting and operational matters, cerfain of
which may result in adverse judgments, settlements, ines,
penalties, injunctions or other relief.

The Company contests liability and'or the amount of
damages as appropriate in cach pending matter. Where
available information mdicates that it 5 probable a
liability had been incurred at the date of the financial
statements and the Company can reasonably estimate the
amount of that loss, the Company accrues the estimated
loss by a charge 1o income. In many procecdings and
investigations, however, it is  inherently difficult to
determine whether anv loss is probable or even possible or
to cstimate the amount of anyv loss, In addition, even
where loss is puﬁsib]: or an exposure to loss exists in
exeess of the liability already acerued with respect 1o a
previeusly recognized loss contingeney, it is nol always
possible 1o reasomably estimate the size of the possible
loss or range of loss,

For ceain legal proceedings and investigations, the
Company  cannot  reasonably  estimate  such  losses,
particularly for proceedings and investigations where the
factual record is being developed or contested or where
plaintiffs or governmental agencics scek substantial or
indeterminate  damages, restitulion, disgorgement  or
penalties. Numerous issues may need lo be resolved,
including through potentially lengthy  discovery and
determination of mmportant factual matlers, delermination
of issues related to class certification and the caleulation
of damages or other relief. and by addressing novel or
unsettled legal guestions relevant to the proceedings or
investizations in question, before a loss or additional loss
or range of less or additional loss can be reasonably
estimated for a procesding or investigation.

For certain other legal procecdings and imvestigations, the
Company can  cstimate  reasonably  possible  losses,
additional losses, ranges of loss or ranges of additional
loss in exeess of amounts acerued, bul does not believe,
based on current knowledge and afler consultation with
counsel, that such losses will have a malerial adverse
effeet on the Company’s financial statements as a whole.

EDINETOOOO
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8 Accumulated Other Comprehensive Loss

Changes in ADCT

Debt Valuation
Balance at December 31,2015 13 -
Change m net debt valuation
adjusimern™ (11,0807}
Balance at December 31,2016 (11,080}
Chamge i net debt valuation
adjustment (67.855)
Balance at December 31,2017 5 [(78,945)

TODVA represents the change in the Bar value resuling Bom
fluchations in the Company’s credit spresds and other credit Eactors
related o Halilites carmied at Bar value, Amount for the wear endled
December 31, 2017 and December 31, 2006 includes income tax
benafit of $30.727 and 56,439 respectively. See MNote 2 for further

infoemmtion

& Income Taxes

The Company is a single-member limited liability
company that is treated as a disregarded entity for federal
income tax purposes, The Company is included in the
consolidated federal income tax retum filed by the Parent.
Federal income taxes have gencrally been provided on a
modified separate entity basis in accordance with the Tax
Sharing Agreement with the Parent. The Company is
ingluded in the combined state and local income tax
returns with the Parent and certain other subsidiaries of
the Parenl. Stale and local income taxes have been
provided on separate entity income al the effective tax rate
of the Company’s combined fling group. Prior to March
1. 2016, all current and deferred taxes were acerued by the
Parent. Effective March 1, 2016, federal and siale and
lecal income taxes have generally been provided on a
separate entity basis in accordance with the Tax Sharing
Agreement with the Parent.

In accordance with the tems of the Tax Sharing
Agreement with the Parent, substantially all current and
defemred taxes (foderal, combined and unitary state) are
settled peniodically with the Parent,

S23 .
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The Provision'{ Bengfit) for income taxes consists of?

017 2016
Curremt
Federal b3 {3383 5 {133)
State and Local 75 {11}
Deferred
Federal 5 13,612 §
Tutal s 13329 % (144

The following table reconciles the Provision for income taxes to
the U5 federal statulory income 1ax rate:

207 2016
115 federal stabutory inconee Ik
- -ﬁ F.
praist 35000 35,000
15 state and local moome
taxes, net of 17,5, federal (5.12)% 1. 84%,
income tax benefits™
Exclusion of income generated
: - - 2 o
prios 1o restructuring (.10
Tax Act Enactment (1,435 89)% -
Effective income tax rote {1, 406.01 1% {1.35)%

Sake amid Lodal neome tax elfedtive tax mle relloits adjusimens
asendiaed with the filing of siste ;nd local incomre tax reims

On December 22, 2017, the Tax Cuts and Jobs Act (“Tax
Act”™) sipnificantly revised ULS, corporate income tax law
by, among other things, reducing the corporate income tax
rate to 21 %

The Company’s effective tax rate for 2017 included a net
tax provision of 513,602 related to the impact of the Tax
Act due to the remeasurement of net defared tax assets
using the lower enacted corporate tax rate. The enactment
tax provision incorporates assumptions made based upon
the Company's current interpretation of the Tax Act, amd
may change as we receive additional clarification and
implementation guidance and as the interpretation of the
Tax Act evolves over time. Exeluding the enactment tax
provision, the effective tax rate for 2017 would have been
29.88%,

Notwithstanding the above, it may be appropriate to
record future adjustments made to amounts related to the
Tax Act as an adjustment to provision for income taxes in
the reporting period the adjustments are  delermined,
depending on the nature of the estimate and reason for the
adjustment.

The Company’s effective tax rate for 2016 imcloded a net
tax beneht of (54,059 related o the exclusion of mcome

EDINETOOOO

o o o o o o =5 2K )

gencrated prior to restructuring, for which all current and
defemred taxes were acerued by the Parent.

Deferred income taxes reflect the net tax cffects of
temporary differences between the financial reporting and
tax bases of assets and labilitics and are measurcd using
the applicable enacted tax rates and laws that will be in
effect when such differences are expected to reverse. In
absence of the Tax Sharing Agresment with the Parent,
the Company’s nel deferred fax asset al December 31,
2017 would be 523377, which s attnbutable to debt
valuation adjustments.

The Company is subject to the income and indirect tax
laws of the LS., its states and municipalities in which the
Company has significant business operations. These tax
laws arc complex and subject to different interpretations
by the taxpaver and the relevant governmental faxing
authorities. The Company must make judgments and
interpretations about the application of these inherently
complex tax laws when determining the provision for
income taxes and the expense for indirect taxes and must
also make estimates about when certain items affect
taable income in the various tax jurisdictions. Disputes
over interpretations of the tax lyws may be scitled with the
taxing authority upon examination or audit. The Company
periodically evaluates the likelihood of asscssments in
cach taxing jurisdiction resulting from  current  amd
subsequent years” exammabions, and unrecogmized tlax
benelits related to potential losses that may arise from Lax
audits are established in accordance with the guwdance on
accounling for unrecognized tax benefits and meorporated
into the amounts settled periodically with the Parent under
the Tax Sharing Agreement. Once  established,
unrecognized tax bencfits are adjusted when there is more
information available or when an event ecours requiring a
change,

As of December 31, 2017 the Company has not accorued
any liabilities for unrecognized tax benefits in s
slatement of financial condition.

Tax Authority Examinations.

The Company. through its inclusion in the return of the
Parent. is under continuous examination by the Internal
Revenue Service (the “IRS™) and in certain states in which
the Company has significant business operations, such as
New York.

The Company s currently al wvarious levels of fheld
examination with respect to audits by the IRS, as well as

-4 -
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New York State and New York City, for tax years 2009
002 and H007-2014, respectively, During 2007, the
Company agreed to proposed adjustments associated with
the expected closure of the field audits for tax years 2006
2008,

The Company believes that the resolution of the above tax
matters will not have a material effect on the statement of
financial condition or cash flows, although a resolution
could have a material impact m the statement of Gnancial
condition or cash flows and effective tax rate for any
period m which such resolution occurs.

It 15 reasonably possible that significant changes in the
balance of wnrecognized fax benefits ocour within the next
12 months. At this time, however, it is not possible to
reasenably estimate the ecxpected change to the total
amount of unrecognized tax benefits and the impact on the
Company s effective tax rate over the next 12 months.

Earliest Tax Year Subject to Examination and Major
Tax Jurisdictions

Jurisdiction Tax Period
United States 1999
New York State and City 007

10, Subsequent Events

The Company has evaluated subsequent events for
adjustment to or disclosure in the financial statements
through April 11, 2018, the date on which the financial
statements are available to be issued, and the Company
has not identificd any recordable or disclosable events, not
otherwise reported in the financial statements or the notes
thereto.

=25
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[€H) (2017 27 )
@) (6H) 2017 16

A (2017 28 )

%) (2017 )

) ®3) 2017 22

) ©) 2017 28

) (2017 )

®) (2017 )

© ) 2017 22

(10) ®) 2017 24

(11) (2017 31 )

12) ©) 2017 19

(13) (2017 29 )

(14) (2017 28 )

(15) (2017 28 )

(16) 2017 14

a@an (14) 2017 22

(18) (15) 2017 22

(19) 2017 14 2017 28

(20) 2017 14 2017 28

(21) 2017 14 2017 30

(22) 2017 14 2017 30

(23) 2017 14 (2018 13 )
(24) 2017 14 (2018 13 )
(25) 2017 14 (2018 20 )
(26) 2017 14 (2018 20 )
@n (2017 29 )

(28) 2017 14 2017 10

(29) 2017 14 2017 10

(30) 2017 14 2017 10 20

(31) 2017 14 (2018 10 27 )
(32) 2017 14 (2018 10 27 )
(33) 2017 14 2017 10 30

(34) 2017 14 2017 10 31

(35) 2017 14 (2018 11 )
(36) 2017 14 2017 11
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(37) 2017 14 2017 11
(38) 2017 14 (2018 11 16 )
(39) 2017 14 (2018 11 16 )
(40) 2017 14 (2018 11 24 )
(41) 2017 14 (2018 11 24 )
(42) 2017 14 2017 11 28
(43) 2017 14 2017 11 29
(44) 2017 14 (2018 12 11 )
(45) 2017 14 (2018 12 12 )
(46) 2017 14 2018 19
A7) 2017 14 2018 30
(48) 2017 14 2018 30
(49) 2017 14 (2018 31 )
(50) 2017 14 2018
(51) 2017 14 2018
(52) 2017 14 2018 14
(53) 2017 14 2018 14
(54) 2017 14 (2018 16 )
(55) 2017 14 (2018 16 )
(56) 2017 14 (2018 26 )
(57) 2017 14 (2018 26 )
(58) 2017 14 2018
(59) 2017 14 2018
(60) 2017 14 (2018 20 )
(61) 2017 14 (2018 20 )
(62) 2017 14 2018 27
(63) 2017 14 2018 27
(64) 2017 14 2018 25
(65) 2017 14 (2018 26 )
(66) 2017 14 (2018 26 )
(67) 2017 14 2018 27
(68) 2017 14 2018 27
(69) 2017 14 2018
(70) 2017 14 (2018 17 )
(71) 2017 14 (2018 17 )
(72) 2017 14 (2018 28 )
(73) 2017 14 2018 31
(74) 2017 14 2018 31
(75) 2017 14 2018
(76) 2017 14 (2018 18 )
@77) 2017 14 (2018 18 )
(78) 2017 14 (2018 21 )
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2017 12 31

2027 2017

1,026,000,000 0 1,026,000,000
2027 2017

795,000,000 0 795,000,000

2020 10 2017

2,860,000,000 0 2,860,000,000

29
S&P500
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2020 2017
1,503,000,000 0 1,503,000,000
21
S&P500
2027 27 2017
1,577,000,000 0 1,577,000,000
26
2027 27 2017
796,000,000 0 796,000,000
26
2027 11 2017
464,000,000 0 464,000,000
11
2027 11 2017
1,218,000,000 0 1,218,000,000
11
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2017
18,329,000,000 15,000,000 18,314,000,000
2020 11 11
2017
2022 11 20,925,000,000 0 20,925,000,000
11 24
2022 11 2017
9,049,000,000 40,000,000 9,009,000,000
11 24
S&P500
2027 12 2017
743,000,000 0 743,000,000
12
2027 12 2017
983,000,000 0 983,000,000
12
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2017
31,730,000,000 2,000,000 31,728,000,000
2019 12 13 12 18
2022 12 12 2017
14,635,000,000 0 14,635,000,000
12 20
S&P500
29 29 12 31 )
30 29
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12.

13.

14.

€Y)

(2)
D)

S&P500

S&P500

S&P500

S&P500

S&P500

S&P500

S&P500

S&P500
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2020

2020

2020

2022

2022

2019

2022

2021

2021

2023

2021

2023

2023

2023

11

11

11

12

12
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12

16

10
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S&P 500
€H)
1. 2020 10
S&P500
2 2020
S&P500
3 2022 11
S&P500
4 2022 12 12
S&P500
5 2023 10
S&P500
6 2023
S&P500
7 2023 10
S&P500
8 2023 10
S&P500
@ @
S&P 500
S&P 500
S&P 500 S&P

500
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( )
( )
2013 2014 2015 2016 2017
16,291.31 17,935.64 20,868.03 19,494 .53 22,939.18
10,486.99 13,910.16 16,795.96 14,952.02 18,335.63
2017 2017 2017 2017 10 2017 11 2017 12
20,195.48 | 20,080.04 | 20,397.58 | 22,011.67 | 22,937.6 | 22,939.18
19,925.18 19,353.77 19,274.82 20,400.78 22,028.32 22,177.04
)
@
S&P 500 (S& 500 )
( )
2013 2014 2015 2016 2017
1,848.36 2,090.57 2,130.82 2,271.72 2,690.16
1,457.15 1,741.89 1,867.61 1,829.08 2,257.83
2017 2017 2017 2017 10 2017 11 2017 12
2,477.83 | 2,480.91 | 2,519.36 | 2,581.07 | 2,647.58 | 2,690.16
2,409.75 2,425.55 2,457.85 2,529.12 2,564.62 2,629.27
)
S&P 500 (1)
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INDEPENDENT AUDITORS REPORT

To the Board of Directors of
Morgan Stanley Finance, LLC (formerly known as Morgan Stanley Tower, LLC)

We have audited the accompanying financial statements of Morgan Stanley Finance, LLC (the "Company"), a
wholly owned subsidiary of Morgan Stanley (the “Parent”), which comprise the statements of financial condition
as of December 31, 2017 and December 31, 2016, and the related statements of comprehensive loss, cash flows,
and changes in member's equity (deficit) for the years then ended, and the related notes to the financial
Statements.

Management's Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in accordance
with accounting principles generally accepted in the United States of America; this includes the design,
implementation, and maintenance of internal control relevant to the preparation and fair presentation of financial
statements that are free from material misstatement, whether due to fraud or error.

Auditors Responsibility

Our responsibility is to express an opinion on these financial statements based on our audits. We conducted our
audits in accordance with auditing standards generally accepted in the United States of America. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the
financial statements. The procedures selected depend on the auditor's judgment, including the assessment of the
risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk
assessments, the auditor considers internal control relevant to the Company's preparation and fair presentation of
the financial statements in order to design audit procedures that are appropriate in the circumstances, but not for
the purpose of expressing an opinion on the effectiveness of the Company's internal control. Accordingly, we
express no such opinion. An audit also includes evaluating the appropriateness of accounting policies used and
the reasonableness of significant accounting estimates made by management, as well as evaluating the overall
presentation of the financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit
opinion.

Opinion
In our opinion, the financia statements referred to above present fairly, in all material respects, the financial
position of Morgan Stanley Finance, LLC as of December 31, 2017 and December 31, 2016 and the results of its

operations and its cash flows for the years then ended in accordance with accounting principles generally
accepted in the United States of America.
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Emphasis of Matter
We draw attention to Note 3 of the financial statements, which describes the fact that the activities of the
Company include significant transactions with affiliates and may not necessarily be indicative of the conditions

that would have existed or the results of operations if the Company had operated as an unaffiliated business. Our
opinion is not modified with respect to this matter.

/s Deloitte & Touche LLP
New York, New York

April 11, 2018
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