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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors of
Morgan Stanley Smith Barney LLC

We have audited the accompanying consolidated statement of financial condition of Morgan Stanley
Smith Barney LLC and subsidiaries (the "Company") as of December 31, 2014, that you are filing
pursuant to Rule 17a-5 under the Securities Exchange Act of 1934. This consolidated financial statement
is the responsibility of the Company's management. Our responsibility is to express an opinion on this
consolidated financial statement based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the consolidated financial statement is free of material misstatement. The
Company is not required to have, nor were we engaged to perform, an audit of its internal control over
financial reporting. Our audit included consideration of internal control over financial reporting as a basis
for designing 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 over financial reporting.
Accordingly, we express no such opinion. An audit also includes examining, on a test basis, evidence
supporting the amounts and disclosures in the consolidated financial statement, assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall
consolidated financial statement presentation. We believe that our audit provides a reasonable basis for
our opinion.

In our opinion, such consolidated statement of financial condition presents fairly, in all material respects,

the financial position of Morgan Stanley Smith Barney LLC and subsidiaries as of December 31, 2014, in
conformity with accounting principles generally accepted in the United States of America.

February 27, 2015



MORGAN STANLEY SMITH BARNEY LLC
CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
December 31, 2014
(In millions of dollars)

ASSETS
Cash $ 536
Cash deposited with clearing organizations or segregated under federal and
other regulations or requirements 1,698

Financial instruments owned, at fair value (approximately $82 were pledged to various parties) 1,149
Securities purchased under agreements to resell 4,765
Securities borrowed 372
Receivables:

Customers (net of $4 allowance for doubtful accounts) 14,546

Brokers, dealers and clearing organizations 195

Fees, interest and other 750

Affiliates 95
Equipment and software (net of accumulated depreciation of $25) 15
Goodwill 4,609
Intangible assets (net of accumulated amortization of $1,378) 2,572
Other assets ) 300
Total assets $ 31,602

LIABILITIES AND MEMBER’S EQUITY

Short-term borrowings - affiliates $ 773
Financial instruments sold, not yet purchased, at fair value 674
Securities sold under agreements to repurchase 4,393
Securities loaned ' 2,102
Payables:

Customers 5,740

Brokers, dealers and clearing organizations 197

Interest and dividends 42
Other liabilities and accrued compensation expenses 4,335
Total liabilities 18,256
Subordinated liabilities 100
Member’s equity ' 13,246
Total liabilities and member’s equity $ 31,602

See Notes to Consolidated Statement of Financial Condition.
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MORGAN STANLEY SMITH BARNEY LLC
NOTES TO CONSOLIDATED STATEMENT OF FINANCIAL CONDITION
As of December 31,2014
(In millions of dollars, except where noted)

Note 1 - Introduction and Basis of Presentation
The Company

Morgan Stanley Smith Barney LLC (“MSSB”) and its subsidiaries (collectively, the “Company”) offer a
wide variety of financial products and provide financial services to a large and diversified group of clients,
financial institutions and individuals. The Company’s businesses include financial advisory services, sales,
and trading in fixed income securities and related products, including foreign exchange and investment
activities and new issue distribution of fixed income, equity and packaged products. The Company
provides clients with a comprehensive array of financial solutions, including MSSB products and services, and
products and services from third party providers, such as insurance companies and mutual fund families. The
Company offers brokerage and investment advisory services covering various investment alternatives;
financial and wealth planning services; annuity and insurance products; cash management; and retirement plan
services through a network of approximately sixteen thousand financial advisors in the United States of
America (“U.S.”).

MSSB is registered with the Securities and Exchange Commission (“SEC”) as a broker-dealer and as an
investment adviser. As of September 5, 2014, the Company deregistered as a futures commission
merchant, however, remains registered as an introducing broker with the Commodities Futures Trading
Commission (“CFTC”). The Company continues to clear futures transactions through an affiliate, Morgan
Stanley & Co. LLC (“MS&Co.”)

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

Basis of Financial Information

The consolidated statement of financial condition is prepared in accordance with accounting principles
generally accepted in the U.S., which require the Company to make estimates and assumptions regarding
the valuations of certain financial instruments, the valuation of goodwill and intangible assets,
compensation, deferred tax assets, the outcome of litigation and tax matters, and other matters that affect
its consolidated statement of financial condition and related disclosures. The Company believes that the
estimates utilized in the preparation of its consolidated statement of financial condition are prudent and
reasonable. Actual results could differ materially from these estimates. Intercompany balances and
transactions have been eliminated.

The consolidated statement of financial condition includes the accounts of MSSB and its wholly owned
licensed insurance subsidiaries in which MSSB has a controlling financial interest.

At December 31, 2014, the Company’s consolidated subsidiaries reported $11 of assets, $9 of liabilities
and $2 of member’s equity on a stand-alone basis.



Note 2 - Summary of Significant Accounting Policies

Financial Instruments and Fair Value

A portion of the Company’s financial instruments is carried at fair value with changes in fair value
recognized in earnings each period. A description of the Company’s policies regarding fair value
measurement and its application to these financial instruments follows.

Financial Instruments Measured at Fair Value

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

The fair value of OTC financial instruments, including derivative contracts related to financial instruments
and commodities, is presented in the accompanying consolidated statement of financial condition on a net-
by-counterparty basis, when appropriate. Additionally, the Company nets the fair value of cash collateral
paid or received against the fair value amounts recognized for net derivative positions executed with the
same counterparty under the same master netting agreement.

Fair Value Measurement — Definition and Hierarchy

Fair value is defined as the price that would be received to sell an asset or paid to transfer a liability (i.e.,
the “exit price”) in an orderly transaction between market participants at the measurement date.

In determining fair value, the Company uses various valuation approaches and establishes a hierarchy for
inputs used in measuring fair value that maximizes the use of relevant observable inputs and minimizes the
use of unobservable inputs by requiring that the most observable inputs be used when available.
Observable inputs are inputs that market participants would use in pricing the asset or liability that were
developed based on market data obtained from sources independent of the Company. Unobservable inputs
are inputs that reflect the Company’s assumptions about the assumptions other market participants would
use in pricing the asset or liability that are developed based on the best information available in the
circumstances. The hierarchy is broken down into three levels based on the observability of inputs as
follows:

. Level 1 -- Valuations based on quoted prices in active markets for identical assets or liabilities that
the Company has the ability to access. Valuation adjustments and block discounts are not applied
to 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 inputs that are unobservable and significant to the overall fair value
measurement.

The availability of observable inputs can vary from product to product and is affected by a wide variety of
factors, including, for example, the type of product, whether the product is new and not yet established in
the marketplace, the liquidity of markets and other characteristics particular to the product. To the extent
that valuation is based on models or inputs that are less observable 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 is greatest for instruments categorized in Level 3 of the fair value
hierarchy.

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 instrument to be reclassified from Level 1
to Level 2 or Level 2 to Level 3 of the fair value hierarchy (see Note 4). In addition, a downturn in market
conditions could lead to declines in the valuation of many instruments.

In certain cases, the inputs used to measure fair value may fall into different levels of the fair value
hierarchy. In such cases, for disclosure purposes, the level in the fair value hierarchy within which the fair
value measurement falls in its entirety is determined based on the lowest level input that is significant to
the fair value measurement in its entirety.

Valuation Techniques

Many cash instruments and OTC derivative contracts have bid and ask prices that can be observed in the
marketplace. Bid prices reflect the highest price that a party is willing to pay for an asset. Ask prices
represent the lowest price that a party is willing to accept for an asset. For financial instruments whose
inputs are based on bid-ask prices, the Company does not require that the fair value estimate always be a
predetermined point in the bid-ask range. The Company’s policy is to allow for mid-market pricing and to
adjust to the point within the bid-ask range that meets the Company’s best estimate of fair value. For
offsetting positions in the same financial instrument, the same price within the bid-ask spread is used to
measure both the long and short positions.

Fair value for many cash instruments and OTC derivative contracts is derived using pricing models.
Pricing models take into account the contract terms (including maturity) as well as multiple inputs
including, where applicable, commodity prices, equity prices, interest rate yield curves, credit curves,
creditworthiness of the counterparty, creditworthiness of the Company, option volatility and currency
rates. Where appropriate, valuation adjustments are made to account for various factors such as liquidity
risk (bid-ask adjustments), credit quality and model uncertainty. 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 mid-ask spreads are
marked to 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 considers collateral held and legally enforceable master netting
agreements that mitigate the Company’s exposure to each counterparty. Adjustments for model uncertainty
are taken for positions whose underlying models are reliant on significant inputs that are neither directly
nor indirectly observable, hence requiring reliance on established theoretical concepts in their derivation.
These adjustments are derived by making assessments of the possible degree of variability using statistical
approaches and market-based information where possible. The Company generally subjects all valuations
and models to a review process initially and on a periodic basis thereafter.

Fair value is a market-based measure considered from the perspective of a market participant rather than
an entity-specific measure. Therefore, even when market assumptions are not readily available, the
Company’s own assumptions are set to reflect those that the Company believes market participants would
use in pricing the asset or liability 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 risks or credit risk,
the Company measures the fair value of that group of financial instruments consistently with how market
participants would price the net risk exposure at the measurement date



See Note 4 for a description of valuation techniques applied to the major categories of financial
instruments measured at fair value.

Valuation Process

The Valuation Review Group (“VRG”) within the Financial Control Group (“FCG”) of the Ultimate
Parent and its consolidated subsidiaries is responsible for the Company’s fair value valuation policies,
processes and procedures. VRG is independent of the business units and reports to the Chief Financial
Officer of the Ultimate Parent and its consolidated subsidiaries (“CFO™), who has final authority over the
valuation of the Company’s financial instruments. VRG implements valuation control processes to validate
the fair value of the Company’s financial instruments measured at fair value, including those derived from
pricing models. These control processes are designed to assure that the values used for financial reporting
are based on observable inputs wherever possible. In the event that observable inputs are not available, the
control processes are designed to ensure that the valuation approach utilized is appropriate and consistently
applied and that the assumptions are reasonable.

The Company’s control processes apply to financial instruments categorized in Level 1, Level 2 or Level 3
of the fair value hierarchy, unless otherwise noted. These control processes include:

Model Review. VRG, in conjunction with the Market Risk Department (“MRD”) and, where
appropriate, the Credit Risk Management Department, both of which report to the Chief Risk Officer of
the Ultimate Parent and its consolidated subsidiaries, independently review valuation models’
theoretical soundness, the appropriateness of the valuation methodology and calibration techniques
developed by the business units using observable inputs. Where inputs are not observable, VRG
reviews the appropriateness of the proposed valuation methodology to ensure it is consistent with how
a market participant would arrive at the unobservable input. The valuation methodologies utilized in the
absence of observable inputs may include extrapolation techniques and the use of comparable
observable inputs. As part of the review, VRG develops a methodology to independently verify the fair
value generated by the business unit’s valuation models. Before trades are executed using new
valuation models, those models are required to be independently reviewed. All of the Company’s
valuation models are subject to an independent annual VRG review.

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, VRG independently validates the fair values of financial instruments determined using
valuation models by determining the appropriateness of the inputs used by the business units and by
testing compliance with the documented valuation methodologies approved in the model review
process described above. :

VRG uses recently executed transactions, other observable market data such as exchange data, broker-
dealer quotes, third-party pricing vendors and aggregation services for validating the fair values of
financial instruments generated using valuation models. VRG assesses the external sources and their
valuation methodologies to determine if the external providers meet the minimum standards expected
of a third-party pricing source. Pricing data provided by approved external sources are evaluated using
a number of approaches; for example, by corroborating the external sources’ prices to executed 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 analysis, VRG generates a ranking of the observable
market data to ensure that the highest-ranked market data source is used to validate the business unit’s
fair value of financial instruments.



For financial instruments categorized within Level 3 of the fair value hierarchy, VRG reviews the
business unit’s valuation techniques to ensure these are consistent with market participant assumptions.

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

Review of New Level 3 Transactions. VRG reviews the models and valuation methodology used to
price all new material Level 3 transactions and both FCG and MRD management must approve the fair
value of the trade that is initially recognized.

For further information on financial assets and liabilities that are measured at fair value on a recurring
basis, see Note 4.

Income Taxes

The Company accounts for income tax expense (benefit) using the asset and liability method, under which
recognition of deferred tax assets and related valuation allowance and liabilities for the expected future tax
consequences of events that have been included in the consolidated statement of financial condition. Under
this method, deferred tax assets and liabilities are determined based upon the temporary differences
between the financial statement and income tax bases of assets and liabilities using currently enacted tax
rates in effect for the year in which the differences are expected to reverse.

The Company recognizes net deferred 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 and
negative evidence, including future reversals of existing taxable temporary differences, projected future
taxable income, tax-planning strategies, and results of recent operations. If the Company determines that it
would be able to realize deferred tax assets in the future in excess of their net recorded amount, it would
make an adjustment to the deferred tax asset valuation allowance, which would reduce the provision for
income taxes.

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

Cash

Cash consists of cash held on deposit.

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

Cash deposited with clearing organizations or segregated under federal and other regulations or
requirements include cash segregated in compliance with federal and other regulations and represent funds
deposited by customers and funds accruing to customers as a result of trades or contracts.



Repurchase and Securities Lending Transactions

Securities borrowed or reverse repurchase agreements and Securities loaned or repurchase agreements are
treated as collateralized financings. Reverse repurchase agreements and repurchase agreements are carried
on the consolidated statement of financial condition at the amounts of cash paid or received, plus accrued
interest. Where appropriate, repurchase agreements and reverse repurchase agreements with the same
counterparty are reported on a net basis. Securities borrowed and securities loaned are recorded at the
amount of cash collateral advanced or received.

Receivables and Payables — Customers

Receivables from customers (net of allowance for doubtful accounts) and payables to customers include
amounts due on cash, margin and other customer securities-based lending transactions. Securities owned
by customers, including those that collateralize margin or similar transactions, are not reflected on the
consolidated statement of financial condition.

Receivables and Payables — Brokers, Dealers and Clearing Organizations

Receivables from brokers, dealers and clearing organizations include amounts receivable for securities not
delivered by the Company to a purchaser by the settlement date, margin deposits, commissions, and net
receivables/payables arising from unsettled trades. Payables to brokers, dealers and clearing organizations
include amounts payable for securities not received by the Company from a seller by the settlement date
and payables to clearing organizations.

Equipment and Software

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

Equipment and software costs are tested for impairment whenever events or changes in circumstances
suggest that an asset’s carrying value may not be fully recoverable in accordance with current accounting
guidance.

Goodwill and Intangible Assets

Goodwill is not amortized and is reviewed annually (or more frequently when certain events or
circumstances exist) for impairment. Finite lived intangible assets are amortized over their estimated useful
lives and reviewed for impairment.

The Company tests goodwill for impairment on an annual basis and on an interim basis when certain
events or circumstances exist. The Company tests for impairment at the reporting unit level. For both the
annual and interim tests, the Company has the option to first assess qualitative factors to determine
whether the existence of events or circumstances leads to a determination that it is more likely than not that
the fair value of the reporting unit is less than its carrying amount. If after assessing the totality of events
or circumstances, the Company determines it is more likely than not that the fair value of the reporting unit
is greater than its carrying amount, then performing the two-step impairment test is not required. However,
if the Company concludes otherwise, then it is required to perform the first step of the two-step impairment
test. Goodwill impairment is determined by comparing the estimated fair value of the reporting unit with
its respective carrying value. If the estimated fair value exceeds the carrying value, goodwill is not deemed
to be impaired. If the estimated fair value is below carrying value, however, further analysis is required to

-9.



determine the amount of the impairment. Additionally, if the carrying value is zero or a negative value and
it is determined that it is more likely than not the goodwill is impaired, further analysis is required. The
estimated fair value of the reporting unit is derived based on valuation techniques the Company believes
market participants would use for the reporting unit.

The estimated fair values are generally determined by utilizing a discounted cash flow methodology or
methodologies that incorporate price-to-earnings multiples of certain comparable companies.

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

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

Accounting Developments

Obligations Resulting from Joint and Several Liability Arrangements for Which the Total Amount of the
Obligation Is Fixed at the Reporting Date. In February 2013, the Financial Accounting Standards Board
(the “FASB™) issued an accounting update that requires an entity to measure obligations resulting from
Joint and several liability arrangements for which the total amount of the obligation is fixed at the reporting
date, as the sum of the amount the reporting entity agreed to pay and any additional amount the reporting
entity expects to pay on behalf of its co-obligors. This update also requires additional disclosures about
those obligations. This guidance became effective for the Company retrospectively beginning on January
1, 2014. The adoption of this accounting guidance did not have a material impact on the Company’s
consolidated statement of financial condition.

Reporting Discontinued Operations and Disclosures of Disposals of Components of an Entity. In April
2014, the FASB issued an accounting update that changes the requirements and disclosure for reporting
discontinued operations. The new guidance defines a discontinued operation as a disposal of a component
or group of components that is disposed of or is classified as held for sale and represents a strategic shift
that has (or will have) a major effect on an entity’s operations and financial results. Individually significant
components that have been disposed of or are held for sale that do not meet the definition of a discontinued
operation require new disclosures. The Company adopted this guidance on April 1, 2014, as early adoption
is permitted. The adoption of this guidance did not have a material impact on the Company’s consolidated
statement of financial condition.
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Note 3- Related Party Transactions

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

During 2014, the Company paid dividends of $2,350 to the Parent as follows:

Payment Date Dividend
June 30, 2014 $ 700
September 29, 2014 250
December 22, 2014 1,400
$ 2,350

MS&Co. contributed research services totaling $9 during the year ended December 31, 2014.

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

Receivables from and payables to affiliates consist of intercompany transactions that occur in the normal
course of business. Payables to affiliates are unsecured, bear interest at prevailing market rates and are
payable on demand.

Assets and receivables from affiliated companies at December 31, 2014 are comprised of:
Cash deposited with clearing organizations or segregated under federal and

other regulations or requirements $ 12
Financial instruments owned - Corporate and other debt 93
Reverse repurchase agreements 4,614
Securities borrowed 372
Receivables - Customers 34
Receivables - Brokers, dealers and clearing organizations 32
Receivables - Fees, interest and other ‘ 10
Receivables - Affiliates 95
Other assets 2

Liabilities and payables to affiliated companies at December 31, 2014 are comprised of:

Short term borrowings - affiliates $ 773
Repurchase agreements 4,105
Securities loaned 2,102
Payables - Brokers, dealers and clearing organizations 13
Subordinated liabilities 100
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Note 4 — Fair Value Disclosures

Fair Value Measurements

A description of the valuation techniques applied to the Company’s major categories of assets and
liabilities measured at fair value on a recurring basis follows.

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

U.S. Treasury securities are valued using quoted market prices. Valuation adjustments are not applied.
Accordingly, U.S. Treasury securities are generally categorized in Level 1 of the fair value hierarchy.

U.S. Agency Securities

U.S. agency securities are composed of two main categories consisting of agency-issued debt and agency
mortgage pass-through pool securities. Non-callable agency-issued debt securities are generally valued
using quoted market prices. Callable agency-issued debt securities are valued by benchmarking model-
derived prices to quoted market prices and trade data for identical or comparable securities. The fair value
of agency mortgage pass-through pool securities is model-driven based on spreads of the comparable To-
be-announced (“TBA™) security. Actively traded non-callable agency-issued debt securities are generally
categorized in Level 1 of the fair value hierarchy. Callable agency-issued debt securities and agency
mortgage pass-through pool securities are generally categorized in Level 2 or Level 3 of the fair value
hierarchy.

Other Sovereign Government Obligations

Foreign sovereign government obligations are valued using quoted prices in active markets when
available. These bonds are generally categorized in Level 1 of the fair value hierarchy. If the market is less
active or prices are dispersed, these bonds are categorized in Level 2 of the fair value hierarchy. In
instances where the inputs are unobservable, these bonds are categorized in Level 3 of the fair value
hierarchy.

Corporate and Other Debt

Residential Mortgage-Backed Securities (“RMBS”) and Commercial Mortgage-Backed Securities
(“CMBS”)

RMBS and CMBS may be valued based on price or spread data obtained from observed transactions or
independent external parties such as vendors or brokers. When position-specific external price data are not
observable, the fair value determination may require benchmarking to similar instruments and/or analyzing
expected credit losses, default and recovery rates, and/or applying discounted cash flow techniques. In
evaluating the fair value of each security, the Company considers security collateral-specific attributes

including payment priority, credit enhancement levels, type of collateral, delinquency rates and loss ‘

severity. In addition, for RMBS borrowers, Fair Isaac Corporation (“FICO”) scores and the level of
documentation for the loan are also considered. Market standard models, such as Intex, Trepp or others,
may be deployed to model the specific collateral composition and cash flow structure of each transaction.
Key inputs to these models are market spreads, forecasted credit losses, and default and prepayment rates
for each asset category. Valuation levels of RMBS and CMBS indices are also used as an additional data
point for benchmarking purposes or to price outright index positions.
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RMBS and CMBS are generally categorized in Level 2 of the fair value hierarchy. If external prices or
significant spread inputs are unobservable or if the comparability assessment involves significant
subjectivity related to property type differences, cash flows, performance and other inputs, then RMBS and
CMBS are categorized in Level 3 of the fair value hierarchy.

Corporate Bonds

The fair value of corporate bonds is determined using recently executed transactions, market price
quotations (where observable), bond spreads, credit default swap spreads, at the money volatility and/or
volatility skew obtained from independent external parties such as vendors and brokers adjusted for any
basis difference between cash and derivative instruments. The spread data used are for the same maturity
as the bond. If the spread data do not reference the issuer, then data that reference a comparable issuer are
used. When position-specific external price data are not observable, fair value is determined based on
either benchmarking to similar instruments or cash flow models with yield curves, bond or single-name
credit default swap spreads and recovery rates as significant inputs. Corporate bonds are generally
categorized in Level 2 of the fair value hierarchy; in instances where prices, spreads or any of the other
aforementioned key inputs are unobservable, they are categorized in Level 3 of the fair value hierarchy.

Corporate Equities
Exchange-Traded Equity Securities

Exchange-traded equity securities are generally valued based on quoted prices from the exchange. To the
extent these securities are actively traded, valuation adjustments are not applied, and they are categorized
in Level 1 of the fair value hierarchy; otherwise, they are categorized in Level 2 or Level 3 of the fair value
hierarchy.

Derivative Contracts
Listed Derivative Contracts

Listed derivatives that are actively traded are valued based on quoted prices from the exchange and are
categorized in Level 1 of the fair value hierarchy. Listed derivatives that are not actively traded are valued
using the same approaches as those applied to OTC derivatives; they are generally categorized in Level 2
of the fair value hierarchy.

OTC Derivative Contracts

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

Depending on the product and the terms of the transaction, the fair value of OTC derivative products can
be either observed or modeled using a series of techniques and model inputs from comparable benchmarks,
including closed-form analytic formulas, such as the Black-Scholes option-pricing model, and simulation
models or a combination thereof. Many pricing models do not entail material subjectivity because the
methodologies employed do not necessitate significant judgment, and the pricing inputs are observed from
actively quoted markets, as is the case for generic interest rate swaps, certain option contracts and certain
credit default swaps. In the case of more established derivative products, the pricing models used by the
Company are widely accepted by the financial services industry. A substantial majority of OTC derivative
products valued by the Company using pricing models fall into this category and are categorized in Level
2 of the fair value hierarchy.

For further information on the valuation techniques for OTC derivative products, see Note 2.
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For further information on derivative instruments, see Note 10.
Investments

The Company’s investments include investments in hedge funds. Initially, the transaction price is
generally considered by the Company as the exit price and is the Company’s best estimate of fair value.

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

Investments in hedge funds that are redeemable at the measurement date or in the near future are

categorized in Level 2 of the fair value hierarchy; otherwise, they are categorized in Level 3 of the fair
value hierarchy.

Physical Commodities
The Company trades various precious metals on behalf of its customers. Fair value for physical

commodities is determined using observable inputs, including broker quotations and published indices.
Physical commodities are categorized in Level 2 of the fair value hierarchy.
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The following fair value hierarchy table presents information about the Company’s financial assets and
liabilities measured at fair value on a recurring basis at December 31, 2014.

Assets and Liabilities Measured at Fair Value on a Recurring Basis at December 31, 2014

Quoted Prices in
Active Markets Significant Significant

for Identical Observable  Unobservable Balance
Assets Inputs Inputs December 31,
(Level 1) (Level 2) (Level 3) 2014
Assets at Fair Value:
Financial instruments owned:
U.S. government and agency securities:
U.S. Treasury securities $ 113§ - 3 - 3 113
U.S. agency securities - 156 - 156
Total U.S. government and agency securities 113 156 - 269
Other sovereign government obligations 1 1 - 2
Corporate and other debt:
Residential mortgage-backed securities - 6 5 11
Commercial mortgage-backed securities - 1 - : 1
Corporate bonds - 665 3 668
Total corporate and other debt - 672 8 680
Corporate equities (¥ 30 14 3 47
Derivative contracts:
Interest rate contracts - 1 - 1
Foreign exchange contracts - 58 - 58
Equity contracts - 49 - 49
Commodity contracts - 13 - 13
Total derivative contracts - 121 - 121
Investments:
Hedge funds - - 18 18
Physical commodities - 12 - 12
Total financial instruments owned $ 144 3 976 $ 29 % 1,149
Liabilities at Fair Value:
Financial instruments sold, not yet purchased:
U.S. government and agency securities:
U.S. Treasury securities $ 218 § - 3 - $ 218
U.S. agency securities - 2 - 2
Total U.S. government and agency securities 218 2 - 220
Other sovereign government obligations 2 1 - 3
Corporate and other debt:
Corporate bonds - 350 - 350
Other debt - 1 - 1
Total corporate and other debt - 351 - 351
Corporate equitiés(l) 20 8 - 28
Derivative contracts
Interest rate contracts 1 - - 1
Foreign exchange contracts - 56 - 56
Commodity contracts - 15 - 15
Total derivative contracts 1 71 - 72
Total financial instruments sold, not yet purchased $ 241§ 433  § - 8 674

O The Company holds or sells short for trading purposes equity securities issued by entities in diverse industries and of varying size.
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Transfers Between The Fair Value Hierarchy Levels During 2014

For assets and liabilities that were transferred between Level 1 and Level 2 during the period, fair values
are ascribed as if the assets or liabilities had been transferred as of the beginning of the period.

During 2014, the Company reclassified approximately $2 of other sovereign government obligation
liabilities from Level 1 to Level 2 as transactions in these securities did not occur with sufficient frequency
to constitute an active market.

In 2014, there were no material transfers into or out of Level 3.

Quantitative Information about and Sensitivity of Significant Unobservable Inputs Used in
Recurring Level 3 Fair Value Measurements at December 31, 2014

The disclosures below provide information on the valuation techniques, significant unobservable inputs
and their ranges and averages for each major category of assets and liabilities measured at fair value on a
recurring 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 in the
types of products included in each firm’s inventory. The following disclosures also include qualitative
information on the sensi