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  At  At 

  
December 31, 

2018  
December 31, 

2017 
Assets   
Cash $ 3,448 $ 1,045 
Trading assets at fair value  -  33,853 
Receivables:     
    Broker dealers  18,371  4,263 
    Notes receivable (Parent)  13,826,243  8,256,771 
    Intercompany (Parent)  -  34,888 
Total Assets $ 13,848,062 $ 8,330,820 
   
Liabilities   
Trading liabilities at fair value $ 1,035,972 $ - 
Payables:     
    Broker dealers  -  6,765 
    Interest  11,702  2,007 
    Intercompany (Parent)  49,393  - 
Borrowings  (includes $12,613,698 and $8,410,513 at fair value)  12,618,698  8,415,513 
Total Liabilities $ 13,715,765 $ 8,424,285 
Commitments and contingent liabilities (See Note 7)   
Member’s equity (deficit)  132,297  (93,465) 
Total Liabilities and Member’s equity (deficit) $ 13,848,062 $ 8,330,820 
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   2018  2017 
 Revenues   
 Trading $ (189,441) $ (47,719) 
 Interest income  223,055  67,782 
 Total Revenues  33,614  20,063 
 Expenses     
 Interest expense  33,107  20,861 
 Brokerage, clearing and exchange fees  26  15 
 Professional services  135  135 
 Total Expenses  33,268  21,011 
 Income (Loss) before income taxes  346  (948) 
 Provision (Benefit) from income taxes  (1,560)  13,329 
 Net income (loss)  1,906  (14,277) 
 Other comprehensive income (loss)  223,856  (67,855) 
 Comprehensive income (loss) $ 225,762 $ (82,132) 
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  2018  2017 
Cash flows from operating activities:   
Net income (loss) $ 1,906 $ (14,277) 

Adjustment to reconcile net income (loss) to net cash provided 
by (used for) operating activities:     
Net changes in asset and liabilities:     

Trading assets, net of trading liabilities  484,565  209,447 
Broker dealers  (20,873)  24,087 
Intercompany (Affiliates)  -  (27) 
Intercompany (Parent)  16,416  (6,540) 
Interest  9,695  1,024 
Other liabilities and accrued expenses  -  (419) 

Net cash provided by operating activities  491,709  213,295 
     
Cash flows from investing activities:     
Net payments for:     

Notes receivable (Parent)  (5,611,555)  (6,084,925) 
Net cash used for investing activities  (5,611,555)  (6,084,925) 

     
Cash flows from financing activities:     
Proceeds from:     

Borrowings  8,970,109  7,698,591 
Payments for:     

Borrowings  (3,846,459)  (1,826,774) 
Net cash provided by financing activities  5,123,650  5,871,817 
Effect of exchange rate changes on cash and cash equivalents  (1,401)  831 
Net increase in cash  2,403  1,018 
Cash at the beginning of the period  1,045  27 
Cash at the end of the period $ 3,448 $ 1,045 

     
Supplemental Cash Flow Information:     

Cash payment for interest $ 22,568 $ 18,703 
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Total Member's 
Equity (Deficit)  

Balance, December 31, 2016  $ (11,333)  
Net loss   (14,277)  
Net change in accumulated other comprehensive loss, net of tax of 
$39,727   (67,855)  
Balance, December 31, 2017   (93,465)  
Net income   1,906  
Net change in accumulated other comprehensive income, net of tax of 
$67,865   223,856  
Balance, December 31, 2018  $ 132,297  
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1. Introduction and Basis of Presentation 
 
The Company  

 
Morgan Stanley Finance LLC (the “Company”), a single 
member limited liability corporation, is a wholly owned 
subsidiary of Morgan Stanley (the “Parent”). 
 
Morgan Stanley Finance LLC is a “finance subsidiary” of 
the Parent, as defined in Securities and Exchange 
Commission (“SEC”) Regulation S-X. The Company 
issues structured notes to the marketplace that are fully 
and unconditionally guaranteed by the Parent. Proceeds 
from issuances are lent to the Parent in the form of 
Intercompany notes.  
 
In 2016, the Company received a rating of BBB+ from 
Standard & Poor’s. 
 
Basis of Financial Information 
 
The audited financial statements are prepared in 
accordance with accounting principles generally accepted 
in the United States of America (“U.S. GAAP”), which 
require the Company to make estimates and assumptions 
regarding the valuations of certain financial instruments, 
deferred tax assets, the outcome of legal and tax matters, 
and other matters that affect the financial statements and 
related disclosures. The Company believes that the 
estimates utilized in the preparation of its financial 
statements are prudent and reasonable. Actual results 
could differ materially from these estimates. 
 
2. Significant Accounting Policies 
 
Revenue Recognition 
 
Trading 
 
See “Fair Value of Financial Instruments” below for 
Trading revenue recognition discussions. 
 
Interest Income and Expense 
 
Interest income and Interest expense are accrued for 
interest-earning assets and interest-bearing liabilities, 
including Notes receivable, Receivables and Payables 
with the Parent, and Borrowings. 

Interest income and Interest expense are recorded within 
the Company’s statements of comprehensive income 
(loss) depending on the nature of the instrument and 
related market conventions. When interest is included as a 
component of the instruments’ fair value, interest is 
included within Trading revenues. Otherwise, it is 
included within Interest income or Interest expense.  
 
Fair Value of Financial Instruments 
 
Instruments within Trading assets and Trading liabilities 
are measured at fair value, as required by accounting 
guidance. These financial instruments represent 
derivatives the Company enters into with the Parent to 
economically hedge its Borrowings, which are primarily 
structured notes. Borrowings are primarily measured at 
fair value through the fair value option. 
 
Gains and losses on instruments carried at fair value are 
reflected in Trading revenues in the Company’s 
statements of comprehensive income (loss).  
 
The fair value of over-the-counter (“OTC”) financial 
instruments, including derivative contracts related to 
financial instruments and commodities, is presented in the 
accompanying statements of financial condition on a net-
by-counterparty basis, when appropriate. 
 
Fair Value Option 
 
The Company has elected the fair value option for certain 
Borrowings (structured notes) that are risk managed on a 
fair value basis to mitigate income statement volatility 
caused by measurement basis differences between the 
elected instruments and their associated risk management 
transactions or to eliminate complexities of applying 
certain accounting models. 
 
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.  
 
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 
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assumptions are not readily available, 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 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. 
 
In determining fair value, the Company uses various 
valuation approaches and establishes a hierarchy for 
inputs used in measuring fair value that requires 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 assumptions the Company believes 
other market participants would use in pricing the asset or 
liability that are developed based on the best information 
available in the circumstances. The fair value hierarchy is 
broken down into three levels based on the observability 
of inputs as follows, with Level 1 being the highest and 
Level 3 being the lowest level: 
 
Level 1. Valuations based on quoted prices in active 
markets that the Company has the ability to access for 
identical assets or liabilities. 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, 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 
from Level 2 to Level 3 of the fair value hierarchy. For 
additional information, see Note 4. 
 
In certain cases, the inputs used to measure fair value may 
fall into different levels of the fair value hierarchy. In such 
cases, the total fair value amount is disclosed in the level 
appropriate for the lowest level input that is significant to 
the total fair value of the asset or liability. 
 
Valuation Techniques 
 
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. The Company carries positions at the 
point within the bid-ask range that meet 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 OTC derivative contracts is derived using 
pricing models. Pricing mode ls take into account the 
contract terms, as well as multiple inputs, including, 
where applicable, commodity prices, equity prices, 
interest rate yield curves, correlation, 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, 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 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. 
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The Company applies credit-related valuation adjustments 
to its Borrowings (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 not impact the valuation of derivative 
transactions with the Parent as credit risk would not 
impact the exit price.  
 
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. 
 
See Note 4 for a description of valuation techniques 
applied to the major categories of financial instruments 
measured at fair value. 
 
Offsetting of Derivative Instruments 
 
In connection with its derivative activities with the Parent, 
the Company enters into a master netting agreement with 
the Parent. This agreement provides the Company with the 
right, in the event of a default by the Parent, 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 derivatives, 
see Note 5. 
 
Income Taxes 
 
Deferred tax assets and liabilities are recorded based upon 
the temporary differences between the statements of 
financial condition 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 
effect of a change in tax rates on deferred tax assets and 
liabilities is recognized in provision for income tax 
expense (benefit) in the period that includes the enactment 
date. Such effects are recorded in provision for income tax 
expense (benefit) regardless of where deferred taxes were 
originally recorded. 
 
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. 
When performing the assessment the Company considers 
all types of deferred tax assets in combination with each 
other, regardless of the origin of the underlying temporary 
difference. If a deferred tax asset is determined to be 
unrealizable, a valuation allowance is established. If the 
Company subsequently determines that it would be able to 
realize deferred tax assets 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.   
 
In accordance with the terms of the Tax Sharing 
Agreement with the Parent, substantially all current and 
deferred taxes (federal, combined and unitary states) are 
settled periodically with the Parent.   
 
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 this 
threshold, the Company recognizes the largest amount of 
tax benefit that is more likely than not to be realized upon 
ultimate settlement with the related tax authority. Interest 
and penalties related to unrecognized tax benefits are 
classified as provision for income taxes. 
 
Receivables and Payables – Broker Dealers 
 
Receivables from and Payables to Broker dealers include 
amounts related to unsettled trades as well as amounts 
receivable for securities failed to deliver by the Company 
to a purchaser by the settlement date and amounts payable 
for securities failed to receive by the Company from a 
seller by the settlement date. 
 
Foreign Currencies 
 
Gains or losses resulting from remeasurement of foreign 
currency transactions are included in Trading revenues, 
and amounts recognized in statements of comprehensive 
income (loss) are translated at the rate of exchange on the 
respective date of recognition for each amount. 
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Accounting Updates Adopted 
 
The following accounting update was adopted on January 
1, 2018: 
 
Reclassification of Certain Tax Effects from Accumulated 
Other Comprehensive Income (“AOCI”) within member’s 
equity. This accounting update, which the Company 
elected to early adopt as of January 1, 2018, allows 
companies to reclassify from AOCI to retained earnings 
the stranded tax effects associated with enactment of the 
Tax Cuts and Jobs Act (“Tax Act”) on December 22, 
2017. These stranded tax effects resulted from the 
requirement to reflect the total amount of the 
remeasurement of and other adjustments to deferred tax 
assets and liabilities in 2017 in Net income (loss), 
regardless of whether the deferred taxes were originally 
recorded in AOCI. Accordingly, as of January 1, 2018, the 
Company recorded a net increase to retained earnings as a 
result of the reclassification of $16,961 of such stranded 
tax effects previously recorded in AOCI, which were the 
result of the remeasurement of deferred tax assets and 
liabilities associated with the change in tax rates.  
 
Aside from the above treatment related to the Tax Act, the 
Company releases stranded tax effects from AOCI into 
earnings once the related category of instruments or 
transactions giving rise to these effects no longer exists. 
For further detail on the tax effects reclassified, refer to 
Note 8 to the financial statements. 
 
3. Related Party Transactions 
 
Notes receivable represents the proceeds from Borrowings 
(structured notes) which are lent to the Parent at rates 
established by the treasury function of the Parent and its 
consolidated subsidiaries (the “Firm”) and are payable on 
demand. These rates are periodically assessed and 
intended to approximate the market rate of interest that the 
Firm incurs in funding its business.  
 
Receivables from and Payables to the Parent represent 
unsettled amounts related to Borrowings (structured notes) 
and the Tax Sharing Agreement as discussed further in 
Note 9. These receivables and payables are unsecured, 
payable on demand, and bear interest at rates established 
by the treasury function of the Firm and which 
approximate the market rate of interest that the Firm 
incurs in funding its business as it is periodically 
reassessed. 
 
Receivables from and Payables to Broker dealer affiliates 
represent unsettled amounts related to Borrowings 

(structured notes). These receivables and payables are 
unsecured and payable on demand. 
 
Trading assets, Trading liabilities, and the associated 
Trading revenues mainly represent OTC derivative 
transactions the Company enters into with the Parent to 
economically hedge its Borrowings (structured notes) and 
market movements on those OTC derivative transactions. 
 
Interest income and expense are calculated daily based on 
the Notes receivable and Receivables from and Payables 
to the Parent.  
 
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. 
  At  At  

  
December 
31, 2018  

December 
31, 2017  

Assets and receivables 
from affiliated 
companies  

 
 
  

Trading assets $ - $ 33,853  

Receivables – Broker 
dealers  11,460  -  

Receivables – Notes 
receivable (Parent)  13,826,243  8,256,771  

Receivables – 
Intercompany (Parent)  -  34,888  

 
Liabilities and payables 
to affiliated companies  

 
 

  

Trading liabilities $ 1,034,088 $ -  

Payables – Broker dealers  -  634  

Payables – Intercompany 
(Parent)  49,393  -  

 
 
  2018  2017 

Revenues with affiliated 
companies     

Trading $ (906,380) $ 235,437 

Interest income  223,055  67,782 
     
Expenses with affiliated 
companies     

Interest expense $ 393 $ 799 
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4. Fair Values 

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. 
 
Asset and Liability / Valuation Technique   Valuation Hierarchy Classification  
OTC Derivative Contracts     

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

  • Generally Level 2  

 

•  Depending on the product and the terms of the transaction, the fair 
value of OTC derivative products can be modeled using a series of 
techniques, including closed-form analytic formulas, such as the 
Black-Scholes option-pricing model, simulation models or a 
combination thereof. Many pricing models do not entail material 
subjectivity as the methodologies employed do not necessitate 
significant judgment, since model inputs may be observed from 
actively quoted markets, as is the case for generic interest rate 
swaps, many equity, commodity and foreign currency option 
contracts. In the case of more established derivative products, the 
pricing models used by the Company are widely accepted by the 
financial services industry. 

  • Level 3 - in instances where the unobservable input 
is deemed significant 

 

 

•  More complex OTC derivative products are typically less liquid 
and require more judgment in the implementation of the valuation 
technique since direct trading activity or quotes are unobservable. 
This includes certain types of interest rate derivatives with 
volatility and correlation exposure, equity and commodity or 
foreign currency derivatives that are either longer-dated or include 
exposure to multiple underlyings. Where these inputs are 
unobservable, relationships to observable data points, based on 
historic and/or implied observations, may be employed as a 
technique to estimate the model input values. 

    

  

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

    

  
For further information on derivative instruments, see Note 5. 
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Asset and Liability / Valuation Technique    Valuation Hierarchy Classification   

Borrowings - Structured Notes     

 

•  The Company issues structured notes which are primarily 
composed of: instruments whose payments and redemption values 
are linked to the performance of a specific index, a specific equity 
security, a commodity, a credit exposure; and instruments with 
various interest-rate-related features including step-ups, step-
downs, and zero coupons. 

  • Generally Level 2  
 

 

 

•  Fair value of structured notes is determined using valuation models 
for the derivative and debt portions of the notes. These models 
incorporate observable inputs referencing identical or comparable 
securities, including prices to which the notes are linked, interest 
rate yield curves, option volatility and currency rates, and 
commodity or equity prices.  

  • Level 3 - in instances where the unobservable input 
is deemed significant 

 

 

•  Independent, external and traded prices for the notes are considered 
as well. The impact of the Company’s own credit is also included 
based on observed secondary bond market spreads.  
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Assets and Liabilities Measured at Fair Value on a Recurring Basis 
 
          
   At December 31, 2018 
   Level 1  Level 2  Level 3  Total 
 Assets at Fair Value         
 Trading assets:         
     OTC Derivative contracts:         
         Equity contracts $ - $ 111,903 $ 4,776 $ 116,679 
         Interest rate contracts  -  8,076  6,665  14,741 
         Foreign exchange contracts    1,273  -  1,273 
         Commodity contracts  -  4,122  -  4,122 
         Netting (1)  -  (125,374)  (11,441)  (136,815) 
     Total OTC derivative contracts  -  -  -  - 
 Total trading assets $ - $ - $ - $ - 
 Total assets at fair value $ - $ - $ - $ - 
   -       
 Liabilities at Fair Value         
 Trading liabilities:         
    OTC Derivative contracts:         
         Equity contracts $ - $ 717,958 $ 204,121 $ 922,079 
         Interest rate contracts  -  159,125  47,708  206,833 
         Foreign exchange contracts  -  21,122  11,008  32,130 
         Commodity contracts  -  11,745  -  11,745 
         Netting (1)  -  (125,374)  (11,441)  (136,815) 
     Total OTC derivative contracts  -  784,576  251,396  1,035,972 
 Total trading liabilities  -  784,576  251,396  1,035,972 
 Borrowings - Structured Notes  -  10,945,582  1,668,116  12,613,698 
 Total liabilities at fair value $ - $ 11,730,158 $ 1,919,512 $ 13,649,670 
 

(1) Positions classified within the same level of the fair value hierarchy that are with the same counterparty, are netted within that level. As of December 31, 
2018, there were no positions with the same counterparty that cross over the levels of the fair value hierarchy. For further information on derivative 
instruments, see Note 5. 
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   At December 31, 2017 
   Level 1  Level 2  Level 3  Netting (1)  Total 

 Assets at Fair Value           
 Trading assets:           
     OTC Derivative contracts:           
         Equity contracts $ - $ 254,546 $ 26,640 $ - $ 281,186 
         Interest rate contracts  -  25,131  2,239  -  27,370 
         Foreign exchange contracts  -  2,600  -  -  2,600 
         Commodity contracts  -  3,334  -  -  3,334 
         Netting (1)  -  (184,840)  (28,879)  (66,918)  (280,637) 
     Total OTC derivative contracts  -  100,771  -  (66,918)  33,853 
 Total trading assets  -  100,771  -  (66,918)  33,853 
 Total assets at fair value $ - $ 100,771 $ - $ (66,918) $ 33,853 
   -         
 Liabilities at Fair Value           
 Trading liabilities:           
    OTC Derivative contracts:           
         Equity contracts $ - $ 92,022 $ 66,332 $ - $ 158,354 
         Interest rate contracts  -  89,806  29,465  -  119,271 
         Foreign exchange contracts  -  2,895  -  -  2,895 
         Commodity contracts  -  117  -  -  117 
         Netting (1)  -  (184,840)  (28,879)  (66,918)  (280,637) 
     Total OTC derivative contracts  -  -  66,918  (66,918)  - 
  Total trading liabilities  -  -  66,918  (66,918)  - 
 Borrowings - Structured Notes  -  7,314,066  1,096,447  -  8,410,513 
 Total liabilities at fair value $ - $ 7,314,066 $ 1,163,365 $ (66,918) $ 8,410,513 
            
 

(1) For positions with the same counterparty that cross over the levels of the fair value hierarchy, counterparty netting is included in the column titled “Netting.” 
Positions classified within the same level that are with the same counterparty are netted within that level. For further information on derivative instruments, 
see Note 5. 
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Changes in Level 3 Assets and Liabilities Measured at Fair Value on a Recurring Basis 
 

Rollforward of Level 3 Assets and Liabilities Measured at Fair Value on a Recurring Basis for 2018 
 

 

 
Beginning 
Balance at 

December 31, 
2017 

 Total Realized 
and Unrealized 
Gains (Losses) 

 

Purchases 

 
Sales and 
Issuances 

 

Settlements 

 
Net 

Transfers (1) 

 
Ending 

Balance at 
December 31, 

2018 

 Unrealized 
Gains 

(Losses) 

Liabilities at Fair 
Value                 

Net OTC derivative 
contracts(2):                 
     Equity contracts $ 39,692 $ (146,869) $ (20,886) $ - $ 20,026 $ 13,644 $ 199,345 $ (111,149) 
     Interest rate  
     contracts  27,226  (8,127)  -  -  8,035  (2,345)  41,043  (9,510) 

     Foreign Exchange  
     contracts  -  (8,502)  -  -  2,506  -  11,008  (8,502) 
Total net OTC derivative 
contracts  66,918  (163,498)  (20,886)  -  30,567  11,299  251,396  (129,161) 
Borrowings - Structured 
Notes  1,096,447  61,913  -  796,079  (108,027)  (54,470)  1,668,116  61,018 
Total Liabilities at Fair 
Value $ 1,163,365 $ (101,585) $ (20,886) $ 796,079 $ (77,460) $ (43,171) $ 1,919,512 $ (68,143) 

  5        5  5     
(1) During 2018, the Company transferred from Level 3 to Level 2 $54,470 of Borrowings (structured notes) due to a reduction in the significance of the unobservable 

inputs relating to volatility. 
(2) Net OTC derivative contracts represent Trading liabilities, net of Trading assets. Amounts are presented before counterparty netting. 
  
Rollforward of Level 3 Assets and Liabilities Measured at Fair Value on a Recurring Basis for 2017 

  

Beginning 
Balance at 

December 31, 
2016  

Total Realized 
and 

Unrealized 
Gains (Losses)  Purchases  

Sales and 
Issuances  Settlements  

Net 
Transfers   

Ending 
Balance at 

December 31, 
2017  

Unrealized 
Gains 

(Losses ) 

Liabilities at Fair 
Value                 

Net OTC derivative 
contracts (1):                 
     Equity contracts $ 9,210 $ (22,655) $ (18) $ 2 $ 10,117 $ (2,274) $ 39,692 $ (37,173) 
     Interest rate  
     contracts  23,669  9,995  -  -  13,552  -  27,226  (6,825) 
Total net OTC 
derivative contracts  32,879  (12,660)  (18)  2  23,669  (2,274)  66,918  (43,998) 
Borrowings - Structured 
Notes  177,737  21,938  -  1,016,282  (9,538)  (66,096)  1,096,447  22,297 

Total Liabilities at 
Fair Value $ 210,616 $ 9,278 $ (18) $ 1,016,284 $ 14,131 $ (68,370) $ 1,163,365 $ (21,701) 

 
(1) Net OTC derivative contracts represent Trading liabilities, net of Trading assets. Amounts are presented before counterparty netting. 
 
The unrealized gains (losses) during the period for assets 
and liabilities within the Level 3 category may include 
changes in fair value during the period that were 
attributable to both observable and unobservable inputs. 
Total realized and unrealized gains (losses) are primarily 

included in Trading revenues in the statements of 
comprehensive income (loss).  
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Significant Unobservable Inputs Used in Recurring 
Level 3 Fair Value Measurements 
 
The following disclosures 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 sensitivity of the 
fair value measurements to changes in the significant 
unobservable inputs. There are no predictable 
relationships between multiple significant unobservable 
inputs attributable to a given valuation technique. A single 
amount is disclosed when there is no significant 
difference between the minimum, maximum and average. 
 

   Balance/Range (Average)(1) 
   2018  2017 
Liabilities at fair value   
Net OTC derivative contracts:   
Equity contracts (2)  $ 199,345 $ 39,692 
     Option Model:      

At the money volatility 
  

5% to 31% 
(23%)  

6% to 29% 
(19%) 

Volatility skew 
  

-2% to 0% 
(0%)  

-2% to 0% 
(0%) 

Equity - Equity correlation 
  

45% to 96% 
(82%)  

35% to 96% 
(92%) 

Equity - Foreign exchange 
correlation   

-80% to 30% 
(29%)  

-65% to 10% 
(-39%) 

Interest rate contracts  $ 41,043 $ 27,226 

     Option Model:      
Equity volatility discount 

  
4% to 6% 

(5%)  
8% to 11% 
(9% / 8%) 

Interest rate - Curve 
correlation 

  
54% to 97% 
(77% / 74%)  N/M(3) 

Borrowings - Structured 
Notes  $ 1,668,116 $ 1,096,447 
     Option Model:      

At the money volatility   15% to 31% 
(24%)  

12% to 29% 
(22%) 

Volatility skew   -1% to 0% 
(0%)  

-1% to 0% 
(0%) 

Equity - Equity correlation    46% to 98% 
(83%)  

41% to 95% 
(75%) 

Equity - Foreign exchange 
correlation   

-45% to 30% 
(27%)  

-48% to 10% 
(-27%) 

 

(1) Amounts represent weighted averages except where simple averages and 
the median of the inputs are more relevant. 

(2) Includes OTC derivative contracts with multiple risks (i.e., hybrid 
products). 

(3) N/M - Not Meaningful 
 
Significant Unobservable Inputs—Description 
and Sensitivity 
 
An increase (decrease) to the following inputs would 
generally result in an impact to the fair value, but the 
magnitude and direction of the impact would depend on 
whether the Company is long or short the exposure. 
 
• Correlation: A pricing input where the payoff is 

driven by more than one underlying risk. Correlation 
is a measure of the relationship between the 
movement of two variables (i.e., how the change in 
one variable influences a change in the other 
variable). 
 

• Volatility: The measure of variability in possible 
returns for an instrument given how much that 
instrument changes in value over time. Volatility is a 
pricing input for options and, generally, the lower the 
volatility, the less risky the option. The level of 
volatility used in the valuation of a particular option 
depends on a number of factors, including the nature 
of the risk underlying that option, the tenor and the 
strike price of the option. 

 
• Volatility skew: The measure of the difference in 

implied volatility for options with identical underliers 
and expiry dates but with different strikes. 

 
Fair Value Option 
 
The Company elected the fair value option for 
Borrowings (structured notes) that are risk managed on a 
fair value basis to mitigate income statement volatility 
caused by measurement basis differences between the 
elected instrument and their associated risk management 
transactions or to eliminate complexities of applying 
certain accounting models. 

Earnings Impact of Instruments under the Fair Value 
Option  

  
Trading 

Revenues  
Interest 
Expense  

Net 
Revenues 

2018      
Borrowings(1) $ 695,947 $ (32,714) $ 663,233 
2017      
Borrowings(1) $ (283,156) $ (19,883) $ (303,039) 
 
(1) Unrealized Debt valuation adjustments (“DVA”) gains (losses) are 

recorded in OCI and, when realized, in Trading revenues. For additional 
information, see Notes 2 and 8. 
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Gains (losses) are mainly attributable to changes in 
foreign exchange rates, or interest rates or movements in 
the reference price or index.  
 
The amounts in the previous table are included within Net 
revenues and do not reflect any gains or losses on related 
hedging instruments. 
 
Gains (Losses) due to Changes in Instrument-Specific 
Credit Risk 

 Trading Revenues 

Other 
Comprehensive 
Income (Loss) 

2018    
Borrowings(1) $ (620) $ 291,721 
2017    
Borrowings(1) $ - $ (107,582) 
 
(1) Unrealized DVA gains (losses) are recorded in OCI and, when realized, in 

Trading revenues. For additional information, see Notes 2 and 8. 

 

 

Borrowings Measured at Fair Value on a Recurring 
Basis  
  At  At  

  
December 
31, 2018  

December 
31, 2017  

Business Unit 
Responsible for Risk 
Management  

 
 
  

Equity $ 9,235,777 $ 7,176,654  
Interest rates  3,262,375  1,190,966  
Foreign exchange  12,234  11,422  
Commodities  103,312  31,471  
Total $ 12,613,698 $ 8,410,513  
 
 
Excess of Contractual Principal Amount Over Fair 
Value 
  At  At  

  
December 
31, 2018  

December 
31, 2017  

Borrowings (1) $ 372,639 $ 23,152  
 
(1) Borrowings in this table do not include structured notes where the 

repayment of the initial principal amount fluctuates based on changes in a 
reference price or index. 

 
Financial Instruments Not Measured At Fair Value 
 
  At December 31, 2018 
     Fair Value Level 

   Carrying Value  Level 1 Level 2 Level 3  Total 
 Financial Assets          
 Cash $ 3,448 $ 3,448 $ - $ - $ 3,448 
 Receivables:            
     Brokers dealers  18,371  -  18,371  -  18,371 
     Notes receivable (Parent)  13,826,243  -  13,826,243  -  13,826,243 

 
 
Financial Liabilities         

 Payables: (1)           
     Intercompany (Parent) $ 49,393 $ - $ 49,732 $ - $ 49,732 
 Borrowings   5,000  -  5,000  -  5,000 
 

(1) Interest payables where carrying value approximates fair value have been excluded. 
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   At December 31, 2017 
    Fair Value Level 

   Carrying Value  Level 1 Level 2 Level 3  Total 
 Financial Assets          
 Cash $ 1,045 $ 1,045 $ - $ - $ 1,045 
 Receivables:            
     Brokers dealers  4,263  -  4,263  -  4,263 
     Notes receivable (Parent)  8,256,771  -  8,256,771  -  8,256,771 
     Intercompany  (Parent)  34,888  -  34,888  -  34,888 
 

 

Financial Liabilities         
 Payables: (1)           
     Brokers dealers  $ 6,765  - $ 6,765 $ - $ 6,765 
 Borrowings  5,000  -  5,000  -  5,000 
 

(1) Interest payables where carrying value approximates fair value have been excluded. 
 

5. Derivative Instruments 
 

 

The Company uses OTC swaps, forwards, options 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. 
  
Fair Value and Notional of Derivative Instruments 
 
The following tables summarize the fair value of derivative instruments by type of derivative contract on a gross basis at 
December 31, 2018 and December 31, 2017. 
 Bilateral OTC 
 At December 31, 2018 
 Assets Liabilities 
 Fair Value Notional Fair Value Notional 
OTC Derivative contracts         
Equity contracts $ 116,679 $ 2,502,567 $ 922,079 $ 9,807,467 
Interest rate contracts  14,741  822,447  206,833  2,793,325 
Foreign exchange contracts  1,273  76,140  32,130  294,655 
Commodity contracts  4,122  15,625  11,745  74,396 
Total gross OTC derivative contracts  136,815  3,416,779  1,172,787  12,969,843 
Amounts offset         
Counterparty netting  (136,815)    (136,815)   
Total Trading liabilities $ -   $ 1,035,972   
 
 Bilateral OTC 
 At December 31, 2017 
 Assets Liabilities 
 Fair Value Notional Fair Value Notional 
OTC Derivative contracts         
Equity contracts $ 281,186 $ 4,843,721 $ 158,354 $ 4,120,963 
Interest rate contracts  27,370  104,441  119,271  1,211,514 
Foreign exchange contracts  2,600  2,506  2,895  2,506 
Commodity contracts  3,334  21,603  117  6,530 
Total gross OTC derivative contracts  314,490  4,972,271  280,637  5,341,513 
Amounts offset         
Counterparty netting  (280,637)    (280,637)   
Total Trading assets $ 33,853   $ -   
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The table below summarizes gains (losses) on Trading 
instruments included in Trading revenues in the 
statements of comprehensive income (loss) from trading 
activities. These activities include revenues related to 
derivative and non-derivative financial instruments. The 
Company utilizes derivatives to hedge Borrowings 
(structured notes) held at fair value in connection with its 
risk management strategies. 
 
Gains (Losses) Recognized in Trading Revenues by 
Product Type 
  

  2018  2017 
Equity contracts $ (182,751) $ (58,468) 
Interest rate contracts  (5,397)  12,468 
Foreign exchange contracts  226  (1,559) 
Commodity contracts  (1,519)  (160) 
Total $ (189,441) $ (47,719) 
 
6. Borrowings 
 
Maturities and Terms of Borrowings as of December 
31, 2018 
 

 

 
Fixed 
Rate  

Variable Rate 
(1) Total 

Original maturities of one year 
or less    
Due in the next 
12 months $  -    $  79,722  $  79,722  
Original maturities greater 
than a year    
Due in 2019 $ - $ 1,723,734 $ 1,723,734 
Due in 2020  -  1,591,153  1,591,153 
Due in 2021  -  2,091,723  2,091,723 
Due in 2022  -  1,005,550  1,005,550 
Due in 2023  -  1,486,339  1,486,339 
Thereafter  5,000  4,635,477  4,640,477 
Total  $ 5,000 $ 12,533,976 $ 12,538,976 
Total 
Borrowings $ 5,000 $ 12,613,698 $ 12,618,698 

Weighted average 
coupon rate at 
period-end (2)  3.50%  N/M   

 
 
 
 
 
 
 
 

Maturities and Terms of Borrowings as of December 
31, 2017 
 

 
Fixed Rate  Variable Rate 

(1) Total 

Original maturities of one year or 
less    
Due in the next 12 
months $  -    $  44,595  $  44,595  
Original maturities greater than 
a year    
Due in 2018 $ - $ 603,531 $ 603,531 
Due in 2019  -  1,651,830  1,651,830 
Due in 2020  -  1,432,622  1,432,622 
Due in 2021  -  490,384  490,384 
Due in 2022  -  1,253,051  1,253,051 
Thereafter  5,000  2,934,500  2,939,500 
Total  $ 5,000 $ 8,365,918 $ 8,370,918 
Total Borrowings $ 5,000 $ 8,410,513 $ 8,415,513 

Weighted average 
coupon rate at 
period-end (2)  3.50%  N/M   

(1) Variable rate borrowings bear interest based on a variety of indices, including 
LIBOR and federal funds rates. Amounts include notes carried at fair value 
with various payment provisions, including notes linked to the performance 
of a specific index, a specific equity security, a commodity, a credit 
exposure, and instruments with various interest-rate-related features 
including step-ups, step-downs, and zero coupons. 

(2) Includes only borrowings with original maturities greater than one year. 
Weighted average coupon is calculated utilizing U.S. and non-U.S. dollar 
interest rates and excludes financial instruments for which the fair value 
option was elected. Virtually all of the variable rate notes issued by the 
Company are carried at fair value so a weighted average coupon is not 
meaningful. 
 

All of the Company’s Borrowings are considered senior 
debt. For the year ended December 31, 2018 and 
December 31, 2017, the Company issued structured notes 
with a fair value of approximately $8,970,109 and 
$7,698,591 respectively. 
 
Certain senior debt securities are denominated in various 
non-U.S. dollar currencies and primarily structured to 
provide a return that is linked to equity, credit, commodity 
or other indices (e.g., the consumer price index). Senior 
debt also may be structured to be callable by the Company 
or extendible at the option of holders of the senior debt 
securities. 
 
Senior Debt – Borrowings (structured notes). The 
Company’s Borrowings primarily include notes carried 
and managed on a fair value basis. These include 
instruments whose payments and redemption values are 
linked to the performance of a specific index, a specific 
equity security, a commodity, a credit exposure, and 



 

- 20 - 
 
 

instruments with various interest-rate-related features 
including step-ups, step-downs, and zero coupons. To 
minimize the exposure from such instruments, the 
Company has entered into various swap contracts and 
purchased options that effectively convert the borrowing 
costs into floating rates. The Company carries the entire 
Borrowings (structured notes) at fair value. The swaps and 
purchased options used to economically hedge the 
embedded features are derivatives and also are carried at 
fair value. Changes in fair value related to the Borrowings 
(structured notes) and economic hedges are reported in 
Trading revenues. See Notes 2 and 4 for further 
information on Borrowings (structured notes). 
 
7. Commitments, Guarantees and Contingencies 
 
Legal 
 
In the normal 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 
litigation, arising in connection with its activities as a 
global financial services institution. Certain of the actual 
or threatened legal actions include claims for substantial 
compensatory and/or punitive damages or claims for 
indeterminate amounts of damages. In some cases, the 
entities that would otherwise be the primary defendants in 
such cases are bankrupt or are in financial distress.   

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

The Company contests liability and/or the amount of 
damages as appropriate in each pending matter. Where 
available information indicates that it is 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 to income. In many proceedings and 
investigations, however, it is inherently difficult to 
determine whether any loss is probable or even possible or 
to estimate the amount of any loss. In addition, even 
where loss is possible or an exposure to loss exists in 
excess of the liability already accrued with respect to a 
previously recognized loss contingency, it is not always 

possible to reasonably estimate the size of the possible 
loss or range of loss.  

For certain 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 agencies seek substantial or 
indeterminate damages, restitution, disgorgement or 
penalties. Numerous issues may need to be resolved, 
including through potentially lengthy discovery and 
determination of important factual matters, determination 
of issues related to class certification and the calculation 
of damages or other relief, and by addressing novel or 
unsettled legal questions relevant to the proceedings or 
investigations in question, before a loss or additional loss 
or ranges of loss or ranges of additional loss can be 
reasonably estimated for a proceeding or investigation.  

For certain other legal proceedings and investigations, the 
Company can estimate reasonably possible losses, 
additional losses, ranges of loss or ranges of additional 
loss in excess of amounts accrued, but does not believe, 
based on current knowledge and after consultation with 
counsel, that such losses will have a material adverse 
effect on the Company’s financial statements as a whole. 

8. Accumulated Other Comprehensive Income (Loss) 
 
Changes in AOCI 
 
 Debt Valuation 
Balance at December 31, 2017 $ (78,945) 
    Cumulative adjustment for accounting  
    changes (ASU 2018-02)  (16,961) 

Change in net DVA(1)  223,856 
Balance at December 31, 2018 $            127,950 
   
Balance at December 31, 2016 $ (11,090) 

Change in net DVA(1)  (67,855) 
Balance at December 31, 2017 $ (78,945) 

 

(1) DVA represents the change in the fair value resulting from 
fluctuations in the Company’s credit spreads and other credit factors 
related to liabilities carried at fair value. Amount for the year ended 
December 31, 2018 and December 31, 2017 includes income tax 
provision (benefit) of $67,865 and $(39,727) respectively. See Note 2 
for further information. 
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9. 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 return filed by the Parent. 
Federal income taxes have generally been provided on a 
modified separate entity basis in accordance with the Tax 
Sharing Agreement with the Parent. The Company is 
included in the combined state and local income tax 
returns with the Parent and certain other subsidiaries of 
the Parent. State and local income taxes have been 
provided on separate entity income at the effective tax rate 
of the Company’s combined filing group.  
 
In accordance with the terms of the Tax Sharing 
Agreement with the Parent, substantially all current and 
deferred taxes (federal, combined and unitary states) are 
settled periodically with the Parent.   
 
The Provision for (benefit from) income taxes consists of: 
 
 2018 2017 
Current      

Federal $ 66 $ (358) 
State and Local  22  75 

Deferred     
Federal $ (1,868) $ 13,612 
State and Local  220  - 

Total $ (1,560) $ 13,329 
 
Reconciliation of the U.S. federal statutory income tax 
rate to the effective income tax rate: 
 
 2018 2017 
U.S. Federal statutory income 
tax rate 21.00 % 35.00 % 

U.S. State and Local income 
taxes, net of U.S. Federal 
income tax benefits(1) 

4.52 % (5.12)% 

State Legislation Change (1) 50.18 % - 
Tax Act Enactment (526.57)% (1,435.89)% 
Effective income tax rate (450.87)% (1,406.01)% 

 
(1) State and Local Income tax effective tax rate reflects adjustments 

associated with the filing of state and local income tax returns 
 

The Company’s effective tax rate for 2018 included a net 
tax benefit of $1,648 primarily associated with the 
remeasurement of net deferred tax assets due to the impact 
of the Tax Act and State Legislation. Excluding the impact 
of the Tax Act and State Legislation, the effective tax rate 
for 2018 would have been 25.52%. 

The Company’s effective tax rate for 2017 included a tax 
provision of $13,329 associated with the remeasurement 
of net deferred tax assets as result of the Tax Act.   
 
Deferred income taxes reflect the net tax effects of 
temporary differences between the financial reporting and 
tax bases of assets and liabilities and are measured 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 Agreement with the Parent, 
the Company’s net deferred tax liability at December 31, 
2018 would be $(37,201), which is attributable to DVA. 
 
The Company is subject to the income and indirect tax 
laws of the U.S., its states and municipalities in which the 
Company has significant business operations. These tax 
laws are complex and subject to different interpretations 
by the taxpayer and the relevant governmental taxing 
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 
taxable income in the various tax jurisdictions. Disputes 
over interpretations of the tax laws may be settled with the 
taxing authority upon examination or audit. The Company 
periodically evaluates the likelihood of assessments in 
each taxing jurisdiction resulting from current and 
subsequent years’ examinations, and unrecognized tax 
benefits related to potential losses that may arise from tax 
audits are established in accordance with relevant 
accounting guidance. Once established, unrecognized tax 
benefits are adjusted when there is more information 
available or when an event occurs requiring a change. 
 
As of December 31, 2018, the Company has not accrued 
any liabilities for unrecognized tax benefits in its financial 
statement.  
  
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 other tax authorities in 
certain states in which the Company has significant 
business operations, such as New York. The Company 
establishes a liability for unrecognized tax benefits, and 
associated interest, if applicable (“tax liabilities”), that it 
believes is adequate in relation to the potential for 
additional assessments. Once established, the Company 
adjusts such tax liabilities only when new information is 
available or when an event occurs necessitating a change. 
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The Company believes that the resolution of these tax 
matters will not have a material effect on the statements of 
financial condition, although a resolution could have a 
material impact in the statements of comprehensive 
income (loss) and on the effective tax rate for any period 
in which such resolution occurs. 
 
It is reasonably possible that significant changes in the 
balance of unrecognized tax benefits may occur within the 
next 12 months related to certain tax authority 
examination referred to above. At this time, however, it is 
not possible to reasonably estimate the expected change to 
the total amount of unrecognized tax benefits and the 
impact on the Company’s effective tax rate over the next 
12 months. 
 
The following are the major tax jurisdictions in which the 
Company and its affiliates operate and the earliest tax year 
subject to examination. 
 

 
10. Subsequent Events 
 
Effective January 2019, the Company amended its Tax 
Sharing Agreement with the Parent such that the Company  
no longer periodically settles its deferred taxes with the 
Parent and will be settling with the Parent when current 
taxes are due to be paid.  

The Company has evaluated subsequent events for 
adjustment to or disclosure in the financial statements 
through April 4, 2019, the date on which the financial 
statements are available to be issued, and the Company 
has not identified any recordable or disclosable events, not 
otherwise reported in the financial statements or the notes 
thereto. 

 

 
****** 

United States  2013 
New York State and City  2007 
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