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MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED
STRATEGIC REPORT

The Directors present their Strategic report for Morgan Stanley Capital (Cayman Islands) Limited (the
“Company™) for the year ended 31 December 2017,

PRINCIPAL ACTIVITY
The Company is an exempled company incorporated under the laws of the Cayman Islands.

The principal activity of the Company is lhe issuance of Optimised Portfolios as Listed Securities
(“OPALS™) and the hedging of the obligations arising pursuant to such issuances with Equity Linked
Obligations (“ELOs").

The Company’s ultimate parcnt undestaking and controlling entity is Morgan Stanley, which, logether with
the Company and Morgan Stanley’s other subsidiary undertakings, form the “Morgan Stanley Group™.

There have nol been any significant changes in the Company’s principal activity in the year under review
and no sigaificant change in the Company’s principal aclivity is expected.

BUSINESS REVIEW

On 23 June 2016, the United Kingdom (the* UK”) clectorate voted to leave the European Union (the
“EU™). On 29 March 2017, the UK invoked Article 50 of the Lisbon Treaty which triggered a two-year
period, subject (o extension, (which would need the unanimous approval of the EU Member Slates), during
which the UK government is expected to negotiale its withdrawal agreement with the EU. Absent any
extension, the UK is expecied to leave the EU in March 2019. The terms and conditions of the anticipated
withdrawal from the EU, and which of the several alternative models of relationship that the UK might
ultimately negotiate with the EU, remain uncertain. However, the UK government has stated that the UK
will leave the EU single market and will seek a phased period of implementation for the new relationship
that may cover the legal and regulatory framework applicable to financial institutions with significant
operations in Europe, such as Morgan Stanley. Since any transition or implementation periods and the
evenlual successor arrangements require agreement of both the UK and the EU, there is a risk that these
arrangements may not be agreed by March 2019

It is difficult 1o predict the future of the UK’s relationship with the EU, which may result in increased
volatility in the global financial markets in the short-and medium —term. Polential effects of the UK exit
from the EU and polential mitigation actions may vary considerably depending on the timing of withdrawal
and the nature of any transition, implementation or successor arrangements. Morgan Stanley is taking steps
o make changes to its European operations in an effort to ensure that it can conlinue lo provide cross
border banking and investment services in EU Member States without the need for separale regulatory
authorisations in each member siate. These changes must be approved by the relevant regulatory authorities
and therefore it is currently unclear what the final post-Brexit structure of European operations will be.
Depending on the extent to which Morgan Stanley may be required to make changes to Europcan
operations beyond those currently planned, results of Morgan Stunley’s operations and business prospecis
could be ncgatively affected.

Overview of 2017

The stalement of comprehensive income is set out on page 14. The Company’s result for the year is $nil
which is consistent with the Company’s function and the prior year. Interest income increased by $10,000
and interest expense increased by $14,000 compared to 31 December 2016, This is due to an increase in the
average oulstanding loan receivable and payable balances with other Morgan Stanley Group undertakings
during the year when compared to the prior year along with an increase in interest rates in the current year.
In addition there were foreign exchange gains of $4,000 reported in the current year.

The statement of financial position is set out on page 16. The Company has reporied a decrease in the level
of OPALS in issuance compared with 2016, As a result, the value of financial assets and financial liabilities
designated at fair value through profit or loss, which are represented by ELOs and OPALS respectively,
have decreased from $2,764,433,000 to $1,544,277,000 at 31 December 2017. The decrease in OPALS is
due to fair value movements, issuances and redemptions during the year, which has resulted in a
corresponding decrease in ELOs. Other receivables and other payables have both decreased by $3,088,000
following the seitlement of balances.
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MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

STRATEGIC REPORT

BUSINESS REVIEW (CONTINUED)

The performance of the Company is included in the results of the Morgan Stanley Group which are
disclosed in the Morgan Stanley Group’s Annual Report on Form 10-K to the US Securilies and Exchange
Commission. The Morgan Stanley Group manages its key performance indicators on & global basis but in
consideration of individual legal entities. For this reason, the Company's Direclors believe that providing
further performance indicators for the Company itself would not enhance an undersianding of the
development, performance or position of the business of the Company.

The risk management section below sets oul the Company’s and the Morgan Stanley Group's policies for
the management of liquidity and cash flow risk and other significant business risks.

Risk management

Risk is an inherent part of the Company*s business activity. The Company sceks to identify, assess, monitor
and manage each of the various types of risk involved in its business activilies, in accordance with defined
policies and procedures. The Company has developed its own risk management policy framework, which
leverages the risk management policies and procedures of the Morgan Stanley Group, and which include
escalation to the Company’s Board of Directors and to appropriate senior management personnel.

Set out below is an overview of the Company’s policies for the management of financial risk and other
significant business risks. More detailed qualitative and quantitative disclosures about the Company’s
management of and exposure lo financial risks are included in note 14 (o the financial statements.

Market risk
Market risk refers to the risk of losses for a position or portfolio due to changes in rates, foreign exchange,
equities, volalilities, correlations or other market factors.

Market risk management policies and procedures for the Company are consislent with those of the Morgan
Stanley Group and include escalation to the Company’s Board of Directors and appropriate senior
management personnel.

The Company manages the markel risk associated with its trading activities at both a trading division and
an individual product level.

It is the policy and objective of the Company not Lo be exposed to market risk.

Credit risk

Credit risk refers to the risk of loss arising when a borrower, counterparty or issuer does nol meet its
financial obligations to the Company. Credit risk includes the risk that economic, social and political
conditions and evenls in a foreign country will adversely affect an obligor’s ability and willingness to fulfil
their obligations.

Credil risk management policies and procedures for the Company are consislent with those of the Morgan
Stanley Group and include escalation to the Company’s Board of Directors and appropriate senior
management personnel,

Credit risk exposure is managed on a global basis and in consideration of each significant legal entity
within the Morgan Stanley Group. The credit risk management policies and procedures establish the
framework for identifying, measuring, monitoring and controlling credit risk whilst ensuring transparency
of malerial credit risks, ensuring compliance with eslablished limits and escalating risk concentrations to
appropriale senior management.



MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

STRATEGIC REPORT

BUSINESS REVIEW (CONTINUED)
Risk maonagement {continued)

Country risk exposure

Country risk exposure is the risk that events in, or affecting, a foreign country might adversely affect the
Company. “Foreign country” means any country other than the Cayman Islands. Sovereign risk, by
contrast, is the risk that a government will be unwilling or unable to meet its debt obligations, or renege on
the debt it guarantces. Sovereign risk is single-name risk for a sovercign government, its agencies and
guaranteed enlitics.

Country risk exposurc is measured in accordance with the Morgan Staniey Group’s internal risk
management standards and includes obligations from sovercign governments, corporations, clearing houses
and financial institutions. The Morgan Stanley Group actively manages country risk exposure through a
comprehensive risk management framework that combines credit and market fundamenials and allows the
Morgan Stanley Group to effectively identify, monitor and limit country risk.

The Morgan Stanley Group’s obligor credit evaluation process may also identify indirecl exposures
whereby an obligor has vulnerability or exposure to another country or jurisdiction. Examples of indirect
exposures inciude mutual funds that invest in a single country, offshore companies whose assets reside in
another country to that of the offshore jurisdiction and finance company subsidiaries of corporations.
Indirect exposures identified through the credit cvaluation process may result in a reclassification of
country risk.

The Morgan Slanley Group conducts periodic siress lesting that seeks to measure the impact on the
Company’s credit and market exposures of shocks stemming from negative economic or political scenarios.
When deecmed appropriate by the Morgan Stanley Group®s risk managers, the stress test scenarios include
possible conlagion effects. The analysis, and the results of the stress tests, may result in the amendment of
limils or exposure mitigation.

Liquidity risk

Liquidity risk refers lo the risk that the Company will be unable to finance ils operations due 1o a loss of
access to the capital markets or difficulty in liquidating its assets. Liquidity risk encompasses the
Company’s ability (or perceived ability) to meet ils financial obligations withoul experiencing significant
business disruptions or reputational damage that may threaten the Company’s viability as a going concern.
Liquidity risk also encompases the associated funding risks triggered by the market or idiosyncralic stress
events that may cause unexpecied changes in funding needs or an inability to raise new funding.

The primary goal of the Morgan Stanlcy Group®s liquidity risk management framework is to ensure that the
Morgan Stanley Group, including the Company, have access to adequale funding across a wide range of
markel conditions and time horizons. The framework is designed 1o enable the Morgan Stanley Group to
fulfil its financial obligations and support the execution of the Company’s business strategies. The
framework is further described in note 14.

The Company continues to actively manage ils capital and liquidity position to ensure adcquale resources
arc available to support ils activilies, to enable it to withstand market stresses.



MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

STRATEGIC REPORT

BUSINESS REVIEW (CONTINUED)
Risk management {continued)

Operational risk

Operational risk refers to the risk of loss, or of damage to the Company’s reputation, resulling from
inadequate or failed processes, people and systems or from external events (e.g. fraud, theft, Iegal and
compliance risks, cyber attacks or damage to physical assets). Operational risk relates to the following risk
event calegorics as defined by Basel Capital Standards: internal fraud; external fraud; cmployment
practices and workplace safety; clicnts, products and business practices; business disruption and system
failure; damage to physical assets; and exccution, delivery and process management. Legal, regulatory and
compliance risk is discussed below under “Legal, regulatory and compliance risk™.

The Company may incur operational risk across the full scope of its business activities, including revenue-
generating activities {e.g., sales and trading) and support and control groups (e.g., information technology
and trade processing).

The Company has established an operational risk framework to identify measure, monilor and control risk
across the Company. This framework is consistent with the framework established by the Morgan Stanley
Group and includes escalation to the Company’s Board of directors and appropriate senior management
personnel. Effective operational risk management is essential to reducing the impact of operational risk
incidents and mitigating legal and reputational risks. The framework is continually evolving to account for
changes in the Company and to respond lo the changing regulatory and business environment. The
Company has implemented operational risk data and assessment systems to monitor and analyse internal
and external operational risk events, to assess business environment and internal control faclors and to
perform scenario analysis. The collected data elements are incorporated in the operational risk capital
model. The model encompasses both quantilative and qualitative elements. Internal loss data and scenario
analysis resulls are direct inpuls to the capital model, while exicrnal operational incidents, business
environment and internal control faciors are evaluated as part of the scenario analysis process.

In addition, the Company employs a variety of risk processes and mitiganis to manage ils operational risk
exposures. These include a strong governance framework, a comprehensive risk management programme
and insurance. Operational risks and associated risk exposures are assessed relative to the risk tolerance
reviewed and confirmed by the Board and are prioritised accordingly. The breadth and range of operational
risk are such that the types of mitigating aclivitics are wide-ranging. Examples of activities include
enhancement of defences against cyber attacks; use of legal agreements and contracts lo transier and/or
limit operational risk exposures; due diligence; implementation of enhanced policies and procedures;
exception management processing controls; and segregation of duties.

Primary responsibility for the management of operational risk is with the business, the control groups and
the business managers therein, The business managers maintain processes and controls designed to identify,
mssess, manage, mitigate and report operational risk. Each of the business scgments has a designated
operational risk coordinator. The operational risk coordinator regularly reviews operational risk issues and
reports 10 the Company's senior management within each business. Each control group also has a
designated operational risk coordinator and a forum for discussing operational risk matiers with the
Company’s senior management. Oversight of operational risk is provided by the Operational Risk
Oversight Commitice, regional risk commitiees and senior management. In the event of a merger; joint
venture; divestiture; reorganisation; or creation of & new legal entily, a new product or a business activity,
operational risks are considered, and any necessary changes in processes or controls are implemented.



MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

STRATEGIC REPORT

BUSINESS REVIEW (CONTINUED)
Risk management {continued)
Operational risk (continued)

The Operational Risk Depariment provides oversight of operational risk management and independently
assesses measures and monitors operational risk. The Operational Risk Department works with the business
divisions and control groups to help ensure a transparent, consistent and comprehensive framework for
managing operational risk within each area and across the Company. The Operational Risk Department
scope includes oversight of the technology and data risk management programme (e.g., cybersecurily),
fraud risk management and prevention programme and a supplier management (vendor risk oversight and
assessment) programme. Furthermore, the Operational Risk Department supporls the collection and
reporting of operational risk incidents and the exccution of operational risk assessments; provides the
infrastructure needed for risk measurement and risk management; and ensures ongoing validation and
verification of the Company’s advanced measurement approach for operational risk capital.

Business Continuity Management is responsible for idenlifying key risks and threats to the Company’s
resiliency and planning to ensure that a reccovery stralegy and required resources are in place for the
resumption of crilical business functions following a disaster or other business interruption. Disasler
recovery plans are in place for critical facilities and resources, and redundancies are built into the systems
as deemed appropriate. The key components of the Company’s Business Continuity Management
Programme include: crisis management; business recovery plans; applications/dala recovery; work arca
recovery; and other elements addressing management, analysis, training and testing,

The Company mainlains a programme that oversees our cyber and information sccurity risks. Our
cybersecurity and information security policies, procedures and technologies are designed to protect the
Company’s client and employee data against unauthorised disclosure, modification or misuse and are also
designed to address regulatory requirements.. These policics and procedures cover a broad range of areas,
including: identification of internal and external threats, access control, data security, protective controls,
detection of malicious or unauthorized activity, incident response, and recovery planning.

In connection with its ongoing operations, the Company utilises the services of external vendors, which it
anticipates will continue and may increase in the future. These services include, for example, outsourced
processing and support functions and consulting and other professional services. The Company manages ils
exposures 1o lhese services through -a variety of means such as the performance of due diligence,
consideration of operational risk, implementation of service level and other contractual agreements, and
ongoing monitoring of the vendors’ performance. The Company maintains a supplier risk management
programme with policies, procedures, organisation, governance and supporting lechnology that aligns with
our risk tolerance and is designed to meet regulatory requirements, The programme includes the adoplion
of appropriale risk management controls, including, but not limited to information security, operational
failure, financial stability, disaster recoverability, reputational risk, safeguards against corruption and
termination.



MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

STRATEGIC REPORT

BUSINESS REVIEW (CONTINUED)
Risk management (continued)

Legal, regulatory and compliance risk

Legal, regulatory and compliance risk includes the risk of legal or regulatory sanctions, material finoncial
foss; including fines, penalties, judgements, damages and/ or setilements or loss to repulation the Company
may suffer as a result of a failure 10 comply with laws, regulations, rules, refated self-regulatory
organisetion standards and codes of conduct applicable to our business activities. This risk also includes
contractual and commercial risk, such as the risk that a countcrpany's performance obligations will be
unenforceable. It also includes compliance wilh Anti-Money Laundering, anti-corruption end terrorist
financing rules and regulations. The Company is generally subject to extensive regulation in the different
Jjurisdictions in which it conducts its business.

The Company, principally through the Morgan Stanley Group's Legal and Compliance Division, has
estublished procedurcs based on fegal and regulatory requirements on a worldwide basis that are designed
to facilitate compliance with applicable statutory and regulatory requirements and to require that the
Company’s policies relating to business conduct, ethics and practices are followed globally.

In nddition, the Company has established procedures to mitigate the risk that a counterparty's performance
obligations will be unenforceable, including consideration of counterparty legul wuthority end capacity,
adequacy of legal documentstion, the permissibility of a transaction under applicable law and whether
applicabic bankruplicy or insolvency laws limit or elter contractual remedies. The heightened legal and
regulatory focus on the financial services and banking industries globally presents o contnuving business
challenge for the Company.

Going Concern

Retaining sufficient liquidity and capital te withstand market pressures remains central 1o the Morgan
Stanley Group’s und the Company's strategy. Additionally, the Company has access to further Morgan
Stanley Group capital and liquidity as required.

Taking the above factors into consideration, the Direclors believe it is reasonable 1o assume that the
Company will have access to adequate resources to continue in operational existence for the foreseeable
future. Accordingly, they continue to adopt the going concern basis in preparing the annual report and
financial statements.

Direclor

26 Apnt T01%



MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

DIRECTORS REPORT

The Directors preseat their repost and financial statements (which comprise the stalement of comprehensive
income, the statement of changes in equity, the statement of financial position, the statement of cashflows
and the refated notes, | to 18) for the Company for the year ended 31 December 2017,

RESULTS AND DIVIDENDS

The result for the year, afler tax, was Snil (2016; Snil).

During the year, no dividends were paid or proposed (2016; Snil).

RISK MANAGEMENT AND FUTURE DEVELOPMENTS

Information regarding risk management and futurc developments has been included in the Strategic neport

DIRECTORS
The following Direciors held office throughout the year and 1o the date of approval of this report:

A Gelfand
H Nakajima

DIRECTORS’ LIABILITY INSURANCE

Direclors® Liability Insurance is teken out by Morgan Stanley, the Company’s ultimale parent undenaking,
for the benefit of the Directors and Officers of the Company.

DIRECTORS® INDEMNITY

Qualifying third party indemnity provisions (as defined in scction 234 of the Companies Act 2016
“Companics Act 2006") were in force during the year and up to and including the date of the Dircciors’
repart for the benefit of the Directors of the Company.

EVENTS AFTER THE REPORTING DATE

There have been ne significant events since the reporting date,

AUNMTOR

Deloitte LLP have cxpressed their willingness to continue in office as auditor of the Company znd, under
sections 485 1o 488 of the Companies Act 2006, will be deemed 10 be re-appointed.

Stateraent as 1o disclosure of information te the avditor
Each of the persons who are Directors of the Company at the date when this report is approved confinns
that;

»  so far as each ol the Directors is aware, there is no relevant audit information (being information
necded by the Company's ouditor in conncction with preparing their report) of which the Company's
auditor is unaware; and

e each of the Direclors has taken el the steps that he/she ought to have taken as a Director to moke
himsclffherself aware of any relevant audit information and to establish that the Company’s suditor is
aware of that information,

This confirmation is given and should be interpreted in accordance with the provisions of section 418 of the
Companies Act 2006.

Appm%?d signed on its behalf by

Director



MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

DIRECTORS' RESPONSIBILITIES STATEMENT

The Directors are responsible for preparing the Annual Report and the financial statements in accordance
with applicable law and regulations.

The Company was incorporaied as an exempt company under the laws of the Cayman Islands. The
Directors and the shareholders of the Company require the financial statements of the Company 1o be
prepared in accordance with Part 15 of the Companies Act 2006 of the UK (that would have applicd had
these been statulory accounts under the Companies Act 2006) and drawn up in US dollars.

UK Company law requires the Directors (o prepere financial statements for each financial year. Under that
law the Directors have clected to prepare the financial slatements in accordsnce with International Financial
Reporting Standards (“IFRS™) as adopled by the EU and Article 4 of the intemational Accounting
Standards (“IAS"} Regulation. Under UK company law the Direciors must not approve the financial
stalements unless they are satisfied that they give a true and fair view of the state of alairs of the Company
and of the profil or loss of the Company {or that period.

In preparing these financial statements, the Directors are required by 1AS *Presentation of financial
statements’ ("1AS 1"} lo:

»  properly select and apply accounting policies;
present information, including accounting palicies, in a manner that provides relevani, reliable,
comparable and undersiandable information;

s provide additional disclosures when compliance with the specific requirements in IFRSs is
insulficient to enable uscrs to understand the impact of particular transaclions, other everts and
conditions on the entity's financial position and financial performance; and

* make an assessment of the Company’s ability to continue as a going concemn.

The Dircctors are responsible for keeping adequate accounting records that are sufficient to show and
explain the Company’s transactions and disclose with reasonable accuracy at any time the financial position
of the Company and enable them to cnsure that the financial stalements comply with the Companies Act
2006. They are also responsible for safeguarding the assets of thc Company and hence for taking
reasonable steps for the prevention and detecticn of fraud and other imcgularities.

Furthermore, us the Company is an issuer whose securitics are admitted to trading on the Luxembourg
stock exchange, which is a regulated market, the Company must comply, amongst others, with Anticle 3(2)
{c) of the Luxembourg law of 11 Januury 2008, as amended, in relation to certain transparency
requircraents (the “Transparency Law™),

The Directors, the names of whom are set aut below, confirm to the best of their knowledge:

* the financial statements have been prepared in accordance with IFRSs as issued by the
International Accounting Standards Board (*1ASB") and as endorsed by the EU, and give a true
and fair view of the asscts, liabililies, financial position and resuit of the Company; and

s the munagement roport represemted by the Directors’ report includes a fair seview of the
development and performance of the business and the position of the Company together with a
description of the principal risks and uncertainties that the Company faces.

Approv% ;ﬂ_ signed on its behalf by

Director
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Deloitte.

Sotield a rasponsabilité limitée

560, rue de Meudorf
L 2220 Luxembourg
BP 1173

L 1311 Luxembouwrg

To the Board of Directors Tok +352 451 451

i cloitel
Morgan Stanley Capital (Cayman Islands) Lirmniled wspdesoieds

REPORT OF THE REVISEUR D’'ENTREPRISES AGREE

Report on the Audit of the Financial Statements
Opinion

Wae have audited the financial statements of Morgan Stanley Capital (Cayman Islands) Limited {the “Company”), which
comprise the statement of financial position as at December 31, 2017, and the statement of comprehensive income,
statement of changes in equity and statement of cash flows for the year then ended, and notes to the financial

slatemaents, including a summary of significant accounting policies.

In cur opinion, the accompanying financial stalements present fairly, in all matenal respects, the financial position of the
Company as at December 31, 2017, and its financial performance and its cash flows for the year then ended in

accardance with Intemational Financial Reporting Standards (IFRSs).

Basis for Opinion

Woe conducted our audit in accordance with the EU Regulation N°® 537/2014, the Law of 23 July 2016 on the audit
profession (Law of 23 July 2016) and with Internationat Standards on Auditing {ISAs) as adopled for Luxembourg by the
“Commission de Surveillance du Secleur Financier” (CSSF). Our responsibililies under those Regulalion, Law and
slandards are further described in the “Responsibilities of the "Réviseur d'Entreprises Agréé” for the Audit of the
Financial Staterments” section of our report. We are also independent of the Company in accordance with the
international Ethics Standards Board for Accountants' Code of Ethics for Professional Accountants {IESRBA Code) as
adopted for Luxembourg by the CSSF together with the ethical requirements that are relevant to our audit of the financial
statements, and have fulfilled our other ethical responsibilities under thase ethical requiremenis. We believe that the

audit evidence we have abtained is sufficient and appropnate to provide a basis for our opinion.



Deloitte.

Key Audit Matters

Key audit matters are those matters that, in our professional judgment, were of most significance in our audil of the

financial stalements of the current period. These matters were addressed in the context of the audit of the financiat

statements as a whole, and in forming our opinion thereon, and we do not provide a separate opinion on these malters.

Valuation of Level ll Financial Instruments

Relevant references
in the financial
statements

Note 3.c, 3.d, 9 and 15 to the Financial Statements

"Key audit matter
description

performance coimesponds generally to that of a benchmark index by an
indirect investment in a basket of shares. The fair value of OPALS is
delermined using valuation models, incorporaling observable inputs
referencing identical or comparable securities to the underlying shares. The
impact of own credit spreads is also considered and included as appropriate.
OPALS are categorised as Leval 2 in the fair value hierarchy.

ELOs are purchased lo hedge lhe issuance of OPALS. The invesiment
performance of the ELOs corresponds generally to that of the same
benchmark index by an indirect investment in a basket of shares, as that of
the OPALS they were purchased o hedge. The fair value of the ELOs 15
determined using valuation models, incorporating observable inputs
raferencing identical or comparable securities lo the underlying shares. The
impact of own credil spreads is also considered and included as appropriate.
ELOs are categorised as Level 2 in the fair value hierarchy.

The valuations of Level 2 financial instruments are material and are the most
significant part of the investment portfolio.

As of 31 December 2017, the Company held USD 1,544,277 thousand
OPALS and USD 1,544,277 thousand ELOs classified as Level 2 in the fair

! value hierarchy. The size of the portfolio of OPALS and ELOs and complexity
of valuation models used to idenlify their fair values, as well as the use of

inputs make these a key audit matter for the audit.

How the scope of
our audit responded
to the key audit
matter

To address the complexities associated with auditing the value of Level 2
financial instruments, our team included wvaluation specialists having
significant quantitative and modelling expertise to assist in performing our
audit procedures. Cur valuation audit procedures included the following
control and substantive pracedures:

| ¢ We tested the design and operaling effectiveness of Morgan Stanley's

valuation controls including the:

v Model certification control, which is designed to review a model's
theoraelical soundness and the appropriatenass of its valuation
methodology, including whether any limitations or valuation
adjustments should be piaced on a model's implementation or use
given subjeclivities in calibrating to varying market conditions.

¥ Independent Price Venfication control, which is designed lo review
the appropriateness of valuation methodologies to denve model
inputs which are not observable and are significant to the financial
instrument's valuation, and

¥ The Company’s daily trading profit and loss analysis, as well as ils
trade conlirmation, and collateral dispule resolution controls.

+  QOwr substantive test procedures included:
v For a sample of Level 2 financial instruments, we checked the input
data to determine if these were in line with the Management's input.
v We alsc evalualed the reasonableness of the valuation
methodologies and models used by management.

Key observations

None
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Other information

The Board of Directors is responsible for the other information. The other information comprises the information staled in
the Directors” report and the Corporate Governance Statement but does not include the financial statements and our

report of the “Réviseur d'Entreprises Agrée” thereon.

Our opinion on the financial statements does not cover the other information and we do not express any form of

assurance conclusion theraon.

In connection with our audil of the financial statements, our responsibility is to read the other information and, in doing
so, consider whether the other information is malerially inconsistent with the financial statements or our knowledge
obtained in the audit or otherwise appears lo be materially misstated. If, based on the work we have performed, we
conclude thal there is a matenal misstatemant of this other information, we are required to report this fact. We have

nathing fo report in this regard.
Responsibilities of the Board of Directors

The Board of Direclors is responsible for the preparation and fair presentation of these financial stalements in
accordance with IFRSs as adopled by the European Union, and for such internal control as the Board of Direclors

delermines is necessary to enable the preparation of financial statements that are free from material misstatement,

whether due to fraud or error.

In preparing the financial stalements, the Board of Direclors is responsible for assassing the Company's ability to
continue as a going concem, disclosing, as applicable, matlers related to going concem and using the going concem
basis of accounting unfess the Board of Directors either intends Lo liquidate the Company or lo cease operations, or has

no realistic altemative but to do so.
Responsibilities of the “Réviseur d’Entreprises Agréé"” for the Audit of the Financial Statements

The objectives of our audit are 1o obtain reasonable assurance about whether the financial statemants as a whole are
free from material misstalement, whether due to fraud or error, and to issue a raport of the "Réviseur d'Entreprises
Agréé” that includes our opinion. Reasonable assurance is a high level of assurance, but is not a guaranlee that an audit
conducted in accordance with the EU Regulation N° 537/2014, the Law of 23 July 2016 and with ISAs as adopled for
Luxembourg by the CSSF will always detect a material misstatement when it exists. Misstatements can arise from fraud
or emor and are considaered malenal if, individually or in the aggregate, they could reasonably be expected to influence

the economic decisions of users taken on the basis of these financial statements.
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As part of an audit in accordance with the EU Regulation N° 5§37/2014, the Law of 23 July 2016 and with ISAs as
adopied for Luxembourg by the CSSF, we exaercise profassional judgment and mainlain professional skepticism
throughout the audit. We also:

. Identify and assess the risks of material misstatement of the financial statements, whather due to fraud or error,
design and perform audit procedures responsive to those risks, and obtain audit evidence that is sufficient and
appropnate to provide a basis for our opinion. The risk of not detecting a material misstatement resulting from
fraud is higher than for one resulling from error, as fraud may involve collusion, forgery, intentional omissions,
misrgprasenltations, or the override of internal conlrol.

. Obtain an understanding of internal contro! relevant [o the audit in order to design audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
Company's intemnal control.

. Evaluate the appropriateness of accounting policies used and the reasonableness of accounting estimales and
related disclosures made by the Board of Directors.

. Conclude on the appropnateness of Board of Directors' use of the going concem basis of accounling and, based
on the audit evidence oblained, whether a material uncertainty exists related to events or conditions that may cast
significant doubt on the Company’s ability to continue as a going concermn. {f we conclude that a material
uncertainly exists, we are required lo draw altention in our report of the “Réviseur d'Entreprises Agréé” to tha
related disclosures in the financial stalements or, if such disclosures are inadequale, to modify our opinion. Our
conclusions are based on the audil evidence obtained up to the date of aur report of the “Réviseur d'Entreprises
Agréé”. However, future events or conditions may cause the Company to cease to continue as a going concem.

. Evaluale the overall presentation, structure and content of the financial statements, including the disclosures, and

whether the financial stalements represent the underlying transactions and events in a manner that achieves fair

presentation.

We communicate with those charged wilh governance regarding, among other matters, the planned scope and timing of
the audit and significant audit findings, including any significant deficiencies in internal control that we identify during our

audit.

Wa also provide those charged with govemnance with a statement that we have complied with relevant ethical
requirements regarding independence, and lo communicate with them all relationships and other matters that may

reasonably be thought to bear on our independence, and where applicable, related safeguards.
From the matters communicated with those charged with governance, we determine those matters that were of most

significance in the audit of the financial statements of the current period and are therefore the key audit matters. We

dascriba these malters in our report unless law or regulation precludes public disclosure about the matier.
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Deloitte.

Report on Other Legal and Regulatory Requirements

Wa hava been appointed as “Reéviseur d'Enlreprises Agréé” by the General Meeting of the Shareholders and the

duration of our uninterrupted engagement, including previous renewals and reappointments, is one year,

The Directors” report is consistent with the financial statements and has been prepared in accordance with applicable

legal requiremants.

The accompanying Corporate Governance Statement is presented on pages one to six. The information required by
Article 68ler paragraph (1) letters ¢) and d) of the law of 19 December 2002 on the commercial and companies register
and on the accounting records and annual accounts of undertakings, as amended, 15 consistent with the financial

stalemenis and has been prepared in accordance with applicable legal requirements.

We confirm that the prohibited non-audit servicas referred to in the EU Regulation N* 537/2014, on the audit profession

were not provided and that we remain independent of the Company in conducling the audit.

Whare naither disclosed in the management report nor in the financial stalements, disclose here any services, in addilion

{o the statutory audit, that were provided to the Company and its controlled undertakings.

Other matter

The Carporate Governance Stalement includas, when applicable, information required by Article 68ter paragraph (1)
puints a), b), &), ) and g) of the law of 19 December 2002 on the commercial and companies register and on the

accounting records and annual accounis of undertakings, as amended.

For Deloitle Audit, Cabinet de Révision Agréé

R

Ekaterina Volotovskaya, Réviseur d'Enlraprises Agréé
Partner

April 26, 2018
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MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

STATEMENT OF COMPREHENSIVE INCOME
Year ended 31 December 2017

Note
Net pains on financial instruments designaied at fair value
through profit or loss
Interest income 4,17
Interest expense 4,17
Other income 5

RESULT BEFORE INCOME TAX

incorae lax

RESULT AND TOTAL COMPREHENSIVE INCOME FOR
THE YEAR

All operations were continuing in the current and prior year

The noles on pages 18 to 41 form an integral part of the financial statcments.

2017
$'000

78
(82)

2016
$'000

68
(68)
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MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

STATEMENT OF CHANGES IN EQUITY
Year ended 31 December 2017

Share Retained Total
capital carnings equity
$'000 $'000 $'000
Balance at 1 January 2016 1 1
Result and total comprehensive income for the year - -
Balance at 31 December 2016 1 - 1
Resuit and total comprehensive income for the year - -
Balance at 31 December 2017 1 - 1

The noles on pages 18 to 41 form an integral part of the financial statements.
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MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED
Registered number: 43542

STATEMENT OF FINANCIAL POSITION
As at 31 December 2817

Note 2017 2016
S'000 §'000
ASSETS
Loans and receivables:

Other receivables 8 123 m
Financial assets designated ot fair value through profit or loss 9,14 1,544,277 2,764,433
TOTAL ASSETS 1,544,400 2,767,644
LIABILITIES AND EQUITY
Financiol linbilities at omortised cost:

Other payables 10 122 3,210
Financial jabilities designated at fair value through profit or loss 9,14 1,544,277 2,764,433
TOTAL LIABILITIES 1,544,399 2,767,643
EQUITY
Share capital 11 [ 1
Retained camings - -
Equity attributable 1o owners of the Company 1 1
TOTAL EQUITY 1 !
TOTAL LIABILITIES AND EQUITY 1,544,400 2,767,644

These financial statements were epproved by the Bpard and authorised for issue on 7_ 6 )l\ Phl ,lo l K

Signed opbehalf gf the Board

Direc

The notes on pages 18 to 4t form an integral part of the financial statements.
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MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

STATEMENT OF CASH FLOWS
As at 31 December 2017

OPERATING ACTIVITIES

Result for the year
Adjustments for:
Inicrest income
Interest expense
Operating cash flows before changes in operating assets and liabilitics

Changes in operating assels
Decrease/(increase) in loans and receivables
Decrease/(increase) in financial assets designated at fair value through

Changes in operaling liabilities
(Decrease)fincrease in financial liabilities at amortised cost
(Decrease)fincrease in financial assetls designated at fair value through

NET CASH FLOWS FROM OPERATING ACTIVITIES

NET INCREASE IN CASH AND CASH EQUIVALENTS

CASH AND CASH EQUIVALENTS AT THE BEGINNING
OF THE YEAR

CASH AND CASH EQUIVALENTS AT THE END OF THE
YEAR

‘The notes on pages 18 to 41 form an integral part of the financial statements.

2017 2016
$'000 $'000

(78) (68)

82 68

4 _

3,166 )
1,220,156 (1,632,438)
1,223,322 (1,632,442)
(3.170) 4
(1,220,156) 1,632,438
(1,223,326) 1,632,442
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MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

NOTES TO THE FINANCIAL STATEMENTS
Year ended 31 December 2017

1. CORPORATE INFORMATION

The Company is incorporated and domiciled in the Cayman Islands, at the following address:

Maples Corporale Services Limited, PO Box 309, Ugland House, Grand Cayman, KY1-1104, Cayman
Islands.

The Company is engaged in the issuance of OPALS and the hedging of obligations pursuant to such
issuances.

The parent and ultimate controlling entity is disclosed in note 18 to the financial stalements.

2.  BASIS OF PREPARATION

Statement of compliance

The Company has prepared its annual financial stalements in accordance with IFRSs issued by the
International Accounting Standards Board (“IASB”) as adopted by the EU, Interpretations issued by the
IFRS Interpretations Commiltee (“IFRIC”) and Part 15 of the Companies Act 2006.

New standards and interpretations adopted during the year

There were no standards or interpretations relevant to the Company’s operations which were adopted
during the year.

New standards and interpretations not yet adopted

Al the date of authorisation of these financial statements, the following standards, amendments to standards
and interpretations relevant to the Company’s operations were issued by the IASB but not mandatory for
annual periods beginning 1 January 2017. Except where otherwise siated, the Company does not expect
that the adoption of the following standards, amendments to standards and interpretations will have a
material impact on the Company’s financial statements.

IFRS 9 ‘Financial instruments’ (“IFRS 9”) was issued by the IASB in November 2009, reissued in October
2010, amended in November 2013, and revised and rcissued by the IASB in July 2014. IFRS ¢ is
applicable retrospectively, except where otherwise prescribed by transilional provisions of the standard, and
is effective for annual periods beginning on or afler 1 January 2018. The standard was endorsed by the EU
in November 2016.

The main aspects of IFRS 9 which impact the Company are its requirements relating to:

e Classification and measurement of financial assets
The classification and measurement of financial asscts is delermined based upon how these
financial assets are managed and their contractual cash flow characteristics. Measurement will be
either at amortised cost, fair value through other comprehensive income (*FVOCI’) or fair value
through profit or loss (‘FVPL").

¢ Impairment of financial assels
The impairment requircments are based on expected credit losses and apply to financial assets
measured at amortised cost and FVOCI, and certain loan commitments and financial guarantee
contracts.

18



MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

NOTES TO THE FINANCIAL STATEMENTS
Year ended 31 December 2017

2, BASIS OF PREPARATION (continued)
New standards and interpretations not yet adopted (continued)

The Morgan Stanley Group has undertaken a project to implement IFRS 9. As part of this project the
Company has completed an evaluation of its business models and a review of the contractual terms of
financial assels.

As a result of this evaluation, no financial assets or financial liabilitics will change classification.

The Company has also completed its implementation of a revised approach for asset impairment, recording
an expected credit loss (“ECL”) allowance for all financial instruments not held at FVPL. The impacl of
the implementation of the expected credit loss impairment approach on relained carnings as at 1 January
2018 is not material to the Company.

Under the transitional provisions of the Standard, the Company will updale the presentation of its primary
statements on (ransition to IFRS 9 and the comparative period will be represented to align to the new
format in the annual accounts.

Basis of megssurement

The financial statements of the Company are prepared under the historical cost basis, except for certain
financial instruments that have been measured at fair value as explained in the accounting policies below.

Critical judgements in applying the Company’s accounting policies

No judgemenis have been made in the process of applying the Company’s accounting policics that have
had a significant effect on the amounts recognised in the financial statements. '

The going concern assumption

The Company’s business activilies, together with the factors likely to affect its future development,
pecformance and position, are reflected in the Business Review section of the Strategic report on pages 1 to
6. In addition, the notes to the firancial statements include the Company's objectives, policies and processes
for managing its capital; its financial risk management objeclives; details of its financial insiruments; and ils
exposures to credil risk and liquidity risk.

The going concern assumption (continued)

As set out in the Strategic report, retaining sufficient liquidity and capital to withstand market pressures
remains central to the Morgan Stanley Group’s and the Company’s strategy.

Taking the above faclors into consideration, the Directors believe it is reasonable to assume that the
Company will have access to adequate resources to continuc in opcrational existence for the foresceable
future. Accordingly, they continue to adopt the going concern basis in preparing the annual report and
financial statements.
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MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

NOTES TO THE FINANCIAL STATEMENTS
Year ended 31 December 2017

3. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

a. Functional currency

Items included in the financial statements are measured and presented in US dollars, the currency of the
primary economic environment in which the Company operates.

All currency amounts in the financial statements, Strategic and Dircctors’ report are rounded {o the nearest
thousand US dollars.

b. Foreign currencies

All monetary assets and liabilities denominated in currencies other than US dollars are translated into US
dollars at the rales ruling at the reporting date. Transactions and non-monetary assets and liabilitics
denominated in currencies other than US dollars are recorded at the rates prevailing at the dales of the
transactions. All translation differences are taken through the stalement of comprehensive income.
Exchange differences recognised in the stalement of comprehensive income are presented in ‘Other
income’ or ‘Other expense’, except where noted in 3(c) below.

c. Financial instruments

The Company classifies its financial assels into the following calegories on initial recognition: financial
assets designated at fair value through profit or loss and loans and receivables.

The Company classifies its financial liabilitics into the following categories on initial recognition: financial
linbilities designated at fair value through profit or loss and financial liabilities at amortised cost.

More information regarding these classifications is included below:
i) Financial instruments designated at fair value through profit or loss

The Company has designated certain financial instruments at fair value through profit or loss when the
financial instrument contains an embedded derivative that significantly modifics the cash flows that would
otherwise be required under the contract.

From the date the transaction in a financial instrument designated at fair value through profit or loss is
entered into (trade date) until settlement date, the Company recognises any unrealised fair value changes
in the contract as financial instruments designaled at fair value through profit or loss in the statement of
financial position. On settlement date, the fair value of consideration given or received is recognised as a
financial instrument designated at fair value through profit or loss (sec note 3(d) below). All subsequent
changes in fair value, foreign exchange differences, interest and dividends are reflecied in the stalement of
comprehensive income in “Nct gains on financial instruments designated at fair value through profit or
loss’.

Transaction costs are excluded from the initial fair value measurement of the financial instrument. These
costs are recognised in the slatement of comprehensive income in ‘Other expense’.
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MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

NOTES TO THE FINANCIAL STATEMENTS
Year ended 31 December 2017

3. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

c. Financial instruments (continued)
ii) Loans and receivables and financial liabilities at amortised cost

Financial assets classified as loans and receivables are recognised when the Company becomes a party to
the contractual provisions of the instrument. They are initially measured at fair value (see note 3(d)
below) and subsequently measured at amortised cost less allowance for impairment. Interest is recognised
in the statement of comprehensive income in ‘Interest income’, using the effective interest rale method as
described below. Transaction costs that are direclly attributable to the acquisition of the financial asset
are added to or deducted from the fair value on inilial recognition. Impairment losses and reversals of
impairment losses on financial assets classified as loans and receivables are recognised in the statement of
comprehensive income in *Other expense’.

Financial assets classified as loans and receivables include other receivables.

Financial labilities at amortised cost are recognised when the Company becomes a party o the
contractual provisions of the instrument. They are inilially measured at fair value (sce note 3(d) below)
and subsequently measured at amortised cosl. Inlerest is recognised in the statement of comprehensive
income in ‘Interest expense’ using the effective interest rate method as described below. Transaction
costs that are directly attributable to the issue of the financial liability are added to or deducted from the
fair value on initial recognilion.

The effective interest rate method is a method of calculating the amortised cost of a financial instrument
(or a group of financial instruments) and of allocating the inlerest income or interest expense over the
expected life of the financial instrument. The effective interest rate is the rale that exaclly discounts the
estimated fulure cash payments and receipis through the expected life of the financial instrument {or,
where appropriale a shorter period) to the carrying amount of the financial instrument. The effective
inlerest rate is established on initial recognition of the financial instrument,

The calculation of the effective interest rale includes all fees and commissions paid or rececived,
transaction costs, and discounls or premiums that are an integral part of the effeclive interest rate.
Transaction costs are incremental costs that are directly attributable to the acquisition, issue or disposal of
a financial instrument.

d. Fair value
Fair value measurement

Fair value is defined as the price that would be received to sell an asset or paid Lo iransfer a liability (i.c. 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 assumptions are not readily available, assumptions
are set to reflect those that the Company believes market participants would use in pricing the assct or
liability at the measurement dale.

Where the Company manages a group of financial assets and financial liabilities on the basis of its net
cxposure to cither 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,
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MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

NOTES TO THE FINANCIAL STATEMENTS
Year ended 31 December 2017

3. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

d. Fair value (continued)
Fair value measurement (continued)

In determining fair value, the Company uses varjous valuation approaches and cstablishes a hierarchy for
inputs used in measuring fair value that maximises the use of relevant observable inputs and minimises 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 dala oblained from sources independent of the Company. Unobservable inputs
are inpuls that reflect assumptions the Company believes other markel 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, with Level 1
being the highest and Level 3 being the lowest level:

¢ Level 1 — Quoted prices (unadjusted) in an active market for identical assets or liabilities

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

s  Level 2 - Valuation techniques using observable inputs

Valuations based on one or more quoled prices in markets that are not active or for which all
significant inputs are observable, cither directly or indircctly.

s Level 3 — Valvation techniques with significant unobservable inputs

Vaiuations based on inputs thal are unobservable and significant lo the overall fair value
measurement.

The availability of observable inpuls can vary from product to product and is affecled 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 inpuls that are less observable or unobservable in the market, the
determination of fair value requircs more judgement. Accordingly, the degree of judgement exercised by
the Company in determining fair value is greatest for instruments categorised in Level 3 of the fair value
hierarchy.

The Company considers prices and inpuis 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
lo Level 2 or from Level 2 to Level 3 of the fair value hicrarchy.

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 hicrarchy within which the fair
value measurement falls in its entirety is determined bascd on the lowest level input that is significant to the
fair value measurement in its entirety.

For assets and liabilities that are transferred between levels in the fair value hierarchy during the period, fair
values are ascribed as if the assets or liabilities had been transferred as of the beginning of the period.



MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

NOTES TO THE FINANCIAL STATEMENTS
Year ended 31 December 2017

3.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

d. Fair value (continued)

Valuation technigues (continued)

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 [or an asset. Ask prices
represent the lowest price that a party is willing to accept for an assel. The Company carries positions al
the point within the bid-ask range that meets ils 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 contracis is derived using pricing modcls.
Pricing models take into account the contract lerms, as well as multiple inputs including, where applicable,
commodity prices, equity prices, interest rate yicld curves, credit curves, correlation, creditworthiness of
the counterparty, creditworthiness of the Company, option volatility and currency rales.

Where appropriate, valuation adjustments are made to account for various factors such as liquidity risk
(bid-ask adjustments), credit quality, model unceriainty 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 lo 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 posilion in question,
spreads are derived from observable levels of similar positions.

The Company considers the impact of changes in own credit spreads bascd upon obscrvations of Lhe
secondary bond market spreads when measuring the fair value for short-term and long-term borrowings.
For OTC derivatives, the impact of changes in both the Company’s and the counterparty’s credit raling is
considered when measuring fair value. In determining the expected exposure the Company simulales the
distribution of the future exposure to a counterparty, then applies market-based default probabililies 1o the
future exposure, leveraging external third-party credit defavlt swap {(“CDS”) spread data. Where CDS
spread data are unavailable for a specific counterparty, bond market spreads, CDS spread data based on the
counlerparty’s credit rating or CDS spread data that reference a comparable counterparty may be utilised.

The Company also considers collateral held and legally enforceable master netting agreements that mitigate
its 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 variabilily using statistical approaches and market-based informalion where possible.

The Company may apply a concentration adjustment to certain of ils OTC derivatives portfolios to reflect
the additional cost of closing out a particularly large risk exposure. Where possible, these adjusiments are
based on cbservable market information but in many instances significant judgement is required 1o estimate
the costs of closing out concentrated risk exposures due to the lack of liguidity in the marketplace.



MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

NOTES TO THE FINANCIAL STATEMENTS
Year ended 31 December 2017

3. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)
d. Fair value (continued)
Valuation process

The Valuation Review Group (“VRG") within the Financial Control Group (“FCG"} is responsible for the
Company’s fair value valuation policies, processes and procedures. VRG is independent of the business
units and reporis to the Chief Financial Officer of the Morgan Stanley Group (“CFO™), who has final
authority over the valuation of the Company’s financial instruments. VRG implements valuation conlrol
processes designed to validate the fair value of the Company’s financial instruments measured at fair value
including those derived from pricing models.

Model Review. VRG, in conjunction with the Model Risk Management Department, (“MRM”)
which reports to the Chief Risk Officer of the Morgan Stanley Group (“CRO"), independently
reviews valuation models® theoretical soundness, the appropriateness of the valuation methodology
and calibration iechniques developed by the business unils using observable inputs. Where inputs are
nol observable, VRG reviews the appropriateness of the proposed valuation methodology to
determine that it is consistent with how a market participant would arrive at the unobservable input.
The valuation methodologies utilised 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 valualion
models. The Company generally subjects valuations and models 1o a review process initinlly and on
a periodic basis thereafler.

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 valualion 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.

The results of this independent price verification and any adjustments made by VRG to the fair value
generated by the business unils are presented o management of the Morgan Stanley Group’s three
business scgments (i.e. Institutional Securitics, Wealth Management and Investment Management),
the CFO and the CRO on a regular basis.

VRG uses recently execuled transactions, other observable market data such as exchange dala,
broker/ dealer quotes, third-party pricing vendors and aggregation services for validating the fair
values of financial instruments gencrated 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 dala provided by approved external
sources are evaluated using a number of appronches; for example, by corroborating the external
sources’ prices to executed trades, by analysing the methodology and assumplions used by the
exlernal source to generate a price andf or by evaluating how active the third-party pricing source (or
originating sources used by the third-party pricing source) is in the market. Bascd on this analysis,
VRG generales a ranking of the observable market data designed lo ensure that the highest-ranked
market data source is used to validate the business unit’s fair value of financial instruments.

VRG reviews the models and valuation methodology used to price new material Level 2 and Level 3
transactions and both FCG and MRM must approve the fair value of the trade that is initially
recognised.

Level 3 Transactions. VRG reviews the business unil’s valualion techniques lo assess whether these
are consistent with market participant assumptions.
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MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

NOTES TO THE FINANCIAL STATEMENTS
Year ended 31 December 2017

3. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

d. Fair value (continued)

Gains and losses on inception

In the normal course of business, the fair value of a financial instrument on initial recognition is the
transaction price (i.e. the fair value of the consideration given or received). In certain circumstances,
however, the fair value will be based on other observable current market transactions in the same
instrument, without modification or repackaging, or on a valuation technique whose variables include only
data from observable markets. When such evidence exists, the Company recognises a gain or loss on
inception of the transaction.

‘When the use of unobscrvable market data has a significant impact on determining fair value at the
inception of the transaction, the entire initial gain or loss indicated by the valuation technique as at the
transaction date is not recognised immediately in the statement of comprehensive income and is recognised
instead when the market data becomes observable,

e. Derecognition of financial assets and liabilities

The Company derccognises a financial asset when the contractual rights to the cash flows from the asset
expire, or when it transfers (he financial asset and substantially all the risk and rewards of ownership of the
assel.

If the asset has been transferred, and the entity neither transfers nor retains substantially all of the risks and
rewards of the asset, then the entily determines whether it has retained control of the asset.

If the entity has retained control of the asset, it shall continue to recognise the financial asset to the extent
of its continuing involvement in the financial asset. If the entity has not retained control of the asset, it
derecognises the asset and separately recognises any rights or obligation crealed or retained in the transfer.

The Company derecognises financial liabilities when the Company’s obligations are discharged, cancelled
or they expire.

£ Impairment of financial assets

At each reporting date, an assessment is made as to whether there is any objective evidence of impairment
in the value of a financial asset classified as loans and receivables. Impairment losses are recognised if an
cvent has occurred which will have an adverse impact on the expected future cash flows of an asset and the
expecled impact can be reliably estimaled.

Impairment losses on loans and receivables are measured as the difference between the carrying amount of
the loans and receivables and the present value of estimated cash flows discounted at the assct’s original
cifective interest rate. Such impairment losses are recognised in the statement of comprehensive income
within ‘Other expense’ and are recognised against the carrying amount of the impaired asset on the
statement of financial position. Interest on the impaired asset continues 1o be accrued on the reduced
carrying amount based on the original effective interest rale of the asset.

If in a subsequent year, the amount of the estimated impairment loss decreases because of an event
occurring after the impairment was recognised, the previously recognised impairment loss is reversed as
detailed by financial asset in note 3(c) (if). Any reversal is limiled to the extent that the value of the assct
may nol exceed the original amortised cost of the assel had no impairment occurred.
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MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

NOTES TO THE FINANCIAL STATEMENTS
Year ended 31 December 2017

4. INTEREST INCOME AND INTEREST EXPENSE

‘Interest income’ and ‘Interest expense’ represent total interest income and total interest expense for
financial assets and financial liabilitics that are not carried at fair value,

No other gains or losses have been recognised in respect of loans and receivables other than as disclosed as
‘Interest income’ and foreign exchange differences disclosed in ‘Other income’ (note 5), within the
statement of comprehensive income.

No other gains or losses have been recognised in respect of financial liabilities at amortised cost ather than
as disclosed as ‘Interest expense’ and foreign exchange differences disclosed in *‘Other income’ (note 5),
within the statement of comprehensive income.

5. OTHER INCOME

2017 2016
$'600 $'000
Net foreign exchange gains 4 -

6. AUDIT FEES

Audit fees of $60,000 (2016: $50,000) have been borne by another Morgan Stanley Group undertaking in
both the current and prior year.

7. INCOME TAX

The Company has been granted exempt siatus in the Cayman Islands. A 20 year lax exemption certificate

was issued in 2012,

8. OTHER RECEIVABLES

2017 2016
$'000 $'000
Amounts due from other Morgan Stanley Group undertakings 123 3,211




MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

NOTES TO THE FINANCIAL STATEMENTS
Year ended 31 December 2017

9.  FINANCIAL ASSETS AND FINANCIAL LIABILITIES DESIGNATED AT FAIR VALUE
THROUGH PROFIT OR LOSS

Financial instruments designated at fair value through profit or loss consist primarily of the following
financial assels and financial liabilitics:

OPALS — These instruments are securities whose investment performance corresponds generally Lo that of a
benchmark index by an indirect investment in a basket of shares. All dividends and certain other amounts
associated with these baskets, net of certain expenses, are received by the Company (o enable it to fulfil its
obligations 10 holders of OPALS.

These instruments contain an embedded derivative which significantly modifics the cash flows of the
issuance. The return on the instrument is linked to an underlying that is not clearly and closely related to the
debt host including, but not limited to, equity, credit or commodity linked notes. Using the fair valuc
oplion, the entire instrument is measured al fair value through profit or loss.

ELOs — The Company is a party to a Master Equity Linked Obligation Agreement and to a Master Equity
Linked Counterparty Agreement with other Morgan Stanley Group undertakings. ELOs are purchased to
hedge the issuance of OPALS and track the value of a baskel of equitics. These instruments contain an
embedded derivative that significantly modifies the cash flows that would otherwise be required under the
contract, Using the fair value option, the entire instrument is measured at fair value through profit or loss.

2017 2016
Assets  Liabilities Assets Liabilities
$'000 $'000 $'000 $'000
OPALS A 1,544,277 - 2,764,433
ELOs 1,544,277 - 2,764,433 -

1,544,277 1,544,277 2,764,433 2,764,433

There were no significant gains or losses atiributable to changes in own credit risk for financial liabilitics
designated at fair value for year ended 31 December 2017 (2016:$nil).

The Company determines the amount of changes in fair value attribulable to changes in counterparty credit
risk or own credit risk, as relating to loans and receivables and financial liabilities designated at fair value,
by first determining the fair value including the impact of counterparty credil risk or own credit risk, and
then deducting those changes in fair value representing managed market risk. In determining fair value, the
Company considers the impact of changes in own credit spreads based upon observalions of the secondary
band market spreads when measuring the fair value for issued structured notes. The Company considers
that this approach most faithfully represents the amount of change in fair value due to both counterparty
credit risk and the Company’s own credit risk.

The carrying amount of financial liabilities designated at fair value at 31 December 2017 and 31 December
2016 is considered to be a reasonable approximation of the contractual value at maturity.
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10. OTHER PAYABLES

2017 2016
$'000 $'000
Amounts due to other Morgan Stanley Group undertakings 122 3,210
11. EQUITY
Ordinary share capital
Ordinary
shares of $1
each
Number
Authorised
Al 1 January 2016, 31 December 2016 and 31 December 2017 500,000
Ordinary shares Ordinary
of $1each shares of $1
each
Number $'000
Issued and fully paid
At 1 January 2016, 31 December 2016 and 31 December 2017 1,000 1

The holders of ordinary shares are entitled to receive dividends as declared from time to time and are
entitled, on a show of hands, to one vole and, on a poll, one vole per share at meetings of the shareholders

of the Company.



MORGAN STANLEY CAPITAL (CAYMAN ISLANDS) LIMITED

NOTES TO THE FINANCIAL STATEMENTS
Year ended 31 December 2017

12, EXPECTED MATURITY OF ASSETS AND LIABILITIES

The table below shows an analysis of assets and liabilities analysed according to when they are cxpected to
be recovered, realised or settled.

At 31 December 2017 Less than
or equal to More than
twelve twelve
months months Total
5°000s $'000s 5°000s
ASSETS
Loans and receivables:
Other receivables 62 61 123
Financial assets designated at fair value through profit or loss - 1,544,277 1,544,277
62 1,544338 1,544,400
LIABILITIES
Financial liabilities at amortised cosl:
Other payables 118 4 122
Financial asscts designated at fair value through profit or loss - 1,544277 1,544,277
118 1,544,281 1,544,399
At 31 December 2016 Less than
or equal to  More than
twelve twelve
months months Total
$'000s $°000s $'000s
ASSETS
Loans and receivables:
Other receivables 3,211 - 3,211
Financial assets designated at fair value through profit or loss - 2,764,433 2,764,433
3,211 2,764,433 2,767,644
LIABILITIES
Financial liabililies at amortised cost:
Other payables 3,210 : - 3,210
Financial assels designated at fair value through profit or loss - 2,764,433 2,764,433

3,210 2,764,433 2,767,643
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NOTES TO THE FINANCIAL STATEMENTS
Year ended 31 December 2017

13. SEGMENT REPORTING

Segment information is prescnted in respect of the Company’s business and geographical segments. The
busincss segments arc based on the Company’s management and internal reporting structure,

Business segments

Morgan Stanley structures its business segments primarily based upon the nature of the financial products
and services provided lo customers and Morgan Stanley’s internal management structure. The Company’s
own business segments are consisient with those of Morgan Stanley.

The Company has one reportable business segment, Institutional Securitics, which provides financinl
services lo financial institutions. The Company’s business includes the issuance of financial instruments
and the hedging of the obligations arising pursuant to such issuances.

Geographical segments
The Company operales in one geographical market, Europe, Middle East and Africa.

14.  FINANCIAL RISK MANAGEMENT

Risk management procedures

Risk is an inherent part of the Company’s business activity. The Company seeks to identify, assess, monitor
and manage cach of the various types of risk involved in its business activities in accordance with defined
policies and procedures. The Company has developed its own risk management policy framework, which
is consistent with and leverages the risk management policies and procedures of the Morgan Stanley Group
and which inciude escalation to the Company’s Board of Directors and to appropriale senior management
personnel.

The principal activity of the Company is the issuance of OPALS and the hedging of the obligations arising
pursuant to such issuances. It is the policy and objective of the Company not (o be exposed to market risk.
On issuance of cach financial instrument, the Company enters inlo economics hedges of its obligations by
purchasing financial instruments from another Morgan Stanley Group undertaking,

Significant risks faced by the Company resulting from its trading activilies are set oul below.
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14. FINANCIAL RISK MANAGEMENT (CONTINUED)

Credit risk

Credit risk refers to the risk of loss arising when a borrower, counterparty or issuer does not meet its
financial obligations to the Company. The Company primarily incurs credit risk to institutions and
sophisticated investors through its Institulional Securities business segments.

Credit risk exposure is managed on a global basis and in consideration of each significant legal cntity
within the Morgan Stanley Group. The credil risk management policies and procedures establish the
framework for identifying, measuring, monitoring and controlling credit risk whilst ensuring transparency
of malerial credit risks, compliance with established limits and escalating risk concentrations to appropriate
senior management.

The Company enters into all of its financial asset transactions with other Morgan Stanley Group
underlakings, and both the Company and the other Morgan Stanley Group undertakings are wholly-owned
subsidiaries of the same ultimale parent entity, Morgan Stanley. As a result of the implicit support that
would be provided by Morgan Stanley, the Company is considered exposed to the credit risk of Morgan
Stanley, excepl where the Company transacts with other Morgan Stanley Group undertakings that have a
higher credit rating to that of Morgan Stanley.

The maximum exposure to credit risk of the Company at the reporting dale is the carrying amount of the
financial assels held in the statement of financial position. The Company has not entered info any credit
enhancements to manage its exposure to credil risk.

The Company does nol have any significant exposure arising from ilems not recognised on its statement of
financial position

Exposure to credit risk by class

Class Gross credit exposure
[
2017 2016
5000 $'000
Loans and reccivables:
Other receivables 123 3,211
Financial assels designated at fair value
through profit and loss 1,544,277 2,764,433

1,544,400 2,767,644

(1) The carrying amount recognised in the statement of financial position best represcnis the Company's
maximum exposure lo credit risk.
Maximum exposure to credit risk by credit rating™

Gross credit exposure

Credit rating 2017 2016
$'000 $'000
A 1,544,400 2,767,644

(1) All credit ratings obtained from external rating agencies.

At 31 December 2017, there were no financial assets past due but not impaired or individually impaired
(2016: $nil).
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14. FINANCIAL RISK MANAGEMENT (CONTINUED)

Liquidity risk

Liquidity risk refers to the risk that the Company will be unable to finance ils operations due to a loss of
access lo the capital markets or difficulty in liquidating ils assets. Liquidily risk encompasses the
Company’s ability (or perceived ability) to meet its financial obligations withoul experiencing significant
business disruption or reputational damage that may threaten the Company’s viability as a going concern.
Liquidity risk also encompasses the associated funding risks triggered by the market or idiosyncralic stress
evenls that may cause unexpected changes in funding needs or an inability to raise new funding. Generally,
the Company incurs liquidity risk as a result of its trading, lending, investing and client facilitation
activitics.

The Morgan Stanley Group's Liquidity Risk Management Framework is critical to helping ensure that the
Company maintains sufficient liquidity reserves and durable funding sources lo meel its daily obligations
and to wilhstand unanticipated stress events. The Liquidity Risk Department is a distinct area in Risk
Management, which oversees and monitors liquidity risk. The Liquidity Risk Department ensures
transparency of material liquidity risks, compliance with established risk limits and escalation of risk
concentrations lo appropriate senior management. To execule these responsibilities, the Liquidity Risk
Department:

* Establishes limils in linc with the Morgan Stanley Group’s risk appelite;

» Identifies and analyses emerging liquidity risks lo ensure such risks are appropriately mitigated;

* Monitors and reporis risk exposures against metrics and limits, and;

* Reviews the methodologies and assumptions underpinning the Morgan Stanley Group’s Liquidity Stress
Tests to ensure sufficient liquidity and funding under a range of adverse scenarios.

The liquidity risks identified by these processes are summarised in reports produced by the Liquidity Risk
Dcpartment that are circulated to and discussed with the EMEA Assets/ Liability Management Commitice
{“ALCO"), EMEA Risk Commiliee and the MSI Risk Commiliee, as appropriale.

The Treasury Department and applicable business units have primary responsibility for evaluating,
monitoring and controlling Ihe liquidity risks arising from the Morgan Stanley Group’s business activilies,
and for maintaining processes and controls to manage the key risks inherent in their respective areas. The
Liquidity Risk Department coordinates with the Treasury Department and these business units to help
ensure a consislent and comprehensive framework for managing liquidity risk across the Morgan Stanley
Group.

The Company’s liquidily risk management policies and procedures are consistent with those of the Morgan
Stanley Group.

The primary goal of the Company’s liquidity risk and funding management framework is 1o ensure that the
Company has access to adequale funding across a wide range of market conditions and time horizons. The
framework is designed to enable the Company to fulfil its financial obligations and support the execution of
its business strategies,
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14. FINANCIAL RISK MANAGEMENT (CONTINUED)

Liquidity and funding risk (continued)
The following principles guide the Company’s liquidity risk management framework:

e Sufficicnt liquid assets should be maintained to cover maturing liabilities and other planned and
contingent outflows;

s  Malurity profile of assets and liabilities should be aligned, with limited reliance on short-lerm
funding;

s  Source, counterparty, curtency, region, and term of funding should be divessified; and
e  Liquidity Stress Tests should anticipate, and account for, periods of limited access to funding.

The Company hedges all of its financial labilitics with financial asseis entered into with other Morgan
Stanley Group undertakings, where both the Company and other Morgan Stanley Group undertakings are
wholly-owned subsidiaries of the same parent, Morgan Stanley. Further, the maturity profile of the
financial assets matches the maturity profile of the financial liabilities.

The core components of the Morgan Stanley Group's liquidity management framework, which includes
consideration of the liquidity risk for each individual legal entity, are the Required Liquidity Framework,
Liquidity Stress Tests and the Global Liquidity Reserve, which support the Morgan Stanley Group’s larget
liguidity profile.

Required Liguidity Framework

The Required Liquidity Framework establishes the amount of liquidity the Company must hold in both
normal and stressed environments to ensure that ils financial condition and overall soundness is not
adversely affected by an inability (or perceived inability) to meet its financial obligations in a timely
manner. The Required Liquidity Framework considers the most constraining liquidity requirement to
satisfy all regulatory and internal limits at a Morgan Staniey Group and legal entity level.

Liquidity Stress Tests

The Morgan Stanley Group uses Liquidity Stress Tests to model external and intercompany flows across
multiple scenarios and a range of time horizons. These scenarios contain various combinalions of
idiosyncratic and systemic stress events of different severity and duration. The methodology,
implementation, production and analysis of the Company’s Liquidity Stress Tests are important
components of the Required Liquidity Framework.

The Liquidily Stress Tests are produced for Morgan Stanley and its major operating subsidiarics, as well as
at major currency levels, lo caplure specific cash requirements and cash availability at various legal entities.
The Liquidity Stress Tesis assume (hat subsidiaries will use their own liquidity first to fund their
obligations before drawing liquidity from Morgan Stanley. It is also assumed that Morgan Stanley will
support ils subsidiaries and will not have access to cash that may be held at certain subsidiaries. In addition
to the assumptions underpinning the Liquidity Stress Tests, Morgan Stanley Group takes into consideration
the settlement risk related to intra-day settlement and clearing of securitics and financial activities.

Since the Company hedges the liquidity risk of ils financial liabilities with financial assets that match the
maturity profile of the financial liabililies, the Company is not considered a major operating subsidiary for
the purposes of liquidity risk. However, the Company would have access to the cash or liquidity reserves
held by Morgan Stanley in the unlikely event that it was unable to access adequate financing to service its
financial liabilities when they become payable.

The Required Liquidity Framework and Liquidity Stress Tests arc cvaluated on an ongoing basis and
reported to the Firm Risk Committee, Asset/ Liability Management Committee, and other appropriate risk
committees.
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14.  FINANCIAL RISK MANAGEMENT (CONTINUED)

Liguidity and funding risk (continued)
Global Liquidity Reserve

The Morgan Stanley Group maintains sufficient liquidity reserves (“the Global Liguidity Reserve”) to
cover daily funding needs and fo meet stralegic liquidity targets sized by the Required Liquidity
Framework and Liquidity Stress Tests. The size of the Global Liquidity Reserve is actively managed by
the Morgan Stanley Group considering the following components: unsecured debt maturity profile; balance
sheet size and composition; funding needs in a stressed environment inclusive of contingent cash outfllows
and collateral requirements. In addition, the Morgan Stanley Group’s Global Liquidity Reserve includes a
discretionary surplus based on the Morgan Stanley Group's risk tolerance and is subject to change
dependening on market and firm-specific events.

The Morgan Stanley Group’s Global Liquidity Reserve, lo which the Company has access, is held within
Morgan Stanley and its major operaling subsidiaries and is composed of diversilied cash and cash
equivalents and unencumbered highly liquid securities.

Eligible unencumbered highly liquid securities include US government securities, US agency securities, US
agency mortgage-backed securities, non-US government securities and other highly liquid investment grade
securities.

The ability to monetise assets during a liquidily crisis is critical. The Morgan Stanley Group believes that
the assets held in ils Global Liquidity Reserve can be monetised within five business days in a stressed
environment given the highly liquid and diversified nalure of the reserves.

Funding management

The Morgan Stanley Group manages its funding in a manner that reduces the risk of disruplion to the
Morgan Stanley Group’s and the Company’s operations. The Morgan Stanley Group pursues a strategy of
diversification of secured and unsecured funding sources (by product, inveslor and region) and altempts lo
cnsure that the tenor of the Morgan Stanley Group’s, and the Company’s, liabilities equals or exceeds the
expected holding period of the assels being financed.

The Morgan Stanley Group funds its balance sheet on a global basis through diverse sources, which
includes consideration of the funding risk of cach legal entity., These sources may include the Morgan
Stanley Group’s equity capital, long-term borrowing, securitics sold under agreements to repurchase
(“repurchase agreements™), securitics lending, deposits, lellers of credit and lines of credit. The Morgan
Staniey Group has active financing programmes for both standard and structured products targeting global
inveslors and currencies.

Balance sheet management

In managing both the Morgan Stanley Group's and the Company’s funding risk the composition and size of
the entire balance sheet, not just financial liabilities, is monitored and evaluated. A substantial portion of
the Morgan Stanley Group’s total assels consists of liquid marketable securilies and short-lerm receivables
arising principally from sales and trading activities in the Institutional Securities business. The liguid
nature of these assels provides the Morgan Stanley Group and the Company with flexibility in managing
the composition and size of its balance sheet.
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14, FINANCIAL RISK MANAGEMENT (CONTINUED)

Liquidity and funding risk (continued)
Maturity analysis

In the following maturity analysis financial assets and financial liabilities designaled at fair value through
profit or loss are disclosed according to their earliest contractual maturity; all such amounts are presented al
their fair value, consisient with how these financial instruments are managed. All other amounls represent
undiscounted cash flows receivable and payable by the Company arising from ils financial assets and
financia! liabilities lo carlicst contractual maturities as at 31 December 2017 and 31 December 2016.
Receipts of financial assets and repayments of financial liabilities that are subject to immediale notice are
trcated as if notice were given immediately and are classified as on demand. This presentation is considered
by the Company to appropriately reflect the liquidity risk arising from these financial assets and financial
liabilitics, presented in a way that is consistent with how Ihe liquidity risk on these financial asscls and
financial liabilities is managed by the Company.

On demand
31 December 2017 $'000
Financial assets
Loans and receivables:
Other receivables 123
Financial assets designated at fair
value through profit or loss: ELOs 1,544,277
Total financial assets 1,544,400
Financial liabilitics
Financial liabilities at amortised cost:
Other payables 122
Financial liabilities designaled at fair
value through profit or loss: OPALS 1,544,277
Total financial liabilities 1,544,399
On demand
31 December 2016 $'000
Financial assets
Loans and receivables:
Other receivables 3,211
Financial assets designaled at fair
valuc through profit or loss: ELOs 2,764,433
Total financial assets 2,767,644
Financial liabilities
Financial linbilitics at amortised cost:
Other payables 3,210
Financial liabilities designaled at fair
value through profit or loss: OPALS 2,764,433
Total financial liabilities 2,767,643
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14. FINANCIAL RISK MANAGEMENT (CONTINUED)

Market risk

Market risk is defined by IFRS 7 ‘Financial instruments — Disclosures’ (*IFRS 77) as the risk that the fair
value or future cash flows of a financial instrument will fluctuate because of changes in market prices.

The Company manages the market risk associated with its trading aclivitics at both division and an
individual product level, and includes consideration of market risk at the legal entity level.

Sound market risk management is an integral part of the Company’s culture. The Company is responsible
for ensuring that market risk exposures are well-managed and monitored. The Company also ensures
transparency of materinl market risks, monitors compliance with established limits, and escalaics risk
concentrations lo approptiate senior management.

To execule these responsibilities, the Morgan Stanley Group monitors the market risk of the firm against
limits on aggregate risk exposures, performs a variety of risk analyses including moniloring Value-at-risk
(*VaR") and stress testing analyses, routinely reports risk summaries and maintains the VaR and scenario
analysis methodologies. The Company is managed within the Morgan Stanley Group’s global ramework.
The market risk management policies and procedures of the Company include performing risk analyses and
reporting any material risks identified to appropriate senior management of the Company.

The Company enlters into all of its financial asset transactions with other Morgan Stanley Group
undertakings, where both the Company and the other Morgan Stanley Group underiakings are wholly-
owned subsidiaries of the same group parent entity, Morgan Stanley.

The issued OPALS expose the Company to the risk of changes in market prices of the underlying
securilies, interest rate risk and, where denominated in currencies other than US dollar, the risk of changes
in rates of exchange between the US dollar and the other relevant currencies. The Company uses the risk
mirroring contracts, in the form of ELOs, which il purchases from another Morgan Stanley Group
undertaking, to match the price, interest rate and foreign currency risks associaled with the issvance of the
OPALS, consistent with the Company’s risk management strategy. As such, the Company is not exposed (o
any market risk on these financial instruments.
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15. ASSETS AND LIABILITIES MEASURED AT FAIR VALUE

a. Financial assets and linbilities recognised at foir value on a recurring basis

The following tables present the carrying value of the Company’s financial assets and financial liabilities
recognised at fair value on a recurring basis, classified according to the fair value hierarchy.

2017

Financial assets designated at fair value through

profit or loss:
- ELOs

Total financial assets measured at fair value

Financial liabilities designated at fair value through

profit or loss:
- OPALS

Total financial liabilities measured at fair value

2016

Financial assets designaled al fair value through

profit or loss:
-ELOs

Total financial assets measured at fair value

Financial liabilities designated at fair value through

profit or loss:
- OPALS

Total financial liabilities measured at fair value

Valuation
Valuation techniques
Quoted techniques with
prices in using significant
active observable unobservable
market inputs inputs
(Level 1) {Level 2) (Level 3) Total
$'000 $'000 $'000 $'000
- 1,544,277 - 1,544,277
- 1,544,277 - 1,544,277
- 1,544,277 - 1,544,277
- 1,544,277 - - 1,544,277
Valuation
Valuation technigues
Quoted technigues with
prices in using significant
active observable unobservable
market inputs inputs
(Level 1) (Level 2) (Level 3) Total
$'000 $'000 $'000 $'000
- 2,764,433 - 2,764,433
- 2,764,433 - 2,764,433
- 2764,433 - 2,764,433
- 2,764,433 - 2,764,433
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15.  ASSETS AND LIABILITIES MEASURED AT FAIR VALUE (CONTINUED)

a. Financial assets and liabilities recognised at fair value on a recurring basis (continued)

The Company’s valuation approach and fair value hierarchy categorisation for certain significant classes of
[inancial instruments recognised at fair value on a recurring basis is as follows:

OPALS

The Company issues OPALS, which are securities whose investment performance corresponds generally to
that of a benchmark index by an indircct investment in a basket of shares. The fair value of OPALS is
delermined using valuation models, incorporating observable inputs referencing identical or comparable
securities to the underlying shares. The impact of own credit spreads is also considered and included as
appropriate. OPALS are categorised in Level 2 of the fair value hierarchy.

ELOs

ELOs are purchased to hedge the issuance of OPALS as the investment performance of the ELOs
corresponds gencrally to that of the same benchmark index by an indirect investment in a basket of shares,
as that of the OPALS they were purchased to hedge. The fair value of the ELOs is delermined using
valuation models, incorporating observable inputs referencing identical or comparable sccurities to the
underlying shares. The impact of own credit spreads is also considered and included as appropriate. ELOs
are calegorised in Level 2 of the fair value hierarchy.

b. ‘Transfers between Level 1 and Level 2 of the fair value hierarchy for financial assets and
liabilities recognised at fair value on a recurring basis

There were no transfers between Level 1 and Level 2 of the fair value hierarchy during the current and
prior year.

c. Changes in Level 3 financial assets and liabilities recognised at fair value on a recurring basis

There were no transfers between Level 2 and Level 3 of the fair value hierarchy during the current and
prior year,

d. Assets and liabilities measured at fair value on a non-recurring basis

Non-recurring fair value measurements of assels and liabilities are those which are required or permitied in
the statement of financial position in particular circumstances. There were no assels or liabilities measured
at fair value on a non-recurring basis during the year or prior year.

16. ASSETS AND LIABILITIES NOT MEASURED AT FAIR VALUE

For all financial instramenis not measured at fair value, the carrying amount is considered to be a
reasonable approximation of fair value due to the short term nature of these assets and liabilities.
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17. CAPITAL MANAGEMENT

The Morgan Stanley Group manages its capital on a global basis with consideration for its legal entilies.
The capital managed by the Morgan Stanley Group broadly includes ordinary share capital, preference
share capilal, subordinated loans and reserves.

The Morgan Stanley Group’s required capital (“Required Capital™) estimation is bascd on the Required
Capital Framework, an internal capital adequacy measure. This framework is a risk-based and leverage use
of capital measure, which is compared with the Morgan Stanley Group’s regulatory capital o ensure that
the Morgan Stanley Group maintains an amount of going concern capilal afier absorbing polential losses
from stress events where applicable, at a point in time. The Morgan Stanley Group defines the difference
belween its total average common equity and the sum of the average common equity amounts allocated o
our business segments as Parent Company cquity. The Morgan Stanley Group generally hold Parent
company cquily for prospective regulatory requirements, organic growth, acquisition and other capital
needs.

The Required Capital Framework is expected to evolve over lime in response to changes in the business
and regulatory environment and for example to incorporate changes in stress lesting or cnhancements in
modelling techniques. The Morgan Stanley Group will continue to evaluale the framework with respect lo
the impact of future regulalory requirements, as appropriate.

The Morgan Stanlcy Group aclively manages its consolidated capital position based upon, among other
things, business opportunities, risks, capital availability and rates of return logether with internal capital
policies, regulatory requirements and rating agency guidclines and, therefore, in the future may expand or
contract its capital base lo address the changing needs of its businesses.

The Morgan Stanley Group also aims to adequalely capitalise at a legal entily level whilst safeguarding that
entily’s ability to continue as a going concern and ensuring that it meets all regulatory capital requirements,
so (hat it can continue to provide returns for the Morgan Stanley Group.

In order to maintain or adjust the capital structure as described above, the Company may adjust the amount
of dividends paid, relurn capital to shareholders, issue new shares, or sell assets to reduce debt.

The Company manages the following items as capital:

2017 2016
$'000 $'000
Ordinary sharc capital 1 1
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18. RELATED PARTY DISCLOSURES
Parent and subsidiary relationships
Parent and ultimate controlling entity

‘The entire issued share capital of the Company is held under the terms of a trust established under Cayman
Islands law with Deutsche Bank (Cayman) Limited.

In the Directors opinion, for accounting purposes, the ultimate parent undertaking and controlling entity
and the largest group of which the Company is a member and for which group financial statements are
prepared is Morgan Stanley. Morgan Stanley is incorporated in the State of Delaware, the United Siates of
America, Copies of its financial statements can be obtained from ww.morganstanley.com/inve

Key management compensation

Key management personnel are defined as those persons having authorily and responsibility for planning,
directing and controlling the activities of the Company. Key management personnel include the Board of
Directors of Morgan Stanley Capital (Cayman Islands) Limited.

Key management personnel compensation in respect of their services rendered comprised the following:

2017 2016
5'000 $'000
Short-term employee benefits 3 5

Key managemenl personnel compensation is borne by other Morgan Stanley Group undertakings in both
the current and prior years.

Transactions with related parties

The Morgan Stanley Group conducts business for clients globally through a combination of both functional
and legal entity organisational structures. Accordingly, the Company is closely integrated with the
operations of the Morgan Stanley Group and enters into transactions with other Morgan Stanley Group
undertakings on an arm’s length basis for the purposes of ulilising financing, trading and risk management,
and infrastructure services. The nature of these relationships along with information about the transactions
and ouistanding balances is given below. Settlement of the outstanding balances will be made via inter-
company mechanisms. The Company has not recognised any expensc and has made no provision for
impairment relating (o the amount of outstanding balances from related parties (2016: $nil).

Funding
The Company receives funding from and provides funding to other Morgan Staniey Group undertakings in
the foliowing forms:

General funding

General funding is undated, unsecured, floating rate lending. Funding may be received or provided for
specific transaction related funding requirements, or for general operational purposes. The interest rates are
established by the Morgan Stanley Group Treasury function for all entities within the Morgan Stanley
Group and approximale the market rate of interest that the Morgan Stanley Group incurs in [unding its
business.

Details of the outstanding balances on these funding arrangements and the related interest income or
expense recognised in the slatement of comprehensive income during the year are shown in the table
below:
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18. RELATED PARTY DISCLOSURES (CONTINUED)

Transactions with related parties {continued)

General funding (continued)

2017 2016
Interest Balance Interest Balance
$|000 $|000 $|000 $|m
Amounts due from other Morgan Stanley
Group undertakings 78 123 68 3,211
Amounts due to the Company’s direct
and indirect parent undertakings 4 50 1 46
Amounts due to other Morgan Stanley
Group undertakings 78 72 67 3,164
82 122 68 3,210

Trading and risk management

The Company issues OPALS and hedges the obligations arising from the issuance by entering inlo ELOs
with another Morgan Staniey Group underiaking. All such transactions are entered into on an arm’s length
basis. These transactions may give rise to credit risk either for the Company, or to a related party towards
the Company. The tolal amounts reccivable and payable on OPALS and ELOs were as follows:

2017 2016
$'000 $'000
Amounts due from other Morgan Stanley Group undertakings 1,544,277 2,764,433

Infrasiructure services

In the current and prior year, the Company uses infrastructure services, including the provision of office
facilitics, operated by other Morgan Stanley Group undertakings at no charge. In addition, as disclosed in
nole 6, the audit fees have been borne by another Morgan Stanley Group undertaking.
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