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1.

Organization and Nature of Business

Kestra Investment Services, LLC (“Company”), a Texas limited liability company, is an
introducing broker-dealer registered with the Securities and Exchange Commission (“SEC”)
and a dually registered member of the Financial Industry Regulatory Authority (“FINRA”) and
National Futures Association (“NFA”). The Company provides retail securities brokerage
services through a nationwide network of registered representatives. Prior to approximately
April 1, 2016, the Company was known as NFP Advisor Services, LLC and, in addition to a
broker-dealer, was an investment adviser registered with the SEC.

The Company is owned by Kestra Financial, Inc, (“Parent”) formerly known as NFP Advisor
Services Holdings D, Inc. On June 24, 2016, Kestra Financial Holdings LP acquired Kestra
Advisor Services Holdings A, Inc. (the “Acquisition”), formerly known as NFP Advisor
Services Holdings A, Inc., the ultimate parent of Kestra Financial, Inc., and its affiliates.
Kestra Financial Holdings LP is managed by Kestra Financial Holdings GP LLC, which is
owned by funds affiliated with and controlled by Stone Point Capital LLC. Prior to the
Acquisition, Kestra Financial, Inc. and its affiliates were owned by affiliated companies of
NFP Corp. (“NFP”), which is owned by funds affiliated with and controlled by Madison
Dearborn Partners LLC.

Significant Accounting Policies

General

The financial statements of the Company have been prepared in accordance with accounting
principles generally accepted in the United States of America (“GAAP”). The Company does
not carry customer accounts or hold funds or securities for customers, but operates as an
introducing broker on a fully disclosed basis and forwards all transactions to one clearing
broker-dealer (“clearing broker”) or directly to the product fund or carrier.

Estimates

The preparation of the Company’s financial statements is in conformity with GAAP which
requires management to make estimates and assumptions that affect the reported amounts and
disclosure of assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Estimates are used in
determining such amounts as expense allocation for shared services support, valuation of
litigation, contingency and deferred tax positions, and accruals of certain revenue receivables
and expense liabilities. Actual results may differ from those estimates.

Securities transactions

Customer accounts are held by the clearing broker or other unaffiliated financial institutions.
Commission income and expenses related to customers’ securities transactions are reported on
a trade date basis.

Securities owned and securities sold, not yet purchased are stated at fair values and represent
securities positions of the Company that are results of trades executed on behalf of customers,
which are subsequently not honored by the customers. Refer to Fair Value Measurements for
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policies. The Statement of Financial Condition includes $394,629 of securities owned under
other assets and $326,298 of securities sold, not yet purchased under accounts payable and
other accrued liabilities.

Income taxes

The accounts of the Company are included in the consolidated federal income tax return filed
by Parent, and, for tax years ending after July 1, 2013, by Parent’s top tier holding company
Kestra Financial Holdings LP. The provision for income tax is calculated on a separate return
basis. The amount of current federal tax expense or benefit calculated is either remitted to or
received from Parent. Deferred tax assets or liabilities are computed based on the difference
between the financial statement and income tax basis of assets and liabilities. The amount of
current and deferred income taxes payable or refundable is recognized as of the date of the
financial statements, utilizing currently enacted tax laws and rates. Deferred income tax
expense or benefit is recognized in the financial statements for the changes in deferred tax
assets or liabilities between years.

The Company accounts for uncertain tax positions by prescribing a minimum recognition
threshold that a tax position is required to meet before being recognized in the financial
statements. The Company recognizes accrued interest and penalties related to unrecognized
tax benefits as a component of income tax expense.

Cash and cash equivalents

The Company considers all highly liquid investments with an original maturity of three months
or less to be cash equivalents. Cash equivalents include $141,406 of investments in money
market mutual funds.

Fair value measurements

Fair value accounting establishes a framework for measuring fair value, which is defined as the
price that would be received in the sale of an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date (i.e., an exit price). This
framework includes a fair value hierarchy that prioritizes the inputs to the valuation technique
used to measure fair value.

The classification of a financial instrument within the valuation hierarchy is based upon the
transparency of inputs to the valuation of an asset or liability on the measurement date. The three
levels of the hierarchy in order of priority of inputs to the valuation technique are defined as
follows:

Level 1 - Valuations are based on unadjusted quoted prices in active markets for
identical financial instruments;

Level 2 - Valuations are based on quoted market prices, other than quoted prices
included in Level 1, in markets that are not active or on inputs that are observable
either directly or indirectly for the full term of the financial instrument; and

Level 3 - Valuations are based on pricing or valuation techniques that require inputs
that are both unobservable and significant to the overall fair value measurement of the
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financial instrument. Such inputs may reflect management’s own assumptions about
the assumptions a market participant would use in pricing the financial instrument.

The carrying amounts of the Company’s financial assets and liabilities, including cash and cash
equivalents, receivables and payables, securities owned and securities sold, not yet purchased
approximate fair value because they are short term in nature. Such amounts are reflected as
Level 1 and Level 2 within the fair value hierarchy.

Notes receivable

The Company makes loans to financial advisors backed by promissory notes from the advisors.
These loans help the Company recruit and transition new financial advisors and assist the
Company in retaining the business of existing financial advisors. Principal and interest under
the notes are paid to the Company by the applicable financial advisor over the term of the loan.
In some cases, the loans are forgivable. In these cases, payments of principal and interest are
waived by the Company over the term of the loan based, typically, on the financial advisor
achieving defined production thresholds. The Company generally has discretion to classify
amounts waived, cancelled or forgiven under any promissory note in any manner the Company
chooses, including but not limited to, treating amounts as compensation or imputed income to
the advisors. The Company includes any such waived amounts in Commission Expense on the
Statement of Income. Credit risk for loans is tied primarily to the ability of financial advisors
to meet production thresholds under their notes and the ability of the Company to collect
amounts owed upon default, if any. The Company mitigates credit risk by securing a pledge
and assignment of, and offset right to, any compensation payable by the Company or its
affiliate to the borrower. Interest rates on the loans may vary on a case-by-case basis, but are
not set below the Applicable Federal Rate at the time of issuance. The net receivable for the
loans is reported in notes receivable on the Statement of Financial Condition.

Capitalized Recruiting Costs

The Company pays fees to third-party recruiters and bonuses to employees for recruiting
independent financial advisors, and thereby bring their client’s accounts to the Company, which
generates commission revenue, and monthly service fee revenue to the Company. The Company
capitalizes the incremental costs of obtaining a contract with a customer (financial advisor) if
the costs (1) relate directly to an existing contract or anticipated contract, (2) generate or enhance
resources that will be used to satisfy performance obligations in the future, and (3) are expected
to be recovered. These costs are included in other assets on the Statement of Financial Condition
and will be amortized over the estimated customer relationship period.

The Company uses an amortization method that is consistent with the pattern of transfer of
goods or services to its customers. Any costs that are not incremental costs of obtaining a
contract with a customer, such as costs of onboarding, training and support of independent
financial advisors, would not qualify for capitalization.

Property, equipment and depreciation

Property and equipment include equipment, computers, purchased software and internally
developed software that are recorded at cost and depreciated using the straight-line method
over their estimated useful lives, generally three to five years.
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3.

Deposits Held by Clearing Broker and Clearing Organization

Under the terms of the clearing agreements between the Company and the clearing broker and
clearing organization, the Company is required to maintain a certain level of cash on deposit
with the clearing broker and clearing organization. Should the clearing broker and clearing
organization suffer a loss due to a failure of a customer of the Company to complete a
transaction, the Company is required to indemnify the clearing broker and clearing
organization. Included in other assets on the Statement of Financial Condition is
approximately $60,000 of funds on deposit with the clearing broker and a clearing
organization.

Property and Equipment

The following is a summary of property and equipment for the year ended December 31, 2018:

Software $ 11,290,113
Hardware 584,242
Total 11,874,355
Less: Accumulated depreciation (11,438,524)

$ 435,831

Depreciation expense for 2018 was $3,070,944 included in Other expense on the Statement of
Income.

Income Taxes

The provision for income taxes is composed of the following items:

Federal $ 4,364,688
State 144,757
Total income taxes $ 4,509,445

The Company's effective tax rate is 20.98% on pretax income, which differs from the U.S.
federal tax rate of 21% due principally to non-deductible business meals and entertainment
expenses, intercompany overhead allocations, and state taxes. State taxes are calculated for
Texas and California. The Company is included in a consolidated U.S. federal income tax
return, as well as other state and local tax returns that are filed by Parent, or its top tier holding
company. As of December 31, 2018, Parent is subject to U.S. federal income tax examinations
for the tax years 2015 through 2017, and to various state and local income tax examinations for
the tax years 2008 through 2017.
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As of December 31, 2018 the Company's total unrecognized tax benefits for uncertain tax
positions was $8,273,946. The uncertain tax positions relate to potential state tax filing
requirements and increased state tax liabilities due to the Company's business activities in
those states. Estimated interest and penalties related to the uncertain tax positions totaled
$6,272,177 as of December 31,2018. The Company believes that the total amounts of
unrecognized tax benefits could decrease within the next twelve months by approximately
$528.,848 based on current estimates. As discussed further below, the Company entered into a
tax sharing arrangement (the "Tax Sharing Agreement") in which Parent agrees to reimburse
the Company for any taxes incurred for the uncertain tax positions.

Pursuant to the terms under the Tax Sharing Agreement dated June 25, 2016, Parent agrees to
indemnify the Company for state taxes incurred as a result of any state jurisdiction imposing
tax under an agency nexus assertion. The Company records an indemnification receivable
reflecting the terms of the Tax Sharing Agreement. For purposes of the financial statements,
the indemnification asset and the liability for uncertain tax positions are presented on a net
basis in the Statement of Financial Condition. In addition, the impact of changes to the liability
for the uncertain tax positions and to the indemnification asset is reported in the Statement of
Income on a net basis.

The Company records current and deferred taxes as a payable to (receivable from) affiliate. As
of December 31, 2018, the Company had a payable of $945,276 and such amount is included in
Receivable from affiliates in the accompanying Statement of Financial Condition. During 20138,
the Company made income tax payments to Parent in the amount of $4,795,903 for income taxes
due for 2017 and 2018. At December 31, 2018, the Company had deferred tax liabilities of
$32,845 relating to fixed assets. At December 31,2018, the Company had deferred tax assets of
$1,712,904 consisting of $649,165 for forgivable loans, $354,106 for deferred revenue,
$679,102 for accrued expenses and $30,531 for other items. There is no valuation allowance
recorded, as the Company believes it is more likely than not that there is an ability to realize its
deferred income tax assets.

SEC Staft Accounting Bulletin No. 118 (“SAB 118”), Income Tax Accounting Implications of
the Tax Cuts and Jobs Act (“Act”) describes three scenarios associated with a company’s status
of accounting for income tax reform. Under the SAB 118 guidance, the Company made
reasonable estimates for certain effects of the Act in the 2017 financial statements. The
Company recognized provisional amounts for deferred income taxes. As of December 31,
2018, the Company has completed the accounting for the tax effects of the Act. The Company
recognized a final adjustment of $308,749 primarily related to the remeasurement of the net
deferred tax assets which is included as a component of income tax expense from continuing
operations.

6. Related Party Transactions

The Company has transactions and relationships with affiliate companies. Because of these
relationships, the terms of these transactions may not be the same as those that would result
from transactions among unrelated parties.
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The Company has entered a Corporate Services Agreement among Parent, Kestra Advisory
Services, LLC (“RIA), a wholly owned subsidiary of Parent, and certain of Parent’s acquired
firms (“Subsidiaries”), under which Parent provides Shared Services and Home Office
Services to the Company, RIA and Subsidiaries. The Company reimburses Parent for such
services on a regular basis. At December 31, 2018, an amount of $1,327,351 is included in the
Receivable from affiliates at December 31, 2018.

The Company has an Administrative Services Agreement with Parent, RIA and Subsidiaries.
Based on this agreement, the Company obtains certain Administrative Services from Parent
through Subsidiaries to support the business activities of the Company, and the Company
reimburses Parent for the expenses associated with such services on a regular basis. At
December 31, 2018, the Statement of Financial Condition includes $571,692 of outstanding
reimbursement to Parent in the Payable to affiliates.

The Company also has an Expense Sharing Agreement with RIA, under which the Company
and RIA agree to share certain assets and services benefiting both parties, allocate associated
expenses in a fair and reasonable manner and reimburse each other on a regular basis. At
December 31, 2018, an amount of $104,706 is included in the Payable to affiliates.

The Statement of Financial Condition also includes $2,963,470 of receivables from affiliates
and $215,467 of payables to affiliates other than Parent and RIA as disclosed above related to
inter-company transactions.

7. Dividends to Parent

During 2018, the Company paid dividends to Parent in the amount of $19,000,000. As a
registered securities broker-dealer, SEC Rule 15¢3-1 requires the Company to provide written
notice to its regulator for any such dividend or capital distribution should certain criteria be
met. The regulator may prohibit the Company from making future cash dividend payments if
the resulting reduction to shareholder’s equity would meet or exceed the defined criteria.

8. Net Capital Requirement

The Company is subject to the Securities and Exchange Commission Uniform Net Capital
Rule (Rule 15¢3-1), which requires the maintenance of minimum net capital and requires that
the ratio of aggregate indebtedness to net capital, both as defined, shall not exceed 15to 1. At
December 31, 2018, the Company’s net capital of $11,774,539 was $10,384,207 in excess of
its required minimum net capital of $1,390,332. The Company’s ratio of aggregate
indebtedness to net capital was 1.77 to 1 as of December 31, 2018. As a member of the NFA,
the Company is subject to a minimum net capital requirement of $1,390,332 pursuant to
Commodity Futures Trading Commission (“CFTC”) regulation 1.17.
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9.

10.

11.

Credit Risk

The Company maintains its cash in bank depository accounts, which, at times, may exceed
federally insured limits. The Company selects depository institutions based, in part, upon
management’s review of the financial stability of the institutions. To date, the Company has
experienced no losses in its depository accounts. At December 31, 2018, all cash and cash
equivalents were held at one institution, which were $18,704,075 in excess of the FDIC limit.

The Company clears securities transactions through the clearing broker on a fully disclosed
basis. Pursuant to the terms of the agreements between the Company and the clearing broker,
the clearing broker has the right to charge the Company for losses that result from
counterparties’ failure to fulfill their contractual obligations. This right applies to all trades
executed through the clearing broker, and therefore the Company believes there is no
maximum amount assignable to this right. At December 31, 2018, the Company did not have
material liabilities with regard to this right.

The Company is further exposed to credit risk for commissions receivable from the clearing
broker and other unaffiliated institutions. Such credit risk is generally limited to the amount of
receivable from brokers, dealers, and clearing organization.

In addition, the Company has the right to pursue collection or performance from the
counterparties who do not perform under their contractual obligations. The Company monitors
the credit standing of the clearing broker and all counterparties with which it conducts
business.

Commitments and Contingencies

In the ordinary course of business, the Company is involved in lawsuits and other claims.
Management will continue to respond appropriately to these lawsuits and claims and
vigorously defend the Company’s interests. The Company has errors and omissions and other
insurance to provide protection against certain losses that arise in such matters, although such
insurance may not cover the costs or losses incurred by the Company.

Subsequent Events
On January 28, 2019 the Company declared a $4,000,000 cash dividend payment to its Parent.

On February 22, 2019, an affiliate of Warburg Pincus LLC signed an agreement to acquire a
majority interest in the indirect parent company of Kestra Investment Services, LLC; however,
The Company does not believe the signing of this agreement impacts its financial statements.

The Company has performed an evaluation of subsequent events from January 1, 2019 through
February 28, 2019 the date of issuance of the financial statements. There have been no other
subsequent events that would require recognition or disclosure in the financial statements as of
December 31, 2018.



