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INDEPENDENT AUDITORS’ REPORT 125

Board of Directors
SMITH HAYES Financial Services Corporation
Lincoln, Nebraska

We have audited the accompanying statement of financial condition of SMITH HAYES Financial
Services Corporation (the “Company”), a wholly-owned subsidiary of SMITH HAYES Companies, as of
December 31, 2011, that you are filing pursuant to Rule 17a-5 under the Securities Exchange Act of 1934.
This financial statement is the responsibility of the Company's management. Our responsibility is to
express an opinion on this financial statement based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statement is free of material misstatement. An audit includes consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in
the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company's
internal control over financial reporting. Accordingly, we express no such opinion. An audit also includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statement,
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable
basis for our opinion.

In our opinion, such statement of financial condition presents fairly, in all material respects, the financial
position of SMITH HAYES Financial Services Corporation at December 31, 2011, in conformity with
accounting principles generally accepted in the United States of America.

DM < ‘//Oac‘u- uf

February 23,2012

Member of

Deloitte Touche Tohmatsu Limited




SMITH HAYES FINANCIAL SERVICES CORPORATION

STATEMENT OF FINANCIAL CONDITION
AS OF DECEMBER 31, 2011

ASSETS

Cash and cash equivalents $ 2,006,374
Securities owned — at fair value 1,689,913
Commissions receivable 650,525
Due from clearing broker 32,938
Due from affiliates 533,537
Goodwill 86,884
Prepaid expenses and other assets 214,368
TOTAL $ 5214539

LIABILITIES AND STOCKHOLDER’S EQUITY

LIABILITIES:

Accounts payable $ 119,891

Accrued salary and related expenses 1,800,011
Total liabilities 1,919,902

COMMITMENTS AND CONTINGENCIES (NOTE 6)

STOCKHOLDER’S EQUITY:
Common stock — par value $1 per share; authorized, 10,000 shares;
issued and outstanding, 1,000 shares 1,000
Paid-in capital 2,210,234
Retained earnings 1,083,403
Total stockholder’s equity 3,294,637

TOTAL $ 5,214,539

See notes to statement of financial condition.




SMITH HAYES FINANCIAL SERVICES CORPORATION

NOTES TO STATEMENT OF FINANCIAL CONDITION
FOR THE YEAR ENDED DECEMBER 31, 2011

1. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Description of Business — SMITH HAYES Financial Services Corporation (the “Company”) was
incorporated on September 16, 1985 and is a wholly-owned subsidiary of SMITH HAYES Companies
(the “Parent”). The Company operates as a broker/dealer on a “fully-disclosed basis” under agreements
with unaffiliated clearing brokers. Accordingly, the Company is exempt from provisions of Securities
and Exchange Commission Rule 15¢3-3 under paragraph (k)(2)(ii) of the Rule.

Use of Estimates — In preparing the statement of financial condition in conformity with accounting
principles generally accepted in the United States of America, management is required to make
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities as of the date of the statement of financial condition. Actual results could
differ significantly from those estimates.

Cash Equivalents — The Company considers highly 1icjuid investments with a maturity of three months
or less when purchased to be cash equivalents.

Securities Transactions — All transactions with and for customers are made with a clearing broker,
dealer or investment company that carries the accounts of such customers. Proprietary purchases and
sales of securities are recorded on a trade date basis.

Securities Owned — Securities owned consists primarily of municipal warrants and marketable
securities. Municipal warrants of $1,689,403 are carried at fair value. Other securities of $510 are
carried at fair value.

Goodwill — Goodwill was tested for impairment as of December 31, 2011 by comparing fair value to
carrying value. No impairment loss was recognized during the year ended December 31, 2011.

Income Taxes — The Company files a consolidated return for income tax purposes with its Parent.
Effective July 1, 2009, the Company elected a special tax status under Subchapter “S” of the Internal
Revenue Code, which taxes the income of the Company at the stockholder level. Therefore there is no
tax provision reported in the statement of financial condition. The Company did not have any built-in
gains as of July 1, 2009, the date of the Subchapter “S” election. '

The Company has determined that no material uncertain tax positions exist as of December 31, 2011.
The Company’s open tax years for federal income purposes are 2008 through 2011. It is the policy of
the Company to recognize accrued interest and penalties related to uncertain tax positions in income tax
expense.

Subsequent Events — The Company has evaluated subsequent events through the date the statement of
financial condition was issued and has determined that there are no material events that require
adjustment to or disclosure in the statement of financial condition.



NET CAPITAL REQUIREMENT

The Company, as a registered broker and dealer in securities, is subject to the Securities and Exchange
Commission Uniform Net Capital Rule (“Rule 15¢3-1” or “the Rule”). Under Rule 15¢3-1, as amended,
the Company must maintain “net capital” of at least $250,000, and not allow the ratio of “aggregate
indebtedness™ to “net capital”, as those terms are defined in the Rule, to exceed 15 to 1 (“net capital” of
at least 6-2/3% of “aggregate indebtedness”). At December 31, 2011, the Company had aggregate
indebtedness of $1,919,902, net capital of $2,086,510, excess net capital of $1,836,510 and a ratio of
“aggregate indebtedness” to “net capital” of .92 to 1. .

RELATED PARTY TRANSACTIONS

The Company shares office facilities with its Parent and other affiliates. The cost of office space is
allocated to the Company under a month-to-month lease arrangement based on square footage. As of
December 31, 2011, the Company prepaid $60,623 to rent office facilities in January 2012 from the
Parent, which is included in due from affiliates in the statement of financial condition.

The Company is also charged a monthly fee by the Parent for the year ended December 31, 2011 for use
of the furniture and fixtures owned by the Parent. There was no outstanding balance payable to the
Parent as of December 31, 2011.

The Company sells municipal warrants to the Parent and purchases municipal warrants from the Parent.
During the year ended December 31, 2011, the Company purchased municipal warrants from the Parent
with a fair value of $1,305,925, and sold municipal warrants to the Parent with a fair value of $363,794.

The Company received a fee for administrative and other expenses provided to SMITH HAYES
Advisers, Inc. (SHAI), a company related through common ownership, and fees for advisory services
provided by the Company, of which a portion is ultimately paid to the Company’s brokers. As of
December 31, 2011, $472,914 was due from SHAL

EMPLOYEE BENEFIT PLANS

The Company has a 401(k) profit-sharing plan covering substantially all employees. Employees may
contribute up to the maximum amount allowed by federal regulations. The Parent also has an employee
stock ownership plan (ESOP). The Company’s contributions are discretionary and are allocated among
participants eligible to share in the contribution for the plan year. The Company did not make a profit
sharing contribution to the ESOP and will make a 1% contribution to the 401(k) Plan for the year ended
December 31, 2011. At December 31, 2011, $70,902 was accrued for the contribution to the 401(k)
Plan.

LINE OF CREDIT

The Company has a $2,500,000 line of credit with a commercial bank. The purpose is to provide
financing for municipal warrant inventory owned by the Company until resale to customers. The line of
credit is secured by the Company’s underwritten municipal warrants until sold to customers at which
time the line of credit is repaid. The line matures March 31, 2012, and bears interest at 4.5% at
December 31, 2011. At December 31, 2011, there was no outstanding balance on the line of credit. It is
the Company’s intent to renew the line of credit when it matures.



COMMITMENTS AND CONTINGENCIES

In the normal course of business, the Company enters into underwriting commitments. Transactions
relating to such underwriting commitments existing at December 31, 2011 were subsequently settled and
had no material effect on the statement of financial condition as of that date.

The Company is involved in various legal matters from time to time. Management is of the opinion that
none of these other legal actions will result in losses material to the financial position.

FINANCIAL INSTRUMENTS WITH MARKET RISK AND CONCENTRATION OF CREDIT
RISK

As a broker-dealer, the Company is engaged in various trading and brokerage activities serving a diverse
group of corporate, institutional and individual investors. A significant portion of the Company’s
transactions are on a principal basis, which are subject to the risk of counterparty nonperformance. The
Company’s exposure to credit risk associated with the contractual obligations pursuant to securities
transactions can be directly impacted by volatile trading markets which may impair the counterparties’
ability to satisfy their obligations to the Company. The Company’s liability under these arrangements is
not quantifiable. However, the potential for the Company to be required to make payments under these
arrangements is remote. Accordingly, no contingent liability is carried on the statement of financial
condition for these transactions.

The Company has provided a guarantee to its clearing broker. Under the agreement, the Company has
agreed to indemnify the clearing broker for customers introduced by the Company that are unable to
satisfy the terms of their contracts. Unsecured amounts in accounts introduced by the Company
amounted to $315 at December 31, 2011. However, management believes the potential for the
Company to be required to make payments under this agreement is remote. Accordingly, no amounts are
recorded on the statement of financial condition for these contingent liabilities.

Securities owned include municipal warrants. These warrants are issued by municipalities in the State of
Nebraska to obtain funding for economic development projects. In the event these development projects
are not ultimately successfully completed, the Company is at risk that these securities will not be
marketable. As the warrants are purchased with the intent to resell, the Company’s risk is limited to its
holding period of the warrants and the carrying amount of its investment.

The Company believes it has effective procedures for evaluating and limiting the credit and market risks
to which it is subject.

FAIR VALUE OF FINANCIAL INSTRUMENTS

In accordance with the “Fair Value Measurements and Disclosures” Topic of the FASB Accounting
Standards Codification (ASC), the Company categorizes its financial instruments into a three level
hierarchy based on the priority of the inputs to the valuation technique. The fair value hierarchy gives
the highest priority to quoted prices in active markets for identical assets (Level 1) and the lowest
priority to unobservable inputs (Level 3). If the inputs used to measure fair value fall within different
levels of the hierarchy, the category level disclosed is based on the lowest priority level input that is
significant to the fair value measurement of the instrument in its entirety. In summary, the hierarchy
prioritizes inputs to valuation techniques into three levels:

e Level 1 — Quoted prices in active markets for identical assets/liabilities. The Company has no
Level 1 assets.



e Level 2 — Includes prices based on other observable inputs, including quoted prices for similar
assets/liabilities. The Company’s Level 2 assets include municipal warrants.

¢ Level 3 — Includes unobservable inputs and may include the entities own assumptions about
market participant assumptions. The Company’s Level 3 assets include common stock of a
privately held corporation.

The following table summarizes assets measured at fair value on a recurring basis by the “Fair Value
Measurements and Disclosures” Topic of the FASB ASC hierarchy levels described above as of
December 31, 2011:

Level 1 Level 2 Level 3 Total
Securities owned $ - $1,689,403 $ 510 $ 1,689913
Total assets accounted for at fair value: $ - $ 1,689,403 $ 510 $ 1,689,913

The valuation techniques used to measure the fair values by type of investment in the above table
follow:

e Securities owned — The Company’s municipal warrants are categorized as Level 2 as the

Company’s valuations utilize observable sales prices for similar warrants. The common stock
investment is categorized as Level 3 as internal valuations are required.

k k k k *k k
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February 23, 2012

To the Board of Directors
SMITH HAYES Financial Services Corporation
Lincoln, Nebraska

In planning and performing our audit of the financial statements of SMITH HAYES Financial
Services Corporation (the “Company”) as of and for the year ended December 31, 2011 (on which we
issued our report dated February 23, 2012 and such report expressed an unqualified opinion on those
financial statements), in accordance with auditing standards generally accepted in the United States of
America, we considered the Company’s internal control over financial reporting (“internal control”) as
a basis for designing our auditing procedures for the purpose of expressing an opinion on the financial
statements, but not for the purpose of expressing an opinion on the effectiveness of the Company’s
internal control. Accordingly, we do not express an opinion on the effectiveness of the Company’s
internal control.

Also, as required by Rule 17a-5(g)(1) of the Securities Exchange Commission (the “SEC”), we have
made a study of the practices and procedures followed by the Company, including consideration of
control activities for safeguarding securities. This study included tests of compliance with such
practices and procedures that we considered relevant to the objectives stated in Rule 17a-5(g) in
making the periodic computations of aggregate indebtedness and net capital under Rule 17a-3(a)(11)
and for determining compliance with the exemptive provisions of Rule 15¢3-3. Because the Company
does not carry securities accounts for customers or perform custodial functions relating to customer
securities, we did not review the practices and procedures followed by the Company in making the
quarterly securities examinations, counts, verifications and comparisons, and the recordation of
differences required by Rule 17a-13 or in complying with the requirements for prompt payment for
securities under Section 8 of Federal Reserve Regulation T of the Board of Govemors of the Federal
Reserve System.

The management of the Company is responsible for establishing and maintaining internal control and
the practices and procedures referred to in the preceding paragraph. In fulfilling this responsibility,
estimates and judgments by management are required to assess the expected benefits and related costs
of controls and of the practices and procedures referred to in the preceding paragraph and to assess
whether those practices and procedures can be expected to achieve the SEC’s above-mentioned
objectives. Two of the objectives of internal control and the practices and procedures are to provide
management with reasonable but not absolute assurance that assets for which the Company has
responsibility are safeguarded against loss from unauthorized use or disposition, and that transactions
are executed in accordance with management’s authorization and recorded properly to permit the
preparation of financial statements in conformity with generally accepted accounting principles. Rule
17a-5(g) lists additional objectives of the practices and procedures listed in the preceding paragraph.

Because of inherent limitations in internal control and the practices and procedures referred to above,
error or fraud may occur and not be detected. Also, projection of any evaluation of them to future
periods is subject to the risk that they may become inadequate because of changes in conditions or that
the effectiveness of their design and operation may deteriorate.

Member of
Deloitte Touche Tohmatsu Limited



A deficiency in internal control exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned functions, to prevent or
detect and correct misstatements on a timely basis. A significant deficiency is a deficiency, or
combination of deficiencies, in internal control that is less severe than a material weakness, yet
important enough to merit attention by those charged with governance.

A material weakness is a deficiency, or combination of deficiencies, in internal control, such that there
is a reasonable possibility that a material misstatement of the entity’s financial statements will not be
prevented, or detected and corrected on a timely basis.

Our consideration of internal control was for the limited purpose described in the first and second
paragraphs and would not necessarily identify all deficiencies in internal control that might be material
weaknesses. We did not identify any deficiencies in internal control and control activities for
safeguarding securities that we consider to be material weaknesses, as defined above.

We understand that practices and procedures that accomplish the objectives referred to in the second
paragraph of this report are considered by the SEC to be adequate for its purposes in accordance with
the Securities Exchange Act of 1934, and related regulations, and that practices and procedures that do
not accomplish such objectives in all material respects indicate a material inadequacy for such
purposes. Based on this understanding and on our study, we believe that the Company’s practices and
procedures, as described in the second paragraph of this report, were adequate at December 31, 2011,
to meet the SEC’s objectives.

This report is intended solely for the information and use of the Board of Directors, management, the
SEC, Financial Industry Regulatory Authority, Inc. and other regulatory agencies that rely on Rule
17a-5(g) under the Securities Exchange Act of 1934 in their regulation of registered broker-dealers,
and is not intended to be and should not be used by anyone other than these specified parties.

Yours truly,

Dl ¢ Toucke Lo
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