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OATH OR AFFIRMATION

I, KIMTU , swear {or affirm) that, to the best of
my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of

LOYAL3 SECURITIES, INC. , as
of DECEMBER 31,20_16 , are true and correct. 1 further swear (or affirm) that

neither the company nor any partner, proprietor, principal officer or director has any proprietary interest in any account

classified solely as that of a customer, except as follows:

//M/—’
e

Signature

CHIEF EXECUTIVE OFFICER
Title

See MHacksd  Fovim

Notary Public

This report ** contains (check all applicable boxes):

B (a) Facing Page.

BT (b) Statement of Financial Condition.

(c) Statement of Income (Loss).

(d) Statement of Changes in Financial Condition.

(e) Statement of Changes in Stockholders’ Equity or Partners’ or Sole Proprietors’ Capital.

(f) Statement of Changes in Liabilities Subordinated to Claims of Creditors.

(g) Computation of Net Capital.

(h) Computation for Determination of Reserve Requirements Pursuant to Rule 15¢3-3.

(i) Information Relating to the Possession or Contro} Requirements Under Rule 15¢3-3.

() AReconciliation, including appropriate explanation of the Computation of Net Capital Under Rule 15¢3-1 and the
Computation for Determination of the Reserve Requirements Under Exhibit A of Rule 15¢3-3.

(k) A Reconciliation between the audited and unaudited Statements of Financial Condition with respect to methods of
consolidation.

BT (1) An Oath or Affirmation.

O (m) A copy of the SIPC Suppiemental Report.

O (n) Areportdescribing any material inadequacies found to exist or found to have existed since the date of the previous audit.

O OOoOooooo

**For conditions of confidential treatment of certain portions of this filing, see section 240.17a-5(e)(3).




LOYAL3 SECURITIES, INC.

CONTENTS
Form X-17A-5 Facing Page
Report of Registered Independent Public Accounting Firm ................cocooovvivvveveerererennnn. 3
Financial Statement
Statement of Financial CONAItion ..........ceevieruieniieiereeieeectese et e 4
Notes to Financial Statement ................cccooooveviveiiniriveeice ettt ee s e e s 5-17



CALIFORNIA JURAT WITH AFFIANT STATEMENT GOVERNMENT CODE § 8202

See Attached Document (Notary to cross out lines 1-6 below)
See Statement Below (Lines 1-6 to be completed only by document signer{s], not Notary)

Signature of Document Signer No. 1 Signaturé of Document Signer No. 2 (if any)

A notary public or other officer completing this certificate verifies only the identity of the individual who signed the
document to which this certificate is attached, and not the truthfulness, accuracy, or validity of that document.

State of Califq!'nia/ Subscribed and sworn to (or affirmed) before me
County of _Sen Fmnlsip T
ty onthis_28  dayof _febmey 20 U],
b Date Month” Year
Y
(1) /<7m [ “
(and (2) /l/ﬂ )

Name(s) of Signer(s)

ATHENA WAIHING WONG
Commission # 2109362
Notary Public - California
San Francisco County

ires May 21, 2019

g proved to me on the basis of satisfactory evidence
3 to be the person(s) who appeared before me.

Signature 7
Signature of Neéfary Public

Seal
Place Notary Seal Above

OPTIONAL

Though this section is optional, completing this information can deter alteration of the document or
fraudulent reattachment of this form to an unintended document.

Description of Attached Document . W 4
Title or Type of Document: _Annwh Aud>ed Qoloawif' o X ”(745%cument Date: __ 12{ 3/
Number of Pages: > Signer(s) Other Than Named Above: /1[/,)4

LS STNS /8 S S 8 S8 & 5 7 64 S NS SR S NS GRS S8 NS NSRS S G GRS ST S S S S N NS N SRS NSNS I NS IS ST A

©2014 National Notary Association * www.NationalNotary.org « 1-800-US NOTARY (1-800-876-6827) Item #5910







Cash and cash equivalents

LOYAL3 SECURITIES, INC.
STATEMENT OF FINANCIAL CONDITION
December 31, 2016

ASSETS

Cash segregated for regulatory purposes

Deposits with clearing organization
Marketable securities, at fair value
Receivable from customers
Accounts receivable

Equipment and fixtures, net
Prepaids and other assets

Total Assets

Liabilities

Payable to customers

LIABILITIES AND SHAREHODER'S EQUITY

Accounts payable and accrued liabilities

Total Liabilities

Shareholder's Equity
Common stock, $0.01 par value, authorized 1,000,000 shares,

issued and outstanding 930,197 shares

Additional paid-in capital
Accumulated deficit
Treasury stock

Total Shareholder's Equity

Total Liabilities and Shareholder's Equity

The accompanying notes are an integral part of this financial statement.

2,131,382
83,727
284,704
38,318
17,710
49,533
280,790
164,787

3,050,951

78,900
838,101

917,001

9,301
36,662,383
(34,434,734)

(103,000)

2,133,950

3,050,951




LOYALS3 SECURITIES, INC.
NOTES TO FINANCIAL STATEMENT
For the Year Ended December 31, 2016

1. Description of Business

LOYAL3 Securities, Inc. (“LOYAL3” or “the Company™) is a Massachusetts corporation,
which was originally incorporated in 1972 as Merrimack Valley Investments, Inc. and changed
its name to LOYAL3 Securities, Inc. in November 2012 after it was acquired by LOYAL3
Holdings, Inc. (“Holdings” or “the Parent”).

The Parent is a holding company that owns 100% of the equity of LOYAL3. Holdings is
a Delaware corporation incorporated on November 26, 2012.

The Company’s headquarter office is located in San Francisco, CA.

LOYAL3 operates as a self-clearing broker-dealer. The Company’s customers may
engage in securities transactions without incurring any commissions or other fees and can
acquire fractional shares in individual stocks, with a certain minimum amount of investment.
LOYAL3 provides retail investors the ability to participate in initial offerings of securities
(“Social IPO”) and allows issuers to create affinity award programs featuring company stock as a
reward (“Stock Rewards”).

LOYALS3 is a registered broker under the Securities Exchange Act of 1934 and is a
member of the Financial Industry Regulatory Authority (“FINRA”) and Securities Investor
Protection Corporation (“SIPC”).

2. Going Concern

The Company incurred a substantial loss in 2016 in the amount of $11,130,000 as well as
reported negative cash flows from operating activities of $10,124,000. Through December 31,
2016, the Company had accumulated a deficit of $34,435,000. During 2016 the Company
satisfied its working capital needs through capital contributions from the Parent, and such
contributions have continued into 2017 and are expected to be necessary through the course of
the year. These facts raise substantial doubt as to the Company’s ability to continue as a going
concern.

The financial statements have been prepared assuming the Company will continue on a
going concern basis which contemplates the realization of assets and the satisfaction of liabilities
in the normal course of business and do not include any adjustments that might result from
uncertainty about the Company’s ability to continue as a going concern.

Management is evaluating strategic alternatives to address the going-concern uncertainty,
which includes, but is not limited to, selling certain assets, significant expense reductions, and
continuing to seek working capital funding from its Parent. The sale of certain assets could
initiate a wind-down of the Company.



LOYAL3 SECURITIES, INC.
NOTES TO FINANCIAL STATEMENT (CONTINUED)
For the Year Ended December 31, 2016

2. Going Concern (continued)

The Company can give no assurance that it will be successful in identifying satisfactory
strategic alternatives nor can it give assurance that it will be able to sell certain assets, decrease
expenses or raise additional capital. Should the Company not be successful in executing on an
acceptable strategic plan, selling certain assets, decreasing expenses or obtaining the necessary
capital to fund its operations, the Company would need to curtail certain or all of its operational
activities. :

3. Summary of Significant Accounting Policies
Presentation

For the purpose of presentation, except for the tables in Notes 6, 7, 9, 10 and 12, dollar
amounts displayed in these Notes to Financial Statement are rounded to the nearest thousand.

Use of Estimates

The preparation of financial statements in conformity with accounting principles
generally accepted in the United States requires management to make estimates, judgments and
assumptions that affect the reported amounts of assets and liabilities. Actual results could differ
from those estimates. Significant estimates include the allowance for the deferred tax asset.

Cash and Cash Equivalents

The Company considers all highly liquid investments purchased with original maturities
of ninety days or less to be cash equivalents.

Cash Segregated for Regulatory Purposes

The Company is subject to Rule 15¢3-3 under the Securities Exchange Act of 1934,
which requires it to maintain cash or qualified securities in a segregated reserve account for the
exclusive benefits of its customers. In accordance with Rule 15¢3-3, the Company had portions
of its cash segregated for the exclusive benefits of its customers at December 31, 2016.

Restricted Cash

Restricted cash as of December 31, 2016 included cash on deposit with the Company’s
clearing organizations.



LOYAL3 SECURITIES, INC.
NOTES TO FINANCIAL STATEMENT (CONTINUED)
For the Year Ended December 31, 2016

3. Summary of Significant Accounting Policies (continued)
Marketable Securities

Marketable securities in the statement of financial condition consist of financial
instruments carried at fair value with related unrealized gains or losses recognized in the
statement of operations. Marketable securities are those that can readily be sold, either through a
stock exchange or through a direct sales arrangement.

Fair Value of Financial Instruments

Substantially all of the Company’s financial instruments are recorded at fair value or
contract amounts that approximate fair value. The carrying amounts of the Company’s financial
instruments, which include cash and cash equivalents, cash segregated for regulatory purposes,
and restricted cash, approximate their fair values.

Fair Value Measurement—Definition and Hierarchy

The Company follows the provisions of Accounting Standards Codification (“ASC”) 820,
Fair Value Measurement and Disclosures, for its financial assets and liabilities. Under ASC 820,
fair value is defined as the price that would be received to sell an asset or paid to transfer a
liability (i.e., the “exit price”) in an orderly transaction between market participants at the
measurement date.

Where available, fair value is based on observable market prices or parameters, or
derived from such prices or parameters. Where observable prices or inputs are not available,
valuation models are applied. These valuation techniques involve some level of management
estimation and judgment, the degree of which is dependent on the price transparency for the
instruments or market and the instruments’ complexity. Assets and liabilities recorded at fair
value in the statement of financial condition are categorized based upon the level of judgment
associated with the inputs used to measure their fair value. Hierarchical levels, defined by ASC
820 and directly related to the amount of subjectivity associated with the inputs to fair valuation
of these assets and liabilities, are as follows:

Where available, fair value is based on observable market prices or parameters, or
derived from such prices or parameters. Where observable prices or inputs are not available,
valuation models are applied. These valuation techniques involve some level of management
estimation and judgment, the degree of which is dependent on the price transparency for the
instruments or market and the instruments’ complexity. Assets and liabilities recorded at fair
value in the statement of financial condition are categorized based upon the level of judgment
associated with the inputs used to measure their fair value. Hierarchical levels, defined by ASC
820 and directly related to the amount of subjectivity associated with the inputs to fair valuation
of these assets and liabilities, are as follows:



LOYALS3 SECURITIES, INC.
NOTES TO FINANCIAL STATEMENT (CONTINUED)
For the Year Ended December 31, 2016

3. Summary of Significant Accounting Policies (continued)
Fair Value Measurement—Definition and Hierarchy (continued)

Level 1 — Unadjusted, quoted prices are available in active markets for identical assets
or liabilities at the measurement date. The types of assets and liabilities carried at Level 1 fair
value generally are G-7 government and agency Securities, equities listed in active markets,
investments in publicly traded mutual funds with quoted market prices and listed derivatives.

Level 2 — Pricing inputs (other than quoted prices included in Level 1) are either directly
or indirectly observable for the asset or liability through correlation with market data at the
measurement date and for the duration of the instrument’s anticipated life. Fair valued assets
generally included in this category are stock warrants for which market-based implied volatilities
are available, and unregistered common stock.

Level 3 — Pricing inputs are both significant to the fair value measurement and
unobservable. These inputs generally reflect management’s best estimate of what market
participants would use in pricing the asset or liability at the measurement date. Consideration is
given to the risk inherent in the valuation technique and the risk inherent in the inputs to the
model. Fair valued assets generally included in this category are stock warrants for which
market-based implied volatilities are not available.

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

Accounts Receivable

Accounts receivable are recorded at the invoiced amounts. To the extent deemed
necessary, the Company maintains an allowance for estimated losses from the inability of clients
to make required payments. The collectability of outstanding invoices is continually assessed. In
estimating the allowance for doubtful accounts, the Company considers factors such as historical
collections, a client’s current creditworthiness, age of the receivable balance and general
economic conditions that may affect a client’s ability to pay.



LOYAL3 SECURITIES, INC.
NOTES TO FINANCIAL STATEMENT (CONTINUED)
For the Year Ended December 31, 2016

3. Summary of Significant Accounting Policies (continued)
Equipment and Fixtures

Equipment and fixtures are reported at historical cost, net of accumulated depreciation.
Depreciation is computed using the straight-line method over useful lives of three to five years.
Costs of major additions and betterments that extend the useful lives of the assets are capitalized.
When assets are retired or otherwise disposed of, the costs and related accumulated depreciation
are removed from the accounts and any gain or loss on disposal is recognized.

Contingent Liabilities

Certain conditions may exist as of the date the financial statements are issued, which may
result in a loss to the Company, but which will only be resolved when one or more future events
occur or fail to occur. The Company assesses such contingent liabilities, and such assessment
inherently involves an exercise of judgment. In assessing loss contingencies related to legal
proceedings that are pending against the Company, or un-asserted claims that may result in such
proceedings, the Company evaluates the perceived merits of any legal proceedings or un-asserted
claims, as well as the perceived merits of the amount of relief sought or expected to be sought
therein.

If the assessment of a contingency indicates that it is probable that a material loss has
been incurred and the amount of the liability can be estimated, then the estimated liability would
be accrued in the Company’s financial statements. If the assessment indicates that a potentially
material loss contingency is not probable, but is reasonably possible, or is probable but cannot be
estimated, then the nature of the contingent liability and an estimate of the range of possible
losses, if determinable and material, would be disclosed.

Loss contingencies considered remote are generally not disclosed, unless they involve
guarantees, in which case the guarantees would be disclosed. There can be no assurance that
such matters will not materially and adversely affect the Company’s business, financial position,
and results of operations or cash flows.

Income Taxes

The Company accounts for income taxes under the provisions of ASC 740 — Income
Taxes. ASC 740 requires the recognition of deferred tax assets and liabilities for both the
expected impact of differences between the financial statements and tax basis of assets and
labilities and the expected future tax benefit to be derived from tax loss and tax credit carry-
forwards. ASC 740 additionally requires the establishment of a valuation allowance to reflect the
likelihood of realization of deferred tax assets.



LOYAL3 SECURITIES, INC.
NOTES TO FINANCIAL STATEMENT (CONTINUED)
For the Year Ended December 31, 2016

3. Summary of Significant Accounting Policies (continued)
Income Taxes (continued)

The Company uses the asset and liability method of accounting for income taxes.
Deferred tax assets and liabilities are recognized for the estimated future tax consequences
attributable to differences between the financial statement carrying amounts of existing assets
and liabilities and their respective tax bases. Deferred tax assets and liabilities are determined
based on temporary differences between the financial statement carrying amounts and the tax
basis of assets and liabilitics using enacted tax rates in effect in the years in which temporary
differences arc expected to reverse. A valuation allowance is recorded to reduce deferred tax
asscts to an amount whose realization is more likely than not. The effect on deferred tax assets
and liabilities of a change in tax rates is recognized in the statement of operations in the period
that includes the enactment date.

Subsequent Events

The Company has evaluated all subsequent events up to the date this financial statement
was issued.

Adoption of New Accounting Pronouncements

In February 2016, the FASB issued ASU No. 2016-02, Leases (Topic 842), which
requires lessees to recognize a liability associated with obligations to make payments under the
terms of the arrangement in addition to a right-of-use assct representing the lessee’s right to use,
or contro] the use of the given asset assumed under the lease. The standard will be effective for
nonpublic business entities beginning after December 15, 2019. Early adoption is permitted. The
Company is currently evaluating this new standard and the impact it will have on its financial
statements and processes.

In March 2016, the FASB issued Accounting Standards Update (ASU) No. 2016-09,
Compensation — Stock Compensation (Topic 718), which is secking to simplify the accounting
for share-based payment transactions, including the income tax consequences and classification
of awards as neither equity nor liabilitics. The standard will be effective for nonpublic business
entities beginning after December 15, 2017. Early adoption is permitted. The Company is
currently evaluating this new standard and the impact it will have on its financial statements,
information technology systems, process, and internal controls.

10



LOYAL3 SECURITIES, INC.
NOTES TO FINANCIAL STATEMENT (CONTINUED)
For the Year Ended December 31, 2016

4. Cash Segregated for Regulatory Purposes

Under Rule 15¢3-3 of the Securities Exchange Act of 1934, at December 31, 2016, cash
in the amount of $84,000 was segregated in special reserve bank accounts for the exclusive
benefits of customers.

5. Deposits with Clearing Organization

At December 31, 2016, the Company had deposits with its clearing organization of
$285,000. At December 31, 2016, the required minimum balance was $285,000. The amount
was held in an interest bearing account.

6. Fair Value Measurement

A description of the valuation methodology applied to the Company’s major categories of
assets measured at fair value on a recurring basis follows. There have been no changes in the
methodology used at December 31, 2016.

Marketable Securities — consist of exchange-traded equity securities valued using quoted
market prices. This method may result in a fair value that may not be indicative of net realizable
value or reflective of future fair values. Furthermore, although the Company believes its
valuation methodology is appropriate and consistent with industry practice, the use of different
methodologies or assumptions to determine the fair value of certain financial instruments could
result in a different fair value measurement at the reporting date.

The' following table summarizes the valuation of the Company’s financial assets at
December 31, 2016:

Assets at Fair Value at December 31, 2016

Level 1 Level 2 Level 3 Total

Assets - Marketable Securities
Corporate equities $ 38318 § - $ -3 38,318

$ 38318 $ - $ - $ 38,318

11



LOYAL3 SECURITIES, INC.
NOTES TO FINANCIAL STATEMENT (CONTINUED)
For the Year Ended December 31, 2016
7. Equipment and Fixtures

Equipment and fixtures consist of the following:

Computer hardware $ 56,481
Computer software 547,025
Other 22,500
626,006

Less accumulated depreciation (345,216)
§ 280,790

8. Payable to Customers

- Payable to customers consist of securities failed to receive and customer free credits at
December 31, 2016, all of which have been outstanding less than 30 days.

9. Income Taxes

Deferred income taxes reflect the net tax effects of temporary differences between the
carrying amounts of assets and liabilities for financial reporting purposes and the amounts used
for income tax purposes. In assessing the realization of deferred tax assets, management
considers whether it is more likely than not that some portion or all of the deferred tax assets will
not be realized. The ultimate realization of deferred tax assets is dependent upon the generation
of future taxable income during the periods in which temporary differences representing net
future deductible amounts become deductible. ASC 740 requires that a valuation allowance be
established when it is “more likely than not” that all, or a portion of, deferred tax assets will not
be realized. A review of all available positive and negative evidence needs to be considered,
including a company’s performance, the market environment in which the company operates, the
. length of carry-back and carry-forward periods, and expectations of future profits.

The Company believes that significant uncertainty exists with respect to future realization
of the deferred tax assets and has therefore established a full valuation allowance as of December
31, 2016. For the year ended December 31, 2016 the change in deferred tax asset valuation
allowance was approximately $3.7 million.

12



LOYAL3 SECURITIES, INC.
NOTES TO FINANCIAL STATEMENT (CONTINUED)
For the Year Ended December 31, 2016

9. Income Taxes (continued)

As of December 31, 2016 the Company’s deferred tax assets consisted of the effects of
temporary differences attributable to the following:

Federal net operating loss carryovers $ 11,569,576
State net operating loss carryovers 1,077,780
Stock based compensation 2,560
Capital loss 439
State taxes 272
Charitable contribution 68
Fixed asset depreciation 3
Total 12,650,698
Valuation allowance (12,650,698)
Deferred tax asset, net of valuation allowance $ -

The Company evaluated the provisions of ASC 740 related to the accounting for
uncertainty in income taxes recognized in an enterprise’s financial statements. ASC 740
prescribes a recognition threshold and a measurement attribute for the financial statement
recognition and measurement of tax positions taken or expected to be taken in a tax return. For
those benefits to be recognized, a tax position must be more-likely-than-not to be sustained upon
examination by taxing authorities. Differences between tax positions taken or expected to be
taken in a tax return and the benefit recognized and measured pursuant to the interpretation are
referred to as "unrecognized benefits." A liability is recognized (or amount of net operating loss
carry forward or amount of tax refundable is reduced) for an unrecognized tax benefit because it
represents an enterprise's potential future obligation to the taxing authority for a tax position that
was not recognized as a result of applying the provisions of ASC 740.

As of December 31, 2016, no liability for unrecognized tax benefits was required to be
reported. The Company does not expect any significant changes in its unrecognized tax benefits

in the next year.

The Company is included in US federal and state tax returns with its Parent. These tax
returns are subject to examination by tax authorities for years beginning in December 31, 2013.

13



LOYALS3 SECURITIES, INC.
NOTES TO FINANCIAL STATEMENT (CONTINUED)
For the Year Ended December 31, 2016

10. Regulatory Capital Requirements

The Company is a broker-dealer subject to Rule 15¢3-1 of the Securities and Exchange
Commission (“SEC™), which specifies uniform minimum net capital requirements, as defined,
for its registrants. As of December 31, 2016, LOYAL3 had regulatory net capital, as defined, of
$1,633,000, which exceeded the minimum net capital requirements by $1,383,000.

LOYAL3 has elected to calculate its net capital under the aggregate indebtedness
method, whereby its aggregate indebtedness may not be greater than fifteen times its net capital,
as defined. As of December 31, 2016, LOYAL3’s aggregate indebtedness to net capital ratio was
0.51 to 1.00.

Advances to parent, dividend payments and other equity withdrawals by the Company
are subject to certain notification and other provisions of the SEC and FINRA rules. In addition,
the Company subject to certain notification requirements related to withdrawals of excess net
capital.

11. Employee Benefit Plans

The Company has a 401(k) defined contribution plan. The 401(k) plan allows eligible
employees to contribute up to 15% of their compensation, subject to a statutory prescribed
annual limit. Employee contributions and earnings thereon vest immediately. Although the
Company may make discretionary contributions to the 401(k) plan, none were made during the
year ended December 31, 2016.

12. Commitments and Contingencies

In connection with its underwriting activities, the Company enters into firm commitments
for the purchase of securities in return for a fee. These commitments require the Company to
purchase securities at a specified price. Securities underwriting exposes the Company to market
and credit risk, primarily in the event that, for any reason, securities purchased by the Company
cannot be distributed at anticipated price level. As of December 31, 2016, the Company had no
open underwriting commitments.

The following is a table summarizing the Company’s significant contractual obligations
as of December 31, 2016, consisting of non-cancellable payments under office and operating

leases with initial or remaining terms in excess of one year.

Office Leases Operating Leases Total

2017 $ 645,090 $ 1,105,000 $ 1,750,090
2018 163,150 225,000 388,150
Total Commitments $ 808,240 $ 1,330,000 $ 2,138,240

14



LOYAL3 SECURITIES, INC.
NOTES TO FINANCIAL STATEMENT (CONTINUED)
For the Year Ended December 31, 2016

12. Commitments and Contingencies (continued)

The Company leases its San Francisco corporate office under a non-cancelable operating
lease that expires in March 2018. In March 2016, the landlord agreed to recapture the 10™ floor
lease from the Company without penalty. The Company’s New York office lease expired in
August 2016.

The operating leases in the table above include non-cancelable contracts for clearing
services.

Concentration and Credit Risk

Substantially all of the Company’s cash and cash equivalents are held at two major U.S.
financial institutions. The majority of the Company’s cash equivalents consist of short-term
certificates of deposit. Deposits held with banks may exceed the amount of insurance provided
on such deposits. Generally, these deposits may be redeemed upon demand.

At December 31, 2016, amount due from one client accounted for more than 10%
(approximately $28,000) of the accounts receivable.

The Company is also exposed to credit risk as it relates to the collection of receivables from
third parties. '

Legal Proceedings

The Company is one of the underwriter defendants in certain litigation arising out of the
initial public offering (“IPO”) of Santander Consumer USA Holdings Inc. (“SCUSA™) in
January 2014. The underwriters, including LOYAL3, received customary indemnification in
connection with the IPO.

Deka Investment GMBH, et al, v. Santander Consumer USA Holdings, Inc., et al., Case No.
3:15-CV-2129-K (N.D. Tex.); Steck v. Santander Consumer USA Holdings Inc., 14-cv-6942
(JPO) (S.D.N.Y.); Kumar v. Santander Consumer USA Holdings Inc., C.A. No. 3:14-cv-
03746-K (N.D. Tex.)

On August 26, 2014, a purported securities class action lawsuit was filed in the United
States District Court, Southern District of New York, initially captioned Steck v. Santander
Consumer USA Holdings Inc. (“SCUSA”™) et al., No. 1:14-cv-06942 (the Deka Lawsuit). The
Deka Lawsuit was brought against SCUSA, certain of its current and former directors and
executive officers and institutions that served as underwriters in SCUSA's IPO (including
LOYAL3) on behalf of a class consisting of those who purchased or otherwise acquired
SCUSA’s shares in connection with SCUSA’s January 23, 2014 initial public offering (“IPO™).
In June 2015, the venue of the Deka Lawsuit was transferred to the United States District Court,
Northern District of Texas.

15



LOYAL3 SECURITIES, INC.
NOTES TO FINANCIAL STATEMENT (CONTINUED)
For the Year Ended December 31, 2016

12. Commitments and Contingencies (continued)
Legal Proceedings (continued)

The Deka Lawsuit alleges that SCUSA’s Registration Statement and Prospectus
contained misleading statements concerning SCUSA’s ability to pay dividends and the adequacy
of SCUSA’s compliance systems and oversight, and seeks damages and other relief.

On September 21, 2016, the court issued a class certification scheduling order, which set
a schedule for class certification discovery and the briefing of Plaintiffs’ motion for class
certification, and stayed all discovery on the merits of the case. Plaintiffs filed their motion for
class certification on December 2, 2016. Defendants’ response to the motion was filed on
February 17, 2017, and plaintiffs’ reply in support of their motion for class certification is due on
March 31, 2017.

Since LOYAL3’s underwriting participation was de minimis and all the underwriters
received customary indemnification in connection with the IPO, the Company believes that no
accrual was necessary.

From time to time, the Company is involved in ordinary routine litigation incidental to
the business.

13. Financial Instruments, Off-Balance Sheet Arrangements and Indemnification
Financial Instruments

The Company trades securities that are traded in the United States stock exchanges. As of
December 31, 2016, the Company had not entered into any transactions involving financial
instruments that would expose the Company to significant related off-balance-sheet risk.

Market risk is primarily caused by movements in market prices of the Company’s trading
and investment account securities. The Company’s trading securities and investments are also
subject to interest rate volatility. The Company manages market risk through its internal risk
management policy and procedures.

Off-Balance Sheet Arrangements

The Company was not a party to any off-balance sheet arrangements during the year
ended December 31, 2016.
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13. Financial Instruments, Off-Balance Sheet Arrangements and Indemnification
(continued)

Indemnification

The Company places and executes customer orders. The orders are then settled by a
clearing organization that maintains custody of customers’ securities. Through indemnification
provisions in agreement with the clearing organization, customer activities may expose the
Company to oft-balance-sheet credit risk. Financial instruments may have to be purchased or
sold at prevailing market prices in the event a customer fails to settle a trade on its original terms
or in the event cash and securities in customer accounts are not sufficient to fully cover customer
obligations. The Company secks to control the risks associated with customer activities through
* customer screening and selection procedures, as well as through requirements on customers to
maintain adequate collateral in compliance with various regulations and clearing organization
policies.

14. Subsequent Events

The Company evaluates subsequent events that have occurred after the balance sheet date
but before the financial statements are issued. There are two types of subsequent events: (1)
recognized, or those that provide additional evidence about conditions that existed at the date of
the balance sheet, including the estimates inherent in the process of preparing financial
statements, and (2) non-recognized, or those that provide evidence about conditions that did not
exist at the date of the balance sheet but arose after that date. Based on the evaluation, except for
the following, the Company did not identify any other recognized subsequent events that would
have required adjustment to the financial statements.

On February 3, 2017, February 6, 2017 and February 17, 2017, the Parent made capital
contributions to the Company in the amounts of $40,000, $60,000 and $270,000, respectively.
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