
Net Element, Inc.
Form 10-Q
August 14, 2017

UNITED STATES
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WASHINGTON, D.C. 20549
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(Mark One)

xQUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934

For the quarterly period ended June 30, 2017

OR

¨TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934

For the transition period from __________ to __________

Commission file number: 001-34887

Net Element, Inc.
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(Exact name of registrant as specified in its charter)

Delaware 90-1025599
(State or other jurisdiction of incorporation(I.R.S. Employer
 or organization) Identification No.)

3363 NE 163rd Street, Suite 705
North Miami Beach, Florida 33160
(Address of principal executive offices) (Zip Code)

(305) 507-8808

(Registrant’s telephone number, including area code)

Not applicable

(Former name, former address and former fiscal year, if changed since last report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes x   No ¨

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files). Yes x   No ¨

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, a
smaller reporting company, or an emerging growth company. See the definitions of “large accelerated filer,” “accelerated
filer,” “smaller reporting company,” and “emerging growth company” in Rule 12b-2 of the Exchange Act.

Large accelerated filer ¨ Accelerated filer ¨
Non-accelerated filer ¨ (Do not check if a smaller reporting company) Smaller reporting company x

Emerging growth company ¨
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If an emerging growth company, indicate by check mark if the registrant has elected not to use the extended transition
period for complying with any new or revised financial accounting standards provided pursuant to Section 13(a) of the
Exchange Act. ¨

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes
¨ No x

The number of outstanding shares of common stock, $.0001 par value, of the registrant as of August 11, 2017 was
19,000,385
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Defined Terms

Net Element, Inc. is a corporation organized under the laws of the State of Delaware. As used in this Quarterly Report
on Form 10-Q (this “Report”), unless the context otherwise requires, the terms “Company,” “we,” “us” and “our” refer to Net
Element, Inc. and, as applicable, its majority-owned and consolidated subsidiaries. References in this Report to
“PayOnline” refer, collectively, to PayOnline System LLC, Innovative Payment Technologies LLC, Polimore Capital
Limited and Brosword Holding.

Forward-Looking Statements

This Report contains forward-looking statements within the meaning of Section 27A of the Securities Act of 1933, as
amended, and Section 21E of the Securities Exchange Act of 1934, as amended. Any statements contained in this
Report that are not statements of historical fact may be deemed forward-looking statements. Forward-looking
statements generally are identified by the words “expects,” “anticipates,” “believes,” “intends,” “estimates,” “aims,” “plans,” “may,”
“will,” “continue,” “seeks,” “should,” “believe,” “potential” or the negative of such terms and similar expressions. Forward-looking
statements are based on current plans, estimates and projections, and therefore you should not place too much reliance
on them. Forward-looking statements speak only as of the date they are made, and the Company undertakes no
obligation to update any forward-looking statement in light of new information or future events, except as expressly
required by law. Forward-looking statements involve inherent risks and uncertainties, most of which are difficult to
predict and are generally beyond the Company’s control. The Company cautions you that a number of important
factors could cause actual results or outcomes to differ materially from those expressed in, or implied by, the
forward-looking statements. These factors include, among other factors:

·
the impact of any new or changed laws, regulations, card network rules or other industry standards affecting our
business including the U.S. government decision to impose sanctions or other legal restrictions that may restrict our
ability to do business in Russia;

· the impact of any significant chargeback liability and liability for merchant or customer fraud, which we may not be
able to accurately anticipate and/or collect;

·our ability to secure or successfully migrate merchant portfolios to new bank sponsors if current sponsorships are
terminated;

·our and our bank sponsors’ ability to adhere to the standards of the Visa®, Discover®, American Express® and
MasterCard® payment card associations;

·our reliance on third-party processors and service providers;

·our dependence on independent sales groups (“ISGs”) that do not serve us exclusively to introduce us to new merchant
accounts;

·our ability to pass along increases in interchange costs and other costs to our merchants;

·our ability to protect against unauthorized disclosure of merchant and cardholder data, whether through breach of
our computer systems or otherwise;

·
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the effect of the loss of key personnel on our relationships with ISGs, card associations, bank sponsors and our other
service providers;

· the effects of increased competition, which could adversely impact our financial performance;

· the impact of any increase in attrition due to an increase in closed merchant accounts and/or a decrease in merchant
charge volume that we cannot anticipate or offset with new accounts;

· the effect of adverse business conditions on our merchants;
·our ability to adopt technology to meet changing industry and customer needs or trends;

· the impact of any decline in the use of credit cards as a payment mechanism for consumers or adverse developments
with respect to the credit card industry in general;

· the impact of any adverse conditions in industries in which we obtain a substantial amount of our bankcard
processing volume;

· the impact of seasonality on our operating results;
· the impact of any failure in our systems due to factors beyond our control;
· the impact of any material breaches in the security of third-party processing systems we use;

· the impact of any new and potential governmental regulations designed to protect or limit access to consumer
information;

· the impact on our profitability if we are required to pay federal, state or local taxes on transaction processing or VAT
on content;

· the impact on our growth and profitability if the markets for the services that we offer fail to expand or if such
markets contract;

·our ability (or inability) to continue as a going concern;

·foreign laws and regulations, which are subject to change and uncertain interpretation;

· the Company’s ability (or inability) to obtain additional financing in sufficient amounts or on acceptable terms when
needed;

· the impact on our operating results as a result of impairment of our goodwill and intangible assets;

·our material weaknesses in internal control over financial reporting and our ability to maintain effective controls
over financial reporting in the future; and

·
the other factors described in Part I, Item 1A of our Annual Report on Form 10-K for the fiscal year ended
December 31, 2016 and in Part II, Item 1A of this Report and our subsequent filings with the U.S. Securities and
Exchange Commission (the “Commission”).

If these or other risks and uncertainties (including those described in Part I, Item 1A of our Annual Report on Form
10-K for the fiscal year ended December 31, 2016 and in Part II, Item 1A of this Report and the Company’s subsequent
filings with the Commission) materialize, or if the assumptions underlying any of these statements prove incorrect, the
Company’s actual results may be materially different from those expressed or implied by such statements. We
undertake no obligation to publicly revise any forward-looking statement to reflect circumstances or events after the
date of this Report to reflect the occurrence of unanticipated events. You should, however, review the factors and risks
described in the reports we file from time-to-time with the Commission after the date of this Report.

World Wide Web addresses contained in this Report are for explanatory purposes only and they (and the content
contained therein) do not form a part of and are not incorporated by reference into this Report.
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PART I — FINANCIAL INFORMATION

NET ELEMENT, INC.

UNAUDITED CONDENSED CONSOLIDATED BALANCE SHEETS

June 30,

2017

December 31,

2016
ASSETS
Current assets:
Cash $1,274,279 $621,635
Accounts receivable, net 6,007,143 7,126,429
Prepaid expenses and other assets 1,219,524 1,467,897
Total current assets, net 8,500,946 9,215,961
Fixed assets, net 103,239 117,295
Intangible assets, net 3,308,229 3,589,850
Goodwill 9,643,752 9,643,752
Other long term assets 417,574 603,209
Total assets 21,973,740 23,170,067

LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Accounts payable 7,516,761 7,510,113
Accrued expenses 4,437,601 5,518,823
Deferred revenue 439,074 1,355,972
Notes payable (current portion) 984,720 808,976
Due to related parties 366,636 299,004
Total current liabilities 13,744,792 15,492,888
Notes payable (net of current portion) 6,253,513 3,615,782
Total liabilities 19,998,305 19,108,670

COMMITMENTS AND CONTINGENCIES

STOCKHOLDERS' EQUITY
Series A convertible preferred stock ($.0001 par value, 1,000,000 shares authorized,
no shares
issued and outstanding at June 30, 2017 and December 31, 2016) - -
Common stock ($.0001 par value, 400,000,000 shares authorized and 17,968,317
and
15,353,494 shares issued and outstanding at June 30, 2017 and December 31, 2016) 1,797 1,535
Paid in capital 166,220,080 163,918,685
Accumulated other comprehensive loss (2,620,615 ) (2,486,616 )
Accumulated deficit (161,570,423) (157,442,585)
Non controlling interest (55,404 ) 70,378
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Total stockholders' equity 1,975,435 4,061,397
Total liabilities and stockholders' equity $21,973,740 $23,170,067

See accompanying notes to unaudited condensed consolidated financial statements.

4

Edgar Filing: Net Element, Inc. - Form 10-Q

9



NET ELEMENT, INC.

UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS AND
COMPREHENSIVE LOSS

Three Months Ended June
30 Six Months Ended June 30

2017 2016 2017 2016

Net revenues
Service fees $15,456,310 $12,117,708 $28,362,086 $21,481,528
Branded content 684,731 1,575,140 1,340,896 3,472,379
Total revenues 16,141,041 13,692,848 29,702,982 24,953,907

Costs and expenses:
Cost of service fees 12,653,556 10,003,934 23,475,543 17,602,087
Cost of branded content 664,836 1,480,859 1,302,841 3,267,947
General and administrative 2,599,178 1,999,391 5,430,338 4,087,624
Non-cash compensation 128,537 2,014,589 724,941 2,375,573
Bad debt expense 865,863 125,238 1,145,621 376,979
Depreciation and amortization 573,018 844,535 1,230,381 1,732,653
Total costs and operating expenses 17,484,988 16,468,546 33,309,665 29,442,863
Loss from operations (1,343,947 ) (2,775,698 ) (3,606,683 ) (4,488,956 )
Interest expense, net (322,052 ) (438,976 ) (591,740 ) (589,414 )
Loss from stock value guarantee - (2,162,861 ) - (2,162,861 )
Other income (expense) (49,422 ) (7,705 ) (55,196 ) (29,604 )
Net (loss) income before income taxes (1,715,421 ) (5,385,240 ) (4,253,619 ) (7,270,835 )
Income taxes - - - -
Net loss (1,715,421 ) (5,385,240 ) (4,253,619 ) (7,270,835 )
Net loss attributable to the non controlling interest 75,081 38,792 125,782 76,668
Net loss attributable to Net Element, Inc. stockholders (1,640,340 ) (5,346,448 ) (4,127,837 ) (7,194,167 )
Foreign currency translation loss (146,102 ) (496,041 ) (133,999 ) (525,782 )
Comprehensive loss attributable to common stockholders $(1,786,442 ) $(5,842,489 ) $(4,261,836 ) $(7,719,949 )

Loss per share - basic and diluted $(0.09 ) $(0.46 ) $(0.24 ) $(0.63 )

Weighted average number of common shares outstanding -
basic and diluted 17,715,382 11,635,434 17,099,145 11,464,434

See accompanying notes to unaudited condensed consolidated financial statements.
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NET ELEMENT, INC.

UNAUDITED CONSOLIDATED STATEMENT OF CASH FLOWS

Six Months Ended June
30,
2017 2016

Cash flows from operating activities
Net loss attributable to Net Element, Inc. stockholders $(4,127,837) $(7,194,167)
Adjustments to reconcile net loss to net cash used in operating activities
Non controlling interest (125,782 ) (76,668 )
Share based compensation 596,404 2,375,573
Deferred revenue (916,898 ) (417,887 )
Provision for bad debts 192,895 -
Depreciation and amortization 1,230,381 1,732,652
Non cash interest 94,248 297,434
Changes in assets and liabilities
Accounts receivable 1,913,135 (331,566 )
Prepaid expenses and other assets 284,661 270,932
Accounts payable and accrued expenses (1,845,161) 1,876,961
Net cash used in operating activities (2,703,954) (1,466,736)

Cash flows from investing activities
Client acquisition costs (966,147 ) (741,514 )
Receipt of excess reserves and (purchase) of fixed and other assets 180,423 (214,046 )
Net cash used in investing activities (785,724 ) (955,560 )

Cash flows from financing activities
Proceeds from common stock 1,437,132 -
Proceeds from indebtedness 3,298,792 1,215,000
Repayment of indebtedness (624,918 ) -
Related party advances - 910,045
Net cash provided by financing activities 4,111,006 2,125,045

Effect of exchange rate changes on cash 31,316 (94,905 )
Net  increase (decrease) in cash 652,644 (392,156 )

Cash at beginning of period 621,635 1,025,747
Cash at end of period $1,274,279 $633,591

Supplemental disclosure of cash flow information
Cash paid during the period for:
Interest $397,548 $589,414
Taxes $64,314 $94,718
Non cash activities:
Share issuance for settlement of unpaid compensation $- $1,042,509
Shares issued for redemption of indebtedness $258,107 $971,871
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Shares issued in settlement of advances from board member $- $909,285

See accompanying notes to unaudited condensed consolidated financial statements.
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NET ELEMENT, INC.

NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Organization

Net Element, Inc. (“we”, “us”, “our” or the “Company”) is a global financial technology and value-added solutions group
specializing in mobile payments and other transactional services in emerging countries and in the United States. We
have three reportable segments: (i) North American Transaction Solutions for electronic commerce, (ii) Mobile
Solutions which primarily serves the Russian Federation and Commonwealth of Independent States (“CIS”) and (iii)
Online Solutions. We are differentiated by our proprietary technology which enables us to provide a broad suite of
payment products, end-to-end transaction processing services and superior client support. We are able to deliver these
services across multiple points of access, or “multi-channel,” including brick and mortar locations, software integration,
e-commerce, mobile operator billing, mobile and tablet-based solutions. In the United States, via our U.S. based
subsidiaries, we generate revenues from transactional services and other payment technologies for small and
medium-sized businesses (“SMBs”). Through Digital Provider, LLC (“Digital Provider”) (Russia) and PayOnline
(Russia), we provide transactional services, mobile payment transactions, online payment transactions and other
payment technologies in emerging countries in the Russian Federation, CIS, Europe and Asia.

Business

Our transactional services business enables merchants to accept credit cards as well as other forms of payment,
including debit cards, checks, gift cards, loyalty programs and alternative payment methods in traditional card-present
or swipe transactions, as well as card-not-present transactions, such as those conducted over the phone or through the
Internet or a mobile device. We market and sell our services through both independent sales groups (“ISGs”), which are
non-employee, external sales organizations and other third-party resellers of our products and services, and directly to
merchants through electronic media, telemarketing and other programs, including utilizing partnerships with other
companies that market products and services to local and international merchants. We have agreements with several
banks that sponsor us for membership in the Visa®, MasterCard®, American Express® and Discover® card
associations and settle card transactions for our merchants. These sponsoring banks include Merrick Bank, N.A.,
Esquire Bank, N.A. and Wells Fargo Bank, N.A. From time to time, we may enter into agreements with additional
banks. We perform core functions for merchants such as application processing, underwriting, account set-up, risk
management, fraud detection, merchant assistance and support, equipment deployment and chargeback services.
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Our Mobile Solutions business, Digital Provider, provides direct carrier billing payment solutions. Our relationships
with mobile operators give us substantial geographic coverage, a strong capacity for innovation in mobile payments
and messaging, and the ability to offer our clients in-app, premium SMS (short message services, which is a text
messaging service), Wireless Application Protocol (WAP)-click, one click and other carrier billing services. We also
market our own branded content as a separate line of business for our mobile commerce business from offices in
Russia and Kazakhstan.

PayOnline provides flexible high-tech payment solutions to companies doing business on the Internet or in the mobile
environment. PayOnline specializes in integration and customization of payment solutions for websites and mobile
apps. In particular, PayOnline arranges payment on the website of any commercial organization, which increases the
convenience of using the website and helps maximize the number of successful transactions. In addition, PayOnline is
focused on providing online and mobile payment acceptance services to the travel industry through direct integration
with leading Global Distribution Systems (“GDS”), which include Amadeus® and Sabre®. Key geographic regions that
PayOnline serves include CIS, Eastern Europe, Central Asia, Western Europe, North American and Asia major sub
regions. PayOnline offices are located in Russia, Kazakhstan and in the Republic of Cyprus. See Note 17 for events
that occurred after June 30, 2017.

Aptito is a proprietary, cloud-based payments platform for the hospitality industry, which creates an online consumer
experience in offline commerce environments via tablet, mobile and all other cloud-connected devices. Aptito’s easy to
use point-of-sale (“POS”) system makes things easier by providing a comprehensive solution to the hospitality industry
to help streamline management and operations. Orders placed tableside by customers directly speed up the ordering
process and improve overall efficiency. Aptito's mobile POS system provides portability to the staff while performing
all the same functions as a traditional POS system, and more. 

Company Overview

Net Element is a global financial technology and value-added solutions group that supports companies in accepting
electronic payments in an omni-channel environment that spans across point-of-sale (“POS”), e-commerce and mobile
devices. The Company operates in three segments as a provider of North America Transaction Solutions, Mobile
Payment Solutions and Online Payment Solutions.

7
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We enable merchants of all sizes to accept and process over 100 different payment options in more than 40 currencies,
including credit, debit and prepaid payments. We also provide merchants with value-added services and technologies
including integrated payment technologies, POS solutions, security solutions, fraud management, information
solutions and analytical tools.

We provide a range of solutions to our clients across the value chain of commerce-enabling services and technologies.
We create our value-added solutions from a suite of proprietary technology products which includes cloud-based
applications, processing services, security offerings, and customer support programs that we configure to meet our
clients’ individual needs.

We provide additional services including:

·Payment processing POS solutions and value-added services throughout the United States provided by TOT
Payments doing business as Unified Payments;

·Proprietary cloud-based POS platform for the hospitality industry and SMB merchants
through Aptito and Restoactive;

·Proprietary integrated, global e-commerce and mobile payments processing platform and fraud management system
through PayOnline;

·
Integrated payment processing solutions to the travel industry, which includes integrations with various GDS, such
as Amadeus®, Galileo® and Sabre®, and additional geo filters and passenger name record (PNR) through
Pay-Travel service offered by PayOnline;

·
PayNet Solutions – universal payment platform provided by PayOnline (software-as-a-service (“SaaS”) and White
Label models) provides an opportunity for top clients of PayOnline to develop their own independent business
solutions; and

·Integrated direct-carrier, mobile operator billing solution for small ticket content providers and merchants
throughout selected international markets provided by Digital Provider.

We have operations and offices located within the United States (“U.S.”) (domestic) and outside of the U.S.
(international) where sales, customer service and/or administrative personnel are based. Through U.S. based
subsidiaries, we generate revenues from transactional services, valued-added payment services and technologies for
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SMBs. Through wholly owned subsidiaries, we operate internationally with a focus on transactional services, mobile
payment transactions, online payment transactions, value-added payment services and technologies in selected
international markets.

Our business is characterized by transaction related fees, multi-year contracts, and a diverse client base which allows
us to grow alongside our clients. Our multi-year contracts allow us to achieve a high level of recurring revenues.
While the contracts typically do not specify fixed revenues to be realized thereunder, they do provide a framework for
revenues to be generated based on volume of services provided during the contract’s term.

Basis of Presentation

Use of Estimates

The preparation of condensed consolidated financial statements in conformity with accounting principles generally
accepted in the United States of America (“U.S. GAAP”) requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosures of contingent assets and liabilities as of the balance
sheet date and the reported amounts of expenses for the period presented. Actual results could differ from those
estimates. 

Significant estimates include (i) the valuation of acquired merchant portfolios, (ii) collectability of accounts
receivable, (iii) the recoverability of long lived and indeterminate-lived assets, (iv) the remaining useful lives of
tangible long-lived assets, and (v) the sufficiency of merchant, aggregator, legal, and other reserves. On an ongoing
basis, we evaluate the sufficiency and accuracy of our estimates. Actual results could differ from those estimates.

Reclassifications

Certain reclassifications have been made to the comparative period amounts to conform to our current period
presentation. These reclassifications had no impact on previously presented financial condition or results of
operations.

8
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Cash and Cash Equivalents

We maintain our U.S. dollar-denominated cash in several non-interest bearing bank deposit accounts. All U.S.
non-interest bearing transaction accounts are insured up to a maximum of $250,000, at all FDIC insured institutions.
The bank balances did not exceed FDIC limits at June 30, 2017 and December 31, 2016.

We had $453,572 and $498,308 in uninsured bank accounts in Russia and the Cayman Islands at June 30, 2017 and
December 31, 2016, respectively.

Accounts Receivable and Allowance for Doubtful Accounts

Accounts receivable are stated net of allowance for doubtful accounts. We estimate an allowance based on experience
with our service providers and judgment as to the likelihood of their ultimate payment. We also consider collection
experience and make estimates regarding collectability based on payout trends of the customers. Total allowance for
doubtful accounts was $795,925 and $603,031 at June 30, 2017 and December 31, 2016.

Other Current Assets

We maintain an inventory of POS terminals which we use to service both merchants and independent sales agents. If
the terminals are sold for a fee, we expense the cost of these terminals, plus any setup fees at the time of the sale.
Often, we will provide the terminals as an incentive for merchants and independent sales agents to enter into merchant
contracts with us. The term of these contracts have an average length of three years and the cost of the terminal plus
any setup fees are capitalized and amortized over the contract period. If the merchants early terminate their contract
with us, they are obligated to either return the terminal or pay for the terminal. The Company had $406,822 and
$311,206 in terminals, iPads ® and related equipment as of June 30, 2017 and December 31, 2016, respectively, of
which $397,933 and $308,582 has been placed with merchants as of June 30, 2017 and December 31, 2016,
respectively. Amortization of these terminals amounted to $84,864 and $78,549 for the six months ended June 30,
2017 and June 30, 2016. Amortization of these terminals amounted to $38,323 and $35,285 for the three months
ended June 30, 2017 and June 30, 2016.

Fixed Assets
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We depreciate our furniture and equipment over a term of three to ten years. Computers and software are depreciated
over terms between two and five years. Leasehold improvements are depreciated over the shorter of the economic life
or term of each lease. All of our assets are depreciated on a straight-line basis for financial statement purposes.

Expenditures for repairs and maintenance are charged to operating expense as incurred. Expenditures that increase the
value or productive capacity of assets are capitalized. At the time of retirements, sales, or other dispositions of
property and equipment, the original cost and related accumulated depreciation are removed from the respective
accounts, and the gains or losses are presented as other expenses.

Intangible Assets

Included in our intangible assets are merchant portfolios which represent the net carrying value of merchant customer
bases acquired. Merchant portfolios are amortized on a straight-line basis over their respective contract terms,
generally three to five years. Merchant portfolios are assessed for impairment if events or circumstances indicate that
their respective carrying values are not recoverable from the future anticipated undiscounted net cash flows
attributable to such assets. In such cases, the amount of any potential impairment would be measured as the excess, if
any, of carrying value over the fair value of such assets.

We capitalize direct expenses associated with filing of patents and patent applications and amortize the capitalized
intellectual property costs over five years beginning when the patent is approved.

Additionally, we capitalize the fair value of intangible assets acquired in business combinations. We perform
valuations of assets acquired and liabilities assumed on each acquisition accounted for as a business combination and
allocates the purchase price of each acquired business to its respective net tangible and intangible assets. Acquired
intangible assets include: merchant portfolios, trade names, non-compete agreements, customer relationships and
technology.

Impairment of Long-Lived Assets

We review our long-lived assets for impairment whenever events or changes indicate that the carrying amount of an
asset or group of assets may not be recoverable. During the three months ended June 30, 2017 and 2016, we did not
recognize any charges for impairment of goodwill or intangible assets.

9
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Capitalized Customer Acquisition Costs, Net

Capitalized customer acquisition costs consist of up-front cash payments made to Independent Sales Groups (“ISGs”)
for the establishment of new merchant relationships. Capitalized customer acquisition costs represent incremental,
direct customer acquisition costs that are recoverable through gross margins associated with merchant contracts. The
up-front cash payment to the ISG is based on the estimated gross margin for the first year of the merchant contract.
The deferred customer acquisition cost asset is recorded at the time of payment and the capitalized acquisition costs
are primarily amortized on a straight-line basis over a period of three years.

Management evaluates the capitalized customer acquisition cost for impairment at each balance sheet date by
comparing, on a pooled basis by vintage month of origination, the expected future net undiscounted cash flows from
underlying merchant relationships to the carrying amount of capitalized customer acquisition costs. If the estimated
future net cash flows are lower than the recorded carrying amount, indicating an impairment of the carrying value of
the capitalized customer acquisition costs, the impairment loss is charged to operations.

During the six months ended June 30, 2017 and the twelve months ended December 31, 2016, we recorded additional
capitalized customer acquisition costs of $806,885 and $1,319,820, respectively. Additionally, we recorded $472,680
and $670,543 in related additional amortization for the six months ended June 30, 2017 and the twelve months ended
December 31, 2016, respectively. The balance of customer acquisition costs was $2,031,542 and $1,697,337 at June
30, 2017 and December 31, 2016, respectively and is reflected in intangible assets in the accompanying condensed
consolidated balance sheets.

Accrued Residual Commissions

We report commission payments as a cost of revenues in the accompanying condensed consolidated statement of
operations and comprehensive loss. We pay agent commissions to ISGs and independent sales agents based on the
processing volume of the merchants enrolled. The commission payments are based on varying percentages of the
volume processed by us on behalf of the merchants. Percentages vary based on the program type and transaction
volume of each merchant. We report commission payments as a cost of revenues in the accompanying condensed
consolidated statement of operations and comprehensive loss.

At June 30, 2017 and December 31, 2016, the residual commissions payable to ISGs and independent sales agents
were $940,222 and $1,347,352, respectively.
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We pay agent commission on annual fees between January and April of each year. We amortize the annual fees paid
in equal monthly amounts from date of payment to end of year. We pay our agent commissions for annual fees in
advance of recognizing the associated revenue. We deferred $298,761 and $863,604 of agent commissions paid for
annual fees at June 30, 2017 and December 31, 2016, respectively. Prepaid agent commissions for annual fees are
included in prepaid expenses and other assets, and commissions payable are included in accounts payable in the
accompanying condensed consolidated balance sheets.

Fair Value Measurements

Our financial instruments consist primarily of cash, accounts receivable, merchant portfolios, notes receivable, trade
payables and debt instruments. The carrying values of cash and cash equivalents, accounts receivable and trade
payables are considered to be representative of their respective fair values due to the short-term nature of these
instruments. The carrying amount of the long-term debt of $7.4 million at June 30, 2017 and $4.6 million at December
31, 2016 approximates fair value because current borrowing rate does not materially differ from market rates for
similar bank borrowings. The long-term debt is classified as a Level 2 item within the fair value hierarchy described
below.

We measure certain nonfinancial assets and liabilities at fair value on a nonrecurring basis. Fair value is defined as the
exchange price that would be received for an asset or paid to transfer a liability (an exit price) in the principal or most
advantageous market for the asset or liability in an orderly transaction between market participants at the
measurement date. We use a three-level fair value hierarchy to prioritize the inputs used to measure fair value and
maximizes the use of observable inputs and minimizes the use of unobservable inputs. The three levels of inputs used
to measure fair value are as follows:

Level 1 — Quoted market prices in active markets for identical assets or liabilities as of the reporting date

Level 2 — Observable market based inputs or unobservable inputs that are corroborated by market data

Level 3 — Unobservable inputs that are not corroborated by market data

10
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These non-financial assets and liabilities include intangible assets and liabilities acquired in a business combination as
well as impairment calculations, when necessary. The fair value of the assets acquired and liabilities assumed in
connection with the PayOnline acquisition were measured at fair value by us at the acquisition date. The fair values of
our merchant portfolios are primarily based on Level 3 inputs and are generally estimated based upon independent
appraisals that include discounted cash flow analyses based on our most recent cash flow projections, and, for years
beyond the projection period, estimates based on assumed growth rates. Assumptions are also made regarding
appropriate discount rates, perpetual growth rates, and capital expenditures, among others. In certain circumstances,
the discounted cash flow analyses are corroborated by a market-based approach that utilizes comparable company
public trading values, and, where available, values observed in private market transactions. The inputs used by
management for the fair value measurements include significant unobservable inputs, and therefore, the fair value
measurements employed are classified as Level 3. The goodwill recoverability calculation was primarily based on
observable inputs using company specific information and is classified as Level 3.

Foreign Currency Transactions

We are subject to foreign currency exchange rate risk in our foreign operations in Russia, the functional currency of
which is Russian Ruble, where we generate service fee revenues and interest income and incurs product development,
engineering, website development, and general and administrative costs and expenses. The Russian engineering
operations pay a majority of their operating expenses in their local currencies, exposing us to exchange rate risk. 

We do not engage in any currency hedging activities.

Revenue Recognition

We recognize revenue when the following four basic criteria have been met: (1) persuasive evidence of a sales
arrangement exists, (2) performance of services or delivery of goods has occurred, (3) the sales price is fixed or
determinable, and (4) collectability is reasonably assured. We consider persuasive evidence of a sales arrangement to
be the receipt of a billable transaction from aggregators, merchants or a signed contract. Collectability is assessed
based on a number of factors, including transaction history with the customer and the credit worthiness of the
customer. If it is determined that the collection is not reasonably assured, revenue is not recognized until collection
becomes reasonably assured, which is generally upon receipt of cash. We record cash received in advance of revenue
recognition as deferred revenue.

Our revenues for the three- and six- months ended June 30, 2017 and 2016 are principally derived from the following
sources:
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Transactional Processing Fees: Transactional processing fees are generated primarily from TOT Payments LLC
(doing business as Unified Payments), which is our U.S. transaction processing company, PayOnline, which is our
Russian online transaction processing company and Aptito, our POS solution for restaurants.

Our transactional processing businesses derive revenues primarily from the electronic processing of services
including: credit, debit, electronic benefits transfer and alternative payment methods card processing authorized and
captured through proprietary and third-party networks, electronic gift certificate processing, and equipment sales.
These revenues are recorded as bankcard and other processing transactions when processed. In addition to generating
service fees, Aptito earns monthly license fees for use of its platform.

Typically, fees charged to merchants for these processing services are based on a variable percentage of the dollar
amount of each transaction and in some instances, additional fees are charged for each transaction. Merchant
customers also may be charged miscellaneous fees, including statement fees, annual fees, monthly minimum fees, fees
for handling chargebacks, gateway fees, and fees for other miscellaneous services.

Generally, we (i) are the primary obligor in our arrangements with our merchant customers, (ii) have latitude in
establishing the price of our services, (iii) have the ability to change the product and perform parts of the services,
(iv) have discretion in supplier selection, (v) have latitude in determining the product and service specifications to
meet the needs of our merchant customers, and (vi) assume credit risk. In such cases, we report revenues as gross of
fees deducted by our sponsoring member banks, as well as fees deducted from card-issuing member banks and card
associations (Visa® and MasterCard®) on behalf of our sponsoring member banks for interchange and assessments.
These fees charged by the card associations to process the credit card transactions are recorded separately as a cost of
revenue in the accompanying condensed consolidated statement of operations and comprehensive loss.

We have multiple element arrangements that include bundled transactions with merchants encompassing annual PCI
(payment card industry) fees, annual membership fees, and monthly processing fees.

We adopted Accounting Standard Update (“ASU”) 2009-13, “Multiple–Deliverable Revenue Arrangements.” ASU 2009-13
requires the use of the relative selling price method of allocating total consideration to units of accounting in a
multiple element arrangement and eliminates the residual method. This accounting principle requires an entity to
allocate revenue in an arrangement using estimated selling price deliverables if it does not have vendor specific
objective evidence (VSOE) or third-party evidence (TPE) of selling price.

11
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VSOE is the price charged when the same or similar product or service is sold separately. We define VSOE as a
median price of recent stand-alone transactions that are priced within a narrow range. TPE is determined based on the
prices charged by our competitors for a similar deliverable when sold separately. We evaluate each deliverable in its
arrangements to determine whether it represents a separate unit of accounting. A deliverable constitutes a separate unit
of accounting when it has stand-alone value to our customers. Our products (i.e., POS terminals) and services qualify
as separate units of accounting under ASU 2009-13.

As noted above, merchant customers may be charged miscellaneous fees, including statement fees, annual fees,
monthly minimum fees, fees for handling chargebacks, gateway fees, and fees for other miscellaneous services.

The fair value for annual fees is based on the annual contract renewal price and is deemed to represent stand-alone
selling price based upon VSOE. The fair value for processing is based on prices charged by our competitors for
similar deliverables when sold separately and is deemed to represent stand-alone selling price based upon TPE.

Deferred revenue represents primarily amounts received in advance for annual fee billings and are recognized on a pro
rata basis over the service period.

Service Fees:  Service fees are generated primarily from mobile payment processing services provided to third party
content aggregators by Digital Provider. During July of 2015, Digital Provider began to offer its branded content to
customers. Digital Provider’s revenues for the access of branded content are recorded at the amounts charged to the
mobile subscriber. A corresponding charge to cost of sales for mobile operator and content fees is recorded for
branded content. Revenues for access to branded content are recorded on the income statement as branded content
revenues.

Mobile payment processing revenues for third-party content providers are accounted for as service fees and presented
net of aggregator and mobile operator payments on the condensed consolidated financial statements as these revenues
are considered to be agency fees.

Subscription revenues for our branded content are recognized when a content subscriber initiates the purchase of
access to content using WAP-click, Internet-click, or a SMS-to-short number registered to us.

Digital Provider’s subscription revenues are recorded at the amounts charged to the third party customer. Cost of
revenues for Digital Provider branded content includes fees due to mobile operators and marketing partners, as well as
short number fees.
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Cost of revenues for Digital Provider is comprised primarily of mobile operator fees, content provider fees and fees
for short numbers paid to mobile operators. Additionally, penalties and penalty recoveries are recorded as cost of
sales. Service revenues for mobile payment processing services are presented net as these revenues are considered to
be agency fees.

Cost of revenues for TOT Payments, Aptito and PayOnline is comprised primarily of processing fees paid to third
parties attributable to providing transaction processing and service fees for POS system usage by our merchant
customers. Interchange fees and cost of services are recognized as incurred and generally occur in the same period in
which the corresponding revenue is recognized. Interchange fees are set by the card networks and are paid to the
card-issuing bank. Interchange fees are calculated as a percentage of the dollar volume processed plus a per
transaction fee. We also pay Visa® and MasterCard® network dues.

Net Loss per Share

Basic net loss per common share is computed by dividing net loss applicable to common stockholders by the
weighted-average number of common shares outstanding during the period. Diluted net loss per common share is
determined using the weighted-average number of common shares outstanding during the period, adjusted for the
dilutive effect of common stock equivalents, consisting of shares issuable upon exercise of common stock options or
warrants. In periods when losses are reported, the weighted-average number of common shares outstanding excludes
common stock equivalents because their inclusion would have an anti-dilutive effect. At both June 30, 2017 and
December 31, 2016, we had warrants outstanding to purchase 893,890 shares of common stock. At June 30, 2017 and
December 31, 2016, we had 2,345,221 and 1,936,099 stock options issued and outstanding, respectively, that are
anti-dilutive in effect.

Impairment of Long-Lived Assets

We review our long-lived assets for impairment whenever events or changes indicate that the carrying amount of an
asset or group of assets may not be recoverable. During the quarter ended June 30, 2017 and the year ended December
31, 2016, there was no impairment of goodwill and intangible assets.
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Income Taxes

We account for income taxes under the asset and liability method, which requires the recognition of deferred tax
assets and liabilities for the expected future tax consequences of events that have been included in the condensed
consolidated financial statements. Under this method, deferred tax assets and liabilities are determined on the basis of
the differences between the financial statements and tax basis of assets and liabilities using enacted tax rates in effect
for the year in which the differences are expected to reverse. The effect of a change in tax rates on deferred tax assets
and liabilities is recognized in income in the period that includes the enactment date.

We recognize net deferred tax assets to the extent that our management believes these assets are more likely than not
to be realized. In making such a determination, management considers all available positive and negative evidence,
including future reversals of existing taxable temporary differences, projected future taxable income, tax-planning
strategies, and results of recent operations. If management determines that we would be able to realize our deferred tax
assets in the future in excess of their net recorded amount, an adjustment would be made to the deferred tax asset
valuation allowance, which would reduce the provision for income taxes. In addition, see "Recently Issued
Accounting Pronouncements" below regarding our adoption of guidance related to deferred taxes in the first quarter of
2017.

We account for uncertainty in income taxes using a two-step approach to recognizing and measuring uncertain tax
positions. The first step is to evaluate the tax position for recognition by determining if the weight of available
evidence indicates that it is more likely than not that the position will be sustained on audit, including resolution of
related appeals or litigation processes, if any. The second step is to measure the tax benefit as the largest amount that
is more than 50% likely of being realized upon settlement. We recognize a liability for unrecognized tax benefits as
current to the extent that we anticipate payment (or receipt) of cash within one year. Interest and penalties related to
uncertain tax positions are recognized and recorded as necessary in the provision for income taxes. Our evaluation of
uncertain tax positions was performed for the tax years ended December 31, 2012 and forward, the tax years which
remain subject to examination at June 30, 2017. Please see Note 15 for discussion of our uncertain tax positions.

Recently Issued Accounting Pronouncements

In May 2014, the Financial Accounting Standards Board (“FASB”) issued ASU 2014-09 , “Revenue from Contracts with
Customers,” which supersedes the revenue recognition requirements in Topic 605, “Revenue Recognition” and requires
entities to recognize revenue in a way that depicts the transfer of promised goods or services to customers in an
amount that reflects the consideration to which the entity expects to be entitled in exchange for those goods or
services. In August 2015, the FASB issued ASU 2015-14, which defers by one year the effective date of ASU
2014-09. Accordingly, this guidance is effective for interim and annual periods beginning after December 15, 2017
with early adoption permitted for interim and annual periods beginning after December 15, 2016. We are evaluating
the effects that the adoption of ASU 2014-9 will have on our condensed consolidated financial statements, and do not
expect a material impact on our financial position, results of operations or cash flows.
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In November 2015, the FASB issued ASU No. 2015-17, “Balance Sheet Classification of Deferred Taxes,” which
requires entities to present deferred tax assets and deferred tax liabilities as noncurrent in a classified balance sheet. As
a result, each jurisdiction will now only have one net noncurrent deferred tax asset or liability. We adopted this ASU
in the first quarter of 2017, which had no impact on our financial position, results of operations or cash flows.

In February 2016, the FASB issued ASU 2016-02, “Leases” which, for operating leases, requires a lessee to recognize a
right-of-use asset and a lease liability, initially measured at the present value of the lease payments, in its balance
sheet. The standard also requires a lessee to recognize a single lease cost, calculated so that the cost of the lease is
allocated over the lease term, on a generally straight-line basis. The ASU is effective for public companies for fiscal
years beginning after December 15, 2018, including interim periods within those fiscal years. Early adoption is
permitted. While we are currently evaluating the effects that the adoption of ASU 2016-02 will have on our
consolidated financial statements, we expect an increase in assets and liabilities on our balance sheet associated with
the recognition of right-of-use office leases.

In March 2016, the FASB issued Accounting Standards Update 2016-08 Revenue from Contracts with Customers
(Topic 606) to clarify implementation guidance on principal versus agent considerations (for reporting revenue on a
gross or net basis). The ASU is an amendment to Topic 606, clarifies the implementation guidance, and requires an
entity to account for revenue as an agent when another entity controls the specified good or service before that good or
service is transferred to the customer. This ASU is effective for annual periods beginning after December 15, 2017.
We currently are preparing analyses, across all business lines and customers, to determine the effect of the new
revenue recognition standard.  While we are currently evaluating the effects that the adoption of ASU 2016-08 will
have on our consolidated financial statements, we believe that a portion of our revenue recognized for branded content
in our Mobile Solutions business segment may no longer meet the conditions for gross reporting upon adoption of this
ASU in 2018.
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NOTE 2. BASIS OF PRESENTATION AND PRINCIPLES OF CONSOLIDATION

The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with
U.S. GAAP and reflect all adjustments, which are of a normal and recurring nature, that are, in the opinion of
management, necessary for a fair presentation of our condensed consolidated financial position and results of
operations for the related periods. All significant intercompany transactions and balances have been eliminated in
consolidation. The consolidated results of operations for any interim periods are not necessarily indicative of results to
be expected for the full year. On May 25, 2016, we effected a one-for-ten reverse stock split of our common stock.
These condensed consolidated financial statements give retrospective effect for this change in capital structure for all
periods presented. Following the consolidation principles promulgated by U.S. GAAP, these condensed consolidated
financial statements include the assets, liabilities, results of operations, and cash flows of the following subsidiaries:

(1) TOT Group, Inc., a 100% owned subsidiary formed in Delaware; (2) Netlab Systems, LLC, a wholly owned
subsidiary formed in Florida; (3) NetLab Systems IP, LLC, a wholly owned subsidiary formed in Florida; (4) OOO
Net Element Russia (“Net Element Russia”), a wholly owned subsidiary formed in Russia; and (5) Net Element
Services, LLC, a wholly owned subsidiary formed in Florida.

The subsidiaries listed above are the parent companies of several other subsidiaries, which hold the Company’s
underlying investments or operating entities.

TOT Group is the parent company of TOT Payments, LLC (“TOT Payments”) doing business as Unified Payments a
wholly owned subsidiary formed in Florida, Aptito, LLC, a 80% owned subsidiary formed in Florida (acquired June
18, 2013), TOT Group Europe LTD, a wholly owned subsidiary formed in the United Kingdom, Unified Portfolios,
LLC, a wholly owned subsidiary formed in Florida and OOO TOT Group Russia, a wholly owned subsidiary formed
in Russia.

·TOT Payments, LLC is the parent company of:

-Process Pink, LLC, a wholly owned subsidiary formed in Florida;
-TOT HPS, LLC, a wholly owned subsidiary formed in Florida;
-TOT FBS, LLC, a wholly owned subsidiary formed in Florida;
-TOT New Edge, LLC, a wholly owned subsidiary formed in Florida;
-TOT BPS, LLC, a wholly owned subsidiary formed in Florida

·OOO TOT Group Russia is the parent company of its wholly owned subsidiary OOO Digital Provider (a company
formed in Russia), PayOnline Systems, LLC (a wholly-owned company formed in Russia), Innovative Payment
Technologies, LLC (a wholly-owned company formed in Russia) and TOT Group Kazakhstan, a wholly owned
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subsidiary formed in Kazakhstan.
·Netlab Systems, LLC is the parent company of Tech Solutions LTD (Cayman Islands).

·Net Element Russia is the parent company of a 100% owned OOO TOT Group. Net Element Russia and OOO TOT
Group are inactive and in the process of being liquidated.

·TOT Group Europe LTD is a 100% owner of Polimore Capital Limited (Cyprus) and Brosword Holding Limited
(Cyprus)

All material intercompany accounts and transactions have been eliminated in consolidation.

NOTE 3. LIQUIDITY AND GOING CONCERN CONSIDERATIONS

Our condensed consolidated financial statements have been prepared on a going concern basis, which contemplates
the realization of assets and the settlement of liabilities and commitments in the normal course of business. For the
quarter ended June 30, 2017, we sustained a net loss of $1.7 million and have an accumulated deficit of $161.6
million. Furthermore, we had $5.2 million of negative working capital at June 30, 2017. We sustained a net loss of
$13.6 million for the year ended December 31, 2016 and have an accumulated deficit of $157.4 million and a negative
working capital of $6.3 million at December 31, 2016. The conditions above plus the risk of our ability to secure
sufficient financing in order to pay such obligations raise substantial doubt about our ability to continue as a going
concern.

Failure to successfully continue developing our payment processing operations and maintain contracts with
merchants, mobile phone carriers and content providers to use TOT Group’s services could harm our revenues and
materially adversely affect our financial condition and results of operations.   We face all of the risks inherent in a new
business, including the need for significant additional capital, management’s potential underestimation of initial and
ongoing costs, and potential delays and other problems in connection with developing our technologies and
operations.
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We are continuing with our plan to further grow and expand our payment processing operations in the United States
and emerging markets and seek sources of capital to expand and pay our contractual obligations as they come due.
Management believes that its current operating strategy will provide the opportunity for us to continue as a going
concern as long as we are able to obtain additional financing; however, there is no assurance this will occur. The
accompanying condensed consolidated financial statements do not include any adjustments that might be necessary if
the Company is unable to continue as a going concern.

We are required to continually meet the listing requirements of The Nasdaq Capital Market (including a minimum bid
price for our common stock of $1.00 per share) to maintain the listing of our common stock on The Nasdaq Capital
Market. On November 14, 2016, the bid price of our common stock fell below $1.00 and stayed below $1.00 for 30
consecutive business days. On December 28, 2016, we received a letter from Nasdaq providing us 180 days (until
June 26, 2017) to regain compliance. The Company did not regain compliance and received a delisting notice from
Nasdaq on June 27, 2017. The Nasdaq Listing Qualifications Staff determined that the Company had not regained
compliance with the $1.00 per share minimum bid price requirement of the Nasdaq Listing Rules as of June 26, 2017.
Further, the Company is not eligible for an extension of such period due to the value of the Company’s stockholders’
equity (as reported by the Company in its quarterly report on Form 10-Q filed with the with the Commission on May
15, 2017) being less than the minimum $5 million stockholders’ equity listing requirement for The Nasdaq Capital
Market. We filed an appeal to the delisting with Nasdaq on July 5, 2017 and subsequently presented our appeal at a
hearing with Nasdaq on August 10, 2017. We are currently awaiting the decision of the Nasdaq appeals board, which
we expect to receive in August 2017.

Any delisting of our common stock from The Nasdaq Capital Market could adversely affect our ability to attract new
investors, reduce the liquidity of our outstanding shares of common stock, reduce our flexibility to raise additional
capital, reduce the price at which our common stock trades and increase the transaction costs inherent in trading such
shares with overall negative effects for our stockholders. In addition, delisting of our common stock could deter
broker-dealers from making a market in or otherwise seeking or generating interest in our common stock, and might
deter certain institutions and persons from investing in our securities at all. For these reasons and others, delisting
could adversely affect our business, financial condition and results of operations. See Note 17.

The independent auditors’ report on our consolidated financial statements for the years ended December 31, 2016 and
2015 contain an emphasis paragraph expressing substantial doubt as to our ability to continue as a going concern.

NOTE 4. ACCOUNTS RECEIVABLE

Accounts receivable (net) consist of amounts due from processors and Russian mobile operator intermediaries. Total
net accounts receivable amounted to $6,007,143 and $7,126,429 at June 30, 2017 and December 31, 2016,
respectively. Net accounts receivable consisted primarily of $1,322,818 and $2,391,646 of amounts due from Russian
mobile operators, $208,851 and $185,650 due to PayOnline online processing business and $4,475,474 and
$4,549,133 of credit card processing receivables at June 30, 2017 and December 31, 2016, respectively.
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Our allowance for doubtful accounts was $795,925 and $603,031 at June 30, 2017 and December 31, 2016,
respectively. For the year ended December 31, 2016, we recorded a provision of $500,000 for potentially uncollectible
accounts receivable in our mobile payments business. We recognized an additional provision of $192,895 for the six
months ended June 30, 2017.

NOTE 5. FIXED ASSETS

Fixed assets are stated at cost less accumulated depreciation and amortization as follows:

Useful life
(in years)

June 30,

2017

December
31,

2016
Furniture and equipment 3 - 10 $170,097 $185,301
Computers 2 - 5 187,608 168,942
Total 357,705 354,243
Less: Accumulated depreciation (254,466) (236,948)

Total fixed assets, net $103,239 $117,295

Depreciation expense for fixed assets for the three and six months ended June 30, 2017 was ($15,685) and $17,518,
respectively, and $11,954 and $19,523 respectively, for the three and six months ended June 30, 2016.
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NOTE 6.  INTANGIBLE ASSETS

Shown below are the details of intangible assets at June 30, 2017 and December 31, 2016:

IP Software
Portfolios
and Client
Lists

Client
Acquisition
Costs

PCI
Certification Trademarks Domain

Names

Covenant
Not to
Compete

Total

Balance at
December 31,
2015

$1,548,601 $1,489,175 $1,048,060 $ 355,458 $ 561,772 $339,147 $81,667 $5,423,880

Additions 102,689 - 1,319,820 83 1,422,592
Amortization (1,271,226)$(704,184 ) (670,543 ) (149,668 ) (234,064 ) (145,270) (81,667 ) (3,256,622)
Balance at
December 31,
2016

380,064 784,991 1,697,337 205,790 327,708
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