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OATH OR AFFIRMATION

I, Gabriel Ricciardelli _, swear (or affirm) that, to the best of my knowledge and belief the
accompanying financial statement and supporting schedules pertaining to the firm of
TradeStation Securities, Inc. , as of December 31, 2005, are true and correct. I 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:

L

Signature

V.P. of Finance & Treasurer

Title
‘ ;: n;: 2&'-,,_ . An:sonn K&Dgxoig%go
Y f=’ ~ o5 AMMIs3Iod # |
/N)B/ry Public i =y igd Expires: APRIL 07, 2008
—'rf A Q\\\: Bonded  Thru
%, 0F S8 atlandc Bonding Co. Inc
This report** contains (check all applicable boxes):
(a) Facing Page.
Bl (b) Statement of Financial Condition.
M (c) Statement of Income (loss).
(d) Statement of Cash Flows, ‘
(e) Statement of Changes in Stockholders Equity or Partners’ or Sole Proprietor’s Capital.
(f) Statement of Changes in Liabilities Subordinated to Claims of Creditors.
B (g0 Computation of Net Capital.
(h) A Reconciliation, including appropnate explanation, of the Computation of Net Capital Under Rule 15¢3-1 and
the Computation for Determmatlon of the Reserve Requirement Under Exhibit A of Rule 15¢3-3.
O (i) A Reconciliation between the audited and unaudited statements of Financial Condition with respect to methods
of consolidation.
() An Oath or Affirmation.
O (k) A copy of the SIPC Supplemental Report.
() A report describing any material lnadequacnes found to exist or found to have existed since the date of the
previous audit.
O (m) Exemptive Provision Rule under 15¢3-3.

**For conditions of confidential treatment of certain portions of this filing, see
Section 240.17a-5(e)(3).
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E-” ERNST& YOUNG ® Ernst & Young LLp & Phone: (954) 888-8000

Suite 700 WWW.ey.Com
100 Northeast Third Avenue
Fort Lauderdale, Florida 33301-1166

 Report of Independent Certified Public Accountants

The Board of Directors and Shareholder of
TradeStation Securities, Inc.

I
We have audited the accompanying statement of financial condition of TradeStation Securities
Inc. (the Company) as of December 31, 2005. The statement of financial condition is the
responsibility of the Company’s management. Our responsibility is to express an opinion on the
statement of financial condition based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United
States. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes
consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an
opinion on the effectiveness of the Company s internal control over financial reporting.
Accordingly, we express no such opinion. An audit also includes examining, on a test basis,
evidence supporting the amounts and disclosures in the statement of financial condition,
assessing the accounting pr1n01p}es used and significant estimates made by management, and
evaluating the overall financial ‘statement presentation. We believe that our audit provides a
reasonable basis for our opinion.

In our opinion, the statement of financial condition referred to above presents fairly, in all
material respects, the financial position of the Company as of December 31, 2005, in conformity

with accounting principles generally accepted in the United States.
M ¥ MLLP

Fort Lauderdale, Florida,
February 7, 2006

0602-0715110 | ]
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TradeStation Securities, Inc.
Statement of Financial Condition

December 31, 2005

Assets

Cash and cash equivalents

Cash segregated in compliance with federal regulations

Receivables from brokers, dealers, clearing organizations and
clearing agents

Receivables from brokerage customers, net

Interest receivable

Deferred income tax assets

Property and equipment, net

Deposits with clearing organizations

Other assets

Total assets

Liabilities and shareholder’s equity
Liabilities:
Payables to brokers, dealers and clearing organizations
Payables to brokerage customers
Accounts payable and accrued liabilities
Due to Group companies
Income taxes payable
Total liabilities

Shareholder’s equity:
Common stock, $1.00 par value; 1,000 shares authorized;
100 issued and outstanding
Additional paid-in capital
Retained earnings
Total shareholder’s equity
Total liabilities and shareholder’s equity

See accompanying notes.
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$ 39,729,572
426,061,999

36,033,229
58,132,743
1,480,469
211,642
497,008
11,243,184
1,362,300

$574.752.146

$ 789,824
524,129,269
2,623,382
1,937,334
7,294,287

536,774,096

100
26,398,403
11,579,547

37,978,050

$574.752,146




TradeStation Securities, Inc.

Notes to Statement of Financial Condition

December 31, 2005

1. Description of Business

TradeStation Securities, Inc. (the Company or TradeStation Securities), a Florida corporation
formed in 1995, is a wholly owned subsidiary of TradeStation Group, Inc. (the Parent Company
or Group). TradeStation Securities, an online securities broker-dealer and futures commission
merchant, offers TradeStation to the active trader and certain institutional trader markets.
TradeStation is a direct market access (DMA) electronic trading platform that enables customers
to design, test and monitor their own custom trading strategies and then automate them with
direct-access order execution. The trading platform currently offers streaming real-time equities,
equity options, futures and forex market data, manual or automated direct-access execution of
equities, options and futures trades, and manual execution of forex trades through a third-party
platform.

In September 2004, the Company commenced equities self-clearing operations for its active
trader client base and commenced omnibus clearing of its standardized equity option trades
through Broadcort, a division of Merrill Lynch. On March 29, 2005, following issuance of its
membership in the Options Clearing Corporation (OCC), the Company commenced full self-
clearing of its standardized equity options trades for its active trader client base. Clearing
operations include the confirmation, settlement, delivery and receipt of securities and funds and
record-keeping functions involved in the processing of securities transactions. As the clearing
broker for its equities active trader client base, the Company maintains custody and control over
the assets in those clients’ accounts and provides the following back office functions:
maintaining customer accounts; éxtending credit in a margin account to the customer; settling
stock transactions with the National Securities Clearing Corporation (and, for options, with the
OCC); settling commissions and clearing fees; preparing customer trade confirmations and
statements; performing designated cashier functions, including the delivery and receipt of funds
and securities to or from the customer; possession or control of customer securities, safeguarding
customer funds, transmitting tax accounting information to the customer and to the applicable
tax authorities; and forwarding prospectuses, proxies and other shareholder information to
customers.

Prior to September 2004, all securities trades were cleared through Bear, Stearns Securities Corp.
The Company continues to clear, institutional account trades through Bear, Stearns Securities
Corp. on a fully disclosed basis. Futures trades are cleared through R.J. O’Brien & Associates
and forex trades, through July 15, 2005, were cleared through R.J. O’Brien Foreign Exchange,
each on a fully disclosed basis. Subsequent to July 15, 2005, forex trades have been cleared
through Gain Capital Group, Inc. on a fully disclosed basis (Bear, Stearns Securities Corp.,
Broadcort, R.J. O’Brien & Associates, R.J. O’Brien Foreign Exchange, and Gain Capital Group,
Inc. are collectively referred to as “clearing agents” or “clearing agent firms™).

0602-0715110 ‘ 3



TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

1. Description of Business (continued)

The Company is a member and subject to the rules and requirements of the NASD, New York
Stock Exchange, Securities Investor Protection Corporation, National Futures Association, the
National Securities Clearing Corporation and Depository Trust Company (together, the
Depository Trust & Clearing Corporation or DTCC), OCC, American Stock Exchange,
Archipelago Exchange, Boston Options Exchange, Chicago Board Options Exchange, Eurex US,
International Stock Exchange, Pacific Exchange and Philadelphia Stock Exchange. The
Company’s business is also subject to rules and requirements of the Securities and Exchange
Commission, Commodity Futures Trading Commission and state regulatory authorities (the firm
is registered to conduct its brokerage business in all 50 states and the District of Columbia). The
DTCC and the OCC, together with other organizations, if any, that perform similar clearing or
depository roles for their members, are collectively referred to in this report as “clearing
organizations.”

The Company is headquartered in' Plantation, Florida and has a branch office in Texas.
2. Summary of Significant Accounting Policies

The following is a summary of significant accounting policies adhered to in the preparation of
the statement of financial condition:

Use of Estimates — The preparation of financial statements in conformity with accounting
principles generally accepted in the United States requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent
assets and liabilities at the date of the financial statements. Actual results could differ from those
estimates.

Cash and Cash Equivalents — The Company classifies all highly liquid investments with an
original maturity of three months or less to be cash equivalents. Cash and cash equivalents
consist primarily of cash and money market funds held primarily at JPMorgan Chase Bank, N.A.
or one of its banking affiliates (JPMorgan Chase). Based upon the year-end calculation of cash
segregated in compliance with federal regulations (see below), the cash and cash equivalents
balance may increase or decrease on the second business day subsequent to year-end. On
January 4, 2006, $9.5 million of the $39.7 million of cash and cash equivalents shown on the
Company’s balance sheet as of December 31, 2005 was transferred to cash segregated in
compliance with federal regulations. (See Cash Segregated In Compliance With Federal
Regulations below, and Note 13 — Commitments and Contingencies — Restricted Cash.)

0602-0715110 ; 4
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TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

2. Summary of Significant Accdunting Policies (continued)

Cash Segregated In Compliance With Federal Regulations — Cash segregated in compliance
with federal regulations, consisting primarily of interest-bearing cash deposits of $426.1 million
as of December 31, 2005, have been segregated in special reserve bank accounts at JPMorgan
Chase for the exclusive benefit of customers under Rule 15¢3-3 of the Securities Exchange Act
of 1934 and other regulations. On the second business day of each month, if required, this
amount is adjusted based upon the month-end calculation. On January 4, 2006, the
$426.1 million of cash segregated in compliance with federal regulations as of December 31,
2005 was increased by $9.5 million to $435.6 million.

Receivables from Brokers, Dealers, Clearing Organizations and Clearing Agents -
Receivables from brokers, dealers, clearing organizations and clearing agents consist primarily
of securities borrowed from broker-dealers (see Securities Borrowed and Loaned below). In
addition, the Company services some of its securities customer accounts through Bear, Stearns
Securities Corp. and its futures and forex customer accounts through R.J. O’Brien & Associates
and Gain Capital, Inc., respectively, on a fully disclosed basis. These clearing agents provide
services, handle the Company’s customers’ funds, hold securities, futures and forex positions,
and remit monthly activity statements to the customers on behalf of the Company. The
receivables from these clearing agents relate primarily to commissions earned by the Company
for trades executed and/or cleared by the clearing agents on behalf of the Company. (See Note 3
— Receivables from Brokers, Dealers, Clearing Organizations and Clearing Agents.)

Securities Borrowed and Loaned — Securities borrowed transactions are recorded at the amount
of cash collateral advanced to the lender and require the Company to provide the counterparty
with collateral in the form of cash. The Company monitors the market value of securities
borrowed on a daily basis, and collateral is adjusted as necessary based upon market prices. As
of December 31, 2005, securities borrowed are carried at market value and are included in
receivables from brokers, dealers, clearing organizations and clearing agents. The Company does
not lend securities to other broker-dealers. (See Note 3 — Receivables from Brokers, Dealers,
Clearing Organizations and Clearing Agents.)

Receivables from Brokerage Customers, Net — The Company performs periodic credit
evaluations and provides allowances for potential credit losses based upon its assessment of
specifically identified unsecured receivables and other factors. (See Note 4 — Receivables from
Brokerage Customers, Net.)
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TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

2. Summary of Significant Accounting Policies (continued)

Property and Equipment — Property and equipment are stated at cost, less accumulated
depreciation and amortization. Property and equipment are depreciated or amortized using the
straight-line method over the estimated useful lives of the assets. Maintenance and repairs are
charged to expense when incurred; betterments are capitalized and amortized over the lesser of
its useful life or the remaining initial term of the lease. Upon the sale or retirement of assets, the
cost and accumulated depreciation are removed from the accounts, and any gain or loss is
recognized currently. (See Note 5 — Property and Equipment, Net.)

Exchange Memberships — Exchange memberships, included in Other Assets, are recorded at
cost and evaluated for impairment as circumstances may warrant. (See Impairment of Long-lived
Assets.)

Impairment of Long-lived Assets — The Company evaluates long-lived assets for recoverability
whenever events or changes in circumstances indicate that the carrying amount may not be
recoverable. Impairment losses are recognized if the carrying amount exceeds the sum of the
undiscounted cash flows estimated to be generated by those assets. The amount of impairment
loss is calculated as the amount by which the carrying value exceeds fair value. No impairment
occurred during the year ended December 31, 2005.

Fair Value of Financial Instruments — The carrying amounts of cash and cash equivalents; cash
segregated in compliance with fe;deral regulations; receivables from brokers, dealers, clearing
organizations and clearing agents; receivables from brokerage customers; payables to brokers,
dealers and clearing orgamzatlons payables to brokerage customers; and accounts payable
approximate fair value as of December 31, 2005, due to the short-term nature of these
instruments.

Securities and Futures Transactions — Customer securities transactions are recorded on a
settlement-date basis, with such transactions generally settling three business days after the trade
date. The Company records revenues and expenses related to customer securities transactions on
a trade-date basis. Securities owned by customers, including those that collateralize margin loans
or similar transactions, are not reflected in the Company’s financial statements.

Customer futures and forex transactions are recorded on a trade-date basis. Futures and forex
positions owned by customers are not reflected in the Company’s financial statements.

0602-0715110 | 6



TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

2. Summary of Significant Accounting Policies (continued)

Operating Leases — Rental payments, free rent, and leasehold and other incentives are generally
recognized on a straight-line basis over the life of a lease. Leasehold improvements are
amortized over the shorter of their economic life and the initial lease term. (See Note 13 —
Commitments and Contingencies — Operating Leases.)

Income Taxes — The Company accounts for income taxes in accordance with SFAS No. 109,
Accounting for Income Taxes. SFAS No. 109 requires that deferred income tax balances be
recognized based on the differences between the financial statement and income tax bases of
assets and liabilities using the enacted tax rates. For the year ended December 31, 2005, the
Company will be included in the consolidated Federal and Florida income tax returns of the
Parent Company. NASD reporting requires a broker/dealer to record any income tax expense and
liability based upon the Company’s operations on a stand-alone basis, even though the Company
is part of consolidated income tax returns. (See Note 11 — Income Taxes.)

Recently Issued Accounting Standards

In May 2005, the Financial Accounting Standards Board (FASB) issued SFAS No. 154,
Accounting Changes and Error Corrections, which is a replacement of APB Opinion No. 20,
Accounting Changes and SFAS No. 3, Reporting Accounting Changes in Interim Financial
Statements. SFAS No. 154 prov1des gu1dance on accounting for and reporting of accounting
changes and error corrections. It requires a voluntary change in accounting principle to be
applied retrospectively to all pric%r periods’ financial statements as if the principle had always
been applied. Previously, Vo]un;"cary changes in accounting principles were required to be
recogmzed by including the cumulative effect of changmg to the new accounting principle in net
income during the period of change SFAS No. 154 is effective for accounting changes and
corrections of errors made in ﬁscal years beglnnlng after December 15, 2005. The Company
presently has no plans to adopt a. voluntary change in accountmg principle, and is not aware of
any errors in its financial statements that would require correction; therefore, the Company
believes that the adoption of SFAS No. 154 in the first quarter of 2006 will not have an effect on
the Company’s financial statemen}s.
i

In December 2004, the FASB issued SFAS No. 123 (revised 2004), Share-Based Payment
(SFAS No. 123(R)), which is a revision of SFAS No. 123, Accounting for Stock-Based
Compensation. SFAS No. 123(R).supersedes APB Opinion No. 25, Accounting for Stock Issued
to Employees, and amends SFAS No. 95, Statement of Cash Flows. SFAS No. 123(R) requires
all share-based payments to employees, including grants of employee stock options, to be

0602-0715110 7



TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

2. Summary of Significant Accounting Policies (continued)

recognized in the statement of income based on their fair values. Pro forma disclosure is no
longer an alternative. In April 2005, the Securities and Exchange Commission (SEC) announced
a deferral of the effective date of SFAS No. 123(R) for calendar year companies until the
beginning of 2006. The Company plans to adopt SFAS No. 123(R) in the first quarter of 2006
using the modified-prospective method. Under the modified-prospective method of adoption,
compensation cost is recognized for all stock-based awards issued after the effective date and for
the portion of outstanding awards for which the requisite service has not yet been rendered (i.e.,
unvested awards). As permitted by SFAS No. 123, the Company currently accounts for
share-based payments to employees using the intrinsic value method in accordance with the
recognition and measurement principles of APB Opinion No. 25, and, as such, recognizes no
compensation cost for employee jstock options, as options granted under the Company’s plans
have an exercise price equal to the fair value of the underlying common stock on the date of
grant. Accordingly, the adoption of SFAS No. 123(R)’s fair value method will have a significant
impact on the Company’s results of operations, although it will have no impact on the
Company’s overall financial position. The impact of adoption of SFAS No. 123(R) will depend
on levels of share-based payments granted in the future.

3. Receivables from Brokers, Dealers, Clearing Organizations and Clearing Agents

Amounts receivable from brokers; dealers, clearing organizations and clearing agents consist of
the following as of December 31, 2005:

Securities borrowed from broker-dealers $ 35,005,845
Fees and commissions receivable from clearing agents 988,688
Securities failed to deliver to broker-dealers and other 38,696

$ 36,033,229

4. Receivables from Brokerage Customers, Net

Receivables from brokerage customers, net, consist primarily of margin loans to the Company’s
brokerage customers of approx1mate]y $58.1 million (net of a $226,000 allowance for a potential
credit loss) at December 31, 2005 Securities owned by brokerage customers are held as
collateral for margin loans. Such collateral is not reflected in the financial statements. At
December 31, 2005, the Company was charging a base margin debit interest rate of 8.125% per
annum on debit balances in brokerage customer accounts.

0602-0715110 ‘ 8



TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

4. Receivables from Brokerage Customers, Net (continued)

“Margin” requirements determine the amount of equity required to be held in an account for the
purchase of equities on credit. Margin lending is subject to the margin rules of the Board of
Governors of the Federal Reserve System, the margin requirements of the NASD, limits imposed
by clearing agent firms, and the Company’s own internal policies. By permitting customers to
purchase and maintain securities positions on margin, the Company takes the risk that a market
decline will reduce the value of the collateral, securing its margin loan to an amount that renders
the margin loan unsecured. Under applicable securities laws and regulations, once a margin
account has been established, the Company is obligated to require from the customer an initial
margin of no lower than 50% for purchases of securities, then is obligated to require the
customer to maintain its equity in the account equal to at least 25% of the value of the securities
in the account. However, the Company’s current internal requirement is that the customer’s
equity not be allowed to fall be]ow 35% of the value of the securities in the account. If it does
fall below 35%, the Company requrres the customer to increase the account’s equity to 35% of
the value of the securities in the account (if not, the Company will perform closing transactions
to bring the customer account above the maintenance requirement). These requirements can be,

and often are, raised as the Company deems necessary for certain accounts, groups of accounts,

securities or groups of securities. However there is no assurance that a customer will be willing
or able to satisfy a margin call or pay unsecured indebtedness owed to the Company.

5. Property and Equipment, Net
Property and equipment, net, consist of the following as of December 31, 2005:

Estimated Useful
Life in Years

Computers and software 3-5 $ 1,326,116
Furniture and equipment 3-7 349,562
Leasehold improvements 7-10 33,630
5 1,709,308
Accumulated depreciation andf amortization (1,212,300)
“ $ 497,008

0602-0715110 1 9



TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

6. Deposits with Clearing Organizations and Clearing Agents

As a self-clearing broker-dealer, the Company is subject to clearing organization and other cash
deposit requirements which are, and may continue to be, large in relation to the Company’s total
liquid assets, and which may fluctuate significantly from time to time based upon the nature and
size of the Company’s active trader clients’ trading activity. As of December 31, 2005, the
Company had interest-bearing security deposits totaling approximately $11.2 million with
clearing organizations for the self-clearing of stock trades and standardized equity option trades.
Deposits are recorded at market value.

7. Related Party Transactions

The Company has a License and Support Agreement (the Agreement) with TradeStation
Technologies, Inc., a wholly owned subsidiary of the Parent Company. The terms of the
Agreement require the Company to pay for the licensing of the TradeStation platform plus
promotion, support, and other services. The Company is charged a monthly licensing fee for
each customer using TradeStation, which totaled approximately $20.9 million for the year ended
December 31, 2005 and is classifi ed as data costs in the accompanying Statement of Income. The
Agreement also calls for the Company to pay monthly fees for administrative services and
advertising and promotional services which totaled approximately $1,700,000 and $685,000,
respectlvely, for the year ended December 31, 2005. The administrative services were included
in Other Operating Expenses, and the advertising and promotional services were included in
Advertising and Promotion in the accompanying Statement of Income.

The amount due to Group companies represents the net amount of various transactions, including
amounts due under the Agreement and the expense-sharing agreement. These amounts are non-
interest bearing, have no deﬁned repayment terms, and are expected to be repaid primarily
through future profits earned by the Company.

Certain directors and executive ofﬁcers of the Company maintain margin accounts with the
Company. There were no margm loans to directors or executive officers outstanding as of
December 31, 2005. Any margm loans made in these accounts are in the ordinary course of
business on terms no more favorable than those available for comparable transactions in other
brokerage accounts.

0602-0715110 ‘ 10
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TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

8. Payables to Brokerage Customers

At December 31, 2005, payables to brokerage customers, consisting primarily of cash balances
in brokerage customer accounts, totaled $524.1 million. These funds are the principal source of
funding for margin lending. At December 31, 2005, the Company was paying interest at the rate
of 1.125% per annum on cash balances in excess of $10,000 in brokerage customer accounts.

9. Stock Option Plan

On December 29, 2000, the Company’s 1999 Stock Option Plan (the 1999 Plan) was replaced by
the Parent Company’s incentive stock plan. Each option issued under the 1999 Plan was assumed
and converted to 1.7172 options to purchase the Parent Company’s common stock at the original
exercise price divided by 1.7172. All option grants subsequent to December 29, 2000 have been
in accordance with the Parent Company’s incentive stock plan, which states that the exercise
price of incentive stock options granted may not be less than the fair market value at the date of
grant and their terms may not exceed ten years. The options issued generally vest over a five-
year period. A summary of stock option activity is as follows:

Number of Option Price Per Share
Shares Low High Weighted
Outstanding, January 1, 2005 1,809,459 1.12 11.00 3.49
Granted ‘ 194,172 7.11 7.11 7.11
Transferred (14,578) 1.39 9.03 4.66
Canceled (52,002) 1.39 9.03 4.99
Exercised (1,034,511) 1.25 11.00 2.70

Outstanding, December 31, 2005 902,540 1.12 11.00 5.08
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TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

9. Stock Option Plan (continued)

Additional information regarding options outstanding at December 31, 2005, is as follows:

Options Qutstanding Options Exercisable

Number Weighted Weighted Number Weighted

Range of Outstanding Average Average  Exercisable Average

Exercise Prices as of Contractual Exercise as of Exercise
Low High 12/31/05 Life in Years Price 12/31/05 Price
$ 1.12 $ 1.66 279,356 6.5 § 142 85,217 $ 1.40
2.08 292 115,263 5.2 2.18 57,863 2.24
3.48 6.95 58,675 4.1 5.58 55,675 5.70
7.11 7.87 262,561 .75 7.32 70,687 7.85
8.06 11.00 186,685 7.8 9.06 66,795 9.11
1.12 11.00 902,540 6.7 5.08 336,237 5.14

At December 31, 2005, there were approximately 456,000 shares available for future grants
under the Parent Company s mcentrve stock plan.

On October 25, 2005, the Parent Company (i) globally amended the terms of all outstanding
stock option agreements, pursuant to its incentive stock plan for non-executive employees; and
(ii) adopted a new form of stock qptlon agreement for future grants to non-executive employees,
in each case, to provide for the accelerated vesting of all unvested options in the event the Parent
Company undergoes a change mw control and the optionee’s employment is terminated by the
Company (or its successor) w1thout cause within one year following the change in control. This
change did not result in any addl‘tlonal compensation expense during 2005; the employees did
not receive any additional benefits as a result of the change and the unvested options continued

to vest as employees continued to provxde service to the Company.
10. Employee Benefit Plans

The Company participates in the Parent Company’s defined contribution 401(k) plan (the 401(k)
Plan) established during 1994. All employees with at least three months of continuous service
are eligible to participate and may contribute up to 60% of their compensation up to the annual
limit set by the Internal Revenue Service. Employer matching contributions are discretionary, as
defined in the 401(k) Plan, and are vested 20% for each year of service.
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TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

11. Income Taxes

The Parent Company, including its wholly owned subsidiaries, files consolidated Federal and
Florida income tax returns. NASD reporting requires a broker/dealer to record any income tax
expense and liability based upon the Company’s operations on a stand-alone basis, even though
the Company is part of consolidated income tax returns. Upon the filing of the income tax
returns, the majority of the Company’s income taxes payable will be remitted to the Parent
Company.

Deferred income tax assets (liabilities) are recorded when revenues and expenses are recognized
in different periods for financial and income tax reporting purposes. The temporary differences

that created deferred income tax assets (liabilities) are as follows as of December 31, 2005:

Deferred income tax assets (liabilities):

Accrued expenses $ 145911
Reserves and allowances 86,230
Difference in revenue recognition 25,129
: 257,270

Property and equipment depreciation (45,628)
§ 211,642

12. Net Capital Requirements

The Company is subject to the net capital requirements of the SEC’s Uniform Net Capital Rule
(Rule 15¢3-1) and the Commodlty Futures Trading Commission’s financial requirement
(Regulation 1.17). In September 2004 upon commencement of self-clearing of equities trades,
the Company changed its calculqtlon of net capital requirements to the “alternative method,”
which requires the maintenance of minimum net capital, as defined by the rules, equal to the
greater of (i) $250,000 and (ii) 2.0% of aggregate customer debit balances. Customer debit items
are a function of customer margin receivables and may fluctuate significantly, resulting in a
significant fluctuation in the Company s net capital requirements. At December 31, 2005, the
Company had net capital of approx1mate1y $35.3 million (36.6% of aggregate debit items),
which was approximately $33.4 mllhon in excess of its required net capital of approximately
$1.9 million.
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TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

13. Commitments and Contingencies
Line of Credit and Guarantee

In June 2005, the Company entered into a loan agreement for a revolving credit facility which
the Parent Company has guaranteed. The revolving credit facility provides for borrowings up to
$10 million, expires on its first anniversary (June 16, 2006) if not renewed, and is payable on
demand. The credit facility is available for the Company’s short-term working capital needs.
Borrowings under the credit facility bear interest at the LIBOR Market Index Rate plus 1.7%
(6.1% as of December 31, 2005) and the outstanding balance must be paid down to 2 maximum
balance of $1,000 on at least five days each month. Accrued interest is payable monthly. There is
an unused line of credit fee equal to 25 basis points per annum on the average daily unused
available principal balance for the preceding calendar quarter, which shall be waived if the
Parent Company and/or any of its subsidiaries maintain, in the aggregate, on average during a
quarterly period, over $1 million of deposits with the counter-party during the first year and, if
renewed, over $10 million thereafter There have not been any borrowings under this line of
credit, and the Company has not incurred any unused line of credit fees through December 31,

2005.

Operating Leases

The Parent Company has a ten-year lease expiring in August 2012 (with two five-year renewal
options) that commenced in the' summer of 2002 for an approx1mately 70,000 square foot
corporate headquarters in P]antatlon Florida, of which the Company is allocated approximately
50% under its expense-sharing agreement with the Parent Company. Rent escalations, free rent,
and leasehold and other incentives are recognized on a straight-line basis over the initial term of
this lease. In addition, the Company is obligated under a non-cancelable operatmg lease expmng
in February 2007, for office space which the Company no longer occupies. Future minimum
lease payments as of December 3 l‘ 2003, under all operating leases are as follows:

. Gross Payments Sublease Rentals Net Payments

2006 '$  1,335941 $  (129,944) $ 1,205,997

2007 ‘ 1,020,311 (22,050) 998,261
2008 971,066 - 971,066
2009 989,270 - 989,270
2010 1,008,021 _ 1,008,021
Thereafter 1,720,977 - 1,720,977

'$ 7,045,586 $ (1519949) § 6,893,592
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TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

13. Commitments and Contingencies (continued)
Purchase Obligations

As of December 31, 2005, the Company had various purchase obligations through
September 2007 of approximately $1.5 million and $461,000 during 2006 and 2007,
respectively, related primarily to back office systems and telecommunications services.

Litigation and Claims

The Company is engaged in routine regulatory matters and civil litigation or other dispute
resolution proceedings, including 'matters which are currently pending relating to NASD OATS
reporting, NYSE OTS reporting and short sales procedures, and NASD and CFTC arbitrations or
proceedings, incidental to, and part of the ordinary course of, its business. The OATS reporting,
OTS reportlng, and short sale procedures matters could ultimately result in censures and fines.
There is currently one NASD arbitration pending against the Company seeking, in the aggregate,
millions of dollars of actual and punmve damages. The pending arbitration is set for hearing in
September 2006, and the Company believes the claims made in the case are baseless.

While no assurances can be glven the Company does not believe that the ultimate outcome of
any of the above legal matters or claims will result in a material adverse effect on its financial
position, results of operations or cash flows.

The Company decided, as of June 1, 2002, to no longer carry errors or omissions insurance that
covers third-party claims made by brokerage customers as a result of alleged human or system
errors, failures, acts or omissions. This decision was made based upon the Company s
assessment of the potentlal risks and benefits, including significant increases in premium rates,
deductibles and coinsurance amounts, reductions in available per occurrence and aggregate
coverage amounts, and the unavallabxllty of policies that sufficiently cover the types of risks that
relate to the Company’s business. |

Management Continuity Agreernents

In December 2005, the Parent Company entered into management continuity agreements with
two of the Company’s executive officers. Each management continuity agreement provides for
potential severance payments durmg the 100-day period following a change in control, as
defined in the agreement, in an amount equal to up to two years of the executive’s annual
compensation (in the aggregate,‘ approximately $1.3 million). The management continuity
agreements do not commit the Company to retain any executive’s services for any fixed period
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TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

13. Commitments and Contingencies (continued)

of time, do not provide for severance payments unless the Parent Company undergoes a change
in control, and do not represent new hires or appointments, as each executive has been serving in
their current position for several years.

General Contingencies and Guarantees

In the ordinary course of business, there are various contingencies which are not reflected in the
financial statements. These include customer activities involving the execution, settlement and
financing of various customer securities and futures transactions. These activities may expose
the Company to off-balance sheet credit risk in the event the customers are unable to fulfill their
contractual obligations.

In margin transactions, the Company may be obligated for credit extended to its customers by
the Company or its clearing agents that is collateralized by cash and securities in the customers’
accounts. In connection with securities activities, the Company also executes customer
transactions involving the sale of securities not yet purchased (short sales), all of which are
transacted on a margin basis subject to federal, self-regulatory organization and individual
exchange regulations and the Company s internal policies. Additionally, the Company may be
obligated for credit extended to 1ts customers by its clearing agents for futures transactions that
are collateralized by cash and futures positions in the customers’ accounts. In all cases, such
transactions may expose the Company to significant off-balance sheet credit risk in the event
customer collateral is not sufficient to fully cover losses that customers may incur. In the event
customers fail to satisfy their obligations, the Company may be required to purchase or sell
financial instruments at prevailing market prices to fulfill the customers’ obligations.

The Company seeks to manage the risks associated with its customers’ activities by requiring
customers to maintain collateral in their margin accounts in compliance with various regulatory
requirements, internal requirements, and the requirements of clearing agents. The Company and
its clearing agents monitor required margin levels on an intra-day basis and, pursuant to such
guidelines, require the customers“ to deposit additional collateral or to reduce positions when
necessary. (For further dlscuSSIOn,H see Note 4 — Receivables from Brokerage Customers, Net.)

The Company borrows securities'temporarily from other broker-dealers in connection with its
broker-dealer business. The Company deposits cash as collateral for the securities borrowed.
Decreases in securities prices may cause the market value of the securities borrowed to fall
below the amount of cash deposited as collateral. In the event the counterparty to these
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TradeStation Securities, Inc.

Notes to Statement of Financial Condition (continued)

13. Commitments and Contingencies (continued)

transactions does not return the cash deposited, the Company may be exposed to the risk of
selling the securities at prevailing market prices. The Company seeks to manage this risk by
requiring credit approvals for counterparties, by monitoring the collateral values on a daily basis,
and by requiring additional collateral as needed.

The customers’ financing and securities settlement activities may require the Company and its
clearing agents to pledge customer securities as collateral in support of various secured financing
sources, which may include bank loans. In the event the counterparty is unable to meet its
contractual obligation to return customer securities pledged as collateral, the Company may be
exposed to the risk of needing to acquire the securities at prevailing market prices in order to
satisfy its obligations. The Company seeks to manage this risk by monitoring the market value of
securities pledged on a daily basis.

The Company provides guarant;;ees to its clearing organization and exchanges under their
standard membership agreements; which require members to guarantee the performance of other
members. Under the agreements, iif another member becomes unable to satisfy its obligations to
the clearing organization or exchange, other members would be required to meet shortfalls. The
Company’s liability under these é‘irrangements is not quantifiable and may exceed the cash and
securities it has posted as collateflral. However, management believes that the possibility of the
Company being required to make \payments under these arrangements is remote. Accordingly, no

liability has been recorded for these potential events.
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