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KPMG LLP
Suite 1000
1000 Walnut Street
, Kansas City, MO 64106-2162

Independent Auditors’ Report -

The Board of Directors
Legend Equities Corporation:

k.

We have audited the accompanying -balance sheets of Legend Equities Corporation (the Company), a
wholly owned indirect subsidiary of Waddell & Reed Financial, Inc., as of December 31, 2005 and 2004,
and the related statements of income, owner’s equity, and cash flows for the years then ended that you are
filing pursuant to Rule 17a-5 under the Securities Exchange Act of 1934. These financial statements are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial 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 includes -
examining, on a test basis, evidence supporting the amounts and disclosures in.the financial statements,
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our- audits provide a reasonable
basis for our opmlon

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of Legend Equities Corporation as of December 31, 2005 and 2004, and the results of its
operations and its cash flows for the years then ended in conformity with U.S. generally accepted
principles.

Our audits were conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The information contained in schedules 1 through 3 is presented for purposes of additional
analysis and is not a required part of the basic financial statements, but is supplementary information
required by Rule 17a-5 of the Securities Exchange Act of 1934. Such information has been subjected to the
auditing procedures applied in our audits of the basic financial statements and, in our opinion, is fairly
stated, in all material respects, in relation to the basic financial statements taken as a whole.

o " K‘PMc;r LCP

Kansas City, 'Missoari
February 20, 2006-

KPMG LLP, a L).S. limited liability partnership, is the U.S.
member firm of KPMG International, a Swiss cooperative.



l LEGEND EQUITIES CORPORATION

I Balance Sheets

' December 31, 2005 and 2004

I - Assets . - - ... ., 2005 2004

- Assets: : ‘ ) - |

l Current assets: . R . !

- Cash and cash equivalents £ LR -$ 7 . 1,815,258 2,530,868

L - Accounts receivable N T St :2,417,531; - 2,383,456

: Prepaid expenses and other current assets + ¢ - . L Vo LD ..359636. 340,532

I Deferred income taxes (note 5) e LT LS Tt £28,000 160,000

- - Total current assets 4,620,425 5,414,856

I e Deposits 51,325 49,196

. Total assets b3 4,671,750 5,464,052

I . Liabilities and Owner’s Equity

- Liabilities:

‘- Current liabilities:

l - - .Commissions payable h 1,897,643 ‘1,761,847
’ Accounts payable and accrued expenses 272,719 624,479

N Income taxes payable: 202,777 _ 58,547

I' Payable to affiliate (note 4) 50,908 20,110 -

o Total liabilities 2,424,047 2,464,983

I 1 ~ Owner’s equity:

l . Common stock, no par. Authorized 1,500 shares;

o issued and outstanding 100 shares — —

. Retained eamnings _ 2,247,703 2,999,069

l Total owner’s equity ‘ 2,247,703 2,999,069

e Contingencies (note 9) ' '

l : Total liabilities and owner’s equity $ 4,671,750 5,464,052

I See accompanying notes to financial statements.
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LEGEND EQUITIES CORPORATION

Statements of Income

Years ended December 31, 2005 and 2004

€ o- - © - - 2005 - 2004
Revenue: ' : e ; i
- Distribution fees ' . ;0 "% . 27337929 24,968,755
[nvestment and other - S © e 1,669,006 1,639,851
' Total revenue S e i 129,006,935, 26,608,606
" Expenses: - 0T SRR
Commission expense 21,867,967 19,872,439
Selling expense o 983,294 944511
General and administrative 5,692,040 5,281,592 .
' Total expenses 28,543,301 26,098,542
Income before income taxes 463,634 510,064
- Income taxes (note 5) 215,000 222,116
Net income $ 248,634 287,948
See accompanying notes to financial statements.
: y T :“l." . .
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"' Balance at December 31, 2Q03

Net income
Balance at December 31, 2004
Net income '
Dividends paid

. Balance at December 31, 2005

LEGEND EQUITIES CORPORATION
Statements of Owner’s Equity
Years ended December 31, 2005 and 2004

i B R T T TP ) Total
_ Common.! Retained owner’s .
) ! stock ! earnings equity
PR S W B X IRV 2,711,121
. “ - . . e ’ J' 2 e .
N S 1/ 287,948
IR TS 2,999,069 2,999,069
—_ 248,634 248,634
— . (1,000,000) (1,000,000)
$ — 2,247,703 2,247,703

See accompanying notes to financial statements.
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LEGEND EQUITIES CORPORATION
Statements of Cash Flows
Years ended December 31, 2005 and 2004

Cash pald (received) durmg the year for income taxes b (61,230)

See accompanying notes to financial statements.

R

€ ey e - 2005 2004
- Cash flows from operating actlvmes ; - .’ v
Net income : ‘ ' 3 248,634 287,948
Adjustments to reconcile net income to net cash ) § oL
provided by operating actwmes 7 ,.* - '
Changes in assets and liabilities: S el
Accounts recelvable . . -t - (34,075 (633,358)
Receivable from affiliate ’ — 217,691
Prepaid expenses: and other assets (19,104) (51,132)
Deposits ! (2,129) (49,196)
Deferred income taxes _ 132,000 (160,000)
Accounts payable and accrued expenses (351,760) 305,367
Commissions’ payable 135,796 387,740
[ncome taxes payable 144,230 (5,447)
Payable to afﬁhate ' 30,798 20,110
Net cash provnfled by operating activities 284,390 319,723
Cash flows from financing activities:
 Cash dividends | (1,000,000 —
Net cash used in'financing activities (1,000,000) —
Net increase (d;ecrease) in cash and cash equivalents (715,610) 319,723
'Cash and cash equivalents at!beginning of year 2,530,868 2,211,145
Cash and cash equivalents at end of year $ 1,815,258 2,53‘0,868
Supplemental disclosures of cash flow information:
387,563
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LEGEND EQUITIES CORPORATION
Notes to Financial Statements
December 31, 2005 and 2004

| i :
Summary of Significant Accounting Policies

(a)

(%)

(©

(@)

.

Description of Business

a Cey e

Legend Equities Corporation (the Company) is.a sub51dlary of” Legend Group Holdings, LLC. The
Company is a broker-dealer registered . with the Securities and Exchange Commission (SEC) and a
member of the National Association of Securmes Dealers, Inc. (NASD). In addition, the Company is
also a licensed insurance agency.

On March 31, 2000, ail of the capital stock of the Legend Group of Companies, which included the
Company, was acquired by Waddell & Reed Financial, Inc. (WDR). Following the purchase of the
Company by WDR, the Company’s former parent, Service Management Advisory Corporation, was
merged with the Company along with LEC Insurance Agency, another affiliated company acquired
by WDR. LEC Insurance Agency had no activity during fiscal years 2004 and 2005. This merger has
been accountedi for at historical cost as a result of common ownership following the acquisition by
WDR. WDR did not use pushdown accounting to account for the purchase of the Company, and
therefore, all goodwill is accounted for in Legend Group Holdings, LLC, the Company’s parent,
following the acquisition.

The Company sells mutual funds, variable products, stocks, and insurance products. The Company
enters into securities and insurance transactions in its capacity as agent for customers. The

Company’s major sources of revenues consist of distribution fees earned on new sales of mutual -

fund products and trailing commissions on existing eligible assets. Other sources of revenue include
fees for marketing support, networking fees, and insurance commissions. The Company’s clients are
located throughout the United States.

Cash and Cash Equivalents

Cash includes cash on hand and short-term investments. The Company considers all highly liquid
debt instruments with original maturities of 90 days or less to be cash equivalents.

Revenue Recognition

Distribution and commission revenue and expenses (and related receivables and payables) resultmg
from securities transactlons are recorded on the date on which the order to buy or sell securities is
executed. Marketmg support-and networking fees are recorded on the date they are received.

Income Taxes

The accounts of the Company are included in the consolidated Federal income tax return filed by
WDR. The Company s Federal income’ tax provision has been recorded on the same basis as if a
separate return had been ﬁled Florlda and New York state taxes are allocated based upon sales in
cach state. L,

6 (Continued)
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LEGEND EQUITIES CORPORATION
Notes to Financial Statements

December 31, 2005 and 2004

(e)  Use of Estimates '. f

Management of the Company has made a nurnber of- estlmates and assumptions relating to the
reporting of assets and liabilities ahd’ the dlsclosure of contingerit liabilities to prepare its financial
statements in conformity with accountmg prmcnples generally accepted in the United States of

America. Actual results could differ from those estimates. s
i : :

Net Capital Requirements

The Company is subject to the SEC Uniform Net Capital Rule (Rule 15¢3-1), which requires the
maintenance of mmlmum net capital and requires that the ratio of aggregate indebtedness to net capital,
both as defined, shall not exceed 15 to 1. At December 31, 2005 and 2004, the Company had net capital of
$1,219,428 and $1,822,445, respectively, which was $1,057,825 and $1,658,113, respectively, in excess of
its required net capital of $161,603 and $164,332, respectively. The Company’s ratio of aggregate
indebtedness to net capital was 1.99 to | and 1.35 to 1 at December 31, 2005 and 2004, respectively. The
difference between net capital and owner’s equity is the nonallowable assets, which are excluded from net
capital.

Owner’s Equity i

On March 31, 2000, all of the Company’s capital stock was acquired and then retired by WDR. The excess
of the liabilities over assets of the Company’s former parent, Service Management Advisory Corporation,
which was merged w1th the. Company after being acquired by WDR in March 2000, was reflected as a
reduction in owner’s equ:ty Dividends of $1,000,000 and $0 were paid to Legend Group Holdings, LLC
during 2005 and 2004, respectlvely

Transactions with Reléted Parties

Advisory Services Corporatlon an affiliated company, pays expenses, which include home office overhead
expenses, salaries, benefits, and Federal and state income taxes for all subsidiaries of Legend Group
Holdings, LLC, including the Company. The Company then reimburses Advisory Services Corporation for
expenses paid on the Company’s behalf. At December 31, 2005 and 2004, respectively, the Company
owed Advisory Services Corporation $50,908, and $20,1 10 for expenses incurred. The Company received
distribution fee revenue from WDR of $2,940,802 and $1,906,116 in 2005 and 2004, respectively.

7 (Continued)
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LEGEND EQUITIES CORPORATION
Notes to Financial Statements

December 31, 2005 and 2004

Income Taxes L ' ; ,; o . 'E

The componeats of total income tax expense for the years ended December3l 2005 and 2004 were as
follows: : e : P

AT ’*'*‘ Tt CLaes < 2004

Current income tax expense: oo ' ‘

Federal : , £ 72,000 " 319,576

State’and local 11,000 62,540

_ 83,000 382,116
Deferred income tax expense:

Federal , , 115,000 (139,000)

State and local ‘- 17,000 {21,000)

Total ineome tax expense 3 215,000 222,116

i
The difference between the expected income tax expense computed at the U.S. statutory income tax rate
and the Company s'actual income tax expense is- primarily due to state income tax expense and
nondeductlble meals and entertainment expenses

The: tax effect of temporary dtfferences that give rise to sngnlﬁcant portions of deferred tax liabilities and
deferred tax assets at December 31, 2005 and 2004 is as follows:

i 2005 2004
Deferred tax liabilities: | ’
‘Benefit plans | $ (3,235) —
_Prepaid expenses (55,893) —
Other ‘ {160) —_
Total gross deferred liabilities _ (59,288) —
Deferred tax assets: | ,
Unvested restricted stock 18,256 —
Accrued expenses - 69,032 160,000
~ Total gr;oss deferred assets 87,288 160,000 .
Net deferred tax assets,. | ., $ 28,000 160,000
A valuation allew_ance for deferred tax assets was not necessary at December 31, 2005 or 2004
; P : : .." ._‘ K ' :f . ‘.-P ;.' ¢ T
5»! | *l;' o ) J b
|
A
' |
‘ |
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LEGEND EQUITIES CORPORATION
Notes to Financial Statements
December 31, 2005 and 2004

Savings and Investntent Plan

On March 31, 2000, the Company adOpted WDR’s 401(k) plan. Thts plan provndes for a 100% Company
match on the ﬁrst 3% of income and 50% on the next 2% of income, not to exceed 4% of the employee’s
eligible salary. The Company s contnbutlons to the WDR" 401(k) plan for the years ended December 31,
2005 and 2004 were $67,588 and $59,336, respectwely S0 .

Pension Plan

As of January 1, 2002, employees of the Company were eligible to participate in the pension plan

~ maintained: by their :parent company, WDR. The retirement plan covers substantially all employees.

Benefits payable under the plan are based on employees’ years of service and compensation during the
final 10 years of employment. This plan invests in equity securities of large-capitalization companies,
investment-grade corporate and government bonds, and cash and cash equivalents.

At December 31, 2005 and 2004, WDR had recorded a net liability related to the plan of $920,000 and

$7,160,000, respectlve!y At December 31, 2005 and 2004, the actuarially determined benefit obligations
of the plan were $86.530,000 and $82,829,000 respectively, and the net assets available for plan benefits
were $74,445,000 and $68 629,000, respectively. Contributions made by the Company to WDR were
$79,276 and $63,250 for the years ended December 31, 2005 and 2004, respectively. Pension expense
recorded by the Company, as determined by WDR, was $75,417 and $55,164 for the years ended
December 31, 2005 and 2004, respectively.

Rental Expense and Lease Commitments

The Company Ieases its home office buildings and certain sales and other office space under long-term
operating leases. Rent expense was $848,611 and $888,671.for the years ended December 31, 2005 and
2004, respectively. Future minimum rental commitments under noncancelable operating leases for the
years ended December 31 are as follows:

2006 $ 862,229
2007 722,941
2008 654,958
2009 640,820
2010 213,699

$ 3,094,647

New leases are . -expected to -be..executed as existing leases expire. Thus, future minimum lease
commltments are not expected to be less than those in 2005.

Contmgencles P T

The Company isa party to- vanous clalms arising in the ordtnary course of business. In the opinion of
management, after consultation with" legal counsel, any adverse determination in one or more pending
claims would not-have a material adverse effect on the Company’s financial position or results of
operations.
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LEGEND EQUITIES CORPORATION
Computation of Net Capital under Rule 15¢3-1

December 31, 2005
Computation of net capital: ' "
Total owner’s equity from:balance sheet L
Deduct—total nonallowable assets .1 o ko
" Net capital f Fi o I 3‘ -
Computation of aggregate indebtedness: S ey ;“ Wt
Total liabilities from balance sheet oo T

Aggregate i’ndejbt'edness

Computation of basic net capital requirement:
.. Minimum net capital
Excess net capital .
Ratio: Aggregate indebtedness to net capital

‘Nonallowable assets and other deductions:

Receivables and other current assets

NOTE: A 'recong:iliatidn of the Company’s net capital computation under
Rule 15¢3-1 is not necessary pursuant to Rule 17a-5(d)(4).

See accompanying independent auditors’report.
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Schedule 1

2,247,703
1,028,275

1,219,428

2,424,047

2,424,047

161,603
1,057,825
1.99

1,028,275




Schedule 2

~ '~ LEGEND EQUITIES CORPORATION

Computation for Determination of Reserve Requirements under Rule 15¢3-3
+ of the Securities and Exchange Commission
Information Relating to the Possession or Control Requirements under Rule 1503 3
. of the Secuntles and Exchange Commnssnon o :

December 3 l 2005

I O I o
R ‘-'.x;"'_’,'_.’.?!’ ’ ;
The Company is not requlred to file the above schedules as they aretexempt from Rule 15¢3-3 under the
_provisions of Rule 15¢3-3(k)(2)(ii), as all broker and dealer transactions’ are cleared on a fully disclosed basis
with a clearing broker or dealer. In addition, the Company promptly transmits all funds and delivers securities
received in connection with the Company’s activities as a broker or dealer and does not otherwise hold funds or

* securities for, or owe money or securities to, customers.

See accompanying independent auditors’ report.
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KPMG LLP

Suite 1000

1000 Walnut Strest

Kansas City, MO 84106-2162

Independent Auditors’ Report on Internal
Control by SEC Rule 17a-5

The Board of Directors
Legend Equities Corporation:

In planning and perf@rming our audit of the financial statements and supplemental schedules of Legend
Equities Corporation; (the Company) for the year ended December 31, 2005, we considered its internal
control, including control activities for safeguarding securities, in order to determine our auditing

procedures for the purpose of expressing our opinion on the financial statements and not to provide

assurance on internal control

Also, as required by Rule 17a-5(g)(1) of the Securities and Exchange Commission {SEC), we have made a
study of the practices and procedures followed by the Company, including tests of such practices and
procedures that we considered relevant to the objectives stated in Rule 17a-5(g) in making the periodic
computations of aggregate indebtedness and net capital under Rule 17a-3(a)(11) and for determining
compliance with the exemptive provisions of Rule 15¢-3-3. Because the Company does not carry securities
accounts for customers or perform custodial functions relating to customers securities, we did not review
the practices and procedures fotlowed by the Company in any of the following:

. - Making quarterly securities examinations, counts, verifications, comparisons, and recordation
of differences required by Rule 17a-13.

2. Complymg with requirements for prompt payment for securities under Section 8 of Federal
Reserve Regulation T of the board of governors of the Federal Rescrve System.

3. Obtammg and maintaining physical possession or control of all fully paid and excess margin
securities of customers as required by Rule 15¢3-3.

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

KPMG LLP. 8 U.S. limited liability partnership, is the U.5,
member firm of KPMG International, a Swiss cooperative.
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Because of inherent limitations in internal control or the practices and procedures referred to above, error
or fraud may occur and not be detected. Also,- prOJectlon of any evaluation of them to future periods is
subjcct to the risk that procedures may become inadequate because of changes-in conditions or that the
effectiveness of the’ desngn and operation of pohcnes and procedures may deteriorate.

_:_ [y ‘Sur-rif.:‘ - - ~( e - n

Our consideration of the internal control would not necessanly dlsclose all matters in internal control that
might be material weaknesses under standards estabhshed by the Amencan Institute of Certified Public
Accountants. A material weakness is.a condmon in. whtch the- desngn or operatlon of ¢ one or more of the
internal control components does not reduce to a relattvely*low level the rlsk that- mlsstatements caused by
error or fraud in amounts that would be materlal Jn relatlcn to, the fi nanclalastatements being audlted may

~~~~~

for safeguarding securmes that we consnder to be matenal weaknesses as deﬁned above.

We understand that practices and procedures that accompltsh the objectwes referred to in the second
paragraph of this report are considered by the SEC to be adequate for its purposes in accordance with the
Securities Exchange Act of 1934 and related regulations, and that practices and .procedures that do not
accomplish such objectlves in all material respects indicate.a material inadequacy for such purposes. Based
on this understanding and on our study, we believe that the Company’s practices and procedures were
adequate at December 31, 2005 to meet the SEC’s objectlves

This report is intended solely for the use of the Board of Directors, managemcnt the Securities and
Exchange Commission, and other regulatory agenc1es that rely on Rule 17a-5(g) under the Securities
Exchange Act of 1934 in their regulation of registered brokers and dealers and is not intended to be, and
should not be used by ariyone other than these specifted parties.

KPmes LLP

Kansas City, Missouri
February 20, 2006
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