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QOath Or Affirmation

State of New Jersey
County of Hudson

We, the undersigned officers of the firm of Knight Equity Markets, L.P., affirm that, to the best of our
knowledge and belief, the accompanying financial statements and supplementary schedules pertaining
to Knight Equity Markets, L.P. for the year ended December 31, 2006 are true and correct. We further
affirm that neither the Company nor any principal officer or director has any proprietary interest in any
account classified solely as that of a customer.

Jol::j. Howard

ieT Managing
4 %

Timothy P. @1(1?7{

Chief Financi fficer
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300 Madison Avenue

New York NY 10017
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Report of Independent Auditors

To the Partners of
Knight Equity Markets, L.P.:

In our opinion, the accompanying statement of financial condition presents fairly, in all material
respects, the financial position of Knight Equity Markets, L.P. (the "Company") at December 31,
2006, in conformity with accounting principles generally accepted in the United States of America.
This financial statement is the responsibility of the Company's management. Our responsibility is to
express an opinion on this financial statement based on our audit. We conducted our audit of this
statement in accordance with auditing standards generally accepted in the United States of America.
Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statement is free of material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the financial statement, assessing the
accounting principles used and significant estimates made by management, and evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable basis for our
opinion.

uhaweGlpralif

February 26, 2007
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Assets
Cash and cash equivalents
Cash segregated under federal and other regulations
Securities owned, held at clearing broker, at market value
Receivable from brokers, dealers and clearing organizations
Receivable from affiliates
Fixed assets and leasehold improvements, at cost,

less accumulated depreciation and amortization of $74,630,183
Intangible assets, less accumulated amortization of $1,793.473
Goodwill
Other assets

Total assets

Liabilities and Partners’ Capital

Liabilities
Securities sold, not yet purchased, al market value
Accrued compensation expense
Payable to brokers, dealers and clearing organizations
Accrued soft dollar and commission recapture expense
Payable to affiliates
Lease loss accrual
Accrued expenses and other liabilities

Total liabilities

Commitments and contingent liabilities (Note 6)
Partners’ capital

Total liabilities and partners’ capital

$

74,101,913
6,308,458
210,515,069
164,285,343
33,854,206

55,140,320
10,206,527

3,589,747
21,859,560

579,861,143

207,977,437
55,597,980
10,399,436

6,593,988
1,391,411
23,656,205
16,189,053

321,805,510

258,055,633

579,861,143

The accompanying notes are an iniegral part of this Statement of Financiai Condition.
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1. Organization and Description of the Business

Knight Equity Markets, L.P. (the “Company™), a limited partnership organized in the state of
Delaware, operates as a market maker in over-the-counter (“OTC ™) equity securities, primarily
those traded on the Nasdaq Stock Market and on the OTC Bulletin Board. The Company is a
broker-dealer registered with the Securities and Exchange Commission (“SEC”) and is a member
of the Nasdaq Stock Exchange (“Nasdaq™), National Association of Securities Dealers, Inc.
(“NASD™), the International Securities Exchange, LLC, the National Stock Exchange, and the
National Futures Association (“NFA™). The Company’s general partner is Knight Securities
General, Inc. and its limited partner is Knight Securities Operations, Inc. The Company’s ultimate
parent is Knight Capital Group, Inc. (“KCG”).

2. Significant Accounting Policies

Cash and Cash Equivalents

Cash equivalents represent money market accounts, which are payable on demand, or short-term
investments with an original maturity of less than 90 days. The carrying amount of such cash
equivalents approximates their fair value due to the short-term nature of these instruments.

Market Making Activities

Securities owned and securities sold, not yet purchased, which consist of OTC and listed equity
securities, are carried at market value and are recorded on a irade date basis. All of the inventory at
December 31, 2006 is held at a clearing broker or a custodian and can be sold or pledged.

Estimated Fair Value of Financial Instruments

Management estimates that the fair value of financial instruments recognized on the Statement of
Financial Condition (including receivables, payables and accrued expenses) approximates their
carrying value; as such financial instruments are short-term in nature, bear interest at current market
rates or are subject to frequent re-pricing.

Goodwill and Intangible Assets

'The Company applies the provisions of Statement of Financial Accounting Standards (“SFAS”)
No. 142 Goodwill and Other Intangible Assets. Under this standard, goodwill and intangible assets
with an indefinite useful life are not amortized but are tested for impairment annuaily or when an
event occurs or circumstances change that signify the existence of impairment. The Company has
no intangible assets with indefinite lives. Other intangible assets are amortized over their useful
lives, which have been determined to range from five to thirty years.

Foreign currencies

The functional currency of the Company is the U.S. dollar. Assets and liabilities in foreign
currencies are translated into U.S. dollars using current exchange rates at the date of the
Statement of Financial Condition.

Depreciation, Amortization and Occupancy

Fixed assets are depreciated on a straight-line basis over their estimated useful lives of three to
seven years. Leasehold improvements are amortized on a straight-line basis over the shorter of the
life of the applicable office lease or the expected useful life of the assets. The Company capitalizes
certain costs associated with the acguisition or development of internal-use software and amortizes
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the software over its estimated useful life of three years, commencing at the time the software is
placed in service.

Lease Loss Accruals

It is the Company’s policy to identify excess real estate capacity and where applicable, accrue for
such future costs. In determining the accrual, a nominal cash flow analysis is performed for lease
losses initiated prior to December 31, 2002, the effective date of SFAS No. 146 Accounting for
Costs Associated with Exit or Disposal Activities, and costs related to the excess capacity are
accrued. For leases initiated after December 31, 2002, the Company’s policy is to accrue future
costs related to excess capacity using a discounted cash flow analysis.

Stock-based compensation

On January 1, 2006, the Company (in conjunction with KCG) adopted SFAS No. 123-R, Share-
Based Payment (*SFAS No. 123-R”), using the “modified prospective method.” Under SFAS No.
123-R, the grant date fair values of stock-based employee awards that require foture service are
amortized over the relevant service period. Prior to the adoption of SFAS No. 123-R, the Company
applied Accounting Principles Board Opinion No. 25, dccounting for Stock Issued to Employees
{*“APB 257} and related interpretations in accounting for its stock option plans. As options that were
granted to employees prior to the adoption of SFAS No. 123-R were granted at the then market
value, no compensation expense had been recognized for the fair values of such grants under APB
25.

Upon the adoption of SFAS No. 123-R, the Company changed its expense attribution method for
options. For option awards granted subsequent to the adoption of SFAS No. 123-R, compensation
cost is recognized on a straight-line basis over the requisite service period for the entire award,
which is the same methodology that the Company uses to account for restricted share awards. For
unvested option awards granted prior to the adoption of SFAS No. 123-R, the Company will
continue to recognize compensation cost using a graded-vesting method (as 1t had on a pro-forma
basis previousty). The graded-vesting method recognizes compensation cost separately for each
vesting tranche.

Addittonally, SFAS No. 123-R requires expected forfeitures to be considered in determining stock-
based employee compensation expense. Prior to the adoption of SFAS No. 123-R, forfeiture
benefits were recorded as a reduction to the Company’s actual compensation expense in the case of
restricted shares, or pro-forma compensation expense in the case of options, when an employee left
the firm and forfeited the award.

For stock-based payments issued after the adoption of SFAS No. 123-R, the Company applies a
non-substantive vesting period approach whereby the expense is accelerated for those employees
that receive awards and are eligible to retire prior to the award vesting. Prior to the adoption of
SFAS No. 123-R, the Company applied a nominal vesting approach for employee stock-based
compensation awards with retirement eligible provistons. Under the nominal vesting approach, the
Company recognized actuval and pro-forma compensation cost over the vesting period and, if the
employee retired before the end of the vesting period, the Company recognized any remaining
unrecognized compensation cost at the date of retirement.
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Other

The preparation of financial statements in conformity with generally accepted accounting principles
requircs 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 Statement of
Financial Condition. Actual results may differ from those estimates.

Receivable From and Payable to Brokers, Dealers and Clearing Organizations

Receivable from and Payable to brokers, dealers and clearing organizations at December 31, 2006
consist of the following:

Receivable Payable
Receivable from clearing brokers $ 151,539450 % -
Securities failed-to-deliverfreceive 5,758,707 7,982,940
Deposits for securities borrowed 4,902,092 -
Payments for order flow - 1,050,720
-Clearance, execution and other fees 2,085,094 1,365,776

$ 164,285343 § 10,399,436

Included in securities failed to deliver and securitics failed to receive are $4.5 million and $4.6
million receivable from and payable to an affiliate, respectively.

Goodwill and Intangible Assets

At December 31, 2006, the Company had goodwill and intangible assets of $3.6 million and $10.2
million, respectively, which resulted from the purchase of the business of Donaldson & Co.,
Incorporated, on December 1, 2003.

The intangible assets, which are primarily customer relationships, are all deemed to have finite lives
and are being amortized over their useful lives, which have been determined to range from five to
thirty years.

Under SFAS 142, goodwill and the useful lives of intangible assets are tested for impairment, at a
minimum, on an annuat basis, or when an event occurs or circumstances change that signify the
existence of impairment. As part of the test for impatrment, the Company is tested in conjunction
with its business segment within KCG. The test considers the profitability, fair value and the
overall market value of the Company and its business segment compared to the net book value. In
June 2006, the Company tested for the impairment of goodwill and intangible assets and concluded
that there was no impairment.
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Fixed Assets and Leasehold Improvements

Fixed assets and leasehold improvements consist of the following:

Computer hardware and software $ 70,217,637
Leaschold improvements 45,188,404
Telephone systems 8,364,421
Furniture and fixtures 4,320,852
Equipment 1,679,189

129,770,503
Less: Accumulated depreciation and amortization 74,630,183

$ 55,140,320

Commitments and Contingent Liabilities

The Company leases office space under noncancelable operating leases, which contain certain fixed
escalation clauses. In addition, the Company has entered into guaranteed employment contracts
with certain of its employees; however, as of December 31, 2006 none of these extend beyond one
year. As of December 31, 2006, future minimum rental commitments under all noncancelable
office leases, and computer and equipment leases, guaranteed employment contracts longer than
one year and other commitments (“Other Obligations™) were as follows:

Office Other

Leases Obligations Total
Year ending December 31,
2007 3 8942837 $ 98,668 § 9,041,505
2008 8,848,559 39,922 8,888,481
2009 8,716,756 5,590 8,722,346
2010 8,459,509 - 8,459,509
2011 9,263,339 - 9,263,339
Thereafter through 2021 98,496,392 - 98,496,892

$ 142727892 % 144,180 § 142.872,072

During the normal course of business, the Company collateralizes certain lease obligations through
letters of credit. As of December 31, 2006, KCG has provided a $6.0 million letier of credit
collateralized by U.S. Treasury Bills as a guarantee for one of the Company’s lease obligations.

The Company has been named as a defendant in legal actions. In additton, from time to time, the
Company is subject to examinations and inquiries by various regulatory and self-regulatory bodics.
In the opinion of management, based on consultation with legal counsel, any adverse outcome with
regard to these matters would not likely have a material adverse effect on the financial position of
the Company.
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Significant Clients

The Company considers significant clients to be clients who account for 10% or more of the total
U.S. equity dollar value traded by the Company during the period. For the year ended December
31, 2006, no client accounted for 10% or more of the U.S. equity dollar value traded.

_ a =
-3

Employee Benefit Plans

KCG sponsors a 401{k) profit sharing plan {the “Plan”) in which substantizlly all employees are
eligible to participate. Under the terms of the Plan, the Company is required to make contributions
to the Plan equal to 100% of the contributions made by each Company participant, up to certain
limits.

Certain employees of the Company participate in KCG’s stock option and award plans (the “Stock
Plans™). The purpose of the Stock Plans is to provide long-term incentive compensation, in the
form of KCG stock-related awards, to employees of the Company,

Eligible employees receive KCG restricted shares as a portion of their total compensation.
Restricted share awards generally vest ratably over three years.

KCG’s policy is te grant options for the purchase of shares of KCG Class A Common Stock at not
less than market value, which the Stock Plans define as the average of the high and low sales price
on the date prior to the grant date. Options generally vest ratably over a three or four-year period
and expire on the fifth or tenth anniversary of the grant date, pursuant to the terms of the option
agreements.,

KCG has the right to fully vest employees in their awards upon retirement and in certain other
circumstances. Awards are otherwise canceled if employment is terminated before the end of the

relevant vesting period.

9.  Related Party Transactions

Corporate overhead expenses are aliocated to the Company by KCG based on direct usage,
headcount, or a percentage of net capital depending on the source of the expense.

The Company pays an affiliate a fee for introducing transactions from European customers.

The Company pays an affiliate a fee for certain costs associated with the operation of a disaster
recovery site.

The Company receives a fee from an affiliate to manage an electronic trading portfolio.

The Company receives a fee from affiliates which represents the affiliates’ allocation of certain
shared services costs.

In the normal course of business, the Company makes short-term loans, payable on demand, to

affiliated companies for which the Company charges an amount approximating its borrowing rate.
Included in Receivable from affiliates at December 31, 2006 is an interest bearing loan receivable
from an affiliate of $33.5 million and $354,000 in non-interest bearing receivables from affiltates.
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10.

11.

In addition, the Company borrowed funds from an affiliate during 2006 at a rate approximating its
borrowing rate. At December 31, 2006 there were no loans payable.

In 2006, the Company made a $100 million capital distribution to KCG which was comprised of
the forgiveness of a loan receivable of $63 million and cash payments of $37 million.

Financial Instruments with Off-Balance Sheet Risk and Concentrations of Credit Risk

As a market maker of OTC securities, substantially all of the Company’s OTC securities
transactions are conducted as principal with broker-dealer and institutional counterparties located in
the United States. The Company clears the majority of its domestic securities transactions through
a clearing broker on a fully disclosed basis. Foreign transactions are settled pursuant to a global
custody and clearing agreement with a major U.S. commercial bank. Substantially all of the
Company’s credit exposures are concentrated with the bank and the clearing broker (the “clearing
agents”). These clearing agents may re-hypothecate certain securities held on behalf of the
Company. Additionally, pursuant to the terms of the agreements between the Company and the
clearing agents, the clearing agents have the right to charge the Company for all losses that result
from a counterparty’s failure to fulfill its obligations. The Company has the ability to pursue
collection from or performance of the counterparty. The Company’s policy is to monitor the credit
standing of the clearing agents and all counterparties with which it conducts business.

As the right to charge the Company has no maximum amount and applies to all trades executed
through the clearing broker, the Company believes there is no maximum amount assignable to this
right. At December 31, 2006, the Company has recorded no liabilities with regard to the right. In
the normal course of its operations, the Company enters into contracts that contain a variety of
representations and warranties which provide general indemnifications. The Company's maximum
exposure under these arrangements is unknown, as this would involve future claims that may be
made against the Company that have not yet occurred. However, based on experience, the
Company believes the risk of loss is remote.

Securities sold, not yet purchased, which are valued at market, represent obligations of the
Company to purchase such securities at a future date. The Company may incur a Joss if the market
value of the securities subsequently increases.

Net Capital Requirement

As a registered broker-dealer and a NASD member firm, the Company is subject to the SEC’s
Uniform Net Capital Rule (the “Rule™) which requires the maintenance of minimum net capital.
The Company has elected to use the basic method, permitted by the Rule, which requires that the
Company maintain net capital equal 1o the greater of $1.0 million or 6 2/3% of aggregate
indebtedness, as defined.

At December 31, 2006, the Company had net capital of $80.4 million, which was $73.4 million
excess of its required net capital of $7.0 million.
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