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OATH OR AFFIRMATION

Mark Schibr swear or affirm that to the best of

my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of
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WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Consolidated Financial Statements and Supplemental Schedules and

Report on Internal Control as Required by SEC Rule 17a-5

December 31 2009

With Report of Independent Registered Public Accounting Firm Thereon



KPMG LLP

Suite 1000

1000 Walnut Street

Kansas City MO 64106-2162

Report of Independent Registered Public Accounting Firm

The Board of Directors

Waddell Reed Inc

We have audited the accompanying consolidated balance sheet of Waddell Reed Inc and subsidiaries

the Company wholly owned subsidiary of Waddell Reed Financial Inc as of December 31 2009

and the related consolidated statements of operations changes in stockholders equity comprehensive

income and cash flows for the year then ended that you are filing pursuant to Rule 17a-5 under the

Securities Exchange Act of 1934 These consolidated financial statements are the responsibility of the

Companys management Our responsibility is to express an opinion on these consolidated financial

statements based on our audit

We conducted our audit 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 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 Companys
internal control over financial reporting Accordingly we express no such opinion An audit also includes

examining on 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 audit provides reasonable

basis for our opinion

In our opinion the consolidated financial statements referred to above present fairly in all material

respects the financial position of Waddell Reed Inc and subsidiaries as of December 31 2009 and the

results of their operations and their cash flows for the year then ended in conformity with U.S generally

accepted accounting principles

Our audit was made for the purpose of forming an opinion on the basic financial statements taken as

whole The supplementary information included in Schedules II III and IV is presented for purposes of

additional analysis and is not required part of the basic financial statements but is supplementary

information required by Rule l7a-5 of the Securities Exchange Act of 1934 Such information has been

subjected to the auditing procedures applied in the audit 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

whole

KP LCP

Kansas City Missouri

February 25 2010

KFMG LL U.S limited liability partnership is the U.S

member firm of KFMG International Swiss cooperative



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Consolidated Balance Sheet

December 31 2009

In thousands

Assets

Cash and cash equivalents 100186

Cash and cash equivalents restricted 72453

Investment securities 23347

Receivables

Funds and
separate accounts 22840

Customers and other 169356

Due from affiliates 13192

Deferred income taxes 7759

Prepaid expenses and other current assets 6383

Total current assets 415516

Property and equipment net 64910

Deferred sales commissions net 27596

Deferred income taxes 4895
Goodwill and identifiable intangible assets 35095

Other assets 6379

Total assets 554391

Liabilities and Stockholders Equity

Accounts payable 21133

Payable to investment companies for securities 222168

Accrued compensation 26907

Due to affiliates 318

Income taxes payable 1789

Other current liabilities 26001

Total current liabilities 298316

Accrued pension and postretirement costs 21865

Other noncurrent liabilities 16859

Total liabilities 337040

Commitments and contingencies note 15

Stockholders equity

Common stock $1.00 par value Authorized issued and outstanding 1000 shares

Additional paid-in capital 202881

Retained earnings 34130

Accumulated other comprehensive loss 19661

Total stockholders equity 217351

Total liabilities and stockholders equity 554391

See accompanying notes to consolidated financial statements



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Consolidated Statement of Operations

Year ended December 31 2009

In thousands

Revenues

Investment management fees 180640
Underwriting and distribution fees 218311
Shareholder service fees 97969
Revenue sharing 25209

Total 522129

Expenses

Underwriting and distribution 239319
Compensation and related costs including share based compensation of $26767 117117
General and administrative 13494
Subadvisory fees 1540
Depreciation 12578

Total 384048

Operating income 138081

Investment and other income 677
Interest expense 45

Income before provision for income taxes 139713

Provision for income taxes 47661

Net income 92052

See accompanying notes to consolidated financial statements
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WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Consolidated Statement of Comprehensive Income

Year ended December 31 2009

In thousands

Net income 92052

Other comprehensive income

Available-for-sale investments

Net unrealized appreciation of investments during the year net of income taxes

of $732 1271
Pension and postretirement benefits

Pension and postretirement benefits net of income taxes of $913 1223
Reclassification adjustment for amount included in net income net of income taxes

of $490 850

Comprehensive income 92950

See accompanying notes to consolidated financial statements



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Consolidated Statement of Cash Flows

Year ended December 31 2009

In thousands

Cash flows from operating activities

Net income 92052

Adjustments to reconcile net income to net cash provided by operating activities

Depreciation and amortization 12615
Amortization of deferred sales commissions 14535
Writedown of investment securities 1340
Excess tax benefits from share-based payment arrangements 2590
Net purchases and sales of trading securities 276
Unrealized gain on trading securities 2130
Loss on sale and retirement of property and equipment 42

Capital gains and dividends reinvested 107
Deferred income taxes 2077

Changes in assets and liabilities

Cash and cash equivalents restricted 25271
Receivables from funds and separate accounts 1333
Other receivables 115337
Due from affiliates net 11375
Deferred sales commissions 17072
Prepaid expenses and other assets 287
Accounts payable 15066
Payable to investment companies for securities 154320
Accrued compensation 7240
Income taxes payable 4212
Other liabilities 5718

Net cash provided by operating activities 86113

Cash flows from investing activities

Proceeds from maturities of available-for-sale investment securities 340

Additions to property and equipment 30226
Proceeds from sales of property and equipment 7624

Net cash used in investing activities 22262

Cash flows from financing activities

Dividends to parent 80000
Excess tax benefits from share-based payment arrangements 2590

Net cash used in financing activities 77410

Net decrease in cash and cash equivalents 13559

Cash and cash equivalents at beginning of year 113745

Cash and cash equivalents at end of year 100186

Supplemental disclosure for cash flow

Cash paid for income taxes net 49633

See accompanying notes to consolidated financial statements



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

Summary of Significant Accounting Policies

Organization

Waddell Reed Inc WR Inc broker-dealer and subsidiaries the Company we our and us

derive revenues primarily from investment management investment product underwriting and

distribution and shareholder services administration provided to the Waddell Reed Advisors

Group of Mutual Funds the Advisors Funds Ivy Funds Variable Insurance Portfolios the Ivy

Funds VIP Ivy Funds Inc and the Ivy Funds portfolios collectively the Ivy Funds which are

underwritten by an affiliate and Waddell Reed InvestEd Portfolios InvestEd collectively

the Funds and institutional and separately managed accounts The Funds and the institutional and

separately managed accounts operate under various rules and regulations set forth by the United

States Securities and Exchange Commission the SEC Services to the Funds are provided under

investment management agreements that set forth the fees to be charged for these services The

majority of these agreements are subject to annual review and approval by each Funds board of

directors/trustees and shareholders Our revenues are largely dependent on the total value and

composition of assets under management which include mainly domestic equity securities but also

include debt securities and international equities Accordingly fluctuations in financial markets and

composition of assets under management can significantly impact revenues and results of operations

The Company is an indirect wholly owned subsidiary of Waddell Reed Financial Inc WDR
publicly traded company Consolidated financial statements of WDR are available

The Companys underwriting agreements with the Funds allows the Company the exclusive right to

distribute redeemable shares of the Funds on continuous basis The Company has entered into

limited number of selling agreements authorizing third parties to offer certain of the Funds In

addition the Company also receives Rule 12b-1 asset-based service and distribution fees from

certain of the Funds for purposes of advertising and marketing the shares of such funds and for

providing shareholder-related services The Company must pay certain costs associated with

underwriting and distributing the Funds including commissions and other compensation paid to

financial advisors sales force management and other marketing personnel compensation paid to

other broker-dealers plus overhead expenses relating to field offices sales programs and the costs

of developing and producing sales literature and printing of prospectuses which may be either

partially or fully reimbursed by certain of the Funds The Funds are sold in various classes that are

structured in ways that conform to industry standards i.e front-end load back-end load level-load

and institutional

The Company operates its investment advisory business and its transfer agency and accounting

services business through its primary subsidiaries Waddell Reed Investment Management

Company and Waddell Reed Services Company respectively

Basis of Presentation and Consolidation

The accompanying consolidated financial statements are prepared in accordance with accounting

principles generally accepted in the United States of America GAAP The accompanying

consolidated financial statements include the accounts of the Company and its subsidiaries all of

which are wholly owned Intercompany transactions and balances are eliminated in consolidation

Continued



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

The Company has evaluated subsequent events through February 25 2010 the date that these

financial statements were issued and determined there are no other items to disclose

Pursuant to SFAS No 168 The FASB Accounting Standards Codification and the Hierarchy of

Generally Accepted Accounting Principles replacement of FASB Statement No 162 the

FASB Accounting Standards Codification ASC became the sole source of authoritative

U.S GAAP for interim and annual periods ending after September 15 2009 except for rules and

interpretive releases of the SEC which are sources of authoritative GAAP for SEC registrants The

Company adopted this standard now codified as Generally Accepted Accounting Principles Topic
ASC 105 during the third quarter of 2009 References to specific accounting standards in the

footnotes to our consolidated financial statements have been changed to refer to the appropriate

section of the ASC

Use of Estimates

GAAP requires us to make estimates and assumptions that affect the reported amounts of assets

liabilities revenues and expenses in the consolidated financial statements and accompanying notes

and related disclosures of commitments and contingencies Estimates are used for but are not limited

to depreciation and amortization taxes valuation of assets pension and postretirement obligations

and contingencies Actual results could differ from those estimates

Cash and Cash Equivalents

Cash and cash equivalents include cash on hand and short-term investments We consider all highly

liquid investments with original or remaining maturities of 90 days or less at the date of purchase to

be cash equivalents Cash and cash equivalents-restricted represents cash held for the benefit of

customers segregated in compliance with federal and other regulations Substantially all cash

balances are in excess of federal deposit insurance limits

Disclosures About Fair Value of Financial Instruments

The fair value of cash and cash equivalents receivables and payables approximate carrying value

Fair values for investment securities are based on quoted market prices where available Otherwise

fair values are based on quoted market prices of comparable instruments

Investment Securities

Our investment securities are comprised of United States state and government obligations

corporate debt securities and investments in affiliated mutual funds Investments are classified as

available-for-sale or trading WR Inc investments are classified as trading The subsidiaries of

WR Inc hold only available-for-sale securities Unrealized holding gains and losses on securities

available-for-sale net of related tax effects are excluded from earnings until realized and reported as

separate component of comprehensive income For trading securities unrealized holding gains and

losses net of related tax effects are included in earnings Realized gains and losses are computed

using the specific identification method for investment securities other than mutual funds For

mutual funds realized gains and losses are computed using the average cost method

Continued



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

Our available-for-sale investments are reviewed each quarter and adjusted for other than temporary

declines in value We consider factors affecting the issuer and the industry the issuer operates in

general market trends including interest rates and our ability and intent to hold an investment until it

has recovered Consideration is given to the length of time an investments market value has been

below carrying value and prospects for recovery to carrying value When decline in the fair value

of equity securities is determined to be other than temporary the unrealized loss recorded net of tax

in other comprehensive income is realized as charge to net income and new cost basis is

established for financial reporting purposes Based on change to Investments Debt and Equity

Securities Topic ASC 320 adopted in 2009 when decline in the fair value of debt securities is

determined to be other than temporary the amount of the impairment recognized in earnings depends

on whether the Company intends to sell the security or more likely than not will be required to sell

the security before recovery of its amortized cost basis less any current-period credit loss if so the

other-than-temporary impairment recognized in earnings is equal to the entire difference between the

investments amortized cost basis and its fair value at the balance sheet date if not the portion of the

impairment related to the credit loss is recognized in earnings while the portion of the impairment

related to other factors is recognized in other comprehensive income net of tax

Properly and Equipment

Property and equipment are carried at cost The costs of improvements that extend the life of fixed

asset are capitalized while the costs of repairs and maintenance are expensed as incurred

Depreciation and amortization are calculated and recorded using the straight-line method over the

estimated useful life of the related asset or lease term if shorter generally five to ten years for

furniture fixtures data processing equipment computer software five to 26 years for equipment and

machinery and up to 15 years for leasehold improvements which is the lesser of the lease term or

expected life

Software Developed for Internal Use

Certain internal costs incurred in connection with developing or obtaining software for internal use

are capitalized in accordance with Intangibles Goodwill and Other Topic ASC 350 Internal costs

capitalized are included in Property and equipment net on the consolidated balance sheet and

were $11.1 million as of December 31 2009 Amortization begins when the software project is

complete and ready for its intended use and continues over the estimated useful life generally five to

10 years

Goodwill and Identifiable Intangible Assets

Goodwill represents the excess of the cost of the Companys investment in the net assets of acquired

companies over the fair value of the underlying identifiable net assets at the dates of acquisition

Goodwill is not amortized but is tested at least annually for impairment

Identifiable intangible assets with indefinite useful lives are not amortized Indefinite lived intangible

assets represent advisory management contracts for managed assets obtained in acquisitions We
consider these contracts to be indefinite lived intangible assets as they are expected to be renewed

without significant cost or modification of terms We complete an ongoing review of the

Continued



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

recoverability of identifiable intangible assets on an annual basis or more frequently whenever events

occur or circumstances change which would more likely than not reduce their fair value

Factors that are considered important in determining whether an impairment of goodwill or

intangible assets might exist include significant continued underperformance compared to peers the

likelihood of termination or nonrenewal of mutual fund advisory contract or substantial changes in

revenues earned from such contract significant changes in the business and products material and

ongoing negative industry or economic trends or other factors specific to each asset or subsidiary

being evaluated Because of the significance of goodwill and other intangible assets to our

consolidated balance sheet any changes in key assumptions about our business or prospects or

changes in market conditions or other externalities could result in an impairment charge and such

charge could have material effect on our financial condition and results of operations

Deferred Sales Commissions

The Company defers certain costs principally sales commissions and related compensation that are

paid to financial advisors and broker/dealers in connection with the sale of certain mutual fund

shares sold without front-end load sales charge The costs incurred at the time of the sale of

Class shares are amortized on straight-line basis over five years which approximates the

expected life of the shareholders investments The costs incurred at the time of the sale of Class

shares are amortized on straight-line basis over 12 months In addition the costs incurred at the

time of the sale of shares for certain asset allocation products are deferred and amortized on

straight-line basis not to exceed three years The Company recovers such costs through Rule 12b-l

and other distribution fees which are paid on Class and Class shares of the Advisor Funds

along with contingent deferred sales charges CDSCs paid by shareholders who redeem their shares

prior to completion of the required holding period three years for shares of certain asset allocation

products six years for Class share and 12 months for Class share Should the Company lose

the ability to recover such sales conmiissions through distribution fees or CDSCs the value of these

assets would immediately decline as would future cash flows The Company periodically reviews

the recoverability of the deferred sales commission assets as events or changes in circumstances

indicate that the carrying amount may not be recoverable and adjust them accordingly

Revenue Recognition

We recognize investment management fees as earned over the period in which services are rendered

We charge the Advisors Funds and Ivy Funds VIP daily based upon average daily net assets under

management in accordance with investment management agreements between the Advisors Funds

and Ivy Funds VIP and the Company In general the majority of investment management fees

earned from institutional and separate accounts are charged quarterly based upon an average of net

assets under management at the end of the months within the quarter in accordance with such

agreements

Underwriting and distribution revenues resulting from the sale of investment products are recognized

on the trade date

10 Continued



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

We also recognize distribution revenues monthly on certain types of investment products primarily

variable annuity products which are generally calculated based upon average daily net assets under

management

The Company collects Rule 12b-1 service and distribution fees under distribution and service plan

agreements compensatory and/or reimbursement with the Advisors Funds and Ivy Funds VIP The
reimbursement plan allows for reimbursement to the Company of certain Rule 2b- eligible

expenses not to exceed maximum of 25 basis points of average daily net assets under management
on an annual basis Rule 12b-1 service and distribution fees are collected for costs related to the

distribution and
servicing of mutual fund shares such as sales commissions paid to other

broker-dealers advertising sales brochures and costs for providing ongoing services to mutual fund

shareholders The compensatory plan allows for payment to the Company of 25 basis points of

average daily net assets under management on an annual basis The Company must engage in

activities that are intended to result in the sale of mutual fund shares

Shareholder service fees are recognized monthly and are calculated based on the number of accounts

or assets under management as applicable Other administrative service fee revenues are recognized

as contractual obligations are fulfilled or as services are provided

Revenue sharing is recognized monthly In 2009 we initiated revenue sharing allocation plan with

affiliates in which the Company receives 25 basis points on gross sales of assets and 10 basis points

on average assets under management for Ivy Funds sold through the proprietary channel In addition

the Company receives revenue for providing accounting legal marketing rent and other services

Advertising and Promotion

The Company expenses all advertising and promotion costs as incurred Advertising expense was
$1.1 million for the year ended December 31 2009 and is classified in underwriting and distribution

expense on the consolidated statement of operations

Income Taxes

The Company files consolidated federal income tax returns with WDR The Companys provision

for income taxes has been made on the same basis as if the Company filed separate federal income

tax returns using the maximum
statutory rate applicable to the consolidated group The Company is

included in the combined state returns filed by WDR and also files separate state income tax returns

in other state jurisdictions in which the Company operates that do not allow or require the affiliated

group to file on combined basis

Income tax expense is based on pre-tax financial accounting income including adjustment made for

the recognition or derecognition related to uncertain tax positions The recognition or derecognition

of income tax expense related to uncertain tax positions is determined under the guidance as

prescribed by Income Taxes Topic ASC 740 Deferred tax assets and liabilities are recognized for

the future tax attributable to differences between the financial statement carrying amounts of existing

assets and liabilities and their respective tax basis Deferred tax assets and deferred tax liabilities are

measured using enacted tax rates expected to be recovered or settled The effect of change in tax

11 Continued



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

rates on deferred tax assets and liabilities is recognized in earnings in the period that includes the

enactment date

The Company recognizes tax benefits from equity awards in WDR stock granted to its employees
These tax benefits are reflected as an increase to additional paid-in capital with corresponding

reduction to income taxes payable The excess tax benefits from share-based payments were

$2.6 million for 2009

Investment Securities

Investments at December 31 2009 are as follows in thousands

Amortized Unrealized Unrealized Fair

cost gains losses value

Available-for-sale securities

Mortgage-backed securities 11 12

Municipal boiils 4959 286 4673
Affiiatedmutualfunds 4410 1111 30 5491

Total available-for-sale

securities 9380 1112 316 10176

Trading securities

Mortgage-backed securities 107

Municipal borsJs 478

Corporate bonds 94

Common stock 30

Affiliated mutual funds 12462

Total trading securities 13171

Total investment

securities 23347

summary of available-for-sale securities with fair values below carrying values at December 31 2009 is

as follows in thousands

Less than 12 months 12 months or longer Total

Fair Unrealized Fair Unrealized Fair Unrealized

value losses value losses value losses

Municipal bends 3843 125 830 161 4673 286
Affiliated mutual hinds 220 30 220 30

Total temporaiily

impaiiedsurities 3843 125 1050 191 4893 316

12 Continued



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial hic

Notes to Consolidated Financial Statements

December 31 2009

Based upon our assessment of the available-for-sale investment securities with unrealized depreciation at

December 31 2009 the timeframe investments have been in loss position our intent to hold such

securities until they have recovered and our history of holding bonds until maturity we determined that

write-down was not appropriate at this time

During the first quarter of 2009 we recorded pre-tax charge of $1.3 million to reflect the other than

temporary decline in value of certain of the Companys investments in affiliated mutual funds as the fair

value of these investments had been below cost for an extended period This charge is recorded in

Investment and other income in the consolidated statement of operations for 2009

Mortgage-backed securities and municipal bonds accounted for as available-for-sale as of December 31
2009 mature as follows in thousands

Amortized

cost Fair value

After one year but within ten years 3969 3843
After ten years 1001 842

4970 4685

Mortgage-backed securities municipal bonds and corporate bonds accounted for as trading and held as of

December 31 2009 mature as follows in thousands

Fair value

After one year but within ten years 572

After ten years 107

679

We determine the fair value of our investments using broad levels of inputs as defined by related

accounting standards

Level Quoted prices in active markets for identical securities

Level Other significant observable inputs including quoted prices in active markets for similar

securities

Level Significant unobservable inputs including the Companys own assumptions in

determining the fair value of investments
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WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

The following table summarizes our investment securities as of December 31 2009 that are recognized in

our balance sheet using fair value measurements based on the differing levels of inputs

Level Level Level Total

Investment securities 17983 5364 23347

Goodwill and Identifiable Intangible Assets

Goodwill represents the excess of purchase price over the tangible assets and identifiable intangible assets

of acquired business Our goodwill is not deductible for tax purposes The activity related to goodwill and

identifiable intangible assets all considered indefinite lived is summarized as follows in thousands

Goodwill 16514

Accumulated amortization 8272

Total goodwill 8242

Total identifiable intangible assets 26853

Total 35095

Goodwill is not amortized but instead is reviewed annually and when events or circumstances occur

which indicate that goodwill might be impaired Impairment of goodwill is tested at the Companys

reporting unit level To determine fair value our review process uses the income and market approaches

In performing the analysis we use the best information available under the circumstances including

reasonable and supportable assumptions and projections If the carrying amount of the reporting unit

exceeds its implied fair value goodwill is considered impaired and second step is performed to measure

the amount of impairment loss if any

The Company has recognized total goodwill charges of $27.2 million all related to Austin

Calvert Flavin Inc ACF since its adoption of the Intangibles Goodwill and Other Topic ASC 350

in 2002 see note

Identifiable intangible assets are mutual fund management advisory contracts all considered indefinite

lived with carrying value at December 31 2009 of $26.9 million

14 Continued



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

Property and Equipment

summary of property and equipment at December 31 2009 is as follows in thousands

Estimated

useful lives

Furniture and fixtures 27452 10 years

Data processing equipment 17872 10 years

Computer software 52988 10 years

Equipment and machinery 16496 26 years

Leasehold improvements 17647 15 years

Property and equipment at cost 132455

Accumulated depreciation 67545

Property and equipment net 64910

At December 31 2009 we have property and equipment under capital lease with cost of $1032000 and

accumulated depreciation of $328000

Restructuring

In 2008 we initiated restructuring plan to reduce our operating costs We completed the restructuring by

December 31 2008 which included voluntary separation of employees and the termination of various

projects under development We recorded
pre-tax restructuring charge in 2008 of $12.4 million

consisting of employee compensation and other benefit costs $453 thousand for accelerated vesting of

nonvested stock and $717 thousand in project development costs including $500 thOusand for the early

termination of contract

The activity in the accrued restructuring liability is summarized as follows in thousands

Accrued Accrued

liability as of Noncash liability as of

December 31 Cash settlements December 31
2008 payments and other 2009

Employee compensation and

other benefits 10799 8135 246 2418

Contract termination ard project

development costs 500
_____________

500

Employee compensation

andotherbenefits 11299 8135 246 2918

We expect the remaining restructuring costs to be paid out in 2010 The restructuring liability of

$2.9 million is included in other current liabilities in the consolidated balance sheet
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WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

Sale of Austin Calvert Flavin Inc

On July 15 2009 the Company completed the sale of its wholly owned subsidiary ACF pursuant to

stock purchase agreement dated June 26 2009 The agreement includes an earnout provision based on

percentage of revenues on existing accounts over the three-year period subsequent to the closing date Prior

to the closing date ACF had 10 employees and assets under management of $488.0 million

We recorded charges for severance and other transaction costs of $1.1 million in connection with the

divestiture of our investment in ACF in 2009 which are included in general and administrative expenses
in the consolidated statement of income

For tax purposes this sale resulted in capital loss of $28.1 million which will generate future tax benefits

available to offset potential future and prior period capital gains Due to the character of the loss and the

limited carryforward period permitted by law the Company may not realize the full tax benefit of the

capital loss We recorded tax benefits in 2009 of $3.6 million Of this amount $1.6 million relates to

carrying back portion of the capital loss to fully offset capital gains generated during the applicable

three-year carryback period The remaining $2.0 million tax benefit relates to utilizing capital losses to

offset capital gains generated during 2009

Income Taxes

The provision for income taxes for the year ended December 31 2009 consists of the following

in thousands

Currently payable

Federal 42544
State 3585

46129

Deferred taxes 1532

Provision for income taxes 47661

The following table reconciles the statutory federal income tax rate to the Companys effective income tax

rate

Statutory federal income tax rate 35.0%

State income taxes net of federal tax

benefits 1.7

State tax incentives 0.7
Sale of subsidiary 7.0
Valuation allowance 4.7

Other items 0.4

Effective income tax rate 34.1%
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WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

The tax effect of temporary differences that give rise to significant portions of deferred tax liabilities and

deferred tax assets at December 31 2009 is presented as follows in thousands

Deferred tax liabilities

Deferred sales commissions 281
Property and equipment 10986
Benefit plans 4719
Purehase of fund assets 4245
Prepaid expenses 1494

Total gross deferred liabilities 21725

Deferred tax assets

Capital loss carryforward 6264

Additional pension and post retirement

liability 11769

Accmed expenses 8188

Nonvested stock 11077
State net operating loss carryforwards 3899
Federal benefit on state liabilities 2138
Unrealized losses on investment securities 201

Unused state tax credits 1002

Other 240

Total gross deferred assets 44778

Valuation allowance 10399

Net deferred tax asset 12654

During 2009 the Company sold subsidiary which generated capital loss available for offsetting

potential future and prior period capital gains Due to the character of the loss and the limited carryforward

period permitted by law the Company may not realize the full tax benefit of the capital loss The deferred

tax asset net of federal tax effect relating to the capital losses as of December 31 2009 is approximately

$6.3 million The capital loss carryforward if not utilized will expire in 2014 As of December 31 2009

other net deferred tax assets which are capital in nature are approximately $0.3 million Management

believes it is not more likely than not that the Company will generate sufficient future capital gains to

realize the full benefit of these capital losses and accordingly valuation allowance in the amount of

$6.6 million has been recorded at December 31 2009

As of December 31 2009 the Company has net operating loss carryforwards in certain states in which the

Company files on separate company basis and has recognized deferred tax asset for such loss

carryforwards The deferred tax asset net of federal tax effect related to the carryforwards is

approximately $3.9 million at December 31 2009 The carryforwards if not utilized will expire between

2010 and 2029 Management believes it is not more likely than not that the Company will generate

sufficient future taxable income in certain states to realize the benefit of the net operating loss

carryforwards and accordingly valuation allowance in the amount of $3.8 million has been established
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WADDELL REED INC AND SUBSIDIA1UES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

at December 31 2009 The Company has state tax credits of $1.0 million as of December 31 2009 that can

be utilized in future tax years These credits will expire between 2018 and 2029 if not utilized The

Company anticipates these credits will be fully utilized prior to their expiration dates

As of December 31 2009 the Company had unrecognized tax benefits including penalties and interest of

$6.9 million $4.7 million net of federal benefit that if recognized would impact the Companys effective

tax rate As of December 31 2008 the Company had unrecognized tax benefits including penalties and

interest of $5.2 million $3.6 million net of federal benefit that if recognized would impact the

Companys effective tax rate The unrecognized tax benefits that are not expected to be settled within the

next 12 months are included in other liabilities in the accompanying balance sheet unrecognized tax

benefits that are expected to be settled within the next 12 months are included in income taxes payable

The Companys historical accounting policy with respect to interest and penalties related to tax

uncertainties has been to classify these amounts as income taxes and the Company continued this

classification upon the adoption of Income Taxes Topic ASC 740 As of January 2009 the total amount

of accrued interest and penalties related to uncertain tax positions included in the consolidated balance

sheet was $1.7 million $1.4 million net of federal benefit The total amount of penalties and interest net

of federal benefit related to tax uncertainties recognized in the statement of income for the year ended

December 31 2009 was $300000 The total amount of accrued penalties and interest related to uncertain

tax positions at December 31 2009 of $2.1 million $1.7 million net of federal benefit is included in the

total unrecognized tax benefits described above

The following table summarizes the Companys reconciliation of unrecognized tax benefits excluding

penalties and interest for the year ended December 31 2009 in thousands

Unrecognized

tax benefits

Balance at January 2009

Increases during the year

Gross increases tax positions in prior

period

Gross increases current period tax

positions

Decreases during the year

Decteases due to settlements with

taxing authorities

Decxeases due to lapse of statute of

limitations

Balance at December 31 2009

3511

1010

425

225

4720

In the ordinary course of business many transactions occur for which the ultimate tax outcome is

uncertain In addition respective tax authorities periodically audit our income tax returns These audits

examine our significant tax filing positions including the timing and amounts of deductions and the

allocation of income among tax jurisdictions In 2009 the Company settled three open tax years that were
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Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

undergoing audit by state jurisdiction in which the Company operates The 2006 2007 and 2008 federal

income tax returns are the only open tax years that remain subject to potential future audit The 2005

federal tax year also remains open to limited extent due to capital loss carryback claim State income

tax returns for all tax years after 2005 and in certain states income tax returns for 2005 are subject to

potential future audit by tax authorities in the Companys major state jurisdictions

The Company is currently under audit in three other state jurisdictions It is reasonably possible that the

Company will settle the audits in these jurisdictions within the next 12-month period It is estimated that

the Companys Income Taxes Topic ASC 740 liability could decrease by approximately $1.8 million to

$3.2 million $1.2 to $2.1 million net of federal benefit upon settlement of these audits Such settlements

are not anticipated to have significant impact on reported income

Pension Plan and Postretirement Benefits Other Than Pensions

The Company participates in the WDR sponsored noncontributory retirement plan the Plan that covers

substantially all employees Benefits payable under the Plan are based on an employees years of service

and compensation during the final 10 years of employment WDR allocates pension expense to the

Company for the Plan Such costs for 2009 were $6.5 million

The total projected benefit obligation of the Plan is $111.0 million of which $94.9 million relates to the

Company The total pension benefits liability representing the projected benefit obligation in excess of the

pension plan assets recorded on the balance sheet of WDR at December 31 2009 is $19.4 million of

which $16.6 million relates to our Company

The Company also participates in the WDR sponsored unfunded defined benefit postretirement medical

plan medical plan that covers substantially all employees including Waddell Reed advisors The

medical plan is contributory with retiree contributions adjusted annually All contributions to the medical

plan are voluntary as it is not funded and is not subject to any minimum regulatory funding requirements

The contributions for each year represent claims paid for medical expenses Net accrued medical plan costs

in the amount of $5.9 million are recorded on the balance sheet of WDR at December 31 2009 of which

$5.5 million relates to our Company Of the Companys total liability at December 31 2009 $231000 is

included in other current liabilities while the remainder is long term in nature During 2009 WDR
allocated $694000 of expense to the Company for the medical plan

Employee Savings Plan

The Company participates in the WDR sponsored defined contribution plan that qualifies under

Section 40 1k of the Intemal Revenue Code to provide retirement benefits for employees following the

completion of an eligibility period As allowed under Section 401k the plan provides tax-deferred salary

deductions for eligible employees The Companys matching contributions to the plan for the year ended

December 31 2009 were $1.3 million

10 Net Capital Requirements

The Company is subject to the SEC Uniform Net Capital Rule Rule 15c3-1 which requires the

maintenance of minimum net capital and requires that the ratio of aggregate indebtedness to net capital

both as defined shall not exceed 15.0 to 1.0 broker/dealer may elect to not be subject to the Aggregate
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Wholly Owned Subsidiary of Waddell Reed Financial Inc
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December 31 2009

Indebtedness Standard of paragraph a1iof Rule 15c3-l in which case net capital must exceed the

greater of $250 thousand or 2% of aggregate debit items computed in accordance with the Formula for

Determination of Reserve Requirements for broker/dealers Our Company made this election and is not

subject to the aggregate indebtedness ratio as of December 31 2009 At December 31 2009 the Company
had net capital of $21.6 million that was $21.3 million in excess of its required net capital of $250000 The

primary difference between net capital and stockholders equity are the nonallowable assets that are

excluded from net capital See schedule for additional information regarding net capital

11 Share-Based Compensation

WDR allocates expenses for nonvested shares of WDR stock to the Company that in turn are granted to

certain key personnel of the Company under its stock incentive plans Nonvested stock awards are valued

on the date of grant have no purchase price and vest over four
years

in 33 increments on the second
third and fourth anniversaries of the grant date Under the parent companys stock plans shares of

nonvested stock may be forfeited upon the termination of employment with the Company dependent upon
the circumstances of termination Except for restrictions placed on the transferability of nonvested stock
holders of nonvested stock have full stockholders rights during the term of restriction including voting

rights and the rights to receive cash dividends The Company pays the Parent for expense related to these

awards For the year ended December 31 2009 the Company recorded share-based compensation expense

totaling $26.8 million that is included in compensation and related costs in the statement of operations

12 Rental Expense and Lease Commitments

The Company leases home office buildings certain sales and other office space and equipment under

long-term operating leases Rent expense for the year ended December 31 2009 was $20.5 million Future

minimumrental commitments under noncancelable operating leases are as follows in thousands

2010 16797
2011 14237
2012 11890
2013 7322
2014 4152
Theteafter 9147

63545

New leases are expected to be executed as existing leases expire Thus future minimum lease

commitments are not expected to be less than those in 2009

13 Transactions with Related Parties

The current amounts due from affiliates at December 31 2009 includes noninterest-bearing advances for

current operating expenses and commissions due from the sales of affiliates products The current

amounts due to affiliates at December 31 2009 include amounts due for administrative and other services
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In 2009 we initiated revenue sharing allocation plan with affiliates in which the Company receives 25

basis points on gross sales of assets and 10 basis points on average assets under management for Ivy Funds

sold through the proprietary channel In addition the Company receives revenue for providing accounting

legal marketing rent and other services Accordingly during 2009 the Company recorded $1.2 million in

from the gross sales of assets $4.0 million from average assets under management and $19.9 million for

services provided

The amount classified as income tax payable at December 31 2009 consists entirely of amounts due to

WDR for tax allocations

The Company earns point of sale commissions and Rule 12b-1 fees on sales of the Ivy Funds by the

Companys licensed financial advisors Accordingly during 2009 the Company recorded $23.5 million in

revenues from the sale of Ivy Funds

The Company compensates affiliates for point of sale commissions and Rule 12b-1 fees on sales of the

Advisor Funds by the affiliates The Company recorded $465000 for these charges for 2009 As described

in note portion of these charges were capitalized as deferred sales commissions

The Company received $3.8 million contribution from WDR during the year for assets and liabilities

transferred to the Company due to restructuring of our corporate
entities as result of transfer pricing

update
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14 Subsidiaries not Consolidated in the Companys FOCUS Report Form X-17A-5

The statement of financial condition of the Company filed in accordance with instructions to FOCUS Form

X-17A-5 Part II for the year ended December 31 2009 was not consolidated with its subsidiaries The

condensed combined statement of assets and liabilities of the Companys subsidiaries at December 31
2009 that were not consolidated in the December 31 2009 FOCUS Form X-17A-5 Part II statement of

financial condition is presented as follows in thousands

As sets

Cash 45292
Receivables and prepaids 45205
Investment securities 10176

Property and equipment net 35816
Goodwill and intangible assets net 26853
Deferred income taxes 6405
Other assets 341

170088

Liabilities

Other liabilities 67031
Current income taxes 529

67560

Company equity in net assets 102528

15 Contingencies

The Company is involved from time to time in various legal proceedings regulatory investigations and

claims incident to the normal conduct of business which may include proceedings that are specific to us

and others generally applicable to the business practices within the industries in which we operate

substantial legal liability or significant regulatory action against us could have an adverse effect on our

business financial condition and on the results of operations in particular quarter or year

Michael Taylor Kenneth Young individuals on behaf of themselves individually and on behaif of

others similarly situated Waddell Reed Inc Delaware Corporation Waddell Reed Financial

Inc Delaware Corporation Waddell Reed Development Inc Delaware Corporation

Waddell Reed Financial Advisors fictitious business name and DOES through 10 inclusive Case

No 09-CV-2909 DMS WVG in the United States District Court for the Southern District of California

22 Continued



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2009

In an action filed December 28 2009 the Company along with various of its affiliates were sued in an

individual action class action and Fair Labor Standards Act FLSA nationwide collective action by two

former advisors asserting misclassification of financial advisers as independent contractors Plaintiffs

assert claims under the FLSA for minimum wages and overtime wages and under California Labor Code

Statutes for timely pay wages minimum wages overtime compensation meal periods reimbursement of

losses and business expenses and itemized wage statements and claim for Unfair Business Practices

under 17200 of the California Business Professions Code Plaintiffs seek declaratory and injunctive

relief and monetary damages As yet no responsive pleading has been filed but the Company intends to

vigorously contest plaintiffs claims

In the opinion of management the ultimate resolution and outcome of this matter is uncertain At this stage

of the litigation the Company is unable to estimate the expense or exposure if any that it may represent

The ultimate resolution of this matter or an adverse determination against the Company could have

material adverse impact on the financial position and results of operations of the Company However this

possible impact is unknown and not reasonably determinable therefore no liability has been recorded in

the consolidated financial statements
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Schedule

WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Computation of Net Capital Requirement Rule 15c3-1 of the

Securities and Exchange Commission

December 31 2009

In thousands

Total stockholders equity per balance sheet 217351
Additions to capital deferred tax adjustment 13543

Total stockholders equity for computation of net capital 230894

Nonallowable assets including equity in subsidiaries 206641
Haircuts on securities 2674

Net capital 21579

Minimum net capital requirement 250

Excess of net capital over minimumnet capital requirement 21329

Aggregate indebtedness 268119

Ratio aggregate indebtedness to net capital N/A

Note reconciliation of the Companys net capital computation under Rule 15c3-1 is not necessary

pursuant to Rule 17a-5d4

See accompanying independent auditors report
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Schedule II

WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Computation for Determination of Reserve Requirements under Rule 15c3-3 of the

Securities and Exchange Coimnission

December 31 2009

The Company is exempt from Rule 15c3-3 pursuant to the provisions of subparagraphs k2i and

k2ii of that rule

See accompanying independent auditors report
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Schedule III

WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Information for Possession or Control Requirements under Rule 15c3-3 of the

Securities and Exchange Commission

December 31 2009

The Company did not have any customers fully paid securities and excess margin securities that were not in the

Companys possession or control as of December 31 2009 for which instructions to reduce to possession or

control had been issued as of December 31 2009 but for which the required action was not taken by the

Company within the time frames specified under Rule 15c3-3 of the Securities Exchange Act of 1934 The

Company also did not have any customers fully paid securities and excess margin securities for which

instructions to reduce to possession or control had not been issued as of December 31 2009 excluding items

arising from temporary lags that result from normal business operations as permitted under Rule 15c3-3 of the

Securities Exchange Act of 1934

See accompanying independent auditors report
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Schedule IV
WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Reconciliation of Total Assets Included in the December 31 2009

Audited Financial Statements and Total Assets Included in the

Unaudited December 31 2009 FOCUS Report

In thousands

Total assets per the 2009 FOCUS Report 499013
Reclassifications/adjustments 55378

Total assets per the December 31 2009 audited consolidated

financial statements 554391

See accompanying independent auditors report
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KPMG LLP

Suite 1000

1000 Walnut Street

Kansas City MO 64106-2162

Report of Independent Registered Public Accounting Firm

on Internal Control Required by SEC Rule 17a-5

The Board of Directors

Waddell Reed Inc

In planning and performing our audit of the consolidated financial statements and supplemental schedules

of Waddell Reed Inc the Company as of and for the year ended December 31 2009 in accordance

with auditing standards generally accepted in the United States of America we considered the Companys

internal control over financial reporting internal control as basis for designing our auditing procedures

for the purpose of expressing our opinion on the consolidated financial statements but not for the purpose

of expressing an opinion on the effectiveness of the Companys internal control Accordingly we do not

express an opinion on the effectiveness of the Companys internal control

Also as required by Rule 17a-5g1 of the Securities and Exchange Commission SEC we have made

study of the practices and procedures followed by the Company including consideration of control

activities for safeguarding securities This study included tests of such practices and procedures that we

considered relevant to the objectives stated in Rule 17a-5g in making the periodic computations of

aggregate indebtedness and net capital under Rule 17a-3a1 and for determining compliance with the

exemptive provisions of Rule 15c3-3 Because the Company does not carry securities accounts for

customers or perform custodial functions relating to customer securities we did not review the practices

and procedures followed by the Company in any of the following

Making quarterly securities examinations counts verifications comparisons and recordation of

differences required by Rule 17a-13

Complying with the requirements for prompt payment for securities under Section of Federal

Revenue Regulation of the Board of Governors of the Federal Reserve System

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 SECs 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 unauthorized use or disposition and that transactions are executed in accordance with

managements authorization and recorded properly to permit the preparation of financial statements in

conformity with U.S generally accepted accounting principles Rule 17a-5g lists additional objectives of

the practices and procedures listed in the preceding paragraph
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Because of inherent limitations in internal control and the practices and procedures referred to above error

or fraud may occur and not be detected Also projection of any evaluation of them to future periods is

subject to the risk that they may become inadequate because of changes in conditions or that the

effectiveness of their design and operation may deteriorate

deficiency in internal control exists when the design or operation of control does not allow

management or employees in the normal course of performing their assigned functions to prevent or

detect and correct misstatements on timely basis significant deficiency is deficiency or combination

of deficiencies in internal control that is less severe than material weakness yet important enough to

merit attention by those charged with governance

material weakness is deficiency or combination of deficiencies in internal control such that there is

reasonable possibility that material misstatement of the entitys consolidated financial statements will not

be prevented or detected and corrected on timely basis

Our consideration of internal control was for the limited purpose described in the first and second

paragraphs and would not necessarily identify all deficiencies in internal control that might be material

weaknesses We did not identify any deficiencies in internal control and control activities for safeguarding

securities that we consider to be material weaknesses as defined above

We understand that practices and procedures that accomplish the objectives referred to in the second

paragraph of this report are considered by the SEC to be adequate for its purpose in accordance with the

Securities Exchange Act of 1934 and related regulations and that practices and procedures that do not

accomplish such objectives in all material respects indicate material inadequacy for such purposes Based

on this understanding and on our study we believe that the Companys practices and procedures as

described in the second paragraph of this report were adequate at December 31 2009 to meet the SECs

objectives

This report is intended solely for the information and use of the board of directors management the SEC
and other regulatory agencies that rely on Rule 17a5g under the Securities Exchange Act of 1934 in their

regulation of registered broker-dealers and is not intended to be and should not be used by anyone other

than these specified parties

LCP

Kansas City Missouri

February 25 2010
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