
13013542

CHECK ONE

SEC
Mail Processing

prtion

Certified Public Accountant

Public Accountant

Accountant not resident in United States or any of its possessions

FOR OFFICIAL USE ONLY

Claims for exemption from the requirement that the annual report be covered by the opinion of an independent public accountant

must be supported by statement offacts and circumstances relied on as the basis for the exemption See Section 240.1 7a-5e2

Potential persons who are to respond to the collection of

Information contained in this form are not required to respond

unlessthe form displays currently valid 0MB control number
313

MAP Z013

UNITED STATES

SECUR1TIESANDEXCHANGECOMMIION

Washington D.C 20549

ANNUAL AUDITED REPORT

FORM X-iA-5

PART III

0MB APPROVAL

0MB Number 3235-01231

Expires April 302013

Estimated average
burden

hours per response 2.PQI

IISEC FILE NUMBER

I- 1r73Q
Wasnington DC

400 FACING PAGE

Information Required of Brokers and Dealers Pursuant to Section 17 of the

Securities Exchange Act of 1934 and Rule 17a-5 Thereunder

REPORT FOR THE PERIOD BEGINNING01101112

MM/DDIYY

AND 12/31/12

REGISTRANT IDENTIFICATION

MM/DDIYY

NAME OF BROKER-DEALER Waddell Reed Inc
USE ONLY

ADDRESS OF PRINCIPAL PLACE OF BUSINESS Do not use P.O Box No FIRM l.D NO

6300 Lamar Ave

No and Street

Overland Park KS 66202-4200

City State Zip Code

NAME AND TELEPHONE NUMBER OF PERSON TO CONTACT IN REGARD TO THIS REPORT

Melissa Clouse
913236-2277

Area Code Telephone Number

ACCOUNTANFIDENTIFICATION

INDEPENDENT PUBLIC ACCOUNTANT whose opinion is contained in this Report

KPMG LIP

Name if individual state last first middle name

1000 Walnut Street Ste 160 Kansas City MO 64106-2170

Address City State Zip Code

SEC 1410 06-02



OATH OR AFFIRMATION

Melissa Clouse swear or affirm that to the best of

my knowledge and belief the accompanying financial statement and supporting schedules pertaining to the firm of

Waddell Reed Inc as

of December31 20 12 are true and correct further swear or affirm that

neither the company nor any partner proprietor principal officer or director has any proprietary interest in any
account

classified solely as that of customer except as follows

Signature

Vice President Controller

Title

_________________________________
pIOTMY PUBUC State of Kan

Notary Public

This report
contains check all applicable boxes

Facing Page
El Statement of Financial Condition

El Statement of Income Loss
El Statement of Changes in Financial Condition

El Statement of Changes in Stockholders Equity or Partners or Sole Proprietors Capital

Statement of Changes in Liabilities Subordinated to Claims of Creditors

Ill Computation of Net Capital

El Computation for Determination of Reserve Requirements Pursuant to Rule 15c3-3

El Information Relating to the Possession or Control Requirements Under Rule 15c3-3

El Reconciliation including appropriate explanation of the Computation of Net Capital Under Rule 5c3-1 and the

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

Reconciliation between the audited and unaudited Statements of Financial Condition with respect to methods of

consolidation

An Oath or Affirmation

El copy of the SIPC Supplemental Report

report describing any material inadequacies found to exist or found to have existed since the date ofthe previous audit

For conditions of confidential treatment of certain portions of this filing see section 240.1 7a-5e



SECURITIES INVESTOR PROTECTION CORPORATION
P.O Box 92185 WashIngton D.C 20090-2185

202-371-8300

General Assessment Reconciliation

For the fiscal year ended December31 20 12

Read carefully the instructions in your Working Copy before completing this Form

TO BE FILED BY ALL SIPC MEMBERS WITH FISCAL YEAR ENDINGS

Name of Member address Designated Examining Authority 1934 Act registration no and month in which fiscal year ends for

purposes of the audit requirement of SEC Rule 17a-5

FINRA DEC
WADDELL REED INC 1717
ATIN CLOUSE
P0 BOX 29217

SHAWNEE vtlSSlON KS 66201-9217
Name and telephone number of person to contact

respecting this form

General Assessment item 2e from page

Less payment made with SIPC-6 filed exclude interest

07/27112

Date Paid

Less prior overpayment applied

Assessment balance due or overpayment

Interest computed on late payment see Instruction for.........__days at 20% per annum

Total assessment balance and Interest due or overpayment carried forward

PAID WITH THIS FORM
Check enclosed payable to SIPC

Total must be same as above $____________________________

Overpayment carried forward 9282

SubsidiarIes and predecessors included In this form give name and 1934 Act registration number

Authorized Signature

Dated the 25
day of February 2O13 Vice President Controller

Title

This form and the assessment payment Is due 60 days after the end of the fiscal year Retain the Working Copy of this form

for period of not less than years the latest years In an easily accessible place

The SIPC member submitting this form and the

person by whom it Is executed represent thereby

that all information contained herein is true correct

and complete

Postmarked Received

SIPC-7

33-REV 7/10

SIPC-7

33-REV 7/10

Note If any of the Information shown on the mailing label

requires correction please e-mail any corrections to

form@sipc.org and so indicate on the form filed

$6858

16140

9282

9282

Waddeil Reed Inc

Wameo Partnership or other organization

aes ___________

Calculations _________

Exceptions
a.

Cl
Disposition cf exceptions

Ieviewed

Documentation _________ Forward Copy



DETERMINATION OF SIPC NET OPERATING REVENUES
AND GENERAL ASSESSMENT

Item No
2a Total revenue FOCUS Line 12/Part hA Line Code 4030

2b Additions

Total revenues from the securities business of subsidiaries except foreign subsidiaries and

predecessors not included above

Net loss from
principal

transactions in securities in
tradiflg accounts

Net loss from principal transactions in commodities in trading accounts

interest and dividend expense deducted in determining item 2a

Net loss from management of or participation In the underwriting or distribution of securities

Expenses other than advertising printing registration fees and legal tees deducted in determining net

profit from management of or participation in underwriting or distribution of securities

Net loss from securities in investment accounts

Total additions

2c Deductions

Revenues from the distribution of shares of registered open end investment company or unit

investment trust from the sate of variable annuities from the business of insurance from investment

advisory services rendered to registered investment companies or insurance company separate

accounts and from transactions insecurity futures products

Revenues from commodity transactions

Commissions floor brokerage and clearance paid to other SIPC members in connection with

securities transactions

Reimbursements for postage in connection with proxy soiicitation

Net gain from securities in investment accounts

100% of commissions and markups earned from transactions in certificates of deposit and

ii Treasury biiis bankers acceptances or commercial paper that mature nine months or less

from issuance date

Direct expenses of printin advertising and legal fees incurred in connection with other revenue

related to the securities business revenue defined by Section 169L of the Act

Other revenue not related either
directly or indirectly to the securities business

See Instruction

See attached

Total interest and dividend expense FOCUS Line 22/PART ilA Line 13

Code 4075 plus line 2b4 above but not In excess
933

of total interest and dividend income $______________________________

ii 40% of margin interest earned on customers securities

accounts 40% of FOCUS line Code 3960 $_____________________________

Enter the greater of line or Ii __________________

Total deductions 368602675

2d SIPC Net Operating Revenues
2743399

2e General Assessment .0025
6858

to page line 2.A

Amounts for the fiscal period

beginning Januarvi 20.ia

and ending December31 2OJz

Eliminate cents

371346074

371346074

319227427

537487

531499

48246329



WADDELL REED INC

SIPC-6 Assessment

December 20 12

12/ 1/20 12

YTD

2C Deductions

Other revenue not related either directly or indirectly to the

securities business

Advisor Standard Technology Fee 3846293

Retail Account Fees 80962

Misc Income 50633

Revenue Share Revenue on Mutual Funds 435 15411

Dividend and Interest Income 566774

Rental Income 186256

48246329



PMLGI
KPMG LLP

Suite 1000

1000 Walnut Street

Kansas City MO 64106-2162

Report of Independent Registered Public Accounting Firm on Applying
Agreed-Upon Procedures Pursuant to SEC Rule 17a-5e4

The Board of Directors

Waddell Reed Inc

In accordance with Rule 7a-5e4 under the Securities Exchange Act of 1934 we have performed the

procedures enumerated below with respect to the accompanying Schedule of Assessment and Payments

General Assessment Reconciliation Form SIPC-7 to the Securities Investor Protection Corporation

SIPC for the year ended December 31 2012 which were agreed to by Waddell Reed Inc
the Company and the Securities and Exchange Commission Financial Industry Regulatory Authority

Inc and SIPC solely to assist you and the other specified parties in evaluating the Companys compliance
with the applicable instructions of the General Assessment Reconciliation Form SIPC-7 The Companys
management is responsible for the Companys compliance with those requirements This agreed-upon

procedures engagement was conducted in accordance with attestation standards established by the

American Institute of Certified Public Accountants The sufficiency of these procedures is solely the

responsibility of those parties specified in this report Consequently we make no representation regarding
the sufficiency of the procedures described below either for the purpose for which this report has been

requested or for any other purpose The procedures we performed and our findings are as follows

Compared the listed assessment payments in Form SIPC-7 with respective cash disbursement

records entries check copy noting no differences

Compared the amounts reported on the audited Form X- 7A-5 for the year ended December 31
2012 as applicable with the amounts reported in Form SIPC-7 for the year ended December 31
2012 noting no differences

Compared any adjustments reported in Form SIPC-7 with supporting schedules and working papers

provided by management other revenue schedule noting no differences

Proved the arithmetical accuracy of the calculations reflected in Form SIPC-7 and in the related

schedules and working papers supporting the adjustments noting no differences and

Compared the amount of any overpayment applied to the current assessment with the Form SIPC-7

on which it was originally computed noting no differences

We were not engaged to and did not conduct an examination the objective of which would be the

expression of an opinion on compliance Accordingly we do not express such an opinion Had we
performed additional procedures other matters might have come to our attention that would have been

reported to you

KPMG LLP is Delaware limited liability partnership

the US member firm of KPMG International Cooperative

KPMC International Swins entity



This report is intended solely for the information and use of the specified parties listed above and is not

intended to be and should not be used by anyone ther than these specified parties

WP

February 27 2013



WADDELL REED INC AND SUBSIDIARIES
Wholly Owned Subsidiary of Waddell Reed Financial Inc

Consolidated Financial Statements Supplemental Schedules and

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

December 31 2012

With Report of Independent Registered Public Accounting Firm Thereon



KPMG LLP

Suite 1000

1000 Walnut Street

Kansas City MO 641 06-2162

Report of Independent Registered Public Accounting Firm

The Board of Directors

Waddell Reed Inc

We have audited the accompanying consolidated financial statements of Waddell Reed Inc and

subsidiaries the Company wholly owned subsidiary of Waddell Reed Financial Inc which

comprise the consolidated balance sheet as of December 31 2012 and the related consolidated statements

of earnings comprehensive income changes in stockholders equity and cash flows for the year then

ended that are filed pursuant to Rule 7a-5 under the Securities Exchange Act of 1934 and the related

notes to the consolidated financial statements

Managements Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these consolidated financial

statements in accordance with U.S generally accepted accounting principles this includes the design

implementation and maintenance of internal control relevant to the preparation and fair presentation of

consolidated financial statements that are free from material misstatement whether due to fraud or error

Auditors Responsibility

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 consolidated financial statements are free of material misstatement

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the

consolidated financial statements The procedures selected depend on the auditors judgment including the

assessment of the risks of material misstatement of the consolidated financial statements whether due to

fraud or error In making those risk assessments the auditor considers internal control relevant to the

companys preparation and fair presentation of the consolidated financial statements in order to design
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 Accordingly we express no such opinion An audit

also includes evaluating the appropriateness of accounting policies used and the reasonableness of

significant accounting estimates made by management as well as evaluating the overall presentation of the

consolidated financial statements

We believe that the audit evidence we have obtained is sufficient and appropriate to provide basis for our

audit opinion

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 2012 and the

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

accepted accounting principles

KPMG LLP Delaware limited liability partnership

the U.S member firm of KPMG International Cooperative

KPMG Internationall Swiss entity



Other Matter

Our audit was conducted for the purpose of forming an opinion on the consolidated financial statements as

whole The information contained in Schedules and II is presented for purposes of additional analysis

and is not required part of the consolidated financial statements but is supplementary information

required by Rule 7a-5 under the Securities Exchange Act of 1934 Such information is the responsibility

of management and was derived from and relates directly to the underlying accounting and other records

used to prepare the consolidated financial statements The information in Schedules and II has been

subjected to the auditing procedures applied in the audit of the consolidated financial statements and

certain additional procedures including comparing and reconciling such information directly to the

underlying accounting and other records used to prepare the consolidated financial statements or to the

consolidated financial statements themselves and other additional procedures in accordance with auditing

standards generally accepted in the United States of America In our opinion the information in Schedules

and II is fairly stated in all material respects in relation to the consolidated financial statements as

whole

LCP

Kansas City Missouri

February 27 2013



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Consolidated Balance Sheet

December 31 2012

In thousands

Assets

Cash and cash equivalents 166454
Cash and cash equivalents restricted 92980
Investment securities 71248
Receivables

Funds and separate accounts 29822
Customers and other 135413
Due from affiliates 11497

Deferred income taxes 6118
Prepaid expenses and other current assets 7712
Income taxes receivable 3625

Total current assets 524869

Property and equipment net 67543
Deferred sales commissions net 41496
Deferred income taxes 25216
Goodwill and identifiable intangible asset 35095
Other assets 4918

Total assets 699137

Liabilities and Stockholders Equity

Accounts payable 65605
Payable to investment companies for securities 152749
Accrued compensation 25936
Payable to third party brokers 13472
Other current liabilities 29030

Total current liabilities 286792

Accrued pension and postretirement costs 51119
Other noncurrent liabilities 20955

Total liabilities 358866

Commitments and contingencies

Stockholders equity

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

Additional paid-in capital 220389
Retained earnings 161354
Accumulated other comprehensive loss 41473

Total stockholders equity 340271

Total liabilities and stockholders equity 699137

See accompanying notes to consolidated financial statements



WABDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Consolidated Statement of Earnings

Year ended December 31 2012

In thousands

Revenues

Investment management fees 226897

Underwriting and distribution fees 324989

Shareholder service fees 137293

Revenue sharing 34933

Total 724112

Expenses

Underwriting and distribution 337904

Compensation and related costs including share-based compensation of $44520 165678

General and administrative 23740

Subadvisory fees 1365

Depreciation 12691

Total 541378

Operating income 182734

Investment and other income 3793

Interest expense 70

Income before provision for income taxes 186457

Provision for income taxes 64962

Net income 121495

See accompanying notes to consolidated financial statements



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Consolidated Statement of Comprehensive Income

Year ended December 31 2012

In thousands

Net income 121495

Other comprehensive income loss
Net unrealized appreciation of investment securities during the year net of income

taxes of $996 1696

Pension and postretirement benefits net of income taxes of $2459 3878
Valuation allowance on investment securities deferred tax asset during the year 106

Reclassification adjustment for amounts included in net income net of

income taxes of $603 1039

Total other comprehensive loss 3115

Comprehensive income 118380

See accompanying notes to consolidated financial statements



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Consolidated Statement of Changes in Stockholders Equity

Year ended December 31 2012

In thousands

Accumulated

Additional other Total

Common stock paid-in Retained comprehensive stockholders

Shares Amount capital earnings loss equity

Balance at December 31 2011 1000 214454 179359 38358 355456

Net income 121495 121495

Dividends to parent cash 139500 139500

Excess tax benefits from

share-based payment arrangements 5935 5935

Unrealized appreciation on

available for sale investment

securities 1696 1696

Pension and postretirement benefits 3878 3878
Valuation allowance on

investment securities

deferred tax asset 106 106

Reclassification adjustment for

amounts included in net income
______________

1039 1039

Balance at December 31 2012 1000 220389 161354 41473 340271

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 2012

In thousands

Cash flows from operating activities

Net income 121495

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

Depreciation and amortization 12997

Amortization of deferred sales commissions 25537

Excess tax benefits from share-based payment arrangements 5935
Gain on sale of available for sale investment securities 1642
Net purchases and sales of trading securities 20274
Unrealized gain on trading securities 1046
Loss on sale and retirement of property and equipment 3650
Deferred income taxes 2537
Changes in assets and liabilities

Cash and cash equivalents restricted 42424
Receivables from funds and separate accounts 2380
Customers and other receivables 29121
Due from affiliates net 2926
Deferred sales commissions 28559
Prepaid expenses and other assets 1409

Accounts payable 17662

Payable to investment companies for securities 48445

Accrued compensation 1187
Income taxes payable 11562
Other liabilities 3651

Net cash provided by operating activities 114229

Cash flows from investing activities

Purchases of available for sale investment securities 9500
Proceeds from sales and maturities of available for sale investment securities 11876
Additions to property and equipment 13838
Proceeds from sales of property and equipment 39

Net cash used in investing activities 11423

Cash flows from financing activities

Dividends to parent 139500
Excess tax benefits from share-based payment arrangements 5935

Net cash used in financing activities 133565

Net decrease in cash and cash equivalents 30759

Cash and cash equivalents at beginning of year 197213

Cash and cash equivalents at end of year 166454

Supplemental disclosure for cash flow information

Cash paid for income taxes net 56665

See accompanying notes to consolidated financial statements



WADDELL REED INC AND SUBSIIIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2012

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

Funds the Advisors Funds Ivy Funds Variable Insurance Portfolios the Ivy Funds VIP Ivy

Funds which are underwritten by an affiliate and Ivy Funds InvestEd 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 underwriting agreements and shareholder servicing and

accounting 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 trustees and

shareholders Our revenues are largely dependent on the total value and composition of assets under

management 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 allow 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 ofPresentation 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 2012

The Company has evaluated subsequent events through February 27 2013 the date that these

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

Use ofEstimates

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 income 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 upon acquisition 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

Disclosures about Fair Value of Financial Instruments

The fair value of cash and cash equivalents receivables and payables approximates 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

09 Investment Securities and Investments in Affiliated Mutual Funds

Our investment securities are comprised of state and government obligations corporate debt

securities and investments in affiliated mutual funds Investment securities are classified as available

for sale or trading Unrealized holding gains and losses on securities available for sale net of related

tax effects are excluded from earnings until realized and are reported as separate component of

comprehensive income For trading securities unrealized holding gains and losses 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

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 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

Continued



WADDELL REED INC AND SUBSIDIARIES

Wholiy Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2012

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 three to 10
years

for

furniture and fixtures one to 10 years for computer software two to five years for data processing

equipment 10 to 30 years
for buildings three 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

Is 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 Accounting Standards

Codification ASC 350 Internal costs capitalized are included in Property and equipment net on

the consolidated balance sheet and were $9.4 million as of December 31 2012 Amortization begins

when the software project is complete and ready for its intended use and continues over the

estimated useful life generally one to 10 years

Goodwill and Identjfiable 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 reviewed aimually for impairment in the second quarter
of each

year and when events or circumstances occur that indicate that goodwill might be impaired Factors

that the Company considers 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 management advisory contract or

substantial changes in revenues earned from such contract significant changes in our business and

products material and ongoing negative industry or economic trends or other factors specific to

each asset being evaluated

The Company has one reporting unit for goodwill investment management and related services This

units goodwill was recorded as part of the spin-off of WDR from its former parent and to lesser

extent was recorded as part of subsequent business combinations that were merged into the existing

investment management operations

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

approaches In performing the analyses the Company uses the best information available under the

circumstances including reasonable and supportable assumptions and projections

The market approach employs market multiples for comparable companies in the financial services

industry Estimates of fair values of the reporting units are established using multiples of earnings

10 Continued



WADDELL REED INC AND SUBSIDIARIES

Whoily Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2012

before interest taxes depreciation and amortization EBITDA The Company believes that fair

values calculated based on multiples of EBITDA are an accurate estimation of fair value

If the fair value coverage margin calculated under the market approach is not considered significant

the Company utilizes second approach the income approach to estimate fair values and averages

the results under both methodologies The income approach employs discounted free cash flow

approach that takes into account current actual results projected future results and the Companys

estimated weighted average cost of capital

The Company compares the fair values of the reporting units to their carrying amounts including

goodwill 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

Indefinite-life intangible assets represent mutual fund management advisory contract for managed

assets obtained in an acquisition The Company considers this contract to be an indefinite-life

intangible asset as it is expected to be renewed without significant cost or modification of terms The

Company also tests this asset for impairment annually by comparing its fair value to the carrying

amount of the asset

Deft rred 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-1

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 commissions 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 The majority of investment management fees earned from

11 Continued



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2012

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

management assets under management in accordance with such agreements

Underwriting and distribution commission revenues resulting from the sale of investment products

are recognized on the trade date Fee-based asset allocation revenues are charged quarterly based

upon average daily net assets under management We also recognize distribution revenues monthly

for certain types of investment products primarily variable annuity products that are generally

calculated based upon average daily net assets under management

The Company collects Rule 12b-l service and distribution fees under the distribution and service

plan agreements with the Advisors Funds and InvestEd and service agreements with Ivy Funds VIP

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 plan

allows for payment to the Company of 25 basis points of average daily net assets under management
on an annual basis for Class shares and 100 basis points for Class and shares 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

when contractual obligations are fulfilled or as services are provided

Through revenue sharing allocation agreement with affiliates 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 information technology legal marketing rent and other administrative services to

affiliated companies

Advertising and Promotion

The Company expenses all advertising and promotion costs as incurred Advertising expense was

$2.0 million for the year ended December 31 2012 and is classified in underwriting and distribution

expense and general and administrative expense on the consolidated statement of earnings

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 adjustments 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

12 Continued



WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Notes to Consolidated Financial Statements

December 31 2012

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 valuation allowance is recognized for deferred

tax assets if based on available evidence it is more likely than not that all or some portion of the

asset will not be realized 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 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

increase to income taxes receivable The excess tax benefits from share-based payments were

$5.9 million for 2012

Investment Securities

Investments at December 31 2012 are as follows in thousands

Amortized Unrealized Unrealized Fair

cost gains losses value

Available-for-sale securities

Mortgage-backed securities 10

Corporate bonds 6645 52 6697

Affiliated mutual funds 21847 1521 23368

Total available-for-

sale securities 28501 1574 30075

Trading securities

Mortgage-backed securities 44

Municipal bonds 500

Corporate bonds 12112

Common stock 38

Affiliated mutual funds 28479

Total trading

securities 41173

Total investment

securities 71248
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Mortgage-backed securities and corporate bonds accounted for as available for sale as of December 31

2012 mature as follows in thousands

Amortized

cost Fair value

After one year but within ten years 6654 6707

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

December31 2012 mature as follows in thousands

Fair value

Within one year 2531

After one year but within ten years 10125

12656

Investment securities with fair value of $15.2 million were sold during 2012 During 2012 net realized

gains of $1.6 million and $1.2 million were recognized from the sale of $9.3 million in available for sale

securities and the sale of $5.9 million in trading securities respectively

Accounting standards establish framework for measuring fair value and three-level hierarchy for fair

value measurements based upon the transparency of inputs to the valuation of the asset Inputs may be

observable or unobservable and refer broadly to the assumptions that market participants would use in

pricing the asset An individual investments fair value measurement is assigned level based upon the

observability of the inputs that are significant to the overall valuation The three-tier hierarchy of inputs is

summarized as follows

Level Investments are valued using quoted prices in active markets for identical securities

Level Investments are valued using other significant observable inputs including quoted prices in

active markets for similar securities

Level Investments are valued using significant unobservable inputs including the Companys own

assumptions in determining the fair value of investments

Assets classified as Level can have variety of observable inputs These observable inputs are collected

and utilized primarily by an independent pricing service in different evaluated pricing approaches

depending upon the specific asset to determine value The fair value of municipal bonds is measured

based on pricing
models that take into account among other factors information received from market

makers and broker/dealers current trades bid-wants lists offerings market movements the callability of

the bond state of issuance and benchmark yield curves The fair value of corporate bonds is measured

using various techniques which consider recently executed transactions in securities of the issuer or
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comparable issuers market price quotations where observable bond spreads and fundamental data

relating to the issuer

Securities values classified as Level are primarily determined through the use of single quote or

multiple quotes from dealers in the securities using proprietary valuation models These quotes involve

significant unobservable inputs and thus the related securities are classified as Level securities

The following table summarizes our investment securities as of December 31 2012 that are recognized in

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

were no transfers between levels for the year ended December 31 2012

Level Level Level Total

In thousands

Mortgage-backed securities 54 54

Municipal bonds 500 500

Corporate bonds 18809 18809

Common stock 38 38

Affiliated mutual funds 51847 51847

Total 51885 19363 71248

Goodwill and Identifiable Intangible Asset

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

asset of acquired business Our goodwill is not deductible for tax purposes Goodwill and the identifiable

intangible asset all considered indefinite lived at December 31 2012 are as follows in thousands

Goodwill 16514

Accumulated amortization 8272

Total goodwill 8242

Total identifiable intangible asset 26853

Total 35095

In 2012 the Companys annual impairment test indicated that goodwill and the identifiable intangible asset

summarized in the table above were not impaired
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Property and Equipment

summary of property and equipment at December 31 2012 is as follows in thousands

Estimated

useful lives

Furniture and fixtures 29698 10 years

Data processing equipment 19698 years

Computer software 71458 10 years

Equipment 19492 26 years

Leasehold improvements 19520 15
years

Building 5284 10 30 years

Land 1940

Property and equipment at cost 167090

Accumulated depreciation 99547

Property and equipment net 67543

At December 31 2012 we have property and equipment under capital lease with cost of $1.9 million and

accumulated depreciation of $790 thousand

Income Taxes

The provision for income taxes for the year ended December 31 2012 consists of the following in

thousands

Currently payable

Federal 63525

State 5032

68557

Deferred taxes 3595

Provision for income taxes 64962
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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 1.8

Valuation allowance 1.7
Other items 0.3

Effective income tax rate 34.8%

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

deferred tax assets at December 31 2012 is presented as follows in thousands

Deferred tax liabilities

Unrealized gains on investment securities 588
Deferred sales commissions 146
Property and equipment 9094
Benefit plans 9791
Purchase of fund assets 6280
Prepaid expenses 1770

Total
gross

deferred liabilities 27669

Deferred tax assets

Capital loss carryforward 169

Additional pension and postretirement

liability 25154

Accrued expenses 11774

Nonvested stock 17749

State net operating loss carryforwards 4070

Federal benefit on state liabilities 2288

Unused state tax credits 970

Other 801

Total gross deferred assets 62975

Valuation allowance 3972

Net deferred tax asset 31334

During 2009 the Company sold subsidiary which generated capital loss available to offset potential

future 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 capital loss carryforward if not

utilized will expire in 2014 The deferred tax asset net of federal tax effect relating to the capital losses as

of December31 2012 is approximately $0.2 million As of December31 2012 other net deferred tax

liabilities which are capital in nature are approximately $0.5 million Management believes it is not more
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likely than not that the Company will generate sufficient future capital gains to realize the full benefit of

these capital losses in certain state jurisdictions in which the Company files Accordingly valuation

allowance in the amount of $0.1 million has been recorded at December 31 2012 During 2012 realized

gains on the sale of investment securities and increases in the fair value of the Companys available for

sale securities portfolio allowed for reduction in the valuation allowance of $3.2 million Of this

decrease $3.1 million was recorded as reduction to income tax expense and $0.1 million was recorded as

decrease in accumulated other comprehensive loss

As of December 31 2012 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 $4.1 million at December 31 2012 The carryforwards if not utilized will expire between

2013 and 2032 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 $3.9 million has been recorded at

December 31 2012 The Company has state tax credits of $1.0 million as of December 31 2012 that can

be utilized in future tax years Of these state tax credit carryforwards $0.7 million will expire between

2024 and 2028 if not utilized and $0.3 million will expire in 2026 if not utilized The Company anticipates

these credits will be fully utilized prior to their expiration dates

As of January 2012 the Company had unrecognized tax benefits including penalties and interest of

$7.3 million $5.3 million net of federal benefit that if recognized would impact the Companys effective

tax rate As of December 31 2012 the Company had unrecognized tax benefits including penalties and

interest of $7.6 million $5.3 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 consolidated balance sheet

unrecognized tax benefits that are expected to be settled within the next 12 months are included in income

taxes receivable

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

uncertainties has been to classify these amounts as income taxes As of January 2012 the total amount

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

sheet was $2.1 million $1.7 million net of federal benefit The total amount of penalties and interest net

of federal benefit related to tax uncertainties recognized in the consolidated statement of earnings for the

year ended December 31 2012 was $0.1 million The total amount of accrued penalties and interest related

to uncertain tax positions at December 2012 of $2.3 million $1.8 million net of federal benefit is

included in the total unrecognized tax benefits described above
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The following table summarizes the Companys reconciliation of unrecognized tax benefits excluding

penalties and interest for the year ended December 31 2012 in thousands

Unrecognized

tax benefits

BalanceatJanuaryl2012 5219

Increases during the year
Gross increases tax positions in prior

period 988

Gross increases current period tax

positions 172

Decreases during the year
Gross decreases tax positions

in prior period 165
Decreases due to lapse of statute of

limitations 874

BalanceatDecember3l2012 5340

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 During 2012 the Company settled three open tax years that

were undergoing audits by state jurisdictions in which the Company operates This allowed the Company

to recognize tax benefits previously considered uncertain The 2009 through 2011 federal income tax

returns are the only open tax years that remain subject to potential future audit The 2006 and 2007 federal

tax years also remain open to limited extent due to capital loss carryback claims State income tax returns

for all years after 2008 and in certain states income tax returns prior to 2009 are subject to potential

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

The Company is currently being audited in various 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 liability for unrecognized tax benefits could decrease by approximately $0.3 million to

$1.8 million $0.2 million to $1.2 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 Pension

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 2012 were $11.5 million

The total projected benefit obligation of the Plan is $184.2 million of which $158.4 million relates to the

Company The total pension benefits liability representing the projected benefit obligation in excess of the
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pension plan assets recorded on the consolidated balance sheet of WDR at December 31 2012 is

$50.3 million of which $43.2 million is included in accrued pension and postretirement costs on the

Companys consolidated balance sheet

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 $8.8 million are recorded on the consolidated balance sheet of WDR at December 31

2012 of which $8.2 million relates to the Company Of the Companys total liability at December 31

2012 $0.3 million is included in other current liabilities while the remainder is long term in nature and is

included in accrued pension and postretirement costs During 2012 WDR allocated $1.1 million 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 Internal 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 2012 were $3.9 million

Net Capital Requirements

The Company is subject to the SEC Uniform Net Capital Rule Rule 5c3- 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

Indebtedness Standard of paragraph a1i of Rule 15c3-1 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 2012 At December 31 2012 the Company
had net capital of $24.7 million that was $24.4 million in excess of its required net capital of

$250 thousand 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

Rule 15c3-3 Exemption

The Company does not hold customer funds or safekeep customer securities and is therefore exempt from

Rule 5c3-3 of the SEC under subsection k2i and k2ii 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 2012 for which instructions to reduce to possession or control had been issued

as of December 31 2012 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 2012 excluding items arising from
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temporary lags that result from normal business operations as permitted under Rule 15c3-3 of the

Securities Exchange Act of 1934 Under this exemption the Computation for Determination of Reserve

Requirements and Information Relating to the Possession or Control Requirements are not required

10 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 33V3% increments on the second

third and fourth anniversaries of the grant
date Under WDRs 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 WDR for expense related to these awards For the year ended

December 31 2012 the Company recorded share-based compensation expense totaling $44.5 million that

is included in compensation and related costs in the consolidated statement of earnings

11 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 2012 was $21.7 million Future

minimum rental commitments under noncancelable operating leases are as follows in thousands

2013 19596

2014 15846

2015 12346

2016 9262

2017 6923

Thereafter 21577

85550

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

commitments are not expected to be materially different than those in 2012

12 Related Parties

The current amounts due from affiliates at December 31 2012 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 2012 include amounts due for administrative and other services

The amount classified as income tax receivable at December 31 2012 consists entirely of amounts due

from WDR for tax allocations

We earn investment management fee revenues from the Advisors Funds and Ivy Funds VIP for which we

also act as an investment adviser pursuant to an investment management agreement with each Fund In

addition we have agreements with the Advisors Funds and Ivy Funds VIP pursuant to Rule 2b- under
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the Investment Company Act of 1940 as amended pursuant to which distribution and service fees are

collected from the Advisor Funds and Ivy Funds VIP for distribution of mutual fund shares for costs such

as advertising and commissions paid to broker/dealers and for providing ongoing services to shareholders

of the Advisor Funds and Ivy Funds VIP and/or maintaining shareholder accounts We also earn service

fee revenues by providing various services to the Advisor Funds and their shareholders pursuant to

shareholder servicing agreement with each Fund and an accounting service agreement with the Advisor

Funds and Ivy Funds VIP Funds and separate accounts receivable includes amounts due from the Funds

for aforementioned services

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

Companys licensed financial advisors The Company is program manager for 529 plan and earns point of

sale commission from the sale of Class shares of certain Ivy Funds by the Companys licensed financial

advisors and financial intermediaries that have entered into 529 plan selling agreements with the Company

Through revenue sharing allocation agreement with affiliates 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 Advisor channel In addition the Company receives revenue for providing accounting information

technology legal marketing rent and other services Accordingly during 2012 the Company received

$1.6 million from the
gross

sales of assets $7.1 million from average assets under management and $26.2

million for services provided

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

Advisor Funds by the affiliates The Company recorded $303 thousand for these charges for 2012 As

described in Note portion of these charges were capitalized as deferred sales commissions

The Company compensates affiliates for administrative services for custodial accounts The amount paid to

affiliates in 2012 was $9.2 million and is classified in general and administrative on the consolidated

statement of earnings
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13 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- 7A-5 Part II for the year ended December 31 2012 was not consolidated with its subsidiaries The

condensed combined statement of assets and liabilities of the Companys subsidiaries at December 31

2012 that were not consolidated in the December 31 2012 FOCUS Form X-17A-5 Part II statement of

financial condition is presented as follows in thousands

Assets

Cash 92002

Receivables and prepaids 54442

Investment securities 55357

Property and equipment net 37081

Goodwill and intangible assets net 26853

Current income taxes 4459

Deferred income taxes 26853

Other assets 614

297661

Liabilities

Other liabilities 109438

109438

Company equity in net assets 188223

14 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 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

The Company accrues an undiscounted liability for those contingencies where the incurrence of loss is

probable and the amount can be reasonably estimated These amounts are not reduced by amounts that

may be recovered under insurance or claims against third parties but undiscounted receivables from

insurers or other third parties may be accrued separately The Company regularly revises such accruals in

light of new information For contingencies where an unfavorable outcome is reasonably possible and that

are significant the Company discloses the nature of the contingency and where feasible an estimate of the

possible loss For purposes of our litigation contingency disclosures significant includes material

matters as well as other items that management believes should be disclosed Management judgment is

required related to contingent liabilities and the outcome of litigation because both are difficult to predict
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Michael Taylor Kenneth Young individuals on behalf of themselves individually and on behalf of

others similarly situated Waddell Reed Inc Delaware Corporation and DOES through 10

inclusive Case No 09-C V-2909 DMS WVG in the United States District Court for the Southern District

of Calfornia

In this action filed December 28 2009 the Company was sued in an individual action class action and

Fair Labor Standards Act FLSA nationwide collective action by two former advisors asserting

misclassification of financial advisors as independent contractors instead of employees Plaintiffs on

behalf of themselves and purported class of Waddell Reed Inc financial advisors assert claims under

the FLSA for minimum wages and overtime wages and under California Labor Code Statutes for timely

payment of 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

Plaintiffs moved for conditional collective action certification under the FLSA The Company opposed this

motion and additionally
moved for summary judgment on Plaintiffs individual FLSA claims The Court

issued an order on January 2012 granting the Companys summary judgment motions holding that

Plaintiffs individual FLSA claims fail as matter of law and denying Plaintiffs motion for conditional

collective action certification under the FLSA as moot This ruling effectively removes all nationwide

FLSA claims from the case

Subsequently the Company moved for summary judgment on Plaintiffs individual California claims The

Court issued an order on August 20 2012 granting the Companys summary judgment motions holding

that Plaintiffs individual California claims fail as matter of law This order effectively dismissed

Plaintiffs from the case both individually and as putative
class representatives

However in its August 20 2012 order the Court also granted Plaintiffs motion to add new individual

and putative class representative to the action effectively replacing the originally named Plaintiffs The

newly named Plaintiff continued to pursue the California claims referenced above on behalf of the putative

class as well as newly added representative
derivative claims under the California Private Attorney

General Act

The Company moved for summary judgment asking the Court to dismiss the newly named Plaintiffs

individual claims The arguments made in support of this request were the same as those that prevailed in

the Taylor and Young motions for summary judgment On February 2013 the Court issued an order

granting the Companys summary judgment motion This ruling effectively dismisses all remaining claims

in the case in their entirety pending appeal No appeal has yet been filed The Company intends to

continue to vigorously defend the matter at appeal if any
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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-l of the

Securities and Exchange Commission

December 31 2012

In thousands

Total stockholders equity per balance sheet 340271

Additions to capital deferred tax adjustment 16126

Total stockholders equity for computation of net capital 356397

Nonallowable assets including equity in subsidiaries 330835

Haircuts on securities 872

Net capital 24690

Minimum net capital requirement
250

Excess of net capital over minimum net capital requirement 24440

Aggregate indebtedness 253887

Ratio of aggregate indebtedness to net capital
N/A

Note reconciliation of the Companys net capital computation under Rule l5c31 is not necessary

pursuant to Rule 17a-5d4

See accompanying report of independent registered public accounting firm

25



Schedule II

WADDELL REED INC AND SUBSIDIARIES

Wholly Owned Subsidiary of Waddell Reed Financial Inc

Reconciliation of Total Assets Included in the December 31 2012

Audited Financial Statements and Total Assets Included in the

Unaudited December 31 2012 FOCUS Report

In thousands

Total assets per the 2012 FOCUS Report
610284

Reclassifications and adjustments
88853

Total assets per the December 31 2012 audited consolidated

financial statements 699137

See accompanying report
of independent registered public accounting firm
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KPMG LLP

Suite 1000

1000 Walnut Street

Kansas City MO 641 06-2162

Report of Independent Registered Public Accounting Firm

on Internal Control Pursuant to Securities and Exchange Commission Rule 17a-5

The Board of Directors

Waddell Reed Inc

In planning and performing our audit of the consolidated financial statements of Waddell Reed Inc and

subsidiaries the Company as of and for the year ended December 31 2012 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 compliance with 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 7a-3a1 and for determining

compliance with the exemptive provisions of Rule 5c3-3 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 the quarterly securities examinations counts verifications and comparisons and the

recordation of differences required by Rule 17a-13 and

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

Reserve 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 previously 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 consolidated 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 companys 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 previously

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 purposes 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 December31 2012 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 17a-5g 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 anyone

other than these specified parties

LLP

Kansas City Missouri

February 27 2013
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