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o TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the transition period from              to           

Commission file number 001-13913

WADDELL & REED FINANCIAL, INC.
(Exact name of registrant as specified in its charter)

Delaware 51-0261715
(State or other jurisdiction (I.R.S. Employer

of incorporation or organization) Identification No.)

6300 Lamar Avenue

Overland Park, Kansas  66202

(Address, including zip code, of Registrant�s principal executive offices)

(913) 236-2000

(Registrant�s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days. Yes ý No o.

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer (as defined in Rule 12b-2
of the Exchange Act).

Large accelerated filer   ý Accelerated Filer   o Non-accelerated Filer   o

Indicate by check mark whether the registrant is a shell company (as defined by Rule 12b-2 of the Exchange Act). Yes ¨ No ý.
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Shares outstanding of each of the registrant�s classes of common stock as of the latest practicable date:

Class Outstanding as of April 21, 2006
Class A common stock, $.01 par value 84,745,219
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Part I. Financial Information

Item I. Financial Statements

WADDELL & REED FINANCIAL, INC. AND SUBSIDIARIES

Consolidated Balance Sheets

(in thousands)

March 31, December 31,
2006 2005

(unaudited)
Assets

Assets:
Cash and cash equivalents $ 186,940 162,775
Investment securities 50,342 51,701
Receivables:
Funds and separate accounts 31,353 33,405
Customers and other 44,048 43,261
Deferred income taxes 911 1,978
Prepaid expenses and other current assets 8,425 6,602

Total current assets 322,019 299,722

Property and equipment, net 51,475 52,963
Deferred sales commissions, net 17,309 15,899
Goodwill 195,309 195,309
Intangible assets 54,999 54,999
Other assets 14,660 13,379
Total assets $ 655,771 632,271

Liabilities and Stockholders� Equity

Liabilities:
Accounts payable $ 66,338 60,930
Accrued sales force compensation 18,410 18,412
Accrued other compensation 11,862 14,536
Short-term notes payable � 1,746
Income taxes payable 18,246 11,975
Other current liabilities 46,517 49,185

Total current liabilities 161,373 156,784

Long-term debt 199,933 198,230
Accrued pensions and post-retirement costs 10,187 8,303
Deferred income taxes 13,480 15,707
Other 5,726 5,873

Total liabilities 390,699 384,897

Edgar Filing: WADDELL & REED FINANCIAL INC - Form 10-Q

18



Commitments and contingencies (Note 9)

Stockholders� equity :
Common stock - $0.01 par value: 250,000 shares authorized; 99,701 shares issued; 83,811 shares
outstanding (83,804 at December 31, 2005) 997 997
Additional paid-in capital 200,608 195,315
Retained earnings 405,056 393,043
Cost of 15,890 common shares in treasury (15,897 at December 31, 2005) (342,990) (343,100)
Accumulated other comprehensive income 1,401 1,119

Total stockholders� equity 265,072 247,374

Total liabilities and stockholders� equity $ 655,771 632,271

See accompanying notes to unaudited consolidated financial statements.
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WADDELL & REED FINANCIAL, INC. AND SUBSIDIARIES

Consolidated Statements of Operations

(Unaudited, in thousands, except for per share data)

For the three months
ended March 31,

2006 2005

Revenues:
Investment management fees $ 74,049 63,582
Underwriting and distribution fees 77,012 67,345
Shareholder service fees 22,009 19,810

Total revenues 173,070 150,737

Operating expenses:
Underwriting and distribution 84,754 74,289
Compensation and related costs (including share-based compensation of $6.0 million and
$2.8 million, respectively) 29,446 22,609
General and administrative 10,246 10,234
Subadvisory fees 6,549 3,521
Depreciation 2,853 2,376

Total operating expenses 133,848 113,029

Operating income 39,222 37,708

Investment and other income 2,264 1,364
Interest expense (3,254) (3,254)

Income before provision for income taxes 38,232 35,818

Provision for income taxes 13,961 13,068

Net income before cumulative effect of change in accounting principle 24,271 22,750

Cumulative effect of change in accounting principle, net of tax 321 �

Net income $ 24,592 22,750

Earnings per share before cumulative effect of change in accounting principle:
- Basic $ 0.30 0.28
- Diluted $ 0.29 0.28

Earnings per share:
- Basic $ 0.30 0.28
- Diluted $ 0.30 0.28

Weighted average shares outstanding:
- Basic 81,204 80,920
- Diluted 82,943 82,106

Dividends declared per common share $ 0.1500 0.1500
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See accompanying notes to unaudited consolidated financial statements.
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WADDELL & REED FINANCIAL, INC. AND SUBSIDIARIES

Consolidated Statements of Comprehensive Income

(Unaudited, in thousands)

For the three months
ended March 31,

2006 2005

Net income $ 24,592 22,750
Other comprehensive income:
Available-for sale investments:
Net unrealized appreciation (depreciation) of investments during the period, net of income
taxes of $445 and $(119) 758 (204)
Derivatives:
Net unrealized loss on derivatives, net of income taxes of $(174) and $0 (297) �

Reclassification adjustment for amounts included in net income, net of income taxes of
$(107) and $(381) (179) (648)

Comprehensive income $ 24,874 21,898

See accompanying notes to unaudited consolidated financial statements.
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WADDELL & REED FINANCIAL, INC. AND SUBSIDIARIES

Consolidated Statement of  Stockholders� Equity

For the Three Months Ended March 31, 2006

(Unaudited, in thousands)

Accumulated
Additional other Total

Common stock paid-in Retained Treasury comprehensive stockholders�
Shares Amount capital earnings stock income equity

Balance at December 31, 2005 99,701 $ 997 $ 195,315 $ 393,043 $ (343,100) $ 1,119 $ 247,374

Net income � � � 24,592 � � 24,592
Share-based compensation � � 5,439 8 � � 5,447
Issuance of restricted shares � � (276) � 276 � �
Dividends accrued � � � (12,587) � � (12,587)
Exercise of stock options � � (467) � 1,266 � 799
Tax benefit from equity awards � � 597 � � � 597
Other stock transactions � � � � (1,432) � (1,432)
Change in fair value of derivatives � � � � � (297) (297)
Reclassification for amounts
included in net income � � � � � (179) (179)
Unrealized gain on investment
securities � � � � � 758 758

Balance at March 31, 2006 99,701 $ 997 $ 200,608 $ 405,056 $ (342,990) $ 1,401 $ 265,072

See accompanying notes to unaudited consolidated financial statements.
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WADDELL & REED FINANCIAL, INC. AND SUBSIDIARIES

Consolidated Statements of Cash Flows

(Unaudited, in thousands)

For the three months
ended March 31,

2006 2005

Cash flows from operating activities:
Net income $ 24,592 22,750
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 2,962 2,758
Share-based compensation 5,447 2,790
Gain on sale of available-for-sale investments (1,039) (1,029)
Net purchases and sales of trading securities (566) 28
Loss (gain) on trading securities (279) 159
Write down of investment securities 750 �
Loss on sale and retirement of property and equipment 62 42
Capital gains and dividends reinvested (46) (32)
Deferred income taxes (1,325) (89)
Changes in assets and liabilities:
Receivables from funds and separate accounts 2,052 (3,235)
Other receivables (797) 3,925
Other assets (3,314) (1,693)
Accounts payable 5,408 (11,484)
Other liabilities 1,060 6,080

Net cash provided by operating activities $ 34,967 20,970

Cash flows from investing activities:
Purchases of available-for-sale investment securities (200) �
Proceeds from sales of available-for-sale investment securities 3,524 7,819
Proceeds from maturity of available-for-sale investment securities 50 599
Additions to property and equipment (1,427) (1,979)
Cash paid for acquisitions � (15)

Net cash provided by investing activities $ 1,947 6,424

Cash flows from financing activities:
Proceeds from long term debt and interest rate swap termination 199,863 �
Repayment of long term debt (200,000) �
Net short-term borrowings (repayments) � (11,000)
Cash dividends (12,576) (12,424)
Purchase of treasury stock � (5,213)
Exercise of stock options 799 838
Excess tax benefits from share-based payment arrangements 597 �
Other stock transactions (1,432) (938)

Net cash used in financing activities $ (12,749) (28,737)

Net increase in cash and cash equivalents 24,165 (1,343)

Cash and cash equivalents at beginning of period 162,775 83,900
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Cash and cash equivalents at end of period $ 186,940 82,557

See accompanying notes to unaudited consolidated financial statements.
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WADDELL & REED FINANCIAL, INC.

NOTES TO THE UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

1.  The Company and Significant Accounting Policies

Waddell & Reed Financial, Inc. and Subsidiaries

Waddell & Reed Financial, Inc. and subsidiaries (hereinafter referred to as 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�), W&R Target Funds, Inc. (the �Target Funds�), Ivy Funds, Inc. and the Ivy Funds
portfolios (collectively, the �Ivy Funds�), and Waddell & Reed InvestEd Portfolios, Inc. (�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 Fund�s 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 debt securities and international equities. Accordingly, fluctuations in
financial markets and composition of assets under management impact revenues and results of operations.

Basis of Presentation

We have prepared the accompanying unaudited consolidated financial statements included herein pursuant to the rules and regulations of the
SEC. Certain information and footnote disclosures normally included in financial statements prepared in accordance with accounting principles
generally accepted in the United States have been condensed or omitted pursuant to such rules and regulations, although we believe that the
disclosures are adequate to enable a reasonable understanding of the information presented. The information in this Quarterly Report on Form
10-Q should be read in conjunction with Item 2 �Management�s Discussion and Analysis of Financial Condition and Results of Operations� and
our audited financial statements and notes thereto included in our Annual Report on Form 10-K for the year ended December 31, 2005. Certain
amounts in the prior years� financial statements have been reclassified for consistent presentation.

The accompanying unaudited consolidated financial statements have been prepared consistently with the accounting policies described in Note 2
to the consolidated financial statements included in our Annual Report on Form 10-K for the year ended December 31, 2005, which include the
following: use of estimates, cash and cash equivalents, disclosures about fair value of financial instruments, investment securities and
investments in affiliated mutual funds, property and equipment, software developed for internal use, goodwill and intangible assets, deferred
sales commissions, revenue recognition, advertising and promotion, stock-based compensation, income taxes, and derivatives and hedging
activities.

In our opinion, the accompanying unaudited consolidated financial statements reflect all adjustments (consisting of only a normal and recurring
nature) necessary to present fairly our financial position at March 31, 2006 and December 31, 2005 and the results of operations and cash flows
for the three months ended March 31, 2006 and 2005, in conformity with accounting principles generally accepted in the United States.
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Change in Method of Recognition of Rule 12b-1 Service Fee Revenues and Expenses

The Company collects Rule 12b-1 service and distribution fees pursuant to sales and servicing plan agreements (compensatory and/or
reimbursement) with the mutual funds, predominantly the Advisors Funds
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Class A reimbursement plan. Effective as of the second quarter of 2005, the Company changed its method of reporting Rule 12b-1 service fee
revenue to the gross basis of presentation. Previously, the Company used the net basis of presentation, whereby such service fee revenue was
recorded as an offset against related underwriting and distribution expenses and presented as a reduction of expenses in �Underwriting and
distribution expenses.�  Rule 12b-1 revenues and associated distribution expenses are now reported on a gross basis as �Underwriting and
distribution fees� and �Underwriting and distribution expenses� in the Consolidated Statements of Operations. The revised presentation of
operations for the first quarter of 2005, as presented herein, had no effect on gross margin dollars, net income, cash flows, working capital or
stockholders� equity amounts previously reported, and will not affect such amounts in future periods.

2.  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 at March 31, 2006 and
December 31, 2005 include amounts of $38.7 million and $26.1 million, respectively, 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.

3. Indebtedness

On January 13, 2006, the Company issued $200 million in principal amount 5.6% senior notes due in 2011 (the �New Notes�) resulting in net
proceeds of approximately $198.2 million (net of discounts, commissions and estimated expenses). The Company used the net proceeds,
together with cash on hand, to repay the entire $200 million aggregate principal amount outstanding of its 7.5% senior notes due January 18,
2006 (the �7.5% Notes�). In 2002,the 7.5% Notes were effectively converted to variable rate debt by entering into an interest rate swap
agreement. We accounted for the interest rate swap as a fair value hedge of the 7.5% Notes. The swap was considered 100% effective in hedging
the changes in the fair value of the 7.5% Notes arising from changes in interest rates, and accordingly, there was no impact on earnings resulting
from any ineffectiveness associated with the transaction throughout its term.

The New Notes represent senior unsecured obligations and are rated �Baa2� by Moody�s and �BBB� by Standard & Poor�s. Interest is payable
semi-annually on January 15 and July 15 at a rate of 5.6% per annum. The Company may, at its option, call the New Notes at any time pursuant
to a make whole redemption provision, which would compensate holders for any changes in interest rate levels of the notes upon early
extinguishment. The Company currently has no intention to call the New Notes.

During 2005, the Company entered into two forward starting interest rate swap agreements with five year fixed swap rates of 4.57% and 4.84%,
respectively, on notional amounts of $100 million for each swap. The swaps were put in place to hedge against changes in forecasted interest
payments on the 7.5% Notes attributable to changes in the LIBOR swap rate prior to the time we anticipated refinancing the 7.5% Notes in
January 2006. We assessed the effectiveness of the swaps as hedges at their inception and in subsequent periods, and considered these swaps to
be completely effective cash flow hedges under Statement of Financial Accounting Standards No. 133, �Accounting for Derivative Instruments
and Hedging Activities.� As of December 31, 2005, net unrealized gains attributed to the forward swap cash flow hedges were approximately
$1.6 million and were included as a component of other comprehensive income.

On January 10, 2006, the Company terminated the two 2005 forward interest rate swap agreements upon the closing of the New Notes. In
connection with the termination of the swap agreements, the Company received a net cash settlement of $1.1 million. Such amount has been
recorded in accumulated other comprehensive income and will be amortized into earnings as a reduction to interest expense over the five year
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4. Investments

Investments are as follows:

Market Value
March 31, December 31,
2006 2005

(in thousands)

Available-for-sale securities:
United States government-backed mortgage securities $ 12 $ 214
Municipal bonds 11,776 12,134
Corporate bonds � 719
Affiliated mutual funds 28,164 29,927

$ 39,952 $ 42,994

Trading securities:
United States government-backed mortgage securities 146 �
Corporate bonds 593 �
Affiliated mutual funds 9,651 8,707

$ 10,390 $ 8,707

Total investments $ 50,342 $ 51,701

Certain information related to our available-for-sale securities is as follows:

March 31, December 31,
2006 2005

(in thousands)
Cost - available-for-sale securities $ 30,637 $ 34,654
Gross unrealized gains 9,334 8,937
Gross unrealized losses (19) (597)

Market value - available-for-sale securities $ 39,952 $ 42,994

Purchases and sales of trading securities for the three months ended March 31, 2006 were $700 thousand and $134 thousand, respectively.

In the first quarter of 2006, the Company recorded a $750 thousand write-down for other-than-temporary impairment of a municipal bond
classified as available-for-sale.

10
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5. Stockholders� Equity

Earnings per Share

The components of basic and diluted earnings per share were as follows:

Three months ended
March 31,

2006 2005
(in thousands, except per share data)

Net income, as reported $ 24,592 22,750

Weighted average shares outstanding - basic 81,204 80,920
Dilutive potential shares from stock options and restricted stock awards,
computed under the treasury stock method 1,739 1,186
Weighted average shares outstanding - diluted 82,943 82,106

Earnings per share before cumulative effect of change in accounting
principle
Basic $ 0.30 $ 0.28
Diluted $ 0.29 $ 0.28

Earnings per share
Basic $ 0.30 $ 0.28
Diluted $ 0.30 $ 0.28

Anti-dilutive Securities

Anti-dilutive potential common shares resulting from options to purchase shares of common stock that were excluded from the diluted earnings
per share calculation were 2.79 million shares and 2.83 million shares for the three months ended March 31, 2006 and March 31, 2005,
respectively. Excluded from the diluted earnings per share calculation were 33,466 shares of anti-dilutive unvested restricted stock for the three
months ended March 31, 2005.

Dividends

On February 22, 2006, the Board of Directors  (the �Board�) approved a dividend in the amount of $0.15 per share to stockholders of record as of
April 7, 2006 to be paid on May 1, 2006. The total dividend to be paid is approximately $12.6 million.

Common Stock Repurchases
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The Board has authorized the repurchase of our common stock in the open market and/or private purchases. The acquired shares may be used for
corporate purposes, including shares issued to employees in our stock based compensation programs. There were no common shares repurchased
on the open market for the three months ended March 31, 2006. For the three months ended March 31, 2005, there were 292,600 common shares
repurchased on the open market.
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6.     Share-Based Compensation

At March 31, 2006, the Company had three stock-based compensation plans:  the Company 1998 Stock Incentive Plan, as amended and restated
(the �SI Plan�), the Company 1998 Executive Stock Award Plan, as amended and restated (the �ESA Plan�) and the Company 1998 Non-Employee
Director Stock Award Plan, as amended and restated (the �NED Plan�) (collectively, the �Stock Plans�).

The SI Plan allows us to grant equity compensation awards, including, among other awards, non-qualified stock options and restricted stock as
part of our overall compensation program to attract and retain key personnel and encourage a greater personal financial investment in the
Company. A maximum of 30,000,000 shares of common stock are authorized for issuance under the SI Plan. The Stock Plans also allow us to
grant non-qualified stock options and/or restricted stock to promote the long-term growth of the Company. A maximum of 3,750,000 and
1,200,000 shares of common stock are authorized for issuance under the ESA Plan and NED Plan, respectively. In addition, we make incentive
payments under the Company 2003 Executive Incentive Plan, as amended and restated (the �EIP�) in the form of cash, stock options, restricted
stock or a combination thereof. Incentive awards paid under the EIP in the form of stock options or restricted stock are issued out of shares
reserved for issuance under the SI and ESA Plans. Generally, shares of common stock covered by terminated, surrendered or cancelled options,
by forfeited restricted stock, or by the forfeiture of other awards that do not result in issuance of shares of common stock are again available for
awards under the plan from which they were terminated, surrendered, cancelled or forfeited.

Under our Stock Plans, the exercise price of a stock option is equal to the market price of the stock on the date of grant. The maximum term of
non-qualified options granted under the SI Plan is ten years and two days and the options generally vest in 331⁄3% increments on the
second, third and fourth anniversaries of the grant date. The maximum term of non-qualified options granted under the
ESA Plan and NED Plan is 11 years and the options generally vest 10% each year, beginning on the first anniversary
of the grant date. Our Stock Plans include a Stock Option Restoration Program (the �SORP�) feature that allows, on the
first trading day of August, an employee to pay the exercise price on vested in-the-money options by surrendering
common stock of the Company that has been owned for at least six months. This feature also permits an employee
exercising an option to be granted new options in an amount equal to the number of common shares used to satisfy
both the exercise price and withholding taxes due upon exercise. New options are granted with an expiration date
equal to that of the original option and vest six months after the grant date. The SORP, which facilitates ownership of
our common stock by management and key employees, results in a net issuance of shares of common stock and fewer
stock options outstanding. We receive a current income tax benefit for stock option exercises.

Prior to January 1, 2006, the Company used the intrinsic value method as described in Accounting Principles Board Opinion No. 25, �Accounting
for Stock Issued to Employees� (�APB 25�) to measure employee stock-based compensation as permitted by Statement of Financial Accounting
Standards No. 123, �Accounting for Stock-Based Compensation� (�SFAS 123�). Under this method, compensation expense was measured as the
difference between the current value of the shares involved and the price the employee is required to pay on the grant date, if any. Compensation
expense is generally measured on the date the awards are granted and recognized over the vesting period, which approximates the anticipated
service period.

Restricted stock awards are valued on the date of grant, have no purchase price and, with the exception of those issued in the stock option tender
in 2003, vest over four years in 331⁄3% increments on the second, third and fourth anniversaries of the grant date. Under the
Stock Plans, unvested shares of restricted stock may be forfeited upon the termination of employment with the
Company or service on the Board, dependent upon the circumstances of termination. Except for restrictions placed on
the transferability of restricted stock, holders of restricted stock have full stockholders� rights during the term of
restriction, including voting rights and the rights to receive cash dividends. Restricted shares issued in the
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stock option tender offer were fully vested upon issuance, but remain subject to transfer restrictions that lapse in 331⁄3% increments
annually beginning March 14, 2005.

Had compensation cost for the Company�s stock-based compensation plans been determined using the fair value method as described in SFAS
123, the Company�s net income and earnings per share for the three months ended March 31, 2005 would have approximated the pro forma
amounts indicated below:

Three months ended
March 31, 2005

(in thousands, except per
share data)

Net income, as reported $ 22,750
Deduct:
Total stock-based employee compensation expense determined under fair-value
based method for all awards, net of related tax effects. (188)

Pro forma net income $ 22,562

Basic earnings per share
As reported $ 0.28
Pro forma $ 0.28
Diluted earnings per share
As reported $ 0.28
Pro forma $ 0.27

The weighted-average fair value of each stock option included in the preceding pro forma amounts was estimated using a Black-Scholes
option-pricing model and is amortized over the vesting period of the underlying options. The following assumptions were utilized: 

2005
Dividend yield 3.10%
Risk-free interest rate 4.03%
Expected volatility 27.10%
Expected life (in years) (1) 2.24

(1)  Restoration options with vesting periods of six months were the only options granted during 2005.

A summary of stock option activity and related information for the three months ended March 31, 2006 follows:

Options

Weighted 
average 

exercise price
Outstanding, December 31, 2005 7,115,837 $ 22.27
Granted � �
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Exercised (58,685) 13.63
Terminated/Cancelled (5,000) 31.93
Outstanding, March 31, 2006 7,052,152 $ 22.33
Exercisable, March 31, 2006 7,052,152 $ 22.33
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Following is a summary of options outstanding at March 31, 2006:

Outstanding Options Exercisable Options

Exercise Price Range Number

Weighted Average
Remaining 

Contractual Life
(in years)

Weighted Average
Exercise Price Number

Weighted Average
Exercise Price

$ 5.95 to $9.99 74,207 0.79 $ 7.81 74,207 $ 7.81
$ 10.00 to $14.99 657,467 2.75 14.29 657,467 14.29
$ 15.00 to $19.99 3,515,917 2.96 17.19 3,515,917 17.19
$ 20.00 to $29.99 906,833 3.30 25.92 906,833 25.92
$ 30.00 to $34.19 1,897,728 3.09 33.50 1,897,728 33.50

7,052,152 3.00 $ 22.33 7,052,152 $ 22.33

No stock options have been granted in 2006. Option expense recorded in the first quarter 2006 related to 2005 SORP grants was $138 thousand
and those grants are now fully amortized.

On April 25, 2005, the Compensation Committee of the Board approved the accelerated vesting of all then outstanding unvested options to
purchase common stock of the Company previously awarded to employees, financial advisors, officers and directors. This resulted in the
accelerated vesting of options to purchase 624,267 shares of common stock of the Company. Of these options, 447,497 were �in-the-money�
options having an exercise price less than the then current market price of the Company�s common stock and a weighted average exercise price
of $13.90 per share. In order to prevent unintended personal benefits to directors and executive officers with such options, the Board imposed
restrictions on any shares received through the exercise of accelerated options held by those individuals. These restrictions prevent the sale of
any stock obtained through exercise of an accelerated option prior to its original vesting date, other than the disposition of stock as payment for
the exercise price of options and associated income taxes, if any.

The Board approved the accelerated vesting of these options based on the belief that it was in the best interest of the stockholders to reduce
future compensation expense that the Company would otherwise be required to report in its statement of operations upon adoption of Statement
of Financial Accounting Standards No. 123R, �Share-Based Payment, (revised 2004)� (�SFAS 123R�) in the first quarter of 2006. We anticipate that
holders of �in-the-money� accelerated options will remain employed with the Company throughout the original vesting term of such options, and
therefore, no expense will be recorded for these options unless option holders are able to exercise an option that would have expired
unexercisable pursuant to its original terms.

Effective January 1, 2006, the Company adopted SFAS 123R. The revised standard eliminated the intrinsic value method of accounting required
under APB 25. The Company adopted SFAS 123R using the modified prospective transition method of adoption, which does not require
restatement of prior periods. Under that transition method, compensation expense recognized in 2006 for all share-based awards granted
subsequent to December 31, 2005 is based on the grant date fair value of the stock grants less estimated forfeitures.

In its computation of stock-based compensation expense under APB 25, the Company recognized actual forfeitures when they occurred. Under
SFAS 123R, the Company is required to estimate forfeitures at the grant date. The Company recognized a cumulative effect of change in
accounting principle of $503 thousand ($321 thousand after-tax) on January 1, 2006, the adoption date, in order to adjust for expected forfeitures
on all restricted stock grants made prior to December 31, 2005.
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Prior to the adoption of SFAS 123R, the Company presented all tax benefits of deductions resulting from the exercise of share-based awards as
operating cash flows in the consolidated statement of cash flows. SFAS 123R requires the cash flows resulting from the tax benefits generated
from tax deductions in excess
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of the compensation costs recognized for the share-based awards (excess tax benefits) be classified as financing cash flows. The excess tax
benefit of $597 thousand recorded for the three months ended March 31, 2006, classified as a financing tax inflow, would have been classified as
an operating cash flow prior to the Company�s adoption of SFAS 123R.

The Board approved grants of restricted shares of the Company�s Class A common stock in lieu of stock options beginning in 2002. As of March
31, 2006, a total of 2,492,883 shares of unvested restricted stock were outstanding. A summary of restricted share activity and related fair value
for the three months ended March 31, 2006 follows:

Shares Fair Value
Nonvested at January 1, 2006 2,686,569 $ 21.71
Granted 35,617 21.19
Vested (206,508) 19.18
Forfeited (22,795) 21.52
Nonvested at March 31, 2006 2,492,883 $ 21.91

Consistent with the provisions of APB 25, the Company recorded the fair value of restricted stock grants and an offsetting deferred
compensation amount within stockholders� equity for unearned stock compensation cost. Under SFAS 123R guidance, the Company has
reclassified its deferred compensation balance to additional paid-in capital on the consolidated balance sheet. As of March 31, 2006, there was
$32.6 million of unamortized restricted stock compensation related to nonvested restricted stock grants awarded under the Company�s Stock
Plans. The remaining unamortized expense is expected to be recognized over a weighted average period of 1.47 years. For the three months
ended March 31, 2006 and 2005, share-based compensation totaled $6.0 million (excluding the cumulative effect of change in accounting
principle) and $2.8 million, respectively. The Company recognized related tax benefits of share-based awards of $597 thousand and $290
thousand for the three months ended March 31, 2006 and 2005, respectively.

For restricted stock awards granted prior to the adoption of SFAS 123R, the Company will continue to recognize compensation expense over the
full vesting period. Had compensation expense for restricted stock awards issued prior to January 1, 2006 been determined based on the date a
participant first becomes eligible for retirement, the Company�s net income in the three month periods ended March 31, 2006 and 2005 would
have decreased by $348,000 and $24,000 respectively.

On April 2, 2006, we granted 1,057,900 shares of restricted stock with a fair market value of $23.10 per share under the SI and ESA Plans.  The
value of those shares, aggregating $24.4 million, will be amortized to expense over the four year vesting period.

7. Goodwill and Identifiable Intangible Assets

Goodwill

Goodwill represents the excess of the purchase price over the tangible assets and identifiable intangible assets of an acquired business. At March
31, 2006 and December 31, 2005, gross goodwill was $233.9 million and accumulated amortization was $38.6 million. There were no changes
to the carrying amount of goodwill during the three months ended March 31, 2006. Our goodwill is not deductible for tax purposes.
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Identifiable Intangible Assets

Identifiable intangible assets (all considered indefinite lived) are summarized as follows:

March 31, December 31,
2006 2005

(in thousands)
Unamortized intangible assets:
Mutual fund management advisory contracts. $ 38,699 $ 38,699
Mutual fund subadvisory management contracts. 16,300 16,300

Total $ 54,999 $ 54,999

8.     Pension Plan and Postretirement Benefits Other Than Pension

We provide a non-contributory retirement plan that covers substantially all employees and certain vested employees of our former parent
company (the �Pension Plan�). Benefits payable under the Pension Plan are based on employees� years of service and compensation during the final
ten years of employment. We also sponsor an unfunded defined benefit postretirement medical plan that covers substantially all employees,
including Waddell & Reed and Legend advisors. The medical plan is contributory with retiree contributions adjusted annually. The following
table presents the components of net periodic benefit cost related to these plans.

Other
Postretirement

Pension Benefits Benefits
Three months

ended March 31,
Three months

ended March 31,
2006 2005 2006 2005

(in thousands)
Components of net periodic benefit cost:
Service cost $ 1,485 1,365 75 105
Interest cost 1,216 1,170 52 77
Expected return on plan assets (1,405) (1,385) � �
Actuarial loss (gain) amortization 254 304 (9) 22
Prior service costs amortization 109 109 5 6
Transition obligation amortization 1 1 � �

Total $ 1,660 1,564 123 210

We anticipate that our contribution to the Pension Plan for 2006 will range from $0 to $7 million. During the three month period ended March
31, 2006, we did not make any contribution to the Pension Plan.
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9.     Contingencies

The Company is involved from time to time in various legal proceedings, regulatory investigations and claims incident to the normal conduct of
business. Our pending legal and regulatory actions include proceedings that are specific to us and others generally applicable to business
practices within the industries in which we operate. A substantial legal liability or a significant regulatory action against us could have an
adverse effect on our business, financial condition and on the results of operations in a particular quarter or year.

SEC/New York Attorney General/Kansas Securities Commission

During the third and fourth quarters of 2003, the Company received a subpoena from the New York Attorney General�s office and requests for
information from the SEC and Kansas Securities Commission with regard to their investigations of market-timing within the mutual fund
industry. We are currently engaged in settlement discussions with these regulators in an attempt to resolve these matters. We have submitted a
signed offer of settlement to the SEC, which provides for material monetary payments by us, as well as specified compliance and oversight
procedures. As of the date hereof, it is uncertain whether this offer will be accepted by the SEC. In the opinion of management, the ultimate
resolution and outcome of this matter is uncertain. The ultimate resolution of this matter (including acceptance of our settlement offer), or an
adverse determination against us could have a material adverse impact on our financial position and results of operations. However, this possible
impact is unknown and not reasonably determinable; therefore, no liability has been recorded in the consolidated financial statements.

Williams Excessive Fee Litigation

On March 22, 2004, three individuals who purchased shares of certain registered investment companies (mutual funds) for which certain of the
Company�s subsidiaries provide services, as either investment manager or distributor/underwriter, filed a derivative Complaint in the United
States District Court for the Western District of Missouri, Central Division on behalf of the mutual funds, alleging that the Company breached its
fiduciary duties to the mutual funds by collecting excessive investment advisory fees and/or excessive Rule 12b-1 fees in violation of the
Investment Company Act of 1940, as amended, (the �ICA�). This case is substantially similar, if not identical, to suits brought against other
mutual fund complexes over the past few years. Plaintiffs seek declaratory and injunctive relief and monetary damages. Money damages at this
time are speculative.

The Company denies that any of its subsidiaries breached their fiduciary duties to the mutual funds at issue and believes that all fees collected
were proper based upon the nature of the services rendered and were approved by the mutual funds� boards of directors in conformity with the
requirements of the ICA.

The Company was successful on its Motion to Transfer Venue from where the case was initially filed to the United States District Court for the
District of Kansas. Discovery is required to be completed by May 2006. Trial is currently set for October 2006.

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 a 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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Waddell & Reed Financial, Inc. vs. Torchmark Corporation

Pursuant to the terms of the Separation Agreement and the Disaffiliation Agreement executed at the time of the Company�s spin-off from
Torchmark, the Company and Torchmark Corporation (�Torchmark�) agreed upon the parties� respective obligations and entitlements with respect
to Kansas state income tax liabilities and refunds for original and amended tax returns filed, and to be filed, for the period 1993 through 1997
and a stub period for 1998 when the Company was a direct affiliate/subsidiary of Torchmark. The referenced tax returns were all filed by
Torchmark on a combined basis with the Company using complex unitary filing rules for the tax years in question. The State of Kansas held the
returns under audit for an extended period of time and determined that it would contest the basis on which the returns had been filed. Torchmark
disputed the determination of the state tax examiners and contested the matter under the rules of the Kansas Department of Revenue.

In April 2004, Torchmark entered into a Tax Settlement Agreement with the State of Kansas and finalized and closed the above referenced
income tax returns. The tax returns were accepted, as filed, using the unitary filing status. Torchmark and its affiliates were determined to have
no additional tax liabilities and received significant refunds of taxes that the Company had originally paid to the State of Kansas. Following the
completion of the Kansas Tax Settlement, Torchmark made demand on the Company and subsequently filed suit in May 2004 in Alabama state
court for $7.8 million, representing the amounts, plus interest, that Torchmark alleged the Company�s stand alone liability to the State of Kansas
would have been but for the use of Torchmark�s losses in the previously filed tax returns.

In the fourth quarter of 2004, pursuant to the terms and conditions of the Disaffiliation Agreement, the Company obtained a stay of the Alabama
suit pending resolution of an arbitration proceeding before the American Arbitration Association. In its Demand for Arbitration, the Company
seeks a declaration from the arbitrators that it is not liable to Torchmark for the amounts claimed by Torchmark. In addition, the Company seeks
an arbitration award in its favor with respect to refunds received by Torchmark from the State of Kansas pursuant to the Tax Settlement
Agreement. It is anticipated that this arbitration will occur during the second quarter of 2006.

In the opinion of management, the ultimate resolution and outcome of this matter is uncertain. The ultimate resolution of the matter, or an
adverse determination against the Company could have a material adverse impact on the financial position and results of operations of the
Company.

NASD Enforcement Action

As previously disclosed, in June 2003, the Company received notification from the staff of the National Association of Securities Dealers (the
�NASD�) indicating that the staff was considering recommending the NASD bring an action against the Company and certain of its current and
former officers alleging possible violations of NASD rules and regulations relating to the exchange of certain United Investors Life Insurance
Company variable annuity policies for Nationwide variable annuity policies from January 2001 through August 2002. These alleged violations
included questioning the suitability of certain of these exchanges and the adequacy of the Company�s supervisory systems in place at the time of
these exchanges. On January 14, 2004, the NASD commenced an enforcement action against the Company, one of its current officers and one of
its retired officers relating to variable annuity exchanges. In the complaint, the NASD charged the Company with suitability and supervisory
violations, as well as a single books and records violation.

On April 29, 2005, the Company reached a settlement with the NASD regarding this matter. The settlement consisted of a fine payable to the
NASD in the amount of $5 million and the establishment of an $11 million restitution fund for certain variable annuity clients. In agreeing to the
terms of the settlement, the Company neither admitted nor denied the NASD�s allegations. Clients eligible for restitution may elect to receive
those funds either by check or by deposit directly into their existing variable annuity. As a condition to the settlement, the Company will not
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receive any commissions or mortality and expense fees
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from funds deposited directly into variable annuity accounts. Subsequently, in working with the independent distribution consultant in
determining the disbursement of the $11 million restitution fund, it was determined that there were a number of additional variable annuity
exchanges not covered by the original settlement with the NASD that also should have been eligible for restitution. In order to resolve this
matter in its entirety and to remedy all variable annuity exchanges at issue in the NASD settlement, the Company has agreed to pay additional
restitution in the amount of $3.5 million to bring the total restitution amount payable under the NASD settlement to $14.5 million. The
$3.5 million restitution plus an additional $0.8 million in estimated legal fees, consulting fees and mortality exposure was recorded in the fourth
quarter of 2005 as part of the revised settlement. This additional exposure was entirely offset by amounts to be received by the Company under
an agreement reached with our insurance carrier to cover certain legal defense costs previously incurred in connection with this matter, which
was also recorded in the fourth quarter of 2005. On March 31, 2006, restitution of approximately $10.9 million of the $14.5 million was paid by
the Company to variable annuity clients. Of this $10.9 million, approximately $3.7 million was to be deposited back into the clients� existing
variable annuities. The remainder was remitted directly to the annuity holders. It is anticipated that the remainder of the restitution amount will
be distributed to the remaining affected annuity clients on May 30, 2006. This final payment will resolve the matter. The Company will have an
ongoing responsibility to monitor and identify all of the variable annuity clients who exchanged policies during the effected time period who had
a decrease in minimum guaranteed death benefit, and to reimburse that client upon their death for the reduction in death benefit, if any, at that
time.
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Item 2.    Management�s Discussion and Analysis of Financial Condition and Results of Operations

Certain statements contained in this Quarterly Report on Form 10-Q constitute �forward-looking statements� within the meaning of Section 27A of
the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended, including statements regarding
our expectations, hopes, beliefs, intentions or strategies regarding the future. All statements, other than statements of historical fact included in
this Form 10-Q regarding our financial position, business strategy and other plans and objectives for future operations are forward-looking
statements. All forward-looking statements included in this Form 10-Q are based on information available to us on the date hereof, and we
assume no obligation to update such forward-looking statements, whether as a result of new information, future events or otherwise. Although
we believe that the assumptions and expectations reflected in such forward-looking statements are reasonable, we can give no assurance that
such expectations will prove to have been correct or that we will take any actions that may presently be planned and neither us nor any other
person will be responsible for the accuracy or completeness of any such forward-looking statements. Certain important factors that
could cause actual results to differ materially from our expectations are disclosed in the �Risk Factors� section of our
Annual Report on Form 10-K for the year ended December 31, 2005, which include, without limitation, the adverse
effect from a decline in securities markets or a decline in our products� performance, regulatory settlements,
reduction of investment management fees, failure to renew investment management agreements, adverse results of
litigation and/or arbitration, acts of terrorism and/or war, competition, changes in government regulation, and
availability and terms of capital. Should one or more of these risks materialize or should the underlying assumptions
prove incorrect, actual results could differ materially from those forecasted or expected. All subsequent written or
oral forward-looking statements attributable to us, or persons acting on our behalf, are expressly qualified in their
entirety by such factors.

The information contained in this Management�s Discussion and Analysis of Financial Condition and Results of Operations should be read in
conjunction with the Consolidated Financial Statements and Notes thereto included in this Form 10-Q and the audited financial statements and
notes thereto in our 2005 Annual Report on Form 10-K, as well as a more detailed explanation of risk factors at the end of this Item 2 under the
heading entitled �Forward Looking Information.�

Overview
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Our earnings and cash flows are heavily dependent on financial market conditions. Significant increases or decreases in the various securities
markets, particularly United States equity markets, can have a material impact on our results of operations, financial condition and cash flows.
We derive our revenues primarily from providing investment management, distribution and administrative services to the Funds and institutional
and separately managed accounts. Investment management fees, a substantial source of revenues, are based on the amount of average assets
under management and are affected by sales levels, financial market conditions, redemptions and the composition of assets. Underwriting and
distribution revenues, another substantial source of revenues, consist of commissions derived from sales of investment and insurance products,
distribution fees on certain variable products, and fees earned on fee-based asset allocation products, as well as advisory services. The products
sold have various commission structures and the revenues received from product sales vary based on the type and amount sold. Our products are
distributed through either our sales force of registered financial advisors (the �Advisors channel�) or third-party distribution methods such as other
broker-dealers and other registered investment advisors (including the retirement advisors of the Legend group of subsidiaries (�Legend�)) (the
�Wholesale channel�). Our institutional efforts include defined benefit plans, pension plans, endowments, subadvisory relationships and high net
worth clients (the �Institutional channel�). Rule 12b-1 service and distribution fees earned for servicing and/or distributing certain mutual fund
shares are based upon a percentage of assets and fluctuate based on sales, redemptions and financial market conditions. Other service fees
include transfer agency fees, custodian fees for retirement plan accounts and portfolio accounting.
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Highlights for the current quarter include:

�  Overall gross sales increased 51% to $2.2 billion compared to the first quarter of 2005.

�  Total assets under management increased $3.0 billion compared to the first quarter of 2005.

�  Shareholder accounts grew to 2.73 million at quarter-end.

Recent Accounting Developments

In December 2004, the Financial Accounting Standards Board issued SFAS 123R, which the Company adopted effective January 1, 2006. The
revised standard eliminated the intrinsic value method of accounting required under APB 25 and requires entities to measure the cost of
employee services received in exchange for an award of equity instruments based on the grant-date fair value of the award. The Company
adopted SFAS 123R using the modified prospective transition method of adoption, which does not require restatement of prior periods. Under
that transition method, compensation expense recognized in 2006, for all share-based payments granted subsequent to December 31, 2005, is
based on the grant date fair value of the stock grants less estimated forfeitures.

Results of Operations � Three Months Ended March 31, 2006 as Compared with Three Months Ended March 31, 2005

Net Income

Net income increased 8.1% in the first quarter of 2006 to $24.6 million, or $0.30 per diluted share, compared to $22.8 million, or $0.28 per
diluted share for the same period in 2005. The increase in net income can be attributed primarily to an increase in average assets under
management of 14%, offset by higher share-based compensation and employee separation costs during the period. In connection with the
adoption of SFAS 123R in the first quarter 2006, we recognized a cumulative effect of change in accounting principle. In prior periods, we chose
to record forfeitures of restricted stock when they occurred rather than estimate their impact on the date of grant. Upon implementation, we
recognized expected forfeitures on awards granted prior to the adoption of SFAS 123R as an adjustment to compensation cost. The cumulative
effect of this adjustment, net of tax, was income of $0.3 million.

Investment Management Fee Revenues

Investment management fee revenues were $74.0 million, an increase of $10.5 million, or 16%, from last year�s first quarter. Total average assets
under management for the current quarter were $43.8 billion compared to $38.4 billion for the first quarter of 2005, up 14%.
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Revenues from investment management services provided to our retail mutual funds, which are distributed through both the Advisors and the
Wholesale channels, increased $11.4 million, or 22%, while the related retail average assets increased 19% to $35.7 billion. Investment
management fee revenues increased more than the related retail average asset increase due to significant sales growth in Ivy specialty funds,
which tend to have higher management fee rates. Retail sales in the first quarter of 2006 were $2.0 billion, a 67% increase over sales in the first
quarter of 2005. Institutional and separate account revenues decreased 9% while related average assets decreased 5% over last year�s first quarter.
Over half of the decrease was due to a reduction in management fee revenues earned by our subsidiary, Austin, Calvert & Flavin, Inc. (�ACF�)
based on a decline in average assets of 14% compared to the first quarter of last year. The remaining decrease was primarily due to a
management fee rate decrease on other institutional accounts.
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The following tables provide information regarding the composition of our average assets under management by asset class and distribution
channel.

First Quarter 2006
Advisors Wholesale Institutional Total

(in millions)

Asset Class:
Equity $ 23,566 7,168 7,422 $ 38,156
Fixed Income 3,880 343 611 4,834
Money Market 713 54 � 767
Total $ 28,159 7,565 8,033 $ 43,757

First Quarter 2005
Advisors Wholesale Institutional Total

(in millions)

Asset Class:
Equity $ 20,355 4,480 7,837 $ 32,672
Fixed Income 3,992 324 638 4,954
Money Market 694 53 � 747
Total $ 25,041 4,857 8,475 $ 38,373
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Change in Assets Under Management

The following tables summarize the changes in our assets under management by distribution channel. All sales are net of commissions. The
activity includes all Funds and institutional business, including money market funds and  net asset value accounts for which we receive no
commissions.

First Quarter 2006
Advisors Wholesale Institutional Total

(in millions)

Beginning Assets $ 27,188 6,729 7,946 $ 41,863

Sales (net of commissions) 843 1,151 172 2,166
Redemptions (849) (348) (450) (1,647)
Net Sales (6) 803 (278) 519

Net Exchanges (64) 60 � (4)
Reinvested Dividends & Capital
Gains 48 10 29 87
Net Flows (22) 873 (249) 602

Market Appreciation 1,464 625 298 2,387
Ending Assets $ 28,630 8,227 7,995 $ 44,852

First Quarter 2005
Advisors Wholesale Institutional Total

(in millions)

Beginning Assets $ 25,297 4,702 8,659 $ 38,658

Sales (net of commissions) 582 611 238 1,431
Redemptions (734) (302) (506) (1,542)
Net Sales (152) 309 (268) (111)

Net Exchanges (17) 14 � (3)
Reinvested Dividends & Capital
Gains 39 1 33 73
Net Flows (130) 324 (235) (41)

Market Depreciation (246) (4) (182) (432)
Ending Assets $ 24,921 5,022 8,242 $ 38,185

The first quarter of 2006 yielded overall gross sales of $2.2 billion, an increase of $0.7 billion, or 51%, over the same period in 2005. Higher
gross sales of retail mutual funds offset contraction in our institutional business. Gross mutual fund sales of the Advisors and Wholesale
channels improved 45% and 88% to $843 million and $1.2 billion, respectively, over the same quarter last year. Gross sales in the Institutional
channel decreased 28% to $172 million over prior year�s first quarter. ACF contributed $223 million in net outflows to the Institutional channel.
Gross sales of sub-advised funds were $874 million in the current quarter.
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Long-term redemption rates (which exclude money market fund redemptions) in the Advisors channel increased slightly to 9.8% in this year�s
first quarter, compared to 9.6% in the same period last year. In the Wholesale channel, long-term redemption rates were lower in this year�s first
quarter, at 18.3%, compared to 24.8% in the same period last year due to growth in average assets under management which was higher than the
dollar value increase in redemptions. During the first quarter of 2006, the long-term redemption rate for our institutional business decreased to
22.7% from 24.2%.

Underwriting and Distribution Fee Revenues and Expenses

The following tables illustrate our underwriting and distribution fee revenues and expenses segregated by the method of distribution within the
respective Advisors or Wholesale channel:

First Quarter 2006
Wholesale

Advisors Third-Party Legend Total
(in thousands)

Revenue $ 56,280 7,909 12,823 $ 77,012
Expenses
Direct 38,468 11,091 8,654 58,213
Indirect 19,866 3,832 2,843 26,541

58,334 14,923 11,497 84,754
Net Underwriting & Distribution $ (2,054) (7,014) 1,326 $ (7,742)

First Quarter 2005
Wholesale

Advisors Third-Party Legend Total
(in thousands)

Revenue $ 52,205 4,177 10,963 $ 67,345
Expenses
Direct 35,920 6,685 7,287 49,892
Indirect 18,494 3,183 2,720 24,397

54,414 9,868 10,007 74,289
Net Underwriting & Distribution $ (2,209) (5,691) 956 $ (6,944)

Distribution Margin

The Advisors channel distribution margin, which excludes our wholesale efforts and better reflects the activity of our sales force only, improved
to �3.6% in this year�s first quarter compared to �4.2% for last year�s comparative period due primarily to increased sales leverage.

Advisors Channel
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Underwriting and distribution revenues earned in our Advisors channel in this year�s first quarter increased $4.1 million, or 8%, from the
comparative period last year to $56.3 million mainly due to:

�  increased commissions on front-load products of $4.3 million on a 33% increase in related sales and a product
mix shift toward products with lower sales load rates;

�  higher financial planning fee revenue of $0.9 million;
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�  a decrease in fees earned on asset allocation products of $0.5 million due to decline in assets under
management for these products; and

�  lower Rule 12b-1 asset based service and distribution fees of $0.4 million. The first quarter of 2005 includes a
$2.9 million true-up adjustment to increase Rule 12b-1 revenues. This was partially offset by an increase of $2.5
million in fees as average assets under management increased 12% over the prior year�s first quarter.

The following table illustrates commissionable investment product sales by our financial advisors, including sales of our InvestEd portfolios.
Sales are shown gross of commissions and they exclude sales by Legend retirement advisors, money market funds, other non-proprietary mutual
funds, insurance products, and mutual funds sold at net asset value for which we receive no commission.

Variance
1Q 2006 1Q 2005 Amount Percentage

(amount in millions, except percentage data)

Front-end load sales (Class A) $ 472 323 149 46%
Variable annuity products 63 80 (17) -21%
Front-load product total 535 403 132 33%

Deferred-load sales (Class B&C) 56 58 (2) -3%
Allocation products 13 8 5 63%
Total proprietary sales $ 604 469 135 29%

Total underwriting and distribution expenses in our Advisors channel increased $3.9 million, or 7%, to $58.3 million for the first quarter of
2006.

�  Direct expenses increased $2.5 million during the current quarter compared to last year�s first quarter mainly
due to:

o  higher point-of-sale commissions of $3.1 million resulting from increased front-load product sales;

o  lower amortization of deferred selling costs of $0.3 million in back-end load and level load products;

o  lower Rule 12b-1 asset based service and distribution fees of $0.6 million. The first quarter of 2005 includes a $2.9
million true-up adjustment to increase Rule 12b-1 expenses. This was partially offset by amounts paid to Advisors for
servicing and distributing select share classes in line with the increase to average assets under management; and
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o  higher financial planning fees of $0.5 million.

�  Indirect expenses increased $1.4 million, or 7%, from last year�s first quarter to $19.9 million, primarily due to
costs associated with our efforts to improve the performance of our Advisors channel.

Wholesale Channel

Underwriting and distribution revenues earned in the Wholesale channel increased by $5.6 million in the current year quarter compared to the
first quarter of 2005 mainly due to:

25

Edgar Filing: WADDELL & REED FINANCIAL INC - Form 10-Q

58



�  increased third-party revenue of $3.7 million earned primarily from higher asset based Rule 12b-1 service and
distribution fees due to an increase in average assets under management; and

�  higher point-of-sale commissions and Rule 12b-1 service fee revenue of $1.9 million earned by Legend
during the first quarter of 2006.

Underwriting and distribution expenses in the Wholesale channel increased by $6.5 million in the first quarter of 2006 compared to last year�s
first quarter. Direct expenses accounted for $5.8 million of the increases. The increase in direct expenses were the result of the following:

�  higher asset based expenses for Rule 12b-1 service and distribution and point of sale commissions of $2.6
million;

�  higher deferred acquisition amortization expense of $1.0 million;

�  higher commissions paid by Legend of $1.4 million due to an increase in assets under administration; and

�  higher commissions paid to wholesalers of $0.8 million due to increased sales volume.

Indirect expenses in the Wholesale channel increased $0.7 million in the first quarter of 2006 compared to 2005 due to additional headcount and
higher wholesaling support costs.

Shareholder Service Fee Revenue

Shareholder service fee revenues for the quarter from transfer agency, custodian, and accounting services were $22.0 million, an increase of $2.2
million, or 11%, from the first quarter of 2005. The average number of shareholder accounts, one of the primary drivers of service fee revenue,
also increased 10% to 2.69 million at March 31, 2006 compared with 2.44 million at March 31, 2005.

Compensation and Related Costs
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In the first quarter of 2006, compensation and related costs increased by $6.8 million, or 30%, to $29.4 million compared to the same period in
2005. This increase was partly due to employee separation costs recorded in the first quarter of 2006 of $1.9 million (which included $1.5
million of share-based compensation expense) at our subsidiary, ACF, in response to performance issues and related loss of assets under
management. Additionally, salaries, wages and related payroll taxes increased $1.8 million, or 14%, in this year�s first quarter compared to the
same period in 2005. Other increases in compensation and related costs were due to headcount and salary increases and higher accruals for
incentive compensation. Average employee headcount increased 3.3%.

Excluding the impact of the ACF employees mentioned previously, share-based compensation expense increased $1.7 million for the first
quarter of 2006 primarily due to amortization expense associated with our annual grant of restricted stock on April 2, 2005 compared to the same
period in the prior year. Share-based compensation, previously reported as a separate line item in the consolidated statement of operations, has
been included in compensation expense for both periods presented.

On April 2, 2006, we granted 1,057,900 shares of restricted stock with a fair market value of $23.10 per share under the SI Plan and the ESA
Plan. The value of those shares, aggregating $24.4 million, will be amortized to expense over the four year vesting
period.
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Subadvisory Fees

Subadvisory fees represent fees paid to other asset managers for providing advisory services for certain Ivy mutual fund portfolios. These
subadvisory relationships were in place when we acquired certain businesses, and are with asset managers who specialize in certain investment
styles not offered by the Company. Subadvisory fees for the first quarter of 2006 were $6.5 million, an increase of $3.0 million from last year�s
first quarter. The increase is due to an increase from $3.1 billion to $6.1 billion in the average net assets of sub-advised funds from the first
quarter of 2005 to the first quarter of 2006.

General and Administrative Costs

General and administrative expenses remained flat in the first quarter of 2006 compared to the same period last year. Increased costs for
computer services were largely offset by savings resulting from reduced temporary contractor costs.

Investment and Other Income, Interest Expense and Taxes

Investment and other income increased $900 thousand from last year�s first quarter to $2.3 million for the first quarter of 2006. The increase was
partially due to increased earnings from higher average balances and interest rates on commercial paper holdings of $1.1 million. This year�s first
quarter also included an increase in mutual fund trading portfolio returns of approximately $475 thousand. Offsetting these increases was a $750
thousand write-down for other-than-temporary decline in the market value of a municipal bond investment.

Interest expense remained level at $3.3 million compared to last year�s first quarter. We refinanced $200 million in senior notes that matured in
January 2006 (described below) at a rate of 5.6%. Although we accrued interest at a lower rate on our senior notes during first quarter 2005
compared to the current quarter, interest we incurred on short-term borrowing during the prior year quarter offset the difference in rates.

In this year�s first quarter, our effective tax rate was 36.5%, unchanged from the first quarter of 2005.

Liquidity and Capital Resources

Our primary source of liquidity is cash provided by operations. Cash and cash equivalents were $186.9 million at March 31, 2006, an increase of
$24.2 million from December 31, 2005. Cash and cash equivalents at March 31, 2006 and December 31, 2005 include reserves of $38.7 million
and $26.1 million, respectively, for the benefit of customers in compliance with securities regulations.

Cash flow from operations is our primary source of funds, and totaled $35.0 million for the first three months of 2006 compared to $21.0 million
for the same period in 2005. Higher earnings and an increase in customer cash contributed to the increase in operating cash flows during the
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period.

Cash flow provided by investing activities was $1.9 million for the three months ended March 31, 2006 compared to $6.4 million for the same
period in 2005. During the current year, proceeds from the sale or maturity of available-for-sale securities of $3.6 million were partially offset by
$1.4 million in capital expenditures, mainly for data processing equipment, software development and computer software. In 2005, the Company
received proceeds from the sale or maturity of available-for-sale securities of $8.4 million and expended $2.0 million for capital additions.

Cash flow used in financing activities for the three months ended March 31, 2006 was $12.7 million compared to $28.7 million for the same
period in 2005. On January 13, 2006, the Company issued $200 million in principal amount 5.6% senior notes resulting in net proceeds of
approximately $199.9 million. The Company used the net proceeds, together with cash on hand, to repay the entire $200 million aggregate
principal amount outstanding of its existing 7.5% variable rate debt. The Company terminated two forward
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interest rate swap agreements in January 2006 that had five year fixed swap rates of 4.57% and 4.84%, respectively, on notional amounts of
$100 million for each swap. The swaps were put in place to hedge against changes in forecasted interest payments attributable to changes in the
LIBOR swap rate prior to the issuance of the $200 million 5.6% senior notes previously discussed. In connection with the termination of the
swap agreements, the Company received a net cash settlement of $1.1 million. The Company paid first quarter dividends in 2006 and 2005 of
$12.6 million and $12.4 million, respectively, and received cash from the exercise of stock options of $0.8 million in both periods. In the first
quarter of 2005, we had net short-term debt repayments of $11.0 million and purchased $5.2 million of our common stock.

We entered into a three-year revolving credit facility effective October 7, 2005, which initially provides for borrowings of up to $200.0 million.
At March 31, 2006, there was no balance outstanding under the facility. In addition, there were no outstanding balances on money market loans
at March 31, 2006.

Critical Accounting Policies and Estimates

Management believes certain critical accounting policies affect its more significant judgments and estimates used in the preparation of its
consolidated financial statements. Due to the implementation of SFAS 123R, we identified a new critical accounting policy related to
share-based compensation, which is listed below. The Company�s other critical accounting policies and estimates are disclosed in the �Critical
Accounting Policies and Estimates� section of our Annual Report on Form 10-K for the year ended December 31, 2005.

Share-Based Compensation

We account for share-based compensation in accordance with SFAS 123R. Under the fair value recognition provisions of this statement,
share-based compensation cost is measured at the grant date based on the value of the award and is recognized as expense on a straight-line basis
over the four year vesting period. Determining the fair value of share-based awards at grant date requires judgment, including estimating the
amount of share-based awards expected to be forfeited. If actual results differ significantly from these estimates, our results of operations could
be materially impacted.

Future Capital Requirements

We expect significant uses of cash in 2006 to include expected dividend payments, interest payments on outstanding debt, share repurchases,
legal and regulatory settlements, pension funding and potential acquisitions. Management believes its available cash, marketable securities, and
expected cash flow from operations will be sufficient to fund its operating and capital requirements for 2006. We may continue to repurchase
shares of our common stock from time to time, as management deems appropriate. Share repurchases should be financed by our available cash
and investments and/or cash from operations.

Long-term capital requirements include capital expenditures primarily for enhancement of technology infrastructure, strategic acquisitions,
payment of dividends, repayment and servicing of the Company�s debt obligations and repurchases of the Company�s stock.
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1Q 2006 1Q 2005 Change
Redemption rates - long term (annualized)
Advisors 9.8% 9.6%
Wholesale 18.3% 24.8%
Institutional 22.7% 24.2%
Total 13.7% 14.8%

Sales per advisor (000�s) (1)
Total 259 189 37.0%
2+ Years (2) 395 286 38.1%
0 to 2 Years (3) 71 57 24.6%

Gross production per advisor 15.9 12.9 23.3%

Number of financial advisors (1) 2,299 2,454 -6.3%
Average number of financial advisors (1) 2,338 2,484 -5.9%

Number of shareholder accounts (000�s) 2,733 2,483 10.1%

Number of shareholders 646,231 644,515 0.3%

(1) Excludes Legend retirement advisors

(2) Financial advisors licensed with the Company for two or more years

(3) Financial advisors licensed with the Company less than two years

Forward Looking Information

From time-to-time, information or statements provided by or on behalf of the Company, including those within this Quarterly Report on Form
10-Q may contain certain �forward-looking information,� including information relating to anticipated growth in our revenues or earnings,
anticipated changes in the amount and composition of assets under management, our anticipated expense levels, and our expectations regarding
financial markets and other conditions. Readers are cautioned that any forward-looking information provided by or on behalf of the Company is
not a guarantee of future performance. Actual results may differ materially from those contained in these forward-looking statements as a result
of various factors, including but not limited to those discussed below. Further, such forward-looking statements speak only as of the date on
which such statements are made, and the Company undertakes no obligation to update or revise any forward-looking statement to reflect events
or circumstances after the date on which such statement is made or to reflect the occurrence of unanticipated events, whether as a result of new
information, future developments or otherwise.

Our future revenues will fluctuate due to many factors, such as the total value and composition of assets under our management and related cash
inflows or outflows in the Funds and other investment portfolios; fluctuations in national and worldwide financial markets resulting in
appreciation or depreciation of assets under our management; the relative investment performance of the Funds and other investment portfolios
as compared to competing offerings; the expense ratios of the Funds; investor sentiment and investor confidence; the ability to maintain our
investment management and administrative fees at current levels; competitive conditions in the mutual fund, asset management, and broader
financial services sectors; our introduction of new mutual funds and investment portfolios; our ability to contract with the Funds for payment for
investment advisory-related administrative services provided to the Funds and their shareholders; the continuation of trends in the retirement
plan marketplace favoring defined contribution plans and participant-directed investments; potential misuse of client funds and information in
the
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possession of our financial advisors; and the development of additional distribution channels may not be successful. Our revenues are
substantially dependent on fees earned under contracts with the Funds and could be adversely affected if the independent directors of one or
more of the Funds determined to terminate or significantly alter the terms of the investment management or related administrative services
agreements.

Our future operating results are also dependent upon the level of our operating expenses, which are subject to fluctuation for the following or
other reasons: variations in the level of compensation expense due to, among other things, performance-based bonuses, changes in our employee
count and mix, and competitive factors; unanticipated costs that may be incurred to protect investor accounts and the goodwill of our clients;
legal expenses; and disruptions of services, including those provided by third parties such as communications, power, and the mutual fund
transfer agent system. In addition, our future operating results may also be impacted by our ability to incur additional debt, by adverse litigation
and/or arbitration judgments or settlements, failure to retain key personnel and financial advisors, regulatory enforcement exams, actions or
settlements and acts of terrorism and/or war. The Company�s business is also subject to substantial governmental regulation, and changes in
legal, regulatory, accounting, tax, and compliance requirements may have a substantial effect on our operations and results, including but not
limited to effects on costs we incur and effects on investor interest in mutual funds and investing in general or in particular classes of mutual
funds or other investments.

Item 3.            Quantitative and Qualitative Disclosures About Market Risk
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The Company has had no significant changes in its Quantitative and Qualitative Disclosures About Market Risk from that previously reported in
the Company�s Annual Report on Form 10-K for the year ended December 31, 2005.

Item 4.            Controls and Procedures

The Company maintains a system of disclosure controls and procedures that is designed to provide reasonable assurance that information, which
is required to be timely disclosed, is accumulated and communicated to management in a timely fashion. A control system, no matter how well
conceived and operated, can provide only reasonable, not absolute, assurance that the objectives of the control system are met. The Company�s
Chief Executive Officer and Chief Financial Officer, after evaluating the effectiveness of the Company�s disclosure controls and procedures (as
defined in Rule 13a-15(e) and 15d-15(e) of the Securities Exchange Act of 1934, as amended (the �Exchange Act�)) as of the end of the period
covered by this quarterly report, have concluded that the Company�s disclosure controls and procedures are effective to provide reasonable
assurance that information required to be disclosed by the Company in the reports that it files or submits under the Exchange Act is accumulated
and communicated to the Company�s management, including its principal executive officer and principal financial officer, as appropriate to allow
timely decisions regarding required disclosure and are effective to provide reasonable assurance that such information is recorded, processed,
summarized and reported within the time periods specified in the SEC�s rules and forms.

The Company�s internal control over financial reporting (as defined in Exchange Act Rule 13a-15(f) and 15d-15(f)) is designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. There were no changes in the Company�s internal control over financial reporting that
occurred during the Company�s most recent fiscal quarter that have materially affected, or are reasonably likely to materially affect, the
Company�s internal control over financial reporting. However, because of the inherent limitations in all control systems, no evaluation of controls
can provide absolute assurance that all control issues and instances of fraud, if any, within the Company have been detected.
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Part II. Other Information

Item 1.            Legal Proceedings

See the Notes to the Unaudited Consolidated Financial Statements, Note 9 �Contingencies� beginning on page 17 of this Quarterly Report on Form
10-Q regarding the status of the SEC/New York Attorney General/Kansas Securities Commission investigation, Williams excessive fee
litigation, Torchmark Corporation litigation, and NASD Enforcement Action. Information required by this Item 1 is incorporated herein by
reference to the disclosure contained in Note 9 of the Notes to the Unaudited Consolidated Financial Statements.

Item 2.            Unregistered Sales of Equity Securities and Use of Proceeds

The following table sets forth certain information about the shares of Class A common stock we repurchased during the first quarter of 2006.

Period

Total Number of
Shares

Purchased (1)

Average
Price Paid
Per Share

Total Number of
Shares Purchased as
Part of Publicly

Announced Program

Maximum Number (or
Approximate Dollar
Value) of Shares that
May Yet Be Purchased
Under the Program

January 1 - January 31 12,298 22.26 12,298 n/a(1)
February 1 - February 28 1,030 21.87 1,030 n/a(1)
March 1 - March 31 50,430 22.54 50,430 n/a(1)

Total 63,758 22.47 63,758

(1)  On August 31, 1998, we announced that our Board of Directors approved a program to repurchase shares of
our Class A common stock on the open market. Under the repurchase program, we are authorized to repurchase, in
any seven-day period, the greater of (i) 3% of our outstanding Class A common stock or (ii) $50 million of our Class
A common stock. We may repurchase our Class A common stock through the New York Stock Exchange, other
national or regional market systems, electronic communication networks or alternative trading systems such as
POSIT, during regular or after-hours trading sessions. POSIT is an alternative trading system that uses passive pricing
to anonymously match buy and sell orders. To date, we have not used electronic communication networks or
alternative trading systems to repurchase any of our Class A common stock and do not intend to use such networks or
systems in the foreseeable future. Our stock repurchase program does not have an expiration date or an aggregate
maximum number or dollar value of shares that may be repurchased. During this first quarter of 2006, all stock
repurchases were made pursuant to this repurchase program and were purchased in connection with funding employee
income tax withholding obligations arising from the vesting of restricted shares.

Item 5.            Other Information

Edgar Filing: WADDELL & REED FINANCIAL INC - Form 10-Q

Item 3.            Quantitative and Qualitative Disclosures About Market Risk 70



None.
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Item 6.            Exhibits and Reports on Form 8-K

(a)  Exhibits:

31.1 Section 302 Certification of Chief Executive Officer

31.2 Section 302 Certification of Chief Financial Officer

32.1 Section 906 Certification of Chief Executive Officer

32.2 Section 906 Certification of Chief Financial Officer

(b)  Reports on Form 8-K:

Current Report on Form 8-K Items 1.02, 8.01 and 9.01 dated January 12, 2006.
No financial statements were required to be filed.

Current Report on Form 8-K Items 1.01, 8.01 and 9.01 dated January 13, 2006.
No financial statements were required to be filed.

Current Report on Form 8-K Items 2.02 and 9.01 dated February 1, 2006.
Furnished not filed. No financial statements were required to be filed.

Current Report on Form 8-K Items 1.01, 5.03 and 9.01 dated February 28, 2006.
No financial statements were required to be filed.
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Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the
undersigned, thereunto duly authorized, this 25th day of April 2006.

WADDELL & REED FINANCIAL, INC.

By: /s/ Henry J. Herrmann
Chief Executive Officer
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(Principal Executive Officer)

By: /s/ Daniel P. Connealy
Senior Vice President and
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Chief Financial Officer
(Principal Financial Officer)

By: /s/ Mark A.
Schieber

Vice President and
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Controller
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(Principal Accounting Officer)
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