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525 Washington Boulevard, Jersey City, NJ 07310

(Address of principal executive offices and zip code)

Registrant�s telephone number, including area code: (201) 222-9400

Securities registered pursuant to Section 12(b) of the Act:

None.

Securities registered pursuant to Section 12(g) of the Act:

Class A Common Stock, $0.01 par value

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   x     No  ¨

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein and will not be
contained, to the best of Registrant�s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this Form
10-K or any amendment to this Form 10-K.    x

Indicate by check mark whether the registrant is an accelerated filer (as defined in Exchange Act Rule 12b-2).    Yes  x    No  ¨

The aggregate market value of the Class A Common Stock held by nonaffiliates of the Registrant was approximately $359,246,251 at March 27,
2003 based upon the closing price for shares of the Registrant�s Class A Common Stock as reported by the National Market System of the
Nasdaq Stock Market on that date. For purposes of this calculation, affiliates are considered to be officers, directors and holders of 10% or more
of the outstanding common stock of the Registrant.

At March 27, 2003 the number of shares outstanding of the Registrant�s Class A Common Stock was 112,046,003 and there were no shares
outstanding of the Registrant�s Class B Common Stock as of such date.

DOCUMENTS INCORPORATED BY REFERENCE

Edgar Filing: KNIGHT TRADING GROUP INC - Form 10-K

Table of Contents 2



Definitive Proxy Statement relating to the Company�s 2003 Annual Meeting of Stockholders to be filed hereafter (incorporated, in part, into Part
III hereof).
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UNLESS THE CONTEXT OTHERWISE REQUIRES, THE �COMPANY,� �KNIGHT�, �WE�, OR �OUR� SHALL MEAN KNIGHT TRADING GROUP,
INC. AND ITS CONSOLIDATED SUBSIDIARIES.

FORWARD LOOKING STATEMENTS

CERTAIN STATEMENTS CONTAINED IN THIS ANNUAL REPORT ON FORM 10-K, INCLUDING WITHOUT LIMITATION, THOSE
UNDER �LEGAL PROCEEDINGS� IN PART I, ITEM 3, �MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS� IN PART II, ITEM 7 (MD&A), AND �QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET
RISK� IN PART II, ITEM 7A, AND THE DOCUMENTS INCORPORATED BY REFERENCE MAY CONSTITUTE FORWARD-LOOKING
STATEMENTS. THESE FORWARD-LOOKING STATEMENTS ARE NOT HISTORICAL FACTS AND ARE BASED ON CURRENT
EXPECTATIONS, ESTIMATES AND PROJECTIONS ABOUT THE COMPANY�S INDUSTRY, MANAGEMENT�S BELIEFS AND CERTAIN
ASSUMPTIONS MADE BY MANAGEMENT, MANY OF WHICH, BY THEIR NATURE, ARE INHERENTLY UNCERTAIN AND BEYOND OUR
CONTROL. ACCORDINGLY, READERS ARE CAUTIONED THAT ANY SUCH FORWARD-LOOKING STATEMENTS ARE NOT
GUARANTEES OF FUTURE PERFORMANCE AND ARE SUBJECT TO CERTAIN RISKS, UNCERTAINTIES AND ASSUMPTIONS THAT
ARE DIFFICULT TO PREDICT. SINCE SUCH STATEMENTS INVOLVE RISKS AND UNCERTAINTIES, THE ACTUAL RESULTS AND
PERFORMANCE OF THE COMPANY MAY TURN OUT TO BE MATERIALLY DIFFERENT FROM THE RESULTS EXPRESSED OR
IMPLIED BY SUCH FORWARD-LOOKING STATEMENTS. GIVEN THESE UNCERTAINTIES, READERS ARE CAUTIONED NOT TO
PLACE UNDUE RELIANCE ON SUCH FORWARD-LOOKING STATEMENTS. UNLESS OTHERWISE REQUIRED BY LAW, THE COMPANY
ALSO DISCLAIMS ANY OBLIGATION TO UPDATE ITS VIEW OF ANY SUCH RISKS OR UNCERTAINTIES OR TO ANNOUNCE PUBLICLY
THE RESULT OF ANY REVISIONS TO THE FORWARD-LOOKING STATEMENTS MADE IN THIS REPORT. READERS SHOULD
CAREFULLY REVIEW THE RISKS AND UNCERTAINTIES DETAILED UNDER �CERTAIN FACTORS AFFECTING RESULTS OF
OPERATIONS� IN MD&A AND IN �RISKS AFFECTING OUR BUSINESS� IN PART I, ITEM 1 HEREIN, AND IN OTHER REPORTS OR
DOCUMENTS THE COMPANY FILES FROM TIME TO TIME WITH THE SECURITIES AND EXCHANGE COMMISSION. THIS
DISCUSSION SHOULD BE READ IN CONJUNCTION WITH THE COMPANY�S CONSOLIDATED FINANCIAL STATEMENTS AND THE
NOTES THERETO CONTAINED IN THIS REPORT.

PART I

Item 1. Business

Overview

Knight Trading Group, Inc., a Delaware corporation, and its subsidiaries (collectively �Knight� or the �Company�) operate in two business
segments: Equity Markets and Asset Management. Within Equity Markets, we provide comprehensive trade executions to institutions and
broker-dealers in cash equities across the breadth of U.S. equities and in options across a significant number of equity options and equity index
products. Within Asset Management, through our Deephaven Capital Management LLC (�Deephaven�) subsidiary, we operate an asset
management business for institutions and high-net-worth individuals. The Company was organized in January 2000 as the successor to the
business of Knight/Trimark Group, Inc. (the �Predecessor�). The Predecessor was organized in April 1998 as the successor to the business of
Roundtable Partners, L.L.C., which was organized in March 1995. In May 2000, the Company changed its name from Knight/Trimark Group,
Inc. to Knight Trading Group, Inc. Our corporate headquarters are located at 525 Washington Boulevard, Jersey City, New Jersey 07310, and
our telephone number is (201) 222-9400.
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Financial information concerning our business segments for each of 2002, 2001 and 2000, respectively, is set forth in �Management�s Discussion
and Analysis of Financial Condition and Results of Operations� in Part II, Item 7 and the Consolidated Financial Statements and Notes thereto
located in Part II, Item 8 entitled �Financial Statements and Supplementary Data.�
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Available Information

Our Internet address is www.knighttradinggroup.com. We make available free of charge, on or through the Investors section of our corporate
web site under �SEC Filings�, annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, Forms 3, 4 and 5 filed
on behalf of directors and executive officers, and any amendments to those reports filed or furnished pursuant to the Securities Exchange Act of
1934, and our proxy statements as soon as reasonably practicable after such material is electronically filed with, or furnished to, the United
States Securities and Exchange Commission (�SEC�). Also posted on our corporate web site is our Code of Business Conduct and Ethics (the
�Code�) governing our directors, officers and employees. Within the time period required by the SEC, we will post on our corporate web site any
amendment to such Code and any waiver applicable to our senior financial officers, as defined in the Code. The information on our corporate
web site is not incorporated by reference into this report.

Business Segments

The Company operates in two business segments: Equity Markets and Asset Management.

Equity Markets

Within Equity Markets, we are a leading execution specialist providing trade execution services to institutions and broker-dealers in cash
equities and options in the U.S. Our institutional clients primarily include mutual funds, pension plans, plan sponsors, hedge funds, trusts and
endowments. Our broker-dealer clients primarily include global, national and regional broker-dealers and on-line brokers. Our business model
focuses on providing comprehensive trade execution services as well as superior client service. To do so, the model requires that we manage risk
effectively as well as maintain efficient and reliable trading technology.

The main elements of our equity markets strategy include:

� Commitment to Superior Client Service

We are committed to providing superior client service. To do so, we have dedicated client service teams and sales forces to serve both
institutions and broker-dealers. These client service teams are highly skilled and experienced so they may effectively address the trade execution
needs of our clients. Our institutional sales force is dedicated to growing and maintaining execution-based relationships with institutions, and
ensuring a high level of execution quality. Our broker-dealer client group is dedicated to ensuring that orders, the majority of which are
electronically transmitted, are executed efficiently, effectively and in line with client specifications.

� Comprehensive Trade Execution Services
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We have implemented a variety of best practices that provide our clients with competitive trade executions. These practices include offering
price improvement, enhanced liquidity and timely executions. As required by SEC Rule 11Ac1-5 for broker-dealers, we post our aggregated
execution quality statistics for our domestic cash equities operations on our corporate web site on a monthly basis. These statistics indicate that
our execution quality is highly competitive in the marketplace.

� Managing Risk Effectively

Our net trading revenues are dependent on our ability to manage risk effectively. Our methodology focuses on the dynamic, real-time analysis of
market activity and price movements through the use of our proprietary models and technology. We are continually developing new technology
and analytical models in an effort to improve the effectiveness of our risk management.

� Maintaining Efficient and Reliable Trading Technology

We have made significant investments in our technology platform and infrastructure since our inception. Our trading systems are augmented by
software applications that enable the efficient processing of a large
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volume of order flow. We continue to invest in technology to further enhance our processing capability, as we believe that improvements in our
comprehensive trade execution services will continue to be driven by intelligent and efficient technology.

The majority of our Equity Markets revenues come from our operations in the U.S. Our international operations in Europe and Japan have not
been profitable to date.

Domestic Product Offerings

Cash Equities:    We are a leading equities market maker operating in Nasdaq, the OTC Bulletin Board and the Nasdaq Intermarket�, and make
markets in over 15,000 U.S. equities. As a market maker, we provide trade executions by offering to buy securities from, or sell securities to,
institutions and broker-dealers. We display the prices at which we are willing to bid, meaning buy, or ask, meaning sell, these securities and
adjust our bid and ask prices in response to the forces of supply and demand for each security. When acting as principal, we commit our own
capital and derive revenues from the difference between the price paid when securities are bought and the price received when those securities
are sold. We also provide trade executions on an agency or riskless principal basis, generating commissions or commission equivalents,
respectively.

Based on rankings published by The AutEx Group, a widely recognized industry reporting service that publishes daily trading volume and
market share statistics reported by market makers, we achieved a #1 market share ranking in volume in Nasdaq/OTC securities for the first time
in February 1998. We have continued to maintain this #1 ranking. According to the National Association of Securities Dealers, Inc. (�NASD�), we
have also held the #1 market share ranking in the trading of the over-the-counter market for both NYSE and AMEX listed securities in the
Nasdaq Intermarket� since 1998. Additionally, based on information published by The Autex Group for December 2002, we were ranked #5 in
volume in listed securities and #1 for OTC Bulletin Board volume.

Our cash equities market-making activities are primarily transacted out of two subsidiaries, Knight Securities, L.P. (�KS�) and Knight Capital
Markets LLC (�KCM�). Both KS and KCM are broker-dealers registered with the SEC and are members of the NASD. In addition, KS is a
member of the Cincinnati Stock Exchange (�CSE�).

Options:    We are a leading U.S. market maker and specialist in options on individual equities and equity indices, and have a presence on all
five of the U.S. options exchanges. Trading of options on certain exchanges is conducted through an auction process. The auction process for
each security is managed by the exclusive specialist for that security, whose role is to maintain, as far as practicable, a fair and orderly market in
that security. We are members of the Chicago Board Options Exchange (�CBOE�), the American Stock Exchange, the Pacific Exchange, the
Philadelphia Stock Exchange, the International Securities Exchange (�ISE�), the Chicago Board of Trade and the Chicago Mercantile Exchange.
We are a founding member of the ISE, the first electronic options exchange in the U.S. We also make markets in options on fixed income futures
instruments, though this represents less than 10% of our total revenues from options market-making.

Volume in our options trading posts increased in 2002, rising from 9.9% of the volume of domestic option contracts in 2001 to 12.6% in 2002.
This increase was primarily due to adding 289 and 193 option classes to our specialist posts in 2002 and 2001, respectively, resulting from our
specialist post acquisitions. The net increase in options classes for 2002, however, was 21 classes as we delisted 268 option classes with low
volumes during the year. Since 2000, we have acquired a total of 444 option classes and now act as an options specialist in approximately 550
options classes, covering more than two-thirds of all equity option order flow on all five U.S. options exchanges. As a result of these
acquisitions, we believe that we are now the second largest U.S. equity options market maker. Our market share and rank are based on option
contract volume provided by the Options Clearing Corporation.
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Additionally, we route client order flow to all five U.S. options exchanges, including those options in which we act as a specialist, in order to
provide institutions and broker-dealers with best execution for their order flow.
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Our option market-making and specialist activities are transacted out of Knight Financial Products LLC (�KFP�) and our professional trade
execution activities are transacted out of Knight Execution Partners LLC (�KEP�). Both KFP and KEP are broker-dealers registered with the SEC
and are members of all five U.S. options exchanges.

International Product Offerings

Europe:    In 1999, we established an agency execution business for European investors in U.S. equities through our wholly-owned subsidiary,
Knight Securities International Ltd. (�KSIL�), a UK broker-dealer. In 2001, we expanded this operation and established a European
market-making venture, named Knight Roundtable Europe Limited (�KREL�), with 21 pan-European and U.S. banks and broker-dealers. KREL�s
sole business is to own and operate KSIL. We own approximately 85% of this venture.

During 1999 and early 2000, the U.S. equity markets and retail transaction volumes were experiencing record growth. At that time, we
anticipated that this growth in the U.S. equity markets and, specifically, on-line retail trading would expand to the European equity markets. As a
result, we made significant investments in 2000 and 2001 in order to establish a European market-making operation. However, this growth did
not materialize as expected, as trading volumes were significantly lower than anticipated. Due to lower volumes, difficult market conditions and
significant operating losses in 2000 and 2001, KSIL�s infrastructure investments proved to be oversized and we made significant reductions in
the size of our European business in 2002. As a result, we discontinued all European market-making during 2002 and European headcount has
been reduced from a peak of approximately 200 employees in mid-2001 to 28 employees as of December 31, 2002. As a result of these
decisions, we incurred international charges of $32.1 million and severance expense of $3.2 million in 2002. KSIL currently provides agency
execution services for European investors in European and U.S. equities, is regulated by the Financial Services Authority and is a member of the
London Stock Exchange.

Japan:    In the third quarter of 2000, we established a joint venture operation with Nikko Cordial Group (�Nikko�) to provide market-making
services in Japanese equity securities. This entity, called Knight Securities Japan Ltd. (�KSJ�), is registered as a securities firm in accordance with
Japanese Securities and Exchange Law, and is regulated by the Financial Supervisory Agency in Japan. We own 60% of this joint venture.

In December 2000, KSJ commenced trading equity securities on Jasdaq, a Japanese exchange. In the second half of 2002, the Japanese
Securities Dealers Association (�JSDA�) approved a proposal to amend its dealer market structure to create a mandatory central limit order book
(the �CLOB�) for retail-sized equity transactions. The implementation of a CLOB would require that a substantial portion of KSJ�s customer orders
be routed to the CLOB first rather than directly to KSJ, thereby limiting profit opportunities for KSJ. Also, in 2001, KSJ invested in Nasdaq
Japan and intended to be a founding market maker upon its launch. Nasdaq Japan, however, was unsuccessful in developing its business, and
Nasdaq announced in August 2002 that it would write down its entire investment in Nasdaq Japan. As a result, KSJ wrote off its entire $3.8
million investment in Nasdaq Japan in 2002.

Due to the approval by the JSDA of the creation of a mandatory CLOB, the withdrawal of Nasdaq Japan, poor market conditions and limited
market-making opportunities in Japan, KSJ�s original business plan has been significantly impaired. For additional discussion related to KSJ, see
the sections entitled �International Operations� and �Subsequent Events,� both set forth in �Management�s Discussion and Analysis of Financial
Condition and Results of Operations� in Part II, Item 7 herein.
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International Options:    In 2002, we closed our options market-making operations in Europe and Australia as they were not profitable and
were non-core to our business strategy.

Asset Management

We operate an Asset Management business through Deephaven. Deephaven performs investment management services and sponsors a private
investment fund (the �Deephaven Fund�). Managing a market
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neutral portfolio, it offers institutions, fund-of-funds, pension plan sponsors, trusts, endowments and high-net-worth individuals access to a
variety of investment strategies focused on sophisticated arbitrage trading (convertible, statistical and risk), volatility trading and private
placements in public companies. The Deephaven Fund has historically had a low correlation to the equities markets but its returns are primarily
dependent upon equity trading volumes, equity volatility, mergers and acquisitions and secondary offering activity in the capital markets.
Deephaven competes primarily with other asset management companies that manage market neutral portfolios.

In 2002, Asset Management was our most profitable segment. The Deephaven Fund generated a return to investors of 7.8% and ended the year
with approximately $1.2 billion in assets. The Deephaven Fund�s return for 2002 exceeded the benchmark for the Deephaven Fund�s peer group,
CISDM Market Neutral Arbitrage Median, which had a median return of 5.65% during the same period. The Company was an investor in the
Deephaven Fund throughout 2002. As of December 31, 2002, the Company�s investment in the Deephaven Fund was $153.8 million or
approximately 12.2% of the total assets under management.

Clients

Within Equity Markets, we provide services to two main client groups: institutions and broker-dealers. Our institutional clients primarily include
mutual funds, pension plans, plan sponsors, hedge funds, trusts and endowments. Our broker-dealer clients primarily include global, national and
regional broker-dealers and on-line brokers. During 2002, we realigned our sales force in order to better meet the needs of these two client
groups and to provide greater access to all of our products and services.

We seek to provide institutions with quality and competitive trade executions, superior client service and a wide range of product offerings,
including such products as listed block trading, soft dollar, institutional options, program trading, and corporate services. During 2002, we
worked to aggressively expand our institutional business and offerings. As a result, we hired several senior, experienced sales traders, opened
offices in San Francisco and Chicago and expanded our Boston office. As of December 31, 2002, we employed over 50 institutional sales
professionals.

Our broker-dealer client group provides the majority of our equity and option order flow. We seek to provide broker-dealers with quality and
competitive trade executions that enable them to satisfy their fiduciary duties to their customers to seek and obtain the best execution reasonably
available in the marketplace. Consequently, our trade executions typically occur at the national best bid or offer (�NBBO�), or better. The majority
of the orders received from broker-dealers are received electronically. We offer economic inducements, in the form of payment for order flow, to
certain broker-dealers in return for brokers agreeing to route their customers� order flow to us. We changed our payment for order flow rates
several times in 2001 and 2002 as a result of our lower profitability. During the first quarter of 2003, we further reduced our payment for order
flow rates and expanded our program of charging execution fees to certain of our broker-dealer customers for certain order flow.

In 2002, our largest broker-dealer client accounted for 18.9% of the Company�s U.S. equity order flow as measured in U.S. equity share volume.
No other client accounted for over 10% of our equity order flow as measured by share volume.

In the Asset Management segment, our clients include institutions, fund-of-funds, pension plan sponsors, trusts, endowments and high-net-worth
individuals. Deephaven Fund assets under management totaled approximately $1.2 billion at December 31, 2002. Included in this balance is an
investment of approximately $153.8 million held by the Company and approximately $17.6 million of investments held by certain officers,
directors and employees of the Company. In addition to the Company, there were two other institutions that accounted for 10.4% and 12.4%,
respectively, of the Deephaven Fund�s assets under management.
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Marketing

We market aggressively through one-on-one meetings with clients and potential clients, and continuous communications with existing clients.
Our marketing strategy for our Equity Markets segment is to continue to differentiate us from competitors by providing quality and competitive
trade execution services with superior client service. In our Asset Management segment, we differentiate ourselves through our historic fund
returns.

We also sponsor the Knight Senior Advisory Committee, which is a committee of senior securities industry professionals who meet to discuss
operational procedures, strategic direction and their trading relationships with us. During these meetings, we attempt to enhance communications
between firms and address our clients� concerns, questions and ideas.

Clearing Arrangements

The Company has several clearing relationships within its Equity Markets segment. As of March 2003, two of our subsidiaries each entered into
clearing arrangements with the same clearing firm. These arrangements each are for defined periods of time and provide for termination
provisions of 120 and 180 days, respectively, depending upon the occurrence of specified events. In addition, one of our subsidiaries has a
clearing relationship that provides for a minimum fee requirement of $12 million during an eighteen-month period from the commencement of
clearing services (which are expected to commence within the next three months).

Technology

Our ability to identify and deploy emerging technologies that facilitate the execution of trades is key to the successful execution of our business
model. Not only has technology enhanced our capacity and ability to handle order flow, it has also been an important component of our strategy
to comply with government regulations, achieve competitive execution standards, increase trading automation and provide superior client
service. We use our proprietary technology and technology licensed from third parties to monitor the performance of our traders, to assess our
inventory positions, to manage risk effectively and to provide ongoing information to our clients. We are electronically linked to institutions and
broker-dealers through dedicated circuits, which provide immediate access to our trading operations and facilitate the handling of client orders.
Our clients can use their own order management system, an institutional portfolio management system or they can select from a variety of
electronic connection protocols, including FIX. In addition, our business-to-business portal provides our clients with an array of web-based tools
to interact with our Equity Markets� trading systems. Broker-dealers, both foreign and domestic, use this portal to send us order flow, access
reports and use the other tools it offers to facilitate their business. We plan to continue to make additional investments in technology. We also
plan to further automate our execution services. For example, we now execute a small, but growing, percentage of our domestic equity order
flow through an automated statistical arbitrage model.

Trading Systems.    For OTC equities we use a customized version of the BRASS® trading system originally built by SunGard Trading
Systems. This system has a client/server architecture that uses Sun Microsystems, Inc. workstations and servers. In addition to making extensive
use of application program interfaces (�APIs�), we have made significant customizations, including proprietary analytics, to SunGard�s basic
trading system. For listed equities, we use a customized version of the Appletree trading system originally built by TCAM. This system runs on
Stratus Computer Inc.�s fault tolerant platform. In addition to making extensive use of APIs, we have made significant customizations, including
proprietary analytics, to TCAM�s basic trading system. Our options business uses both an in-house developed proprietary system and a system
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licensed from Davidge Systems. Overall, our market-making trading systems are augmented by software applications that enable the efficient
processing of a large volume of order flow.

Institutional Sales Technology.    Our integrated institutional sales technology platform consists of an order management system for the entry,
management and routing of institutional orders, a system for the simultaneous distribution of indications of interest and trade advertisements to
various sources, and a rules-based
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trade allocation matching engine to receive allocation instructions from clients and automate post-trade processing.

Business Continuity Capabilities.    Alternative trading facilities are in place for our domestic cash equities operations in Westchester County,
New York, and Jersey City, New Jersey. These sites have been designed to handle an event that prevents us from accessing or utilizing either of
these office locations for an extended period of time. All of the major necessary equipment and connectivity have been tested. We have initiated
a project for our options business that will further strengthen its business continuity in the event of a disaster or major system malfunction.

Intellectual Property and Other Proprietary Rights

Our success and ability to compete are dependent to a degree on our intellectual property, which includes our proprietary technology, trade
secrets and client base. We rely primarily on trade secret, trademark, domain name, patent and contract law to protect our intellectual property.
Notwithstanding the precautions we take to protect our intellectual property rights, it is possible that third parties may copy or otherwise obtain
and use our intellectual property without authorization or otherwise infringe upon our proprietary rights. It is also possible that third parties may
independently develop technologies similar to ours. It may be difficult for us to police unauthorized use of our intellectual property rights. In
addition, litigation may be necessary in the future to enforce our intellectual property rights, to protect our trade secrets, to determine the validity
and scope of the proprietary rights of others, or to defend against claims of infringement or invalidity. These litigations, whether successful or
unsuccessful, could result in substantial costs and diversions of resources either of which could have a material adverse effect on our business,
financial condition and operating results. We may in the future receive notices of claims of infringement of other parties� proprietary rights.

In addition, it is our policy to enter into confidentiality, intellectual property ownership and/or non-competition agreements with our employees,
independent contractors and business partners, and to control access to and distribution of our intellectual property.

Competition

Cash Equities:    Equities market-making is rapidly evolving and intensely competitive, a trend that we expect will continue. Our Equity
Markets business segment competes primarily with global, national, and regional broker-dealers, the New York Stock Exchange, the American
Stock Exchange, regional exchanges and alternative trading venues. We compete primarily on the basis of trade execution standards, liquidity
offerings, client relationships, reputation, product and service offerings, technology and price.

The move to a decimalized trading environment, coupled with significant declines in valuations across the U.S. equity markets, has resulted in a
market environment characterized by narrowed spreads, reduced depth of quote, and reductions in revenue capture per share. As a result,
maintaining profitability has become extremely difficult for many market makers. To remain profitable, some market makers have limited or
ceased activity in illiquid or marginally profitable securities or, conversely, seek to execute a greater volume of trades at a lower cost by
increasing the automation and efficiency of their operations.

Traditionally, market makers were either internal departments within larger diversified securities firms focused on a limited range of securities to
support their investment banking and research departments, or independent businesses. Many discount brokers and on-line brokers did not have
internal market-making functions and, accordingly, relied entirely on third-party market makers for trade execution. This trend changed in 2000
and 2001 as large diversified securities firms and on-line brokers either acquired market-making firms or expanded the number of stocks in
which they make markets. However, in 2002, this trend reversed again as difficult market conditions, market structure changes and lower retail
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further consolidating the industry.
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Market makers also compete against alternative trading venues, such as electronic communications networks, commonly referred to as ECNs.
ECNs provide market participants with the ability to trade securities anonymously, manage inventory and obtain immediate display of their limit
orders. ECNs provide a neutral forum in which third parties can display and match their limit orders, but unlike market makers, do not commit
capital or provide enhanced liquidity to the marketplace. They provide the most value to the marketplace in highly liquid securities, such as
those in the Nasdaq 100. ECNs have the ability to charge access fees to counterparties who access their liquidity. ECNs accounted for
approximately 38% of Nasdaq volume in 2002 compared with the estimated 20% of Nasdaq volume they provided in 1999. ECNs also account
for a small, but rising, portion of listed volume.

In addition, over the past two years, competition for order flow in the U.S. equity markets has intensified due to the implementation of the SEC
Rules 11Ac1-5 and 11Ac1-6. These rules, applicable to broker-dealers add greater disclosure to execution quality and order-routing practices.
Rule 11Ac1-5 requires market centers that trade national market system securities to make available to the public monthly electronic reports that
include uniform statistical measures of execution quality on a security-by-security basis. Rule 11Ac1-6 requires broker-dealers that route equity
and option orders on behalf of their customers to make publicly available quarterly reports that describe their order routing practices and disclose
the venues to which customer orders are routed for execution. These statistics on execution quality vary by order sender based on their mix of
business. This rule also requires the disclosure of payment for order flow arrangements as well as internalization practices. The intent of this rule
is to encourage routing of order flow to destinations based primarily on the demonstrable quality of executions at those destinations, supported
by the order entry firms� fiduciary requirement to seek to obtain best execution for their customers� orders.

Options:    Our options business competes with other options specialists and market makers. Options market-making is highly competitive and
rapidly evolving. Due to lower underlying prices of equities and increased competition, our revenue per option contract declined in 2001 and
2002.

In August 1999, the options exchanges began to aggressively compete with each other by listing options that had previously traded exclusively
on only one exchange, giving brokers a choice of where to send their customers� orders. Accordingly, exchanges and their members began
competing intensely for those orders. This competition has resulted in faster and more reliable executions, lower transaction costs, and increased
liquidity at the displayed quotes. Competition also has been heightened by the entry in the year 2000 of the first new options exchange in 27
years, the ISE. In February 2003, the ISE was the largest equity options exchange in the U.S. This trend may continue as two new exchanges are
in discussions to trade options.

Competition for order flow has produced a variety of results, including the narrowing of spreads. With this increased competition, options
specialists and market makers have offered economic inducements, in the form of payments for order flow, to brokers in return for brokers
agreeing to route their customers� order flow to them. Economic inducements to attract order flow have made it more expensive to transact
business in the options markets, although rates for payment for order flow have decreased in 2002. Other factors have also contributed to
increased competition in the options markets, such as �internalization� of retail options orders (i.e., firms trading as counterparties with their
customer orders), or firms routing to affiliated specialists.

In addition, over the past year the options industry has seen significant consolidation. Today, there are fewer options specialists and market
makers. However, the largest options market liquidity providers have increased their percentage share of the options market. As of December 31,
2002, we estimate that the aggregate market share of the top 10 options market liquidity providers was 84%, up from 66% as of December 31,
2001.
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Asset Management:    Our asset management business competes against other asset management companies that manage market neutral
portfolios. Competition is primarily based on reputation, relationships with clients, investment strategies, historic returns and expense ratio.
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Government Regulation and Market Structure

The securities industry in the United States is subject to extensive regulation under both federal and state laws. In addition, the SEC, the NASD,
the CBOE, the CSE, other self-regulatory organizations (commonly known as SROs), and other regulatory bodies, such as state securities
commissions, promulgate numerous rules and regulations. As a matter of public policy, regulatory bodies are charged with safeguarding the
integrity of the securities and other financial markets and with protecting the interests of investors in those markets. Market makers are subject to
intense regulation concerning certain aspects of their business, including trade practices, capital structure, record retention and the conduct of its
officers, supervisors and registered employees. Failure to comply with any of these laws, rules or regulations could result in administrative or
court proceedings, censure, fine, the issuance of cease-and-desist orders, the suspension or disqualification of the market maker and/or its
officers, supervisors or registered employees, and other penalties. We, and certain of our officers and other registered employees, have, in the
past, been subject to claims alleging the violation of such laws, rules and regulations, which resulted in the payment of fines and settlements.

Significant legislation, rule-making and market structure changes have occurred over the last few years that have had an impact on the
Company. First, decimalization was introduced in January 2001 in NYSE and AMEX listed securities, and in Nasdaq markets in April 2001.
Decimalization, combined with the one-penny minimum price spread, has had a dramatic reduction in average spreads, which in turn has had a
profound effect on our profitability. Second, in 2002 Nasdaq launched SuperMontage, a Nasdaq routing and execution system. SuperMontage
transformed Nasdaq from a quote-driven market to a full-order-driven market as quotes and orders are treated the same. Under SuperMontage,
market makers and ECNs are able to show trading interest at five different price levels, allowing investors to see individual and aggregated
interest across all market participants at the NBBO and four additional layers above or below the NBBO. Third, the introduction of
SuperMontage, which is not used by all market participants, and the increase in trading of Nasdaq-listed securities by other exchanges has
created market fragmentation. This lack of linkage between market centers has resulted in an increase in locked and crossed markets, fragmented
liquidity pools and different market centers using different sets of regulatory rules and regulations. Fourth, the U.S. Patriot Act of 2001, enacted
in response to the terrorist attacks on September 11, 2001, contains anti-money laundering and financial transparency laws and mandates the
implementation of various new regulations applicable to broker-dealers and other financial services companies, including standards for verifying
client identification at account opening, and obligations to monitor client transactions and report suspicious activities. The increased obligations
of financial institutions to identify their customers, watch for and report suspicious transactions, respond to requests for information by
regulatory authorities and law enforcement agencies, and to share information with other financial institutions, requires the implementation and
maintenance of internal practices, procedures and controls which will increase our costs and may subject us to regulatory inquiries, claims or
penalties. Lastly, the Sarbanes-Oxley Act of 2002 has led to sweeping changes in the corporate governance area. This far reaching legislation
has significantly affected public companies by enacting provisions covering corporate governance, Board of Directors and Committee structure,
management and control structure, new disclosure requirements, oversight of the accounting profession and auditor independence. The SEC also
responded by, among other things, requiring chief executive officers and chief financial officers of public companies to certify the accuracy of
certain financial reports and other SEC filings.

The regulatory environment in which we operate is subject to constant change. Our business, financial condition and operating results may be
adversely affected as a result of new or revised legislation or regulations imposed by the U.S. Congress, the SEC, other United States or foreign
governmental regulatory authorities, the NASD, the CBOE or the CSE. Our business, financial condition and operating results also may be
adversely affected by changes in the interpretation or enforcement of existing laws and rules by these governmental authorities.

Additional regulation, changes in existing laws and rules, or changes in interpretations or enforcement of existing laws and rules often directly
affect the method of operation and profitability of regulated broker-dealers.
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We cannot predict what effect, if any, such changes might have. Those regulations directly applicable to us and regulations of general
application could have a material adverse effect on our business, financial condition, and operating results. For example, the volume of our
market-making activities in a given period could be affected by, among other things, existing and proposed tax legislation, antitrust policy and
other governmental regulations and policies (including the interest rate policies of the Federal Reserve Board) and changes in interpretation or
enforcement of existing laws and rules that affect the business and financial communities.

In addition, we have London and Japan-based subsidiaries. The brokerage industry in many foreign countries, like the U.S., is heavily regulated.
The varying compliance requirements of these different regulatory jurisdictions and other factors may limit our ability to conduct business or
expand internationally.

Our asset management subsidiary, Deephaven, is a private asset management company and is subject to limited regulatory oversight. However,
recent regulatory initiatives of the federal government in money laundering and privacy have imposed certain further restrictions on who can be
an investor and what can be disclosed about such investors. Additionally, the anti-fraud provisions of the Investment Advisors Act of 1940 apply
to Deephaven�s business. Future regulation in this area may occur which could be detrimental to the profitability of Deephaven.

Net Capital Requirements

Certain of our subsidiaries are subject to the SEC�s Net Capital Rule. This rule, which specifies minimum net capital requirements for registered
broker-dealers, is designed to measure the general financial integrity and liquidity of a broker-dealer and requires that at least a minimum part of
its assets be kept in relatively liquid form. In general, net capital is defined as net worth (assets minus liabilities), plus qualifying subordinated
borrowings and certain discretionary liabilities, and less certain mandatory deductions that result from excluding assets that are not readily
convertible into cash and from valuing conservatively certain other assets. Among these deductions are adjustments, commonly called haircuts,
and non-allowable assets, which reflect the possibility of a decline in the market value of an asset before disposition.

Failure to maintain the required net capital may subject a firm to suspension or revocation of registration by the SEC and suspension or
expulsion by the NASD and other regulatory bodies and ultimately could require the firm�s liquidation. The Net Capital Rule prohibits payments
of dividends, redemption of stock, the prepayment of subordinated indebtedness and the making of any unsecured advance or loan to a
stockholder, employee or affiliate, if such payment would reduce the firm�s net capital below required levels.

The Net Capital Rule also provides that the SEC may restrict for up to 20 business days any withdrawal of equity capital, or unsecured loans or
advances to stockholders, employees or affiliates (capital withdrawal), if such capital withdrawal, together with all other net capital withdrawals
during a 30-day period, exceeds 30% of excess net capital and the SEC concludes that the capital withdrawal may be detrimental to the financial
integrity of the broker-dealer. In addition, the Net Capital Rule provides that the total outstanding principal amount of a broker-dealer�s
indebtedness under certain subordination agreements, the proceeds of which are included in its net capital, may not exceed 70% of the sum of
the outstanding principal amount of all subordinated indebtedness included in net capital, par or stated value of capital stock, paid in capital in
excess of par, retained earnings and other capital accounts for a period in excess of 90 days.

A change in the Net Capital Rule, the imposition of new rules or any unusually large charges against net capital could limit those of our
operations that require the intensive use of capital and also could restrict our ability to withdraw capital from our broker-dealer subsidiaries. A
significant operating loss or any unusually large charge against net capital could adversely affect our ability to expand or even maintain our
present levels of business.
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Employees

During 2002, we reduced our headcount to 1,027 full-time employees at December 31, 2002, compared to 1,307 full-time employees at
December 31, 2001. Of our 1,027 full-time employees at December 31, 2002, 964 were employed in the U.S. and 63 in Europe and Japan. Our
headcount as of March 31, 2003 was approximately 960 full-time employees. None of our employees are subject to a collective bargaining
agreement. We believe that our relations with our employees are good.

The Company had several changes in management in 2002. The Company�s current Chief Executive Officer, Thomas M. Joyce was named Chief
Executive Officer and President in May 2002, and several new executives have been hired since Mr. Joyce�s arrival. In February 2003, the
Company announced Executive Vice President and Chief Financial Officer, Robert I. Turner�s, intention to retire from the Company.

Risks Affecting Our Business

We face a number of risks that may adversely affect our business, financial condition and results of operations. These include, but are not limited
to, the following:

� Our Business Could be Harmed by Adverse Economic, Political and Market Conditions

The securities business generally is, by its nature, volatile. It is directly affected by numerous national and international factors that are beyond
our control, including, among others, economic, political and market conditions; the availability of short-term and long-term funding and capital;
the level and volatility of interest rates; legislative and regulatory changes; currency values and inflation. Any one or more of these factors may
contribute to reduce levels of activity in the securities markets generally, or increased market volatility, which could result in lower revenues
from the Company�s market-making activities. Currently, the war with Iraq and the campaign against terrorism have created an uncertain
political environment that has had a negative effect on the marketplace. The continuation of this uncertainty could result in a reduction of
revenues. Any reduction in revenues or any loss resulting from the above factors could have a material adverse effect on the Company�s business,
financial condition and operating results.

� General Risks Associated with Fluctuations in the Securities Business

The securities industry has undergone significant fluctuations over the last five years. During 1999 and early 2000, the securities markets
experienced record highs and levels of activity. Since 2000, the securities markets have been in the midst of a bear market. The introduction of
decimalization and the one-penny minimum spreads in 2001 significantly reduced spreads with a resulting decrease in our profitability. There
can be no assurance that the securities markets will return to the levels previously seen in 1999 and 2000, or that the spreads market makers
receive upon execution of trades in equity securities and options will not continue to decrease in the future. Any further decline in the securities
markets or spreads between the bid and ask prices, and any further increases in trading costs, could have a material adverse effect on the
Company�s business, financial condition and operating results.
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� Regulatory and Legal Uncertainties Could Harm our Business

The securities industry in the United States is subject to extensive regulation under both federal and state laws. Market makers are subject to
regulations concerning certain aspects of their business, including trade practices, best execution practices, capital structure, record retention and
the conduct of its officers, supervisors and registered employees. Our operations and profitability may be directly affected by, among other
things, additional legislation, changes in rules promulgated by the SEC, the NASD, the CBOE, the CSE, the Federal Reserve, the various stock
exchanges and other self-regulatory organizations, or changes in the interpretation or enforcement of existing laws and rules in both the Equities
Markets and Asset Management business segments.
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Failure to comply with any of these laws, rules or regulations could result in administrative or court proceedings, censure, fine, the issuance of
cease-and-desist orders or the suspension or disqualification of a market maker�s officers, supervisors or registered employees. Our ability to
comply with applicable laws and rules is largely dependent on our internal system to ensure compliance, as well as our ability to attract and
retain qualified compliance personnel. We could be subject to disciplinary or other actions in the future due to claimed noncompliance. As a
result, regulatory actions, regulatory legislation and changes in market customs and practices could have a material adverse effect on our
business, financial condition and results of operations.

� We are Highly Dependent on Key Personnel

We are highly dependent on a limited number of key executive officers. We have entered into an employment agreement with our Chief
Executive Officer, Thomas M. Joyce. Certain other officers also have employment agreements. Our success will be dependent to a large degree
on our ability to retain the services of our existing key executive officers and to attract and retain additional qualified personnel in the future.
Competition for these personnel is intense. The loss of the services of any of our key executive officers or the inability to identify, hire and retain
other highly qualified executive management in the future could have a material adverse effect on our business, financial condition and results of
operations.

Our success also depends, in part, on the highly skilled, and often specialized, individuals we employ. Our ability to attract and retain
management, sales, trading and technology professionals is particularly important to our business strategy. The Company strives to provide high
quality services that will allow it to establish and maintain long-term relationships with its clients. The Company�s ability to do so depends, in
large part, upon the individual employees who represent the Company in its dealings with such clients. There can be no assurance that the
Company will not lose such professionals due to increased competition or other factors in the future. The loss of sales, trading or technology
professionals, particularly senior professionals with broad industry expertise, could have a material adverse effect on the Company�s business,
financial condition and operating results.

� Litigation and Potential Securities Laws Liability

Many aspects of our business involve substantial risks of liability. A market maker is exposed to liability under federal and state securities laws,
other federal and state laws and court decisions, as well as rules and regulations promulgated by the SEC, the NASD, the CBOE, the CSE, the
various stock exchanges and other self-regulatory organizations. We are also subject to the risk of litigation. We, and certain of our past and
present officers, directors and employees, have been named as parties in lawsuits, securities arbitrations and administrative claims in the past and
have been subject to claims alleging the violation of such laws, rules and regulations, which resulted in the payment of fines and settlements.
The section entitled �Legal Proceedings� in Part I, Item 3 herein provides a detailed description of the Company�s current legal proceedings. In
addition, certain corporate events, such as a reduction in our workforce, could also result in additional litigation or arbitration. As we intend to
defend vigorously any such litigation or proceeding, legal expenses could be incurred. An adverse resolution of any current or future lawsuits,
proceedings or claims against us could have a material adverse effect on the Company�s business, financial condition and operating results.

� Risk of Losses Associated with Our Market-Making and Trading

We conduct our market-making activities predominantly as a principal, which subjects our capital to significant risks. These activities involve
the purchase, sale or short sale of securities for our own account and, accordingly, involve risks of price fluctuations and illiquidity, or rapid
changes in the liquidity of markets that may limit or restrict our ability to either resell securities we purchase or to repurchase securities we sell
in such transactions. From time to time, we may have large position concentrations in securities of a single issuer or issuers engaged in a specific
industry, which might result in higher trading losses than would occur if our positions and activities were less concentrated. The success of our
market-making activities depends upon our ability to attract order flow, the skill of our personnel, general market conditions, effective hedging
strategies, the
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price volatility of specific securities, judgment and ethical practices of our market-making professionals and the availability of capital. To attract
order flow, we must be competitive on price, size of securities positions traded, liquidity offerings, order execution, technology, reputation and
client relationships and service. In our role as a market maker, we attempt to derive a profit from the difference between the prices at which we
buy and sell securities. However, competitive forces often require us to match the quotes other market makers display and to hold varying
amounts of securities in inventory. By having to maintain inventory positions, we are subject to a high degree of risk. There can be no assurance
that we will be able to manage such risk successfully or that we will not experience significant losses from such activities. All of the above
factors could materially adversely affect our business, financial condition and operating results.

� Our Future Operating Results May Fluctuate Significantly

We may experience significant variation in our future quarterly results of operations. These fluctuations may result from, among other things,
introductions of or enhancements to market-making services by us or our competitors; the value of our securities positions and our ability to
manage the risks attendant thereto; the volume of our market-making activities; the dollar value of securities traded; volatility in the securities
markets; performance of our international businesses; our ability to manage personnel; overhead and other expenses, including our occupancy
expenses under our office leases; the strength of our client relationships; the amount of revenue derived from limit orders as a percentage of net
trading revenues; the amount of, and volatility in, the results of our statistical arbitrage and program trading portfolios; changes in payments for
order flow and clearing costs; the addition or loss of executive management and sales, trading and technology professionals; legislative, legal
and regulatory changes; regulatory matters; geopolitical risk; the amount and timing of capital expenditures and divestitures; the incurrence of
costs associated with acquisitions and dispositions; investor sentiment; the level of assets under management; technological changes and events;
seasonality; competition and market and economic conditions. Our expense structure is based on historical expense levels and the levels of
demand for our market-making services. If demand for our market-making services declines due to any of the above factors, or others not listed,
and we are unable to adjust our cost structure on a timely basis, our operating results could be materially and adversely affected. There also can
be no assurance that we will be able to return to the rates of revenue growth that we have experienced in the past, that we will be able to improve
our operating results or that we will be able to become profitable on a quarterly basis. In addition, our future quarterly operating results may not
consistently meet the expectations of securities analysts or investors, which could have a material adverse effect on the market price of our Class
A Common Stock.

� Substantial Competition Could Reduce Our Market Share and Harm Our Financial Performance

We derive substantially all of our revenues from market-making and asset management activities. The market for these services is rapidly
evolving and intensely competitive, a trend that we expect will continue. We face direct competition in our equity market-making business
primarily from global, national and regional broker-dealers, and also alternative trading systems, including ECNs. In our options market-making
business, we compete with other options specialists and market makers, while our asset management business competes with other asset
management companies who manage market neutral portfolios. We compete in market-making primarily on the basis of our execution standards,
liquidity offerings, client relationships, reputation, product and service offerings, technology and price. In asset management, we compete
primarily on our reputation, relationships with clients, investment strategies, returns and our expense ratio. A number of our competitors have
greater financial, technical, marketing and other resources than we do. Some of our competitors offer a wider range of services and financial
products than we do and have greater name recognition and a more extensive client base than we do. These competitors may be able to respond
more quickly than us to new or evolving opportunities and technologies, market changes, and client requirements and may be able to undertake
more extensive promotional activities and offer more attractive terms to clients. Moreover, current and potential competitors have established or
may establish cooperative relationships among themselves or with third parties or may consolidate to enhance their services and products. We
believe that new competitors, or alliances among competitors, may also emerge and they may acquire significant market share. There can be no
assurance that we
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will be able to compete effectively with current or future competitors, which could have a material adverse effect on our business, financial
condition and results of operations.

� Our Dependence on Market-Making Activities and Credit Risks Associated with Our Clearing Brokers

The majority of our revenues are derived from market-making activities. We expect this to continue for the foreseeable future. Any factor
adversely affecting market-making in general, or our market-making activities in particular, could adversely affect our business, financial
condition and operating results. Our future success will depend on continued demand for our market-making services and our ability to respond
to regulatory and technological changes, as well as client demands. If demand for our market-making services fails to grow, grows more slowly
than we currently anticipate, or declines, our business, financial condition and operating results could be materially and adversely affected.

As a market maker of OTC and listed stocks, and as a specialist in listed options, the majority of our securities transactions are conducted as
principal with broker-dealer and institutional counterparties located in the United States. We clear our securities transactions through unaffiliated
clearing brokers. Under the terms of the agreements between us and our clearing brokers, the clearing brokers have the right to charge us for
losses that result from a counterparty�s failure to fulfill its contractual obligations. Our policy is to monitor the credit standing of the
counterparties with which we conduct business. However, no assurance can be given that any such counterparty will not default on its
obligations, which default could have a material adverse effect on our business, financial condition and operating results. In addition, at any
time, a substantial portion of our assets are held at one or more clearing brokers and, accordingly, we are subject to credit risk with respect to
such clearing brokers. Consequently, we are reliant on the ability of our clearing brokers to adequately discharge their obligations on a timely
basis. We are also dependent on the solvency of such clearing brokers. Any failure by the clearing brokers to adequately discharge their
obligations on a timely basis, or failure by a clearing broker to remain solvent, or any event adversely affecting the clearing brokers, could have
a material adverse effect on our business, financial condition and operating results.

� Risks Related to Client Concentration

At times, a limited number of clients have accounted for a significant portion of our equity order flow, and we expect a large portion of the
future demand for our market-making services to remain concentrated within a limited number of clients. None of our clients are contractually
obligated to utilize us as a market maker and, accordingly, these clients may direct their trading activities to other market makers at any time.
Some of these clients have purchased market makers and specialist firms to internalize order flow. There can be no assurance that we will be
able to retain these major clients or that such clients will maintain or increase their demand for our market-making activities. In 2002, one client
accounted for 18.9% of our total U.S. equity shares traded in our Equity Markets segment. Our asset management business also has a limited
number of investors. At December 31, 2002, in addition to our investment in the Deephaven Fund, there were two other institutional investors
that accounted for 10.4% and 12.4%, respectively, of the Deephaven Fund�s assets under management. The loss, or a significant reduction, of
demand for our services from any of these clients could have a material adverse effect on our business, financial condition and operating results.

� Risks Associated with Declines in Market Volume, Price or Liquidity

Our revenues may decrease in the event of a decline in market volume, prices or liquidity. Declines in the volume of securities transactions and
in market liquidity generally result in lower revenues from market-making activities. Lower price levels of securities may also result in reduced
revenue capture per share, and thereby reduced revenues from market-making transactions, as well as result in losses from declines in the market
value of securities held in inventory. Sudden sharp declines in market values of securities can result in illiquid markets, declines in the market
values of securities held in inventory, the failure of buyers and sellers of securities to fulfill their obligations and settle their trades, and increases
in claims and litigation. Any decline in market volume, price or liquidity or any other of these factors could have a material adverse effect on our
business, financial condition and operating results.
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� Our Asset Management Business Could be Harmed

Our asset management business is subject to a variety of risks. These risks include the departure of key management, redemptions by investors
and volatility of the fund�s returns. The general objective of �market neutral� strategies, such as those employed by the Deephaven Fund, is to
capture mispricings or spreads between related capital instruments. Because the basis of the Deephaven Fund�s strategy is capturing mispricings
or spreads between related instruments, rather than attempting to predict or follow absolute price movements, the performance of the Deephaven
Fund is expected to be substantially non-correlated with the general debt and equity markets, as well as with a number of other non-traditional
investment strategies. However, there will be unhedged credit risk in the convertible portfolio and that part of the portfolio will have some
correlation to credit spreads. �Market neutral� trading involves substantial risks. Disruptions in historical pricing relationships (as occurred during
the period of August � October 1998) can result in significant losses. In addition, market neutral strategies are subject to the risk of a tightening of
dealer credit, forcing premature liquidation of positions. If any of these events were to occur, it could have a material adverse effect on our
business, financial condition and operating results. As of December 31, 2002, the Company had $153.8 million invested in the Deephaven Fund.

� Systems Failures and Delays Could Harm our Business

Our market-making activities are heavily dependent on the integrity and performance of the computer and communications systems supporting
them. Our systems and operations are vulnerable to damage or interruption from human error, natural disasters, power loss, computer viruses,
intentional acts of vandalism and similar events. Extraordinary trading volumes or other events could cause our computer systems to operate at
an unacceptably low speed or even fail. While we have invested significant amounts in the last few years to upgrade the reliability and
scalability of our systems, there can be no assurance that our systems will be sufficient to handle such extraordinary trading volumes or other
events for our clients. Any significant degradation or failure of our computer systems or any other systems in the trading process could cause
clients to suffer delays in trading. Such delays could cause substantial losses for our clients and could subject us to claims from our clients for
losses, including litigation claiming fraud or negligence. In the past, high trading volume has caused significant delays in executing some trading
orders, resulting in some clients� orders being executed at prices they did not anticipate. From time to time, we have reimbursed our clients for
losses incurred in connection with systems failures and delays. Systems failures and delays may occur again in the future and could cause,
among other things, unanticipated disruptions in service to our clients, slower system response times resulting in transactions not being
processed as quickly as our clients desire, decreased levels of client service and client satisfaction, and harm to our reputation. If any of these
events were to occur, we could suffer a loss of clients or a reduction in the growth of our client base, increased operating expenses, financial
losses, additional litigation or other client claims, and regulatory sanctions or additional regulatory burdens. In addition, we currently have
company-wide business continuity operations in place for our domestic cash equities business and limited business continuity operations in place
for our options business. If we are prevented from using any of our current trading operations, we may not have complete business continuity.
This could have a material adverse effect on our business, financial condition and operating results.

� We May Not be Able to Keep Up With Rapid Technological and Other Changes

The markets in which we compete are characterized by rapidly changing technology, evolving industry standards, frequent new product and
service announcements, introductions and enhancements and changing client demands. If we are not able to keep up with these rapid changes on
a timely and cost-effective basis, we may be at a competitive disadvantage. In addition, the widespread adoption of new Internet, networking or
telecommunications technologies or other technological changes could require us to incur substantial expenditures to modify or adapt our
services or infrastructure. Any failure by us to anticipate or respond adequately to technological advancements, client requirements or changing
industry standards, or any delays in the development, introduction or availability of new services, products or enhancements could have a
material adverse effect on our business, financial condition and operating results.
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� Acquisitions, Equity Investments and Strategic Relationships Involve Certain Risks

We may in the future pursue strategic acquisitions of, or equity investments in, businesses and technologies. Acquisitions may entail numerous
risks, including difficulties in assessing values for acquired businesses and technologies, difficulties in the assimilation of acquired operations
and products, diversion of management�s attention from other business concerns, assumption of unknown material liabilities of acquired
companies, amortization of acquired intangible assets which could reduce future reported earnings, and potential loss of clients or key
employees of acquired companies. We may not be able to integrate successfully any operations, personnel, services or products that we acquire
in the future. Equity investments may also entail some of the risks described above. We currently have a number of equity investments in the
financial services industry, totaling in the aggregate $24.7 million, including an investment in Nasdaq. If these investments are unsuccessful, we
may need to incur an impairment charge against earnings. We have also established a number of strategic relationships. These relationships and
others we may enter into in the future may be important to our business and growth prospects. We may not be able to maintain these
relationships or develop new strategic alliances.

Item 2. Properties

Our corporate headquarters are located in Jersey City, New Jersey. We lease approximately 118,000 square feet at 525 Washington Boulevard
under a lease that expires in March 2006, and we have an option to extend the lease term for an additional five-year period. We also lease
approximately 266,000 square feet at 545 Washington Boulevard that expires in October 2021, which is currently not occupied. We also lease
approximately 213,000 square feet for our offices in Purchase, NY; New York, NY; Minnetonka, MN; Chicago, IL; Santa Clara, CA; San
Francisco, CA; Boston, MA; Jericho, NY; White Plains, NY; Philadelphia, PA; Fairfield, NJ; London, England and Tokyo, Japan.

During 2002, we reserved $8.1 million in lease loss accruals related to excess real estate capacity at our 545 Washington Boulevard location in
Jersey City, NJ. The Company engaged a real estate broker in order to sub-lease approximately 100,000 square feet based on an assessment of
our real estate needs. This accrual was derived from assumptions and estimates based on lease terms of an anticipated sub-lease agreement,
which assumed a sub-lease would have commenced in the second quarter of 2003, anticipated market prices along the Jersey City waterfront and
estimated up-front costs including broker fees and build-out allowances.

For additional discussion related to our properties, see the section entitled �Subsequent Events� set forth in �Management�s Discussion and Analysis
of Financial Condition and Results of Operations� in Part II, Item 7 herein.

We believe that our present facilities, together with our current options to extend lease terms and occupy additional space, exceed our current
needs. We are actively reviewing our real estate needs and may in the future sublet, assign or return some of our space.

Item 3.    Legal Proceedings

From time to time, we and certain of our past and present officers, directors and employees are named as parties to legal actions, securities
arbitrations or administrative claims arising in connection with the conduct of our businesses. We are now subject to several of these actions.
Although there can be no assurances, at this time the Company believes, based on information currently available, that the outcome of each of
the actions will not have a material adverse effect on the consolidated financial condition of the company, although they might be material to
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Legal

KS Arbitration:    On December 27, 2001, pursuant to an employee arbitration agreement, a former employee of KS filed an arbitration claim
with NASD Dispute Resolution, Inc. seeking damages relating to his
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employment (the �KS Arbitration�). The former employee�s central allegation involves his alleged improper termination. However, he also alleged,
among other things, damages based on his belief that during a defined period of time the Company allowed frontrunning of institutional orders
to occur (the �purported improper trading practice�). On June 4, 2002, The Wall Street Journal published an article concerning the purported
improper trading practice. The Company has investigated the allegations and believes them to be unfounded and without merit. The Company is
vigorously defending itself and has denied the allegations in the arbitration. The Company has filed counterclaims against the former employee,
which will be heard in the hearings set to commence in 2003.

Short Selling Litigation:    In or around June 2002, KS, along with numerous other broker-dealers, was named in a Texas based lawsuit entitled
JAG Media Holdings, Inc. et al. v. A.G. Edwards & Sons, Inc. et al., in which it was generally alleged that the firm improperly engaged in short
sale transactions concerning a single security. Since that filing, KS, again together with a number of broker-dealers, has also been named in four
similar actions in other jurisdictions concerning four additional securities. The plaintiffs in all of these lawsuits are limited to either the issuer
and/or a key shareholder of the underlying security. These lawsuits are in their preliminary stages. To date, no discovery has been conducted and
no trial dates have been set. The Company, however, believes that it has meritorious defenses to each lawsuit and intends to defend each of them
vigorously.

Trading Litigation:    As mentioned in previous filings, and in the description of the KS Arbitration above, following the publication of the
above-mentioned June 4, 2002 The Wall Street Journal article, a number of putative class action lawsuits were filed against the Company by the
Company�s shareholders and purported investors in New Jersey federal and state court. In addition, in or around September 2002, a derivative
lawsuit was filed against the Company and certain of its present and former directors and officers in New Jersey federal court. All of these
actions appear to be based upon the newspaper report of allegations made in the KS Arbitration claim about the purported improper trading
practice. Following removal and consolidation, these actions now comprise three separate lawsuits which are all pending in U.S. District Court
in New Jersey.

The first, Roth et al. v. Knight Trading Group, Inc. et al., asserts claims under Section 10(b) and Rule 10b-5 and Section 20(a) of the federal
securities laws based on allegations by individuals who purchased the Company�s common stock during a defined period of time that the
Company failed to reveal the existence of the purported improper trading practice alleged in the KS Arbitration. Pursuant to Court order, a
consolidated complaint was filed on January 17, 2003.

The second, Peter Ta et al. v. Knight Trading Group, Inc., alleges New Jersey state law claims again based upon, among other things, the
Company�s alleged failure to disclose the purported improper trading practice by its employees. The plaintiffs claim to be individual investors
who placed equity or option orders that were executed by the Company�s subsidiaries during a defined period of time. The execution prices of
individual trades were allegedly affected by the purported improper trading practice. This consolidated action, which was originally filed in New
Jersey state court as four separate lawsuits, was removed to federal court in July 2002 and consolidated sua sponte by the federal district court.

The third matter, Chabak et al. v. Anthony Sanfilippo. et al., is a shareholder derivative action against certain current and former officers and
directors of the Company and the Company as a nominal defendant, which generally alleges the breach of fiduciary duties of loyalty and due
care by directors based upon their alleged mismanagement and their purported ratification of and/or complicity in the maintenance of the
purported improper trading practice claimed in the KS Arbitration.

In summary, these three actions are all in their preliminary stages, no discovery has been taken and no trial dates have been set. The Company
believes it has meritorious defenses to these lawsuits and is vigorously defending them to the fullest extent possible.
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Regulatory

The Company owns subsidiaries which are regulated broker-dealers and which are subject to extensive oversight under federal, state and
applicable international laws. Changes in market structure and the need to remain competitive require constant changes to our systems and order
handling procedures. The Company makes these changes while continuously endeavoring to comply with many complex laws and rules.
Compliance, surveillance or trading issues, common in the securities industry, and which are monitored or reported to the self-regulatory
organizations (�SRO�), are reviewed in the ordinary course of business by our primary regulators: the SEC, the NASD and the CBOE. The
Company, as a major order flow execution destination, is named from time to time, or is asked to respond to a number of regulatory matters
brought by SROs that arise from its trading activity. In some instances, these matters may rise to an SRO disciplinary action and/or civil or
administrative action.

As discussed above, subsequent to the filing of the KS Arbitration against the Company, the SEC initiated an examination of the purported
improper trading practice through its Office of Compliance Inspections and Examinations (�OCIE�). The SEC obtained a formal order of
investigation that was discovered and disclosed by the Company in the third quarter of 2002. The matter is still being reviewed by the
examination staff at OCIE. The Company continues to cooperate fully with the SEC Staff. At this time, no allegations of wrongdoing have been
made by the SEC.

In addition, subsequent to the filing of the KS Arbitration, the NASD�s Division of Market Regulation began an inquiry that is also continuing.
The Company is cooperating fully with the NASD. At this time, no allegations of wrongdoing have been made by the NASD.

Other Matters

In addition to the matters described above, in the normal course of business, the Company has been named, from time to time, as a defendant or
respondent in various legal actions, including arbitrations, class actions, and other litigation, arising in connection with its business activities as a
consolidated group of regulated broker-dealers providing execution and trading services. Certain of these legal actions include claims for
substantial compensatory and/or punitive damages or claims for indeterminate amounts of damages. In view of the inherent difficulty of
predicting the outcome of such matters, particularly in cases in which claimants seek substantial or indeterminate damages, the Company cannot
predict with certainty the eventual loss or range of loss related to such matters. The Company is contesting liability and/or the amount of
damages in each pending matter. However, at this current stage, we do not believe any of these matters will have a material adverse effect on our
results of operations or liquidity, although they might be material to operating results for any particular period, depending, in part, upon
operating results for that period.

Item 4.    Submission of Matters to a Vote of Security Holders

None.
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PART II

Item 5.    Market for Registrant�s Common Equity and Related Stockholder Matters

Our Class A Common Stock is traded on the Nasdaq National Market under the symbol �NITE.� Public trading of our Class A Common Stock
commenced on July 8, 1998. Before that, no public market for our Class A Common Stock existed. The following table sets forth, for the past
two years, the high and low quarterly sales price per share of the Class A Common Stock in the Nasdaq National Market:

2001 High Low

First Quarter $ 24.50 $ 13.00
Second Quarter 19.99 8.39
Third Quarter 12.30 7.25
Fourth Quarter. 13.35 7.53

2002

First Quarter 13.97 6.45
Second Quarter 7.34 3.75
Third Quarter 5.28 3.46
Fourth Quarter. 6.97 3.51

The closing sale price of our Class A Common Stock as reported on the Nasdaq National Market as of March 27, 2003, was $4.05 per share. As
of that date there were approximately 531 holders of record of our Class A Common Stock based on information provided by the transfer agent.
The number of stockholders does not reflect the actual number of individual or institutional stockholders that hold our stock because certain
stock is held in the name of nominees. Based on information made available to us by the transfer agent, there are approximately 59,100
beneficial holders of our Class A Common Stock.

We have never declared or paid a cash dividend on our Class A Common Stock. We currently intend to retain all of our future earnings, if any,
to finance the development and expansion of our business and, therefore, do not anticipate paying any cash dividends in the foreseeable future.
The payment of cash dividends is within the discretion of our Board of Directors and will depend on many other factors, including, but not
limited to, our results of operations, financial condition, capital requirements, restrictions imposed by financing arrangements, general business
conditions and legal requirements.
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Item 6.     Selected Financial Data

The following selected consolidated financial data are qualified by the Consolidated Financial Statements of Knight Trading Group, Inc. and the
Notes thereto included elsewhere in this document. You should read the following in conjunction with the Consolidated Financial Statements
and the discussion under �Item 7. Management�s Discussion and Analysis of Financial Condition and Results of Operations� included elsewhere in
this document. The Consolidated Statements of Operations Data for 2000, 2001 and 2002 and the Consolidated Statements of Financial
Condition Data at December 31, 2001 and 2002 have been derived from our audited Consolidated Financial Statements included elsewhere in
this document. The Consolidated Statements of Operations Data for 1998 and 1999 and the Consolidated Statements of Financial Condition Data
at December 31, 1998, 1999 and 2000 are derived from Consolidated Financial Statements not included in this document.

For the years ended December 31,

2002 2001 2000 1999 1998

Consolidated Statements of Operations Data (1): (In thousands, except share and per share data)

Revenues
Net trading revenue $ 430,324 $ 564,630 $ 1,157,516 $ 845,105 $ 395,417
Commissions and fee 41,768 47,943 32,548 16,439 3,983
Asset management fees 34,510 36,757 41,884 19,921 6,134
Interest and dividends, net 5,923 24,949 16,137 11,950 3,981
Investment income and other 14,831 10,433 9,225 3,160 1,520

Total revenues 527,356 684,712 1,257,310 896,575 411,035

Expenses
Employee compensation and benefit 220,162 249,971 421,170 269,224 123,023
Execution and clearance fees 120,519 117,519 112,238 89,575 50,724
Payments for order flow 66,572 81,942 174,646 138,697 82,499
Communications and data processing 37,744 50,856 33,025 18,944 11,721
Depreciation and amortization 37,569 42,759 25,336 11,396 7,271
Occupancy and equipment rentals 25,024 20,540 18,742 10,706 6,139
Professional fees 17,194 15,052 21,527 7,889 4,513
Business development 7,581 11,617 14,806 10,295 2,913
Merger related costs �  �  �  9,969 �  
International charges 35,924 �  �  �  �  
Writedown of assets and lease loss accrual 16,157 20,539 �  �  �  
Other 16,718 19,572 17,289 7,050 4,150

Total expenses 601,164 630,367 838,779 573,745 292,953

(Loss) Income before income taxes and minority interest (73,808) 54,345 418,531 322,830 118,082
Income tax (benefit) expense (21,518) 25,461 159,446 111,546 22,251

(Loss) Income before minority interest (52,290) 28,884 259,085 211,284 95,831
Minority interest in consolidated subsidiaries 9,048 9,642 837 �  �  

Net (loss) income $ (43,242) $ 38,526 $ 259,922 $ 211,284 $ 95,831

Basic earnings per share $ (0.36) $ 0.31 $ 2.12 $ 1.75 $ 0.93

Diluted earnings per share $ (0.36) $ 0.31 $ 2.05 $ 1.68 $ 0.93
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Pro forma adjustments
Income before income taxes and minority interest $ 418,531 $ 322,830 $ 118,082
Adjustment for pro forma employee compensation and benefits
(2) (267) (7,580) (5,097)

Pro forma income before income taxes and minority interest 418,264 315,250 112,985
Pro forma income tax expense (3) 160,089 126,790 48,040

Pro forma income before minority interest 258,175 188,460 64,945
Minority interest in consolidated subsidiaries 837 �  �  

Pro forma net income $ 259,012 $ 188,460 $ 64,945

Pro foma basic earnings per share $ 2.11 $ 1.56 $ 0.63

Pro forma diluted earnings per share $ 2.04 $ 1.50 $ 0.63

Shares used in basic earnings per share
calculations (4) 120,771,786 123,796,181 122,520,733 120,821,710 103,115,712

Shares used in diluted earnings per share
calculations (4) 120,771,786 125,758,863 126,863,316 125,755,430 103,115,712
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December 31,

2002 2001 2000 1999 1998

Consolidated Statement of Financial Condition Data:
Cash and cash equivalents $ 316,722 $ 361,294 $ 364,058 $ 304,054 $ 117,705
Securities owned, held at clearing brokers, at market value 1,984,500 1,754,483 1,799,967 910,233 411,288
Receivable from brokers and dealers 480,195 820,103 114,047 215,423 107,537
Total assets 3,171,876 3,226,687 2,521,409 1,540,286 684,644
Securities sold, not yet purchased, at market value 2,254,900 2,039,356 1,427,214 720,919 328,171
Total stockholders' (members') equity 756,416 834,256 774,186 499,231 205,873

(1) Certain prior year amounts have been reclassified to conform to current year presentation.
(2) Before our merger with Arbitrade Holdings LLC (�Arbitrade�), the predecessor to our options business and Deephaven, on January 12, 2000, Arbitrade was a

limited liability company and compensation and benefits to Arbitrade�s members were accounted for as distributions of members� equity. Pro forma
compensation expense was computed as 15% of the before-tax profits earned by Arbitrade for the years ended December 31, 1998, 1999 and for the period
ended January 12, 2000.

(3) Before our merger, Arbitrade was a limited liability company and was not subject to income taxes. Pro forma income tax expense was computed based on
Arbitrade�s income at an effective tax rate of 42.5% for the years ended December 31, 1998 and 1999 and for the period ended January 12, 2000.

(4) Weighted average shares outstanding for all years presented have been determined as if the merger with Arbitrade occurred as of the earliest date presented.
Shares issued in connection with our initial public offering have been considered in determining weighted average shares outstanding only from the date they
were issued.

Item 7.    Management�s Discussion and Analysis of Financial Condition and Results of Operations

Overview

We have two reportable business segments: Equity Markets and Asset Management. Within Equity Markets, we are a leading execution
specialist making markets in cash equities and in options on individual equities and equity indices. Additionally, we maintain an Asset
Management business for institutions and high-net-worth individuals.

Market and Economic Conditions in 2002

In the U.S., market and economic conditions remained difficult during 2002. Investors continued to be concerned with weak corporate earnings
and increased uncertainty about the strength and pace of the domestic economic recovery. In addition, investor confidence weakened due to
increased concerns regarding the quality of corporate financial reporting and accounting practices, corporate governance, unethical or illegal
corporate practices and several significant corporate bankruptcies. These developments, coupled with increased geopolitical unrest, created
difficult conditions in the U.S. financial markets, resulting in a decline in the U.S. equity markets for a third consecutive year. During 2002, the
Nasdaq Composite Index was down 32% from December 31, 2001. Similarly, the DJIA and the S&P 500 were down 17% and 23%,
respectively, from December 31, 2001. The Securities and Exchange Commission (the �SEC�) also enacted certain laws including, among other
things, requiring chief executive officers and chief financial officers of public companies to certify the accuracy of certain financial reports and
other SEC filings. In addition, The Sarbanes-Oxley Act of 2002 was enacted, which included broad regulation affecting public companies with
provisions covering corporate governance and management, new disclosure requirements, oversight of the accounting profession and auditor
independence. Economic and market conditions also were similarly difficult in Europe and Japan during 2002. These conditions adversely
affected the Company�s 2002 results of operations. It currently is uncertain when these market and economic conditions will improve.
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Certain Factors Affecting Results of Operations

Our results of operations may be materially affected by market fluctuations, regulatory changes and by economic factors. We have experienced,
and expect to continue to experience, significant fluctuations in operating results due to a variety of factors, including, but not limited to, the
value of our securities positions and
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our ability to manage the risks attendant thereto; the volume of our market-making activities; the dollar value of securities traded; volatility in
the securities markets; the performance of our international businesses; our ability to manage personnel, overhead and other expenses, including
our occupancy expenses on our office leases; the strength of our client relationships; the amount of revenue derived from limit orders as a
percentage of net trading revenues; the amount of, and volatility in, the results of our statistical arbitrage and program trading portfolios; changes
in payments for order flow and clearing costs; the addition or loss of executive management and sales, trading and technology professionals;
legislative, legal and regulatory changes; regulatory matters; geopolitical risk; the amount and timing of capital expenditures and divestitures;
the incurrence of costs associated with acquisitions and dispositions; investor sentiment; the level of assets under management; technological
changes and events; seasonality; competition and market and economic conditions. Such factors may also have an impact on our ability to
achieve our strategic objectives, including, without limitation to, increases in our market share and revenue capture in our Equity Markets
segment and increases in our fund returns and assets under management in our Asset Management segment. If demand for our Equity Markets
segment�s services declines and we are unable to adjust our cost structure on a timely basis, our operating results and strategic objectives could be
materially and adversely affected. Additionally, our operations could be affected by the activity of certain exchanges. Poor results and low
activity at exchanges could materially and adversely affect our operating results and lead to a writedown of certain intangible assets.

As a result of the foregoing factors, period-to-period comparisons of our revenues and operating results are not necessarily meaningful and such
comparisons cannot be relied upon as indicators of future performance. There also can be no assurance that we will be able to return to the rates
of revenue growth that we have experienced in the past, that we will be able to improve our operating results or that we will be able to regain our
profitability levels on an annual and/or quarterly basis.

Trends

We believe that our business is currently impacted by the following trends that may affect our financial condition and results of operations. First,
the continuing effects of decimalization and other market structure changes, competition and market conditions have resulted in a significant
decline in revenue capture per share in our cash equities market-making operations and revenue capture per contract in our options
market-making operations. For example, average revenue capture per share has fallen from $0.0092 in 2000 to $0.0015 in 2002. Average
revenue capture per contract has similarly fallen from $5.64 in 2000 to $2.41 in 2002. Average revenue capture per share represents the total net
trading revenue from our cash equities market-making operations divided by the volume of U.S. equity shares traded. Average revenue capture
per contract reflects the total net trading revenue plus net interest income from our options market-making and specialist operations divided by
the volume of our U.S. option contracts traded. Second, decimalization and other market structure changes, competition and market conditions
have triggered an industry shift from market makers trading OTC securities solely as principal to executing trades on a riskless principal or
agency basis with institutions paying commission-equivalents or commissions, respectively, as declining spreads reduce profits for principal
equity trading firms and as firms become more risk-averse in their capital commitments. Currently, we execute the majority of our institutional
client orders on a riskless principal or agency basis, charging commission equivalents or commissions, and we execute the majority of our
broker-dealer client orders as principal. Third, market makers have reduced their payment for order flow rates as average revenue capture per
share and average revenue capture per contract have fallen. We have changed our payment for order flow rates several times in 2001 and 2002.
In addition, we also have recently expanded our program of charging execution fees to certain of our broker-dealer clients for certain order flow.
Fourth, electronic communication networks (�ECN�s�) and other alternative trading systems, that can charge access fees to counterparties who
access their liquidity where market makers cannot, now account for a significant amount of Nasdaq trading volume. Also, direct access trading
solutions and application service providers are growing in popularity. The introduction of SuperMontage by Nasdaq and the increase in trading
of Nasdaq-listed securities on other exchanges has increased market fragmentation, resulting in increased execution expenses, fragmented
liquidity pools and different market centers using different sets of regulatory rules and regulations. Fifth, the effects of decimalization and
market conditions
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have resulted in consolidation in the equities and options market-making industries. For example, in 2002, several equity market makers
withdrew from providing market-making services or scaled back the number of stocks in which they make markets. In the options area, there
also was significant consolidation in 2002.

Revenues

Our revenues consist principally of net trading revenue from U.S. securities market-making activities. Net trading revenue, which consists of
trading gains net of trading losses and commission equivalents, is primarily affected by changes in U.S. equity trade and share volumes and U.S.
option contract volumes, our average revenue capture per share and per contract, dollar value of equities and options traded, our ability to derive
trading gains by taking proprietary positions, changes in our execution standards, volatility in the marketplace, our mix of broker-dealer and
institutional clients and by regulatory changes and evolving industry customs and practices.

Securities transactions with clients are executed as principal, riskless principal or agent. Profits and losses on principal transactions and
commission equivalents on riskless principal transactions are included within net trading revenue, and commissions earned on agency
transactions are included within commissions and fees. We execute the majority of our institutional client orders on a riskless principal or
agency basis, generating commission equivalents or commissions. We execute the majority of our broker-dealer client orders as principal. We
also receive fees for providing certain information to market data providers and for directing trades to certain destinations for execution.
Commissions and fees are primarily affected by changes in our trade and share volumes in listed securities, changes in commission rates as well
as by changes in fees earned for directing trades to certain destinations for execution.

Asset management fees represent fees earned for sponsoring and managing the investment fund managed by Deephaven Capital Management
LLC (�Deephaven�)(the �Deephaven Fund�). Asset management fees are primarily affected by the rates of return earned on the Deephaven Fund and
changes in the amount of assets under management.

We earn interest income from our cash held at banks and cash held in trading accounts at clearing brokers. The Company�s clearing agreements
call for payment or receipt of interest income, net of transaction-related interest charged by clearing brokers for facilitating the settlement and
financing of securities transactions. Net interest is primarily affected by interest rates, the changes in cash balances held at banks and clearing
brokers and our level of securities positions in which we are long compared to our securities positions in which we are short.

Investment income and other income primarily represents income earned, net of losses, related to our strategic investments and our investment in
the Deephaven Fund. Investment income and other income are primarily affected by the rates of return earned by the Deephaven Fund as well as
the performance and activity of our strategic investments.

Expenses

Our operating expenses largely consist of employee compensation and benefits, payments for order flow and execution and clearance fees.
Employee compensation and benefits expense fluctuates, for the most part, based on changes in net trading revenue, our profitability and our
number of employees. Payments for order flow fluctuate based on U.S. equity share and option volume, the mix of market orders and limit
orders, the mix of orders received from broker-dealers and institutions who accept payments for order flow and changes in our payment for order
flow policy. Execution and clearance fees primarily fluctuate based on changes in equity trade and share volume, option contract volume,
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Employee compensation and benefits expense primarily consists of salaries and wages paid to all employees and profitability based
compensation, which includes compensation paid to market-making and sales personnel primarily based on their individual and overall
performance and incentive compensation paid to other employees based on our overall profitability. Compensation for employees engaged in
sales activities is determined primarily based on a percentage of their gross revenues net of expenses including payments for order flow,
execution and clearance costs and overhead allocations (�net profitability�). Through October 2002, compensation for employees engaged in cash
equities market-making activities was determined primarily based on a percentage of net profitability. Effective November 2002, the
compensation model for our cash equities market-making personnel changed to a salary and discretionary bonus. The compensation model for
our options market-making personnel was based on a salary and discretionary bonus throughout 2002.

Execution and clearance fees primarily represent clearance fees paid to clearing brokers for cash equities and options transactions, transaction
fees paid to Nasdaq, option exchange fees, payments made to third parties for exchange seat leases, execution fees paid to third parties, primarily
for executing trades in listed securities on the NYSE and AMEX, and for executing orders through ECNs.

Payments for order flow represent payments to certain broker-dealers and institutional clients, in the normal course of business, for directing
their order flow in U.S. cash equities and U.S. option contracts to us. Payments for order flow change as we modify our payment rates and as our
percentage of clients whose policy is not to accept payments for order flow varies.

Communications and data processing expense primarily consists of costs for obtaining market data, telecommunications services and systems
maintenance.

Depreciation and amortization expense results from the depreciation of fixed assets and leasehold improvements and the amortization of
intangible assets with finite lives primarily related to our purchases of various options-related specialist posts. In accordance with SFAS No.
142, as of January 1, 2002, goodwill is no longer being amortized.

Occupancy and equipment rentals expense primarily consists of rental payments on office and equipment leases.

Professional fees consist of legal and other professional fees, as well as fees paid to computer programming, systems and management
consultants.

Business development expense primarily consists of travel, sales and advertising costs.

International charges consists of charges related to the reduction of European businesses as well as charges related to permanent impairments to
strategic investments held by our international businesses.
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The writedown of assets and lease loss accrual related to our domestic businesses consists of losses related to excess real estate, fixed assets that
are no longer actively used, permanent impairments to strategic investments and exchange seats.

Other expenses primarily consist of administrative expenses and other operating costs such as recruitment fees, regulatory fees and general
office expenses.
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Results of Operations

The following table sets forth the consolidated statement of operations data as a percentage of total revenues:

For the years ended

December 31,

2002 2001 2000

Revenues
Net trading revenue 81.6% 82.5% 92.1%
Commissions and fees 7.9% 7.0% 2.6%
Asset management fees 6.6% 5.4% 3.3%
Interest and dividends, net 1.1% 3.6% 1.3%
Investment income and other 2.8% 1.5% 0.7%

Total revenues 100.0% 100.0% 100.0%

Expenses
Employee compensation and benefits 41.7% 36.5% 33.5%
Execution and clearance fees 22.9% 17.2% 8.9%
Payments for order flow 12.6% 12.0% 13.9%
Communications and data processing 7.2% 7.4% 2.6%
Depreciation and amortization 7.1% 6.2% 2.0%
Occupancy and equipment rentals 4.7% 3.0% 1.5%
Professional fees 3.3% 2.2% 1.7%
Business development 1.4% 1.7% 1.2%
International charges 6.8% 0.0% 0.0%
Writedown of assets and lease loss accrual 3.1% 3.0% 0.0%
Other 3.2% 2.9% 1.4%

Total expenses 114.0% 92.1% 66.7%

(Loss) income before income taxes and minority interest �14.0% 7.9% 33.3%
Income tax (benefit) expense �4.1% 3.7% 12.7%

(Loss) income before minority interest �9.9% 4.2% 20.6%
Minority interest in consolidated subsidiaries 1.7% 1.4% 0.1%

Net (loss) income �8.2% 5.6% 20.7%

Years Ended December 31, 2002 and 2001
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The net loss for 2002 was $43.2 million, resulting in a loss per share on a fully diluted basis of $0.36. This compares to net income of $38.5
million and earnings per share of $0.31 on a fully diluted basis in 2001. In 2002, total revenues decreased 23.0% to $527.4 million, from $684.7
million in 2001, primarily related to decreased average revenue capture per share and contract offset, in part, by volume increases.

Expenses decreased 4.6% to $601.2 million, down from $630.4 million in 2001. Our expenses for 2002 and 2001 included $52.1 million and
$20.5 million, respectively, in international charges, writedowns of assets and lease loss accruals. Excluding these charges, expenses decreased
10.0% to $549.1 million in 2002, from  $609.8 million in 2001. This decrease was primarily related to lower employee compensation due to
reduced headcount and lower profitability, decreased communications and data processing expenses and lower payment for order flow expenses
due to reductions in our payment for order flow rates.

In 2002, our Equity Markets segment had revenues of $490.3 million, and a loss before income taxes and minority interest of $96.7 million (loss
includes $35.9 million in international charges and $16.2 million in
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writedown of assets and lease loss accruals). In 2001, our Equity Markets segment had revenues of  $648.0 million, and income before income
taxes and minority interest of $27.9 million (income is net of $20.5 million of writedown of assets and lease loss accruals).

In 2002, our Asset Management segment had revenues of $47.4 million and income before income taxes and minority interest of $22.9 million.
In 2001, our Asset Management segment had revenues of $42.7 million and income before income taxes and minority interest of $26.5 million.

Revenues

Net trading revenue from equity securities market-making decreased 28.8% to $310.2 million in 2002, from $435.7 million in 2001. Equity
trading revenues are almost entirely comprised of revenues from U.S. equity market-making. This decrease in equity trading revenue was
primarily due to a 53.1% decrease in average revenue capture per share. Average revenue capture per share has continued to be adversely
impacted by a reduction in spreads due to decimalization and the resulting one-penny minimum price spread, and the reduction in the average
market price of shares traded. This decrease in net trading revenues due to the reduction of average revenue capture was offset, in part, by a
49.6% increase in U.S. equity share volume. However, the majority of the increase in U.S. equity share volume was due to higher share volume
in low-priced Bulletin Board and Pink Sheet stocks, which have a lower average revenue capture per share.

Net trading revenue from options market-making decreased 6.9% to $120.1 million in 2002, from  $128.9 million in 2001. The decrease was
primarily due to a 33.4% decrease in average revenue capture per contract, partially offset by a 33.2% increase in U.S. option contract volume.
Our U.S. option contract volume was positively impacted by Knight Financial Products LLC�s (�KFP�) purchases of additional exchange posts
during 2001 and 2002, which increased our overall options market-making coverage but was offset, in part, by the delisting of a number of
option classes with limited volumes.

For the years ended December 31,

2002 2001 Change % of Change

Equity market-making net trading revenues (millions) $ 310.2 $ 435.7 $ (125.5) �28.8%
Options market-making net trading revenues (millions) 120.1 128.9 (8.8) �6.9%

Total net trading revenues (millions) $ 430.3 $ 564.6 $ (134.3) �23.8%
U.S. equity shares traded (billions) 202.0 135.0 67.0 49.6%
U.S. equity trades executed (millions) 126.7 117.3 9.4 8.0%
U.S. option contracts (millions) 49.9 37.4 12.5 33.2%
Average revenue capture per U.S. equity share ($) 0.0015 0.0032 (0.0017) �53.1%
Average revenue capture per U.S. option contract ($) 2.41 3.62 (1.21) �33.4%
% of Bulletin Board equity shares of total U.S. equity shares 53.2% 47.7% 5.5% 11.5%

Commissions and fees decreased 12.9% to $41.8 million in 2002, from $47.9 million in 2001. This decrease is primarily due to lower
commission-based volumes and lower commission rates in our options order routing activities. Additionally, there was a decrease in the fees we
receive for providing certain information to market data providers.

Asset management fees decreased 6.1% to $34.5 million in 2002 from $36.8 million in 2001. The decrease in fees was primarily due to a
decrease in fund returns to the investor from 11.5% in 2001 to 7.8% in 2002. The decrease was offset, in part, by the increase in the average
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amount of funds under management throughout the year in the Deephaven Fund. The average month-end balance of funds under management
increased to approximately $1.2 billion during 2002, from an average of approximately $1.0 billion in 2001.

For the years ended December 31,

2002 2001 Change % of Change

Asset Management Fees (millions) $ 34.5 $ 36.8 $ (2.3) �6.1%
Average month-end balance of assets under management
(millions) 1,173.3 1,029.1 144.2 14.0%
Annual Fund return to investor 7.8% 11.5% �3.7% �32.2%
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Interest income, net of interest expense, decreased 76.3% to $5.9 million in 2002, from $24.9 million in 2001. This decrease was primarily due
to lower cash balances held at banks and at our clearing brokers, changes in the composition of our market-making positions as well as lower
interest rates.

Investment income and other income increased 42.1% to $14.8 million in 2002, from $10.4 million in 2001. This increase was primarily due to
an increase in earnings related to our investment in the Deephaven Fund. The increased earnings were directly related to the increase in our
investment in the Fund. The Company had  $153.8 million invested in the Deephaven Fund as of December 31, 2002, up from $50.9 million as
of  December 31, 2001.

Expenses

Employee compensation and benefits expense decreased 11.9% to $220.2 million in 2002, from  $250.0 million in 2001. The decrease was
primarily due to lower headcount and lower incentive compensation as a result of a decrease in gross trading profits and margins, offset in part
by increased severance costs. Due to a decrease in revenues and our profitability, employee headcount was reduced during 2001 and 2002. Our
number of full time employees decreased to 1,027 at December 31, 2002, from 1,307 full time employees at December 31, 2001. In conjunction
with these headcount reductions, we incurred severance costs of $10.2 million in 2002, up from $5.9 million for 2001.

Execution and clearance fees increased 2.6% to $120.5 million in 2002, from $117.5 million in 2001. Execution and clearance fees increased
due to the increase in U.S. options contracts and U.S. equity trades executed as well as increased costs related to executing orders through ECNs.
In 2002, execution fees from ECNs were $13.1 million, compared to $10.8 million in 2001. The increase in execution and clearance fees was
partially offset as a result of the reduction in clearing rates in our U.S. equities market-making businesses in 2001 and the closure of European
equities market-making in 2002.

Payments for order flow decreased 18.8% to $66.6 million in 2002, from $81.9 million in 2001. The decrease was primarily due to changes in
our payment for order flow policy initiated in 2001 and 2002, partially offset by increased volumes for U.S. equity shares traded and U.S.
options contracts executed.

Communications and data processing expense decreased 25.8% to $37.7 million in 2002, from $50.9 million in 2001. This decrease was
generally attributable to a decrease in headcount and related technology costs as well as the reduction in our European operations.

Depreciation and amortization expense decreased 12.1% to $37.6 million in 2002, from $42.8 million in 2001. This decrease was primarily due
to the adoption of SFAS No. 142 and the write-off of $11.0 million of fixed assets. The adoption of this statement decreased amortization
expense by approximately $6.8 million in 2002, compared to 2001. Additionally, depreciation expense was impacted by both our purchases and
writedowns of fixed assets throughout 2002. See Footnote 5 to the Consolidated Financial Statements for further information on our adoption of
SFAS No. 142.

Occupancy and equipment rentals expense increased 21.8% to $25.0 million in 2002, from $20.5 million in 2001. This increase was primarily
attributable to additional leased office space in Jersey City, NJ. We currently have 266,000 square feet of unoccupied office space in Jersey City.
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Professional fees increased 14.2% to $17.2 million in 2002, from $15.1 million in 2001. The increase in 2002 was primarily due to the payment
in 2002 of a one-time asset management consulting fee related to the retirement of Deephaven�s CEO as of the end of 2001, offset in part by a
decrease in technology consulting expenses, and professional fees related to our European business.

Business development and Other expenses decreased 34.7% and 14.6%, respectively. The primary reasons for the decreases were lower travel
and entertainment and administrative costs.
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International charges were $35.9 million in 2002. During the first half of 2002, after performing a review of its unprofitable European
operations, the Company eliminated market-making in French, German and Nasdaq Europe stocks and reduced its European headcount by
approximately 47%. In addition, during the fourth quarter of 2002, the Company eliminated market-making in UK stocks and further reduced its
European headcount by an additional 40%. The international charges incurred in 2002 included $13.1 million related to the writedown of our
investment in Nasdaq Europe, $7.4 million related to the writedown of fixed assets that are no longer actively used, $6.2 million related to
contract terminations, $4.2 million related to the writedown of excess real estate and $1.2 million of other charges. The Company also incurred
$3.2 million in severance costs related to its European business, which was included in Employee compensation and benefits expense. In
addition to the charges taken for our European operations, KSJ incurred a $3.8 million charge related to the writedown of our investment in
Nasdaq Japan.

During 2002, charges of $16.2 million were incurred related to our domestic businesses. The charges consist of $8.9 million of a lease loss
accrual related to the writedown of our excess real estate capacity, $3.6 million related to the writedown of fixed assets that are no longer
actively used, $3.0 million related to the writedown of strategic investments and $700,000 related to a writedown of exchange seats.

Our effective income tax rates of 29.2% and 46.9% for 2002 and 2001, respectively, differ from the federal statutory income tax rate of 35% due
primarily to state income taxes, non-deductible foreign losses and the amortization of goodwill in 2001.

Years Ended December 31, 2001 and 2000

The net income for 2001 was $38.5 million, resulting in earnings per share (�EPS�) on a fully diluted basis of $0.31. This compares to net income
of $259.9 million and an EPS of $2.05 on a fully diluted basis in 2000. In 2001, total revenues decreased 45.5% to $684.7 million, from $1,257.3
million in 2000, primarily related to decreased average revenue capture per share and contract.

Expenses decreased 24.8% to $630.4 million, down from $838.8 million in 2000. Our expenses for 2001 included $20.5 million in writedowns
of assets and lease loss accruals. Excluding these charges, expenses in 2001 decreased $228.9 million, or 27.3%, from 2001. This decrease was
primarily related to lower employee compensation due to lower profitability and reduced headcount and lower payments for order flow due to
reductions in our payment for order flow rates.

In 2001, our Equity Markets segment had revenues of $648.0 million, and income before income taxes and minority interest of $27.9 million
(income is net of $20.5 million of writedown of assets and lease loss accruals). In 2000, our Equity Markets segment had revenues of $1,236.5
million and income before income taxes and minority interest of $383.8 million.

In 2001, our Asset Management segment had revenues of $42.7 million and income before income taxes and minority interest of $26.5 million.
In 2000, our Asset Management segment had revenues of $46.1 million and income before income taxes and minority interest of $34.7 million

Revenues
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Net trading revenue from equity security market-making decreased 57.3% to $435.7 million in 2001, from $1,020.9 million in 2000. Equity
trading revenues are almost entirely comprised of revenues from U.S. equity market-making. This decrease in equity trading revenue was
primarily due to the 65.2% decrease in average revenue capture per share. Average revenue capture per share was impacted by a reduction in
spreads due to decimalization in 2001 and the reduction in the average market price of shares traded. The decrease in net trading revenues due to
average revenue capture per share was offset, in part, by a 20.5% increase in U.S. equity share volume. However, the majority of the increase in
U.S. equity share volume was due to higher share volume in low-priced Bulletin Board and Pink Sheet stocks, which have a lower revenue
capture per share.
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Net trading revenue from options market-making decreased 5.6% to $128.9 million in 2001, from  $136.6 million in 2000. The decrease was
primarily due to a 35.8% decrease in the average revenue capture per contract, partially offset by a 75.1% increase in U.S. option contract
volume. Our U.S. option contract volume was positively impacted by KFP�s purchases of additional exchange posts during 2001, which
increased our overall options market-making coverage.

For the years ended December 31,

2001 2000 Change % of Change

Equity market-making net trading revenues (millions) $ 435.7 $ 1,020.9 $ (585.2) �57.3%
Options market-making net trading revenues (millions) 128.9 136.6 (7.7) �5.6%

Total net trading revenues (millions) $ 564.6 $ 1,157.5 $ (592.9) �51.2%
U.S. equity shares traded (billions) 135.0 112.1 22.9 20.5%
U.S. equity trades executed (millions) 117.3 142.7 (25.4) �17.8%
U.S. option contracts (millions) 37.4 21.4 16.0 75.1%
Average revenue capture per U.S. equity share ($) 0.0032 0.0092 (0.0060) �65.2%
Average revenue capture per U.S. option contract ($) 3.62 5.64 (2.02) �35.8%
% of Bulletin Board equity shares of total U.S. equity shares 47.7% 37.4% 10.3% 27.5%
Commissions and fees increased 47.3% to $47.9 million in 2001, from $32.5 million in 2000. This increase is primarily due to commissions
received by our professional option execution services business, Knight Execution Partners LLC (�KEP�), for directing order executions, as well
as higher U.S. equity share volumes from institutions in listed securities.

Asset management fees decreased 12.2% to $36.8 million in 2001 from $41.9 million in 2000. The decrease in fees was primarily due to a
decrease in fund returns from 33.6% in 2000 to 11.5% in 2001. The decrease was offset, in part, by the increase in the average month-end
balance of funds under management in the Deephaven Fund, which increased to $1.0 billion during 2001, from $507 million during 2000.

For the years ended December 31,

2001 2000 Change % of Change

Asset Management Fees (millions) $ 36.8 $ 41.9 $ (5.1) �12.2%
Average month-end balance of assets under management (millions) 1,029.1 506.6 522.5 103.1%
Annual Fund return to investor 11.5% 33.6% �22.1% �65.8%

Interest income, net of interest expense, increased 54.6% to $24.9 million in 2001, from $16.1 million in 2000. This increase was primarily due
to changes in the composition of our market-making positions.

Investment income and other income increased 13.1% to $10.4 million in 2001, from $9.2 million in 2000. This increase was primarily due to an
increase in benefits received from a state employment incentive grant.

Expenses

Edgar Filing: KNIGHT TRADING GROUP INC - Form 10-K

Table of Contents 55



Employee compensation and benefits expense decreased 40.6% to $250.0 million in 2001, from  $421.2 million in 2000. The decrease was
primarily due to decreased incentive compensation as a result of the 51.2% decrease in net trading revenue. Due to a decrease in revenues and
our profitability, employee headcount was reduced during 2001. Our number of full time employees decreased to 1,307 at December 31, 2001,
from 1,364 full time employees at December 31, 2000.

Execution and clearance fees increased 4.7% to $117.5 million in 2001, from $112.2 million in 2000. Execution and clearance fees increased
due to the increase in U.S. options contracts executed and the expansion of our international businesses in Europe and Japan, offset by the
decrease in U.S. equity trades executed.

Payments for order flow decreased 53.1% to $81.9 million in 2001, from $174.6 million in 2000. The decrease was primarily due to changes in
our payment for order flow policy initiated in 2001. The decrease was partially offset by increased volumes for U.S. equity shares traded and
U.S. options contracts executed.
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Communications and data processing expense increased 54.0% to $50.9 million in 2001, from $33.0 million in 2000. This increase was
generally attributable to our investments in technology, the growth of our options business and our international expansion in Europe and Japan.

Depreciation and amortization expense increased 68.8% to $42.8 million in 2001, from $25.3 million in 2000. This increase was primarily due to
the purchase of approximately $50.2 million of additional fixed assets and leasehold improvements during 2001 and the amortization of
goodwill and intangible assets primarily related to the acquisition of various options related specialists posts.

Occupancy and equipment rentals expense increased 9.6% to $20.5 million in 2001, from $18.7 million in 2000. This increase was primarily
attributable to additional leased office space.

Professional fees decreased 30.1% to $15.1 million in 2001, from $21.5 million in 2000. This decrease was primarily due to our investments in
technology and our international businesses in Europe and Japan during 2000.

Business development expense decreased 21.5% to $11.6 million in 2001, from $14.8 million in 2000. This decrease was primarily the result of
decreased advertising and lower travel and entertainment costs.

During 2001, charges of $20.5 million were incurred relating to our domestic businesses. The charges consist of $10.7 million related to the
writedown of strategic investments, $6.8 million related to the writedown of fixed assets that are no longer actively used, $1.4 million related to
the writedown of excess real estate capacity and $1.6 million related to a writedown of exchange seats.

Other expenses increased 13.2% to $19.6 million in 2001, from $17.3 million in 2000. This was primarily the result of increased administrative
expenses and other operating costs in connection with our options business growth as well as our European and Japanese expansion.

Our effective tax rates of 46.9% and 38.1% for 2001 and 2000, respectively, differ from the federal statutory rate of 35% due primarily to state
income taxes, non-deductible foreign losses and the amortization of goodwill.

Liquidity

Historically, we have financed our business primarily through cash generated by operations, as well as the proceeds from our stock offerings. As
of December 31, 2002, we had $3.2 billion in assets, 88% of which consisted of cash or assets readily convertible into cash, principally
receivables from clearing brokers and securities owned. Receivables from clearing brokers include interest-bearing cash balances held with
clearing brokers, including, or net of, amounts related to securities transactions that have not yet reached their contracted settlement date, which
is generally within three business days of the trade date. Securities owned principally consist of equity securities that trade in Nasdaq and on the
NYSE and AMEX markets and listed options contracts that trade on national exchanges. At December 31, 2002, the Company had net current
assets, which consists of net assets readily convertible into cash, of approximately $366.0 million. Additionally, our investment in the
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Deephaven Fund was $153.8 million at December 31, 2002. This investment can be liquidated upon request subject to a ninety-day written
notification period and monthly redemption limits, or immediately by invoking our rights as the general partner of the Deephaven Fund.

(Loss)/income before income taxes and minority interest plus depreciation and amortization and net non-cash writedowns was ($395,000),
$109.4 million and $443.9 million during 2002, 2001 and 2000, respectively. Depreciation expense was $35.1 million, $33.8 million and $18.8
million during 2002, 2001 and 2000, respectively. Amortization expense, which related to intangible assets and, prior to 2002, goodwill, was
 $2.5 million, $8.9 million and $6.5 million during 2002, 2001 and 2000, respectively. Net non-cash writedowns consisted of $35.8 million and
$12.3 million during 2002 and 2001, respectively, primarily related to fixed assets no longer actively being used and strategic investments.
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Net purchases and proceeds from strategic investments and acquisitions were $1.7 million, $15.7 million and $58.9 million during 2002, 2001
and 2000, respectively. Strategic investments and acquisition expenditures primarily relate to outside investments and acquisitions of option
specialist posts in support of the development and growth of our business. We increased our investment in the Deephaven Fund by $102.9
million and  $38.3 million during 2002 and 2001, respectively. Additionally, on February 1, 2003, we invested an additional $25.0 million in the
Deephaven Fund.

Capital expenditures were $16.3 million, $50.2 million and $71.0 million during 2002, 2001 and 2000, respectively. Capital expenditures
primarily relate to the purchase of data processing and communications equipment, capitalized software and leasehold improvements. In
acquiring fixed assets, particularly technology equipment, we make a decision about whether to lease such equipment or purchase it outright
based on a number of factors including its estimated useful life, obsolescence and cost.

On April 4, 2002, the Company�s Board of Directors announced the authorization of a stock repurchase program, which allowed for the purchase
of Class A Common Stock up to a total amount of $35 million. At its July 16, 2002 meeting, the Board of Directors authorized an increase in the
size of this repurchase program from $35 million to $70 million. Through December 31, 2002, under the $70 million stock repurchase program,
the Company had repurchased 7,960,000 shares for $41.2 million. The Company may repurchase shares in the open market or through privately
negotiated transactions, depending on prevailing market conditions, alternative use of capital and other factors. Knight Trading Group had
approximately 117.9 million shares of common stock outstanding as of December 31, 2002.

On February 28, 2003, the Company announced that it had utilized $69.1 million of its previously announced $70 million share repurchase
program. As of such date, the Company had repurchased approximately 13,767,000 shares. The repurchase activity during the first quarter of
2003 included open market purchases, as well as a privately negotiated block transaction for 4,775,000 shares that was effected with a dealer on
behalf of Ameritrade Holding Corporation. The Company cautions that there are no assurances that any further repurchases may actually occur.
No determination has been made at this time as to whether the Company will extend or close out the current repurchase program.

As registered broker-dealers, Knight Securities, L.P. (�KS�), Knight Capital Markets LLC (�KCM�), KFP and KEP are subject to regulatory
requirements intended to ensure the general financial soundness and liquidity of broker-dealers and requiring the maintenance of minimum
levels of net capital, as defined in SEC Rule 15c3-1. These regulations also prohibit a broker-dealer from repaying subordinated borrowings,
paying cash dividends, making loans to its parent, affiliates or employees, or otherwise entering into transactions which would result in a
reduction of its total net capital to less than 120.0% of its required minimum capital. Moreover, broker-dealers, including KS, KCM, KFP and
KEP, are required to notify the SEC prior to repaying subordinated borrowings, paying dividends and making loans to its parent, affiliates or
employees, or otherwise entering into transactions, which, if executed, would result in a reduction of 30.0% or more of its excess net capital (net
capital less minimum requirement). The SEC has the ability to prohibit or restrict such transactions if the result is detrimental to the financial
integrity of the broker-dealer. At December 31, 2002, KS had net capital of $142.4 million, which was $139.3 million in excess of its minimum
net capital requirement of $3.1 million, KCM had net capital of $32.5 million which was $31.5 million in excess of its minimum net capital
requirement of $1.0 million, KFP had net capital of $34.3 million which was $34.0 million in excess of its minimum net capital requirement of
$250,000 and KEP had net capital of $2.9 million which was $2.6 million in excess of its minimum net capital requirement of $300,000.
Additionally, Knight Securities International Ltd. (�KSIL�) and Knight Securities Japan Ltd. (�KSJ�) are subject to capital adequacy requirements of
the Financial Services Authority in the United Kingdom and the Financial Supervisory Agency in Japan, respectively. KSIL had net capital of
$2.7 million, which was $0.8 million in excess of its minimum net capital requirement of $1.9 million, and KSJ had net capital of approximately
$22.7 million, which was $18.6 million in excess of its minimum net capital requirement of approximately $4.1 million.
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We have no long-term debt at December 31, 2002 nor do we currently have any debt commitments for 2003. We do not anticipate that we will
need to incur long-term debt to meet our 2003 capital expenditure and operating needs. We currently anticipate that available cash resources and
credit facilities will be sufficient to meet our anticipated working capital and capital expenditure requirements for at least the next 12 months.

Contractual Obligations

In connection with its operating activities, the Company enters into certain contractual obligations.

The Company�s future cash payments associated with its contractual obligations pursuant to its operating leases and guaranteed employment
contracts longer than one year as of December 31, 2002 are summarized below:

Payments due in:

2003 2004-2005 2006-2007 2008-Thereafter Total

Operating Lease Obligations(1) $ 21,150,399 $ 29,006,422 $ 18,552,337 $ 123,565,588 $ 192,274,746
Guaranteed Employment Contracts(1) 19,502,500 17,475,418 �  �  36,977,918

Total $ 40,652,899 $ 46,481,840 $ 18,552,337 $ 123,565,588 $ 229,252,664

(1) See Footnote number 11 to the Consolidated Financial Statements included elsewhere in this document.

International Operations

During 1999 and early 2000, the U.S. equity markets and retail transaction volumes were experiencing record growth. At that time, we
anticipated that this growth in the U.S. equity markets, and specifically, on-line retail trading would expand to the European and Japanese equity
markets. To capitalize on this opportunity, we made significant international investments in 2000 and 2001. However, this growth did not
materialize as expected, as trading volumes were significantly lower than anticipated partly due to poor economic and market conditions. As a
result, our international infrastructure investments, especially in Europe, proved to be oversized for the market environment.

Due to lower volumes, difficult market conditions and significant operating losses in 2000 and 2001, we discontinued all European
market-making in 2002. As a result, European headcount has been reduced from a peak of approximately 200 employees in mid-2001 to 28
employees as of December 31, 2002. In accordance with this reduction in business we incurred $32.1 million in charges and severance expense
of $3.2 million.
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Due to the approval by the Japanese Securities Dealers Association in 2002 to create a mandatory central limit order book for retail-sized equity
transactions on Jasdaq, the withdrawal of Nasdaq Japan, poor market conditions and limited market structure changes in Japan, KSJ�s original
business plan has been significantly impaired. The Company had incurred a charge of $3.8 million related to the writedown of KSJ�s Nasdaq
Japan investment in 2002. For further discussion, see section entitled �Subsequent Events� included below in this section.

Collateralized Loan to Former Officer

Upon the retirement of Mr. Irvin Kessler, the former Chief Executive Officer of Deephaven, as of December 31, 2001, the Company entered into
a consulting agreement with Mr. Kessler. In order to maintain Mr. Kessler�s relationships with the Deephaven Fund investors and maintain Mr.
Kessler�s continued investment in the Deephaven Fund, the Company agreed to provide Mr. Kessler with a full recourse collateralized loan of
$25 million. On June 13, 2002, the Company entered into loan and security documents with Mr. Kessler providing for such a loan. The loan
matures on March 31, 2003.

The Company has no other loans to any former or current officers or directors.
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Critical Accounting Policies

The preparation of financial statements in conformity with generally accepted accounting principles requires management to make estimates and
assumptions. We believe that, of our significant accounting policies, the following policies involve a higher degree of judgment.

Lease Loss Accrual�It is the Company�s policy to identify excess real estate capacity and where applicable, accrue against such future costs. In
determining the accrual, a nominal cash flow analysis is performed, and costs related to the excess capacity are accrued. During 2002, we
incurred $8.9 million of lease loss expense that is included on the Consolidated Statements of Operations in the Writedown of assets and lease
loss accrual line item. The majority of this amount is related to our lease at 545 Washington Boulevard in Jersey City, New Jersey, of
approximately 266,000 square feet, all of which is currently unoccupied. The Company engaged a real estate broker in order to sub-lease
approximately 100,000 square feet based on an assessment of our real estate needs. In accordance with SFAS No. 13 Accounting for Leases, the
Company recorded a lease loss accrual of $8.1 million in 2002 related to this sub-lease. The accrual at December 31, 2002 was derived from
assumptions and estimates based on lease terms of the anticipated sub-lease agreement, which assumed a sub-lease would have commenced in
the second quarter of 2003, anticipated market prices along the Jersey City waterfront and estimated up-front costs, including broker fees and
build out allowances. We continually monitor the market and space to assess the reasonableness of our applicable assumptions.

For further discussion, see the section entitled �Subsequent Events� included below in this section.

Impairment of Goodwill and Intangible Assets�The useful lives of goodwill and intangible assets are determined upon acquisition. Intangible
assets are amortized over their respective lives. Goodwill and the useful lives of intangible assets are tested, at a minimum, on an annual basis.

� Our goodwill of $17.5 million is related to the purchase of our listed equities market maker, KCM, and our order routing business of
KEP. During our annual tests for impairment done in 2002, it was determined that these assets were not impaired. As part of our test
for impairment, we considered the profitability of the applicable reporting unit, an assessment of fair value of the reporting unit based
on various valuation methodologies, as well as the overall market value of the Company, compared to the Company�s book value. It
was determined that no impairment charge was necessary.

� Our intangible assets balance of $34.9 million is attributable to our equity markets business segment and includes trading rights and
trading posts on the Chicago Board Options Exchange, American Stock Exchange, Pacific Exchange and the Philadelphia Stock
Exchange. These assets are being amortized over their useful lives, which have been determined to be 15 years. During our annual
tests for impairment done in 2002, it was determined that the carrying value and the useful lives of these assets were not impaired.

Strategic Investments�Investments include ownership interests of less than 20% in financial services-related businesses, which are accounted for
under the equity method or at fair value. The equity method of accounting is used for investments in limited partnerships. The fair value of other
investments, for which a quoted market or dealer price is not available, is based on management�s estimate. Among the factors considered by
management in determining the fair value of investments are the cost of the investment, terms and liquidity, developments since the acquisition
of the investment, the sales price of recently issued securities, the financial condition and operating results of the issuer, earnings trends and
consistency of operating cash flows, the long-term business potential of the issuer, the quoted market price of securities with similar quality and
yield that are publicly traded, and other factors generally pertinent to the valuation of investments. The fair value of these investments is subject
to a high degree of volatility and may be susceptible to significant fluctuations in the near term. Strategic investments, which include our
investment in Nasdaq, are reviewed on an ongoing basis to ensure that the valuations have not been impaired. For further discussion, see the
section entitled �Subsequent Events� included below in this section.
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Market-Making Activities�Securities owned and securities sold, not yet purchased, which primarily consist of listed and OTC stocks and listed
options contracts, are carried at market value and are recorded on a trade date basis. Market value is estimated daily using market quotations
available from major securities exchanges and dealers.

Writedown of Fixed Assets�Writedowns of fixed assets are recognized when it is determined that the carrying amount of the fixed asset is not
recoverable or has been impaired. The amount of the writedown is determined by the difference between the carrying amount and the fair value
of the fixed asset. In determining recoverability and impairment, an estimated fair value is obtained through research and inquiry of the market.

Subsequent Events

On March 31, 2003, the Company and its partner, Nikko Cordial Group, announced that KSJ will cease its trading operations by early May
2003. Following such date, the parties will commence the process required to liquidate KSJ. The Company expects to record a charge of up to
three cents ($0.03) per share during the second quarter of 2003 relating to the liquidation of KSJ.

During the first quarter of 2003, the Company recorded an additional $9.8 million lease loss accrual related to excess real estate capacity in
Jersey City, NJ due to further softening of the real estate market. The accrual was based on our revised sub-lease assumptions received from our
real estate advisors, which assumes a sub-lease will commence in mid-2004. We continually monitor the market and space to assess the
reasonableness of our applicable assumptions for the accrual. Should market rates continue to deteriorate, we may have to record additional lease
loss accruals in the future.

In accordance with our policy of accounting for strategic investments at fair value, during the first quarter of 2003, the Company wrote-down its
investment in Nasdaq by $6.8 million.

In the first quarter of 2003, the Company will record a charge of approximately $3.0 million for severance and other separation payments related
to workforce reductions.

Recently Issued Accounting Standards

In July 2001, the FASB issued SFAS No. 142, Goodwill and Other Intangible Assets. This statement establishes new standards for accounting
for goodwill and intangible assets acquired outside of, and subsequent to a business combination. Under the new standards, goodwill and certain
intangible assets with an indefinite useful life will no longer be amortized and are tested for impairment at least annually. Other intangible assets
continue to be amortized over their useful lives. The useful lives and any impairment of other intangible assets will also be tested at least
annually. We adopted the provisions of SFAS No. 142 effective January 1, 2002. See Footnote No. 5 of the Consolidated Financial Statements
included in this document to see the impact that the adoption of this statement had on our operations.
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In June 2001, the FASB issued SFAS No. 143, Accounting for Asset Retirement Obligations. This statement establishes standards for financial
accounting and reporting for obligations associated with the retirement of tangible long-lived assets and the associated asset retirement costs. We
adopted the provisions of SFAS No. 143 effective January 1, 2002. The adoption of this statement did not have a material impact on our
financial statements.

In August 2001, the FASB issued SFAS No. 144 Accounting for the Impairment or Disposal of Long-Lived Assets. This statement supersedes
SFAS No. 121 Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed Of. SFAS No. 144 establishes a
single model for accounting for the impairment or disposal of long-lived assets. We adopted the provisions of SFAS No. 144 effective January 1,
2002. The adoption of this statement did not have a material impact on our financial statements.

In June 2002, the FASB issued SFAS No. 146 Accounting for Costs Associated with Exit or Disposal Activities. This Statement addresses
financial accounting and reporting for costs associated with exit or disposal
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activities and supersedes Emerging Issues Task Force (EITF) Issue No. 94-3, Liability Recognition for Certain Employee Termination Benefits
and Other Costs to Exit an Activity (including Certain Costs Incurred in a Restructuring). We adopted the provisions of SFAS No. 146 effective
January 1, 2003 and do not believe that the adoption of this statement will have a material impact on our financial statements.

In November 2002, the FASB issued FASB Interpretation No. 45 (�FIN 45�) Guarantor�s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others. FIN 45 requires that a liability be recorded in the guarantor�s balance sheet
upon issuance of a guarantee. In addition, FIN 45 requires disclosures about the guarantees that an entity has issued, including a rollforward of
the entity�s product warranty liabilities. We adopted the disclosure provisions of FIN 45 effective December 31, 2002 and we are presently
evaluating the impact it may have on our financial statements.

In December 2002, the FASB issued SFAS No. 148 Accounting for Stock-Based Compensation�Transition and Disclosure�an amendment of
FASB Statement No. 123. This Statement amends FASB Statement No. 123, Accounting for Stock-Based Compensation, to provide alternative
methods of transition for a voluntary change to the fair value based method of accounting for stock-based employee compensation. In addition,
this Statement amends the disclosure requirements of SFAS No. 123 to require prominent disclosures in both annual and interim financial
statements about the method of accounting for stock-based employee compensation and the effect of the method used on reported results. We
adopted the disclosure provisions of SFAS No. 148 effective December 31, 2002, and continue to follow APB 25. The adoption of this statement
did not have a material impact on our financial statements.

In November 2002, the EITF reached a consensus on EITF Issue No. 02-3, Issues Involved in Accounting for Derivative Contracts Held for
Trading Purposes and Contracts Involved in Energy Trading and Risk Management Activities. EITF Issue No. 02-3 precludes mark-to-market
accounting for energy-trading contracts that are not derivatives pursuant to SFAS No. 133, �Accounting for Derivative Instruments and Hedging
Activities.� We adopted the provisions of this statement effective November 1, 2002. The adoption of this statement had no effect on our
financial statements.

In January 2003, the FASB issued FIN No. 46, Consolidation of Variable Interest Entities. FIN No. 46 requires a company to consolidate a
variable interest entity (�VIE�) if the company has variable interests that give it a majority of the expected losses or a majority of the expected
residual returns of the entity. Prior to FIN No. 46, VIEs were commonly referred to as SPEs. As the Company does not have any VIEs, the
adoption of this statement will not have an effect on our financial statements.

Item 7A.    Quantitative and Qualitative Disclosures About Market Risk

Our market-making and trading activities expose our capital to significant risks. These risks include, but are not limited to, absolute and relative
price movements, price volatility and changes in liquidity, over which we have virtually no control.

We employ automated proprietary trading and position management systems that provide real-time, on-line position management and inventory
control. We monitor our risks by reviewing trading positions and their appropriate risk measures. We have established a system whereby
transactions are monitored by senior management on a real-time basis as are individual and aggregate dollar and inventory position totals and
real-time profits and losses. The management of trading positions is enhanced by review of mark-to-market valuations and position summaries
on a daily basis.
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In the normal course of our equities market-making business, we maintain inventories of exchange-listed and OTC equity securities. The fair
value of these securities at December 31, 2002 and 2001 was $130.8 million and $152.8 million, respectively, in long positions and $84.8
million and $153.6 million, respectively, in short positions. Additionally, at December 31, 2001, we had $137.5 million in long positions and
$70.5 million in short

37

Edgar Filing: KNIGHT TRADING GROUP INC - Form 10-K

Table of Contents 67



Table of Contents

positions in accounts managed by Deephaven. The potential change in fair value, using a hypothetical 10.0% decline in prices, is estimated to be
a $4.6 million loss and a $6.6 million loss as of December 31, 2002 and 2001, respectively, due to the offset of losses in long positions with
gains in short positions. The following table illustrates, for the period indicated, our average, highest and lowest month-end inventory at market
value (based on both the aggregate and the net of the long and short positions of trading securities from our cash equities business).

2002 2001 2000

Aggregate
of Long and

Short
Positions

Net of Long and
Short

Positions

Aggregate
of

Long
and

Short
Positions

$ — $ —$ 292,308 $3,707 $296,015

  For Cause
Termination(2) $— $ — $— $ — $—

  Involuntary/Good
Reason Termination(3) $— $ 7,199,781 $1,368,000 $ 14,828 $8,582,609

  Death or
Disability(4) $417,342 $ 3,554,412 $— $ — $3,971,754

Brett C. Riley
  Voluntary
Termination $— $ — $— $ — $—

  Normal or Early
Retirement(1) $285,669 $ 2,065,421 $— $ — $2,351,090

  Involuntary Not for
Cause Termination $— $ — $226,923 $ 3,707 $230,630

  For Cause
Termination(2) $— $ — $— $ — $—

  Involuntary/Good
Reason Termination(3) $— $ 4,059,786 $1,003,000 $ 14,828 $5,077,614

  Death or
Disability(4) $285,669 $ 2,065,421 $— $ — $2,351,090

Lisa J. Korner
  Voluntary
Termination $— $ — $— $ — $—

  Normal or Early
Retirement(1) $263,386 $ 1,902,090 $— $ — $2,165,476

  Involuntary Not for
Cause Termination $— $ — $240,615 $ 3,707 $244,322

  For Cause
Termination(2) $— $ — $— $ — $—

  Involuntary/Good
Reason Termination(3) $— $ 3,740,501 $924,800 $ 14,828 $4,680,129

  Death or
Disability(4) $263,386 $ 1,902,090 $— $ — $2,165,476

Douglas J. May
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  Voluntary
Termination $— $ — $— $ — $—

  Normal or Early
Retirement(1) $267,768 $ 343,482 $— $ — $611,250

  Involuntary Not for
Cause Termination $— $ — $21,154 $ 3,707 $24,861

  For Cause
Termination(2) $— $ — $— $ — $—

  Involuntary/Good
Reason Termination(3) $— $ 1,568,837 $935,000 $ 14,828 $2,518,665

  Death or
Disability(4) $267,768 $ 343,482 $— $ — $611,250

(1)The amounts above assume the NEO retires from the organization at age 55 or later and has at least 5 years of
vesting service with the organization.

(2)

For Cause Termination - For Cause is defined as (i) willful failure to perform duties, (ii) gross negligence or willful
misconduct which results in a significantly adverse effect upon Magellan, (iii) willful violation or disregard of the
code of business conduct or other published policy, or (iv) conviction of a crime involving an act of fraud,
embezzlement, theft or any other act constituting a felony or causing material harm to Magellan.

(3)A termination within two years of a change-in-control that occurs on an involuntary basis without cause or on a
voluntary basis for Good Reason.

(4)Death or Disability — Disability is defined as the qualification requirements for benefits under the Magellan
Long-Term Disability Plan.
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Director Compensation Table
Amounts earned by the independent members of our general partner's board of directors for the fiscal year ended
December 31, 2012 were as follows:

Name 

Retainer
and Fees
Paid or
Deferred 

Equity
Retainer
Paid or
Deferred(1)

Total
($)

Walter R. Arnheim $99,000 $85,000 $184,000
Robert G. Croyle $81,500 $85,000 $166,500
Patrick C. Eilers $82,500 $85,000 $167,500
James C. Kempner $79,500 $84,952 $164,452
James R. Montague $89,500 $85,000 $174,500
Barry R. Pearl $84,000 $84,952 $168,952

(1)
Amounts reported in this column for equity retainers represent the aggregate grant date fair value of common units
granted pursuant to our LTIP during 2012. Individual grants of common units, including distribution equivalents in
the Director Deferred Compensation Plan, were provided to the directors as follows:

Director and Date
of Grant Compensation Type Method of Payment Number

of Units 

Weighted
Avg Grant
Date Unit
Price

Grant Date
Fair Value 

Walter R.
Arnheim

01/01/2012 Equity Retainer Deferred into Phantom
Units 2,036 $34.380 $70,000

       01/26/2012 Equity Retainer Deferred into Phantom
Units 446 $33.530 15,000

Various Dates Cash Retainer and
Meeting Fees

Deferred into Phantom
Units 2,660 $36.759 99,000

Various Dates Distribution
Equivalents

Deferred into Phantom
Units 2,384 $37.461 89,424

Total 7,526 $273,424

Robert G. Croyle

01/01/2012 Equity Retainer Deferred into Phantom
Units 2,036 $34.380 $70,000

       01/26/2012 Equity Retainer Deferred into Phantom
Units 446 $33.530 15,000

Various Dates Distribution
Equivalents

Deferred into Phantom
Units 787 $37.461 29,479

Total 3,269 $114,479

Patrick C. Eilers

01/01/2012 Equity Retainer Deferred into Phantom
Units 2,036 $34.380 $70,000

       01/26/2012 Equity Retainer Deferred into Phantom
Units 446 $33.530 15,000
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Various Dates Distribution
Equivalents

Deferred into Phantom
Units 617 $37.461 23,089

Total 3,099 $108,089

James C. Kempner

01/01/2012 Equity Retainer Paid in MMP Limited
Partner Units 2,036 $34.380 $69,998

       01/26/2012 Equity Retainer Paid in MMP Limited
Partner Units 446 33.530 14,954

Total 2,482 $84,952

James R.
Montague

01/01/2012 Equity Retainer Deferred into Phantom
Units 2,036 $34.380 $70,000

       01/26/2012 Equity Retainer Deferred into Phantom
Units 448 $33.530 15,000

Various Dates Distribution
Equivalents

Deferred into Phantom
Units 904 $37.461 33,387

Total 3,388 $118,387

Barry R. Pearl

01/01/2012 Equity Retainer Paid in MMP Limited
Partner Units 2,036 $34.380 $69,998

       01/26/2012 Equity Retainer Paid in MMP Limited
Partner Units 446 $33.530 14,954

Various Dates Cash Retainer and
Meeting Fees

Deferred into Phantom
Units 2,256 $36.759 84,000

Various Dates Distribution
Equivalents

Deferred into Phantom
Units 516 $37.461 19,376

Total 5,254 $188,328
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Narrative to Director Compensation Table
In 2012, independent directors of our general partner's board of directors received: (1) a cash retainer of $60,000;
(2) an equity retainer of our limited partner units valued at $85,000; and (3) meeting fees of $1,500 for each board of
directors and committee meeting attended. The chairmen of our audit and compensation committees and our presiding
independent director each received an additional annual retainer of $15,000, $10,000 and $5,000, respectively. In
addition, each director is reimbursed for out-of-pocket expenses in connection with attending board of directors or
committee meetings. Each director is indemnified by us for actions associated with being a director of our general
partner to the extent permitted under Delaware law.
Independent directors can elect annually to defer payment of each component of their compensation under our
Director Deferred Compensation Plan. All deferred compensation amounts are credited to the director's account under
the plan in the form of phantom limited partner units, with distribution equivalent rights. Mr. Arnheim elected to defer
both his cash and his equity compensation for 2012, Messrs. Croyle, Eilers and Montague elected to defer all their
equity compensation and Mr. Pearl elected to defer his cash compensation. Mr. Kempner elected not to defer
compensation for 2012. The following table presents each director's deferral balance status:
Director Compensation
Nonqualified Deferred Compensation Plan

Name 

Beginning
Balance
January 1,
2012

2012 Deferred
Compensation

2012
Distribution
Equivalents

Market
Value
Gains/
(Loss)

Ending
Balance
December 31,
2012

Walter R. Arnheim
Market Value $1,549,086 $ 184,000 $89,424 $445,175 $2,267,685
Number of Units 44,978 5,142 2,384 52,504

Robert G. Croyle
Market Value $473,139 $ 85,000 $29,479 $146,931 $734,549
Number of Units 13,738 2,482 787 17,007

Patrick C. Eilers
Market Value $352,055 $ 85,000 $23,089 $115,198 $575,342
Number of Units 10,222 2,482 617 13,321

James R. Montague
Market Value $556,679 $ 85,000 $33,887 $168,828 $844,394
Number of Units 16,162 2,484 904 19,550

Barry R. Pearl
Market Value $316,402 $ 84,000 $19,376 $96,709 $516,487
Number of Units 9,186 2,256 516 11,958
INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
Ernst & Young LLP was our independent registered public accounting firm for our 2012 audit, and we have appointed
Ernst & Young LLP to conduct our 2013 audit. In connection with our 2012 audit, we entered into an engagement
agreement with Ernst & Young LLP that sets forth the terms by which Ernst & Young LLP will perform audit
services for us. That agreement is subject to alternative dispute resolution procedures. A representative of Ernst &
Young LLP will attend our annual meeting. The representative will have the opportunity to make a statement if he
desires to do so and to respond to appropriate questions.
Audit Fees
The aggregate fees billed for professional services rendered by Ernst & Young LLP for the audit of our annual
consolidated financial statements for the fiscal years ending December 31, 2011 and 2012, for reviews of our
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consolidated financial statements included in our Forms 10-Q for 2011 and 2012, for consultation concerning
financial accounting and reporting standards during 2011 and 2012, for procedures related to registration statements
and other SEC filings in 2011 and
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2012 and for an audit of internal control over financial reporting for 2011 and 2012 were $1,290,000 and $1,489,300,
respectively.
Audit-Related Fees
There were no fees billed during fiscal years 2011 and 2012 for assurance and related services by Ernst & Young LLP
that are reasonably related to the performance of the audit or review of our financial statements and are not reported
under the caption "Audit Fees."
Tax Fees
The aggregate fees billed in fiscal years 2011 and 2012 for professional services rendered by Ernst & Young LLP for
tax advice and compliance were $46,104 and $145,188, respectively. These services included consultation concerning
tax planning and compliance.
All Other Fees
No fees were billed in fiscal years 2011 and 2012 for products and services provided by Ernst & Young LLP, other
than as set forth above.
Our audit committee of our general partner’s board of directors has adopted an audit committee charter, which is
available on our website at www.magellanlp.com. The charter requires our audit committee to approve in advance all
audit and non-audit services to be provided by our independent registered public accounting firm in accordance with
the Audit and Non-Audit Services Pre-Approval Policy, which is an appendix to the audit committee charter. All
services reported in the Audit, Audit-Related, Tax and All Other Fees categories above were approved by our audit
committee.
SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
The following table sets forth, as of February 25, 2013, the number of our common units beneficially owned by:
(1) each person who is known to us to beneficially own more than 5% of our common units; (2) the current directors
and nominees of our general partner’s board of directors; (3) the current NEOs of our general partner; and (4) all
current directors and executive officers of our general partner as a group. We obtained certain information in the table
from filings made with the SEC.

Name and Address of Beneficial Owner, Director, Nominee or NEO
Our
Common
Units

Percentage
of
Common
Units

Tortoise Capital Advisors, L.L.C.(1) 14,141,182 6.2
Walter R. Arnheim(2) 2,574 *
Robert G. Croyle(2) 3,758 *
Patrick C. Eilers(2) 1,044 *
James C. Kempner(2) 29,378 *
Michael N. Mears(2) 131,446 *
James R. Montague(2) 21,952 *
Barry R. Pearl(2) 8,168 *
John D. Chandler(2) 188,453 *
Lisa J. Korner(2) 80,722 *
Douglas J. May(2) — *
Brett C. Riley(2) 76,660 *
All Current Directors and Executive Officers as a Group (13 persons) 625,990 *

* represents less than 1%

(1)

A filing with the SEC on February 12, 2013 indicates that Tortoise Capital Advisors, L.L.C., an investment advisor
in accordance with Rule 13d-1(b)(1)(ii)(E) of the Exchange Act, may be deemed to be the beneficial owner of the
number of common units above indicated. The address of Tortoise Capital Advisors, L.L.C. is 11550 Ash Street,
Suite 300, Leawood, Kansas 66211.
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(2)The contact address for our directors and nominees and NEOs is One Williams Center, Tulsa, Oklahoma 74172.
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SECURITIES AUTHORIZED FOR ISSUANCE UNDER EQUITY COMPENSATION PLANS
The table set forth below provides information concerning awards that may be issued from the LTIP as of
December 31, 2012. For more information regarding the material features of the LTIP, please read Note 14 —
Long-Term Incentive Plan of our consolidated financial statements in our Annual Report on Form 10-K for the year
ended December 31, 2012.

Plan Category

Number of Securities
to be Issued upon
Exercise/Vesting of
Outstanding Options,
Warrants and
Rights(1)

Number of Securities
Remaining
Available for Future
Issuance Under Equity
Compensation Plans
(Excluding Securities
Reflected in the 1st
Column of this Table)

Equity Compensation Plans Approved by Security Holders 1,169,062 2,465,001
Total 1,169,062 2,465,001

(1)

Phantom units and performance awards are the only types of awards that may be granted pursuant to the LTIP. The
amount above includes units held in reserve for potential performance results. We have the right to issue new units
as part of the LTIP, and we have the right to settle any future LTIP awards with cash. Units or cash awarded
pursuant to the LTIP are granted without payment by the participant. Taxes are withheld from the award to cover
the participant’s mandatory minimum tax withholdings.

COMPENSATION COMMITTEE INTERLOCKS AND INSIDER PARTICIPATION
The members of our compensation committee during the last fiscal year were Messrs. Croyle, Kempner and
Montague. No member of our compensation committee has ever served as an officer or employee of the Partnership or
our general partner.
TRANSACTIONS WITH RELATED PERSONS, PROMOTERS
AND CERTAIN CONTROL PERSONS
Review, Approval or Ratification of Transactions with Related Persons
Recognizing that related person transactions present a heightened risk of conflicts of interest and/or improper
valuation, our general partner’s board of directors has adopted a written policy, which must be followed in connection
with all related person transactions involving us or our subsidiaries. Under this policy, any related person transaction
may be entered into or continue only if approved as follows:
•By a specially appointed conflicts committee of our general partner’s board of directors;

•

If the related person transaction is in the normal course of our business and is (a) on terms no less favorable to us than
those generally being provided to or available from unrelated third parties or (b) fair to us, taking into account the
totality of the relationships between the parties involved (including other transactions that may be particularly
favorable or advantageous to us), then the CEO of our general partner has authority to approve the transaction. The
CEO’s signature on an authorization for expenditure form with a related person is conclusive evidence of his approval
pursuant to the policy. If we will be entering into several transactions of the same type over a period of time with a
related person, the CEO may pre-approve all such transactions, but must review such pre-approvals not less than
annually; or

•Any other related person transaction may be approved by a majority of the disinterested directors on our general
partner’s board of directors.
SECTION 16(a) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE
Section 16(a) of the Securities Exchange Act of 1934, as amended, requires the directors and executive officers of our
general partner and persons who beneficially own more than 10% of our common units to file ownership and changes
in ownership reports with the SEC and the NYSE. The SEC regulations also require that a copy of all these filed
Section 16(a) forms must be furnished to us by the directors and executive officers of our general partner and persons
beneficially owning more than 10% of our common units. Based on a review of the copies of these forms and
amendments thereto with respect to 2012, we are aware of no late filings.
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CODE OF ETHICS
Our general partner’s board of directors has adopted a code of ethics that applies to our general partner’s principal
executive officer, Michael N. Mears, and principal financial and accounting officer, John D. Chandler, and a code of
business conduct that applies to all officers and directors of our general partner and to our employees. You may view
each of these codes on our website at www.magellanlp.com.
UNITHOLDER PROPOSALS FOR 2014
ANNUAL MEETING OF LIMITED PARTNERS
Any common unitholder entitled to vote at our 2014 annual meeting of limited partners can nominate persons for
election to the board of directors of our general partner or submit other proposals for consideration at the annual
meeting by complying with the notice procedures discussed below. Your ability to nominate persons for election to
our general partner’s board of directors is limited by the NYSE listing requirements regarding the independence and
experience of directors of our general partner’s board or committees thereof. SEC rules set forth standards as to what
proposals are required to be included in a proxy statement for a meeting. In no event are limited partners allowed to
vote on matters that would cause the limited partners to be deemed to take part in the management and control of our
business and affairs so as to jeopardize the limited partners’ limited liability under the Delaware Revised Uniform
Limited Partnership Act or the law of any other state in which we are qualified to do business.
As required by the SEC rules, the deadline for submitting any proposal for consideration at our 2014 annual meeting
is October 28, 2013. However, our limited partnership agreement allows a unitholder to nominate a person to our
general partner's board of directors between December 11, 2013 and December 26, 2013. To submit a proposal,
written notice must be delivered to our general partner at One Williams Center, Tulsa, Oklahoma 74172 and must
include: (1) information regarding the proposal or as to each person whom the unitholder proposes to nominate for
election or re-election as a director of our general partner, all information relating to such nominee that is required to
be disclosed in solicitations of proxies for the election of directors in an election contest, or is otherwise required, in
each case pursuant to Regulation 14A under the Securities Exchange Act of 1934, as amended (including such person’s
written consent to being named in the proxy statement as a nominee and to serving as a director of our general partner
if elected); and (2) as to the unitholder giving the notice: (i) the name and address of such unitholder; and (ii) the class
and number of units which are owned by the unitholder.
WHERE YOU CAN FIND MORE INFORMATION ABOUT US
We file annual, quarterly and current reports and proxy statements with the SEC. Our SEC filings are available to the
public over the internet at the SEC’s website at www.sec.gov. You may also read and copy any document that we file
with the SEC at the SEC’s public reference room at 100 F. Street, N.E., Room 1580, Washington, D.C. 20549. You
can call the SEC at 1-202-551-8090 for further information on the public reference room and its copy charges. We
maintain a website at www.magellanlp.com, through which we make our SEC filings available.
You may request a copy of the audit and compensation committee charters and Corporate Governance Guidelines of
our general partner’s board of directors and our code of ethics, code of business conduct, annual report or SEC filings
without charge, or directions to our annual meeting by calling or writing to us at the following address:
Investor Relations Department
Magellan Midstream Partners, L.P.
One Williams Center
Tulsa, Oklahoma 74172
Local phone: (918) 574-7000
Toll-free phone: (877) 934-6571
If you would like to request documents from us, please do so at least 10 business days before the date of the annual
meeting in order to receive timely delivery of the documents before the annual meeting.
You should rely only on the information contained in this proxy statement to vote your units at the annual meeting.
We have not authorized anyone to provide you with information that is different from what is contained in this proxy
statement.
The information contained in this document is applicable as of the date indicated on the cover of this document unless
the information specifically indicates that another date applies.
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FORM OF PROXY CARD

Electronic Voting Instructions
You can vote by Internet or telephone!
Available 24 hours a day, 7 days a week!
Instead of mailing your proxy, you may choose one of
the two
voting methods outlined below to vote your proxy.
VALIDATION DETAILS ARE LOCATED BELOW
IN THE
TITLE BAR.
Proxies submitted by the Internet or telephone must be
received by 10:00 a.m., Central Time, on April 25,
2013.

Vote by Internet

•      Log on to the Internet and go
to www.investorvote.com/MMP.

•      Follow the steps outlined on the secured website.

Vote by telephone

•      Call toll free 1-800-652-VOTE (8683) within the
USA, US Territories & Canada any time on a touch
tone telephone. There is NO CHARGE to you for the
call.

•      Follow the instructions provided by the recorded
message.

Using a black ink pen, mark your votes with an X as
shown in
this example. Please do not write outside the designated
areas. X

Annual Meeting Proxy Card

� IF YOU HAVE NOT VOTED VIA THE INTERNET OR TELEPHONE, FOLD ALONG THE
PERFORATION, DETACH AND RETURN THE BOTTOM PORTION IN THE ENCLOSED ENVELOPE. �

A Proposals – The Board recommends a vote FOR all nominees and FOR Proposal 2 and Proposal 3.

1.   Election of Directors: For Withhold
01 – Walter R. Arnheim o o
02 – Patrick C. Eilers o o

2.  Advisory Resolution to Approve Executive Compensation For Against Abstain
o o o
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3.   Ratification of Appointment of Independent Auditor For Against Abstain
o o o

B Non-Voting Items

Change of Address – Please print your new address below. Comments – Please print your comments below. Meeting
Attendance
Mark the
box to the
right if you
plan to
attend the
Annual
Meeting. o

C Authorized Signatures – This section must be completed for your vote to be counted. – Date and Sign Below
Please sign exactly as name(s) appears hereon. Joint owners should each sign. When signing as attorney, executor,
administrator, corporate officer, trustee, guardian or custodian, please give full title.
Date (mm/dd/yyyy) – Please print
date below.

Signature
1 –Please keep signature within the box.

Signature 2 – Please keep signature
within the box.
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Proxy – Magellan Midstream Partners, L.P.

Notice of 2013 Annual Meeting of Limited Partners
Williams Resource Center
One Williams Center
Tulsa, Oklahoma
Proxy Solicited by Board of Directors for the Annual Meeting – April 25, 2013, 10:00 a.m. Central Time

The undersigned hereby appoints Douglas J. May and Michael N. Mears, or either of them, as proxies with power of
substitution in each, to represent the undersigned and to vote all the common units of Magellan Midstream Partners,
L.P. (the "Partnership") that the undersigned may be entitled to vote at the Annual Meeting of Limited Partners of the
Partnership to be held on April 25, 2013 or at any postponement or adjournment thereof in the manner shown on this
form as to the matters listed on the reverse side and in their discretion on any other business or matters as may
properly come before the meeting or any adjournment(s) or postponement(s) thereof, with all the rights and powers
the undersigned would possess if personally present.

This proxy when properly executed will be voted in the manner directed on the reverse side, or if no such direction is
indicated on the reverse side, in accordance with the recommendation of the board of directors of the general partner.
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