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Feature Article

Value of Net Operating Loss Carry-Forwards
by Garry Vaynberg, , 612 303-6348

Frequently in negotiations, sellers will try to place a high valuation on their Net Operating Loss (NOL) carry-forwards. For a company that has
NOLs, each $1.00 of NOLs can offset a dollar of otherwise future taxable income and therefore save $0.35 in taxes. However, even though at
first glance these valuable assets look attractive, their use by the acquiring party is limited. The following is a simplified explanation of the rules
and the resulting limitation in value that can be derived from NOLs.

For any taxable year ending after the date of the ownership change, the amount of taxable income that NOLs of the “loss corporation” (acquired
company with pre-merger NOLS) can offset is constrained to an amount known as the Sec. 382 limitation. The key to the application of Sec. 382
is the ownership change. An ownership change is determined according to a specific test and generally results from an acquisition of a majority
(by value) of the loss corporation’s stock. In such a situation, the annual Sec. 382 limitation is calculated as follows:

Value of the Loss Corporation’s Stock
X
Federal Long-Term Tax-Exempt Rate (currently set by IRS at 4.3%)

The idea behind the odd calculation is to ensure that the NOL is no more valuable to an acquirer than it would be to the loss corporation had the
loss corporation sold all of its assets and invested the proceeds in interest bearing obligations. This is primarily due to the fact that Congress has
a view that only the parties on the scene when the loss was sustained should benefit from such a misfortune. Therefore, the Sec 382 limitation
typically makes the target's NOLs less valuable to an acquirer than they would be to the hypothetical loss corporation as a stand-alone entity.

The calculation begins by assessing the value of the loss corporation’s stock immediately before the ownership change. The thrust of this
calculation is to reduce the equity value in cases where the loss corporation is, directly or indirectly, the source of the funds for the repayment of
any acquisition debt. For example, when a loss corporation is acquired via an LBO, the equity value is limited only to the amount of equity
capital the sponsors bring to the table. Moreover, there are numerous other conditions that eliminate any “gaming” of this rule, such as
alternative interpretations of the ownership change. Therefore, for a typical middle market LBO transaction of $100 million, where a sponsor
contributes $40 million in equity, the limitation would be $1.7 million ($40 million x 4.3%). Consequently, a company with a 10% pretax margin
will only be able to shield 17% of that income, assuming NOLs for the loss corporation significantly exceed annual pretax income.

Moreover, this deceptively simple formula is subject to an array of adjustments that in general reduce, but under certain circumstances could
also bolster, the Sec. 382 limitation. In any event, when a potential acquirer assesses the value of a corporation that has accumulated
substantial NOLs, it is imperative to take into account the rules that inhibit usability of such NOLs. Because of the operation of Sec 382, one
cannot assume that the value of such NOLs to a prospective acquirer is simply the gross amount of the NOLs multiplied by the corporate tax
rate and discounted to reflect the length of time one expects such NOLs to be utilized to offset the acquirer’s taxable income.
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Domestic Transactions
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*Total value based on deals with reported values
Source: Thomson Financial Securities Data Corporation
LTM median deal value for 2006 is $34.1 million compared to $26.0 million for 2005.

LTM Transaction Multiples

Less than $25 5.9x 2.3x

$100 to $250 12.7x 7.0x

Over $1,000 14.7x 10.0x

Current data as of May 16, 2006
Source: Thomson Financial Securities Data Corporation
Based on multiples between Ox and 25x; excluding media and telecom.

Public Company Premiums

4 weeks prior to announcement 25.0%

Current data as of May 16, 2006
Source: Thomson Financial Securities Data Corporation

Deal Financing

Leveraged Bank Loan 7.64% 5.57%

Total Debt/EBITDA* 4.5x 4.0x

Current data as of May 16, 2006
Source: Portfolio Management Data, The Wall Street Journal and LCD Comps
*Represents leverage statistics for middle market LBOs (less than $50 million of EBITDA)
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Buyout Fund Market

($ in billions) 2005 2004 2003
Funds Raised $173.5 $42.2 $24.0
Deals Completed $198.0 $136.5 $94.8
Middle Market M&A Group Contacts
(General and Deal Related Questions)
Minneapolis Chicago London

John A. Hogan
Head of Financial Sponsors
612 303-6380

Michael R. Dillahunt
Managing Director
612 303-6337

Jeff A. Rosenkranz
Head of Middle Market M&A
312 920-2133

Walter D. Murphy
Principal
312 920-2147

David I. Wilson

Chief Executive Officer
Piper Jaffray Ltd.

44 20 7743-8701

Matthew J. Flower
Principal
44 20 7743-8702

Robert D. Frost
Managing Director
612 303-8248

James O. Steel
Vice President
44 20 7743-8705

Daniel A. Efron
Vice President
612 303-6438

Matthew M. Sznewajs
Vice President
612 303-2030

The M&A Monitor is published every two weeks by the Middle Market Mergers & Acquisitions Group within the Investment Banking Department
at Piper Jaffray. To report any technical difficulties with this e-mail transmission, please contact Cindy Zebro at .
Visit our Web site—no password required:

Information contained in this publication is based on data obtained from sources we deem to be reliable, however, it is not guaranteed as to
accuracy and does not purport to be complete. Nothing contained in this publication is intended to be a recommendation of a specific security or
company nor is any of the information contained herein intended to constitute an analysis of any company or security reasonably sufficient to
form the basis for any investment decision. Nothing contained in this publication constitutes an offer to buy or sell or the solicitation of an offer to
buy or sell any security.

Notice to customers in Europe: This material is for the use of intended recipients only and only for distribution to professional and institutional
investors, i.e. persons who are authorized persons or exempted persons within the meaning of the Financial Services and Markets Act 2000 of
the United Kingdom, or persons who have been categorized by Piper Jaffray Ltd. as intermediate customers under the rules of the Financial
Services Authority.
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