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OATH OR AFFIRMATION

|, Sandra G. Sponem, swear (or affirm) that, to the best of my knowledge and belief the accompanying financial statements
and supporting schedules pertaining to the firm of Piper Jaffray & Co., es of Decer;iber 31, 2005, are true and correct. |
further swear (or affirm) that neither the company _nor any partner, proprietor, principai officer or director has any proprietary
interest in any account classified soley as that of a customer, except as fo!!pws: ’

Officers’ and directors’ accounts:

Receivables  $163,642

Payables $905,097
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BRENDA M. CICH _
Notary Public
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A Minnesota Signature
_ My Commwsswon Explres January 31, 2010
~ __ Chief Fmancual Officer
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Notary Public
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Statement of Financial Condition.

Statement of Income (Loss).

Statement of Changes in Financial Condition.

Statement of Changes in Stockholders’ Equny or Partners’ or Sole Propnetors Capital.

Statement of Changes in Liabilities Subordlnated to’ Clalms of Credltors

Computation of Net Capital. i

Computation for Determination of Beserve Requwements Pursuant to Rule 15¢3-3.

Information Relating to the Possession or Control Reqwrements Under Rule 15¢3-3.

A Reconciliation, including appropriate epranatnon of the Computat|on of Net Capital Under Rule 15¢3-1 and the
Computation for Determination of the Reserve Reqwrements Under Exhibit A or Rule 15¢3-3.

A Reconciliation between the audited and unaudlted Statements of Financial Condition with respect to methods of con-
solidation. : 1 Cd

An Oath or Affirmation.

A copy of the SIPC Supplemental Report.

A report describing any material madequacnes found to exist or found to have existed since the date of the previous audit.

“*For conditions of confidential treatment of certain port/ons of this filing, see section 240 17a-5(e)(3).
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i’l ERNST& YOUNG 5 Ernst & Young Lip & Phone: (612) 343-1000

220 South Sixth Street, Ste 1400 www. ey.com
Minneapolis, MN 55402-4509

Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholder
Piper Jaffray & Co.

We have audited the accompanying consolidated statement of financial condition of
Piper Jaffray & Co. (the Company) as of December 31, 2005. This statement of financial
condition 1s the responsibility of the Company’s management. QOur responsibility is to
express an opinion on this statement of financial condition based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the
United States. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the statement of financial condition is free of
material misstatement. An audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the statement of financial condition. An audit also
includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall presentation of the statement of financial
condition. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the statement of financial condition referred to above presents fairly, in all

material respects, the consolidated financial position of Piper Jaffray & Co. at
December 31, 2003, in conformity with accounting principles generally accepted in the

United States.
Lot ¢ Hhiny Lef

February 24, 2006

0601-0703044 1
A Member Practice of Ernst & Young Global



Piper Jaffray & Co.
Consolidated Statement of Financial Condition
December 31, 2005

(Amounts in thousands)
Assets

Cash and cash equivalents
Receivables:
Customers, net of allowance of $1,793
Brokers, dealers and clearing organizations
Deposits with clearing organizations
Securities purchased under agreements to resell

Trading securities owned
Trading securities owned and pledged as collateral
Total trading securities owned

Fixed assets, net of accumulated depreciation and
amortization of $98,010

Goodwill and intangible assets, net of accumulated
amortization of $54,264

Other receivables

Other assets

Total assets

Liabilities and Shareholder's Equity

Payables:

Customers

Checks and drafts

Brokers, dealers and clearing organizations
Securities sold under agreements to repurchase
Trading securities sold, but not yet purchased
Accrued compensation
Other liabilities and accrued expenses

Total liabilities
Subordinated debt

Shareholder's equity:

Preferred stock, $0.01 par value; 3,000 shares authorized,

none issued and outstanding

Common stock, $0.01 par value; 1,000 shares authorized,

459 issued and outstanding
Additional paid-in capital
Other comprehensive loss
Retained earnings

Total shareholder's equity

Total liabilities and shareholder's equity

See Notes to Consolidated Statement of Financial Condition

47,924

471,834
295,327

64,379
222 844

458,185
236,588

694,773

54,141

320,234
31,060
102,769

2,305,285

215,824

53,304
256,034
245,786
331,839
170,075
102,737

1,375,599

180,000

659,269
(3,941)
94,358

749,686

2,305,285
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Piper Jaffray & Co.
Notes to Consolidated Statement of Financial Condition
December 31, 2005

Note 1 Background

Piper Jaffray & Co. (the “Company™) is a wholly owned subsidiary of Piper Jaffray
Companies (“Parent Company™). The Parent Company is a public holding company incorporated in
Delaware and traded on the New York Stock Exchange (“NYSE”). The Company is a self-clearing
securities broker dealer and investment banking firm. As such, the Company trades and effects
transactions in listed and unlisted equity and fixed income securities, underwrites and conducts
secondary trading in corporate and municipal securities, sells mutual fund shares, acts as a broker of
option contracts and provides various other financial services.

Note 2 Summary of Significant Accounﬁng Policies
Principles of Consolidation

The consolidated statement of financial condition includes the accounts of Piper Jaffray &
Co. and all other entities in which the Company has a controlling financial interest. All material
intercompany accounts and transactions have been eliminated. The Company determines whether it
has a controlling financial interest in an entity by first evaluating whether the entity is a voting interest
entity, a variable interest entity (“VIE™), a special-purpose entity (“SPE”), or a qualifying special-
purpose entity (“QSPE”) under U.S. generally accepted accounting principles.

Voting interest entities are entities in which the total equity investment at risk is sufficient to
enable each entity to finance itself independently and provides the equity holders with the obligation
to absorb losses, the right to receive residual returns and the right to make decisions about the entity’s
activities. Voting interest entities are consolidated in accordance with Accounting Research Bulletin
No. 51 (*ARB 517), “Consolidated Financial Statements,” as amended. ARB 51 states that the usual
condition for a controlling financial interest in an entity is ownership of a majority voting interest.
Accordingly, the Company consolidates voting interest entities in which it has all, or a majority of, the
voting interest.

As defined in Financial Accounting Standards Board Interpretation No. 46(R) (“FIN 46(R)™),
“Consolidation of Variable Interest Entities,” VIEs are entities that lack one or more of the
characteristics of a voting interest entity described above. FIN 46(R) states that a controlling financial
interest in an entity is present when an enterprise has a variable interest, or combination of variable
interests, that will absorb a majority of the entity’s expected losses, receive a majority of the entity’s
expected residual returns, or both. The enterprise with a controlling financial interest, known as the
primary beneficiary, consolidates the VIE. Accordingly, the Company consolidates VIEs in which
the Company is deemed to be the primary beneficiary.

SPEs are trusts, partnerships or corporations established for a particular limited purpose. The
Company follows the accounting guidance in Statement of Financial Accounting Standards No. 140
(“SFAS 1407), “Accounting for Transfers and Servicing of Financial Assets and Extinguishment of
Liabilities,” to determine whether or not such SPEs are required to be consolidated. The Company
establishes SPEs to securitize fixed rate municipal bonds. The majority of these securitizations meet
the SFAS 140 definition of a QSPE. A QSPE can generally be described as an entity with
significantly limited powers that are intended to limit it to passively holding financial assets and
distributing cash flows based upon predetermined criteria. Based upon the guidance in SFAS 140, the
Company does not consolidate such QSPEs. The Company accounts for its involvement with such
QSPE:s under a financial components approach in which the Company recognizes only its retained
residual interest in the QSPE. The Company accounts for such retained interests at fair value.
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Piper Jaffray & Co.
Notes to Consolidated Statement of Financial Condition
December 31, 2005

Certain SPEs do not meet the QSPE criteria due to their permitted activities not being
sufficiently limited or to control remaining with one of the owners. These SPEs are typically
considered VIEs and are reviewed under FIN 46(R) to determine the primary beneficiary.

When the Company does not have a controlling financial interest in an entity but exerts
significant influence over the entity’s operating and financial policies (generally defined as owning a
voting or economic interest of between 20 percent to 50 percent), the Company accounts for its
investment in accordance with the equity method of accounting prescribed by Accounting Principles
Board Opinion No. 18 (“APB 18”), “The Equity Method of Accounting for Investments in Common
Stock.” If the Company does not have a controlling financial interest in, or exert significant influence
over, an entity, the Company accounts for its investment at fair value.

Use of Estimates

The preparation of the consolidated statement of financial condition and related disclosures in
conformity with U.S. generally accepted accounting principles requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities at the date of the
consolidated statement of financial condition. Actual results could differ from those estimates.

Cash and Cash Equivalents

Cash and cash equivalents consist of cash and highly liquid investments with maturities of 90
days or less at the date of purchase.

In accordance with Rule 15¢3-3 of the Securities Exchange Act of 1934, the Company, as a
registered broker dealer carrying customer accounts, is subject to requirements related to maintaining
cash or qualified securities in a segregated reserve account for the exclusive benefit of its customers.

Collateralized Securities Transactions

Securities purchased under agreements to resell and securities sold under agreements to
repurchase are carried at the contractual amounts at which the securities will be subsequently resold or
repurchased, including accrued interest. It is the Company’s policy to take possession or control of -
securities purchased under agreements to resell at the time these agreements are entered into. The
counterparties to these agreements typically are primary dealers of U.S. government securities and
major financial institutions. Collateral is valued daily, and additional collateral is obtained from or
refunded to counterparties when appropriate.

Securities borrowed and loaned result from transactions with other broker dealers or financial
institutions and are recorded at the amount of cash collateral advanced or received. These amounts are
included in receivables from and payable to brokers, dealers and clearing organizations on the
consolidated statement of financial condition. Securities borrowed transactions require the Company
to deposit cash or other collateral with the lender. Securities loaned transactions require the borrower
to deposit cash with the Company. The Company monitors the market value of securities borrowed
and loaned on a daily basis, with additional collateral obtained or refunded as necessary. Interest is
accrued on securities borrowed and loaned transactions and is included in other assets and other
liabilities and accrued expenses on the consolidated statement of financial condition.

Customer Transactions

Customer securities transactions are recorded on a settlement date basis. Customer
receivables and payables include amounts related to both cash and margin transactions. Securities
owned by customers, including those that collateralize margin or other similar transactions, are not
reflected on the consolidated statement of financial condition.



Piper Jaffray & Co.
Notes to Consolidated Statement of Financial Condition
December 31, 2005

Allowance for Doubtful Accounts

Management estimates an allowance for doubtful accounts to reserve for probable losses from
unsecured and partially secured customer accounts. Management is continually evaluating its
receivables from customers for collectibility and possible write-off by examining the facts and
circumstances surrounding each customer where a loss is deemed possible.

Fixed Assets

Fixed assets include funiture and equipment, software and leasehold improvements.
Depreciation of fumniture and equipment and software is provided using the straight-line method over
estimated useful lives of three to ten years. Leasehold improvements are amortized over their
estimated useful life or the life of the lease, whichever is shorter. Additionally, certain costs incurred
in connection with internal-use software projects are capitalized and amortized over the expected
useful life of the asset, generally three to seven years.

Leases

The Company leases its corporate headquarters and retail branches under various non-
cancelable leases. The leases require payment of real estate taxes, insurance and common area
maintenance, in addition to rent. The terms of the Company’s lease agreements generally range up to
10 years. Some of the leases contain renewal options, escalation clauses, rent free holidays and
operating cost adjustments.

For leases that contain escalations and rent-free holidays, the Company recognizes the related
rent expense on a straight-line basis from the date the Company takes possession of the property to the
end of the initial lease term. The Company records any difference between the straight-line rent
amounts and amounts payable under the leases as part of other liabilities and accrued expenses.

Cash or lease incentives received upon entering into certain leases are recognized on a
straight-line basis as a reduction of rent expense from the date the Company takes possession of the
property or receives the cash to the end of the initial lease term. The Company records the
unamortized portion of lease incentives as part of other liabilities and accrued expenses.

Goodwill and Intangible Assets

Statement of Financial Accounting Standards No. 142 (“SFAS 142”), “Goodwill and Other
Intangible Assets,” addresses the accounting for goodwill and intangible assets subsequent to their
acquisition. Goodwill represents the excess of purchase price over the fair value of net assets acquired
using the purchase method of accounting. The recoverability of goodwill is evaluated annually, at a
minimum, or on an interim basis if events or circumstances indicate a possible inability to realize the
carrying amount. The evaluation includes assessing the estimated fair value of the goodwill based on
market prices for similar assets, where available, and the present value of the estimated future cash
flows associated with the goodwill.

Intangible assets with determinable lives consist of unpatented technologies that are
amortized on a straight-line basis over three years.

Other Receivables

Included in other receivables are loans made to financial advisors and other revenue-
producing employees, typically in connection with their recruitment. These loans are forgiven based
on continued employment and are amortized to compensation and benefits using the straight-line
method over the respective terms of the loans, which generally range from three to five years.
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Notes to Consolidated Statement of Financial Condition
December 31, 2005

In conjunction with these loans, management estimates an allowance for loan losses. This
allowance is established for situations where loan recipients leave the Company prior to full
forgiveness of their loan balance and the Company is subsequently not able to recover the remaining
balances. The Company determines adequacy of the allowance based upon an evaluation of the loan
portfolio, including the collectibility of unforgiven balances of departed employees, recent experience
related to attrition of certain revenue-producing employees and other pertinent factors.

Other Assets

Other assets include exchange memberships valued at cost; including two seats on the New
York Stock Exchange, Inc. (“NYSE™), investments in partnerships valued at fair value, investments to
fund deferred compensation liabilities valued at fair value, prepaid expenses, and net deferred tax
assets. Refer to Note 6 for additional information regarding investments in partnerships. Refer to
Note 19 for additional information regarding income taxes.

As noted above, included in other assets are investments that the Company has made to fund
certain deferred compensation liabilities for employees. The Company has fully funded these deferred
compensation liabilities by investing in venture capital stage companies or by investing in
partnerships that invest in venture capital stage companies. Future payments, if any, to participants in
these deferred compensation plans are directly linked to the performance of these investments. No
further deferrals of compensation are expected under these deferred compensation plans. Also
included in other assets are the Company’s other venture capital investments. Investments are carried
at estimated fair value based on valuations set forth in statements obtained from the underlying fund
manager or based on published market quotes. In the event a security is thinly traded or the market
price of an investment is not readily available, management estimates fair value using other valuation
methods depending on the type of security and related market.

Fair Value of Financial Instruments

Substantially all of the Company’s financial instruments are recorded on the Company’s
consolidated statement of financial condition at fair value or the contract amount. The fair value of a
financial instrument is the amount at which the instrument could be exchanged in a current transaction
between willing parties, other than in a forced or liquidation sale.

Trading securities owned and trading securities sold, but not yet purchased are recorded on a
trade date basis and are stated at market or fair value. The Company’s valuation policy is to use
quoted market or dealer prices from independent sources where they are available and reliable. A
substantial percentage of the fair values recorded for the Company’s trading securities owned and
trading securities sold, but not yet purchased are based on observable market prices. The fair values of
trading securities for which a quoted market or dealer price is not available are based on
management’s estimate, using the best information available, of amounts that could be realized under
current market conditions. Among the factors considered by management in determining the fair
value of these securities are the cost, terms and liquidity of the investment, the financial condition and
operating results 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 over-the-counter derivative contracts are valued using valuation models. The
mode) primarily used by the Company is the present value of cash flow model, as most of the
Company’s derivative products are interest rate swaps. This model requires inputs including
contractual terms, market prices, yield curves, credit curves and measures of volatility.

Financial instruments carried at contract amounts that approximate fair value either have
short-term maturities (one year or less), are repriced frequently, or bear market interest rates and,
accordingly, are carried at amounts approximating fair value. Financial instruments carried at contract



(mE umy  sEn

(111

Piper Jaffray & Co.
Notes to Consolidated Statement of Financial Condition
December 31, 2005

amounts on the consolidated statement of financial condition include receivables from and payables to
brokers, dealers and clearing organizations, securities purchased under agreements to resell, securities
sold under agreements to repurchase, receivables from and payables to customers, short-term
financing and subordinated debt.

The carrying amount of subordinated debt closely approximates fair value based upon market
rates of interest available to the Company at December 31, 2005.

Income Taxes

Deferred tax assets and liabilities are recognized for the expected future tax consequences
attributable to temporary differences between amounts reported for income tax purposes and financial
statement purposes, using current tax rates. A valuation allowance is recognized if it is anticipated
that some or all of a deferred tax asset will not be realized.

Stock-Based Compensation

Effective January 1, 2004, the Company adopted the fair value method of accounting for
grants of stock-based compensation, as prescribed by Statement of Financial Accounting Standards
No. 123 (“SFAS 123”), “Accounting and Disclosure of Stock-Based Compensation,” as amended by
Statement of Financial Accounting Standards No. 148 (“SFAS 148”), “Accounting for Stock-Based
Compensation— Transition and Disclosure.”

Note 3 Recent Accounting Pronouncements

In December 2004, the Financial Accounting Standards Board issued Statement of Financial
Accounting Standards No. 123R (“SFAS 123(R)”), “Share-Based Payment.” SFAS 123(R), which is
effective for public companies for annual periods beginning after June 15, 2005, supersedes APB 25
and amends Statement of Financial Accounting Standards No. 95, “Statement of Cash Flows.” SFAS
123(R) clarifies and expands the guidance in SFAS 123 in several areas. The approach under SFAS
123(R) requires all share-based payments to employees, including grants of employee stock options
and restricted stock, to be recognized in the income statement based on their fair values. Pro forma
disclosure is no longer an alternative. SFAS 123(R) also generally requires the immediate expensing
of share-based payments granted to retirement-eligible employees. However, awards granted subject
to a substantive non-compete agreement are generally expensed over the non-compete period. SFAS
123(R) also requires expected forfeitures to be included in determining the expense related to share-
based payments. The Company has evaluated the impact of the adoption of SFAS 123(R) and does
not believe the impact will be significant to the Company’s overall results of operations or financial
position as the Company elected to account for stock-based compensation under the fair value method
as prescribed by SFAS 123, effective January 1, 2004. The Company adopted the provisions of SFAS
123(R) on January 1, 2006, using the modified prospective application.

Note 4 Derivatives

Derivative contracts are financial instruments such as forwards, futures, swaps or option
contracts that derive their value from underlying assets, reference rates, indices or a combination of
these factors. A derivative contract generally represents future commitments to purchase or sell
financial instruments at specified terms on a specified date or to exchange currency or interest
payment streams based on the contract or notional amount. Derivative contracts exclude certain cash
instruments, such as mortgage-backed securities, interest-only and principal-only obligations and
indexed debt instruments that derive their values or contractually required cash flows from the price
of some other security or index.



Piper Jaffray & Co.
Notes to Consolidated Statement of Financial Condition
December 31, 2005

The Company uses interest rate swaps, interest rate locks, and forward contracts as a means to
manage risk in certain inventory positions. The Company also enters into interest rate swap
agreements to manage interest rate exposure associated with holding residual interest securities from
its tender option bond program. As of December 31, 2005, the Company was counterparty to
notional/contract amounts of $530.1 million of derivative instruments.

The market or fair values related to derivative contract transactions are reported in trading
securities owned and trading securities sold, but not yet purchased on the consolidated statement of
financial condition. Derivatives are reported on a net-by-counterparty basis when a legal right of
offset exists under a legally enforceable master netting agreement in accordance with FASB
Interpretation No. 39 (“FIN 39”), “Offsetting of Amounts Related to Certain Contracts.”

Fair values for derivative contracts represent amounts estimated to be received from or paid to
a counterparty in settlement of these instruments. These derivatives are valued using quoted market
prices when available or pricing models based on the net present value of estimated future cash flows.
The valuation models used require inputs including contractual terms, market prices, yield curves,
credit curves and measures of volatility. The net fair value of derivative contracts was approximately
$3.7 million as of December 31, 2005.

Note 5 Securitizations

In connection with its tender option bond program, the Company securitizes highly rated
municipal bonds. At December 31, 2005, the Company had $263.5 million of municipal bonds in
securitization. Each municipal bond is sold into a separate trust that is funded by the sale of variable
rate certificates to institutional customers seeking variable rate tax-free investment products. These
variable rate certificates reprice weekly. Securitization transactions meeting certain SFAS 140 criteria
are treated as sales. If a securitization does not meet the sale-of-asset requirements of SFAS 140, the
transaction is recorded as a borrowing. The Company retains a residual interest in each structure and
accounts for the residual interest as a trading security, which is recorded at fair value on the
consolidated statement of financial condition. The fair value of retained interests was $7.3 million at
December 31, 2005, with a weighted average life of 9.4 years. The fair value of retained interests is
estimated based on the present value of future cash flows using management’s best estimates of the
key assumptions—expected yield, credit losses of 0 percent and a 12 percent discount rate. The
Company receives a fee to remarket the variable rate certificates derived from the securitizations.

At December 31, 2005, the sensitivity of the current fair value of retained interests to
immediate 10 percent and 20 percent adverse changes in the key economic assumptions was not
material. The sensitivity analysis does not include the offsetting benefit of financial instruments the
Company utilizes to hedge risks inherent in its retained interests and is hypothetical. Changes in fair
value based on a 10 percent or 20 percent variation in an assumption generally cannot be extrapolated
because the relationship of the change in the assumption to the change in the fair value may not be
linear. Also, the effect of a variation in a particular assumption on the fair value of the retained
interests is calculated independent of changes in any other assumption; in practice, changes in one
factor may result in changes in another, which might magnify or counteract the sensitivities. In
addition, the sensitivity analysis does not consider any corrective action that the Company might take
to mitigate the impact of any adverse changes in key assumptions.



Piper Jaffray & Co.
Notes to Consolidated Statement of Financial Condition
December 31, 2005

During 2005, certain cash flow activity for the municipal bond securitizations described
above includes:

(Dollars in thousands)

Proceeds from new sales $ 22,655
Remarketing fees received 132
Cash flows received on retained interests 6,333

During 2004, one securitization transaction was designed such that it did not meet the asset
sale requirements of SFAS 140; therefore, the Company consolidated this trust. As a result, the
Company recorded an asset for the underlying bonds of $10.0 million in trading securities owned and
a liability for the certificates sold by the trust for $10.0 million in other liabilities and accrued
expenses on the consolidated statement of financial condition.

Note 6 Variable Interest Entities

In the normal course of business, the Company regularly creates or transacts with entities that
may be VIEs. These entities are either securitization vehicles or investment vehicles.

The Company acts as transferor, seller, investor, or structurer in securitizations. These
transactions typically involve entities that are qualifying special purpose entities as defined in SFAS
140. For further discussion on these types of transactions, see Note 5.

The Company has investments in and/or acts as the managing partner or member to
approximately 15 partnerships and limited liability companies (“LLCs”). These entities were
established for the purpose of investing in emerging growth companies. At December 31, 2005, the
Company’s aggregate net investment in these partnerships and LLCs totaled $3.0 million. The
Company’s remaining commitment to these partnerships and LLCs was $3.2 million at December 31,
200s5.

The Company has identified one LLC described above as a VIE. Furthermore, it was
determined that the Company is not the primary beneficiary of this VIE. However, the Company
owns a significant variable interest in the VIE. The VIE had assets approximating $5.5 million at
December 31, 2005. The Company’s exposure to loss from this entity is $1.1 million, which is the
value of its capital contribution at December 31, 2005.

The Company also consolidates those partnerships and LLCs in which it has the ability to
exercise control over major operating and financial policies. Any partnership or LLC that is not
consolidated is accounted for on the equity or cost method of accounting, depending upon the
ownership percentage and/or the ability to exercise significant influence over the business activities.
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Note 7 Receivables from and Payables to Brokers, Dealers and Clearing Organizations

Amounts receivable from brokers, dealers and clearing organizations at December 31, 2005
included:

(Dollars in thousands)

Receivable arising from unsettled securities transactions, net $ 108,454
Deposits paid for securities borrowed 92,495
Receivable from clearing organizations 46,767
Securities failed to deliver 34,946
Other 12,665

Total receivables $ 295,327

Amounts payable to brokers, dealers and clearing organizations at December 31, 2005
included:

(Dollars in thousands)

Deposits received for securities loaned $ 234,676
Payable to clearing organizations 4,553
Securities failed to receive 16,609
Other 196

Total payables $ 256,034

Securities failed to deliver and receive represent the contract value of securities that have not
been delivered or received by the Company on settlement date. Deposits paid for securities borrowed
and deposits received for securities loaned approximate the market value of the related securities.
Note 8 Receivables from and Payables to Customers

Amounts receivable from customers at December 31, 2003 included:

(Dollars in thousands)

Cash accounts $ 47,697
Margin accounts 424,137
Total receivables $ 471,834

Securities owned by customers are held as collateral for margin loan receivables. This
collateral is not reflected on the consolidated statement of financial condition. Margin loan
receivables eamn interest at floating interest rates based on prime rates.

Amounts payable to customers at December 31, 2005 included:

(Dollars in thousands)

Cash accounts $ 190,713
Margin accounts 25,111
Total payables $ 215,824

10
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Payables to customers primarily comprise certain cash balances in customer accounts
consisting of customer funds pending settlement of securities transactions and customer funds on
deposit. Except for amounts arising from customer short sales, all amounts payable to customers are
subject to withdrawal by customers upon their request.

Note 9 Collateralized Securities Transactions

The Company’s financing and customer securities activities involve the Company using
securities as collateral. In the event that the counterparty does not meet its contractual obligation to
return securities used as collateral, or customers do not deposit additional securities or cash for margin
when required, the Company may be exposed to the risk of reacquiring the securities or selling the
securities at unfavorable market prices in order to satisfy its obligations to its customers or
counterparties. The Company seeks to control this risk by monitoring the market value of securities
pledged or used as collateral on a daily basis and requiring adjustments in the event of excess market
exposure.

In the normal course of business, the Company obtains securities purchased under agreements
to resell, securities borrowed and margin agreements on terms that permit it to repledge or resell the
securities to others. The Company obtained securities with a fair value of approximately $904.3
million at December 31, 2005, of which $454.0 million has been either pledged or otherwise
transferred to others in connection with the Company’s financing activities or to satisfy its
commitments under trading securities sold, but not yet purchased.

At December 31, 2005, the Company’s securities sold under agreements to repurchase
(“Repurchase Liabilities”) exceeded 10 percent of total assets. The majority of Repurchase Liabilities
at December 31, 2005, consisted of U.S. Government agency obligations.

The following is a summary of Repurchase Liabilities as of December 31, 2005:

Carrying Amount  Repurchase

(Dollars in thousands) of Assets Sold Liabilities Interest Rates

Overnight maturity $ 234,255 $ 232,078 3.90% - 4.40%

1-30 days maturity 5,428 5,310 2.25% -3.65%

On demand maturity 8,528 8,398 3.75% - 3.90%
$ 248,211 $ 245,786
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Note 10 Goodwill and Intangible Assets

The following table presents the changes in the carrying value of goodwill and intangible
assets by reportable segment for the year ended December 31, 2005:

Private Corporate

Capital Client Support and Consolidated

Markets Services Other Company
(Dollars in thousands)
Goodwill
Balance at December 31, 2004 $ 231,567 $ 85600 § - 8 317,167
Goodwill acquired - - - -
Impairment losses - - - -
Balance at December 31, 2005 $ 231567 $ 85600 3 - 3 317,167
Intangible assets
Balance at December 31, 2004 $ 4667 § - 8 - 8 4,667
Intangible assets acquired - - - -
Amortization of intangible assets (1,600) - - (1,600)
Impairment losses - - - -
Balance at December 31, 2005 $ 307 $§ - 8 - $ 3,067
Total goodwill and intangible assets $ 234634 § 85600 § - $ 320,234
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Note 11 Trading Securities Owned and Trading Securities Sold, but Not Yet Purchased

At December 31, 2005, trading securities owned and trading securities sold, but not yet
purchased were as follows:

(Dollars in thousands)

Owned:
Corporate securities:
Equity securities $ 10,021
Convertible securities 9,221
Fixed income securities 76,733
Mortgage-backed securities 329,057
U.S. government securities 26,652
Municipal securities 243,089
§ 694,773
Sold, but not yet purchased:
Corporate securities:
Equity securities § 8128
Convertible securities 2,572
Fixed income securities 31,588
Mortgage-backed securities 157,132
U.S. government securities 127,833
Municipal securities 93
Other 4,493

$ 331,839

At December 31, 2005, trading securities owned in the amount of $236.6 million had been
pledged as collateral for the Company’s secured borrowings, repurchase agreements and securities
loaned activities.

Trading securities sold, but not yet purchased represent obligations of the Company to deliver
the specified security at the contracted price, thereby creating a liability to purchase the security in the
market at prevailing prices. The Company is obligated to acquire the securities sold short at
prevailing market prices, which may exceed the amount reflected on the consolidated statement of
financial condition. The Company hedges changes in market value of its trading securities owned
utilizing trading securities sold, but not yet purchased, interest rate swaps, futures and exchange-
traded options. It is the Company’s practice to hedge a significant portion of its trading securities
owned.
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Note 12 Fixed Assets
The following is a summary of fixed assets as of December 31, 2005:

(Dollars in thousands)

Furniture and equipment $ 69,149
Leasehold improvements 34,020
Software 47,677
Projects in process ' 1,305
Total 152,151
Less accumulated depreciation and amortization 98,010
$ 54,141

Note 13 Financing

The Company had uncommitted credit agreements with banks totaling $675 million at
December 31, 2005, composed of $555 million in discretionary secured lines under which no amount
was outstanding at December 31, 2005, and $120 million in discretionary unsecured lines under
which no amount was outstanding at December 31, 2005. In addition, the Company has established
arrangements to obtain financing using as collateral the Company’s securities held by its clearing
bank and by another broker dealer at the end of each business day. Repurchase agreements and
securities loaned to other broker dealers are also used as sources of funding,

The Company has executed a $180 million subordinated debt agreement with a major
financial institution, which satisfies provisions of Appendix D of Securities and Exchange
Commission (“SEC”) Rule 15¢3-1 and has been approved by the NYSE and is therefore allowable in
the net capital computation. The entire amount of the subordinated debt will-mature in 2008.

The Company’s subordinated debt and short-term bank financing bear interest at rates based
on the London Interbank Offered Rate or federal funds rate. At December 31, 2005, the weighted
average interest rate on borrowings was 5.55 percent. At December 31, 2005, no formal compensating
balance agreements existed, and the Company was in compliance with all debt covenants related to
these facilities.

Note 14 Contingencies, Commitments and Guarantees

In the normal course of business, the Company maintains contingency reserves and enters
into various commitments and guarantees, the most significant of which are as follows:

Legal Contingencies

The Company has been the subject of customer complaints and also has been named as a
defendant in various legal proceedings arising primarily from securities brokerage and investment
banking activities, including certain class actions that primarily allege violations of securities laws
and seek unspecified damages, which could be substantial. Also, the Company is involved from time
to time in investigations and proceedings by governmental agencies and self-regulatory organizations.

The Company has established reserves for potential losses that are probable and reasonably

estimable that may result from pending and potential complaints, legal actions, investigations and
proceedings. In addition to the Company’s established reserves, U.S. Bancorp (“USB”) has agreed to
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indemnify the Company in an amount up to $17.5 million for certain legal and regulatory matters.
Approximately $13.4 million of this amount remained available as of December 31, 2005.

Given uncertainties regarding the timing, scope, volume and outcome of pending and
potential litigation, arbitration and regulatory proceedings and other factors, the amounts of reserves
are difficult to determine and of necessity subject to future revision. Subject to the foregoing,
management of the Company believes, based on its current knowledge, after consultation with outside
legal counsel and after taking into account its established reserves and the USB indemnity agreement,
that pending legal actions, investigations and proceedings will be resolved with no material adverse
effect on the financial condition of the Company.

Contractual Commitments
The Company leases office space throughout the United States. The Company’s only material

lease is for its corporate headquarters located in Minneapolis, Minnesota. Aggregate minimum lease
commitments under operating leases as of December 31, 2005 are as follows:

(Dollars in thowsands)
2006 $ 26545
2007 24927
2008 25,066
2009 24,163
2010 2,172
Thereafter 67,909

s 10782

Venture Capital Commitments

As of December 31, 2005, the Company had commitments to invest approximately $3.2
million in limited partnerships that make private equity investments. The commitments will be
funded, if called, through the end of the respective investment periods ranging from 2006 to 2011,

Other Commitments

The Company is a member of numerous exchanges and clearinghouses. Under the
membership agreements with these entities, members generally are required to guarantee the
performance of other members, and if a member becomes unable to satisfy its obligations to the
clearinghouse, other members would be required to meet shortfalls. To mitigate these performance
risks, the exchanges and clearinghouses often require members to post collateral. The Company’s
maximum potential liability under these arrangements cannot be quantified. However, the likelihood
that the Company would be required to make payments under these arrangements is remote.
Accordingly, no liability is recorded in the consolidated statement of financial condition for these
arrangements.

Securities Lending Guarantee

As a funding source for the Company, the Company participates in securities lending
activities by using customer excess margin securities. The Company indemnifies customers for the
difference between the market value of the securities loaned and the market value of the collateral
received. These transactions are collateralized with cash. At December 31, 2005, future payments

- guaranteed by the Company under these arrangements were approximately $221.9 million and
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represent the market value of the customer securities loaned to third parties. At December 31, 2005,
the Company received cash of $232.3 million as collateral for these arrangements. The value of this
collateral is included on the consolidated statement of financial condition within payables to brokers,
dealers and clearing organizations. At December 31, 2005, the Company had collateral in excess of
the market value of the securities loaned and, therefore, no liability is recorded related to potential
future payments made under these guarantees.

Reimbursement Guarantee

The Company has contracted with a major third-party financial institution to act as the
liquidity provider for the Company’s tender option bond securitized trusts. The Company has agreed
to reimburse this party for any losses associated with providing liquidity to the trusts. The maximum
exposure to loss at December 31, 2005 was $263.5 million, representing the outstanding amount of all
trust certificates at those dates. This exposure to loss is mitigated by the underlying bonds in the
trusts, which are either AAA or AA rated. These bonds had a market value of approximately $246.8
million at December 31, 2005. The Company believes the likelihood it will be required to fund the
reimbursement agreement obligation under any provision of the arrangement is remote, and
accordingly, no liability for such guarantee has been recorded in the accompanying consolidated
statement of financial condition.

Concentration of Credit Risk

The Company provides investment, capital-raising and related services to a diverse group of
domestic and foreign customers, including governments, corporations, and institutional and individual
investors. The Company’s exposure to credit risk associated with the non-performance of customers
in fulfilling their contractual obligations pursuant to securities transactions can be directly impacted
by volatile securities markets, credit markets and regulatory changes. This exposure is measured on an
individual customer basis and on a group basis for customers that share similar attributes. To alleviate
the potential for risk concentrations, credit limits are established and continually monitored in light of
changing customer and market conditions. As of December 31, 2005, the Company did not have
significant concentrations of credit risk with any one customer or counterparty, or any group of
customers or counterparties.

Note 15 Employee Benefit Plans

The Company has various employee benefit plans, and substantially all employees are
covered by at least one plan. The plans include a tax-qualified retirement plan with 401(k) and profit-
sharing components, a non-qualified retirement plan, a post-retirement benefit plan, and health and
welfare plans.

Retirement Plan

Effective January 1, 2004, the Parent Company established the Piper Jaffray Companies
Retirement Plan (“Retirement Plan™), which Company employees participate in. The Retirement Plan
has two components: a defined contribution retirement savings plan and a tax-qualified, non-
contributory profit-sharing plan. The defined contribution retirement savings plan allows qualified
employees, at their option, to make contributions through salary deductions under Section 401(k) of
the Internal Revenue Code. Employee contributions are 100 percent matched by the Company to a
maximum of 4 percent of recognized compensation up to the social security taxable wage base.
Although the Company’s matching contribution vests immediately, a participant must be employed on
December 31 to receive that year’s matching contribution. The matching contribution can be made in
cash or Piper Jaffray Companies common stock.
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The tax-qualified, non-contributory profit-sharing component of the Retirement Plan covers
substantially all employees. Company profit-sharing contributions are discretionary, subject to some
limitations to ensure they qualify as deductions for income tax purposes. Employees are fully vested
after five years of service.

Pension and Post-Retirement Medical Plans

Certain employees participate in the Piper Jaffray Companies Non-Qualified Retirement Plan,
an unfunded, non-qualified cash balance pension plan. The Company froze this plan in 2004
eliminating future benefits related to pay increases and excluding new participants from the plan.

In 2005, the Company paid out amounts under the plan that exceeded its service cost and
interest cost. These payouts triggered settlement accounting under Statement of Financial Accounting
Standard No. 88 (“SFAS 88”), “Employers’ Accounting for Settlements and Curtailments of Defined
Benefit Pension Plans and for Termination Benefits.”

All employees of the Company who meet defined age and service requirements are eligible to
receive post-retirement health care benefits provided under a post-retirement benefit plan. The
estimated cost of these retiree health care benefits is accrued during the employees’ active service.
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The Company uses a September 30 measurement date for the pension and post-retirement
benefit plans. Financial information on changes in benefit obligation and plan assets funded and
balance sheet status as of December 31, 20035, is as follows:

|

Post-retirement
(Dollars in thousands) Pension Benefits Medical Benefits
Change in benefit obligation:
Benefit obligation at beginning of year 29389 § 1,687
Service cost - 306
Interest cost 1,643 9
Plan participants' contributions - -
Actuarial loss (gain) 1,577 (80)
Curtailments - -
Settlements (5,033) -
Benefits paid 26) -
Benefit obligation at measurement date 27,550 § 2,012
Change in plan assets:
Fair value of plan assets at beginning of year -3 -
Actual return on plan assets - -
Employer contribution 5,059 -
Plan participants' contributions - -
Settlements (5,033) -
Benefits paid 26) -
Fair value of plan assets at measurement date - $ -
Funded status (27,550) $ (2,012)
Adjustment for fourth quarter contributions 1,217 -
Unrecognized net actuarial loss 6,395 235
Unrecognized prior service cost - (360)
Net amount recognized (19,938) $ (2,137)
Amounts recognized in the Consolidated Statements of
Financial Condition:
Accrued benefit liability (26,333) § (2,137)
Accurmulated other comprehensive loss 6,395 -
Net amount recognized (19,938) $ 2137
Accurnulated benefit obligation 27,550

The minimum pension liability adjustment included in “other comprehensive loss” at
December 31, 2005, was $3.9 million, which is net of a $2.5 million deferred tax benefit.
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The assumptions used in the measurement of our benefit obligations as of December 31,

20035, are as follows:

Discount rate used to determine year-end obligation
Discount rate used to determine fiscal year expense
Expected long-term rate of return on participant balances

Rate of compensation increase

Health care cost trend rate assumed for next year (pre-medicare/post-medicare)
Rate to which the cost trend rate is assumed to

declire (the uiltimte trend rate) (pre-medicare/post-medicare)
Year that the rate reaches the ulfimte trend rate (pre-medicare/post-medicare)

The health care cost trend rate assumption does not have a significant impact on the

Pension Benefits Post-retirement Benefits
5.85% 5.85%
6.00% 6.00%
6.50% NA
NA NA
P411%
S5045.0%
20122013

Company’s post-retirement medical benefit obligations because the Company’s obligations are
largely fixed dollar amounts in future years.

Health and Welfare Plans

Company employees who meet certain work schedule and service requirements are eligible to
participate in the Company’s health and welfare plans. The Company subsidizes the cost of coverage
for employees. The medical plan contains cost-sharing features such as deductibles and coinsurance.

Note 16 Stock-Based Compensation and Cash Award Program

The Company maintains one stock-based compensation plan, the Piper Jaffray Companies
Amended and Restated 2003 Annual and Long-Term Incentive Plan. The plan permits the grant of
equity awards, including stock options and restricted stock, to the Company’s employees. In 2005, the
Company granted shares of restricted stock and options to purchase Piper Jaffray Companies common
stock to employees. The Company believes that such awards better align the interests of employees
with those of shareholders and serve as an employee retention tool. The awards granted to employees
have three-year cliff vesting periods. The maximum term of the stock option awards granted is ten
years. The plan provides for accelerated vesting of option and restricted stock awards if there is a
change in control of the Parent Company (as defined in the plan) and in the event of a participant’s
death. The following table summarizes the Parent Company’s stock options and restricted stock
outstanding for the year ended December 31, 2005:

December 31, 2004

Grarted:
Stock options
Restricted stock
Exercised options
Vested restricted stock
Canceled options
Canceled restricted stock

December 31, 2003

Weighted Shares of

Options Average Restricted Stock
OQutstanding ~_Exercise Price Outstanding
296,030 $47.50 531,885
426,352 $38.78 -

- - 993,919

- - 482

79,350 4291 -

- - 107,878

643,032 #4229 1,417,444
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Additional information regarding Piper Jaffray Companies stock options outstanding as of
December 31, 2003, is as follows:

Options Outstanding Exercisable Options
Weighted

Average Weighted Weighted
Remaining  Average Average
Range of ' Contractual  Exercise Exercise

Exercise Prices Shares Life (Years) Price Shares Price
$28.01 28,565 9.3 $28.01 28,565 $28.01
$33.40 4,001 9.6 $33.40 4,001 $33.40
$39.62 348,378 9.1 $39.62 99 $39.62
$47.30 - $51.05 262,088 8.1 $47.53 21,376 $50.12

Effective January 1, 2004, the Company elected to account for stock-based compensation
under the fair value method as prescribed by SFAS 123 and as amended by SFAS 148. Therefore,
employee stock options granted on and after January 1, 2004, are expensed by the Company on a
straight-line basis over the option vesting period, based on the estimated fair value of the award on the
date of grant using a Black-Scholes option-pricing model. Restricted stock expense is based on the
market price of Piper Jaffray Companies stock on the date of the grant and is amortized on a straight-
line basis over the vesting period.

The following table provides a summary of the valuation assumptions used by the Company
to determine the estimated value of awards of stock options to purchase Piper Jaffray Companies
common stock:

Weighted average assumptions in option valuation

Risk-free interest rates 3.77T %
Dividend yield 0.00 %
Stock volatility factor 38.03 %
Expected life of options (in years) 5.83
Weighted average fair value of options granted $ 16.58

Note 17 Net Capital Requirements and Other Regulatory Matters

As a registered broker dealer and member firm of the NYSE, the Company is subject to the
uniform net capital rule of the SEC and the net capital rule of the NYSE. The Company has elected to
use the alternative method permitted by the SEC rule, which requires that it maintain minimum net
capital of the greater of $1.0 million or 2 percent of aggregate debit balances arising from customer
transactions, as such term is defined in the SEC rule. Under the NYSE rule, the NYSE may prohibit a
member firm from expanding its business or paying dividends if resulting net capital would be less
than 5 percent of aggregate debit balances. Advances to affiliates, repayment of subordinated debt,
dividend payments and other equity withdrawals by the Company are subject to certain notification
and other provisions of the SEC and NYSE rules. In addition, the Company is subject to certain
notification requirements related to withdrawals of excess net capital.

At December 31, 20035, net capital calculated under the SEC rule was $314.0 million, or 57.0

percent of aggregate debit balances; this amount exceeded the minimum net capital required under the
SEC rule by $303.0 million.
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The Company also is registered with the Commodity Futures Trading Commission (“CFTC”)
and therefore is subject to CFTC regulations.
Note 18 Income Taxes

Deferred tax assets and liabilities are recognized for the expected future tax consequences
attributable to temporary differences between amounts reported for income tax purposes and financial

statement purposes, using current tax rates.

The net deferred tax asset included in other assets on the consolidated statement of financial
condition consisted of the following items at December 31:

(Dollars in thousands)

Deferred tax assets:

Liabilities/accruals not currently deductible $ 19,205
Pension and retirement costs 10,962
Deferred compensation 15,108
Other 4,406
49,681

Deferred tax liabilities:
Partnership investments 430
Fixed assets 2,352
Other 270
3,052
Net deferred tax asset $ 46,629

The Company has reviewed the components of the deferred tax assets and has determined that
no valuation allowance is deemed necessary based on management’s expectation of future taxable
income.

Note 19 Related Party Transactions

The Company has significant transactions with the Parent Company and its subsidiaries. The
Company arranges for the purchase or sale of securities, manages investments, markets derivative
instruments and structures complex transactions for affiliates. Pursuant to shared services agreements,
the Company records a portion of the revenues earned by affiliates in return for services provided to
affiliates. Certain operating expenses, along with advances for certain investments, incurred by
affiliates are initially paid by the Company and subsequently reimbursed by the affiliates. At
December 31, 2005, receivable from an affiliate of $34.9 million was included in other assets on the
consolidated statement of financial condition and represents the amounts receivable for related party
transactions.
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