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INDEPENDENT AUDITORS’ REPORT

To the Members and Management
ACE Duraflo Systems, LLC

We have audited the accompanying balance sheets of ACE Duraflo Systems, LLC (the

“Company™) as of December 31, 2005 and 2004, and the related statements of operations and

members’ equity, and cash flows for the years then ended. These financial staterments are the

responsibility of the Company’s management. Our responsibility is to express an opinion on
| these financial statements based on our audits.

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

In our opinion, the financial statements referred to above. present fairly, in all material respects,
the financial position of ACE Duraflo Systems, LLC as.of December 31, 2005 and 2004, and the
results of its operations and cash flows for the years- then ended, in conformity with accounting
principles generally accepted in the United States of America.

HASKELL & WHITE LLP
March 2, 2006
Irvive, California
. 16285 LAGUNA CANYON ROAD
e a THRD FLOOR, RVINE, CA 92618
(e mismber 949.450:5200 FAX:949.753,1224
it Ty ‘ : www.hwepa.com




ACE DURAFLO SYSTEMS, LLC

Balance Sheets

December 31, 2005 and 2004

2005 2004
ASSETS
Current assets:
Cash (Note 2) $ 261,375 388,792
Cash - restricted (Note 3) 90,771 98,477
Accounts receivable, net of allowance for doubtful
accounts of $35,000 and $15,000, in 2005 and
2004, respectively 141,966 84,474
Accounts receivable - related parties 32,852 12,873
Inventory 135,905 140,250
Net investments in sales-type equipment leases -
related party 33,150 85,623
Total current assets 696,019 810,489
Fixed assets:
Office furniture and equipment 68,281 68,281
Computer hardware and software 25,718 25,718
Equipment 68,700 -
Vehicles 115,740 98,240
Total 278,439 192,239
Less accumulated depreciation (192,141) (98,332)
Fixed assets - net 86,298 93,907
Other assets: _
Deposits and other assets 37,745 23,942
Net investment in sales-type equipment leases -
related party (less current portion) 4,410 112,531
Total other assets 42,155 136,473
Total assets $ 824,472 1,040,869

See accompanying notes to financial statements.

2



ACE DURAFLO SYSTEMS, LL.C
Balance Sheets (continued)

December 31, 2005 and 2004

LIABILITIES AND MEMBERS’ EQUITY

Current liabilities
Accounts payable - $
Accounts payable - related parties '
Accrued expenses
Current portion of long-term debt (Note 6)
Note payable - member (Note 5)

Total current liabilities

Long-term liabilities:
Long-term debt, less current portion (Note 6)
Note payable - member (Note 5)

Total long-term liabilities

Commitments and contingencies (Notes 3, 8, 9, 10 12 and 14)

Members’ equity

Total liabilities and members’ equity $

43422 § 15,286
22,544 7,709
212,614 187,078
83,129 208,995
- 415,050
361,709 834,118
91,576 149,694
195,000 -
286,576 149,694
176,187 57,057
824472 $ 1,040,869

See accompanying notes to financial statements.
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ACE DURAFLO SYSTEMS, LLC

Statements of Operations and Members’ Equity (Deficit)

For the Years Ended December 31, 2005 and 2004

Products sales
Licensing income
Royalty income
Other

Total revenues

Cost of products sold

Salaries and fringe benefits
Consulting

License fees

Advertising

Other general and administrative
Rent

Miscellaneous

Total expenses
Loss from operations
Other (expense) income:
Interest income
Interest expense
Other
Other (expense) - net

Net loss

Members’ equity, beginning of year

Capital contributed by members (Note 7)

Members’ equity, end of year

: 2005 2004
REVENUES
$ 1245898 § 1,038,818
174,300 74,700
764,159 789,360
41,307 38,013
2,225,664 1,940,891
EXPENSES
1,079,092 901,174
589,881 431,926
64,953 67,199
180,000 150,000
137,205 80,421
405,516 320,016
204,324 188,654
- 3,508
2,660,971 2,142,898
(435,307) (202,007)
8,398 29,804
(52,156) (74,140)
- 5,325
(43,758) (39,011)
(479,065) (241,018)
57,057 25,975
598,195 272,100
$ 176187 § 57,057

See accompanying notes to financial statements.

4




ACE DURAFLO SYSTEMS, LLC

Statements of Cash Flows

For the Years Ended December 31, 2005 and 2004

Cash flows from operating activities
Net loss
Adjustment to reconcile net loss to net cash provided by
operating activities:
Depreciation -
Non-cash interest expense
Gain on sale of fixed assets
Change in assets and liabilities:
Cash - restricted
Accounts receivable
Accounts receivable - related parties
Inventory
Deposits and other assets
Accounts payable
Accounts payable - related parties
Accrued expenses '

Net cash (used in) provided by operating activities

Cash flows from investing activities
Net proceeds from investment in sales-type equipment
leases - related party
Purchases of fixed assets
Proceeds from sale of fixed assets

Net cash provided by investing activities

Cash flows from financing activities
Principal payments on long-term debt
Cash contributions by members

Net cash provided by (used in) financing activities

2005 2004
(479,065) § (241,018)
47,206 34,323
12,000 12,500
- (5,117)
7,706 (43,678)
(57,492) 79,424
(19,979) 39,259
4,345 264,944
(13,802) 836
28,136 (102,098)
14,835 (11,246)
25,536 (15,104)
(430,574) 13,025
120,997 79,111
- (2,215)
- 28,655
120,997 105,551
(195,985) (322,418)
378,145 -
182,160 (322,418)




ACE DURAFLO SYSTEMS, LLC

Statements of Cash Flows (continued)

For the Years Ended December 31, 2005 and 2004

2005 2004
Net decrease in cash (127,417) (203,842)
Cash, beginning of year 388,792 592,634
Cash, end of year $ 261,375 388,792
Supplemental disclosure of cash flow information:
Cash paid during the period for interest $ 50,270 106,877
Cash paid during the period for income taxes $ 6,800 6,800
Supplemental disclosure of noncash financing and investing activities:
Net investments in sales-type equipment leases
exchanged for fixed assets, net of
accumulated depreciation of $46,603 hY 39,597 -
Notes payable - member converted to members’ equity $ 220,050 272,100




ACE DURAFLO SYSTEMS, LLC

Notes to Financial Statements
December 31, 2005

Summary of Significant Accounting Policies and Industry Information
Industry information

ACE Duraflo Systems, LLC (the “Company”), located in Placentia, California, offers
licenses under the name ACE Duraflo that allow licensees to use a proprietary process to
clean and recondition pipelines of various compositions (the “System™). The sale of
licenses is regulated by the Federal Trade Commission and various state and provincial
regulations in the United States and in Canada.

The Company’s revenues are derived from the sale of franchises, royalty fee income, and
supply and equipment sales to franchisees. The Company markets its franchises throughout
the United States. At December 31, 2005, the Company has six licensees that are operated
by affiliates of the Company, and 17 other licensees.

The Company was organized as a Limited Liability Company in the State of Nevada on
August 24, 1999, and will continue until June 30, 2029, unless dissolved prior to that date in
accordance with its Operating Agreement.

Basis of Presentation

The accompanying financial statements have been prepared on a going concern basis of
accounting. The Company has continued to incur net losses of $479,065 and $241,018 for
the years ended December 31, 2005 and 2004, respectively. The Company has $176,187
and $57,057 of members’ equity as of December 31, 2005 and 2004, respectively. The
Company’s ability to continue as a going concern is dependent on its ability to meet its
financing obligations and improve its profitability and cash flows from operations.

During 2005, the Company converted a portion of a note payable in the amount of $220,050
into members’ equity in order to improve its financial position (see Note 7). The Company
has a $195,000 note payable due to a member at December 31, 2005, which is due on

. December 31, 2007. However, since the note payable is to a member, the member and the
Company have orally agreed to flexibility in the repayment terms. Management also
expects the Company to improve results of operations during the year ending December 31,
2006, through increased sales of licenses revenue, corresponding product sales, increased
royalty income, and reduced overhead and administrative expenses.

Management believes that these actions and available resources will mitigate the conditions
discussed.




