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Report of Independent Auditors

Board of Directors
Curves International, Inc. and Curves for Women II, L.C.

We have audited the accompanying combined balance sheets of Curves International,
Inc. and Curves for Women II, L.C. (together the Company) as of December 31, 2005
and 2004, and the related combined statements of income, owners’ equity, and cash flows
for each of the three years in the period ended December 31, 2005. These financial
statements 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. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material
misstatement. We were not engaged to perform an audit of the Company’s internal
control over financial reporting. Our audits included consideration of internal control
over financial reporting as a basis for designing audit procedures that are appropriate in
the circumstances, but not for the purpose of expressing an opinion on the effectiveness
of the Company’s internal control over financial reporting. Accordingly, we express no
such opinion. An audit also includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the accounting principles
used and significant estimates made by management, and 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 combined financial position of Curves International, Inc. and Curves for
Women 1I, L.C. at December 31, 2005 and 2004, and the combined results of their
operations and their cash flows for each of the three years in the period ended
December 31, 2005, in conformity with accounting principles generally accepted in the

United States.
é/vmi 4 MLL?

March 24, 2006
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Curves International, Inc. and Curves for Women II, L.C.

Combined Balance Sheets

Assets December 31,
2005 2004
Current Assets
Cash and cash equivalents $  20349,663 § 27,505,694
Short-term investments 2,880,181 5,855,629
Accounts and notes receivable, net 3,378,012 1,277,889
Inventories 11,423,176 6,409,434
Deferred income taxes 204,521 197,050
Advertising fund assets, restricted 1,511,270 1,387,897
Prepaid expenses 3,765,581 4,522,054
Total current assets 43,512,404 47,155,647
Notes receivable, less current portion 579,891 191,846
Other assets, net 933,401 7,246
Property and equipment, less
accumulated depreciation 9,787,611 10,169,332
Total assets $ 54813307 $ 57,524,071

Liabilities and Owners’ Equity

Current Liabilities

Accounts payable $ 4,610,612 $ 4,060,409
Amounts due to owners, net 742,255 1,552,104
Accrued expenses and other 3,563,188 12,501,944
Federal, state, and foreign taxes 7,217,774 7,696,283
Advertising fund liabilities 1,511,270 1,387,897
Deferred revenue 13,747,905 16,038,264

Total current liabilities 31,393,004 43,236,901

Commitments and Contingencies

Owners’ Equity

Common stock 23,939 23,939
Member interests 20,632 20,632
Retained earnings 23,236,344 13,924,264
Accumulated other comprehensive income 139,388 318,335
Total owners' equity 23,420,303 14,287,170
Total liabilities and owners’ equity $ 54,813,307 § 57,524,071

See accompanying notes.
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Curves International, Inc. and Curves for Women II, L.C.

Combined Statements of Income

Revenues
Sales of franchises
Royalties
Product sales
Other
Total revenues

Cost of revenues
Sales of franchises and royalties
Product sales and other
Total costs of revenues
Gross profit
Operating expenses and costs
General and administrative expenses
Depreciation and amortization
Income from operations
Other income
Interest income
Other income (expense), net
Income before income taxes

Income tax expense

Net income

See accompanying notes.
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Years ended December 31
2005 2004 2003

33,601,781 §$ 48,771,504 $ 55,745,168

43,010,253 37,086,182 25,368,248
60,566,666 68,383,451 53,206,747
8,820,319 5,292,404 1,560,889

145,999,019 159,533,541 135,881,052

16,256,891 42,878,778 34,199,720
35,738,777 38,142,214 28,757,039
51,995,668 81,020,992 62,956,759
94,003,351 78,512,549 72,924,293
31,249,028 33,513,138 19,999,218
1,454,288 1,112,190 671,824
32,703,316 34,625,328 20,671,042
61,300,035 43,887,221 52,253,251
668,231 330,665 273,430
(1,392) (3,576) 107,094
666,839 327,089 380,524
61,966,874 44,214,310 52,633,775
1,466,027 3,463,626 1,920,329

60,500,847 $ 40,750,684 $ 50,713,446
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Curves International, Inc. and Curves for Women II, L.C.

Combined Statements of Cash Flows

Year ended December 31
2005 2004 2003

Operating Activities _
Net income $ 60,500,847 $ 40,750,684 $ 50,713,446
Adjustments to reconcile net income to net

cash provided by operating activities:

Depreciation and amortization 1,454,288 1,112,190 671,824
Losses from foreign currency transactions, net 51,610 106,613 65,016
Deferred income taxes (55,558) (58,735) 2,296
Provision for doubtful accounts 277,258 467,455 206,935
Changes in operating assets and liabilities:
Accounts and notes receivable, net (2,847,926) 251,746 562,644
Inventories (5,013,742) (2,639,953) (2,024,872)
Prepaid expenses and other assets 760,679 1,726,189 (3,288,412)
Accounts payable, accrued expenses, and other (8,303,721) 11,397,392 3,657,404
Amounts due to owners (1,281,752) 5,456 1,765,265
Federal, state, and foreign taxes (478,509) 3,672,592 1,930,510
Deferred revenue (2,229,633) (6,631,272) 12,768,393
Net cash provided by operating activities 42,833,841 50,160,357 (67,030,449)
Investing Activities
Purchase of property and equipment (1,131,519) (2,680,569) (5,334,881)
Sale of property and equipment 207,644 66,055 313,325
Purchase of short-term investments (319,989) (9,881.871) -
Sale of short-term investments 3,272,192 4,200,000 -
Purchase of other assets (1,050,000) — —
Net cash provided by (used in) investing activities 978,328 (8,296,385) (5,021,556)
Financing Activities
Distributions paid to owners (50,769,324) (50,859,600) (48,003,589)
Payments of capital lease obligations (60,224) (39,963) (19,869)
Net cash used in financing activities (50,829,548) (50,899,563) (48,023,458)
Exchange rate effects on cash balances
held in foreign currencies (138,652) 95,927 121,934
Net (decrease) increase in cash and cash equivalents (7,156,031) (8,939,664) 14,107,369
Cash and cash equivalents, beginning of year 27,505,694 36,445,358 22,337,989
Cash and cash equivalents, end of year $ 20,349,663 $ 27,505,694 $ 36,445,358

Supplemental Cash Flow Information
Taxes paid $ 507,498 $ 421,142 S 315919

Interest paid $ 6,073 $ 3,810 S 6,081
Noncash Investing and Financing Activity
Distribution of property and equipment to owners S - $ 735,000 $ -

See accompanying notes.
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Curves International, Inc. and Curves for Women II, L.C.

Notes to Combined Financial Statements

December 31, 2005

1. Organization, Basis of Accounting and Summary of Significant Accounting
Principles

Curves International, Inc. and Curves for Women II, L.C. (together with their subsidiaries
and affiliates, the Company or Curves) is a franchisor of fitness clubs designed
specifically for women. At December 31, 2005, there were approximately 9,500 Curves
franchisees, operating under the name Curves and Curves for Women. These franchises
are located in every state in the United States and over 40 foreign countries, including
Canada, Australia, England, Ireland, Mexico, Spain, and Japan. In addition to selling
franchises and providing a base level of operating support to franchisees, the Company
sells promotional and retail products and equipment to franchisees. Curves International,
Inc., 1s a Texas corporation with authorized capital of 100,000 shares of no par value
common stock, of which 10,002 shares are outstanding at December 31, 2005. Curves for
Women 1, L.C., is a limited liability company with two 50% membership interests
outstanding, which was organized in the state of Texas with a finite term of existence
ending on May 15, 2014.

Principles of Combination

The accompanying combined financial statements include the accounts of the Company
and its direct or indirect wholly owned subsidiaries as of December 31, 2005. Through
June 1, 2005, these subsidiaries, with the exception of Heavin ldeas in Action, Inc.,
(Ideas), were wholly owned, directly or indirectly, by the Company’s Chief Executive
Officer (CEO), Gary Heavin and his wife, Diane Heavin. On June 1, 2005, the Company
purchased Ideas, which has served as the marketing/logistics provider of fitness-related
products and equipment to the Curves franchisees. Prior to the acquisition, Ideas was
owned 100% by the brother and sister-in-law of Gary Heavin. Because of the nature of
the relationship between the companies, the Company has combined the historical
operations of Ideas with its operations for all periods prior to the acquisition with no
adjustment to the historical cost basis of Ideas resulting from the acquisition. In
connection with the acquisition of Ideas, the former stockholders of Ideas received 2.6%
of the outstanding shares of Curves International, Inc., and $6.0 million in cash. The cash
payment has been presented as a distribution in the combined statements of owners’
equity. The former stockholders of ldeas have indemnified the Company for all pre-
acquisition contingencies.
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Curves International, Inc. and Curves for Women II, L.C.

Notes to Combined Financial Statements (continued)

1. Organization, Basis of Accounting and Summary of Significant Accounting
Policies (continued)

All significant intercompany accounts and transactions have been eliminated in the
combined financial statements.

Revenue Recognition

The Company’s revenues consist primarily of franchise sales, continuing monthly royalty
fees (royalties) from franchisees, and promotional and retail product sales to franchisees.

Sales of Franchises — Revenues recognized from the sales of franchises are derived
from two different franchising methods: direct sales and master franchise agreements.

e Direct Sales — The Company recognizes revenues from the initial franchise fee
received from a franchisee when it has performed substantiaily all initial services
required by the franchise agreement, which is generally upon the opening of the
club. Until such time, the initial fees received are reflected as deferred revenue on
the balance sheet. In consideration for the initial franchise fee, the Company
provides a specified number of units of circuit equipment, initial training,
operational materials and manuals, and other operational support and training
prior to and during the opening. At the time of the franchise sale, the Company
pays a commission to independent contracted salesmen of approximately 20% of
the initial franchise fee. The costs associated with the commissions, which are not
earned by salesmen until the clubs open, and circuit equipment are deferred and
included in prepaid expenses until the date the club opens.

e Master Franchise Agreements — The Company has entered into master franchise
agreements for the marketing and development of franchises in South America,
Japan, and the Netherlands. In consideration of the rights granted, the Company
receives license fees and a portion of all income derived from the sales of
franchises, royalty fees and other associated revenues. The Company has limited
specific obligations as defined within these agreements, which include training
the master licensee and providing developmental guidance. Revenues are
recognized over the period, generally one to two years, over which the Company
is required to perform the services specified in the agreements.
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Curves International, Inc. and Curves for Women II, L.C.

Notes to Combined Financial Statements (continued)

1. Organization, Basis of Accounting and Summary of Significant Accounting

Policies (continued)

Royalties — Under the terms of the direct sales franchise agreements, franchisees
pay a monthly royalty fee to the Company, which may be a fixed rate per month
or a percentage of the franchisee’s gross club sales subject to a minimum and
maximum amount. The royalties are recognized in revenue as earned.

Promotional and Retail Product Sales — The Company also sells promotional
products to franchisees for use primarily as workout incentives for members,
retall products for resale to members, and extra equipment for replacement or
expansion. The Company recognizes revenues and costs associated with such
sales at the time of shipment.

Other — The Company receives revenues from commissions under licensing
agreements for the use of the Curves brand name on products produced and sold
by third parties and commissions on sales of third-party club management
software to franchisees; sales of advertising in Company publications; and fees
paid by franchisees in connection with the resale of franchises. The Company
recognizes these revenues as earned. Other revenues are summarized as follows:

2005 2004 2003
Commissions $ 2,152,773 $ 1,645,862 $ 439,211
Advertising 1,635,393 450,135 -
Franchise resale fees 4,590,226 2,865,547 1,121,678
Other 441,927 330,860 —

$ 8,820,319 $ 5,292,404 $ 1,560,889

Income Taxes

The Company, except for certain subsidiaries, is treated as a flow-through entity for
federal income tax purposes. Accordingly, a large portion of the Company’s income and
deductions is reported on the tax returns of its stockholders and members for federal
income tax purposes. Certain subsidiaries are subject to federal or foreign income taxes.
In addition, the Company is subject to income taxes in various states.
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