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INDEPENDENT))

Tothe Board Of Directors
FIGARO'S ITALIAN PIZZA, INC.
Salem, Oregon
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operations and its cash flows for the years then an
accepted in the United States of America.

Bolds, (arlidle & Swmith,

Certified Public Accountants
Salem, Oregon
January 27,2006
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Itallan Pizza, Inc

CURRENT ASSETS
Cash and cash equivalents
Short-term investments

Accounts receivable (net of allowance l'or doubtfi ‘
0f $70,169 and $33,000 in 2005 and 2004, respe :

Inventory
Prepaid expenses and other assets

Total current assets

EQUIPMENT AND LEASEHOLD IMPROVEMENTS

OTHER ASSETS
Trade notes receivable
Receivable from advertising fund
Receivable from shareholders
[ntangibles, net

Total other assets

Total assets

Continued on page 3
See notes to financial statements

)
December

BAL

2005 2004
$ 1,006451 $ 855442
350,010 352,621
145,892 96,835
- 37,324
84,922 96,991
1,587,275 1,439,213
88,216 121,259
61,813 100,104
122,248 369,329
2,055,746 1,992 448
524,644 86,400
2,764,451 2,548,281
$ 4439942 S 4,108,753




BALANCE SHEETS (Continued)

LIABILITIESAND STOCKHOLDERS EQUITY

CURRENT LIABILITIES
Accounts payable
Accrued compensation
Short-term borrowings
Current portion of long-term obligations
Deferred revenue

Total current liabilities
LONG-TERM OBLIGATIONS

STOCKHOLDERS EQUITY
Common stock - 5,000 shares authorized
Voting shares, $1 par value, 1,267 shares issued and outstanding
Non-voting shares, $1 par vaue, 380.43 sharesissued and
outstanding
Contributed capital
(Accumulated deficit)

Total stockholders equity

Total liabilities and stockholders equity

2005 2004

$ 270,342 $ 169,677

108,284 111,779
500,000 -
113,009 -
604,865 581,837

1,596,500 863,293

1,559,724 1,600,000

1,267 1,267
380 380
1,771,186 1,771,186

(489,115) (127,373)

1,283,718 1,645,460

$ 4439942 § 4,108,753
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italian Pizza, Inc
I
STATEMENTS ﬁ ( @NS AND
CHANGES IN RETNID{‘ED / RNID{GS (DEFICIT)
Years Fnded De:e:,‘nlbﬁerl , 2005 and 2004
1
i 2005 2004
REVENUES 1 L
_ Royalties § 1500348 $ 1,279,060
Franchise sales B 960,000 1,207,050
Master franchise sales i 1,058,750 1,170,575
Grand opening revenue | 244,522 306,686
Other | 419,759 228,323
Total revenues 4,183,379 4,191,694
EXPENSES 4,544,242 4,677,253
(LOSS) FROM OPERATIONS (360,863) (485,559)
OTHER INCOME (EXPENSE)
Interest income 94086 88,841
Interest expense (92,126) (38,802)
Other (2,839) (2,744)
Total other income (expense) (879) 47,295
NET (LOSS) (361,742) (438,264)
(Accumulated deficit)/Retained earnings -ibeginning (127,373) 366,891
Distributions to shareholders - (56,000)

(ACCUMULATED DEFICIT) - ENDIN

See notes to financial statements

G

|

$  (489.115) $  (127,373)




EEIGARO'S.

STATEMENTS OF CASH FLOWS
Y ears Ended December 31,2005 and 2004

2005 2004
CASH FLOWSFROM OPERATING ACTIVITIES
Net (loss) $  (361,742) § (438,264)
Adjustments to reconcile net (loss) to net cash provided by
(used in) operating activities:
Depreciation and amortization 63,382 61,732
Bad debt expense 37,169 152,368
(Gain) on disposal of equipment (1,426)
Change in specific accounts:
Accounts receivable -~ (86,226) (57,094)
Inventory 37,324 -
Prepaid expenses and other assets 12,069 (60,006)
Trade notes receivable 38,291 12,708
Receivable from advertising fund 247,081 200,178
Accounts payable 100,665 32,337
Accrued compensation (3,495) (31,351)
Deferred revenue 23,028 72,199
Net cash provided by (used in) operating activities 107,546 (56,619)
CASH FLOWSFROM INVESTING ACTIVITIES
Purchase of intangibles (108,496) (49,027)
Redemption (purchase) of short term investments 2,611 (202,391)
Purchase of equipment and leasehold improvements (15,087) (19,081)
Net cash (used in) investing activities {120,972) (270,499)
CASH FLOWS FROM FINANCING ACTIVITIES
Net advances on receivables from shareholders (63,298)  (1,061,565)
Borrowings on short-term obligations 500,000 -
Borrowings on long-term obligations 750,000 1,600,000
Payments on long-term obligations (1,022,267) -
Distributions paid - (56,000}
Net cash provided by financing activities 164,435 482,435
Increase in cash 151,009 155,317
Cash and equivalents at beginning of year 855,442 700,125
Cash and equivalents at end of year § 1006451 $ 855442

Continued on page 6

See notes to financial statements
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STATEMENTS OF CASH FLOWS (C Dntinued)r

SUPPLEMENTAL DISCLOSURES

I.  Cash paid for:

Interest

2. Non-cash investing and financing transacti bns)

2005 2004

$ 92,126 % 38,802

During 2005 FIGARO'S had a ngn-cash in

es mg an d financing transaction relating to the

purchase of franchiserights, an 1‘ntang1ble sset wh1 is repgrted on the balance sheet asan
other asset. The total purchase pr1ce amoul ted| to $3 ,000, @f which $72,267 was paid on

the principal balanceand 5272, 733 was stil’

During 2004 FIGARO'S had nontcash inve
of equipment from FIGARO'S tojthe Adveri
book value of $2,623 to the Advertising Fu

owmg ay year en

transactions related to the transfer
o's transferred equipment with a net
e receivable from the Advertising Fund

by the same amount. FIGARO'Stalso sold equtpmen Wi et book value of $14,920 to a franchisee

in exchange for a note receivable
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EFIGARO'S.
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NOTESTO FINANCIAL STATEMENTS
Y ears Ended December 31,2005 and 2004

Business of Figaro’s Italian Pizza, Inc. and summary of significant accounting policies

Nature o fthe Company's Business

FIGARO'S ITALIAN PIZZA, INC. (FIGARQ'S) isinthebusiness of selling franchisesfor stores using its
method of preparing and marketinga limited menu of pizzas, beverages, other food products and providing
ongoing management support to the franchisees. Franchiseesare identified by one of the following names:
"FIGARO'S" or "FIGARO'S PIZZA". Franchiseesare|ocated in 21 statesasof December 31,2005. There
were 105 and 95 franchise stores in operation as of December 31,2005 and 2004, respectively.

Franchisees pay FIGARO'S for the use of its name prior to opening a location and pay royalties and
advertising fees based on net sales.

UseofEstimates
The preparation of financial statementsin conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assetsand liabilities and

disclosure of contingent assets and liabilities at the date of the financia statementsand the reported amounts
of revenues and expenses during the reporting period. Actual results could differ from those estimates.

Cash and cash equivalents

Cash includes checking accounts. For purposes of the statement of cash flows, FIGARO'S considers al
highly-liquid financial instruments purchased with a maturity of three months or less to be cash equivalents.

Short-term investments

Short-term investments consist of time certificates of deposit with amaturities greater than 3 months from
the date of purchase.
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NOTESTO FINANCIAL STATEMENTS{(C ntinue(l)

‘i |
Business of Figare’s Italian Pizza, Inc. and summ_:ir_v of significant accounting policies (continued)
| | |
o

Accounts receivable are stated at the amount managelment expects to collect from outstanding balances.
FIGARO'S accounts for potential losses 1q accounp recewable utilizing the allowance method. In
reviewing aged receivables, management corsiders their knowledge of customers, historicalactivity and
current economic conditions in establishing th# allowance for doubtful accounts. A trade account receivable
is charged to bad debt expense when manageﬁnent determines l’_the receivable is uncollectible.

Accounts receivable

[ nventory “

Inventory, which consists of restaurant equipinent and supplies, is valued at the lower of cost or market.
Cost is determined on the first-in, first-out (FIFO) bas‘s, i

Eauipment and L easehold Improvements |

Equipment and leasehold improvements that VJLve a useful life bf 5 or more years are recorded at cost less
accumulated depreciation. Depreciation is mputed sing accelerated and straight-line methods over
estimated useful livesof 5 to 20 years.

b
Intangible Assets |

|
Intangible assets consists of franchisetrademarks and franchise rights. Franchise trademarksare amortized
using the straight-line method over their estimated useful lives) Franchise rights are not amortized since
there is no estimated useful life. The recoverability| of 1nta1,?g1ble assets IS periodically reviewed to
determine whether adjustmentsto carrying valpes are IfEdEd

DeferredRevenue \

FIGARO'S hasreceived amountsfor addmona franchl 5. Revénue from salesof individual franchisesis
recognized when FIGARQO'S has provided substpnnallyjll mgmficant services, which isgenerally when the
store begins operations. ‘

L !
FIGARO'S cash fundsare held at onefinancial i st:tutlop Cash in depository accounts exceeded federally
msrjred limits during 2005 and 2004.

Cancentration of Credit Risk

L |
b [




NOTESTO FINANCIAL STATEMENTS (Continued)

1.

Business of Figaro’s Italian Pizza, Inc. and summary of significant accounting policies (continued)

Advertisinn Costs

Advertising costs, except for costs associated with direct-response advertising, are charged to operations
when theadvertising first takes place. The costsof direct-response advertising are capitalized and amortized
over the period during which future benefits are expected to be received. Advertising costs charged to
operations amounted to 6939,729 and $855,839 for the years ended December 31, 2005 and 2004,
respectively.

Income Taxes

FIGARO'S has elected to be taxed under the provisions of Subchapter S of the Internal Revenue Code.
Under those provisions, FIGARO'S does not pay federal or state income taxes on its taxable income.
Instead, the stockholdersare liablefor individual federal and state income taxeson their respective sharesof
FIGARO'S activities.

Reclassifications

Certain items in the 2004 financial statements have been reclassified to conform to the 2005 presentation.

Short-term investments
December 31,
2005 2004
Time certificates of deposit g 350010 § 352.621
The time certificates of deposit have been pledged as collateral for the line of credit discussed in Note 10
Equipment and |leasehold improvements
Office equipment A 268,216 § 253,129
L easehold improvements 28,726 28,726
Furnitureand fixtures 47,213 47,213
Vehicles 7.174 7.174
351,329 336,242
Accumulated depreciation (263.113) (214.983)
Total equipment and leasehold improvements 3 88.216 § 121,259

Depreciation expense for the years ended December 31,2005 and 2004 amounted to $48,130 and $54,425,
respectively.



NOTESTO FINANCIAL STATEMENTS (C

4, Trade notes receivable

December 31,
2005 2004

Area development fee's— due May 80, 2007 1t}l1 i;nte est at §percent  § 54,662 % 88,866
Franchise note receivable - monthly paymen ,sml_f $3£ﬁfc
|

(lat O percent
interest through September 2008 7.151 11,238

S 61813 3D 1A

5. Shareholder notes receivable .

Shareholder notes receivable represent amoun s'péid by
to the former shareholders as part of a stock|puirchas
percent with no stated due date. Sec¢ Note 8, :eléFed

he Company on behalf of the current shareholders
fagreement. Interest rates on the notes bear 3.15
pajty transactions.

|
6. Intangible Assets \

: i |
- [ H Accumul ated Net
Life | || JiCost Amortization _ Book Value
Franchise Rights NA | \ | 345,0?0 $ - § 345,000
Trademarks 5-10 , 1202,063 22,419 179,644

1547,063 § 22,419 § 524,644

Amortization expense related to trademarks wasﬁSl‘:‘S 52 juqd $7,3(07 for the yearsended December 31,2005

and 2004, respectively. Amortization expense] for the. 1iext five years is estimated to be approximately
$16,000 per year.

7. Advertising fund .

Advertising feesare collected from franchisees for thc: p '

pose offdeveloping advertising and promotional
materials and programs.

New franchisees pay aspecific amount} upon sto e@&aeni g, to be Bsed for advertising for that storeonly, in

itsfirst sixty days of operations. i




NOTESTO FINANCIAL STATEMENTS (Continued)

7. Advertising fund (continued)

Assets and liabilities of the Advertising fund are as follows:

Assets
Cash

Receivables (net of allowance for doubtful accounts of
$24,000 and $16,900 in 2005 and 2004, respectively)

Inventory and other assets
Equipment, net

Total assets
Liabilities
Accounts payable and accrued expenses
Dueto FIGARO'S
Total liabilities

Retained eamings/(Accumulated deficit)

Activity in the Advertising fund is as follows:
Additions
Advertising fees

Other
I nterest

Total additions
Deductions
Advertising
Office administration, supplies and equipment
Total deductions

Change in accumul ated deficit
(Accumulated deficit) -beginning of year

Retained earnings/{ Accumulated deficit) - end of year

December 31,
2005 2004
$ 161,052 § 160,910
83,346 87,088
69,815 43,730
21,971 19,468
336.184 311,196
148,330 81,683
122.248 369.329
270.578 451,012
$ . 65006 § _ (139.816)
) 880,806 $ 777,698
390,553 395211
457 2.118
1,371,816 1,175,027
944,558 700,642
221.836 209.539
1.166,394 510.181
205,422 264,846
(139.816) (404.662)

265606 §__ (132.816)
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NOTESTO FINANCIAL STATEMENTS (Céntinued)

8.

Related party transactions

Shareholders of FIGARO’S own another buginess entity which had transactions with FIGARO'S. This
business was a franchisee of FIGARO’S. Amjounts regeivablelfrom this businesswere3- 0- and 15,312 as

of December 31, 2005 and 2004, respectively.

Figafo’s also| purchased inventory from the same entity

during 2004 for asum of $37,324 and resold h portiorj of the inventory to other franchisees during 2005.

Shareholders have $2,055,746 and $1,992,448 due tp the Cempany at December 31, 2005 and 2004,
respectively, in the form of notes receivable]at 3.15 percent| During the years ended 2005 and 2004,
$63,298 and $1,065,818, respectively, was bojrowed from the {Company by the shareholders. In addition,
shareholders repaid $-0- and $4,253in princip'Jl tothe dompan for the yearsended December 31,2005 and

2004, respectively.

FIGARO'S paid shareholdersfor consulting services £160,000"during 2005 and 2004

L one-term oblieations

At December 31, 2005, FIGARO'S had notes payable o a stogkholder of $1,400,000. These notes bear

interest at 8 percent and require interest only payments p\kayable

Total interest expense under this obligation diring 20
respectively.

FIGARO'S also has a note payable arising from a fran
2005. The note bearsinterest at 5 percent and i being B

5 and

id in

monthly. The notesare duein full in 2007.
004 amounted to $79,777 and $37,333,

chise egreement of $159,724 as of December 31,

onthly installments of $10,340. The note

matures in April 2008. Total interest expense pnder this obligﬂion in 2005 was $10,453.

The future maturities of this note payable as of Decemb

2006 $ |113,009
2007 118,791
2008 40,933
272,733
Less: current portion (113,009
$ 159,724
12
.

or 2005 'éire as follows:




NOTESTO FINANCIAL STATEMENTS (Continued)

10. Short-term borrowings

11.

12.

FIGARO'S has a $500,000 credit line available. Borrowings under this credit line bear interest at prime
plus.75 percent and are secured by substantially all assets of the Company. Asof December 31, 2005 and
2004 FIGARO'S had borrowings of $500,000 and $-0-, respectively under this credit line.

Operating leases

FIGARO'S leases certain office equipment under operating leases. FIGARO'S also leased or is currently
leasing office, training center and warehouse space under additional operating leases. Rent expense under
lease agreements was $146,690 and $146,643 for 2005 and 2004, respectively.

The future minimum lease payments as of December 31, 2005, are as follows:

2006 5 125312
2007 82,525
2008 9,024
2009 3,760

Obligations under guarantees

The business entity referred to in Note 8, in which shareholders of FIGARO'S are also owners, leases
shopping center space under an operating lease. During 2005, this business entity was unable to meet the
lease commitments. As a guarantor of this lease, FIGARO'S paid the monthly lease payments and is

expected to do so until the lease expires in December 2011. Total lease payments made during 2005
amounted to $21,103.

In October 2005, FIGARQO'S sublet the shopping center spaceto an unrelated third party until December
2011. Future sublease payments and lease obligation are as follows:

Sublease Lease Net

Pavments Oblieation Result
2006 $ 22,800 $ 21,103 §$ 1,697
2007 22,800 21,103 1,697
2008 22,800 21,103 1,697
2009 22,800 21,104 1,696
2010 22,800 21,104 1,696
2011 22.8300 21,104 1,696

$§ 136800 § 126621 3 10,179

13



NOTESTO FINANCIAL STATEM

13. Retirement plan

14.

After oneyear of service, full-time employee
retirement plan. Participants may defer salary g
and the Company can make di scretlonary COH tnbut}or

$16,442 and $19,627, respectively to the plak. !

Subseguent event

In January 2006, the Company repaid the entire-

ENTS (C

14

5 are elig
in'to the]

|
Lo

i
r.

Vo

le to p articipate in the Company sponsored 401 (k)
plan up tp Internal Revenue Service prescribed limits

Duririg 2005 and 2004, the Company contributed

t of theTshort—term borrowings balance.

I
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i
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EEIGARO'S.

Financial Statements

Years Ended December 31,2004 and 2003
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BOLDT, CARLISLE & SMITH LLC
PUBLIC ACCOUNTANTS
B ASSURANCE B INNOVATION

INDEPENDENT AUDITOR'S REPORT

To the Board Of Directors
FICARO'SITALIAN PIZZA, INC.
Salem, Oregon

We have audited the accompanying balance sheets of FIGARO'S | TALIANPIZZA, INC. ( A Subchapter S
Corporation) as of December 31, 2004 and 2003, and the related statements of operations and changes in
retained earnings (deficit), and cash flows for the years then ended. 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 of
America. Those standards require that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement. 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, aswell asevaluating
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 materia respects, the financial
position of FIGARO'S ITALIAN PIZZA, INC. as of December 31, 2004 and 2003, and the results of its

operations and its cash flows for the years then ended, in conformity with accounting principles generally
accepted in the United States of America.

Boldr, (Carlisle & Swith, oo

Certified Public Accountants
Salem, Oregon
January 28,2005

* v;';awbcsltc com'- -_jf' SALEM: 480 CHURCH STREET S.£. M SALEM, DR 97301 M PHONL 50323857751 M FAX- {503 370-3754

& STAYTON: 208 NORTH TRIRD AYEMUE ® STSYTO0N, OF U7333 W FHOM

Established - 1968 ..

ALBANY: 1205 6™ AVINUE S5, W ALEANY, OF 97322 W PHUNE: 5215 625-5500 B EAX: 15410 938-5501






EEIGARO'S,

kalian Pizza. Inc.

BALANCE SHEETS
December 31,2004 and 2003

ASSETS

CURRENT ASSETS
Cash
Short-term investments
Accounts receivable (net of allowance for doubtful accounts
of $33,000 and $12,000 in 2004 and 2003, respectively)
Inventory
Prepaid expenses and other assets

Total current assets
EQUIPMENT ANDLEASEHOLD IMPROVEMENTS, net

OTHER ASSETS
Trade notes receivable
Receivable from advertising fund
Receivable from shareholders
Other, net

Total other assets

Total assets

Continued on page 3
See notes to financial statements

2004 2003
$ 856,946 3 700,125
352,621 150,230
96,835 60,741
37,324 -
95,487 69,201
1,439,213 980,297
121.259 174,146
100,104 228,799
369,329 566,884
1,992,448 930,883
86,400 48,823
2,548,281 1,775,389
§ 4,108,753 § 2,929,832
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LIABILITIES AND S'lf.OCI?}IOLDE-RS' EQUITY
|
2004 2003
CURRENT LIABILITIES

Accounts payable _ , h) 169,677 % 137,340
Accrued compensation ‘ 111,779 143,130
Deferred revenue ‘ 581,837 509,638
Total current liabilities : o 863,293 790,108
LONG-TERM OBLIGATIONS | | 1,600,000 .

STOCKHOLDERS' EQUITY - !

Common stock - 5,000 shares authorized 3 :
Voting shares, $1 par value, 1,267 shares issued z"an!dl outstgnding 1,267 1,267

Non-voting shares, $1 par value, 380.43 shares igsued and
outstanding | N 380 380
Contributed capital | 1,771,186 1,771,186
Retained earnings (deficit) i : (127,373) 366,891
Total stockholders' equity ‘ | | 1,645,460 2,139,724
Total liahilities and stockholder$' equity $ 4,108,753 § 2929832

|
3
o
b ] - i




ESEIGARO'S.

STATEMENTS OF OPERATIONS AND
CHANGESIN RETAINED EARNINGS (DEFICIT)
Y ears Ended December 31,2004 and 2003

2004 2003
REVENUES
Royalties § 1,279,060 $ 1,148,708
Franchise sales 1,207,050 1,102,250
Master franchise sales - 1,170,575 1,956,466
Grand opening revenue 306,686 178,769
Other 228,323 70,353
Total revenues 4,191,694 4,456,546
EXPENSES 4,677,253 4,288,540
INCOME (LOSS) FROM OPERATIONS (485,559) 168,006
OTHER INCOME (EXPENSE)
Interest income 88,841 87,682
Interest expense (38,802} (16,250}
Other (2,744) (6,780)
Total other income (expense) 47,295 64,652
NET INCOME (LOSS) (438,264) 232,658
Retained earnings - beginning 366,891 441,647
Distributions to shareholders (56,000} (307,414)
RETAINED EARNINGS (DEFICIT) - ENDING $ (127,373) § 366,891

See notes tofinancial statements






ESEIGARO'S.

STATEMENTS OF CASH FLOWS
Years Ended December 31,2004 and 2003

CASH FLOWS FROM OPERATING ACTIVITIES
Net income (loss)
Adjustments to reconcile net income to net cash provided by
(used in) operating activities:
Depreciation and amortization
Bad debt expense
Loss (gain) on disposal of equipment
Change in specific accounts.
Accounts receivable
Receivable from related party
Prepaid expenses and other assets
Trade notes receivable
Receivable from advertising fund
Accounts payable
Accrued compensation
Deferred revenue

Net cash provided by (used in) operating activities

CASH FLOWSFROM INVESTING ACTIVITIES
Purchase of other assets
Redemption (purchase) of short term investments
Purchase of equipment and leasehold improvements

Net cash (used in) investing activities

CASH FLOWSFROM FINANCING ACTIVITIES
Capital contributed
Proceeds from issuance of common stock
Net advances on receivables from shareholders
Borrowings (payments) on long-term obligations
Distributions paid

Net cash provided by (used in) financing activities

Increase in cash
Cash at beginning of year

Cash at end of year

Continued on page 6
See notes te financial statements

2004 2003
$  (438,264) § 232,658
61,732 46,065
152,368 (63,000)
(1,426) 2,811
(57,094) 82,007
- 92,491
(58,502) (15,611)
12,708 7,356
200,178 (78,410)
32,337 30,269
(31,351) 53,606
72,199 124,028
(55,115) 514,270
(49,027) (54,524)
(202,391) 49,775
(19,081) (77,054)
(270,499) (81,803)
. 749,871
- 129
(1,061,565)  (354,648)
1,600,000 (350,000)
(56,000)  (307,414)
482,435 (262,062)
156,821 170,405
700,125 529,720
$ 856,946 $ 700,125











































