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INDEPENDENT AUDITOR™S REPORT

Boaed of Directors
{lut{or Mongolian Grills LLC
Nlissoula, Montana

We have audited the balance sheets of HutHot Mongelian Grills, 1LC as of December
31,3005 and 2004, and the related staiements of operations and members” equity and
cash Nows (or the years then ended. These fimancial statements are the responsthility of
the Compans™s management, Our responsibility is 1o express an upinion on these fimancid

statements hased on our awdits.

We conducted our audits in gecordance with auditing standards generally aceepted in
the United States of America, Those standards require that se plan and perform the
audit o obiain reasonable assuranee about whether the financial statements are free of
neterial misstatement. An audit includes examining. on a test basis. evidence supporting
the smounts and disclosures in the Bnancial stawements. Anaodit also inchudes
assessing the aceounting principles used and significant estimates made by management,
as well as evatuating the overall tinanciad statement presentation. We believe that our

audits provide a reasonable hasis for our opinion.

{n our opinion. the financial statements referred Lo above present fairly . in all maerial
respects. the financial position of Hubor Mongolian Gritls, TLC s of December 31
2003 and 2004 wnd the results of its operations and cash lows tor the years then ended
in contormity with accouming prinviples generally aceepted in the United States of
Ameriva,

Muarch 28, 20060
Minneapodis, MN
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BALANCE SHEETS

HUHOT MONGOLEAN GRILLS, L1LC DECEMBER 31
20005 2004
clssers:
Cwirent assels:
Cash S 30,753 S 33809
Accounts receivable, trade. ncl of allowance Tor doabtul accounts
ol SHL374 i both vears 44,722 3117
Due from related partics 12146 833
Marketing fund advinws 1,175 14,323
Prepaid expenses 26,578 11.340
Advances to oflicers 95223
Totad current assets 219,397 U REER]
Property and cguipment 5405 24,822
1 .cxs accumulated depreciation 11,471 4901
42934 19.861
N 262,331 Y 21,305
Liabilitiex aud members” eqiify:
Current liabihities:
Accounts pavable 5 WEST S 10601
Duae to related parties 2,368 18.492
Aworuald expenses 645
efomud revenue 170,174 26,102
Corrent portion of note pavable 4259
Total cisrrent Habilities 202,103 33,193
Note pavable, net ol Survant porticn 14,951
Members' equity:
Contributed capital 1,000 1000
NMembars™ cyuity 4,477 75,114
15477 76,110

S 262531 § 131,308

See notes to Ninancial stalements.
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STATENENTS OF OPERATIONS
AND MEMBERS™ EQUITY
HUHOT MONGOLIAN GRILLS, LLC YEARS ENDED DECENBER 3

2005 2004

Revenuos:

Initiad ranchise foes S aoa00 8 33.000
Franchise rovally lees 382,696 262.521
Total revenues 342,696 317324

Operaling exjrensus:

Frapehised reslawrant costs 34374 23237
Scling. sencral and admiistrative 303,600 122188
Tertal operating expuenscs 337,974 145,423
Nel inconme 104,722 171899
Members™ equity. beginning 75,110 7.211
[Lexs distributions {135,355 { 104.0010))
Members” cquity. ending S 44477 S 75,110

See noles 1o linancial statements.

UFOC 04/05 HuHot 4/14/06



STATENIENTS OF CASH FLOWS
HUTIOT MONGOLIAN GRILLS, 1.1.C YIZARS ENDED DECENMBER 31

2UNIS 2004

Cash fows [tom oparaling activitics:
Net mneome
Adjustment te reconcibe net income to aet cash provided by

S 4722 5 {71899

operaling aclivitios:

Dicpreciation 0510 A4.800

Allowanee for doubtful aceounts i0.374

Loss on disposal of propenty and equipment 1.560

Change in eperating asscls and labilities:

Accounts seecivable, trade 6,393 (41.80%)

Prepaid expenses (15,238) (T1.3H)

Due from (o) related partios (27415 30.378

Accounts pavable 13,056 soi2
Acerued expenses 643

Net change in markehing land advance 13,148 (10.86Y)

Ireterrad revenue 145,072 (30.127)

Net cash provided by operating actividies 246,895 121.039

Cash 1Tows sl in investing activities. purchase ol property and cyuiprient {7.663) (23.790)

Cash Hows from {inancing activilics:

Pavments on note payable {2,710

| hstribations (135,355 (104.000)

Adviees fo oficers (‘ 5,223)
Net cash used in fnansing activities (233.28%) CHOLIN00)
Nt merease {deereasce) i cash 394 (6.731)
Cash. boginning of vear 33,509 40,340

Cash. end ol vaar S I3 S 33,809

Non-caxh linancing and investing activity:

Acquisition of propuarty o exchange Tor note pavable 8 21924

See notes W fnancial stadements,
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HUETOT MONGOLIAN GRIELS, 1LC

NOTES TO FINANCIAL STATEMENTS
YVEARS ENDED DECENDER 31, 2003 AND 2004

1. Nature of business and summary o sigmificant
accounting policics:

Nature of business:

Hul Tent Mongolian Grills, L1 (the “Company™) is
a Montna linuted lability company forned on
August 3. 2001 1o be a lranchisor ol Mongolian
arill restaurants affering Asian-style uisine vooked
o a witll, usimg rosh meats. poulty, [ish, scalood.
vegetables, and home-made savees individually
scheeted by the customer. As a linited Tabifiy
company. members gencrally are not liable for the
debts and obligations of the Company,

Accounts reeeivabhe:
Aceounts receivable consist ol amounts due for
initial franchise fees and franchise rovalty fees.
Accounts recenvable are stated at the amount
management expects o collect from oulstanding
baluness.  Management provides  fur probable
uneollectible ameounts throngh a provision lor bad
debls based on its assessimend of Uie current slatus

of individual account  balances that are sull
atdstanding. After management  has used

cxhaustive collection ollorts, secounls receivuble
are written=o[1 throngh o charge fo the athawaned
for doubtiul accounts.  Colleetions on accounts
mreviously writien-ofl are ancluded womeome as
received.

Advances to oflicars;
Advimees e alficers are dase on demand.

Propurty and cquipment and depreciation mthods:
Property and wquipment are stated at cost and
cotsist  of  cquipment and  astomaobiles.,

Depreciation is being provided aver fhe estimated

useful lives of the wwhaed assets using the steaight-

line methed aver ive vears.

Defurred Tranchise lees:
Deforred  franchise fees
pavinenls on Luture initial anchise and franchise
vovalty fees m accordance with (e franchise

cenists of advance

ameanent.

Rovenues:
The Company grants franchises to eperators wha i
wmn pay mitial franchise fees and continuing
Tranchise rovalty Joes.

UFOC 04/05 HuHot

The initiad franchise foe is based on i set lee inthe
franchise agreement and s recorded as imcome
when sarvices required by the franchise agreement
have been fullilied.  Tyvpical reguired services are
assisting in the apening of the franchased restaurant
and training of initial lranchisee emplayees. nitial
franchise fees also include arca developmient Tees
whereby rights are sold 1o develop. within a
specific lime  finmt. a winamun
(ranchised restaurants within a specilicd Larritory.

The continuing Franchise royvally fee s based on a

percent  of gross revenues af the  franchisec

specificd in - the [ranchise  agreement and s

recognized as meome when camed.

Marketing Fund:
A marketing fee i collected under an ageney
relationship and s based on a percent ol gross
veventtes of the franchisce specitied i the franchisc
agreenwent, Net unspent marketing funds collocted
are secorded as a marketing lund hizbality. When
the Campany pavs for marketing and advertising
eosts inewrred that are greater than marketing foes
eotlectad. the ndt amount is reconded as @
markcting lund advanee,

Use of estimates:
The preparation  of  financial  statements o
conformity with accounding principles gencrally
aceepted in the United States of Amcrica wequires
mamascment (o make ostimales and assuwmptions
that allect cortain reported amounts of assets and
Habilitics at the dote of the Inancial statements.

[ncome taxes:

‘The Company is o limited fability company and is
taxed as a Paitnership under the Intemal Revenue
Code and similar state statales.  Accordingly. any
taxes omed on the net weome of the Company are
the responsibily of the muembers, Therelore, no
provision or lwbility for Fedural or State meone
taxes related to the Company s included in these
linancial statements,

L

number  of
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[TUHOT MONGOLIAN GRILLS, §LC

NOTES TO FINANCIAL STATENIENTS
YLEARS ENDED DECEMBER 31, 2008 AND 2004

1. Nature of business and summary of significant
accounting pohieis {contimd ):

Concenlrilions:
At Decanber 3. 20030 the Company had a major
customer  that the  twenty
franchises and accounted Tar approximately 63%%
and 34% ol the Company’s franchise rovally fees
and zecounts reccivable, respoctivaly.

ownad  elaven ol

AL Decamber 3102004, the Company had a major
custamer that vwned seven ol the cleven [Tanchises
and accounted For appresimately $8%. and 34" off
the Company s lranchise rovally Tees and accounts
receivable. respoctively.

Rueclassifications:
Certain reclassifications have boon made to the
2004 inancial staterments W confonn e the 2005
prasentalion.

2. Rulated parties:

There are various related party catitivs with wlieh
the Company has transactions. These related parties
consist of enfities with soine commen ownership and
familv membas of the Company. Transactions
consist of purchased services for franchise and
sclling. wencral administratine costs and rent for
Company oflices (see Note 7). Additionaliy, there
e o [ranchised restaanis oswned by g related
company. ol due [Tom or to welited partics at
Dccember 31, 2003 and 2604 are generaldiy the resull
ol such transactions.

Amaunts ineludad i the statament of operations are
as Tullows:

M3 2004
Ruvenies:
Franchise rovally fees 5 22,600
Operating Lxpenses:
Services S 122005 22800

Kent and sharad
oecupancey osls

13.200
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2 AMarketing fund:

Ab December 31,2003 and 2004, the marketing {und
adh ance represents an advance given to the marketing
fund by the Company to pay lor adverlising amd
marketing costs incurred that were preater than the
advartising  and - marketing  fees collected  from
franchisces and certain refated partics,

The related party owns and operates a Nlongolian
Crrild eestaurant which is the prototype for the Hullod
restaurant coneepl. This restaurant is not intended 1o
bocome o Lranehisee of the Company. However. the
restaurant  participates  in the  marketing  fund
established (o enhance recognition of the serviee
mark ~Hullot Mongohan Grill”™ and patronage ol
Hullod vestaurants, The restaurant conlributes 1o the
marketing Tund en the same basis as franchisees,
This restavrant and two elated ity franchnses
contributed $13.084 and S13.434 10 the marketing
fund for the vears anded December 3102005 and
2AMH. respectively.

4. Franchised locations:

Franchisad focations information are summarized as
tollows:

Total Number
Iranchised ol locations
locations i opertion
Balauee. January 1
200:4¢b) 8 6
Franchises sold (¢) 3
Balanee. December
31,2004 (1 11 by
FFranchises sold (a) 9
Balaace. December
31,2005 () 20 {4

[



HUHOT MONGOLIAN GRILLS, L1LC

NOTES TO FINANCIAL STATENIENTS
VEARS ENDED DECENBER 31,2005 AND 2004

4 Franchised locations (continued )

(1) Inchules six locations sold but not operational at
December 310 2005,

{hy Includes twa related party focations.

¢} Includes two ocations sald bul not operationsl at
December 31, 2004,

5. Linv ol credit:

The Company entered into a tine of credit agreement
on July 20, 20035 with a bank tha bears interest at
Prime (7.23%0 a1 December 31, 2003) plus 1.0%. The
note s seewred by oaccounts  receivable und
cquipment.  The Jine of credit has a muximum
borrowing it of S30.000 and expires on July 26,
2000, At Docomber 31, 2003 there were no advanees
outstanding undar this agreement.

0. Note pavable:

Durige 2003 the Company entered into a note
pavable or a vehicle purchase with an interest ratg of

A5 and monthly pavments of $333 through March
2010,

Future principal pavinents are as follows;

Year ending

Docember 31, Aumnount
20000 s 4.259
2007 4.239
2008 4.259
20000 4,259
2010 2174

5 £9.210

7. Conmutments:

Auto fvase:
The Company leases an aulomebile under an
operatimg lease expiring on Octoler 230 2008,
Total operating hese expense was SO40 tor the vem
eicled December 31, 2003,
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The future manimom rental payntents under the

operating lease are as lollows:

Year Total

2000 S 3.640
2007 5.040
2008 4,700

R B R

Building lease. related party;
From Junc 2004 through October 2005, the
Company rented office space from a refated parnty
under o verbal agreement.

On November 1. 2004, the Company  started
renting office space from a related party under an
aperating lease agreanent anterad do jomtly with
two other refated partics, that espires on Noventber
A0 20000 After mibal kease is expired, the lease
will automatically venew an a vearly hasis.  In
addition to monthly renl the Company and its co-
lessees are obligated (0 pay msarance, Property
taxcs, mamtenance and  other related  expenses.
ander an mtornw] arrangement. the Company pays
hall of the rent and aelated costs for this offiec

space.

Totab et expense including related aceupancy
costs was 837372 and S13.200 for the vears cnded
December 31, 2003 and 2004, respectively.

The Lutare minnnwm rendal pavments wnder the
refated party office space lease are as follows:

[ullot's

estumated
Year parlion Tolal
2000 s 12,600 S 25,200
2007 12,600 25,200
2008 12600 25.200
2K 12.600 23200
210 11.330 23100

S 019 S 123,900
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Financial statements of:

HUHOT MONGOLIAN
GRILLS, LLC

Years ended
December 31, 2004 and 2003
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INDEPENDENT AUDITORS' REPORT

Board of Directors
HuHot Mongolian Grills, LL.C
Missoula, Montana

We have audited the balance sheets of HuHot Mongolian Grills, LLC as of
December 31, 2004 and 2003, and the related statements of operations and
members” equity 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 audit.

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 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, 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 HuHot Mongolian Grills, LLC as of
December 31, 2004 and 2003, 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.

April 6, 2005
Minneapolis, MN

4/14/06
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HUHOT MONGOLIAN GRILLS, LLC

BALANCE SHEETS
DECEMBER 31

Assets:
Current assets:
Cash

Accounts receivable, trade, net of allowance for doubtful accounts

(2004, $10,374)

Accounts receivable, trade, related party

Marketing fund advance
Prepaid expenses

Total current assets

Property and equipment
Less accumulated depreciation

Liabilities and members’ equity:
Current liabilities:

Accounts payable

Accounts payable, related party

Due 1o related party

Marketing fund

Deferred:
Franchise royalty fees
Initial franchise fees

Total current liabilities
Members' equity:

Contributed capital
Members’ equity

UFOC 04/05 HuHot

See notes to financial statements.

2004 2003

$ 33809 $ 40,540
54,933 23.439
1,527 19,613
13,214
11,340
114,823 83.592
24,822 4,051
4,961 1,620
19,861 2,431

$ 134,684 6,02

$ 14750 9,157
3,013
15,479

3,655

15,332 30,000
10,000 35,000
58.574 77.812
1,000 1,000
75,110 7211
76,110 8211

$ 136,684 S 86,023
2
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HUHOT MONGOLIAN GRILLS, LLC

STATEMENTS OF OPERATIONS
AND MEMBERS’EQUITY

YEARS ENDED DECEMBER 31

Revenues:
Initial franchise fees
Franchise royalty fees
Area development fees

Total revenues
Operating costs and expenses:
Franchised restaurant costs
Selling, general and administrative

Total operating expenses

Net income

Members’ equity (accumulated deficit), beginning

Less distributions

Members’ equity, ending

UFQC 04/05 HuHot

See notes to financial statements.

2004 2003
$ 35000 S 40,000
262,324 104,088
20,000
317,324 144,088
23,237 33,054
122,188 52,232
145,425 85,286
171,899 58,802
7,211 (20,407)
(104.000) (31.184)
b 75116 % 7,211
3
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STATEMENTS OF CASH FLOWS

HUHOT MONGOLIAN GRILLS, 1.LC YEARS ENDED DECEMBER 31 -
2004 2003
Cash flows from operating activities:
Net income $ 171,899 § 58,802
Adjustment to reconcile net income to net cash provided by
operating activities:
Depreciation 4,800 810
Allowance for doubtful accounts 10,374
Loss on disposal of property and equipment 1,560
Increase in:
Accounts receivable, trade {41,868) (11,683)
Prepaid expenses (11,340)
Increase (decrease) in:
Accounts payable 5,593 (8,654)
Accounts payable, related party 3,013
Net change in marketing fund advance/liability (16,869) 3,084
Deferred:
Franchise royalty fees {14,668) 30,000
Initial franchise fees (25.000) 35,000
Net cash provided by operating activities 87.494 107,359
Cash flows from investing activities, purchase of property and equipment (23.790)
Cash flows from financing activities:
Advances from (payments to) related parties 33,565 (43,182)
Distributions (104.,000) (31,184)
Net cash used in financing activities (70.435) (74.366)
Net (decrease) increase in cash (6,731) 32,993
Cash, beginning of year 40,540 1.547
Cash, end of year b 33809 % 40,540
See notes to financial statements.
4
UFQOC 04/05 HuHot 4/14/06
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HUHOT MONGOLIAN GRILLS, LLC

NOTES TO FINANCIAL STATEMENTS
YEARS ENDED DECEMBER 31, 2004 AND 2003

Nature of business and summary of significant
accounting policies:

Nature of business:

HuHot Mongolian Grills, LLC (the "Company")
is 2 Montana limited liability company formed
on August 30, 2001 to be a franchisor of
Mongolian grill restaurants offering Asian-style
cuisine cooked on a grill, using fresh meats,
poultry, fish, seafood, vegetables, and home-
made sauces individually selected by the
customer. As a limited liability company,

members generally are not liable for the debts

and obligations of the Company.

Accounts receivable:

Accounts receivable consist of amounts due for
initial franchise fees, franchise royalty fees,
marketing fees and reimbursables for franchise
operating supplies. Accounts receivable are
stated at the amount management expects to
collect from outstanding balances. Management
provides for probable uncollectible amounts
through a provision for bad debts based on its
assessment of the current status of individual
account balances that are still outstanding. After
management has used exhaustive collection
efforts, accounts receivable are written-off
through a charge to the allowance for doubtful
accounts. Collections on accounts previously
written-off are included in income as received.

Property and equipment and depreciation methods:
Property and equipment are stated at cost.
Depreciation is being provided over the
estimated useful lives of the related assets using
accelerated methods for both financial reporting
purposes and tax purposes.

Deferred franchise fees consists of advance
payments on future initial franchise and
franchise royalty fees in accordance with the
franchise agreement.

Revenues:
The Company grants franchises to operators who
in turn pay initial franchise fees, continuing
franchise royalty fees and marketing fees.

The initial franchise fee is based on a set fee in
the franchise agreement and is recorded as
income when services required by the franchise
agreement have been fulfilled. Typical required
services are assisting in the opening of the
franchised restaurant and training of initial
franchisee employees.

The continuing franchise royalty fee is based on
a percent of gross revenues of the franchisee
specified in the franchise agreement and is
recognized as income when eamed.

The area development fee is a set fee from an
area development agreement whereby rights are
purchased to develop, within a specific time
limit, a minimum number of franchised
restaurants within a specified territory.

The marketing fee is collected under an agency
relationship and is based on a percent of gross
revenues of the franchisee specified in the
franchise agreement. Net unspent marketing
funds collected are recorded as a marketing fund
liability. When the Company pays for marketing
and advertising costs incurred that are greater
than marketing fees collected, the net amount is
recorded as a marketing fund advance.

Deferred franchise fees:
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NOTES TO FINANCIAL STATEMENTS

HUHOT MONGOLIAN GRILLS, LLC YEARS ENDED DECEMBER 31, 2004 AND 2003

. Nature of business and summary of significant Related party accounts payable:

accounting policies (continued):

Use of estimates:

The preparation of financial statements in
conformity ~ with  accounting  principles
generally accepted in the United States of
America requires management to make
estimates and assumptions that affect certain
reported amounts of assets and liabilities at the
date of the financial statements.

Income taxes:

The Company is a limited liability company
and is taxed as a Partnership under the Internal
Revenue Code and similar state statutes.
Accordingly, any taxes owed on the net
income of the Company are the responsibility
of the members. Therefore, no provision or
liability for Federal or State income taxes
related to the Company is included in these
financial statements.

2. Related parties:

Related party receivable:

In 2004, related party receivable consists of
franchise royalty fees from a company owned by
the members of the Company and their families. In
2004, the Company recorded franchise royalty fees
from related party franchised restaurants of
approximately $22,600.

[n 2003, related party receivable consists of
reimbursables for franchise operating supplies,
initial franchise fees and franchise royalty fees
from a company owned by the members of the
Company and their families. In 2003, the
Company recorded total initial franchise fees of
$30,000 and franchise royalty fees from related
party franchised restaurants of approximately
$10,500 for a total of $40,500.

UFQC (4/05 HuHot
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In 2004, related party accounts payable consist of
expense reimbursements to a family member of the
owners of the Company.

Related party services:
In 2004 and 2003, the Company paid
approximately $22,800 and $29,000, respectively,
to a related party and to family members for
services.

Related party rent:
In June 2004, the Company started renting office
space from a related party under a verbal
agreement. Rent and related expenses were
approximately $15,200 for the year ended
December 31, 2004.

Due to related party:
In 2004, the Company owed a related company for
restaurant support and accounting and
administrative services.

3. Marketing fund:

At Decemnber 31, 2004, the marketing fund advance
represents an advance given to the marketing fund by
the Company to pay for advertising and marketing
costs incurred that were greater than the advertising
and marketing fees collected from franchisees and
certain related parties.

At December 31, 2003, the marketing fund liability
represents advertising and marketing fees collected
under an agency relationship, but not spent at
December 31, 2003 from franchisees and certain
related parties to fund advertising programs and
promotional campaigns.
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NOTES TO FINANCIAL STATEMENTS
HUHOT MONGOLIAN GRILLS, LLC YEARS ENDED DECEMBER 31, 2004 AND 2003

3. Marketing fund (continued):

The related party owns and operates a Mongolian
Grill restaurant which is the prototype for the HuHot
restaurant concept. This restaurant is not intended to
become a franchisee of the Company. However, the
restaurant participates in the marketing fund
established to enhance recognition of the service
mark “HuHot Mongolian Grill” and patronage of
HuHot restaurants. The restaurant contributes to the
marketing fund on the same basis as franchisees.
This restaurant and two related party franchises
contributed $13.454 and $11,712 to the marketing
fund for the years ended December 31, 2004 and
2003, respectively.

4. Franchised locations:

Franchised locations information are summarized as

follows:
Total Number
franchised of locations
locations _  in operation
Balance, January 1, 2003 2
Franchises sold (a) 7
Ceased operations (1)
Balance, December
31,2003 (b) 8 _6
Franchises sold (a) _3
Balance, December
31,2004 (b) 11 =2

(a) Includes two locations sold but not operational at
December 31, 2004 and 2003.
(b} Includes two related party locations.

On January 21, 2005, a new franchise location was
sold.

UFQC (4/05 HuHot 4/14/06
D-16 '



