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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-Q
(Mark One)
| X| QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934 FOR THE QUARTER ENDED MARCH 31, 2006
OR

|1 TRANSITION REPORT PURSUANT TO SECTON 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934 FOR THE TRANSITION PERIOD FROM TO

Commission File Number: 1-13290

The Sports Club Company, Inc.
(Exact name of registrant as specified in its charter)

Delaware 95-4479735
(State or other Jjurisdiction (I.R.S. Employer
of incorporation of organization) Identification No.)

11151 Missouri Avenue

Los Angeles, California 90025
(Address of principal executive offices) (Zip Code)
Registrant's telephone number, including area code: 310-479-5200

11100 Santa Monica Blvd.; Suite 300; Los Angeles, CA 90025
(Former name, former address and former fiscal year,
if changed since last report.)

Indicate by check mark whether the registrant (1) has filed all reports required
to be filed by Section 13 or 15(d) of the Securities Exchange Act of 1934,
during the preceding 12 months (or for such shorter period that the registrant
was required to file such reports) and (2) has been subject to such filing
requirements for the past 90 days.

Yes | X| No [ |
Indicate by check mark whether the registrant is a large accelerated filer, an
accelerated filer, or a non-accelerated filer. See definition of "accelerated
filer and large accelerate filer" in Rule 12b-2 of the Exchange Act. (Check

one) :

Large accelerated filer |_| Accelerated filer |_| Non-accelerated filer | X

Indicate by check mark whether the registrant is a shell company (as defined in
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Rule 12b-2 of the Exchange Act).

Yes || No [ X

APPLICABLE ONLY TO CORPORATE ISSUERS:

Indicate the number of shares outstanding of each of the issuer's classes of
common stock, as of the latest practicable date.

Shares of common stock outstanding at July 31, 2006: 19,405,718

THE SPORTS CLUB COMPANY, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS
December 31, 2005 and March 31, 2006

(in thousands, except per share amounts)

ASSETS
Decem
200
Current assets:
Cash and cash equivalent . ...ttt it ittt e et ettt e eeeeee e eeeeeeeeeeeannns S 10
Marketable SeCULIt e . i ittt ittt e e e e e it et e et ettt eeeee ettt
Restricted Cash. ...ttt ittt e et ettt e et ettt ettt e et e
Accounts receivable, net of allowance for doubtful accounts of $464 and $484 at
December 31, 2005 and March 31, 2006, respectively ... ..ottt tteeeeneeeenn 1
Receivable from stockholder/related Party ... ettt ittt e et eeeeeeeeeeneeenenns
I 0 VY o B
PrePald ERP O S S e i vttt e e e e e e e e e e e e e e e e e e e e et et 1
Assets held 0T SaAlE ..ttt ittt et ettt et ettt eeeeee e eaeeeeeeeeeaaeeeeneens 127
Total CULTENt @S SEE S . i ittt ittt it e ettt ettt e ettt et aeeeeeeeeeaeeeeeeeenneaeens 141
Property and equipment, Net . .. ...ttt ittt ittt ettt ettt eee et eeaeeeeeeeenaeeens 60
[T T A 7
Marketable SeCUL It e S . i ittt ittt et et e et e et et ae ettt e
Restricted Cash. ... it ettt et e et e et e et et et e e e e e e e 1
(O ol o TS = i 1
$ 212
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LIABILITIES AND STOCKHOLDERS' EQUITY (DEFICIT)

Current liabilities:

Current installments of notes payable and equipment financing loans................ $ 100
ACCOUNE S PaAYAD e . ittt ittt e et e e e e e e e et e e et et e 2
Accrued 1iabilatdes . i ittt ittt ittt e et e e i e e e e 10

D b T B a2 o 5 8
Liabilities related to assets held for sale.......iii ittt ittt nnnnnneeeeenn 78
Total current liabiloities . ...ttt ittt it ettt 201

Notes payable and equipment financing loans, less current installments................. 18
Deferred lease 0D ligations. ittt ittt et ettt ettt eae et eeaeeeeeeeenaeaeens 7

Deferred revenues, less cUrrent POrLion. ...ttt ittt ittt e ettt et et enaeaeens
DI a i i e I o o =

e = B 5 = o e 0 s I e 228
Commitments and contingencies

Redeemable Convertible Preferred Stock, Series B, $.01 par value, 10,500 shares
authorized, issued and outstanding at December 31, 2005 and March 31, 2006 (liquidation
preference of $14,098 and $14,336 at December 31, 2005 and March 31, 2006,
BT SY=] oY @ il AT 2 13
Redeemable Preferred Stock, Series E, $.01 par value, 20,000 shares authorized, issued
and outstanding at December 31, 2005 and March 31, 2006 (liquidation preference of
$2,295 and $2,351 at December 31, 2005 and March 31, 2006, respectively)............ 2

Stockholders' equity (deficit):
Preferred Stock, $.01 par value, 899,500 shares authorized at December 31,

2005 and March 31, 2006; no shares issued or outstanding............oiiieieenen..
Convertible Preferred Stock, Series C, $.01 par value, 5,000 shares authorized,

issued and outstanding at December 31, 2005 and March 31, 2006 (liquidation preference

of $6,490 and $6,601 at December 31, 2005 and March 31, 2006, respectively)...... 6
Convertible Preferred Stock, Series D, $.01 par value, 65,000 shares authorized;

issued and outstanding at December 31, 2005 and March 31, 2006; (liguidation preference

of $7,556 and $7,701 at December 31, 2005 and March 31, 2006, respectively)......... 7
Common Stock, $.01 par value, 40,000,000 shares authorized;

21,074,717 shares issued and outstanding at December 31, 2005 and March 31, 2006.
Additional paid-—3n Capital. ...ttt ittt ettt e e e e e e e 96
AccUmMUlated el dCoit v it i ittt e e e e e e e e e e e e e e e e et et et e et e e et e e e e e (129
Note receivable from stockholder. ... ..ttt ittt e ettt et e eenaaaeens
Treasury Stock, at cost, 1,668,999 shares at

December 31, 2005 and March 31, 2006 . ...t ii ittt te ettt teeeeeeeeeeneeneeeneenns (12
Total Stockholders' equity (deficit) ...ttt ittt ittt e ettt eeeeennn (32
S 212

See accompanying notes to consolidated financial statements.

THE SPORTS CLUB COMPANY, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
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Three Months Ended March 31, 2005 and 2006
(in thousands, except per share amounts)

(unaudited)
Three Months Ended
March 31,
2005 2006
(Reclassified)
Revenues:
MemberShip FeVENUES . « vttt et ettt ettt eeeeeennaeeeeseeenennns S 9,166 S 9,779
ProducCts and SErViCES . it it ieeeeeeneeneeeoeeeeeeneeneeanns 4,473 4,784
Total FOVENMUE . ¢ vt ittt ettt et ettt et teeeeeeeeeeeeeneean 13,639 14,563
Operating expenses:
Club oOperating COSES . i ittt ittt ettt ittt eee e eeeeaaenns 6,495 6,786
Cost of products and ServicCes. ... ..ttt e eennnnns 3,780 4,015
Selling and marketing. ... ..ttt ittt e e e 506 693
General and administrative........ .ottt 2,048 2,248
Impairment Charge. .. ...ttt ittt e ettt eeeeeeeeeenns - 713
Depreciation and amortization............ceuiiiiieennnenn. 1,224 1,137
Total oOperating EXPENSES . v v i vt vttt eeeeeeeeenneeeeenns 14,053 15,592
Loss from operations. ... ...t iii et eennnennnn (414) (1,029)
Other income (expense):
Interest, NeL ...ttt ittt ettt et ettt ettt eeeaanean (1,168) (2,280)
Other 1NCOmMe. .o i ittt et et e e e et et e tee et e eeaeeenn - 628
Minority dnterests. . v ittt it ettt e et (37) (37)
Loss from continuing operations before income
taxes and income from discontinued operations...... (1,619) (2,718)
Provision (benefit) for income taxesS.......iiuiiiiieennennennns - -
Loss from continuing operations before income from
discontinued operations........ciiiiiiiiiiiii.n (1,619) (2,718)
Income from discontinued operations...........c.ccoiiiii.... 375 47
B N X0 7 = (1,244) (2,671)
Dividends on Preferred StoCK. ... ..ttt tteeeneeneenns 493 549
Net loss attributable to common stockholders....... S (1,737) S (3,220)
Net income (loss) per share attributable to common stockholders
- basic and diluted:
Discontinued operations. ... .uu ittt ittt eennneeeenns $ 0.02 S 0.00
Continuing operations. ...ttt ittt eeaeennn (0.11) (0.17)
Net 10SS Per Share. ...ttt ittt ieeeeeeneennnnns S (0.09) S (0.17)
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Weighted average number of common shares outstanding:
Basic and diluted. ...ttt ittt ettt e e e 19,131 19,4006

See accompanying notes to consolidated financial statements.

THE SPORTS CLUB COMPANY, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
Three Months Ended March 31, 2005 and 2006
(in thousands)

(unaudited)

Three Months Ende
March 31,
2005 200

(Reclassified)

Cash flows from operating activities:
LS S X <= T S (1,244) S (2,6
Adjustments to reconcile net income (loss) to cash provided by (used
in)operating activities:

Income from discontinued operations...........iiiiiiiieneeeennnnn (375) (
Depreciation and amortization......... ittt tteeeeeeeennnnn 1,224 1,1
Related party costs settled with Common Stock................... 316
Impairment Charge. . ...ttt ettt e et e e ettt eeeeeee e - 7
Minority Interests eXPenNSe. ...ttt ittt ittt ettt eeneaeens 37
Distributions to minority interests........ ... (37) (
(Increase) decrease in:
Accounts receivable, Net. ... ..ttt ittt et teeeeeeeneenenn (50) (3
B o VS o w3 I == 75 (
Other current assSel S ...ttt ittt ittt et e et e eaeeeeeneenn 5 3
Other asset s, NeL ...ttt ittt ettt ettt ettt teeeeneenns 284 (8
Increase (decrease) in:
Accounts pavable. @ittt e e e e e e e e e e e e (388) (1,0
Accrued liabilities . .. u ittt ittt et e e e e e e e e (1,878) (5,2
Deferred FeVEeNUES . ¢ ittt ettt ettt e et eaeeeeeeseeaaeeeeeeens 444 5
Accrued lease 0Obligations. ...ttt ittt 286
Net cash used in operating activities.................... (1,301) (7,4

Cash flows used in investing activities:

Capital expenditUres. @ vttt ittt ittt e et e et e eaeeeeeneens (461) (3,0
Marketable SeCUrifies . . v ittt ittt ettt et et et et ettt et e —— (14,9
(Increase) decrease 1in restricted cash......ii it enenn. (15) (1,7

Net cash used in investing activities.................... (476) (19,8

Cash flows from (used in) financing activities:
Net proceeds from notes payable and equipment financing loans... - 60,0
Repayments of notes payable and equipment financing loans....... (124) (100, 2
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Net cash used in financing activities....................
Net cash used in continuing operations...................
Cash flows from (used in) discontinued operations:
Operating activities - Net cash provided by....... ... ...
Investing activities:
Net proceeds from sale of Clubs......c.iiii i ennn.
Capital expenditures. @ ..ttt ittt et ettt e e
Net cash from discontinued operations.................
Net increase (decrease) in cash and cash equivalents..
Cash and cash equivalents at beginning of period.......... ...
Cash and cash equivalents at end of period.......c. ittt eneeeeennnns
Supplemental disclosure of cash flow information:
Cash paid during the period for interest...........cciiiiiee....
Cash paid during the period for income taxXeS........ceeeeeeeeeen.
Supplemental disclosure of non-cash investing activity:

Notes receivable related to sale of Clubs......c.oiiiiiien...

See accompanying notes to consolidated financial statements.

THE SPORTS CLUB COMPANY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005 (Audited) and March 31, 2006 (Unaudited)

1. Basis of Presentation

The condensed consolidated balance sheet as of December 31, 2005

derived from audited financial statements and the unaudited condensed
consolidated financial statements for the interim periods ended March 31,

rules and regulations of the Securities and Exchange Commission ("SEC").

(124) (40, 2
(1,901) (67,5

441

- 68,8

(104)

337 68,9
(1,564) 1,3
7,559 10,2

$ 5,995 $ 11,6
$ 6,048 $ 5,3
$ 195 $ 1
$ - $ 30,0

2006
and 2005, included herein, have been prepared by the Company pursuant to the

condensed consolidated financial statements should be read in conjunction with
the Company's December 31, 2005, consolidated financial statements and notes
thereto included in the Company's Annual Report on Form 10-K (SEC File Number
1-13290) . Certain information and footnote disclosures, which are normally
included in financial statements prepared in accordance with United States
generally accepted accounting principles, have been condensed or omitted
pursuant to SEC rules and regulations for interim financial statements. The
Company believes that the disclosures made are adequate to make the information
presented not misleading. The information reflects all adjustments that, in the
opinion of management, are necessary for a fair presentation of the financial
position and results of operations for the interim periods set forth herein. All
such adjustments are of a normal and recurring nature. The results for the
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three-month period ended March 31, 2006, are not necessarily indicative of the
results for the fiscal year ending December 31, 2006.

In accordance with Emerging Issues Task Force Issue No. 87-24,
Allocation of Interest to Discontinued Operations, interest was allocated to
discontinued operations based on the interest on debt that was required to be
repaid as a result of the disposal transactions. On January 13, 2006, the
Company sold five of its nine sports and fitness Clubs (see Note 4 to the
Company's condensed consolidated financial statements). The proceeds of $80.0
million from the sale were required to be used to repay a portion of the $100.0
million of Senior Secured Notes. Accordingly, the Company has allocated to
discontinued operations 80.0% of the interest associated with the Senior Secured
Notes. For the three-month period ended March 31, 2005, the amount of interest
allocated to discontinued operations was $2,476,000. Due to the relatively short
period that the Company owned the Clubs during 2006, no interest was allocated
to discontinued operations for the three-month period ended March 31, 2006.

2. Reclassification
2005 Reclassification

In December 2004, the Company committed to a plan and came to an
understanding to sell six of its nine sports and fitness Clubs to an affiliate
of Millennium Entertainment Partners (collectively with its affiliates
"Millennium") for $65.0 million. Accordingly, the Company reported the operating
results of these six Clubs as discontinued operations and their assets and
liabilities as held for sale in the consolidated financial statements included
in the Company's 2004 FormlO-K and March 31, 2005 Form 10-Q.

The condensed consolidated financial statements for March 31, 2005
previously reported the assets and liabilities of The Sports Club/LA - New York
at Rockefeller Center as held for sale and reported the operations of this club
as part of discontinued operations. In November 2005, the Company decided to
retain ownership of this Club. Accordingly, the

condensed consolidated financial statements have been revised to include the
assets, liabilities and operating results of this club as part of continuing
operations in accordance with Statement of Financial Accounting Standards No.
144, Accounting for Impairment and Disposal of Long-Lived Assets.

A reclassified condensed consolidated statement of operations for the
three months ended March 31, 2005, reflecting the above reclassification is
presented below. The amounts are in thousands, except per share amounts.

Condensed Consolidated Statement of
Operations
Three Months Ended March 31, 2005
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As Retained As
Reported Operations Reclassified
(unaudited) (unaudited) (unaudited)
Revenues:
MembersShip revVeNUES . v vttt ettt eeeeenneneeeeeenns S 7,837 S 1,329 S 9,166
Products and SErViCES ...t ietneteneeeeeneenneenn 3,814 659 4,473
Total FeVENUE . ¢ vttt ettt ittt ettt eeeeneeanns 11,651 1,988 13,639
Operating expenses:
Club operating COSTS . ittt ittt et eeeeeeennn 4,431 2,064 6,495
Cost of products and services.........oieiieeene... 3,218 562 3,780
Selling and marketing........ ittt 418 88 506
General and administrative........... ... 2,048 - 2,048
Depreciation and amortization..................... 1,224 - 1,224
Total operating EXPeNSEeS .. v vt teneeeeeeeenns 11,339 2,714 14,053
Income (loss) from operations............ 312 (726) (414)
Other income (expense):
Interest, Net .. ...ttt ittt et et ee e (1,632) 464 (1,168)
Minority dnterests. ... .ttt ittt eennnnns (37) - (37)
Loss from continuing operations
before income taxes and income from
discontinued operations...........c... ... (1,357) (262) (1,619)
Provision (benefit) for income taxes.........oiiieuene... —= —= —=
Loss from continuing operations
before income from discontinued
OPEeratioNS . vt ittt e e e e e e e e (1,357) (262) (1,619)
Income from discontinued operations.................... 113 262 375
Net 10SS .t ittt ittt ettt ettt et e eeeeeeeean (1,244) —— (1,244)
Dividends on Preferred Stock........iiiiiiiiiinennnn. 493 - 493
Net loss attributable to common
STOCKNOLAErS . v vt it et e et e e e e S (1,737) S - (1,737)
Net income (loss) per share attributable to common stockholders
- basic and diluted:
Discontinued operations........oeeeeeeeeennnn S 0.01 $ 0.01 0.02
Continuing operations.........coiiieeennnn. (0.10) (0.01) (0.11)
Net loss per share.........ceeiiieennnnnnn. S (0.09) S —— (0.09)
Weighted average number of common shares Outstanding:
Basic and diluted. . ...ttt ittt e e 19,131 —— 19,131
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The condensed consolidated statement of cash flows for the three months
ended March 31, 2005 presented elsewhere in this Form 10-Q has also been
reclassified to reflect The Sports Club/LA - New York at Rockefeller Center as a
continuing operation.

3. Accounting for Stock-Based Compensation

Through the end of fiscal 2005, the Company measured compensation
expense for stock-based incentive programs utilizing the intrinsic value method
prescribed by Accounting Principles Board ("APB") Opinion No. 25, "Accounting
for Stock Issued to Employees." Under this method, the Company did not record
compensation expense when stock options were granted to eligible participants as
long as the exercise price was not less than the fair market value of the stock
when the option was granted. In accordance with Statement of Financial
Accounting Standards ("SFAS") 123R, the Company disclosed the pro forma net
income (loss) per share as if the fair value-based method had been applied in
measuring compensation expense for share-based incentive awards. No share-based
compensation cost was recognized in the Condensed Consolidated Statement of
Operations for the three months ended March 31, 2005 for options granted under
the Company's Stock Incentive Plans, as all unvested options granted had an
exercise price equal to the market value of the underlying common stock on the
date of grant.

In December 2004, the Financial Accounting Standards Board ("FASB")
issued SFAS No. 123R. This statement requires that the cost resulting from all
share-based payment transactions be recognized in the Company's consolidated
financial statements. In addition, in March 2005 the Securities and Exchange
Commission ("SEC") released SEC Staff Accounting Bulletin No. 107, "Share-Based
Payment" ("SAB 107"). SAB 107 provides the SEC's staff's position regarding the
application of SFAS 123R and certain SEC rules and regulations, and also
provides the staff's views regarding the valuation of share-based payment
arrangements for public companies. Generally, the approach in SFAS 123R is
similar to the approach described in SFAS 123. However, SFAS 123R requires all
share-based payments to employees, including grants of employee stock options,
to be recognized in the statement of operations based on their fair values. Pro
forma disclosure of fair value recognition, as prescribed under SFAS 123, is no
longer an alternative.

In the first quarter of fiscal 2006, the Company adopted the fair wvalue
recognition provisions of SFAS 123R utilizing the modified prospective
transition method, as prescribed by SFAS 123R. Under that transition method,
compensation cost recognized during the three months ended March 31, 2006
includes: (a) compensation cost for all share-based payments granted prior to,
but not yet vested as of December 31, 2005 based on the grant date fair value
estimated in accordance with SFAS 123, and (b) compensation cost for all
share-based payments granted subsequent to December 31, 2005, based on the
grant-date fair value estimated in accordance with the provisions of SFAS 123R.
Under the modified prospective transition method, results for the prior periods
have not been restated.
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For the three months ended March 31, 2006, the Company recognized no
non-cash share-based compensation costs as a result of the adoption of SFAS
123R. The effect of the change in applying the original provisions of SFAS 123
resulted in no change in reported net loss or reported loss per share, as shown
below (in thousands, except per share amounts) :

Prior to

Application of As per SFAS
SFAS 123R 123R
D = S X0 7= S (3,220) S (3,220)
Net loss per share - basic and diluted.... $ (0.17) S (0.17)

The following table illustrates the effect on net loss and net loss per
share if the Company had applied the fair value recognition provisions of SFAS
123R to options granted under the Company's stock option plans in all periods
presented. The Company did not recognize any compensation expense related to the
issuance of stock options in 2005. The effect of applying SFAS 123R resulted in
no change in net loss and basic and diluted loss per share as shown below (in
thousands, except per share amounts):

Three Months
Ended
March 31, 2005

Net 10SS, @S FePOTLEA. i i i ittt ittt ettt ettt eeeeeeanaaeeenens S (1,737)

Deduct: Total share-based employee compensation expense
determined under fair value-based method for all awards,
net of related tax effects.... ...t -

Pro fOrma NEL 10S S . v it ittt ittt et ettt eeeeenennn S (1,737)

Net loss per share-basic and diluted:
NS o oo ot wh =Y I S (0.09)
L o @ Y11= S (0.09)

Shares used in computing net loss per share:
Basic and diluted. ...ttt ittt et et e e e 19,131

During the three months ended March 31, 2006, there were no shares
granted, exercised or cancelled under the Company's stock option plans. At
December 31, 2005 and March 31, 2006, there were no unvested options
outstanding.

4. Sale of Assets

In December 2004, the Company committed to a plan and came to an
understanding to sell six of its nine sports and fitness Clubs to an affiliate
of Millennium Entertainment Partners (collectively with its affiliates
"Millennium") for $65.0 million. Millennium is the Company's largest stockholder
and was the landlord at four of these Clubs. Accordingly, the Company reported
the operating results of these six Clubs as discontinued operations and their
assets and liabilities as held for sale in the condensed consolidated financial
statements included in the Company's March 31, 2005 Form 10-Q (see Note 2 to

10

Thr

Marc
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8

the Company's condensed consolidated financial statements). In November 2005, the
Company decided to retain ownership of one Club and increase the sales price to
$80.0 million. The condensed consolidated financial statements included in the
Company's March 31, 2005 Form 10-Q have been reclassified to reflect the
decision to retain ownership of this Club (see Note 2 to the Company's condensed
consolidated financial statements). On January 13, 2006, the Company completed
the sale of five Clubs to Millennium for $80.0 million. The Clubs sold include
the Company's interest in Reebok Sports Club/NY and The Sports Club/LA in
Washington D.C., Boston, San Francisco and the Upper East Side in New York. The
Company's management agreement covering the Club in Miami was also terminated.
The Company received $50.0 million in cash upon closing the sale (before
transaction related costs) and received two Notes from Millennium. The first
Note of $22.2 million was due and was collected on January 31, 2006. The second
Note of $7.8 million is due in 2013 and is secured by a pledge of the Series C
and Series D Preferred Stock owned by Millennium and accordingly, the note
receivable has been presented as a contra-equity item on the Company's condensed
consolidated balance sheet. The Note is also guaranteed by an affiliate of
Millennium. The net proceeds from the sale exceeded the carrying value of the
net assets sold by approximately $24.8 million. Millennium has two directors on
the Company's board of directors, is a major stockholder of the Company and was
the landlord at four of the five Clubs that were sold. Millennium is a related
party, as defined by generally accepted accounting principles and by the United
States Securities and Exchange Commission. Accordingly, the amount by which the
net proceeds from the sale of the five Clubs to Millennium exceeded their
carrying value has been classified as a capital contribution in the accompanying
condensed consolidated financial statements.

Concurrent with the asset sale the Company entered into several
ancillary agreements with Millennium. These agreements provide Millennium
rights, subject to certain conditions, to use certain Proprietary Information
and Trademarks for perpetuity in connection with their operations of the
acquired Clubs. The Company also entered into a short-term Transitional Services
Agreement with Millennium to assist them in certain areas to ensure an orderly
transition in the operations of the Clubs. Both Millennium and the Company
entered into non-compete arrangements, that restricts each party's ability to
compete in the others primary territories. Millennium, as the owner of these
Clubs, remains responsible for general management of each Club and the Company
is not involved in the management of the sold Clubs.

The operating results of the five Clubs sold have been classified as
discontinued operations in the accompanying statements of operations. A
reclassified condensed consolidated statement of discontinued operations for the
three-month period ended March 31, 2005 and a listing of assets and liabilities
held for sale at December 31, 2005, follows:

The Sports Club Company, Inc.
Reclassified Condensed Consolidated Statement of Discontinued Operations
Three Months Ended March 31, 2005
(unaudited)

11
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Revenues:
Membership revenuUes. .. ...ttt ittt eeeeeeeennenns $ 15,221
ProducCts and SerViCES . i i et neeeeeneeoeeeneeneennens 7,763
Management feeS . . ittt ittt ittt et e e e 92
Reimbursed COSES . i i i ittt ittt ittt ettt ee e eeeneeanns 1,450
Total FeVENUE . ¢ ittt ettt ettt ettt teeteeeeeeeneeaens 24,526

Operating expenses:

Club operating COSTS . i ittt ittt ittt e eeeeeeeeeenns 12,858
Costs of products and servicesS........uiiiiieeennnn. 6,046
Selling and marketing........i ittt 785
General and administrative............iiiiiiiiiiin. 58
Reimbursed COSES . i i it ittt ittt ittt ettt et eeeeneeanns 1,450
Total operating EXPEeNSEeS . v v v vttt teeeeeeeeennenns 21,197
Income from operations............iiiiieien... 3,329

Other income (expense):
Interest, Nel ...ttt ittt ettt ettt et eeeennnan (2,472)
Minority dnterests. ...ttt ie ettt (331)

Income from operations of discontinued
operations before income taxes................ 526

Provision for income taxes........oiiiiitiiieneeeeennnnns 151

Income from discontinued
(o S XSt A o o = T $ 375

Note: Depreciation expense ceased effective January 1, 2005 upon classification
of the assets as "Held for Sale."

10

Assets and liabilities related to assets held for sale consist of the
following:

December 31,
2005

(in thousands)

Assets held for sale:

Cash and cash equivalents. . ...ttt tin et eeeneeneeeens S 2,105
Accounts receivable, net of allowance for doubtful accounts .. 1,316
D 0 v o e e = 419
Prepaid EXPEN S E S . i v i it ettt ettt e et et e 444
Property and equipment, Net .. ... ..ttt enneeeeeeeannnn 123,279

(@l o L = = 0 i 286
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Total assets held for sale......u ittt ittt eeeeneeneenns S 127,849

Liabilities related to assets held for sale:

ACCOUNLS PAVAD L. i ittt et ettt ettt ettt e e S 485
Accrued 1iabilitdes . v i n ittt ittt ettt ettt et e 1,897
Deferred FeVENUE S . « vt vttt ettt ettt et e teeeeeeneeeeeenseeeeeenees 15,469
Accrued lease 0ObligationsS. ... ittt ittt ettt 58,796
Minority dnterest ... ..ttt e ettt e ettt 1,723

Total liabilities related to assets held for sale......... S 78,370

5. Cash, Cash Equivalents and Restricted Cash

The Company considers all highly liquid investments with original
maturities of three months or less to be cash equivalents. On March 31, 2006,
cash and cash equivalents were $11.6 million.

The Company considers cash, cash equivalents and other investments that
are required to be held as deposits to satisfy certain governmental regulatory
or Club security deposits as restricted cash. At March 31, 2006, the Company had
$3.1 million of both short-term and long-term restricted cash.

6. Marketable Securities

At March 31, 2006, the Company held $3.8 million and $11.2 million of
short-term and long-term marketable securities, respectively. All marketable
securities were classified as held-to-maturity and carried at amortized cost.
The marketable securities consisted entirely of Governmental Agency Notes and
Bank Certificates of Deposit. At March 31, 2006, the estimated fair value of
each investment approximated its amortized cost and therefore, there were no
significant unrealized gains or losses.
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As of March 31, 2006, the Company's marketable securities were
classified as follows (in thousands) :

Amortized Gross Unrealized
Cost Gains Los
Short Term
Bank Certificates of DeposSit.vuuii it eeneennnnn $ 600 $ -— $
Federal Home Loan Bank Bonds.........eiieeeneneeennnsn 3,222 -
Short—term Lotal. v e ettt ettt et ettt S 3,822 S - S

Long Term

13
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Federal National Mortgage Association Notes........... $ 4,605
Federal Home Loan Mortgage Corporation................ 4,546
Federal Home Loan Bank BONAS. ... ..euiiiiieeneeneennenns 1,999

7. Receivable From Stockholder/Related Party

Concurrent with the asset sale (see Note 4 to the Company's co
consolidated financial statements), the Company entered into a short-te
Transitional Services Agreement with Millennium to assist them in certa
to ensure an orderly transition in the operations of the Clubs. Millenn
the Company's largest stockholder and was the landlord at four of the C
the Company sold. Income of $628,000 for the three months ended March 3
for such services are included as other income in the accompanying cond
consolidated statement of operations. During this transitional services
the Company paid and or incurred certain expenses for the sold Clubs on
of Millennium for which Millennium is to reimburse the Company. At Marc
2006, this receivable from stockholder/related party was $1,465,000.

12

8. Notes Payable and Equipment Financing Loans
Notes payable and equipment financing loans are summarized as

December 31, Mar
2005 2
(una

(in thousands)

Senior secured notes (a)......... S 100,000 S
Mortgage note (b)................ 19,250
Mortgage note (C) ..o iiiiinenn.. ——
Equipment financing loans (d).... 63

119,313
Less current installments........ 100,373

ndensed
rm

in areas
ium is
lubs that
1, 2006
ensed
period
behalf
h 31,

follows:

ch 31,
006

udited)

(a) On April 1, 1999, the Company issued in a private placement $100.0

million of 11 3/8% Senior Secured Notes due in March 2006 (the
Notes") with interest due semi-annually. In May 1999, the Seni

"Senior
or Notes

were exchanged for registered Series B Senior Secured Notes (the

"Senior Secured Notes"). The Senior Secured Notes were secured
substantially all of the Company's assets, other than certain

by
excluded

14



Edgar Filing: SPORTS CLUB CO INC - Form 10-Q

assets. The notes were repaid in January 2006 with a portion of the
funds received from the sale of five of the Company's Clubs (see Note 4
to the Company's condensed consolidated financial statements) and from
funds received from the new mortgage on The Sports Club/LA - Los
Angeles (See (c) below).

(b) On June 12, 2003, the Company obtained mortgage financing in the
form of a secured five-year promissory loan in the amount of $20.0
million. The loan is evidenced by a promissory note that bears interest
at a fixed interest rate of 7.25%; requires monthly principal and
interest payments of $144,561; is secured by the common stock and all
the assets of Irvine Sports Club, Inc., the Company's wholly owned
subsidiary that owns The Sports Club/LA - Orange County; and is
guaranteed by the Company's Chairman and it's Chief Executive Officer.
The note requires The Sports Club/LA - Orange County to maintain a
minimum operating income, as defined, or the Company will be required
to establish a payment reserve account of up to $607,000. As of March
31, 2006, the Company has maintained the minimum operating income. The
note may be prepaid at any time without penalty or premium and requires
a final principal payment of $18.3 million on July 1, 2008.

(c) In January 2006, the Company secured a $60.0 million mortgage note
at The Sports Club/LA - Los Angeles. The note, which matures in January
2016, is secured by all the real estate and other assets at The Sports
Club/LA - Los Angeles, bears interest at 6.48% per annum and requires
monthly payments of $404,375 which amortizes the loan over a
twenty-five year period. Two of the Company's shareholders executed
limited guarantees under which the lender has recourse to them in
certain circumstances. The Company has agreed to indemnify these
shareholders under certain circumstances for losses under this
guarantee. In exchange for the guarantee, the Company pays each
guarantor a fee equal to .75% per annum of the average outstanding
principal balance of the loan. Such fees may be paid in Common Stock,
cash or a combination thereof at the Company's discretion.

(d) The equipment financing loans are secured by furniture, fixtures

and equipment. The amounts are generally repayable in monthly payments
over four or five years.
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9. Consolidated Statements of Operations
Total revenue and total operating expenses consist of the following:

Three Months Ended
March 31,

(in thousands)

2005 2006
(unaudited) (unaudited)
Revenues:
Membership revenues:
Monthly dUES. ...ttt eneeeeeeennnnns S 8,468 S 8,990

Initiation fees...... ... 521 605
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Total membership revenues............. 9,166 9,779

Products and Services:

Private training............ ... 2,376 2,684

Food and beverage. ... ...ue et eeeeneenn. 1,088 1,149

SPa SErVICES. . ittt ittt 492 552
Physical therapy.....ooiiiiiiinenee.. 314 267

Other. . e e i et 203 132

Total products and services........... 4,473 4,784

TOLAl FEVENUE . & i it ettt ettt ettt eteeeeeeeennnn S 13,639 $ 14,563

Operating expenses:
Club operating costs:

Payroll and benefits................... S 2,718 S 2,645
RENt . ittt e e e e e 1,329 1,329
Other operating costs.................. 2,448 2,812

Total Club operating costs............ 6,495 6,786

Private training............ ... 2,006 2,222
Food & beverage. ... oo inennnenn. 1,088 1,147
SPa SErVICES. . ittt ittt et 442 474
Physical therapy.....ooiiiiitiinnnee... 217 172
Other. . ittt i i it i i i i 27 -
Total cost of products and services... 3,780 4,015
Sales and marketing..............iiii.. 506 693
General and administrative............... 2,048 2,248
Depreciation and amortization............ 1,224 1,137
Impairment charge..........iiiiieenennn. - 713
Total operating EXPeNSEeS .« ... eeeeeeneennnnns S 14,053 $ 15,592
14

10. Net Income (Loss) per Share

Basic and diluted loss per share represents the net loss less Preferred
Stock dividends divided by the weighted-average number of shares of Common Stock
outstanding for the period. Diluted loss per share excludes the dilutive effect
of potential common shares. For the three-months ended March 31, 2005 and 2006,
there were 3,332,465 and 4,042,300 anti-dilutive potential common shares,
respectively.

11. Series B Redeemable Convertible Preferred Stock

On March 18, 2002, the Company completed a $10.5 million private
placement of a newly created series of its redeemable convertible Preferred

16
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Stock. The Company received $9.9 million in cash, after issuance costs, and
issued 10,500 shares of Series B Preferred Stock, $.01 par value ("Series B
Preferred"), at a price of $1,000 per share. The Company has the option to
redeem any outstanding shares of Series B Preferred at any time and the holders
may require the redemption of any outstanding shares of Series B Preferred on or
after March 18, 2009 at a price of $1,000 per share plus accrued but unpaid
dividends. Dividends accrue at the annual rate of $90.00 per share. Such
dividends are cumulative but do not accrue interest and at the Company's option,
may be paid in cash or in additional shares of Series B Preferred. The Series B
Preferred may, at the option of the holder, be converted into shares of Common
Stock at the rate of $2.8871 per share, as adjusted for the issuance of Series D
Preferred Stock in March 2004. At March 31, 2006, the Series B Preferred,
including accrued dividends of $3,836,000, was convertible into 4,965,536 shares
of Common Stock. The conversion price will be adjusted downward in the event the
Company issues additional shares of Common Stock at a price below $2.8871 per
share, subject to certain exceptions; and any such downward adjustment is
subject to the prior approval of the American Stock Exchange. In the event of
liquidation, the Series B Preferred holders are entitled to receive, prior and
in preference to any distribution to common shareholders and pari passu with
holders of the Series C Convertible Preferred Stock, an amount equal to $1,000
for each share of Series B Preferred then outstanding. Since this series of
Preferred Stock is conditionally redeemable it has been classified between
stockholders' equity and total liabilities in the accompanying balance sheet.

The initial carrying value of the Series B Preferred was recorded at
its sale price less costs to issue on the date of issuance. The carrying value
of the Series B Preferred is periodically adjusted so that the carrying value
equals the redemption value on the redemption date. The carrying value of the
Series B Preferred will also be periodically adjusted for any accrued and unpaid
dividends. At December 31, 2005 and March 31, 2006, the Series B Preferred
carrying value consisted of the following ($ in thousands) :

December 31, March 31,
2005 2006

(unaudited)

Initial fair value, sale price of $10,500
less costs to issue of $592............ S 9,908 S 9,908
Redemption value accretion.................. 324 345
Accrued and unpaid dividends accretion...... 3,598 3,836
Total carrying value......ouoeeeeeeeennnnn S 13,830 S 14,089

15

12. Series C Convertible Preferred Stock

On September 6, 2002, the Company completed a $5.0 million private
placement of a newly created series of convertible Preferred Stock. The Company
received $5.0 million in cash and issued 5,000 shares of Series C Convertible
Preferred Stock, $.01 par value ("Series C Convertible Preferred"), at a price
of $1,000 per share. Dividends accrue at an annual rate of $90.00 per share.
Dividends are payable when and as declared by the Board of Directors. Such

17
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dividends are cumulative, but do not accrue interest and at the Company's
option, may be paid in cash or additional shares of Series C Convertible
Preferred. Dividends are paid pari passu with dividends on the Series B
Preferred. In addition, upon conversion any earned and unpaid dividends would
become payable. The Series C Convertible Preferred may, at the option of the
holder, be converted into shares of Common Stock at the rate of $2.8871 per
share, as adjusted for the issuance of Series D Preferred Stock in March 2004.
At March 31, 2006, the Series C Preferred, including accrued dividends of
$1,601,000, was convertible into 2,286,377 shares of Common Stock. Upon
conversion, any earned and unpaid dividends would become payable in cash or
additional shares of Series C Convertible Preferred, at the Company's option.
The conversion price will be adjusted downward in the event the Company issues
additional shares of Common Stock at a price below $2.8871 per share, subject to
certain exceptions; and any such downward adjustment is subject to the prior
approval of the American Stock Exchange. At the option of the Company, the
Series C Convertible Preferred may be redeemed in whole or in part by paying in
cash the sum of $1,000 per share plus any earned and unpaid dividends. In the
event of liquidation, the Series C Convertible Preferred holders are entitled to
receive, prior and in preference to any distribution to common shareholders, and
pari passu with holders of the Series B Preferred, an amount equal to $1,000 for
each share of Series C Convertible Preferred then outstanding, plus earned and
unpaid dividends.

The carrying value of the Series C Convertible Preferred is
periodically adjusted for any accrued and unpaid dividends. At December 31, 2005
and March 31, 2006, the Series C Convertible Preferred carrying value consisted
of the following (in thousands) :

December 31, March 31,
2005 2006
(unaudited)
Initial failr ValuUe. .. uu ittt eeeeeneeenennn S 5,000 S 5,000
Accrued and unpaid dividend accretion......... 1,490 1,601
Total carrying value.....ue et e eeeeeeeeeeennnn. $ 6,490 $ 6,601

13. Series D Convertible Preferred Stock

On March 12, 2004, the Company completed a $6.5 million private
placement of a newly created series of Convertible Preferred Stock. The Company
received $6.1 million in cash, after issuance costs of $428,000, and issued
65,000 shares of $.01 par value Series D Convertible Preferred Stock ("Series D
Convertible Preferred"), at a price of $100 per share. The Series D Convertible
Preferred was purchased by three of the Company's principal shareholders.
Dividends accrue at an annual rate of $9.00 per share and shall be paid prior
and in preference to any dividends earned on the Series B Preferred, Series C
Convertible Preferred, Common Stock or any other class of equity security that
is junior to the Series D Convertible Preferred. Dividends are payable when and
as declared by the Board of Directors. Such dividends are cumulative, but do not
accrue interest and at the Company's option, may be paid in cash or additional
shares of Series D Convertible Preferred. The Series D Convertible Preferred
may, at the option of the holder, be converted into shares of Common Stock at
the

16
rate of $2.00 per share. At March 31, 2006, the Series D Preferred,

including accrued dividends of $1,201,000, was convertible into 3,850,500 shares
of Common Stock. Each share of Series D Convertible Preferred shall

18
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automatically be converted into shares of Common Stock upon the consummation of
a qualified public offering of Common Stock of at least $50.0 million or if the
closing price of the Common Stock for a period of thirty consecutive trading
days exceeds $6.00 per share and at least 150,000 shares of Common Stock have
been traded during such applicable thirty day period. Upon conversion, any
earned and unpaid dividends would become payable. The conversion price will be
adjusted equitably in the event of any combination, recapitalization, merger,
reclassification or similar transaction or issuance of Common Stock (or any
instrument convertible into or exercisable for Common Stock) at a price per
share less than $2.00. Commencing on the sixth anniversary of the issuance of
the Series D Convertible Preferred, the Company at its option may redeem the
Series D Convertible Preferred in whole or in part by paying in cash the sum of
$100 per share plus any earned and unpaid dividends. In the event of
liquidation, the Series D Convertible Preferred holders are entitled to receive,
prior and in preference to any distribution to common shareholders and holders
of the Series B Preferred and Series C Convertible Preferred, an amount equal to
$100 for each share of Series D Convertible Preferred then outstanding, plus any
earned and unpaid dividends. The holders of the Series D Convertible Preferred
are afforded protective rights that among other things restrict the Company's
ability to incur debt or lease obligations, make investments or acquisitions,
sell a Club leased from Millennium, issue any new class of equity securities,
repurchase or redeem any equity securities, hire or fire the Chief Executive
Officer, enter into any new line of business or change the primary line of
business and issue options under the Company's stock option plans. The Company
obtained all necessary approvals from the holders of the Series D Convertible
Preferred for the sale of the Clubs to Millennium and for the mortgage financing
of The Sports Club/LA - Los Angeles, on January 13, 2006 (see Note 4 to the
Company's condensed consolidated financial statements). In addition, Millennium
is entitled to designate two directors (at least one of whom must be
independent) and the other two holders are each entitled to designate one
director, to serve on the Company's Board of Directors.

The carrying value of the Series D Convertible Preferred is
periodically adjusted for any accrued and unpaid dividends. At December 31, 2005
and March 31, 2006, the Series D Convertible Preferred carrying value consisted
of the following (in thousands) :

December 31, March 31,

2005 2006
(unaudited)
Initial falr Value. ..ot ittt eneennens S 6,500 S 6,500
IS SUANCE COSE St it ittt ettt et ettt eeeeeeeaeann (428) (428)
Accrued and unpaid dividend accretion........ 1,056 1,201
Total carrying value......oeeeeeeeeeeeennnnn S 7,128 $ 7,273

14. Series E Redeemable Preferred Stock

On September 14, 2004, the Company completed a $2.0 million private
placement of a newly created series of Redeemable Preferred Stock. The Company
received $2.0 million in cash and issued 20,000 shares of $.01 par value Series
E Preferred Stock ("Series E Preferred") at a price of $100 per share. The
Series E Preferred was purchased by three of the Company's principal
shareholders consisting of Kayne Anderson Capital Advisors, Rex Licklider and D.
Michael Talla. Dividends accrue at an annual rate of $11.375 per share.
Dividends are cumulative, do not accrue interest and, at the Company's option,
may be paid in additional shares of Series E Preferred. The Series E Preferred
is not convertible into shares of the

17
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Company's Common Stock and, except as required by law, does not entitle the
holder(s) to vote on matters brought before the Company's stockholders. At any
time after May 31, 2006, provided the Company is legally able to do so, (i) the
Company may, redeem all or part of the Series E Preferred for cash at the
redemption price of $100.00 per share, together with all accrued but unpaid
dividends or (ii) the holders of at least 50% of the Series E Preferred may
demand that the Company redeem all the shares of the Series E Preferred by
paving the redemption price in cash to each holder of the Series E Preferred.
Since this series of Preferred Stock is conditionally redeemable it has been
classified between stockholders' equity and total liabilities in the
accompanying balance sheet.

This initial carrying value of the Series E Preferred was recorded at
its sales price. The carrying value of the Series E Preferred is periodically
adjusted for any accrued and unpaid dividends. At December 31, 2005 and March
31, 2006, the Series E Preferred carrying value consisted of the following (in
thousands) :

December 31, March 31,

2005 2006
(unaudited)
Initial falr ValuE. ..o i ettt ennennnn S 2,000 S 2,000
Accrued and unpaid dividends accretion...... 295 351
$ 2,295 $ 2,351

In June 2006, as allowed under the terms of the Series E Preferred, the
Company redeemed all outstanding shares in cash for the redemption price of
$100.00 per share plus any accrued and unpaid dividends.

15. Note Receivable From Stockholder

On January 13, 2006, the Company completed the sale of five Clubs to
Millennium for $80.0 million (see Note 4 to the Company's condensed consolidated
financial statements). Millennium is the Company's largest stockholder and was
the landlord at four of these Clubs. The Company received $50.0 million in cash
upon closing the sale and received two Notes from Millennium. The first Note of
$22.2 million was due and was collected on January 31, 2006. The second Note of
$7.8 million is due on January 13, 2013, and is secured by a pledge of the
Series C and Series D Preferred Stock owned by Millennium. The Note is also
guaranteed by an affiliate of Millennium. The Note bears interest at the rate of
nine percent (9.0%) per annum and the interest shall accrue and be payable on
the Maturity Date.

On June 14, 2006, the Company repurchased all of Millennium's Series C
and Series D Convertible Preferred Stock and concurrently, Millennium prepaid
the entire Note. Due to the terms and nature of the Note and to the Company's
relationship with Millennium, the Company has classified the Note as a reduction
of Stockholders Equity in the March 31, 2006 condensed consolidated balance
sheet.

16. Litigation

The Company is involved in various claims and lawsuits incidental to
its business, including claims arising from accidents. However, in the opinion
of management, the Company is adequately insured against such claims and
lawsuits involving personal injuries,
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and any ultimate liability arising out of any such proceedings, whether insured
or not, will not have a material adverse effect on the Company's consolidated
financial condition, cash flows or results of operations.
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ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

The following discussion of our historical results of operations and
our liquidity and capital resources should be read in conjunction with the
condensed consolidated financial statements and related notes appearing
elsewhere herein. The preparation of these financial statements requires us to
make estimates and judgments that affect the reported amounts of assets,
liabilities, revenues and expenses and related disclosures. On an on-going
basis, we evaluate our estimates and judgments that are based on historical
experience and other assumptions that we believe to be reasonable under the
circumstances. This discussion contains forward-looking statements that involve
risks and uncertainties. Our actual results could differ materially from those
anticipated in these forward-looking statements.

Overview

We are currently the operator of four sports and fitness Clubs located
in the Los Angeles and New York metropolitan markets. Our Clubs are spacious,
modern facilities that typically include spas, restaurants, fitness centers,
swimming pools and basketball courts. Our Clubs, which are named The Sports
Club/LA, are recognized as among the finest sports and fitness facilities in the
United States.

Three of our four Clubs range in size from 90,000 to 140,000 square
feet. Due to the size of these facilities and the additional amenities included
in our Clubs, we spend significant amounts to construct a new facility. We
compare the results of our Clubs based upon how long the Clubs have been open at
the most recent measurement period. We categorize Clubs as either mature or
recently opened. Mature Clubs are those Clubs at which we believe the membership
levels have reached a stable level and based upon the amount of new membership
sales and attrition, or the size of the Club, we do not believe a significant
additional growth in the membership level will occur. Clubs are considered to be
recently opened while the membership level is increasing. Three of the Clubs
that we own are considered to be mature. The Sports Club/LA - Beverly Hills was
opened in October 2003 and is now nearing its optimum membership level. Newly
developed Clubs tend to achieve significant increases in revenues until a mature
membership level is reached. Recently opened Clubs that have not yet achieved
mature membership levels have operated at a loss or only a slight profit as a
result of fixed expenses that, together with variable operating expenses,
approximate or exceed membership fees and other revenues.

In 1999, we decided to expand The Sports Club/LA brand on a national
scale. We issued $100.0 million of Senior Secured Notes that were scheduled to
mature in March 2006 and used the proceeds to construct six new Clubs between
2000 and 2004. We invested significant amounts of cash in the construction and
operation of these new Clubs. Our operating performance and our liquidity were
negatively impacted due to the initial construction cost and start up costs and
the delay or failure of the Clubs to generate positive cash flows.
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During 2005, the operations of these new Clubs increased to the level
where our operating cash flows were sufficient to cover our debt service and
capital expenditure obligations. However, we were faced with the maturity of the
$100.0 million of debt in March 2006, so in December 2004, we decided to sell
some of our Clubs and seek new financing of The Sports Club/LA - Los Angeles
property. On January 13, 2006, we completed the sale of five of our nine sports
and fitness Clubs for $80.0 million. Concurrent with the sale, we completed a
$60.0 million financing of The Sports Club/LA - Los Angeles. Proceeds from

20

these transactions were used to retire the $100.0 million Senior Secured Notes.
Following the sale, we continue to own and operate four Clubs: The Sports
Club/LA - Los Angeles, The Sports Club/LA - Beverly Hills, The Sports Club/LA -
Orange County and The Sports Club/LA - New York at Rockefeller Center. The
operating results from the five Clubs we sold and the fees and costs associated
with the Miami management agreement that has been terminated have been
classified as Discontinued Operations in the accompanying condensed consolidated
financial statements and in the other parts of this Form 10-0Q.

We measure performance using key operating statistics such as
initiation fees, monthly dues and ancillary revenues per member. We closely
focus on new membership sales and the level of membership attrition at each
Club. We also closely evaluate our expenses with an emphasis on controlling
payroll costs. We use Club operating income, before depreciation expenses and
rent expense as a means to evaluate the overall performance of an individual
Club.

We have two primary sources of revenues. First, our largest source of
revenue is from membership dues and initiation fees. We recognize revenue from
dues in the month it is earned. Initiation fees are deferred and recognized as
revenue on a straight-line basis over the membership lives of each Club based on
each individual Club's respective average membership life. Secondly, we generate
ancillary revenue from our membership within each Club. The largest of these
revenues comes from individual private training. We also generate revenues from
our spas, restaurants, childcare, sports programs and guest fees. Our total
ancillary revenues for our continuing operations, represent 32.8% of total Club
revenue and we believe that percentage is among the highest in the industry. We
believe that membership levels are the primary indicator of a Club's ability to
generate revenue. Therefore, we are consistently generating programs to market
the Clubs to potential new members as well as striving to reduce our membership
attrition rates. We believe our current attrition rate at the Clubs we still own
of 28.9% is well below the norm in the industry.

Our direct expenses include costs to operate our Clubs. These consist
primarily of payroll and employee benefits, rent and other occupancy related
costs, supplies, repairs, costs of products sold and various other operating
costs. A significant amount of these costs are fixed in nature.

General and administrative expenses include costs related to our
centralized support functions such as accounting, information technology,
development and our executive management. Costs associated with being a publicly
owned company are also included in this category. Selling expenses include our
advertising, marketing department and promotional costs associated with the
generation of new memberships.

Critical Accounting Policies and Estimates

The preparation of financial statements in conformity with accounting
principles generally accepted in the United States of America requires us to
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make estimates and assumptions that affect the reported amounts of the assets
and liabilities and disclosures of contingent assets and liabilities at the date
of the financial statements and the reported amounts of revenues and expenses
during the reporting period. We base these estimates and assumptions upon
historical experience and existing known circumstances. Actual results could
differ from those estimates. Specifically, we must make estimates in the
following areas:

21

Revenue Recognition. We receive initiation fees and monthly membership
dues from our members. Substantially all of our members join on a month-to-month
basis and can therefore cancel their membership at any time. The transaction in
which we receive initiation fees may include free private training sessions.
Under Emerging Issues Task Force 00-21, Revenue Arrangement with Multiple
Elements, we determined that the initiation fees and private training sessions
did not represent separate units of accounting. Accordingly, initiation fees and
related direct expenses, primarily sales commissions, are deferred and
recognized, on a straight line basis, over the average membership life.
Effective in the second quarter of 2005, we started amortizing initiation fees
over the membership lives of each Club based on each individual Club's
respective average membership life. Dues that are received in advance are
recognized on a pro-rata basis over the periods in which services are to be
provided. In addition, payments of last months' dues are deferred. Revenues for
services including private training, spa treatments and physical therapy
sessions are recorded when such services are performed. Amounts received in
advance are recorded as deferred revenues. Revenues from our SportsMed
subsidiary are recognized when the services are rendered based upon the
estimated amount to be collected.

Allowance for doubtful accounts. We provide a reserve against our
receivables for estimated losses that may result from our members' inability to
pay. We determine the amount of the reserve by analyzing known uncollectible
accounts, economic conditions and historical losses and our members'
creditworthiness. The likelihood of a material loss from this area is minimal
due to our limited exposure to credit risk.

Lease Accounting. We record rent expense on facilities under operating
leases. The aggregate rental obligation is expensed on a straight line basis
over the lease term, commencing with the date when we take possession of the
property. If the lease imposes a significant economic penalty not to renew an
option period, we use the initial period plus the option period as the lease
term. Rent incurred before the facility is ready for use is capitalized as
leasehold improvements. Effective December 15, 2005, the Company adopted FASB
Staff Position 13-1 Accounting for Rental Costs Incurred During a Construction
Period, which requires rental costs incurred during construction be expensed.

Impairment of long-lived assets. The carrying value of our long-lived
assets is reviewed annually and whenever events or changes in circumstances
indicate that such carrying values may not be recoverable. We consider a history
of consistent and significant operating losses to be our primary indicator of
potential impairment. Assets are grouped and evaluated for impairment at the
lowest level for which there are identifiable cash flows, which is generally at
an individual Club. Through 2005, we evaluated our three New York City Clubs as
a group since they were located in the same geographical area, were operated and
evaluated as a group and memberships allowed the members to use any of the New
York Clubs. Operating the Clubs as a group allowed us to compete more
effectively with the local competition which also have multiple locations. Due
to the sale of two New York Clubs, we now evaluate the remaining long-lived
asset in New York on a stand alone basis. The determination of whether an
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impairment has occurred is based on an estimate of undiscounted future cash
flows directly related to that Club or group of Clubs compared to the carrying
value of the assets. If an impairment has occurred, the amount of impairment
recognized is determined by estimating the fair value of the assets and
recording a loss if the carrying value is greater than the fair value. At
December 31, 2005, the evaluation of The Sports Club/LA - New York at
Rockefeller Center resulted in an impairment charge of $18.6 million. At March
31, 2006, the evaluating of The Sports Club/LA - New York at Rockefeller Center
resulted n an impairment charge of $713,000.
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Valuation of goodwill. We recorded goodwill in connection with our
acquisitions of The Sports Club/LA in Los Angeles and Orange County, Reebok
Sports Club/NY and SportsMed. We are required to evaluate goodwill on an annual
basis or when certain events require us to reevaluate our goodwill. We performed
the analysis, as of December 31, 2003, 2004 and 2005, and determined that our
remaining goodwill was not impaired. No events occurred in the three months
ended March 31, 2006, that require the Company to re-evaluate its goodwill.

Marketable Securities. At March 31, 2006, the Company held $3.8 million
and $11.2 million of short-term and long-term marketable securities,
respectively. All marketable securities were classified as held-to-maturity and
carried at amortized cost. The marketable securities consisted entirely of
United States Treasury Notes and other Governmental Agency Notes. At March 31,
2006, the estimated fair value of each investment approximated its amortized
cost and therefore, there were no significant unrealized gains or losses.

Valuation of deferred income taxes. Valuation allowances are
established to reduce deferred tax assets to the amount expected to be realized.
The likelihood of material change in our expected realization of these assets
depends on future taxable income, our ability to deduct tax loss carry forwards
against future taxable income, the effectiveness of our tax planning and
strategies among the various tax Jjurisdictions in which we operate and any
significant changes in the tax laws.

Interest expense. In accordance with Emerging Issues Task Force
("EITF") Issue No. 87-24, Allocation of Interest to Discontinued Operations,
interest was allocated to discontinued operations based on the interest on debt
that was required to be repaid as a result of disposal transactions. On January
13, 2006, we completed the sale of five of our nine sports and fitness Clubs
(see Footnote Note 4 to our condensed consolidated financial statements
appearing elsewhere in this 10-Q). The proceeds of $80.0 million from the sale
were required to be used to repay a portion of our $100.0 million of Senior
Secured Notes. Accordingly we have allocated to discontinued operations 80.0% of
the interest expense associated with the Senior Secured Notes. For the
three-month period ended March 31, 2005, the amount of interest allocated to
discontinued operations was $2,476,000. Due to the relatively short period that
the Company owned the Clubs during 2006, no interest was allocated to
discontinued operations for the three-month period ended March 31, 2006.

Results of Operations

Several reclassifications have been made to the condensed consolidated
statement of operations for the three months ended March 31, 2005, primarily due
to our decision to retain The Sports Club/LA - New York at Rockefeller Center,
as discussed in Note 2 to the condensed consolidated financial statements, in
accordance with Statement of Financial Accounting Standards No. 144, Accounting
for Impairment and Disposal of Long-Lived Assets. The following discussion that
compares our results of operations is after consideration of such
reclassifications.
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Comparison of Three Months Ended March 31, 2006 to Three Months Ended March 31,
2005.

Our total revenue from continuing operations for the three months ended
March 31, 2006, was $14.6 million, compared to $13.7 million for the same period
in 2005, an increase of $924,000 or 6.8%. Revenue increased by $549,000 at The
Sports Club/LA - Beverly Hills primarily as a result of an 11.9% increase in
membership between March 2005 and March
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2006 and to annual rate increases for dues and other ancillary services. Revenue
increased by $226,000 at The Sports Club/LA - New York at Rockefeller Center
primarily as a result of a 7.9% increase in membership between March 2005 and
March 2006 and to annual rate increases for dues and other ancillary services.
Revenue increased by $196,000 at The Sports Club/LA - Los Angeles and The Sports
Club/LA - Orange County primarily as a result of dues increases and to higher
ancillary revenues, mostly private training revenues. There was a decrease in
revenue of approximately $47,000 at our two SportsMed locations primarily due to
decreased patient visits.

Our club operating costs and cost of products and services increased by
$526,000, or 5.1% to $10.8 million for the three months ended March 31, 2006,
versus $10.3 million for the same period in 2005. Club operating costs and cost
of products and services increased by approximately $199,000, as a result of the
increases in variable costs (mostly payroll, payroll related, supplies and other
operating expenses) associated with the increase in membership and revenues at
The Sports Club/LA-Beverly Hills. Club operating costs and cost of products and
services increased by approximately $348,000, as a result of the increases in
variable costs (mostly payroll, payroll related, supplies and other operating
expenses) associated with the increase in membership and revenues at The Sports
Club/LA- New York at Rockefeller Center. Club operating costs and cost of
products and services increased by approximately $24,000 at The Sports Club/LA -
Los Angeles and The Sports Club/LA - Orange County primarily due to increased
utility and supply costs. There was a decrease in cost of products and services
of approximately $45,000 at our two SportsMed facilities due to a decrease in
the number of patient wvisits.

Our selling and marketing expenses were $693,000 for the three months
ended March 31, 2006, versus $506,000 for the same period in 2005, an increase
of $187,000 or 37.0%. The increase in selling and marketing expenses is
primarily the result of not allocating various corporate level selling and
marketing costs to Clubs that were sold (see Note 4 to our condensed
consolidated financial statements). Prior to the sale we allocated certain
corporate level selling and marketing costs to all nine Clubs that we owned.
Once the five Clubs were sold we could no longer allocate these selling and
marketing costs to the sold Clubs. We have been able to reduce our corporate
level selling and marketing costs as a result of the reduced number of Clubs
that our corporate sales and marketing department now supports, but due to the
fixed nature of some of the expenses we have not been able to reduce our selling
and marketing cost in proportion to the number Clubs sold.

Our general and administrative expenses were $2.2 million for the three
months ended March 31, 2006, versus $2.0 million for the same period in 2005, an
increase of $200,000. Rent decreased by $155,000 as a result of relocating the
corporate office. Licenses and permits increased by $77,000 primarily as a
result of a City of Los Angeles business license required for the corporate
administrative offices. The remaining increase in general and administrative
expenses of approximately $278,000 is primarily the result of not allocating
various corporate level general and administrative expenses to Clubs that were
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sold (see Note 4 to our condensed consolidated financial statements). Prior to
the sale we allocated certain corporate level general and administrative
expenses to all nine Clubs that we owned. Once the five Clubs were sold we could
no longer allocate these general and administrative expenses to the sold Clubs.
We have reduced our corporate level employee headcount and have been able to
eliminate other corporate level general and administrative expenses as a result
of the reduced number of Clubs that we now support, but due to the fixed nature
of some of the expenses we have not been able to reduce our general and
administrative expenses in proportion to the number of Clubs sold.
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We incurred an impairment charge during the three months ended March
31, 2006, of $713,000. This impairment charge consisted of the write down of
fixed assets at The Sports Club/LA - New York at Rockefeller Center. The future
estimated cash flows from this Club were not adequate to recover the net book
value of its fixed assets. As a result, we were required to write down the fixed
assets to their estimated fair wvalue.

Our depreciation and amortization expenses were $1.1 million for the
three months ended March 31, 2006, versus $1.2 million for the same period in
2005, a decrease of $87,000 or 7.1%. Depreciation and amortization expenses
increased by $27,000, primarily due to capital additions made at The Sports
Club/LA - Los Angeles and The Sports Club/LA - Orange County during 2005 and
2006. Depreciation and amortization expenses decreased by $114,000 at the
corporate office facility due to the relocation to a new smaller facility.

Net interest expense from continuing operations increased by $1.1
million to $2.3 million for the three months ended March 31, 2006, versus $1.2
million for the same period in 2005. Due to the sale of the discontinued Clubs
in January 2006, we stopped allocating interest costs on our $100.0 million of
Senior Secured Notes to our discontinued operations and this resulted in an
increase in net interest expense from continuing operations of $707,000.
Conditions attached to the Senior Secured Notes prevented us from paying them
off on the date we sold the discontinued Clubs and we did not pay them off until
late February 2006. In January 2006 we entered into a new mortgage for $60.0
million, secured by the assets of The Sports Club/LA - Los Angeles. Interest on
this mortgage increased net interest expense from continuing operations by
$842,000. Net interest expense from continuing operations increased by $156,000
due to guarantee fees incurred on the $60.0 million mortgage. Two of our largest
stockholders have personally guaranteed a portion of the mortgage and we pay
them each a guarantee fee for this personal guarantee. Net interest expense from
continuing operations decreased by $594,000 due to interest income earned on the
excess proceeds and notes receivable generated from the asset sale.

During the three months ended March 31, 2006, we recorded other income
of $628,000. This other income consists of transitional services fees charged
the new owner of the five Clubs we sold in January 2006 (see Note 4 to our
condensed consolidated financial statements).

We did not record any federal or state deferred tax benefit related to
our consolidated pre-tax losses from continuing operations for the three months
ended March 31, 2006 and March 31, 2005.

Our income from discontinued operations was $47,000 for the three
months ended March 31, 2006, versus income from discontinued operations of
$375,000 for the same period in 2005, a decrease of $328,000. We sold these
discontinued Clubs effective January 1, 2006, with a closing date of January 13,
2006. The income from discontinued operations of $47,000 for the three months
ended March 31, 2006 is the profit incurred during January 2006 related to these
sold Clubs.
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After the income from discontinued operations and dividends on
preferred stock of $549,000 during the three months ended March 31, 2006 and
$493,000 during the three months ended March 31, 2005, our consolidated net loss
attributable to common stockholders was $3.2 million, or $0.17 per basic and
diluted share for the three months ended March 31, 2006, versus a loss of $1.7
million, or $0.09 per basic and diluted share for the three months ended March
31, 2005.
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Liquidity and Capital Resources
Liquidity

In 1999, we decided to expand The Sports Club/LA brand on a national
scale. We issued $100.0 million of Senior Secured Notes that were scheduled to
mature in March 2006 and used the proceeds to construct six new Clubs between
2000 and 2004. We invested significant amounts of cash in the construction and
operations of these new Clubs. As typically happens when a new Club is open,
these Clubs operated at minimal or negative cash flows during their early stages
of operation as their membership levels were increasing. Because of this, we did
not have cash on hand to meet our interest obligations under the Senior Secured
Notes and therefore, between March 2002 and September 2004, we raised $24.0
million through four separate Preferred Stock issuances. During 2005, the
operations of these new Clubs increased to the level where our operating cash
flows were sufficient to cover our debt service and capital expenditure
requirements. However, we were faced with the maturity of the $100.0 million of
debt in March 2006, so in December 2004, we decided to sell some of our Clubs
and seek new financing of The Sports Club/LA - Los Angeles property. On January
13, 2006, we completed the sale of five of our nine sports and fitness Clubs for
$80.0 million. We received $50.0 million in cash upon closing the sale and
received two notes from Millennium. The first note of $22.2 million was paid in
cash in January 2006 and the second note of $7.8 million was satisfied by
redeeming Millennium's Preferred Stock in June 2006. The net proceeds from the
sale exceeded the carrying value of the net assets sold by approximately $24.8
million. Millennium has two directors on the Company's board of directors, is a
major stockholder of the Company and was the landlord at four of the five Clubs
that were sold. Millennium is a related party, as defined by generally accepted
accounting principles and by the United States Securities and Exchange
Commission. Accordingly, the amount by which the net proceeds from the sale of
the five Clubs to Millennium exceeded their carrying value has been classified
as a capital contribution in the accompanying condensed consolidated financial
statements. Concurrent with the sale, we completed a $60.0 million financing of
The Sports Club/LA - Los Angeles. Proceeds from these transactions were used to
retire the $100.0 million Senior Secured Notes.

Following the sale, we continue to own and operate four Clubs. We
believe our remaining consolidated operations will generate sufficient cash
flows to cover our operating costs and debt service obligation for the next
twelve months. At March 31, 2006, we have $26.6 million of cash and marketable
securities to fund our operations going forward.

We plan on spending more than the normal amount on capital
expenditures at three of our Clubs during 2006. Normally, we would expect to
spend between 3-4% of revenues on capital expenditures. This would approximate
$2.0 million per year. In 2006, we plan on replacing much of our cardio vascular
and weight training equipment, carpeting, audio-visual equipment and lockers at
these three Clubs as well as making other significant capital expenditures.
Therefore, we have budgeted $7.6 million for capital expenditures in 2006.
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We retired our Series E Preferred Stock in June 2006. We used $2.4
million of cash to redeem the stock and pay the accrued dividends. At that time
we also paid all accrued dividends on the Series B, C and D Preferred Stock as
well as retired the Series C and D Preferred Stock owned by Millennium. This
resulted in the retirement of an additional $13.4 million of Preferred Stock and
accrued dividends. We were required to use $4.3 million of cash to make these
redemptions since the amounts due to Millennium were offset against a Note
receivable we had from them and a portion of the accrued dividends were paid by
issuing additional shares of Series C Preferred Stock.
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Substantial funds are required to develop additional new Clubs. Our
current debt levels make it difficult for us to secure the financing to develop
additional new sites. Therefore we would expect any new Clubs to be structured
as joint ventures, partnership agreements or management arrangements. We are
currently pursuing several potential new Club developments that would be
structured in that manner. This structure would allow us to expand our brand and
receive an immediate earnings stream and cash flow, with the potential for
additional profits, without making the significant capital investment required
to develop a club without a partner.

Operating Activities

At December 31, 2005, our cash balance was $10.3 million. In January
2006, we completed the sale of five Clubs, financed The Sports Club/LA - Los
Angeles and retired our $100.0 million Senior Secured Notes leaving us with
$26.6 million of cash and marketable securities at March 31, 2006. We believe we
will generate positive cash flows from operating activities in the future.

Investing Activities

Investing activities consist of new Club development and expenditures
to maintain and update our existing Clubs. Our Clubs are upscale and capital
improvements are regularly needed to retain the upscale nature and presentation
of the Clubs. A deterioration of the quality of the Clubs can lead to reduction
in membership levels and lower revenues. In the first quarter of 2006, capital
expenditures to maintain and update our Clubs, were $3.1 million. We normally
estimate that expenditures of between 3% and 4% of revenues, depending on the
age of the Club, will be necessary to maintain the quality of the Clubs to our
satisfaction. However, in 2006 we plan on spending approximately $7.6 million in
capital expenditures at our four Clubs. We plan to replace most cardio vascular
and weight training equipment, carpeting, audio visual equipment and lockers at
our three established Clubs and upgrade our management information systems and
enhance our disaster recovery capabilities.

We currently have no definitive plans for new Club developments that
would require our own capital. However, we are in preliminary discussion with
several parties about the possibility of developing new Clubs under management
agreements.

Financing Activities

On April 1, 1999, we issued in a private placement $100.0 million of
11 3/8% Senior Secured Notes due in March 2006, with interest due semi-annually.
The Senior Secured Notes were issued pursuant to the terms of an indenture
agreement dated April 1, 1999 (the "Indenture"). The Senior Secured Notes were
secured by substantially all of our assets, other than certain excluded assets.
The Senior Secured Notes were repaid in January 2006 with the proceeds from the
sale of five of our Clubs and the financing of The Sports Club/LA - Los Angeles.
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On June 12, 2003, we obtained financing in the form of a secured
five-year promissory loan in the amount of $20.0 million. The loan is evidenced
by a promissory note that bears interest at a fixed interest rate of 7.25%;
requires monthly principal and interest payments of $144,561; is secured by the
common stock and all the assets of Irvine Sports Club, Inc., our wholly owned
subsidiary that owns The Sports Club/LA - Orange County; and is
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guaranteed by two of our major stockholders. The note may be prepaid at any time
without penalty and requires a final payment of $18.3 million on July 1, 2008.

In March 2004, three of our principal shareholders purchased $6.5
million of a newly created class of Series D Convertible Preferred Stock in a
private placement offering. The proceeds were used to pay the March 15, 2004
interest payment on our Senior Secured Notes and to provide additional working
capital. In September 2004, three of our principal shareholders purchased $2.0
million of a newly created class of Series E Preferred Stock in another private
placement offering. The proceeds were used to pay the September 15, 2004
interest payment on our Senior Secured Notes. The Series E Preferred Stock may
be redeemed at any time after May 31, 2006.

In January 2006, we secured a $60.0 million mortgage note at The
Sports Club/LA - Los Angeles. The note, which matures in January 2016, is
secured by all the real estate and other assets at The Sports Club/LA - Los
Angeles, bears interest at 6.48% per annum and requires monthly payments of
$404,375 which amortizes the loan over a twenty-five year period. Two of our
shareholders executed limited guarantees under which the lender has recourse to
them in certain circumstances. We have agreed to indemnify these shareholders
under certain circumstances for losses under this guarantee. In exchange for the
guarantee, we agreed to pay each guarantor a fee equal to .75% per annum of the
average outstanding principal balance of the loan. At our discretion, such fees
may be paid in Common Stock, cash or a combination thereof.

Contractual Obligations

The following schedule lists known contractual obligations (amounts in
thousands) as of March 31, 2006:

Less Than

1

Contractual Obligations Total Year 1-3 Years
Mortgage note (1) .. iiienneeeeeeeennnn S 59,828 S 874 S 2,074
Interest on mortgage note (l)......... 35,075 3,574 7,631
Mortgage Note (2) cvvv vt ineeeeeeeennn 19,136 357 18,779
Interest on mortgage note (2)......... 3,173 1,378 1,795
Equipment financing loans (3)......... 59 21 38
Interest on equipment financing

10aAns (3) t vt ittt e e e e e e 9 6 3
Operating leases (4) ... 49,311 5,519 11,298
Minority interest (5)...... ... ... 1,013 150 863
Redeemable Preferred Stock (6)........ 16,126 2,296 13,830
Total $ 183,730 S 14,175 $ 56,311

11,7
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(1) In January 2006, we secured a $60.0 million mortgage note at The Sports
Club/LA - Los Angeles. The note, which matures in January 2016, is secured by
all the real estate and other assets at The Sports Club/LA - Los Angeles, bears
interest at 6.48% per annum and requires monthly payments of $404,375, which
amortizes the loan over a twenty-five year period. Two of our shareholders
executed limited guarantees under which the lender has recourse to them in
certain circumstances. We have agreed to indemnify these shareholders under
certain circumstances for losses under this guarantee. In exchange for the
guarantee, we agreed to pay each guarantor a fee equal to .75% per annum of the
average outstanding principal balance of the loan. At our discretion, such fees
may be paid in Common Stock, cash or a combination thereof.

(2) On June 12, 2003, we obtained financing in the form of a secured five-year
promissory loan in the amount of $20.0 million. The loan bears interest at a
fixed interest rate of 7.25%; requires monthly principal and interest payments
of $144,561; and requires a final principal payment of $18.3 million on July 1,
2008.

28

(3) Equipment financing loans are secured by our furniture, fixtures and
equipment. The amounts are generally repayable in monthly payments over four or
five years.

(4) We lease certain facilities pursuant to various operating lease agreements.
Club facility leases are generally long-term and non-cancelable triple-net
leases (requiring us to pay all real estate taxes, insurance and maintenance
expenses) and have an average remaining term of 19.47 years, including renewal
options which are included in the lease term, with the earliest lease expiration
date of January 31, 2013. We are also obligated under lease agreements for six
of our former Spectrum Club locations. We have subleased each of these
properties to the buyer of these Clubs under sublease agreements which provide
that all operating costs of these facilities be assumed by the new owners.
Amounts due for Spectrum Club leases are excluded from this table.

(5) We own a 50.1% interest in the partnership that owns The Sports Club/LA -
Los Angeles, and D. Michael Talla, our Chairman, beneficially owns the remaining
49.9%. We have the option to redeem Mr. Talla's preferred partnership interest
for $600,000, which expires on December 31, 2008. We have included the annual
preferred distribution of $149,700 to Mr. Talla in the above table for the next
2.75 years and the redemption amount is included in 2008 (Year 3).

(6) On March 18, 2002, we issued 10,500 shares of Series B Preferred Stock. The
stock is redeemable by the stockholders on March 18, 2009. On September 14,
2004, we issued 20,000 shares of Series E Preferred Stock. The stock is
redeemable by the stockholders after May 31, 2006. The amount of dividends
payable on the redemption date is included in the above table.
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Impact of Inflation
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We do not believe inflation has had a material impact on our
consolidated results of operations. We cannot provide assurance that future
inflation will not have an adverse impact on our operating results and financial
condition.

Seasonality of Business

Seasonal trends have a limited impact on our operations. We typically
experience a slight increase in membership sales in the first quarter.
Additionally, we normally experience a slight decrease in our revenues during
the summer months at our New York Clubs due to lower membership attendance.

Forward Looking Statements

From time to time we make "forward-looking statements" within the
meaning of Section 27A of the Securities Act of 1933 and Section 21E of the
Securities Exchange Act of 1934. Forward-looking statements include the words
"may," "will," "estimate," "continue," "believe," "expect" or "anticipate" and
other similar words. The forward-looking statements generally appear in the
material set forth under the heading "Management's Discussion and Analysis of
Financial Condition and Results of Operations" but may be found in other
locations as well. Forward-looking statements may also be found in our other
reports filed with the Securities and Exchange Commission and in our press
releases and other public disclosures. These forward-looking statements
generally relate to our plans and objectives for future operations and are based
upon management's reasonable estimates of future results or trends. Although we
believe that our plans and objectives reflected in or suggested by such
forward-looking statements are reasonable, such plans or objectives may not be
achieved. Actual results may differ from projected results due to unforeseen
developments, including developments relating to the following:

o the availability and adequacy of our <cash flow and financing
facilities for our requirements, including payment of our mortgage
notes,

o our ability to attract and retain members, which depends on
competition, market acceptance of new and existing sports and fitness
clubs and services, demand for sports and fitness club services
generally and competitive pricing trends in the sports and fitness
market,

o our ability to successfully develop new sports and fitness clubs,

o disputes or other problems arising with development partners or
landlords,

o changes in economic, competitive, demographic and other conditions in
the geographic areas in which we operate, including business

interruptions resulting from earthquakes or other causes,

o competition,
o changes in personnel or compensation, and
o changes in statutes and regulations or legal proceedings and rulings.

We will not update forward-looking statements even though our situation
may change in the future.

30

31



Edgar Filing: SPORTS CLUB CO INC - Form 10-Q

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

All of our current financing bears interest at a fixed rate and is
not subject to interest rate risk. We are exposed to risk from a change in
interest rates to the extent we are required to refinance existing fixed rate
indebtedness at rates higher than those prevailing at the time the existing
indebtedness was incurred. As of March 31, 2006, we had two mortgages totaling
$79.0 million due in July 2008 and January 2016 bearing fixed interest rates. A

hypothetical increase in interest rates of 1% would increase our interest
expense by approximately $790,000 per year.

The fair value of our financial instruments as of March 31, 2006 is
estimated as follows (in thousands) :

First Mortgage Note......iiiieiieeneeeennnn $ 19,136
First Mortgage Note.....oii it enn. 59,828
$ 78,964
31
ITEM 4. CONTROLS AND PROCEDURES

(a) Evaluation of disclosure controls and procedures.

We maintain disclosure controls and procedures that are designed to
ensure that information required to be disclosed in our reports under the
Securities Exchange Act of 1934, as amended, are recorded, processed, summarized
and reported within the time periods specified in the Securities and Exchange
Commission's ("SEC") rules and forms, and that such information is accumulated
and communicated to management, including our Chief Executive Officer and Chief
Financial Officer, as appropriate, to allow timely decisions regarding required
disclosures. Our internal control system is designed to provide reasonable
assurance regarding the preparation and fair presentation of published financial
statements. All internal control systems are designed based in part upon certain
assumptions about the likelihood of future events, and, no matter how well
designed, have inherent limitations. Therefore, even those systems determined to
be effective can provide only reasonable assurance with respect to financial
statement preparation and presentation and may not prevent or detect all
misstatements. Our management, including our Chief Executive Officer ("CEO") and
Chief Financial Officer ("CFO"), has evaluated the effectiveness of our
disclosure controls and procedures as of the end of the fiscal quarter covered
by this Quarterly Report on Form 10-Q. This evaluation included a review of the
steps management undertook in an effort to ensure that information required to
be disclosed in its Exchange Act filings is recorded, processed, summarized and
reported within the time periods specified in the rules and forms of the SEC. In
light of certain material weaknesses in our controls and procedures described
below, the CEO and CFO concluded that, as of the end of such period, these
deficiencies have caused our disclosure controls and procedures not to be
effective to enable us to record, process, summarize, and report information
required to be included in our SEC filings within the required time period, and
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to ensure that such information is accumulated and communicated to our
management, including our CEO and CFO, to allow timely decisions regarding
required disclosure. As described below, we are taking steps to remediate the
deficiencies in our control over the financial reporting process.

In performing its audit of our Consolidated Financial Statements for
the years ended December 31, 2004 and 2005, Stonefield Josephson, Inc.
("Stonefield") noted a matter involving our internal controls that it considered
to be a "reportable condition." A "reportable condition," which may or may not
be deemed a material weakness, involves matters relating to significant
deficiencies in the design or operation of internal controls that, in the
auditor's Jjudgment, could adversely affect our ability to record, process,
summarize and report financial data consistent with the assertions of management
in the financial statements.

The reportable condition that Stonefield considered to be a material
weakness was that the Company was unable to process its financial information
and present financial statements within a timely fashion. Stonefield's
observation was summarized in its letters dated September 30, 2005 and May 5,
2006 to the Audit Committee of the Board of Directors.

In December 2004, the Company received a comment letter relating to
the Company's Form 10-K/A for the year ended December 31, 2003 and Form 10-Q for
the quarter ended September 30, 2004 from the staff of the SEC. One of the
issues dealt with accounting for initiation fees under the provision of Emerging
Issues Task Force ("EITF") No. 00-21. The eventual resolution of this issue
contributed to the untimely filing of the Company's financial statements for the
year ended December 31, 2004 and quarterly periods ended March 31, 2005 and June
30, 2005.
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The Audit Committee has authorized and directed management to devise
and implement actions to address this deficiency and to enhance the reliability
and effectiveness of the Company's internal controls over financial reporting
and to provide reasonable assurance that our disclosure controls and procedures
allow for the accurate presentation and timely filing of our financial
statements. The Company's accounting personnel have reviewed their reporting and
certification obligations under the Exchange Act and the Sarbanes Oxley Act of
2002, and have consulted with the Company's outside counsel with respect to
those obligations. We have assigned a high priority to both the short-term and
long-term strengthening of these controls and have identified certain additional
measures, which we believe will address the conditions identified by our
auditors as a material weakness, including the following:

o engaging an accounting or financial consulting firm (other than the
Company's independent auditor) to consult with the Company on accounting issues,
including the interpretation of new accounting rules and releases promulgated by
the SEC, the Financial Accounting Standards Board and other organizations, and
the application of accounting principles to new transactions in which the
Company engages;

o reviewing the new FASB, EITF, SOP and other accounting rules and
pronouncements. The review will assess each new rule or pronouncement; whether
or not it amends or modifies an existing rule or pronouncement; its

applicability to the Company or any transactions in which the Company has
engaged, or proposes to engage; and the appropriate accounting ramifications of
the new rule or pronouncement;

o subscribing to selected professional publications that discuss new
accounting rules and regulations applicable to reporting companies, and sending
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our senior accounting personnel to seminars and other presentations which focus
on new accounting and financial disclosure rules and pronouncements; and

o establishing an internal audit procedure to ensure that transactional
recording, transactional review and adherence to applicable accounting policies
and principles are observed.

Management believes that the foregoing measures will address the
condition identified as material weaknesses by Stonefield. We will continue to
monitor and evaluate the effectiveness of our disclosure controls and procedures
and our internal controls over financial reporting on an ongoing basis, and are
committed to taking further action and implementing additional enhancements or
improvements, as necessary. We believe that these measures are reasonably likely
to have a material impact on both our internal controls over financial reporting
and disclosure controls and procedures in future periods.

(b) Changes in internal controls over financial reporting.

During the quarter ended March 31, 2006, the following changes
occurred in the Company's internal controls over financial reporting (as those
terms are defined in Rules 13a-15(f) and 15d-15(f) under the Exchange Act) that
have materially affected, or are reasonably likely to materially affect, its
internal controls over financial reporting:

o the Company has worked with an accounting firm (other than Company's
independent auditor) to consult with on accounting issues;
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o the Company has reviewed new accounting pronouncements to determine
the applicability to the Company;

o the Company has subscribed to professional publications that discuss
new accounting rules and regulations;
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PART TIT. OTHER INFORMATION
Item 1. Legal Proceedings

We are involved in various claims and lawsuits incidental to our
business, including claims arising from accidents. However, in the opinion of
management, we are adequately insured against such claims and lawsuits involving
personal injuries, and any ultimate liability, whether insured or not, arising
out of any such proceedings will not have a material adverse effect on our
consolidated financial condition, cash flows or results of operations.

Item 1A. Risk Factors
There have been no material changes from the information previously

reported under Item 1A of the Company's Annual Report on Form 10-K for the
fiscal year ended December 31, 2005, which Item 1A is hereby incorporated by
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reference.

Item

Item

Item

Item

Item

31.

31.

32.

32.

Changes in Securities
None
Defaults upon Senior Securities
None
Submission of Matters to a Vote of Security Holders
None.
Other Information
None
Exhibits
Certification of Rex A. Licklider pursuant to Section 302 of the

Sarbanes-Oxley Act of 2002.

Certification of Timothy O'Brien pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002.

Certification of Rex A. Licklider pursuant to 18 U.S.C. Section 1350,
as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

Certification of Timothy O'Brien pursuant to 18 U.S.C. Section 1350,
as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934,

the Company has duly caused this report to be signed on its behalf by the
undersigned thereunto duly authorized.

Date:

Date:

THE SPORTS CLUB COMPANY, INC.

August 8, 2006 by /s/ Rex A. Licklider

Rex A. Licklider
Chief Executive Officer
(Principal Executive Officer)

August 8, 2006 by /s/ Timothy M. O'Brien

Timothy M. O'Brien
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I,
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Chief Financial Officer
(Principal Financial and Accounting
Officer)
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EXHIBIT 31.1
CERTIFICATIONS

Rex A. Licklider, Chief Executive Officer of The Sports Club Company, Inc.

certify that:

I have reviewed this quarterly report on Form 10-Q of The Sports Club
Company, Inc.;

Based on my knowledge, this report does not contain any untrue
statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances
under which such statements were made, not misleading with respect to
the period covered by this quarterly report;

Based on my knowledge, the financial statements, and other financial
information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows
of the registrant as of, and for, the periods presented in this
report;

The registrant's other certifying officers and I are responsible for
establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the
registrant and have:

(a) Designed such disclosure controls and procedures, or caused such
disclosure controls and procedures to be designed wunder our
supervision, to ensure that material information relating to the
registrant, including 1its consolidated subsidiaries, 1is made
known to us by others within those entities, particularly during
the period in which this report is being prepared;

(b) Evaluated the effectiveness of the registrant's disclosure
controls and procedures and presented 1in this report our
conclusions about the effectiveness of the disclosure controls
and procedures (as of the end of the period covered by this
report based on such evaluation); and

(c) Disclosed in this report any change in the registrant's internal
control over financial reporting that occurred during the
registrant's most recent fiscal quarter (the registrant's third
fiscal quarter in the case of this quarterly report) that has
materially affected, or 1is reasonably 1likely to materially
affect, the registrant's internal control over financial
reporting; and;
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The registrant's other certifying officers and I have disclosed, based
on our most recent evaluation of internal control over financial
reporting, to the registrant's auditors and the audit committee of
registrant's board of directors (or persons performing the equivalent
functions) :

(a) All significant deficiencies and material weaknesses in the
design or operation of internal controls over financial reporting
which are reasonably 1likely to adversely affect the registrant's
ability to record, process, summarize and report financial
information; and

(b) Any fraud, whether or not material, that involves management or
other employees who have a significant role in the registrant's
internal controls over financial reporting.

Dated, August 8, 2006

/s/ Rex A. Licklider

Rex A. Licklider
Chief Executive Officer

I,
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EXHIBIT 31.2
CERTIFICATIONS

Timothy O'Brien, Chief Financial Officer of The Sports Club Company, Inc.

certify that:

I have reviewed this quarterly report on Form 10-Q of The Sports Club
Company, Inc.;

Based on my knowledge, this report does not contain any untrue
statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances
under which such statements were made, not misleading with respect to
the period covered by this quarterly report;

Based on my knowledge, the financial statements, and other financial
information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows
of the registrant as of, and for, the periods presented in this
report;

The registrant's other certifying officers and I are responsible for
establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the
registrant and have:

(a) Designed such disclosure controls and procedures, or caused such
disclosure controls and procedures to be designed wunder our
supervision, to ensure that material information relating to the
registrant, including 1its consolidated subsidiaries, 1is made
known to us by others within those entities, particularly during
the period in which this report is being prepared;
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(b) Evaluated the effectiveness of the registrant's disclosure
controls and procedures and presented 1in this report our
conclusions about the effectiveness of the disclosure controls
and procedures (as of the end of the period covered by this
report based on such evaluation); and

(c) Disclosed in this report any change in the registrant's internal
control over financial reporting that occurred during the
registrant's most recent fiscal quarter (the registrant's third
fiscal quarter in the case of this quarterly report) that has
materially affected, or 1is reasonably 1likely to materially
affect, the registrant's internal control over financial
reporting; and;

5. The registrant's other certifying officers and I have disclosed, based
on our most recent evaluation of internal control over financial
reporting, to the registrant's auditors and the audit committee of
registrant's board of directors (or persons performing the equivalent
functions) :

(a) All significant deficiencies and material weaknesses in the
design or operation of internal controls over financial reporting
which are reasonably 1likely to adversely affect the registrant's
ability to record, process, summarize and report financial
information; and

(b) Any fraud, whether or not material, that involves management or
other employees who have a significant role in the registrant's
internal controls over financial reporting.

Dated, August 8, 2006

/s/ Timothy O'Brien
Timothy O'Brien
Chief Financial Officer
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EXHIBIT 32.1
CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the quarterly report of The Sports Club Company, Inc. (the
"Company") on Form 10-Q for the period ended March 31, 2006 filed with the
Securities and Exchange Commission on the date hereof (the "Report"), I, Rex A.
Licklider, Chief Executive Officer of the Company, certify, pursuant to 18
U.S.C. (Section Mark) 1350, as adopted pursuant to 906 of the Sarbanes-Oxley Act
of 2002, that to my knowledge:

(1) The Report fully complies with the
requirements of section 13(a) or 15(d) of the Securities Exchange Act of 1934;
and
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(ii) The information contained in the Report
fairly represents, in all material respects, the financial condition and result
of operations of the Company.

/s/ Rex A. Licklider

The Sports Club Company, Inc.
Chief Executive Officer
August 8, 2006
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EXHIBIT 32.2
CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the quarterly report of The Sports Club Company, Inc. (the
"Company") on Form 10-Q for the period ended March 31, 2006 filed with the
Securities and Exchange Commission on the date hereof (the "Report"), I, Timothy
O'Brien, Chief Financial Officer of the Company, certify, pursuant to 18 U.S.C.
(Section Mark) 1350, as adopted pursuant to 906 of the Sarbanes-Oxley Act of
2002, that to my knowledge:

(1) The Report fully complies with the
requirements of section 13(a) or 15(d) of the Securities Exchange Act of 1934;
and

(ii) The information contained in the Report
fairly represents, in all material respects, the financial condition and result
of operations of the Company.

/s/ Timothy O'Brien

The Sports Club Company, Inc.
Chief Financial Officer
August 8, 2006
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