UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

"UNITED STATES SECURITIES
AND EXCHANGE COMMISSION,

Plaintiff,
‘| Case: 1:08-cv-00348
V. * - Assigned To : Kennedy, Henry H.
. o . : Assign. Date : 2/28/2008
BALLY TOTAL FITNESS HOLDING *  Description: General Civil
CORPORATION, ' :
Defendanf.

COMPLAINT

Plaintiff Securities and Exchange Commission ("SEC"‘ or "Commission"), for its
- complaint against defendant Bally Tota‘l Fitness Holding Corporation ("Bally" or "defendant"),
alleges: |

NATURE OF THE ACTION

1. In connection with its accouhting over a several year perio'd, Bally violated anti-
fraud, reporting, record-keeping, and internal controls provisions of the federal securities laws.
As described below, Bally made materially false and mjéleading statements about its financial
condition mSEC ﬁlings and in ther.publiq statements frofn at ieaét ﬁsc}al year 1997 through
fiscal yeér 2003; These méterially.fal's.e énd nﬁsleading statements i)ortfayed Bally's financial
condition (its net worth) and its perf(;rmance (its income) as being far better than they aétually
were during tﬁe relevant period.

2. These misref)resentations about its financial condition and performance Qere the
i result of Bally's employment of accounting methods that were not in conformity with generally

accepted.accounting principles ("GAAP"), and in at least certain instances, were fraudulent.



On November 30, 2005, Bally filed its 2004 Form 10-K, which restated its previously reported
financial statements for thevyears ended December 31, 2002, and 2003, and restated selected
-financial data for the years ended December 31, 2001, and December 31, 2000. The restatement
acknowledged more than two dozen different accounting improprieties that materially affected
Bally's financial statements during the relevant period.

3. Those accounting improprieties, which included fraﬁds, had a pervasive effect on
the accuracy of Bally's public financial statements. For example, Bally originally reported in-its
2001 Form 10-K that its year-end 2001 shareholders' equity, or net worth, was positive
$513 million. In truth, Bally's year-end 2001 net worth -- once all 6f the accounting
improprieties were correctéd -- was negatiye_$1.3 billion. Simply put, Bally (Sverstatedit_s.year-

) _eﬁd 2001 ﬁ_et worth by $1.8 billion.
4. Bally’s overstatement of its year-end 2001 ﬁet worth was the result of Bally's

accounting improprieties, which prematurely‘rego gnized revenue and deferred recognition.of
expenses. This enabled Bally to hide the en.ormous.maghiullde of its accumulated losses: . - |

| through year-end 2001, those losses were $1.8 billion. Bally's losseé should have been -reﬂecfed,

“among other places, in Bally's retained earnings, or more precisely, in Bally's accumulated

‘deﬁcit. Retained earnings represent a ﬁrm's cumulative profits; acchmulated-deﬁcit-répresents a
B ﬁrm’s curhulative ldSSGS: Although Bally's originally repqrted year-cﬁd 2001 accumulatéé deﬁcit
§vas~approximately $100 mili_ion, its actual accﬁmulated deficit was $1.9 billion. The $1.8 billion
understateméntv of Bally's accumulated deficit fepresents the amount of loésés Bélly incurred, but
did not report, through December 31, 2001. |
5. Bally's accounting frauds and iﬁpropﬂeties did not stop in 2001; they continued

thro;1gh 2003. ‘AAs aresult, Bally undefsfated its originally reported 2002 netrloss before income

tax by $92.4 million. Bally also understated its originaily reported 2003 net loss before income
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tax by $90.8 million. Tn addition to being included in the annual Forms 10-K, these materially
false and misleading financial statements were also included in registration statements (and
“amendments thereto) filed by Bally in 2001, 2002, and 2003. "

JURISDICTION

6. This Court has jurisdiction over this action pursuant to Sections 20(b) and 22(a)
of the Securities Actb[15 U.S.C. §§ 77t(b) & v(a)] and Sections 21(e) and 27 of the Exchange Act -
[15U.S.C. §§ 78u(e) and 78aa].
7. | Defendant directly or indirectly made use of the means or instrumentalities of -
* interstate commerce, or of the mails, or the faciiities ofa gational sécun'ties exchangé in:.
;connection with -i:he transéctions, acts, practices-and courses of business alléged herein. - :- .

DEFENDANT

8. . Bally is a publicly-held company orgénized n Delaware with securities registered :
with the SEC -pursuanf to Section 12(b) of the Exchange Act. Un»til‘ May 2, 2007, Bally’s. .
- securities traded on the New York Stock Exchanée. On.May 2, 2007, before the market vopeﬁe‘_d,
trading in Baily common stock on the New York Stock Exchange was suspended. On July 31,
© 2007, Bally filed for reorganization under Chapter 11 of the Bankruptcy Code in the U.S.. .
: .Bank_mptcy Court for the _South‘erh:_ District‘ofNeW York. On October 1, 2007, Bally-emerged
from the reorganizatibn asa pﬁvatély.'héid éorporation. | | | |

STATEMENT OF FACTS

9. - Each of Bally’s accounting frauds and improprieties is described below.
Described first are those that principally served to overstate Bally's gross revenue, and thus
overstate Bélly’s net income (or understate Bally's net loss). Described next are those that

principally served to understate Bally's expenses, and thus overstate Bally's income (or



understate Bally's loss). Described last are those that served to understate Bally's accumulated
deficit as of December 31, 2001, and thus overstate Bally's net worth.

BALLY IMPROPERLY
OVERSTATED ITS GROSS REVENUE

10.  As further described below, certain of Bally's accounting improprieties had the
effect of improperly overstatirrg Bally's irrcome by recognizing revenue prematurely. Bally |
generat,ed revenue by selling gym membershjps; personal training services, and nutritional
.products. Bally irrrproperly accounted for much of this revenue. For example, gym
nremberships generated two_t}rpes ef revenue for Bally: (.l)vinitia‘l membership fees, also called
"initiation fees," and (2) monthly drres. Baliy I;rematurely recogrﬁzed revenue for initiation fees
arld brnonthly dues. Bally also feiled to conforrh te GAAP W_hen‘ aceounting for revenue from-

certain personal tralmng services. Further, Bally sold packages that bundled together gym
rrrembershlps nutntlonal products and personal tra.mmg services, but failed to comply with-
GAAP in accountmg for revenue from these packaées

Bally Fraudulently Overstated its
Gross Revenue from "Initiation Fees"

11.  Bally fraudulently and prematurely recognized revenue from: initiatiorl fees. As
~described above, part of the' price of a Bally health club membership was a one-time initiation -

fee. This initiation fee was. either paid in full when a member joined or was financed over a
period ef time, typically 36 rno_nths.v Regardless whether the initiation fees were paid in full at
the beginning of the membership, or ﬁhanced over time, GAAP prohibited Bally from |
recognizing all the revenue from initiation fees imrhediately. |

12.  Instead, 'GAAP required that Bally recognize initiation fee revenue over the enrire
membership life. This means that for me_mhers who maintained their memberships beyond the. _’

financing period, or initial period of membership, Bally was required to defer initiation fee
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revenue and recognize it over the estimated membership life, not over the term of the initial

period of membership. During the relevant period, however, Bally prematurely recognized its
‘ members' initiation fee revenue over a period that was not only shorter than the estimated

membership life, but in most instances even shorter than the initial period of membership.

13.  In 1997, Bally adopted the "deferral metho_d;' of accounting for initiation fee
revenue. The manner in which Bally applied the deferral méthod, however, recognized initiation
fee fevéﬁue osfer a period that in most instances was even shorter than the term of the initial

| .penod of membersmp and was not in conformlty w1th GAAP In 2003, Bally switched to what 1t
-charactenzed as a "modified cash method" to account for initiation fee revenue. However, Bally
also apphed the modlﬁed cash method in a manner not in conforﬁuty with GAAP and as a result
: reco gmzed all initiation fee revenue ovef the 1mt1a1 penod of membershlp In 2004, Bally
i acknowledged that the manner in which it 1mplemented both the deferral method and the
modlﬁed cash method were improper and not in conforrnlty w1th GAAP |
-14. At least since 2000, Bally knew or'was reckless in not knowing, that its

accounting for initiation fee revenue was not in conforrmty w1th GAAP and caused its financial

" - statements to be misstated. As a result of Bally's premature recognition of initiation fee revenue,

- -Bally lIl its 2001 Form 10-K understated its accumulated deficit as of December 31, 2001, by

= $997.8 million -- nearly a billion dollars. Additionally, because Bally had already prématurei& .
recognized initiation fee revenue in prior periods, Bally in its 2002 Form 10-K was forced to -
~ overstate its 2002 net loss before income tax by $54.2 million, and in its 2003 Form 10-K was -

forced fraudulently to overstate its 2003 net loss before income tax by $9.3 million.



Bally Fraudulently Overstated its
Gross Revenue from "Prepaid Dues"

15. .Bally also fraudulently recognized revenue frorn "prepaid dues."” Prepaid dues
revenue came about when a Bally health club member elected to renew his or her membership
for an additional period of time after completing the initial membership contract term. A
renewing member could elect to prepay his or her renewal dues. These prepayments were
referred to as prepald dues.

16. GAAP required Bally to reco gmze prepaid dues revenue as monthly health club
servrces were provrded When dues were prepard the prepaid portion was to be deferred and -

4 recogmzed as 1t was earned From 1997 through 2003, however Bally 1mproperly accelerated |
revenue from prepald dues by reco gmzmg as revenue the entlre amount of the prepaid dues in~
'the month the payment was recelved instead of recogmzmg it over the penod for Wthh that

: member had prepa1d | |

S 17, Begmnmg in at least 2000 Bally knew that it was ‘rmproperly acceleratmg
revenue from prepard dues, but falled to assess the scope of the problem or to fix it. Eventually,

| Bally pubhcly acknowledged "errors" regardmg’ prepard dues for prior perrods. In its 2003 Form
10-K Bally restated its prepard dues revenue for prior perrods gomg back to 1997 because, as the

.s.company reported 1ts prev10us methodology resulted in "errors in calculatmg prepaid dues and |

. accelerated dues recogmtlon for certam prepaying members.

| 18. | Bally knew, or was reckless ir1 not hnowirig, that it was accounting for prepaid
dues revenue in a manrler that'was not in conformity with GAAP and caused Bally’s financial
statements to be misstated. Asa result of Bally’s premature recognition of prepaid dues revenue,
Bally in its 2001 Form lO-K understated its accumulated deficit as of December 31, 2001, by

$35 million. Further, Bally's premature recognitiorr of prepaid dues caused it to overstate its



2001 net income before tax by $10.6 million in its 2001 Form 10-K and to understate its 2002
net loss before tax by $8.0 million in its 2002 Form 10-K.

Bally Fraudulently Overstated its
Gross Revenue from "Reactivation Fees"

19.  Bally also fraudulently recognized revenue from unpaid dues on inactive
memberships. Not all Bally members who completed their initial membership contract term .
renewed their membership. Instead, they simply ceased naying dues. Those members who had
paid all amounts due under the initial membershjp contract, but who had then stopped paying
monthly dues for six months or longer were solicited by Baliy fot "reactivatien." Bally’s
"reactivation" offer permitted lapsed.l.nembers to rejonl by p'aying a "reactivation fee," Which
‘was lower than an "initidtion.fee." o |

- GAAP prohibited Bally t'rorn‘ recognizing any revenne from "reactivation feeé"
until after the reactivating members had entered into bmdmg contracts. Rather than complying :
with GAAP and waiting until Bally had .obtained cnstomeraeceptance and the reacﬁvating-. o
members had entered into b1nd1ng contracts, Bally s1mpl$l proj ected the number of reactlvatmg
members that it anticipated rejoining up to three years into the future and then recognized those

. ant1c1pated but hypothetlcal reactlvatlon fees as revenue. Bally recogmzed that hypothetical
- revenue over a penod composed of (a) the average dehnquent period (that is, the perlod between
-when members stopped paying then' monthly dues and when they ;'eactlvated) plus (b) the
dverage reactivation period.
21. © In 2003, Bally abandoned this methodology :and adopted a modified cash basis of
dccounting for reactivation fees. Subsequently, in its 2004 Form 10-K, Bally acknowledged that
ts prior accounting failed to comply with GAAP, admitting that "recording revenue associated

with anticipated reactivating members was contrary to GAAP requirements of a binding



agreement and customer acceptance.” Bally also admitted that it "should have adopted the cash
basis for recoveries of unpaid dues on inactive memberships prior to 2003."

22.  Bally knew, or was reckless in not knowing, that it was accounting for
reactivation fees in a manner that was not in conformity with GAAP and caused Bally’s financial
statements to be misstated. As a result of Bally's premature recognition of reactivation fees, in
its 2001 Form 10-K, Bally understated its accumulated deficit as of December 31, 2001, by
$21.8 million.

Bally Improperly Overstated its Gross
Revenue from "Multiple Element Arrangements"

23. . In addition to selling health club services, personal training services, and

nutritional products as separate.services or products, Bally also sold packages that included a -

- combination of all three. In accounting terms, these packages are known as "multiple element:

“arrangements.” GAAP requires that revenue from multiple elements be treated as a single -
-.element unless it meets certain requirementé. which Bally did not nﬁéet.
24. - During the relevant period, however, Bally failed to account for multiple element
arrangements in conformity with GAAP. Instead, Bally treated the salé of nutritional products,
- the sale of personal training services, and the sale of inerﬁbership contracts as separate elements
~-which allowed -Bally to iﬁap‘propriately prematurély record revenue. In 2004, Bally changed its
’acéounﬁng method to treat the income from these arrangements as a single element and to- -
recognize the revenue from these arrangements on a straight line basis over the later of when
collected or earned.
25.  Asaresult of Bally's premature recognition of revenue from multiple element
arrangements, in its 2001 Form 10-K, Bally understated its accumulated deﬁc;,it as of

December 31, 2001, by $105.5 million. Further, Bally understated its 2002 net loss before tax by



$86.5 million, and in its 2003 Form 10-K, understated its 2003 net loss before tax by
$33 million.

Bally Improperly Overstated its Gross
Revenue from Prepaid Personal Training Services

26.  In addition to selling health club memberships, Bally also sold personal training
services, that is, exercise sessiohs with personal trainers. Some customers prepaid for sessions
with personal trainers. GAAP requites that revenue from prepaid personal training services be
recognized only when eafned;‘ that 1s, when the personal training services were actually provided.

Bally, however, failed to account fcr Aprepai.d personal .training seruices revenue in conformity :
urith GAAP, and instead recognized revenue related to prepaid personal training services before |
those services were actually provided. As a result of its premature recognition of prepaid.
personal training'v services revenue, Bally in its 2002 Fcrm vl‘_O-K understated its 2002 net loss "
before income tax by $7.9 million, and in its 2003 Form 10-K, understated its 2003 net loss.

. before income tax by $4.6 ml]hon |

Bally Improperly Overstated its Gross
~ Revenue from the Sale of Future Receivables

27. Fmally, in addition to generatmg revenue from the sale of health club

-_membershlps and related products Bally also generated revenue selhng future receivables.

| ".GAAP requlred that sales of future recelvables be treated as debt. During the relevant perlod

however, Bally falled to comply w1th GAAP and mstead accounted for sales of future

- receivables as the sale of ﬁuancial assets. This practice had the effect of premahueiy
recognizing revenue from the sales of future receivables. As a result of adopting accounting for
. revenue in conformity with GAAP, the company had to amend its accounting treatment cf the

sale of receivables from the sale of financial assets to debt treatment. Bally's use of the non-



GAAP accounting treatment caused in its 2002 Form 10-K to understate its 2002 net loss before
income tax by $281,000.

BALLY IMPROPERLY
UNDERSTATED ITS EXPENSES

28.  The accounting described above had the effect of overstating Bally's revenue
during the relevant period, and thus falseiy improving Bally's publicly reported financial
performance. In addition, other accounting improprieties by Bally improperly improied Bally’s

‘publicly feported financial performance by understating the expenses Bally incurred in operating
its chain of health clubs. Those expenses included the cost of paying interest on a bond issued
by a health club Bally aequired. Bally's expenses also included thecost‘s of signing up new-

- members who visited Bally's facilities, -such as sales people’s vsalaries, as well as the ,costs-of :

: advenlsmg to attract potential new members to-visit its facilities. Bally's expenses further:

- included the costs of leasing, operatmg, and maintaining hundreds of health clubs in the United -
States and Canada, as well-as the cost.of acqmnng or opemng new clubs Between 1997 and
2002 Bally focused on growing by acqumng already ex1st1ng health clubs-or by developlng new
clubs.» During that time, Bally bought or opened 152 new fitness centers.

| 29. | As described below, Bally undersfated- its expenses by a variety of means. It
..underst:ated one expense by -failihg to record e-liaeility it in its public financial statements; It
bdnderStatedbeerfain other current ekpenses by treatidg them as eapital assets, whicﬁ- enabled Bally‘
improperly to defer reco gmzmg those expenses until years later and thus understate itscurrent g
expenses while proirididg Bally with a short-term boost to its financial statements. |

Bally Fraudulently Cap'italized -and
Deferred its "Membership Acquisition Costs"

30. In 1997, at the same time that Bally began fraudulently to apply the deferral

method of accounting for "initiation fees," Bally also began fraudulently to account for so-called
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"membership acquisition costs." "Membership acquisition costs" were supposed to be the costs
that would not have been incurred, but for entering into particular member agreements. Under
"GAAP, costs that were directly related to the acquisition of a contract were required to be
capitalized and amortized as an expense over the same beriod that the deferred revenue from the
contract was recognized. All other costs were required to be charged to expense as incurred.
31.  Notwithstanding GAAP, Bally deferred costs that were not directly related to the
acquisition of membership contracts. For example, Bally deferred 100% of its sales force's - |
| salaries between 1997 and 2003 desplte its farlure to analyze the extent to which those salaries -
related to successful sales efforts. Dunng that same penod Bally also deferred as membershlp
acqu1s1t10n costs" 33% of all its Management Informat1on Systems department's costs. Tt did so -
- even though its MIS department costs included such non-contract-acqu1s1tlon items as |
| deprec1at1on repalrs and marntenance equlnment rental, supphes .profess1ona1 fees and utilities. ., .
.. Bally also deferred as "membershlp acqulsltron costs" 100% (and later, 39%) of 1nsufﬁ01ent
funds charges bank charges and credlt card charges during that same penod
32.  Bally knew, or was reckless in not knowmg, that its practice of deferring as
'lmembership acquisition costs" costs that were not directly related to the acquisition of
membershlp contracts falled to comply w1th GAAP and m1sstated Bally’s financial statements. -
' .Tlns practrce caused Bally n its 2001 Form lO-K to understate its accumulated deficit as of
December 31, 2001, by $114 million. It also caused Bally to understate in its 2002 Form 10-K
its 2002 expenses by $6.5 million, and to overstate in its 2003 Form 10-K its 2003 expenses by

$1 million.
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Bally Improperly Understated
its "Holiday Bonds" Expense

33. Bally understate'd its expenses by failing to inctude the interest expense associated
with a liability, the so-called Holiday bonds, in its.public financial statements. As a result of
acquiring another health club, Holiday Health Clubs of Towson, in the late 1980s, Bally assumed
certain bondsl that Holiday had issued to its members. Those bonds imposed on Bally a
$22 million face valuerepa}rrment obligation, due inapproximately 2015. When Bally acquired
Holiday, Bally added the ﬁoliday bond liability to its balance sheet, and recognized an annual -
interest expense associated with paying off the Holiday bonds. In 1995, however, Bally removed :
the Holiday bond liability from its public accounting financial statements.
| 34. From 1995 to2003, the Holiday bonds liability was not reflected on Balljr's public .
tt.'lna‘ncial statements and BallfS-pnbtic ﬁnancial statements did not reflect any interest expense -
related to Bally’s obhgatlon to. repay the: Hohday bonds For tax purposes, however, Bally
continued to record the interest expense related to those bonds |

35. Bally s failure to reflect the Hohday bonds 11ab111ty on its public financial
statements was not in conformity with GAAP and caused Bally's financial statements to be
misstated. Asa result of Bally s omission of the Hollday bonds liability from its financial
» .statements Bally inits 2002 Form 10K understated its 2002 1nterest expense by $526,000, and
in 1ts 2003 Form 10-K understated its 2003 interest expense by $589,000. Further, Bally’s
failure to reflect the Hbliday bond liability caused Bally’s 2001 Form 10-K to understate its
accumulated deficit as of December 31, 2001, by $4.3 million.

Bally Improperly Capitalized and
Deferred its Advertising Expense

36.  During the relevant period, Bally understated its advertising expense by

improperly capitalizing rather than expensing, no later than the first time the advertising took
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place, the costs of producing its advertisements. Specifically, Bally deferred recognizing the
production costs of its advertisements over the estimated life of the advertisements. This was not
in conformity with GAAP, and resulted in an understatement of advertising expense. As a result,
Bally's 2001 Form 10-K understated Bally’s accumulated deficit aé of December 31, 2001, by
$3.3 million. Because Bally had understated its advertising expense in priof years, in its 2002
Form 10-K, Bally overstated its 2002 expenses by $525,000, and in its 2003 Form 10-K, Bally
ox're'rstated its 2003 expenses by $3.4 million.

Bally Improperly Understated the Expenses it
Incurred in Acquiring Other Health Clubs

37. Between 1997 and 2002, Bally acquired a number of other health club companies.
Those business combinations were accounted for using the purchase method of accounting. The
purchase method of accounﬁng requiréd that the tangiﬁle assets aﬁd liaBilities of the acquifed :
company be recorded on BaIIY's b061;s at.‘fa'ir‘ Iﬁérket value; If 'the'purchase»price for the
acquired i)usiness exceeded the net fair market value of the acquired business's tangible assets
and liabilities, then that excess purchase price was to be attributed in the first instance to -
identifiable intangible assets, such as existing customer relationships, trademarks, and non-
competition agreements. Any remaining excess purchase price was to be attributed to the
unidentified intangible assét, commorlllyvknOWn as "goodwill." - ‘
| 38. At the beginning of the rele\}ant period, GAAP required that goodwill be

amortized - thaf is, removed_ from the balance sheet and moved to the income statement as an
expense -- over the useful life of the goodwill, which could not exceed 40 years. During the
rele;zant period, GAAP’s treatment of goodwill changed. Goodwill was no longer required to be
amortized; instead, companies having goodwill on their books were requiréd to conduct a

periodic "impairment analysis."- The "impairment analysis" tested whether the goodwill's fair
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value continued to match its carrying amount, or book value.. Ii' the analysis concluded that the
fair value of the goodwill no longer matched its book value, then the goodwill's book value was
written down to reflect the faii value determined by the impairment analysis. The difference
between book value and fair value was expensed.

39.  Bally's application of the purchase method of accounting failed to conform with
GAAP in at least two. ways. First, prior to the release of its 2004 Form 10-K, Bally’s method of
allocating the vpurchase prices of acquired businesses failed to comply with GAAP and resulted
in an overstatement of .goodwill and corresponding understatement of expense. This is because
Bally failed properly to allocate aportion' o.f the i)urchase price to certain separately identiﬁable |
intangible assets, namely, "Membership Relatlons " "Non-compete Agreements," "Trade Name,"

and "Leasehold Rights." Second Bally's method of amort1zmg goodwﬂl and later conductmg

| (or fa111ng to conduct) impairment analyses also failed to comply w1th GAAP and resulted inan
overstatement of goodw111 and a correspondmg understatement of expense.

40.  Asaresult of Bally's 1mproper apphcatlon of GAAP to its goodwill, Bally n 1ts
2002 Form 10-K understated its 2002 expenses by $14.1 milhon, and 1n its 2003 Form 10-K,,-
understated its 2l)03 expenses by $60.§ million.

| . | Bally Improperly Understated its Lease Expenses

1. Bally leased ratlier than owned numerous of its facilities, and during the relevant A
" neriod, Ballyls lease accounting was not in conformity with GAAP for a variety of reasons.
First, Bally improperly failed to recognize rent ea(pense on club leases with escalating rental
obligations using the required straight-line rent method. Second, Bally irnproperly reflected
tenant allowances as a reduction of property and equipment on the balance sheet and improperly
amortized these amounts and the related leasehold improvernents to depreciation expense. Third,

~ Bally improperly reflected tenant allowances as a component of cash flows from investing
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activities in its statement of cash flows. Fourth, Bally improperly failed to depreciate Ieaseﬁold
improvements over the lesser of the asset’s economic life, with a maximum qf fifteen years, or
‘the contractual term of the lease, excluding all renewal options. As a result of Bally;s improper
application of GAAP to ifs lease obligations, Bally in its 2002 Form 10-K understated its 2002
expenses by $13.9 million, and in its 2003 Form 10-K, undersi'ated its 2003 expenses by $11.4
million. |

Bally Improperly Deferred the Costs it
* Incurred in Building out its Health Clubs

42. - During the relevant peribd, various Bally clubs wére‘-temporarily closed while
Bally undertook construction in preparation fof use by rhémbers. Although the clubs were
ciosed, Ballyﬁonéthelesg incurred rent costs dﬁﬁng the consﬁ'.uction beriods (so-called "'presaie‘
g _coéts"); ‘Under GAA?, preséle costs ai'e fo- be recognized as"expenseAwhen incurred unless
certain requiremeﬁts are met. Bally failed to fneét those.ré(iuirements, but nonetheless
improperly deferred recognition of bre’saie costs. As aresult, Bally 'in"its 2002 Foﬁn 10-K
understated its 2002.expehses By $2..3 million, and in its 2003 Form 10-K,'understated its 2003
expenses by $967,000. |

43.  In addition to incurring rent while clubs were closed for remodeling and
-construction, Bally also_fiﬂcméd certain iﬁtemai 'cofnpensation costs ‘("capifalizéd maintenance
.':c:osts"). ,. Although GAAP 'rAeqﬁired that thesé costs be fecbrded as expense when services were
rendered, Bally impropérly capitalized and deferred these costs and reco gnizéd them as expense
iﬁ later periods. As a result, Bally in its 2002 Form 10-K understated its 2002 expenses by $3.5 . *

million, and in its 2003 Form 10-K, overstated its 2003 expenses by $3.0 million. -
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Bally Improperly Failed to Record
Expenses Associated with its Assets

44.  During the relevant period, Bally improperly fgiiéd to accoﬁnt for its fixed assets
in conformity with GAAP. GAAP require‘d that Bally periodically analyze whether its fixed
assets' value had been impaired by certain kinds of events, and if so, to recognize the amount of
impairment as an expense. Bally, however, failed to identify the existence of events that should
trigger an asset impairment analysis, and failed to measure fhé related impairmf;nt charges. Asa |
result, Bally in its 2002 Form 10-K understated its 2002 expensés by $766,0QO, anciin its -
2003 Form 10-K, understated its 2003 expénses.‘by $5.2 rﬁillibn. |

45.  Similarly, during the rélevant period, Bally improperly failed to account for its
. long-lived assets apart from goodwill and fixed assetsin conformity with GAAP. As aresult,

- Bally in its 2002 Foﬁn 10-K understated its 2002 expenséé by.$600,000, and in its 2603 Form
10-K, understated its 2003 expenses by $2.‘2 million.. - o = |

Bally Improperly Accounted for its.
Exercise Equipment Inventory Expense

46. Duﬁng the relevant period, Bally's method of accountiﬁg for equipmeﬁf trade-ins
failed to comply wiﬁ1 GAAP and resulted in an overstatement of thé cost basis and resulting
. aggregate depreciation expense for Bally's investment in exérciée équipment. AS a result, Bally
‘. 'in: its 2002 Form 1 OQK understated ité 2002 dépfeéiation exﬁeﬁse 5y '$_1.‘1 n'n;llion,i and in its 2003
Form 10-K, overstated its 2003 depreciation expeﬁse by $1.6 million. |

Bally Improperly Accounted for
its Deferred IT Services Expense

47.  During the relevant period, Bally's method of accounting for the internal and
external costs it incurred in developing internal-use computer software failed to comply with

GAAP. Instead, Bally improperly deferred recognition of those expenses. As a result, Bally in
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its 2002 Form 10-K understated its 2002 expenses by $2.2 million, and in its 2003 Form 10-K,
understated its 2003 expenses by $424,000.

Bally Improperly Accounted
for its Self-insurance Expenses

48.  During the relevant period, Bally self-insured itself against workers'
compensation, health, life, and general insurance claims. Bally’s methodologies for estiinating
those claims.,'however, resulted in an understatement of Bally's expenses relating to its
self-insurance liabilities. As a result, Bally in its 2002 Form 10-K understated its 2002 expenses
'hy $3.9 million, and in its 2003 Form 10-K, overstated its 2003 expenses by $2:8 mi‘llion.

Bally Improperly Understated
its Escheatment Obligatiuns

49 | Durmg the relevant period, Bally understated its 11ab111ty for the potentlal
escheatment of payroll-related and suppher-related checks As a result Bally in its 2002 Form
10-K understated its 2002 expenses by $610 000, and In its 2003 Form 10-K, understated its
2003 expenses by $1.2 million.

- Bally Improperly Failed to Expense Other Costs

50. In addition to the instances described above, Bally also understated its expenses

by capltahzmg various other costs, none of which was md1v1dua11y s1gmﬁcant but which GAAP

: requlred to have been recogmzed as expenses when they were 1ncurred “This improper
capltallzatlon of expenses caused Bally in its 2001 Form 10-K to understate its accumulated
deﬁcit as of Decemher 31, 2001, by $8.0 million. Additionally, it caused Balty in its 2002 Form
10-K to understate its 2002 expenses by $442,000, and in its 2003 Form 10-K, to overstate its

2003 expenses by $2.8 million.
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BALLY IMPROPERLY UNDERSTATED
ITS ACCUMULATED DEFICIT

51.  Bally engaged in other accounting improprieties that resulted in it understating its
accumulated deficit, and thus materially overstating its net worth.

Bally Improperly Accounted for
Gains and Losses from its Canadian Operations

52.  During the relevant period, Bally operated health clubs in Canada. Bally failed
properly to account for changes in currency exchange rates in determining gains and losses
resulting from transactions in Canada. Th1s caused Bally in its 2001 Form 10-K to understate its.. '
accumulated deficit as of December 31, 2001, by $2.3 million, It also caused Bally in its 2002
Form 10-K to fail to report gains of $1.7 millioﬁvin 2002, and in its 2003 Form 10-K, to fail to.
report gains of $2.4 million in 2003. | R

Bally Improperly Overstated
the Value of its Retail Inventory

53.  During the .relevant period, Bally overétated the value of its retail inventories,
primarily as a result of (a) differences in physic;cil couht and (b) incorreqt accounting for cost of
goods sold. As a result, Bally in its 2001 Forml IO-K understated its accumulated deficit as of
December 31, 2001, by $2.2 million; in its 2002 Form 10-K, overstated ifs 2002 expenses by
| $538,000; and in its 2003 Form 10—,.K, ﬁndérstatéd ‘its'»2(')03 -expénses by $594,000. | |

Bally Failed Properly to Record
its Period-end Accruals -

54.  During the felevant pén'od, Bally also failed to properly accrue certain obligations
at the end of its accounting periods. This caused Bally in its 2001 Form 10-K to understate its
accumulated deﬁcit as of December 31, 2001, by $4.1 million. It also caused Bally in its 2002
Form 10-K to understate its 2002 eéxpenses by $519,000, and in its 2003 Form 10-K to understate

its 2003 expenses by $259,000.
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Bally’s Miscellaneous Other
Failures to Conform to GAAP

55.  AsBally acknowledged in the restatementcon’;ained in its 2004 Form 10-K, Bally
also failed to comply with GAAP in connection with a number of other items during the relevant
peripd, none of which were individually significant. This caused Bally in its 2001 Form 10-K to -
understate its accumulated deficit as of December 31, 2061, by $9.6 million. It also caused Bally
in its-2002 Form 10-K to understate its 2002 income before taxes by $2.5 million, and in its 2003

Form 10-K, to understate its 2003 income before taxes by $4.4 million.

FIRST CLAIM FOR RELIEF
| Fraud |
Violations of Section 17(a) of the Securities Act [15 U.S.C. § 77q(a)],
Section 10(b) of the Exchange Act [15 U.S.C. § 78j(b)], and
Exchange Act Rule 10b-5 [17 C.F.R. § 240.10b-5]

56.  Paragraphs 1 through 22 and paragraphs 3.0 through 32 ‘are re-alleged and
incorporated by reference. - 1 - |

57.  Byreason of the foregoing, défendant directly or iﬁ&ifectly, knbwingly or
recklessly, by use of the means or instrumentalities of interstate commerce or of the mails, in
connection with the offer, sale, or purchase‘ of securities: (a) é;mbloy_ed devicés, schemes or
B artjﬁces to defraud; (b) made untrue statements of material fact or '_omitt_ed to state a material fact -

: necessary to rﬁake the statéments ‘fnade,.in the lighf_df thé circmnStancés' ﬁnder which they were.

m_adé, not misleading; (c) obtained money of property by means of any untrue statement of a
material fact or any omission of a material fact necessary in order to make the statements made,
in light of the circumstances under which they were made, not misleading; or (d) engaged in

transactions, acts, practices, or courses of business which operated as a fraud or deceit upon other

persons.
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58.  Byreason of the foregoing, defendant violated, and unless restrained will violate, -
Section 17(a) of the Securities Act, Section 10(b) of the Exchange Act, and Exchange Act
Rule 10b-5.

SECOND CLAIM FOR RELIEF

Reporting
Violations of Section 13(a) of the Exchange Act [15 U.S.C. § 78m(a)]
and Exchange Act Rules 12b-20, 13a-1, 13a-11, and 13a-13
[17 C.F.R. §§ 240.12b-20, 240.13a-1, 240.13a-11 & 240.13a-13]

Paragraphs 1 through 55 are re-alleged and incorporated by refereﬁce.

59.  The Exchange Act and rules promulgated thereunder require every issuer of a
registered security to file reports with the SEC that accurately reflect the issuer’s financial
performance and provide other true and ‘accurate information to the pubhc In addltlon to the
materlally inaccurate Forms 10-K identified above, during the relevant penod Bally also filed
matenally inaccurate Forms 10-Q and 8-K.

60. By reason of the foregomg, defendant violated, and unless restrained will violate,
v1olat10ns of Section 13(a) of the Exchange Act and Rules 12b- 20 13a-1, 13a-11, and 13a-13

-thereunder.

THIRD CLAIM FOR RELIEF

Record Keeping and Internal Controls.
Vlolatlons of Sections 13(b)(2)(A) and 13(b)(2)(B) of the Exchange Act
[15 U.S.C. § 78m(b)(2)(A) and 78m(b)(2)(B)]
61. Paragfaphs 1 through 55 are re-alleged and incorporated by reference.
The Exchange Act and rules promulgated thereunder require each issuer of registered securities:
(a) to make and keep books, records, and accounts which, in reasonable detail, accurately and

fairly reflect the business of the issuer; and (b) to devise and maintain a system of internal

controls sufficient to provide reasonable assurances that, amorig other things, transactions are
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recorded as necessary to permit preparatiqn of financial statements in conformity with GAAP or
any other criteria.

62.‘ By reason of the foregoing, defendant violated, and unless restrainéd will violate,
Sections 13(b)(2)(A) and 13(b)(2)(B) of the Exchange Act.

PRAYER FOR RELIEF

WHEREFORE, the SEC respectfully reqﬁests that this Court enter a final judgment:

(a) permanently enjoining defendant from violating Section 17(a) of the Securities
Act, Sections 10(b), 13(a); 13(5)(2)(A)'énd .13(b)(2).(B) of the Exchange Act, and-
Exchange Act Rules 10b-5, 12b_-2Q, 13a—1; 13a-1 i, énd 13a-13; and

(b)  granting such other relief as this Court may deem just and appropriate.

: By: W“W
Alan M. Lieberman :
Robert E. Leidenheimer, Jr.
U.S. Securities & Exchange Commission
100 F. Street, N.E.
Washington, D.C. 20549
Tel.: 202-551-4474 (Lieberman)
Fax: 202-9 (Lieberman)
Email: LiebermanA@sec.gov

Dated: February 28, 2008

Washington, D.C.

Of Counsel:
Fredric D. Firestone

Kenneth R. Lench
David Kagan-Kans
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