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UNITED STATES DISTRICT COURT
MIDDLE DISTRICT OF NOCRTH CAROLINA

PAUL SMITH and ALFIE CARTER, each on
behalf of himself and all others similarly
situated including all participants and
beneficiaries in the Krispy Kreme Doughnut
Corporation Retirement Savings Plan or the
Krispy Kreme Profit Sharing Stock Ownership
Plan,

No. 1:05CV00187

AMENDED COMPLAINT

CLASS ACTION
Plaintiffs,

Vv,

KRISPY KREME DOUGHNUT
CORPORATION, RANDY J. CASSTEVENS,
KEN HUDSON, SHERRY LUPER, FRANK
MURPHY, PAM PETRO-OTT, MICHAEL C.
PHALEN, SHERRY POLONSKY, JEFF
THIELEN, SCOTT A. LIVENGOOD, and
JOHN N. (JACK) MCALEER,

Defendants.
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Plaintiffs Paul Smith and Alfie Carter, particiﬁants in the Krispy Kreme Doughnut
Corporation Retirement Savings Plan (the “401(k) Plan”) and the Krispy Kreme Profit Sharing
Stock Ownership Plan (the “Profit Sharing Plan,” collectively, the “Plans”), state the following
Complaint on behalf of themselves and a class of all others similarly situated:

I. INTRODUCTION

1. This is a class action brought pursuant to § 502 of the Employee Retirement
Income Security Act (“ERISA"), 29 U.S.C. § 1132, against the fiduciaries for the Plans for the
violations of ERISA alleged herein. |

2. The Plans are retirement plans established and sponsored by the Krispy Kreme
Doughnut Corporation (“Krispy Kreme” or the “Company”).

3, Plaintiffs’ claims arise from the failure of Defendants, who are fiduciaries of the
Plans, to act solely in the interest of the participants and beneficiaries of the Plans and to exercise

the required skill, care, prudence, and diligence in administering the Plans and the Plans’ assets



during the Class Period (January 1, 2003 to the present). As more fully explained below, during
the Class Period Defendants imprudently permitted the Plans to hold and acquire millions of
dollars in Krispy Kreme stock. They did so despite the fact that Defendants knew or should have
known that Krispy Kreme was being seriously mismanaged, engaging in inappropriate
accounting practices, and engaging in improper transactions with company insiders to the
detriment of Plan participants. Defendants’ breaches alleged herein caused the Plans to incur
enormous losses.

4. | This action is brought on behalf of the Plans and seeks losses to the Plans for
which Defendants are personally liable pursuant to ERISA §§ 409 and 502(a}2), 29 U.S.C.
1109, and 1132(2)(2). In addition, under § 502(2)(3) of ERISA, 29 U.S.C. § 1132(a)(3),
Plaintiffs seek other equitable relief from Defendants, including, without limitation, injunctive
relief and, as available under applicable law, constructive trust, restitution, and other monetary
relief.

5. Because Plaintiffs’ claims apply to the participants and beneficiaries as a whole,
and because ERISA authorizes participants such as Plaintiffs to sue for loss to a plan for
breaches of fiduciary duty, Plaintiffs bring this as a class action on behalf of all participants and
beneficiaries of the Plans during the Class Period.

6. In addition, because the information and documents on which Plaintiffs’ claims
are based are, for the most part, solely in Defendants’ possession, certain of Plaintiffs’
allegations are by necessity upon information and belief. At such time as Plaintiffs have had the
opportunity to conduct additional discovery, Plaintiffs will, to the extent necessary and
appropriate, amend their Complaint, or, if required, seek leave to amend to add such other
additional facts as are discovered that further support each of the following Counts below.

11, JURISDICTION AND VENUE

7. This Court has subject matter jurisdiction over this action pursuant to 28 U.S.C. §
1331 and ERISA § 502(e)(1), 29 U.S.C. § 1132(e)(1).

8. ERISA provides for nation-wide service of process. ERISA § 502(e)(2), 29



U.S.C. § 1132(e)(2). All of the Defendants are either residents of the United States or subject to
service in the United States and this Court therefore has personal jurisdiction over them. This
Court also has personal jurisdiction over them pursuant to Fed. R. Civ. P. 4(k)}(1)}(A) because
they all would be subject to the jurisdiction of a court of general jurisdiction in the State of North
Carolina.

0. Venue is proper in this district pursuant to ERISA § 502(e)(2), 29 U.S.C. §
1132(e)(2), because the Plans are administered in this district, some or all of the fiduciary
breaches for which relief is sought occurred in this district, and/or some Defendants reside and/or
transact business in this district.

HI. PARTIES

A, Plaintiffs

10.  During the Class Period, Plaintiff Paul Smith was employed as an Assistant
Supervisor for Krispy Kreme and was a participant of both the 401(k) Plan and the Profit Sharing
Plan. Mr. Smith’s account in the 401(k) Plan consisted partly of his own tax-deferred savings
invested in the Krispy Kreme Company Stock Fund and partly of so-called “Company Match”
contributions made by Krispy Kreme as part of Mr. Smith’s compensation, which were invested
in the Krispy Kreme Matched Fund.

11.  During the Class Period, Plaintiff Alfie Carter was employed by Krispy Kreme
and was a participant of both the 401(k) Plan and the Profit Sharing Plan. Mr. Carter’s account
in the 401(k) Plan consisted partly of his own tax-deferred savings invested in the Krispy Kreme
Company Stock Fund and partly of so-called “Company Match” contributions made by Krispy
Kreme as part of Mr. Carter’s compensation, which were invested in the Krispy Kreme Matched
Fund.

B. Defendants

12.  Krispy Kreme. Krispy Kreme Doughnut Corporation (“Krispy Kreme”) is a

North Carolina corporation. Krispy Kreme is the sponsor and Named Fiduciary of the Plans

within the meaning of ERISA, and is the Plans’ Administrator as that term is defined under the



statute. As discussed in more detail below, Krispy Kreme’s specific responsibilities include,
through its Board of Directors (“Board”), broad oversight of and ultimate decision-making
authority respecting the management and administration of the Plans and the Plans’ assets, as
well as the appointment, removal, and, thus, moenitoring of other fiduciaries of the Plans that it
appointed, or to whom it assigned fiduciary responsibility, including the Benefit Plan
Administrative Committee members (“Administrative Committee™) and the Plans’ Trustee.
Thus, Krispy Kreme exercises discretionary authority with respect to management and
administration of the Plans and/or management and disposition of the Plans’ assets.

13.  Krispy Kreme Board of Directors. Scott A. Livengood (appointed February 1994,
appointed Chairman of the Board October 1999), John N. (Jack) McAleer (appointed September
1990; retired March 21, 2003), are or were members of the Krispy Kreme Board of Directors
during the alleged Class Period (“Director Defendants™).

14. As discussed in more detail below, the Director Defendants are or were
fiduciaries because they exercised responsibility for appointing, removing, and, thus, monitoring
the Administrative Committee. In addition, the Director Defendants exercised ultimate decision-
making authority regarding the management of the Plans’ assets. Furthermore, as expressiy
stated in the Plans’ documents, Krispy Kreme acted through the Director Defendants in carrying
out its Plans-related fiduciary duties and responsibilities, and, thus, the Director Defendants were
fiduciaries to the extent of their personal exercise of such responsibilities. Thus, the Director
Defendants exercised discretionary authority with respect to management and administration of
the Plans and management and disposition of the Plaﬁs’ assets.

15. Administrative Committee. As discussed in more detail below, members of the
Benefit Plan Administrative Committee (‘“Administrative Committee”) are or were fiduciaries
because the Administrative Committee acted on behalf of the Company with respect to the
general administration of the Plans, and in that regard, had discretionary authority and power to
administer and carry out the provisions of the Plans, and to take such actions as the

Administrative Committee deemed advisable in the administration of the Plans. Thus, the



Administrative Committee, and each of its members, exercised discretionary authority with
respect to management and administration of the Plans.

16.  Defendant Randy J. Casstevens served on the Administrative Committee during
the Class Period. Mr. Casstevens also served as the Company’s CFO during the class period.

17. Defendant Ken Hudson served on the Administrative Committee during the Class
Period. Mr. Hudson also served as the Company’s Vice President Human Resources during the
class period.

18.  Defendant Sherry Luper served on the Administrative Committee during the Class
Period. Ms. Luper also served as the Company’s Senior Vice President Human Resources during
the Class Period.

19. Defendant Frank Murphy served on the Administrative Committee during the
Class Period. Mr. Murphy also served as the Company’s Executive Vice President and General
Counse! during the class period.

20.  Defendant Pam Petro-Ott served on the Administrative Committee during the
Class Period. Ms. Petro-Ott also served as the Company’s Director of Compensation & Benefits
during the Class Period.

21.  Defendant Michael C. Phalen served on the Administrative Committee during the
Class Period. Mr. Phalen also served as the Company’s CFO and Executive Vice President
during the class period.

22.  Defendant Sherry Polonsky served on the Administrative Committee during the
Class Period. Ms. Polonsky also served as the Company’s Senior Vice President Finance during
the class period. On information and belief, Ms. Polonsky was terminated by Krispy Kreme on
June 21, 2005 after an internal company probe determined the Ms. Polonsky and at least five
other highly-placed executives were involved in the accounting scandal currently rocking the
Company.

23.  Defendant Jeff Thielen served on the Administrative Committee during the Class

Period. Mr. Thielen also served as the Company’s Retirement/Stock Program Coordinator during



the Class Period.
24, Defendants Casstevens, Hudson, Luper, Murphy, Petro-Ott, Phalen, Polonsky,

and Thielen are referred to as the “Administrative Committee Defendants.”
IV. THE PLANS

A.  The401(k) Plan
25.  The Krispy Kreme Doughnut Corporation Retirement Savings Plan (the “401(k)

Plan™) is a defined contribution plan established under section 401(k) of the Internal Revenue
Code which allows voluntary contributions by participaﬁts. The Plan is available to certain
employees of the Company who have met certain age and service requirements.

26.  The 401(k) Plan was originally adopted in 1982. It was amended and restated in
19835, and restated again in 1994 when the Company adopted a plan revision entitled the “401(k)
Volume Submitter Plan and Trust Agreement.” The 401(k) Plan was further amended in 1994
and 2000.

27. Under the 401(k) Plan, the Company is the Plan Administrator. 40/¢k) Plan
$10.0L -As Plan Administrator, the Company has “all powers necessary to exercise its

¥

discretion in carrying out the terms and provisions of the Plan,” including establishing and
executing a Plan funding policy, directing the Trustee with respect to the Trust, engaging agents
and Investment Managers as it deems advisable to protect the best interests of the Plan, and other
powers, Id. § 10.02. In addition, the Company is entitled to direct the Trustee with respect to the
investment and reinvestment of Trust Fund assets, including the Employer Stock Fund. Id. §
8.05.

28, The Company, as Plan Administrator, is responsible for establishing and
implementing a funding method and policy, which must be in writing, delivered to the Plan
Trustee, and reviewed not less often than annually. /d. § /0.03.

29.  Prior to 2000, the Plan allowed, but did not require, that Employer securities be
among the investment options offered. Id. § 11.07. The 401(k) Plan’s Third Amendment in

2000 requires that one of the Plan investment options shall be the “Employer Stock Fund,” which



shall be invested solely in shares of the Company. /d. Third Amendment | 3.

30.  Plaintiffs are informed and believe that the Company, acting through its Board of
Directors, appointed the Administrative Committee to serve as additional fiduciaries for the
401(k) Plan.

31.  The 401(k) Plan Trustee and recordkeeper is Branch Bank_ing and Trust Company
(“BB&T™).

32.  Participants may make salary reduction contributions to the 401(k) Plan through
payroll deductions not to exceed 15% of their annual base compensation.

33, Prior to March 15, 2000, the Company made contributions to the 401(k) Plan
equal to 50% of the first 2% and 25% of the next 4% contributed by each participant. The
Company did not match employee contributions in whole or in part from March 15, 2000 to
August 1, 2004. The Company amended the Plan to provide a Company match of one-half of
the first 6% of salary contributed by each participant effective August 1, 2004,

34,  The Company makes contributions to participants’ accounts each pay period for
participants who have waived group health insurance and medical benefit coverage, attained
specified years of service levels, or elected to defer Company bonus payments to their account.
These contributions per participant vary based on types of coverage waived and number of years
of service,

35.  Each participant’s retirement savings account is credited with the participant’s
contribution and allocation of the Company’s contribution and Plan earnings. Allocations are
based on participant earnings or account balances, as defined. The benefit to which a participant
is entitled is the benefit that can be provided from the participant’s account.

36.  Participants are immediately vested in the voluntary and Company contributions,
plus actual earnings thereon.

37.  Upon enrollment in the 401(k) Plan and any time during participation in the
401(k) Plan, a participant may direct employee contributions and employer contributions in one

or more of several investment options.



38. According to the 2001 11-K, the Employer Stock Fund “allows employees to
invest in Krispy Kreme Doughnuts, Inc. common stock. The fund holds a predetermined amount
of cash for transaction purposes. The fund operates as a mutual fund and is valued on a unit
basis. The value of each unit depends on the amount of cash in the fund and the market value of
the Krispy Kreme Doughnuts, Inc. stock. Krispy Kreme Doughnuts, Inc. stock is purchased and
sold at market value on the date of the transaction.”

39, Randy S. Casstevens signed the 401(k) Plan’s 2001 11-K disclosure as “Co-
Trustee” on behalf of “Krispy Kreme Doughnut Corporation Retirement Savings Plan.”

40. Randy S. Casstevens signed the 401(k) Plan’s 2002 11-K disclosure as “Member
of the Benefit Plan Administrative Committee” on behalf of “Krispy Kreme Doughnut
Corporation Retirement Savings Plan.”

41, Michael C. Phalen signed the 401(k) Plan’s 2003 11-K disclosure as “Member of
the Benefit Plan Administrative Committee” on behalf of “Krispy Kreme Doughnut Corporation
Retirement Savings Plan.”

42. As of December 31, 2002, the 401(k) Plan has more than 3,300 participants and
net assets of more than $21,400,000 including more than $3,900,000 in Company Stock.

B. The Profit Sharing Plan

43.  The Krispy Kreme Profit Sharing Stock Ownership Plan (the “Profit Sharing
Plan”) was adopted January 30, 2000.

44,  The Profit Sharing Plan is administered by the Pllar} Administrator, which is
defined as the Company or, if the Company appoints one, a Committee of three or more persons.
Profit Sharing Plan §§ 2.1, 1.36. The Plan Administrator has sole responsibility for the
administration of the Plan. /d. § 2.2.

45. The Board of Directors has sole authority to appoint and remove the Plan
Administrator, including any member of the Administrative Committee. /d. § 2.2.

46.  The Profit Sharing Plan defines “named fiduciaries” for the Profit Sharing Plan as

the person or persons in charge of the operation and administration of the Profit Sharing Plan.



Such persons include all persons within ERISA’s definition of fiduciary. The Profit Sharing
Plan definition of Named Fiduciary specifically includes “the Trustee, the Board of Directors,
and the Plan Administrator.” Id. § 1.31.

47.  Under the Profit Sharing Plan, the Company makes contributions on behalf of
eligible employees. Id. § 4.1. Employee contributions are not permitted. I/d. § 4.6.

48.  The Company’s annual contribution may be paid in cash, in Employer Stock, or
in any other property. Id. § 4.5.

49. Assets of the Profit Sharing Plan may, but need not be, invested in Employer
Stock. It may be invested in Employer Stock only if such an investment is prudent under
ERISA. Id § 6.3. The Plan Administrator has the discretion to direct the investment and
reinvestment of the principal and income of the Trust, always subject to ERISA’s requirement of
prudence. Jd. § 2.14. The Plan specifically authorizes alternative investment funds within the
Profit Sharing Plan. /d. § 2.15.

50.  Employee participants over the age of 55 are allowed to diversify up to 25% of
their Profit Sharing Plan account out of Company Stock. /d. § 6.8.

51. As of year-end 2002, the Profit Sharing Plan had more than 2500 participants.
The Profit Sharing Plan had net assets of more than $19,200,000, of which more than
$18,800,000 represented investment in Company Stock.

V. DEFENDANTS’ FIDUCIARY STATUS

52.  Named Fiduciaries. ERISA requires every plan to provide for one or more
named fiduciaries of the plan pursuant to ERISA § 402(a)(1), 29 U.S.C. § 1002(21)(A).

53.  De Facto Fiduciaries. ERISA treats as fiduciaries not only persons explicitly
named as fiduciaries under § 402(a)(1), but also any other persons who in fact perform fiduciary
functions. ERISA § 3(21)(A)(i), 29 U.S.C. § 1002(21)(A)(i) (stating that a person is a fiduciary
“to the extent...he exercises any discretionary authority or discretionary control respecting
management of such plan or exercises any authority or control respecting management of

disposition of its assets....”).



54,  Each of the Defendants was a fiduciary with respect to the Plans and owed
fiduciary duties to the Plans and their participants under ERISA in the manner and to the extent
set forth in the Plans’ documents, through their conduct, and under ERISA.

55.  As fiduciaries, Defendants were required by ERISA §§ 404(a)(1), 29 U.S.C. §§
1104(a)(1) to manage and administer the Plans, and the Plans’ investments solely in the interest
of the Plans’ participants and beneficiaries and with the care, skill, prudence, and diligence under
the circumstances then prevailing that a prudent man acting in a like capacity and familiar with
such matters would use in the conduct of an enterprise of a like character and with like ai.ms. |

56. Plaintiffs do not allege that each Defendant was a fiduciary with respect to all
aspects of the Plans’ management and administration. Rather, as set forth herein, Defendants
were fiduciaries to the extent of the specific fiduciary discretion and authority assigned to or
exercised by each of them, and, as further set forth below, the claims against each Defendant are
based on such specific discretion and authority.

57. Instead of delegating all fiduciary responsibility for the Plans to external service
providers, Krispy Kreme chose to comply with the requirement of § 402(a)(1) by internalizing
this fiduciary function.

VI. FACTS BEARING ON FIDUCIARY BREACH

A, The Company

58.  Founded in 1937, Krispy Kreme owns, operates, and franchises retail stores that
sell doughnuts. The Company is headquartered in Winston-Salem, North Carolina, and, until its
Initial Public Offering (“IPO™) in April 2000, was a privately held corporation with most of its
stores in the southeastern region of the country.

59.  Krispy Kreme generates sales and income from three business segments:
(a) Company and franchised stores (i.e, Company store operations); (b) franchise stores
(franchise fees and royalties from franchise stores); and (c) Krispy Kreme Manufacturing and
Distribution (*KKM&D™) (a vertically integrated supply chain providing equipment and

ingredients to all Krispy Kreme stores). The Company store operations, franchise operations and

10



KKM&D comprise three reportable segments under generally accepted accounting principles
(“GAAP”).

60.  Among the above operating segments, the “Company store operations” purports
to be the largest revenue source of the Company through its production and sales of doughnuts.
The Company sells its doughnuts retail in its stores (“on premises” sales) and through other sales
channels (“off-premises” sales). For example, “off-premises™ or “wholesale” sales consist of
sale_s of Krispy Kreme doughnuts through a direct store delivery program whereby the Company
distributes its aoughnuts for sales in grocery stores and convenience stores like Kroger, Food
Lion, Albertsons, Speedway, Giant Food and others across the country.

61.  The Company reports its financial results on the basis of several different metrics.
“Systemwide sales” refer to sales of both the Company and franchise stores and excludes sales
and revenues of KKM&D and franchise operations business segments. Krispy Kreme has stated
that it believes that systemwide sales data are significant because they show the overall
penetration of the Krispy Kreme brand, consumer demand for Krispy Kreme products and the
correlation between systemwide sales and total revenues.

62.  Kiispy Kreme also reports comparable store sales (sometimes referred to as same-
store sales), as a measure of sales growth. This metric measures sales growth at sites that have
been open for more than one year.

63.  When Krispy Kreme first went public on April 5, 2000, it received considerable
attention from the press and investors. On the first day that the Company’s stock traded on the
‘New York Stock Exchange (“NYSE”), the Company’s stock surged 76%. During the Class
Period its stock traded as high as $49.74 per share.

B. Cooking the Books

64.  Krispy Kreme not only mastered the art of cooking doughnuts — it also cooked the

books.
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65. FY 2004. The Compény’s January 4, 2005 press release disclosed, for the first
time, that its financial statements for fiscal year 2004 and the last three quarters of that fiscal year
needed to be restated and “could no longer be relied upon” because they contained “certain
errors” including:

¢ Reduction of pre-tax income for fiscal 2004 in the amount of $6.2 to $8.1
million;

¢ Reduction of net income for fiscal 2004 in the amount of $3.8 to $4.9 million ,
(between 6.6% and 8.6%);

e Reduction of net income for the second quarter of fiscal 2004 by
approximately $0.3 million (2.2%);

e Reduction of net income for the third quarter of fiscal 2004 by approximately
$0.3 million (2.1%);

e Reduction of net income for the fourth quarter of fiscal 2004 by

12



approximately $3.2 million to $4.3 million (19.3% to 26.3%}); and
e Reduction of diluted earnings per share for fiscal 2004 by approximately
$0.07 and $0.08.

66.  On April 19, 2004, the Company announced that the fiscal 2004 restatement was
likely to be even more significant than originally thought. The fiscal 2004 restatement was
disclosed to likely: |

¢ Reduction of net income for fiscal 2004 in the amount of $5.2 to $6.2 million
— between 9.2% and 10.9% (not the $3.8 to $4.9 million -- between 6.6% and
8.6% -- originally announced);

e Reduction of diluted earnings per share for fiscal 2004 by approximately
$0.09 to $0.10 (not the $0.07 to $0.08 originally announced).

67. FY 2001, 2002 & 2003. Recently, Krispy Kreme announced that its previously-

filed financial statements for fiscal years 2001, 2002, and 2003 should “no longer be relied
upon” and needed to be restated. Krispy Kreme did not announce when it expected to restate
these financials. The Company still has not restated its financials for fiscal years 2001, 2002, and
2003.

68.  Krispy Kreme concealed its problems as long as it could. And even when bad
news began to leak out, Krispy Kreme used spin control to disguise the true nature and extent of
the problems.

69. - On May 7, 2004, Krispy Kreme announced that (a) overall sales were indeed
suffering due to “excess capacity” because of market saturation; (b) it could not deliver the huge
2005 earnings forecast previously provided to investors; (c) it would close stores throughout the
country including Virginia, Arizona, Indiana, Ohio, California and Maryland; and (d) Krispy
Kreme intended to divest the Montana Mills business and take a huge $35 million to $45 million
charge to earnings associated with the subsidiary. In addition, the Company said the low-
carbohydrate diet craze had hurt demand for its product, an excuse that was widely viewed as

having “a whiff of desperation.” Investors sold off Krispy Kreme stock on huge volume of

13



approximately 20.5 million shares, resulting in a one-day price decline of more than $9.00 per
share (about a 30% decrease), inflicting millions of dollars in losses on Plan participants and
other investors.

70.  More bad news followed. On July 29, 2004, the Company announced that the
Securities and Exchange Commission (“SEC”) was investigating the propriety of the Company’s
franchise reacquisitions and its May 7, 2004 disclosure. The news sparked a one-day price
decline of more than $2.00 (about a 16% decrease).

71.  In September 2004, the Company’s auditor, PriceWaterhouseCoopers (“PwC”),
refused to sign Krispy Kreme’s financials.

72.  In the Company’s Form 10-Q dated September 10, 2004, for the Period ended
August 1, 2004, the Company announced that the Audit Committee had “retained an independent
law firm to investigate certain issues relating to an amount recorded in error in an acquisition in
fiscal 2004.”

73.  In an October 4, 2004 press release the Company announced the appointment of
two additional independent directors to Co-Chair a newly formed Special Committee to
“investigate matters raised by the United States Securities and Exchange Commission in the
informal inquiry previously disclosed by the Company, claims asserted in a shareholder
derivative action recently filed in the United Sates District Court for the Middle District of North
Carolina, issues raised by the company’s auditors, and other matters relevant to the Company’s
work.”

74, On October 8, 2004, the Company announced that the SEC had formalized its
investigation.

75.  On December 15, 2004, the Company announced it would be delaying the filing
of its Form 10-Q “due to ongoing analysis related to the accounting treatment of certain
franchise mattes in the Company’s third fiscal quarter.” The Company also indicated that it
would probably need to restate its fiscal 2004 financials as “[c]ertain other crrors and related

proposed adjustments have been identified with respect to the Company’s historical financial
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statements for fiscal 2004.” This was confirmed when the Company formally announced its
. restatement in January 2005, followed by a revised -- and more dismal — announcement in April
2005.

76.  On February 25, 2005, the U.S. Attorney’s Office for the Southern District of
New York announced an investigation indicating possible criminal conduct related to the
Company’s accounting problems.

77.  On April 19, 2005 the Cé)mpany announced that is was unable to file its form 10-
K for the fiscal year ended January 30, 2005 due-to “ongoing analysis related to the proper
application of generally accepted accounting principles which occurred in the fiscal year ended
February 1, 2004 (“fiscal 2004”) and earlier years as well as in fiscal 2005.” Additionally, the
Company was unable to file timely Form 10-Q for the quarter ended May 1, 2005 because of this
ongoing analyses related to the proper application of these generally accepted accounting
principles.

"~ 78. On May 12, 2005, the Company briefly posted on its website (and then quickly
removed) a statement indicating that it was looking to release first quarter financials in August of
2005. The Company has apparently withdrawn that statement, and has not indicated when any
such financials will be released. Krispy Kreme has not filed a quarterly report with the SEC since
September 2004 leaving little insight to Plan participants regarding the prudence of company
stock.

79.  During the Class Period, Krispy Kreme, Director Defendants (all of whom were
high-ranking Company executives) and the Administrative Committee Defendants (at least two
of whom were high-ranking Company executives) knew or should have known about the
improper accounting and business practices that made Krispy Kreme’s stock an imprudent Plan
investment. As detailed below, Krispy Kreme manipulated earings through the use of improper
accounting technigues to record a portion of the purchase price for a “reacquired franchise right”
as an intangible asset without amortizing it, and by improperly recording financial transactions

related to goodwill, derivative transactions, certain lease and leasehold improvements, equipment
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sales, and a bankrupt subsidiary. Krispy Kreme also suffered from serious mismanagement
through purchases of franchises from Company insiders, using various improper accounting
techniques to inflate reported earnings, lack of proper internal controls over financial reporting,

and its squandering of a valuable brand.

C. Improper Accounting

80.  On January 4, 2005, the Company first indicated the extent of the accounting
problems plaguing Krispy Kreme. A press release titled “Krispy Kreme Announces Decision to

Restate Financial Statements” stated in part:

Krispy Kreme Doughnuts, Inc. (NYSE:KKD) (the "Company")
today filed a Form 8-K with the Securities and Exchange
Commission (the "Commission"} disclosing that the Board of
Directors of the Company has concluded that the Company's
previously issued financial statements for the fiscal year ended
February 1, 2004 ("fiscal 2004"} and the last three quarters of
such fiscal year should be restated to correct certain errors

contained therein.
ok ok

Restatement of the Company's financial statements. ..are expected
to reduce net income for fiscal 2004 by between approximately
$3.8 million and $4.9 million (between 6.6% and 8.6%) and net
income for the fiscal 2004 second, third and fourth quarters by
approximately $0.3 million (2.2%), approximately $0.3 million
(2.1%) and between approximately $3.2 million and $4.3 million
(19.3% and 26.3%), respectively.

81. On April 19, 2005, Krispy Kreme revealed that the accounting problems were
much more widespread than previously revealed, and the consequences more severe. In addition
to restating fiscal 2004 financials, the Company finally disclosed that financials for fiscal 2001,
2002, 2003 and the first three quarters of fiscal 2005 “should no longer be relied upon.” And
these forthcoming restatements were expected to reduce net income for fiscal 2004 by between
approximately $5.2 million and $6.2 million (between 9.2% and 10.9%) — not the $3.8 million

and $4.9 million loss previously disclosed. Krispy Kreme issued a press release titled “Krispy

Kreme Updates Status of Form 10-K Filing” that stated in part:

[T]he Company has concluded that the completion of the fiscal
2005 financial statements and the filing of its annual report on Form
10-K for fiscal 2005 (as well as the quarterly report on Form 10-Q

16



for the period ended October 31, 2004) should await the completion
of the Company's analyses discussed above, the conclusion of the
Special Committee's investigation and the conclusion of the
Company's discussions with the Commission staff regarding
accounting matters. The completion of such ongoing work could
result in adjustments of previously issued financial statements in
addition to the adjustments described herein and such adjustments
could, individually or in the aggregate, be material.

#okok

Restatement of the Company's financial statements to reflect all of
the adjustments referred to above and certain other minor
adjustments is expected to reduce net income for fiscal 2004 by
between approximately $5.2 million and $6.2 million (between
9.2% and 10.9%). :

82. Even now, more than six months after Krispy Kreme first began to disclose its
accounting problems, the nature and extent of these problems have not been made public. But the
Company’s vague disclosures to date indicate that Krispy Kreme’s major failings relate to
improper accounting for reacquisition of franchises, lack of internal financial controls,
preferential purchases of franchises from Company insiders, and its squandering of a valuable
brand.

1. Accounting for reacquisition of franchises

83.  In 2002, 2003, and 2004, Krispy Kreme reacquired the franchise rights to
distribute doughnuts in California, Kansas, Florida (Destin and Pensacola), Louisiana
(Shreveport), Michigan, Missouri, Ohio (Akron and Toledo), Texas (Dallas), and Virginia
(Charlottesville) and purchased the Montana Mills Bread Ce., Inc. The details of the

transactions are summarized below:

Franchise Date Purchase Price | “Reacquired Franchise
Acquired (estimated) rights” (estimated)
Akron and Toledo, June 2002
Ohio $10.9 million $10.1 million
Destin and Pensacola, November
Florida 2002
Kansas and Missouri | March 2003 $33 million $27.5 million
Montana Mills* April 2003 $37.8 million $0

Dallas, Texas and June 2003 $67.5 million $57 million

Shreveport, Louisiana
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