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Every two minutes,
someone in America

switches from an

Our Mission . .
| » R mnerspring mattress to
To improve pecple’s lives by improving their

§|eep arjd to deliver personal?zed comfort through a Sleep Number® bed

innovative technology and high-quality products.

About Select Comfort

Select Comfort (NASDAQ: SCSS) was founded in 1987 and is the nation's leading bed retailer.
Our company designs, manufactures and markets the Sleep Number® bed - an adjustable-
firmness mattress featuring proprietary air-chamber technology - as well as a personalized
comfort collection of pillows and bedding. Select Comfort’s products are sold through our 370
retail stores located nationwide; through selected bedding retailers; through our national direct
marketing operations; and on the internet at www.selectcomfort.com. '

Our Values

Passion for improving people's lives

Pride in our high-quality products and services
Persistence to improve and to win
Performance counts

People make a difference

Net Sales Earnmgs per Share Cash from Operations Number of 370
in millions 558 in dollars in millions of dollars Stores
of dollars
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* Pro forma results reflect fully taxed earnings. See page 16 for reconciliation of net income and earnings per share under Generally
Accepted Accounting Principles (GAAP),
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Dear Shareholders,

| came to Select Comfort five years
ago, impressed by the company's
innovative product, its high level of
customer satisfaction, and its unique
business model. Back in 2000, |
viewed these elements as building
blocks for future growth, and saw
significant opportunity in overcoming
the challenges we then faced of low
brand awareness and unprofitable
operationé. Looking back on
2004 and looking beyond to-
the next decade, | recognize
that challenges are ever-
present, but that our
company is young and
our opportunities ahead
are great. | believe our
product, people and
business model will
continue to provide us

& . Sl —

Ervin R. Shames

T T S T T (Caningful competitive
Chief ExecutiveOfticer  SalactComfort | .
AT T T T T Advantage, allowing us to

successfully build long-term
growth and excellence for
- Select Comfort.




The true test of a company is not how it manages success but rather how it emerges from
challenge. In 2004, Select Comfort met various challenges, such as an unpredictable consumer
economy and rising fuel costs, and emerged stronger as a resuit.

We proved we can grow in less-than-perfect conditions, and

we demonstrated that we have the ability to respond quickly

and make course corrections when faced with obstacles. During 2004, we achieved

profitable growth with record

sales of $558 million - our third

Bulldlng on core StTeﬂgthS consecutive year with sales

~ Leadership is at the heart of Select Comfort, and | believe our growth in excess of 20 percent.
leadership talent at all job levels remains unmatched nationwide. We also grew earnings per share
While | have great confidence in the strength and integrity of by 16 percent and generated $52

our management team, some of the most impressive leaders
I've met at Select Comfort are on the front line selling,
manufacturing and delivering beds, giving us a solid

million in net cash from operating

activities. We opened 31 new

competitive advantage and cementing the strength of our stores to finish the year with 370.
direct-to-consumer business model.. In 2004, our sales force ‘ We launched a partnership with
demonstrated this leadership by delivering 22 percent sales Radisson Hotels & Resorts® with

growth — an enviable figure in a year when many major

. plans to replace a majority of its
retailers struggled for growth,

90,000 beds over the next several
The Sleep Number® brand alsc plays a pivotal role in solidifying
our foundation. For any innovative product, a key to success
is building awareness, understanding and interest among
consumers. Since 2001 — when we launched the Sleep Number® brand from eight percent to
Number® brand and advertising campaign — we have helped ten percent by the end of the year.
more consumers each year discover the benefits of the Sleep
Number® bed by broadening both our media reach and our
distribution base. In 2004, we made major strides in increasing
brand awareness by extending our national advertising, growing
distribution and expanding our local Sleep Number® retail advertising campaign
into 34 markets, now reaching more than 55 percent of the U.S. population.

years. And we increased national

unaided awareness of our Sleep

Our differentiated business model provides a solid base for building our future - P vl | 4
success. Because we directly design, manufacture, market, sell, deliver and service
the Sleep Number® bed, our vertically integrated business provides us with

advantages no competitor can easily match. In addition to allowing P o=

us to comprehensively serve our customers, our business R R
model provides us with strong profit leverage and cash e o

generation potential. For example, we ended 2004 77— )
with $92 million in cash and marketable securities,
with no debt, and during the year we repurchased
approximately $21 million of company stock.



Building unmatched innovation

Select Comfori’s spirit of innovation dates back to 1987, when Bob Walker created the
Sleep Number® bed. Today, this differentiated and superior alternative to innerspring and
other mattresses remains at the heart of Select Comfort's competitive advantage and
growth potential.

Our mission is to improve people’s lives by improving their sleep and to deliver personalized
comfort through innovative technology and high-quality sleep products. \We made tremendous
strides in 2004 in achieving this mission and augmenting our growth with the introduction of
one of the most advanced and luxurious beds ever offered — the Sleep Number® 9000 model.
We also introduced the Sleep Number® SofaBed’ which combines the comfort, support and
dual adjustability of a Sleep Number® bed with the beauty of a custom-designed sofa.
Further, we updated or enhanced our bed models at all price points to reflect the latest
innovations in comfort and technology.

Further extending our commitment to innovation, we refined our customer service and home
delivery processes in 2004 to allow a higher level of service for our customers. Recognizing
this as a top priority in ensuring long-term customer loyalty, we invested in related system
improvements last year and anticipate further investment in 2005. Sleep Number® bed owners
are our greatest asset, and we believe that investing in their satisfaction will yield rewards for
years to come.

While not without challenges, 2004 was a year of solid growth, market expansion and innovative
product design, making Select Comfort stronger, larger and more profitable, positioning us for
growth in 2005 and beyond.

Building for long-term growth

In 2005, we plan to continue building on our core strengths and investing
in our people, processes and infrastructure to leverage our growth potential

moving forward. Major metro markets are still under-penetrated, for
example, and present a significant opportunity to increase brand
awareness and expand distribution.

We plan to increase our advertising investment

to approximately $88 million, to open 30-40 new
company-owned stores, and to accelerate cur retail
partnership program to increase the availability of
Sleep Number® beds nationwide. Our partnership with
Radisson Hotels and Resorts® also will provide a unigue
opportunity for consumers to experience the benefits
of a Sleep Number® bed prior to purchase, giving us
even greater potential to deliver upon our mission.




Building confidence

While it may go without saying, integrity, honesty and
values are at the center of all we do at Select Comfort
and certainly provide the fiber with which our business
was built. In 2004, our Board of Directors made a formal
move to enhance our high governance standards by
appointing Erv Shames as lead director. Erv's long tenure
on Select Comfort’s board has been invaluable, and |
appreciate the wise and consistent counsel he provides.
He holds us and himself to exacting standards, drawing
from his distinguished career leading consumer
businesses, and he is a strong asset to Select Comfort.

We also appointed Christine Day, president of Starbucks
Coffee International’s Asia Pacific Group, to our Board of
Directors late last year. The experience that Christine
brings to our company will be integral in helping Select
Comfort establish a firm platform for continued growth,
and in planning for future systems improvements and
iNternational expansion.

My five years at Select Comfort have been the most
rewarding of my career — both professicnally and
personally. During this time, our revenues have doubled,
earnings have increased dramatically and our cash and
marketable securities have grown to more than $90
million. More importantly, we have doubled the
number of satisfied Sleep Number® bed owners,
effectively improving the lives of more than three million

Americans. We have also faced many new challenges - ones

As a fast-growing, mid-sized company,
| believe we have only scratched the
surface of what we can achieve, and
the next three to five years promise to
be our most exciting and demanding.
In this next stage, our goal is to:

- Achieve at least 15-20 percent
annual sales growth

- Reach $1 billion in sales by 2007

- Grow earnings at 20-25 percent
annually

We are well leveraged to accomplish
this through:

- A unique product that is clinically
proven to improve sleep

- A focused distribution strategy that
includes both company-owned
stores and selected retail partners

- Targeted brand awareness
campaigns, especially in large
metropolitan markets where
opportunities are the greatest:

- A differentiated business model that
positions us for strong profit leverage
and cash generation potential

- A powerful pipeline of talented
employees

we couldn’t have foreseen five years back - yet we learned and emerged stronger, faster and

more responsive as a result, strengthening our foundation and positioning ourselves better

than ever for long-term profitable growth.

With diligence and consistency, we are adding new building blocks of growth every day
at Select Comfort. We are continuing along our journey, preparing to break through to
$1 billion in sales, to increase margins and improve cash generation, and to strengthen

our winning team.

Sleep well,

Bili McLaughlin
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Building awareness and distribution

Over the past four years, our integrated, cross-channel marketing initiatives have helped us build
Sleep Number® brand awareness and drive retail store traffic. The Sleep Number® brand was
launched in 2001, and national unaided awareness already has increased to 10 percent, placing our
young brand fifth in the industry. An impressive achievement, yet one that clearly demonstrates
additional opportunity for growth moving forward.

Market expansion is the core of our growth strategy, and in 2004 we

significantly broadened our advertising, awareness and market share in Percent of Stores at
the nation’s leading major metropolitan markets. Building on our national $1 million or more in sales
media and brand awareness, we launched our most aggressive local market

expansion program yet, opening additional stores and launching supplemental

advertising and public relations campaigns in high-population cities like z

Los Angeles, New York, Boston and Chicago.

With these major metro initiatives, the local Sleep Number® advertising

campaign now runs in 34 retail markets. More and more Americans are "

realizing the benefits of the Sleep Number® bed, with unaided brand

awareness growing to 32 percent in our five lead advertising markets. 12| [0

In order to leverage the company’s media investment, we're concentrating H

on increasing store density to align with the population base in key markets. ‘00 ‘01 ‘02 ‘03 ‘04

We made great str|dles during 2004, succg;sfully opem'ng 31 new stores, The company achieved

including two stores in Manhattan, two additional stores in Los Angeles and double-digit comparable
. . . . store sales growth again

three more in Chicageo. This brings the total number of company-owned in 2004, with same-store

stores to 370 — with nearly 35 percent located in America’s top 10 markets. sales increasing 16 percent.

We also signed retail distribution agreements to make the Sleep Number®
bed available through retailers in Alaska and Hawaii for the first time in 2004.

Over the next three to five years, our goal is to increase distribution outlets to more than
1,000 through a combination of company stores and retail partnerships, making it easier than
ever for consumers to experience the benefits of the Sleep Number® bed.







Building innovation

Select Comfort was born from innovation, and it continues to be the foundation on which the
company is built. At no time has this innovation been more evident than today — having just
completed our most aggressive round of product research and development to date. This new
strength across our product line provides a unique opportunity to build market share

at all price points and across all channels moving forward.

All of our product development efforts are rooted firmly in the science of
sleep and focused squarely on delivering upon our mission. In 2004, we Accessory Sales
introduced the state-of-the-art Sleep Number® 9000 model, featuring an in millions of dollars
advanced digital remote control and a seasonal Duvet-style pillowtop for
personalized comfort. The Sleep Number® SofaBed™ was introduced on
a pilot basis, and we expanded its availability to 71 stores in 28 markets
by the end of the year. We also upgraded and enhanced all bed models

in our line during 2004. 30
26

Accessories also played a key role in expanding our product offerings this
year, giving consumers added personalized comfort choices and improving
the company’s incremental revenue. Highlights included the introduction of 00 ‘01 ‘02 ‘03 ‘04
a one-of-a-kind blanket with Thinsulate® Insulation, developed in partnership

with 3M; new Dream Fit® sheets available in 300- or 420-thread count styles;

and a new and exclusive GridZone™ Memory Foam Pillow.

Sleep innovation also was extended to our stores during the year with PressureMap® technology,
which uses a computerized, high-precision sensor pad to measure the pressure created between

the body and a sleep surface. This new technology adds science to finding a person's Sleep

Number® by quickly pinpointing the areas where sleepers need the most support. Pilot testing
was so well received by customers that pressure mapping is being rolled out to all Select Comfort
stores during 2005.

Another key initiative that drives innovation and sharpens our focus on sleep science is our
Sleep Advisory Board? an interdisciplinary group of leading clinicians and scientists with expertise
in the relationship between sleep and health. Members of our Sleep Advisory Board have been
published in prominent medical journals for their ground-breaking
research in the area of sleep, and they provide valuable o
insight and guidance to our company on issues related ‘ - _ —
to the science and practice of better sleep. / i







Building the customer experience

Every two minutes, someone switches from an innerspring mattress to a Sleep Number® bed,
bringing the total number of Sleep Number® bed owners to more than three million in 2004.
This foundation of loyal customers will continue to grow as consumers place an increasingly greater
value on sleep and continue to invest in innovative, high-quality products to improve their lives.

As our loyal customer base grows, so too does the
impact of Select Comfort's differentiated, vertically

integrated business model. It is this direct contact Repeat & Referral Unit Sales
with our bed owners through every aspect of the in thousands
business that provides us valuable, real-time 60
consumer insight and information, allowing us to 54
increase customer satisfaction and to identify new

it - - 31 44
opportunities for innovation and growth. 41 N

Satisfied customers are loyal customers, and loyal
customers are critical to a company’s future growth. At
Select Comfort, we value customer loyalty and satisfaction
above all else, and we are continually refining and enhancing our customer service and home
delivery models to ensure our customers are receiving a level of service that is unparalleled
in our industry.

‘00 ‘01 ‘02 ‘03 ‘04

Another way we are enhancing the customer experience is by increasing consumer trials of
the Sleep Number® bed. Through our partnership with Radisson Hotels and Resorts® millions
of travelers each year will be able to experience the benefits of adjustable firmness on a Sleep
Number® bed at Radisson properties throughout North America and the Caribbean.

Select Comfort's home delivery, assembly and mattress removal service also has contributed to
improving the overall customer experience. Our home delivery technicians are Sleep Number®
bed owners who can articulate the benefits of the bed, reinforcing the sales process and
ensuring satisfied customers. The total number of beds delivered through our full-service home
delivery team was 136,000 in 2004, representing 43 percent of total beds sold. This growth
doesn’t come without learning, however. \We know that there is still room for improvement to
help meet our expanded sales goals in 2005, and we plan to make the necessary investments

. . . . 12
in home delivery systems, scheduling and personnel to ensure continued success.

BED
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Building a progressive company

At Select Comfort, we've built a strong company by developing our people, giving back to the
community and remaining true to our values. Values that include passion for improving people’s
lives; pride in Select Comfort's high-quality products and services; persistence to improve and
to win; performance that counts and people who make a difference.

By staying true to these values, our nearly 2,500 employees bring

our mission to life, each and every day. Many companies say that

employees are their most valuable and irreplaceable asset. At Select

Comfort, we prove it. We have well established systems for recruiting Number of
and retaining the very best and brightest people, giving us the talent Employees
and resources we need to build our bench to capture ongoing and

future growth opportunities.

2,472

2,131

By implementing programs such as leadership development training
for our front-line managers throughout the country, we're providing
the knowledge and tools these managers need to provide effective 1,626
leadership and to maximize their own and their staffs’ potential. We
also have established communication and awards programs, allowing
us to celebrate our success when appropriate, reward our employees
and communicate our vision, values, goals and progress on a frequent,
first-hand basis.

1853 4305

‘00 ‘01 ‘02 ‘03 ‘04

Select Comfort strives to be a great place to work and build a fong-

term career. One reason our employees take pride in their company is

because of our commitment to Ronald McDonald House Charities® and our

support of its efforts to help families when they need it the most. Ronald McDonald House®
provides housing and support for families whose children are undergoing medical treatment at
area hospitals. Select Comfort and its employees donate time, money and beds to Ronald
McDonald Houses nationwide, providing better sieep to families under stress. The company is
more than halfway toward meeting our goal of filling more than 4,000 Ronald McDonald House®
bedrooms with Sleep Number® beds.




Selected Consolidated Financial Data

{in thousands, except per share and selected operating data, unless otherwise indicated)

The data presented below have been derived from our Consclidated Financial Statements and should be read in conjunction with “Management's
Discussion and Analysis of Financial Condition and Results of Operations” and our Consolidated Financial Statements and Notes thereto included in

this Annual Report:

Consolidated Statements of Operations Data:
Net sales
Gross profit
Operating expenses:
Sales and marketing
General and administrative
Store closings and asset impairments
Operating income {loss)
Net income (loss)
Pro forma net income (loss) (2}
Net income (loss) per share:
Basic
Diluted
Pro forma (2)
Shares used in calculation of net income (loss) per share:
Basic
Diluted and pro forma (2!

Consolidated Balance Sheet Data:

Cash, cash equivalents and marketable securities
Working capital

Total assets

Long-term debt, less current maturities

Total shareholders' equity

Selected Operating Data:

Stores open at period-end (3)

Stores opened during period

Stores closed during period

Average net sales per store (000's) (4)

Percentage of stores with more than $1.0 million in net sales (4)
Comparable store sales increase (decrease) (5)

Average square footage per store open during period (4)

Net sales per square foot (4)

Average store age (in months at period end)

Operating free cash flow (000's) (6)
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2004 2003(1) 2002 2001 2000
$ 557,639 $ 458,489 $ 335,795 $261,687 $270,077
340,674 287,326 209,999 154,477 154,476
249,925 206,248 155,848 138,417 149,272
41,218 38,423 32,854 25,296 29,211
— 71 233 1,366 1,962
49,531 42,584 21,064 (10,602) (25,959)
$ 31,555 $ 27,102 $ 37,466 ${12,066) $(37.203)
31,555 $ 27,102 11,969 $ (7.481) $ (15,866)
0.87 0.82 153 $ (0.66) $ (208
0.80 0.69 1.10 $ (0.66) $ (2,08
0.80 $ 069 $ 036 $  (0.41) $ (089
36,158 32,856 24,549 18,157 17,848
39,683 39,277 34,532 18,157 17,848
$ 91,743 $ 75118 $40,824 $ 16,375 $ 5448
26,445 54,315 27,064 (3,739) (12,431)
191,813 153,506 108,633 67,436 64,672
— — 2,991 17,109 2,322
114,344 92,201 54,024 5,937 15,765
370 344 322 328 333
31 27 15 11 19
5 5 21 16 27
$ 1,247 $ 1,101 $ 817 $ 626 S 636
64% 49% 24% 10% 12%

16% 31% 27% (4)% — !
1,032 990 972 941 913
$ 1,208 $ 1,113 $ 841 $ 666 $ 697
75 70 61 51 41
$ 31,083 $ 30,839 $ 28342 $ (4,445) $ (22,370)




(6

Fiscal year 2003 had 53 weeks. All other fiscal years presented had 52 weeks.

Pro forma net income (loss) per share reflects the effect on net income from the recognition of an income tax benefit (provision) for years where a regular tax
provision, at a rate of 38%, was not recorded. Generally accepted accounting principles (GAAP) did not allow us to reduce net income for income tax expense in
2002 or to provide an income tax benefit in 2001 or 2000. Because we have recorded income tax expense in 2003 and 2004, and we expect to continue recording

income tax in future periods, we believe pro forma net income (loss) per share provides a more meaningful comparison than GAAP net income (loss) per share for
2002, 2001 and 2000.

A reconciliation of net income {loss) and net income {loss) per diluted share (as determined in accordance with GAAP) to pro forma net income {loss) and pro forma
net income (loss) per diluted share is as follows:

2002 2001 2000
GAAP net income (loss} $ 37,466 $(12,066) $ (37,203
Effect of:

Income tax (provision} benefit at 38% of income before tax (7,501} 4,585 9,736

({Restoration) write-off of deferred tax asset (17,996) — 11,601,

Pro forma net income {loss) $ 11,969 $ (7,487) $ (15,866)

2002 2001 2000

GAAP net income (loss} per diluted share $ 1.10 $ (0.66) $ (208
Effect of: .

Income tax {provision} benefit at 38% of income before tax (0.22) 0.25 0.55

(Restoration) write-off of deferred tax asset (0.52) - 0.64

Pro forma net income (loss) per diluted share $ 036 $ (041) $ (089

Includes stores operated in leased departments within other retail stores (13, 13, 13, 22 and 25 at the end of 2004, 2003, 2002, 2001, and 2000, respectively),

For stores open during the entire period indicated.

Stores enter the comparabie store calculation in the 13th full month of operation. Stores that have been remodeled or relocated within the same shopping center

remain in the comparable store hase. The number of comparable stores used to calculate such data was 339, 316, 307, 317 and 314 for 2004, 2003, 2002, 2001 and
2000, respectively. Our 2004 and 2003 comparable store sales increase reflects adjustments for an additional week of sales in 2003. Without adjusting for the
additional week, comparable store sales would have been 14% for 2004 and 34% for 2003.

Operating free cash flow (OFCF) is a key financial measure but should not be construed as an alternative to operating income or net cash provided by (used in)
operating activities (as determined in accordance with GAAP). We believe that OFCF is a useful supplement to cash flow data in understanding cash flows generated
from operations after reductions for capital expenditures. A reconciliation of net cash provided by (used in) operating activities to operating free cash flow for each of
the fiscal years indicated is as follows:

2004 2003 2002 2001 2000
Net cash provided by {used in) operating activities $ 52,482 $ 49,203 $ 36,144 $ 44 $ (10,286)
Purchases of property and equipment (21,399) (18,364) (7,802) {4,859) (12,084}
Operating free cash flow (OFCF) $ 31,083 $ 30,839 $ 28,342 $  (4,445) $ (22,370)




Management’s Discussion and Analysis of Financial Condition

and Results of Operations

FORWARD-LOOKING STATEMENTS

The discussion in this Annual Report contains certain forward-
looking statements that relate to future plans, events, financial
results or performance. You can identify forward-looking statements
by those that are not historical in nature, particularly those that use
terminology such as “may,” “will,” “should,” “could,” “expect,”
“anticipate,” “believe,” “estimate,” “plan,” “project,” “predict,”
“intend,” “potential,” “continue” or the negative of these or similar
terms. These statements are subject to certain risks and uncertainties
that could cause actual results to differ materially from our
historical experience and our present expectations or projections.
These risks and uncertainties include, among others, such factors
as general and industry economic trends; uncertainties arising from
global events, consumer confidence, effectiveness of our
advertising and promotional efforts; our ability to secure suitable
retail locations; our ability to attract and retain qualified sales
professionals and other key employees; consumer acceptance of
our products, product quality, innovation and brand image; our
ability to continue to expand and improve our product line; industry
competition; warranty expenses; the outcome of pending litigation,
including consumer class action litigation; our dependence on
significant suppliers, and the vulnerability of any suppliers to
recessionary pressures, labor negotiations, liquidity concerns or
other factors; rising commodity costs; and increasing government
regulations, including new flammability standards for the bedding
industry. Additional information concerning these and other risks
and uncertainties is contained in our filings with the Securities and
Exchange Commission, including our Annual Report on Form 10-K
and other periodic reports filed with the SEC.

a L

OVERVIEW

Select Comfort is the leading developer, manufacturer and marketer of
premium-quality, adjustable-firmness beds. The air chamber technology
of our proprietary Sleep Number® bed allows adjustable firmness on
each side of the mattress and provides a sleep surface that is clinically
proven to provide better sleep quality and greater relief of back pain
compared to traditional mattress products. In addition, we market and
sell accessories and other sleep related products which focus on
providing personalized comfert to complement the Sleep Number® bed
and provide a better night's sleep to the consumer.

We generate revenue by selling our products through four complementary
distribution channels. Three of these channels: retail, direct marketing
and e-commerce, are company-controlled and sell directly to consumers.
Qur wholesale channel sells to leading home furnishings retailers,
specialty bedding retailers, the QVC shopping channel and to several end
users such as Radisson Hotels and Resorts®.

17

The proportion of our total net sales, by dollar volume, from each of our
channels during the last three years is summarized as follows:

2004 2003 2002

Retail 78.1% 78.5% 76.8%
Direct marketing 11.5% 130% 14.2%
E-commerce 4.6% 4.3% 4.3%
Wholesale 5.8% 4.2% 4.7%
Total 100% 100% 100%

The components of sales growth, including comparable store sales increases,
are as follows:

2004* 2003* 2002
Channel Increase Channel Increase  Channel Increase

Retail:
Comp. store sales increase 16% 31% 27%
New/closed stores, net 8% 7% 1%
Retall total 24% 38% 27%
Direct marketing 10% 23% 20%
E-commerce 34% 35% 59%
Wholesale 73% 21% 61%

* There were 52 weeks in fiscal 2004 and 2002 and 53 weeks in fiscal 2003.
Comparable store sales and sales growth rates have been adjusted and
reported as if each year had the same number of weeks.

The number of company-operated retail locations during the last three years,
including leased departments within 13 Bed, Bath & Beyond stores, is
summarized as follows:

2004 2003 2002
Beginning of year 344 322 328
Opened 31 27 15
Closed (5) (5) 2n
End of year 370 344 322

We anticipate opening 30 to 40 new retail stores and expect to close approximately
5 mall-based stores in 2005. In addition, we plan to reassess our leased
department program in 2005.

Qur growth plans are centered on increasing the awareness of our products
and stores through expansion of media, increasing distribution - primarily
through new retail store openings and supplemented with sales through
other mattress retailers, and through improvement and expansion of our
product lings. Our primary rnarket consists of the sale of products directly to
consumers in the U.S. domestic market. We believe that opportunities exist
longer term for sales internationally and to commercial markets.

Increases in sales, along with controlling costs, has provided significant
increases to operating income and operating margin. The majority of aperating
margin improvement has been generated through leverage in selling expenses
(increased sales through the existing store base) and leverage of our existing
infrastructure (general and administrative expenses). We expect any future
improvements in operating margin to be derived from similar sources. Our
target is 10 sustain annual sales growth rates of 15% to 20% and annual
earnings growth rates of approximately 20% to 25%.




RESULTS OF OPERATIONS

The following table sets forth, for the periods indicated, our results of operations expressed as dollars and percentages of net sales. Figures are in
millions except percentages and earnings per share amounts.

2004 2003 2002
% of % of %. of
$ Net Sales $ Net Sales $ Net Sales
Net sales 3 55786 100.0% $ 458.5 100.0% $335.8 100.0%
Cost of sales 217.0 38.9 1712 373 1258 375
Gross profit 340.6 61.1 287.3 62.7 210.0 62.5
Operating expenses:
Sales and marketing 249.9 44 8 206.2 450 155.8 46 .4
General and administrative 412 7.4 384 8.4 329 9.8
Store closingsand asset impairments 0.0 0.0 0.1 0.0 0.2 0.1
Total operating expenses 2911 52.2 2447 53.4 188.9 56.3
Operating income 495 8.9 42.6 9.3 211 6.3
Other income (expense), net 1.4 0.3 0.4 0.1 (1.7) (0.5)
Income hefore income taxes 50.9 9.2 43.0 9.4 19.4 5.8
Income tax (expense) benefit (19.4) (3.5) (15.9) (3.5) 18.1 5.4
Net income $ 316 5.7% $ 271 5.9% $ 37.5 11.2%
Pro forma net income (loss) $ 316 57% $ 271 5.9% $ 120 3.6%
2004 2003 2002
Net income per share:
Basic $ 0.87 3 0.82 $ 1.63
Diluted 0.80 0.69 1.10
Pro forma 0.80 0.69 0.36
Weighted-average number of common shares:
Basic 36.2 329 245
Diluted and pro forma 397 393 34.5

Pro forma net income per share reflects the effects on net income from specific non-recurring items and from the recognition of an income tax
benefit (provision) for years where a regular tax provision, at a rate of 38%, was not recorded. Generally accepted accounting principles (GAAP) did
not allow us to reduce net income for income tax expense in 2002. Because we have recorded income tax expense in 2003 and 2004, and we
expect to continue recording income tax in future periods, we believe pro forma net income per share provides a more meaningful comparison than
GAAP net income per share for 2002.

A reconciliation of net income and net income per diluted share (as determined in accordance with GAAP) to pro forma net income and pro forma net
income per diluted share is as follows:

2002 2002
Net Income Earnings per Share
GAAP net income $ 37,466 3 1.10
Effect of:
Income tax (provision) benefit at 38% of income before tax (7,501) 0.22)
(Restoration) write-off of deferred tax asset i (17,996) (0.52)

Pro forma net income $ 11,969 $ 036




Net Sales

We record revenue at the time product is shipped to our customer,
except when beds are delivered and set up by our home delivery
employees, in which case revenue for products and home delivery
services is recorded at the time the bed is delivered and set up in the
home. We reduce sales at the time revenue is recognized for estimated
returns. This estimate is based on historical return rates, which are
reasonably consistent from period to period. If actual returns vary from
expected rates, revenue in future periods is adjusted, which could have a
material adverse effect on future results of operations. Historically, we
have not experienced material adjustments to the financial statements
due to changes to these estimates.

Cost of Sales

Cost of sales includes costs associated with purchasing materials,
manufacturing costs and costs to deliver our products to our customers.
Cost of sales alsc includes estimated costs to service warranty claims of
customers. This estimate is besed on historical claim rates experienced
during the warranty period. Because this estimate covers an extended
period of time, a revision of estimated claim rates could result in a
significant adjustment of estimated future costs of fulfiling warranty
commitments and could have a material adverse effect on future results
of operations. Historically, we have not experienced material adjustments
to our consolidated statements due to changes in these estimates.
However, as we announced early in October 2004, we did record a one-
time warranty charge of $1.2 milflion (pre-tax) to allow for broader
flexibility to satisfy future warranty claims after modifying our customer
service practices. :

Gross Profit

Our gross profit margin is dependent on a number of factors and may
fluctuate from quarter to quarter. These factors include the mix of products
sold, the level at which we offer promaotional discounts to purchase our
products, the cost of materials, delivery and manufacturing and the mix of
sales between wholesale and company-controlled distribution channels.
Sales of products manufactured by third parties, such as accessories and
our adjustable foundation, generate lower gross margins. Similarly, sales
directly to consumers through company-controlled channels generally
generate higher gross margins than sales through our wholesale channels
because we capture both the manufacturer's and retailer's margin.

Sales and Marketing Expenses

Sales and marketing expenses include advertising and media production,
other marketing and selling materials such as brochures, videos,
customer mailings and in-store signage, sales compensation, store
occupancy costs and customer service. We expense all store opening
and advertising costs as incurred.

Advertising expense was $78.5 million in 2004, $59.5 million in 2003 and
$39.5 million in 2002. Future advertising expenditures will depend on the
effectiveness and efficiency of the advertising in creating awareness of
our products and brand name, generating consumer inquiries and driving
consumer traffic to our points of sale. We anticipate that full year
advertising expenditures in 2005 will be approximately $88 million.

General and Administrative Expenses

General and administrative expenses include costs associated with
management of functional areas, including information technology, human
resources, finance, sales and marketing administration, investor relations,
risk management and research and development. Costs include salaries,
bonus and benefits, information hardware, software and maintenance, office
facilities, insurance, shareholder relations costs and cther overhead.

Store Closings and Asset Impairments

Store closing and asset impairment expenses include charges made against
operating expenses for store related or other capital assets that have been
written-off when a store is underperforming and generating negative cash
flows. We evaluate our long-lived assets, including leaseholds and fixtures
in existing stores and stores expected to be remadeled, based on expected
cash flows through the remainder of the lease term after considering the
potential impact of planned operational improvements and marketing
programs. Expected cash flows may not be realized, which could cause
long-lived assets to become impaired in future periods and could have a
raterial adverse effect on future results of operations. Store assets are
written off when we believe these costs will not be recovered through
future cperations.

Quarterly and Annual Resuits

Quarterly and annual operating results may fluctuate significantly as a result
of a variety of factors, including increases or decreases in comparable store
sales, the timing, amount and effectiveness of advertising expenditures, any
changes in sales return rates or warranty experierice, the timing of new
store openings and related expenses, net sales contributed by new stores,
the timing of promotional offerings, competitive factors, rising commaodity
costs, any disruptions in supplies or third-party services, seasonality of retail
sales, timing of QVC shows and wholesale sales, consumer confidence, and
general economic conditions. Furthermore, a substantial portion of net sales
is often realized in the last month of a quarter, due in part to our promotional
schedule and commission structure. As a result, we may be unable to adjust
spending in a timely manner, and our business, financial condition and
operating results may be significantly harmed. Qur historical results of
operations may not be indicative of the results that may be achieved for any
future period.

Future Accounting Requirements

In December 2004, the Financial Accounting Standards Board issued SFAS
No. 123 {revised 2004), “Share-Based Payment” (“SFAS 123R"), which
replaces SFAS No. 123, "Accounting for Stock-Based Compensation,”
(SFAS123). SFAS 123R requires all share-based payments to employees,
including grants of empioyee stock options, to be recognized in the financial
statements based on their fair value beginning with the first interim or
annual period after June 15, 2005. The pro forma disclosures we have
previously made as permitted under SFAS 123 no longer will be an
alternative to financial statement recognition. We are required to adopt
SFAS 123R by the third quarter of fiscal 2005, beginning July 3, 2005.
Under SFAS 123R, we must determine the appropriate fair value model to
be used for valuing share-based payments, the amortization method for
compensation cost, and the transition method tc be used at date of
adoption. We are evaluating the requirements of SFAS 123R and expect
that the adoption of SFAS 123R will have a material impact on our




consolidated results of operations and eamings per share. Our pro forma
disclosures have historically reported an annual impact to diluted earnings
per share of $0.06 to $0.11. We have not yet determined the method of
adoption or the effect of adopting SFAS 123R, and have not determined
whether the adoption will result in amounts that are similar to our current
pro forma disclosures under SFAS 123.

COMPARISON OF 2004 AND 2003
Net Sales

Net sales in 2004 increased 22% to $557.6 million from $458.5 million in
2003, due to a 10% increase in mattress unit sales and higher average selling
prices. The additional week in fiscal 2003 reduced sales growth in 2004 by
approximately 2%. The average selling price per bed in our company
controlled channels was $1,908, an increase of approximately 13% from 2003.
The higher average selling price resulted primarily from growth in unit sales at
higher price points following the introduction of a new luxury mattress model
at the upper end of our mode! line-up. We expect the growth rate of average
selling price to slow somewhat in 2005, even though we have taken price
increases in 2005 to offset cost pressure.

The increase in net sales by sales channel was attributable to (i) a $75.1 million
increase in sales from our retail stores, including an increase in comparable
store sales of $56.4 million , an estimated $7.6 million reduction in sales due
to a 53rd week in 2003 and an increase of $26.3 million from new stores, net
of 'stores closed, {ii) a $4.5 million increase in direct marketing sales, {iii) a $6.1
million increase in sales from our e-<commerce channel and (iv) a $13.4 million
increase in sales from our wholesale channel.

Gross Profit

Gross profit decreased to 61.1% in 2004 from 62.7% in 2003, primarily due
to channel mix (i.e. increased percentage of our total net sales from our
lower margin wholesale channel), a one-time warranty charge of $1.2 million
(pre-tax) to allow for broader flexibility to satisfy future warranty claims after
modifying our customer service practices, increased utilization of our home
delivery services and increased sales of adjustable foundations which are
not manufactured by us and result in lower gross margins.

Sales and Marketing Expenses

Sales and marketing expenses in 2004 increased 21% to $249.9 million
from $206.2 million in 2003 and decreased as a percentage of net sales
to 44.8% from 45.0% for the comparable prior-year period. The $43.7
million increase was primarily due to additional media investments,
sales-based incentive compensation, and increased number of stores.
The decrease as a percentage of net sales was comprised primarily of a
1.1 percentage point (ppt} increase in media investments offset by a 0.9
ppt leverage of fixed costs {occupancy, base sales compensation and
certain marketing expenses) over higher sales. With additional sales
growth, we expect sales and marketing expenses as a percentage of net
sales to decline in 2005 as we achieve greater leverage from our base
sales compensation and occupancy Costs.

General and Administrative Expenses
General and administrative (G&A) expenses in 2004 increased 7% to $41.2

million from $38.4 million in 2003 but decreased as a percentage of net
sales to 7.4% from 8.4% for the comparable prior-year pericd. The dollar

increase in G&A was primarily due to higher headcount-related expenditures
of $4.5 million, increased professional fees of $3.2 million, and $1.6 million in
additional depreciation and maintenance expense from information
technology infrastructure investments, offset by a reduction in management
incentive compensation expense of $7.0 million. We expect G&A growth
rates to continue to be lower than the rate of sales growth due 1o leveraging
the fixed component of G&A expenses across a higher sales base, although
we anticipate no leverage in 2005 assuming incentive compensation returns
to historical levels.

Other Income (Expense), Net

Other incorne increased $1.0 million to $1.4 mitlion in 2004 from $0.4
miflion in-2003. The improvement is primarily due to increased interest
income resulting from higher average balances of invested cash and
higher interest rates.

Income Tax Expense {Benefit)

Income tax expense increased $3.4 million to $19.4 million in 2004 from
$16.0 million in 2003 due to higher pre-tax income and effective tax rates.
The effective tax rate was 38.1% in 2004 and 37.0% in 2003. We expect
an effective income tax rate of 38.8% in 2005.

COMPARISON OF 2003 AND 2002
Net Sales

Net sales in 2003 increased 37% to $458.5 million from $335.8 million in 2002
due to a 19% increase in mattress unit seles and higher average selling prices.
The additional week in fiscal 2003 contributed approximately 2% to sales
growth company-wide. The average selling price per bed set in our company-
controlled channels for 2003 was $1,686, an increase of approximately 15%
from 2002, The higher average selling prices resulted primarily from
improverments in product mix and lower return rates.

The increase in net sales by sales channel was attributable to (i) a $102.1
million increase in sales from company-controlled retail stores, including an
increase in comparable store sales of $77.7 million, an estimated $7.4 million
of additional sales due to a 53rd week in 2003 and an increase of $17.0 million
from new stores opened in 2003, net of stores closed in 2003, (i) an $11.8
million increase in direct marketing sales, fiii) a $5.3 million increase in sales
from our ecommerce channel and (iv} a $3.5 million increase in sales from our
wholesale channel.

Gross Profit

Gross profit margin increased to 62.7% in 2003 from 62.5% in 2002
primarily due to improved product sales mix, partially offset by increased
product delivery costs.

Sales and Marketing Expenses

Sales and marketing expenses in 2003 increased 32% to $206.2 million
from $155.8 million in 2002, but decreased as a percentage of net sales to
45.0% in 2003 from 46.4% in 2002. The $50.4 million increase was primarily
due to additional media investments, sales-based incentive compensation,
and increased occupancy and financing costs. The decrease as a
percentage of net sales was comprised of a 1.2 percentage point (ppt)
increase in media investments offset by a 1.2 ppt decrease in occupancy
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costs, a 0.5 ppt decrease in sales compensation costs, 0.5 ppt decrease in
field management and support costs and 0.4 ppt decrease in other
marketing costs.

General and Administrative Expenses

General and administrative (G&A) expenses in 2003 increased 17% to $38.4
million from $32.9 miillion in 2002 but decreased as a percentage of net
sales to 8.4% from 9.8% for the comparable period. The dollar increase in
general and administrative expenses was comprised primarily of $3.5
million from increased compensation expenses related to additional
headcount, $1.0 million from increased incentive compensation expense
resulting from improved company performance and $0.4 million from
increased investments in research and development activities.

Store Closing and Asset Impairment Expenses

Store closing and asset impairment expenses in 2003 were $0.1 millicn
compared to $0.2 million in 2002, In 2003 and 2002, the entire amount
represented impairments related to store closures.

Other income (Expense), Net

Other income (expense) changad by $1.7 million to income of $0.4 million
in 2003 compared to an expense of $1.3 million in 2002. The impraovement
is primarily due to reduced interest expense following the elimination of $16
million of debt in 2002 and increased interest income reflecting higher
balances of invested cash in 2003.

income Tax Expense (Benefit)

Income tax expense (benefit) changed $34.1 million to an income tax
expense of $16.0 million in 2003 compared to $18.1 million in income tax
benefit in 2002. The increase in income tax expense was due to recording
income tax expense at a rate ¢f 37% in 2003. The $18.1 million income tax
benefit for 2002 was the result of recording a non-recurring, non-operating,
non-cash addition to earnings due to the expected realization of tax benefits
from net operating loss carryforwards and other deferred tax assets.

LIQUIDITY AND CAPITAL RESOURCES

As of January 1, 2005, we had cash, cash equivalents and marketable
securities of $391.7 million, of which $50.8 million is classified as a
current asset. As of January 3, 2004, cash, cash equivalents and
marketable securities totaled $75.1 million, of which $74.0 million is
classified as current. Working capital toteled $26.4 million at the end of
2004 compared to $54.3 million at year-end 2003. The decrease in
working capital was due primarily to a shift to longer-term investments
which are reported as non-current assets. The $16.6 million
improvement in cash and marketable securities balances was the result
of generating $31.1 million of operating free cash flow ($52.5 million of
cash provided by operating activities, reduced by $21.4 million of capital
expenditures), offset by $14.5 million of cash used in financing
activities. We expect to continue to generate positive cash flows from
operations in the future, while not anticipating any significant additional
working capital requirements.
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We generated cash from operations of $52.5 million in 2004 and $48.2
million in 2003. The $3.3 million year-to-year impravement in cash from
operations resuited primarily from improved net income of $4.5 million,
reductions in net operating assets and liabilities of $5.8 million, and
higher noncash depreciation expense of $2.5 million, offset by an
increase in deferred taxes of $9.6 miliion, reflecting the utilization of
substantially all net operating loss carryforwards in 2003.

Capital expenditures amounted to $21.4 million in 2004, compared to
$18.4 million in 2003. In both periods our capital expenditures related
primarily to new and remodeled retail stores and investments in
information technology. in 2004, we opened 31 retail stores and
completed the marquee and design upgrade of approximately 130 stores,
while in 2003 we opened 27 stores and remodeled approximately 100
stores. We anticipate opening 30 to 40 new stores in 2005. We will
fund the investment in new and upgraded stores with cash on hand and
cash generated from operations. We expect our new stores to be cash
flow positive within the first 12 months of operations and, as a result, do
not anticipate a negative effect on net cash provided by operations.
Management expects capital expenditures in fiscal 2005 to total $30
million. Additional capital expenditures may be required for expanded
manufacturing capacity if new fire retardancy standards are introduced
on a nationwide basis by the Consumer Product Safety Commission.

Net cash used in financing activities totaled $14.5 million in 2004,
compared to $3.5 million net cash provided by financing activities in
2003. The $18.0 million decrease in cash from financing activities was
comprised of a $19.0 million increase in repurchases of common stock
under our board-authorized common stock repurchase program, offset
by an increase of $1.1 million received for exercises of stock options and
warrants and for employee purchases of common stock. Additional
purchases of Select Comfort stock may be made from time-to-time,
subject to market conditions and at prevailing market prices, through
open market purchases. Repurchased shares will be retired and may be
reissued in the future for general corporate or other purposes. Total
outstanding authorization as of March 4, 2005, was $14.0 million. We
may terminate cr limit the stock repurchase program at any time.

Cash generated from operations should be a sufficient source of liquidity
for the short- and long- term and should provide adequate funding for
capital expenditures and common stock repurchases, if any. In addition,
our business model, which can operate with minimal working capital,
does not require significant additional capital to fund operations. In
2003, we obtained a $15 million bank revolving line of credit to provide
additional cash flexibility in the case of unexpected significant external or
internal developments. The line of credit is a three-year senior-secured
revolving facility. The interest rate on borrowings is calculated using
LIBOR plus 1.50% to 2.25% with the incremental rate dependent on our
leverage ratio, as defined by the lender. We are subject to certain
financial covenants under the agreement, principally consisting of
minimum liquidity requirements, working capital and leverage ratios. We
have remained and expect to remain in the foreseeable future in full
compliance with the financial covenants. We currently have no
berrowings outstanding under this credit agreement.




The table below represents the scheduled maturities of our long-term
contractual obligations as of January 1, 2005 (in thousands):

Payments Due by Period

<1 1-3 3-5 >5
Total Year Years Years Years
Operating leases $102,651 21,808 39,018 27,408 14,415

Inventory purchase

commitments 86,600 62,500 24,000 — —

Total $189,151 84,308 63,019 27,409 14,415

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The preparation of financial statements in conformity with U.S. generally
accepted accounting principles requires management to make estimates
and assumptions. Predicting future events is inherently an imprecise
activity and as such requires the use of judgment. Actual results may
vary from estimates in amounts that may be material to the financial
statements. The accounting policies discussed below are considered
critical because changes to certain judgments and assumptions inherent
in these policies could materially affect the financial statements.

Qur critical accounting policies relate to stock-based compensation,
revenue recognition, accrued sales returns, accrued warranty costs, and
store closing and long-lived asset impairment expenses.

In certain instances, U.S. generally accepted accounting principles allow
for the selection of alternative accounting methods. One such significant
accounting policy involves the selection from alternative methods of
accounting for stock options.

Stock-Based Compensation

Two alternative methods currently exist for accounting for stock options:
the intrinsic value method and the fair value method. We use the intrinsic
value method of accounting for stock options, and accordingly, no
compensation expense has been recognized in the financial statements for
options granted to employees, or for the discount feature of our employee
stock purchase plan. Recently, the FASB issued SFAS 123R, which will
require the Company to change its accounting practice for stock options

to the fair value method by the third quarter of fiscal 2005, beginning
July 3, 2005.

Revenue Recognition

We record revenue at the time product is shipped to our custormer, except
when beds are delivered and set up by our home delivery employees, in
which case revenue is recorded at the time the bed is delivered and set up
in the home.

Accrued Sales Returns

We reduce sales at the time revenue is recognized for estimated returns.
This estimate is based on historical return rates, which are reasonably
consistent from period to period. If actual returns vary from expected rates,
revenue in future periods is adjusted, which could have a material adverse
gffect on future results of operations.

. Accrued Warranty Costs

The estimated costs to service customer warranty claims is included in cost
of sales. This estimate is based on historical claim rates during the warranty
period. Because this estimate covers an extended period of time, a revision
of estimated claim rates could result in a significant adjustment of
estimated future costs of fulfilling warranty commitments and could have a
material adverse effect on future results of operations. Historically, we
have not experienced material adjustments to our consolidated statements
due to changes in these estimates. However, as we announced early in
October 2004, we did record a one-time warranty charge of $1.2 million
(pre-tax) to allow for broader flexibility to satisfy future warranty claims after
modifying our customer service practices.

Store Closing and Asset Impairment Expenses

We evaluate our long-lived assets, including leaseholds and fixtures in
existing stores, based on expected cash flows through the remainder of the
lease term after considering the potential impact of planned operational
improvements and marketing programs. Expected cash flows may not be
realized, which could cause long-ived assets to become impaired in future
periods and could have a material adverse effect on future results of
operations. Store assets are written off when we believe these costs will
not be recovered through future operations.
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MANAGEMENT’'S REPORT
Management’s Responsibility for Financial iInformation

Select Comfort’'s management is responsible for the preparation,
integrity and objectivity of the consolidated financial statements
and other financial information presented in this Annual Report.
The accompanying financial statements have been prepared in
accordance with U.S. generally accepted accounting principles.

KPMG LLP, an independent registered public accounting firm, is
retained to audit Select Comfort’s consolidated financial statements
and management’s assessment of, and the effective operation of, the
company's internal control over financial reporting. Its accompanying
reports are based on audits conducted in accordance with the
standards of the Public Company Accounting Oversight Board.

The Audit Committee of the Board of Directors is composed solely
of independent, non-management directors, and is responsible for
recommending to the Board the independent registered public
accounting firm to be retained for the coming year, subject to
stockholder ratification. The Audit Committee meets periodically and
privately with the independent registered public accounting firm,
with the company's internal auditors, as well as with Select
Comfort’s management, to review accounting, auditing, internal
control structure and financial reporting matters.

Mianagement’s Report on Internal Control Over
Financial Reporting

Our management is responsible for establishing and maintaining
adequate internal control over financial reporting, as such term is
defined in Exchange Act Rule 13a-15(f). Our internal contro! over
financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. Our
internal control over financial reporting includes those policies and
procedures that (1) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit
preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures
of the company are being made only in accordance with authorizations
of management and directors of the company; and (3) provide
reasonable assurance regarding prevention or timely detection of
unauthoerized acquisition, use, or disposition of the company's assets
that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial
reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are
subject to the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.
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Our management, with the participation of our chief executive
officer and chief financial officer, evaluated the effectiveness of our
internal control over financial reporting based on the framework in
Internal Control - Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission. Based on
this evaluation under these criteria, our management concluded that
our internal control over financial reporting was effective as of
January 1, 2005. Our management's assessment of the
effectiveness of our internal control over financial reporting as of
January 1, 2005, has been audited by KPMG LLP, an independent
registered public accounting firm, as stated by its report, which is
included herein.

WL W‘\QM§U/:A @M

William R. McLaughlin
President and Chief
Executive Officer

James C. Raabe
Chief Financial Officer

REPORT OF INDEPENDENT REGISTERED PUBLIC
ACCOUNTING FIRM ON INTERNAL CONTROL OVER
FINANCIAL REPORTING

The Board of Directors and Shareholders of Select Comfort Corporation:

We have audited management's assessment, included in the
accompanying Management’s Report on Internal Control Over
Financial Reporting that Select Comfort Corporation maintained
effective internal control over financial reporting as of January 1, 2005,
based on criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponscring Organizations of
the Treadway Commission {COSO). The Company's management is
responsible for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of internal control
over financial reporting. Our responsibility is to express an opinion on
management’s assessment and an opinion on the effectiveness of the
Company'’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the
Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain
reasonable assurance about whether effective internal control over
financial reporting was maintained in all material respects. Qur audit
included obtaining an understanding of internal control over
financial reporting, evaluating management’s assessment, testing
and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered
necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.




A company's internal contro! over financial reporting is a process
designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting
principles. A company's internal control over financial reporting
includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and
fairly reflect the transactions and dispositions of the assets of the
company; (2} provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements
in accordance with generally accepted accounting principles, and that
receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the
company; and (3) provide reasonable assurance regarding prevention
or timely detection of unauthorized acquisition, use, or disposition of
the company's assets that could have a material effect on the
financial statements.

Because of its inherent limitations, internal control over financial
reporting may not prevent or detect misstatements. Also, projections
of any evaluation of effectiveness to future periods are subject to the
risk that controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or
procedures may deteriorate.

In our opinion, management's assessment that Select Comfort
Corporation maintained effective internal control over financial
reporting as of January 1, 2005, is fairly stated, in all material
respects, based on criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSQ). Also, in our opinion, Select
Comfort Corporation maintained, in all material respects, effective
internal control over financial reporting as of January 1, 2005, based
on criteria established in Internal Control—Integrated Framework
issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).

We also have audited, in accordance with the standards of the Public
Company Accounting Oversight Board (United States), the consolidated
balance sheets of Select Comfort Corporation and subsidiaries as of
January 1, 2005 and January 3, 2004, and the related consolidated
statements of operations, shareholders’ equity, and cash flows for
each of the years in the three-year period ended January 1, 2005 and
our report dated March 8, 2005 expressed an unqualified opinion on
those consolidated financial statements.

KPMc LLP

Minneapolis, Minnesota
March 8, 2005

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING
FIRM ON CONSOLIDATED FIMANCIAL STATEMENTS

The Board of Directors and Shareholders of Select Comfort Corporation:

We have audited the accompanying consolidated balance sheets of
Select Comfort Corporation and subsidiaries as of January 1, 2005
and January 3, 2004, and the related consolidated statements of
operations, shareholders’ equity, and cash flows for each of the
years in the three-year period ended January 1, 2005. These
consolidated financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on
these consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the
Public Company Accounting Oversight Board {United States). Those
standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above
present fairly, in all material respects, the financial position of Select
Comfort Corporation and subsidiaries as of January 1, 2005 and
January 3, 2004, and the results of their operations and their cash
flows for each of the years in the three-year period ended January 1,
2005, in conformity with U.S. generally accepted accounting principles.

We also have audited, in accordance with the standards of the
Public Company Accounting Oversight Board (United States), the
effectiveness of Select Comfort Corporation’s internal control over
financial reporting as of January 1, 2005, based on criteria established
in Internal Control—integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO),
and our report dated March 8, 2005 expressed an unqualified opinion
on management’s assessment of, and the effective operation of,
internal control over financial reporting.

KPMc LLP

Minneapolis, Minnesota
March 8, 2005
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Consolidated Balance Sheets
January 1, 2005, and January 3, 2004
(in thousands, except share and per share amounts)

Assets
Current assets:
Cash and cash equivalents
Marketable securities — current (note 2)
Accounts receivable, net of allowance for doubtful
accounts of $685 and $619, respectively
Inventories (note 3)
Prepaid expenses
Deferred tax assets (note 8)
Total current assets
Marketable securitiss — non-current (note 2)
Property and equipment, net (note 4)
Deferred tax assets (note 8)
Other assets

Total assets

Liabilities and Shareholders’ Equity
Current liabilities:
Accounts payable
Consumer prepa.yments
Accruals:
Sales returns
Compensation and benefits
Taxes and withholding
Other

Total current liabilities

Long-term liabilities
Total liabilities

Shareholders’ equity (notes 6, 7 and 10}):
~Undesignated preferred stock; 5,000,000 shares authorized,
no shares issued and cutstanding
Common stock, $0.01 par vaiue; 95,000,000 shares authorized,
35,828,222 and 35,76S,606 shares issued and outstanding, respectively
Addr‘tionalbpaid-r‘n capital
Unearned compensation
Retained earnings (accumulated deficit)
Total shareholders’ equity
Commitments and contingencies {notes 5 and 11):

Total liabilities and shareholders’ equity

See accompanying notes to consclidated financial statements.
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2004 2003

$ 15,086 § 24725
35,747 49,322
8,644 6,823
20,481 14,110
7,375 5,968
8,283 6,382
95,566 107,330
40,930 1,071
43,911 36,134
7,789 5,628
3,617 3,343

$ 191,813 $ 153,506
$ 26,207 $ 16,502
9,368 - 5,870
5,038 3,469
13,913 17,303
6,392 3,661
8,143 6,110
69,121 53,016
8,348 8,290
77,469 61,306
358 358
95,648 104,085
(1,752) (877)
20,190 {(11,365)
114,344 92,201

$ 191,813 $ 153,506




Consolidated Statements of Operations

Years ended January 1, 2005, January 3, 2004, and December 28, 2002

(in thousands, except per share amounts)

Net sales |
Cost of sales
Gross profit
Operating expenses:
Sales and marketing {note 1)
General and administrative
Store closings and asset impairments
_ Total operating expenses
Operating income
Other income (expense):
Interest income
Interest expense
Other, net
Other income (expense), net
Income before income taxes
income tax (expense) benefit (note 8)

Net income

Basic net income per share (note 9J:

Net income per share — basic

Weighted average common shares — basic

Diluted net income per share (note 9):

Net income per share — diluted

Weighted average common shares — diluted

See accompanying notes to consolidated financial statemenits.

* Fiscal year 2003 had 53 weeks. Al other fiscal years presented had 52 weeks.

2004 2003* 2002

$ 557,639 $ 458489 $ 335,795
216,966 171,163 125,796
340,674 287,326 209,999
249,925 206,248 156,848
41,218 38,423 32,854
— 7 233
291,143 244,742 188,935
49,531 42,584 21,064
1,414 612 571

— (170} (2,035)

— — (198)

1,414 442 (1,662)
50,945 43,026 19,402
(19,390) (16,924) 18,064

$ 31,555 $ 27,102 $ 37,466
$ 087 $ 082 $ 153
36,158 32,856 24,549

$ 080 $ 069 $ 1.0
39,683 39,277 34,532




Consolidated Statements of Shareholders’ Equuty
Years ended January 1, 2005, January 3, 2004, and December 28, 2002
(in thousands, except share amounts)

Additional Retained Earnings/
Common Stock Paid-in Unearned {Accumulated
Shares Amount Capital Compensation Deficit) Total
Balance at December 23, 2001 18,302,307 $ 183 $ 81,687 $ — $ (75,933) $ 5,937
Exercise of common stock options {note 7) 166,238 2 279 — — 281
Exercise of common stock warrants 1,048,344 10 (10) — — —
Conversion of convertible debt 11,000,000 110 9,382 — — 9,492
Employee stock purchases and 401K match (note 10) 212,212 2 846 — — 848
Net income — — — — 37,466 37,466
Balance at December 28, 2002 30,727,101 307 92,184 — (38,467) 54,024
Exercise of common stock options (note 7) 1,007,841 10 7.411 — — 7,421
Exercise of common stock warrants 3,232,205 32 405 — — 437
Repurchase of common stock (200,100) 2) (1,832) — — (1,834)
Conversion of convertible debt » 727,272 7 2,834 — . - 2,841
Issuance of restricted stock (note 7} 102,000 2 950 (877) — 75
Employee stock purchases and 401(k) match (note 10) 173,287 2 2,133 — — 2,135
Net income —_ —_ . — — 27,102 27,102 |
Balance at January 3, 2004 35,769,606 358 104,085 (877) (11,365) 92,201 I
|
Exercise of common stock options {note 7) 1,017,212 10 8,074 — — 9,084 i
Exercise of common stock warrants 35,480 — 5 — — 5 !
Repurchase of common stock (1,137,631) (1 (20,842) — — (20,853)
Issuance cf restricted stock (note 7) 51,500 — 1,280 (875) — 4085
Employee stock purchases and 401(k) match (note 10) 92,055 1 1,946 — — 1,947
Net income ‘ — — — — 31,685 31,555
Bzlance at January 1, 2005 35,828,222 $ 358 $ 95548 ${1,752) $ 20,190 $114,344

See accompanying notes to consolidated financial statements.
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Consolidated Statements of Cash Flows
Years ended January 1, 2005, January 3, 2004, and December 28, 2002
{in thousands)

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation and amortization
Amortization of debt discount and deferred finance fees
Non-cash compensation
Loss on disposal of assets and impaired assets
Deferred tax {benefit) expense
Change in operating assets and liabilities:
Accounts receivable
Inventories
Prepaid expenses
Other assets
Accounts payable
Customer prepayments
Accrued sales returns
Accrued compensation and benefits
Accrued taxes and withholding
Other accruals and liabilities
Net cash provided by operating activities
Cash flows from investing activities:
Purchases of property and equipment
Investments in marketable securities
Proceeds from maturity of marketable securities
Net cash used in investing activities
Cash flows from financing activities:
Principal payments on long-term debt
Repurchase of common stock
Proceeds from issuance of shares from option and warrant exercises
Proceeds from issuance of ESPP shares and other equity transactions
Net cash (used in) provided by financing activities
{Decrease) increase in cash and cash equivalents
Cash and cash equivalents, at beginning of year

Cash and cash equivalents, at end of year

Supplemental Disclosure of Cash Flow Information
Cash paid during the year for:
Interest
Income taxes

Non-cash impact of conversion of debt to equity
Tax benefit from disqualifying option dispositions

See accompanying notes to consclidated financial statements.

2004 2003 2002
31,555 27,102 $ 37,466
13,643 11,145 9,194

— 130 1,279
405 75 —
11 96 548
(4,032) 5,599 (17,609)
(1,821) (3,553) (647)
(6,371} (5,130) (894)
(1,407) (501) (1,879)

{306) 129 1,441

9,765 (6) 1,292

3,398 4,006 701

1,569 288 (443)
(3,390) 3,637 6,487

7372 5,295 (253)

2,091 891 (539)
52,482 49,203 36,144

(21,399) (18,364) (7,802)
(72,540) (55,717) (24,780)
46,256 18,972 11,132
(47,683) {55,109} "(21,450)

_ (1) (5,022)
(20,853} (1,834) —
4,448 3,445 280
1,047 1,855 849
(14,458) 3,455 (3,893)
(9,659) (2,451) 10,801
24,725 27,176 16,375
15,066 24,725 $ 27,176
— 39 $ 1494
16,842 5,917 495
— 3,121 9,492
4,641 4,413 —
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Notes to Consolidated Financial
Statements

{1) BUSINESS AND SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

Business

Select Comfort Corporation and its wholly owned subsidiaries (the
Company} develops, manufactures and markets premium quality,
adjustable-firmness beds.

Financial Statement Presentation

Certain prior-year amounts have been reclassified to conform to the
current-year presentation. The Company's fiscal year ends on the
Saturday closest to December 31. Fiscal years and their respective fiscal
year ends are as follows: fiscal year 2004 ended January 1, 2005; fiscal
year 2003 ended January 3, 2004 and fiscal year 2002 ended December
28, 2002. Fiscal year 2003 had 63 weeks. Fiscal years 2004 and 2002
each had 52 weeks.

Principles of Consolidation

The consolidated financial statements include the accounts of Select
Comfort Corporation and its subsidiaries. All significant intercompany
balances and transactions have been eliminated in consolidation.

Cash and Cash Equivalents

Cash and cash equivalents include highly liquid investments with original
maturities of three months or less.

Marketable Securities

Marketable securities include highly liquid investment grade debt
instruments issued by the U.S. government and related agencies,
municipalities and corporations and commercial paper issued by
companies with investment grade ratings.

The Company's investments have an original maturity of up to 36 months.
Investments with an original maturity of greater than 90 days are classified
as marketable securities. Marketable securities with a remaining maturity
of greater than one year are classified as long-term. Investments are
classified as held-to-maturity and carried at amortized cost.

inventories

Inventories include material, labor and overhead and are stated at the
lower of cost or market. Cost is determined by the first-in, first-out
method.

Property and Equipment

Property and equipment, carried at cost, are depreciated using the
straight-line method over the estimated useful lives of the assets, which
range from three to seven years. Leasehold improvements are
depreciated over the shorter of the term of the lease {generally 7 years),
without consideration of renewal option or the period through the date a
store remodel is expected to be completed.
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Other Assets

Other assets include security deposits, patents, trademarks, and goodwill.
Patents and trademarks are amortized using the straight-line method over
periods ranging from 10 to 17 years.

Fair Value of Financial Instruments

The carrying value of cash and cash equivalents and accounts receivable
approximate fair value because of the short-term maturity of those
instruments.

Research and Development Costs

Costs incurred in connection with research and development are charged to
expense as incurred. Research and development expense was $1,853,000,
$1,295,000 and $936,000 in 2004, 2003 and 2002, respectively.

Operating Leases

Rent expense is recognized on a straight-line basis over the lease term,
after consideration of rent escalations and rent holidays. The lease term for
purposes of the calculation is the earlier of the lease commencement
date or the date the Company takes possession of the property.
Leasehold improvements that are funded by landlord incentives or
allowances under an operating lease are recorded as deferred rent and
amortized as reductions to lease expense over the lease term.

In prior-year financial staterents, the Company had excluded the build-out
periods from its straight-line calculation. Prior year financial statements
have been adjusted, reflecting nominal net income additions {reductions) of
$(70,000} and $344,000 for the years 2003 and 2002, respectively.

Pre-opening Costs

Costs associated with the start up and promotion of new store openings
are expensed as incurred.

Advertising Costs

The Company incurs_ advertising costs associated with print and broadcast
advertisements. Such costs are charged to expense the first time the
advertisement airs. Advertising expense was $78,532,000, $59,547,000
and $39,477,000 in 2004, 2003 and 2002, respectively.

Income Taxes

The Company recagnizes deferred tax assets and liabilities for the future
tax conseguences attributable to temporary differences between the
financial statement carrying amounts of existing assets and liabilities and
their respective tax bases. Deferred tax assets and liabilities are measured
using enacted tax rates expected to apply to taxable income in the years
in which those temporary differences are expected to be recovered or
settled. The effect on deferred tax assets and liabilities of a change in tax
rates is recognized in income in the period that includes the enactment
date. A valuation allowance is recognized against any portion of deferred
tax assets when realization of the deferred tax asset is not considered
more likely than not.




Earnings Per Share

Basic earnings per share excludes dilution and is computed by dividing
the net income attributable to common shareholders by the weighted
average number of common shares during the period. Diluted earnings
per share includes potentially dilutive common shares consisting of stock
options and warrants determined by the treasury stock method and
dilutive convertible securities.

Accounting Estimates and Critical Accounting Policies

The preparation of consolidated financial statements in conformity with
U.S. generally accepted accounting principles requires management to
make estimates and assumptions that affect the reported amounts of
assets and liabilities, disclosure of contingent assets and liabilities at the
date of the consolidated financial statements and the reported amounts
of revenues and expenses during the reporting period. Actual results
could differ from those estimates. Critical accounting policies consist of
stock-based compensation, revenue recognition, store closing and long-
lived asset impairment expenses, accrued warranty costs and accrued
sales returns.

In certain instances, U.S. generally accepted accounting principles allow
for the selection of alternative accounting methods. One such significant
accounting policy involves the selection from alternative methods of
accounting for stock options.

Stock Compensation

The Company records compensation expense for option grants under its
stock option plan if the current market value of the underlying stock at
the grant date exceeds the stock option exercise price. If the Company
issues options to non-employees, compensation expense is recognized
based on the fair market value method. When the Company issues
options to employees, two alternative methods exist for accounting for
the options: the intrinsic value method and the fair value method. The
Company uses the intrinsic value method of accounting for stock
options, and accordingly, no compensation cost has been recognized in
the consolidated financial statements for employee stock option grants
or the discount feature of the Company's employee stock purchase plan.
Had the Company determined compensation cost based on the fair value
at the grant date for its stock options and employee stock purchase plan
under an alternative accounting method, the Company's net income
would have been adjusted as outlined below (in thousands, except per
share amounts):

2004 2003 2002

Net income, as reported $§ 31,555 $ 27,102 $37,466
Deduct: Total stock-based employee

compensation expense determined

under fair value based method for

all awards, net of related tax effects  (4,247) (2,591) (2,336)
Pro forma net income $ 27308 $ 24511 $35130
Net income per share
Basic - as reported $ 087 $ 08 $ 153
Basic - pro forma $ 076 $ 075 $ 143
Diluted - as reported $ 080 $ 0869 $ 110
Diluted - pro forma $ 069 $ 063 $ 103

For purposes of this pro forma presentation, the fair value of each option
grant is estimated on the date of grant using the Black-Scholes option
pricing model! with the following assumptions:

2004 2003 2002
Expected dividend yield 0% 0% 0%
Expected stock price volatility 55% 90% 90%
Risk-free interest rate 2.0% 2.0% 2.0%
Expected life in years 3.6 3.6 3.8
Weighted-average fair value
at grant date $ 1019 $ 731 % 202

Revenue Recognition

Revenue is recognized at the time of shipment to customers for
products delivered by third party carriers. Revenue is recognized at the
time products are delivered to customers through our company-
controlled home delivery system. In both cases, revenue is recognized
net of estimated returns.

Store Closing and Asset Impairment Expenses

The Company reviews its long-lived assets and certain identifiable
intangibles for impairment whenever events or changes in circumstances
indicate that the carrying amount of an asset may not be recoverable.
Recoverability of assets to be held and used is measured by a comparison
of the carrying amount of an asset to future net undiscounted cash flows
expected toc be generated by the asset. If such assets are considered to
be impaired, the impairment to be recognized is measured by the
amount by which the carrying amount of the assets exceeds the fair
value of the assets. Assets to be disposed of are reported at the lower
of the carrying amount or fair value less costs to sell.

The Company reviews store assets for possible impairment considering
such factors as estimated store cash flows, lease termination provisions,
and opportunities to impact future store operating results.

The test for goodwill impairment is a two-step process, and is performed
at least annually. The first step is a comparison of the fair value of the
reporting unit with its carrying amount, including goodwill. if this step
reflects impairment, then the loss would be measured as the excess of
recorded goodwill over its implied fair value. Implied fair value is the
excess of fair value of the reporting unit over the fair value of all
identified assets and liabilities. The carrying value of goodwill as of
January 1, 2005, and January 3, 2004, was $2,850,000.
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Accrued Warranty Costs

The Company provides a 20-year warranty on its adjustable-firmness
beds. The customer participates over the last 18 years of the warranty
period by paying a portion of the retail value of replacement parts.
Estimated warranty costs are expensed at the time of sale based on
historical claims incurred by the Company. Actual warranty claim costs
could differ from these estimaies. The Company classifies as non-
current those estimated warranty costs expected to be paid out in
greater than one year.

As of January 1, 2005, $1,845,000 of the accrued warranty costs was
classified as a long-term liability. The activity in the accrued warranty
liability account is as follows (in thousands):

Additions
Balance at Charged to  Deductions
Beginning Costs and from Balance at
of Year Expenses Reserves End of Year
2004 $ 4,262 $ 7,839 $ 8,257 $ 3,844
2003 5,180 4,378 5,296 4,262
2002 6,287 2,433 3540 5,180

Accrued Sales Returns

Estimated sales returns are provided at the time of sale based upon
historical sales returns. Returns are allowed by the Company for 30
nights following the sale.

New Accounting Pronocuncements

In December 2004, the Financial Accounting Standards Board revised
SFAS No. 123, "Share-Based Payment” (“SFAS 123R"), which replaces
SFAS No. 123, “Accounting for Stock-Based Compensation,” (SFAS123)
and supercedes APB Opinion No. 25, “Accounting for Stock Issued to
Employees.” SFAS 123R requires all share-based payments to
employees, including grants of employee stock options, to be
recognized in the financial statements based on their fair value
beginning with the first interim. or annual period after June 15, 2005,
with early adoption encouraged. The pro forma disclosures previously
permitted under SFAS 123 no longer will be an alternative to financial
statement recognition. The Company is required to adopt SFAS 123R by
the third quarter of fiscal 2005, beginning July 3, 2005. Under SFAS 123R,
the Company must determine the appropriate fair value model to be
used for valuing share-based payments, the amortization method for
compensation cost, and the transition method to be used at date of
adoption. The transition methods include prospective and retroactive
adoption options. Under the retroactive option, prior periods may be
restated either as of the beginning of the year of adoption or for all
periods presented. The prospective method requires that compensation
expense be recorded for all unvested stock options at the beginning of
the first quarter of adoption of SFAS 123R, while the retroactive methods
would recerd compensation expense for all unvested options beginning
with the first period restated. The Company is evaluating the
requirements of SFAS 123R and expects that the adoption of SFAS 123R
will have @ material impact on our consolidated results of operations
and earnings per share. The Company has not yet determined the
method of adoption or the effect of adopting SFAS 123R, and has not
determined whether the adoption will result in amounts that are similar
to the current pro forma disclosures under SFAS 123,
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(2) MARKETABLE SECURITIES

Marketable securities are summarized as follows (in thousands):

Effective Amortized Fair
January 1, 2005 Interest Rate Cost Value
Corporate securities 1.9% $ 5821 $ 5,547
U.S. government agencies 1.9 52,864 52,385
Municipal securities 2.1 18,192 18,135
$ 76,677 $ 76,067

Effective Amortized Fair
January 3, 2004 Interest Rate Cost Value
Corporate securities 1.8% $ 1,072 $ 1,071
U.S. government agencies 1.4 44,724 44,789
Commercial paper 1.1 4,597 4,597
$ 50,393 $ 50,437

As of January 1, 2005, the contractual maturities were as follows (in

thousands):
Amortized Fair

Cost Value
4-12 Months $ 35,747 $ 35,507
13-24 Months 22,508 22,245
25-36 Months 18,422 18,315
$ 76,677 $ 76,067
(3) INVENTORIES
Inventories consist of the following (in thousands):
January 1, January 3,
2005 2004
Raw materials $ 8,498 $ 5444
Work in progress 170 123
Finished goods 11,813 8,543
$ 20,481 $ 14,110

The Company'’s finished goods inventory, as of January 1, 2005, was
comprised of $4.3 million of finished beds, including retail display
beds and deliveries in transit to those customers who have selected
to utilize home delivery services, $4.6 million of finished components
that are ready for assembly for the completion of beds, and $2.9
million of retail accessories.

The Company’s finished goods inventory, as of January 3, 2004, was
comprised of $3.0 million of finished beds, including retail display
beds and deliveries in transit to those customers who have selected
to utilize home delivery services, $3.3 million of finished components
that are ready for assembly for the completion of beds, and $2.2
million of retail accessories.




(4) PROPERTY AND EQUIPMENT

Property and equipment are summarized as follows (in thousands):

January 1, January 3,
2005 2004
Leasehold improvements $ 54,133 $ 45,588
Office furniture and equipment 3,664 3,785
Production machinery, computer
equipment and software 43,352 32,904
Less accumulated depreciation
and amortization (57,238) (46,143)
$ 43,911 $ 36,134

Store closings and write-off expense was $0, $71,000 and $233,000 in
2004, 2003 and 2002, respectively.

{5) LEASES

The Company rents office and manufacturing space under five operating
leases which, in addition to the minimum lease payments, require
payment of a proportionate share of the real estate taxes and certain
building operating expenses. The Company also rents retail space under
operating leases which, in addition to the minimum lease payments,
require payment of percentage rents based upon sales fevels and require
payment of a proportionate share of the real estate taxes and certain
building operating expenses. The Company also leases delivery trucks
associated with its home delivery service, which in addition to the
minimum lease payments, require payment of a management fee and
contain certain residual value guarantee provisions that would become
due at the expiration of the operating agreement if the fair value of the
leased vehicles is less than the guaranteed residual value. The
guaranteed residual value at lease expiration is approximately $1,514,000.
We believe the likelihood of funding the guarantee obligation under any
provision of the operating lease is remote. Rent expense was as follows
(in thousands):

2004 2003 2002

Minimum rents $20,050 $ 17.376 $16,171
Percentage rents 8,112 5,036 3,085
Total $26,162 $ 22412 $19,256
Equipment rent $ 3,644 $ 3,023 $ 1,813

The aggregate minimum rental commitments under operating leases for
subsequent years are as follows (in thousands):

2005 $ 21,808
2006 20,972
2007 18,047
2008 15,643
2009 11,768
Thereafter 14,415

$ 102,651

() LONG-TERM DEBT

In 2003, the Company entered into an agreement with Bank of America,
N.A. for a $15 million three-year senior secured revolving credit facility.
The interest rate on borrowings is calculated using LIBOR plus 1.5% to
2.25%. The rate that is incremental to LIBOR is determined based on the
Company's leverage ratio. The Company is subject to certain financial
covenants under the agreement, principally consisting of minimum liquidity
requirements, working capital and leverage ratios. The Company has
remained in full compliance with the financial covenants from the
origination of the agreement through January 1, 2005. The Company has
had no borrowings against the credit facility.



(7) SHAREHOLDERS’ EQUITY
Stock Options

The Board of Directors has reserved 12,300,000 shares of common stock
for options that may be granted to key employees, directors or others
under the Company's stock option plans. Shares available for grant at
January 1, 2005, were 2,8390,500.

A summary of the changes in the Company's stock cption plans for each
of the years in the three-year period ended January 1, 2005, is as follows
(in thousands, except per share amounts):

Weighted
Average
Shares Exercise Price

Qutstanding at December 29, 2001

{including 2,035 shares exercisable) 4,657 $5.32
Granted 953 3.26
Exercised (1686) 1.69
Canceled (124) 3.97

Outstanding at December 28, 2002

{including 2,981 shares exercisable) 5,320 5.09
Granted 730 11.79
Exercised (1,008} 2.98
Canceled (563) 6.07

Qutstanding at January 3, 2004

{including 3,278 shares exercisable) 4,989 6.49
Granted 593 24.27
Exercised (1,017) 4.40
Canceled (60 15.05

Outstanding at January 1, 2005

(including 3,285 shares exercisable} 4,505 9.19

The following table summarizes information about options outstanding at
January 1, 2005 (in thousands, except per share amounts):

Options Outstanding Options Exercisable

Average Weighted Weighted

Range of Remaining Average Average
Exercise Contractual Exercise Exercise
Price Shares Life (Years) Price Shares Price

$ 0.56- 2.30 805 6.38 $ 112 805 $1.12
2,31~ 525 986 5.83 3.49 960 3.50
5.26- 8.50 835 5.17 6.22 676 6.29
8.51-15.45 1,044 5.45 11.93 682 13.13
15.46-28.73 835 8.28 23.24 162 21.50
$ 0.56-28.73 4,505 8.40 $ 9.19 3,285 $6.38

=]

Warrants

The Company has issued warrants to various holders with outstanding
issuances at January 1,.2005, summarized below (in thousands, except
per share amounts):

Exercise Warrants Expiration
Warrant Type Price Qutstanding Date
2001 Senior Secured Convertible
Notes Financing $ 1.00 1,220 6/6/06
Miscellaneous other
warrants 1.20-5.56 174 3/6/05-3/27/07
$1.00-5.56 1,394  3/6/05-3/27/07

The warrants issued in conjunction with the 2001 Senior Secured
Convertible Notes were valued at $1,100,000 and were reflected in
additional paid-in capital in the statement of shareholders' equity.

Miscellaneous other warrants consist of warrants issued to various parties
in lieu of cash payments. The value of these warrants was recognized as
compensation expense with an offset to shareholders' equity utilizing the
Black-Scholes pricing model with assumptions reflecting the market rates
at the time of warrant issuance.

Restricted Stock

The Company issues restricted stock awards to certain emplaoyees in
conjunction with its stock-based compensation plan. The shares vest over
five or ten years based on continued employment. Compensation
expense related to restricted stock awards is based upon the market price
at date of grant and is charged to earnings on a straight-line basis over the
vesting period. There were 153,500 shares of restricted stock outstanding
as of January 1, 2005. Total compensation expense related to restricted
stock was $405,000 for the year ended January 1, 2005, and $75,000 for
the year ended January 3, 2004. There were no share issuances or related
compensation expense recognized for the year ended December 28, 2002.

{8) INCOME TAXES

The (provision) benefit for income taxes consists of the following
(in thousandsy):

2004 2003 2002
Current:

Federal $ (20,494) $ (87490 3§ —
State (2,928) (1,576) 340
(23,422) (10,325} 340

Deferred:
Federal 3,679 (5,512) 13,017
State 3E3 (87) 4,707
4,032 (5,599) 17,724
Income tax {expense) benegfit $ (19,390) $(15,924) $ 18,064




Effective tax rates differ from statutory federal income tax rates as
follows:

2004 2003 2002
Statutory federal income tax rate 35.0% 35.0% 35.0%
Change in valuation allowance — — (124.6)
State income taxes,
net of federal benefit 3.1 3.1 (1.8)
Other — (1.1 0.1
38.1% 37.0% (81.3)%

The tax effects of temporary differences that give rise to deferred tax
assets are as follows (in thousands):

Deferred tax assets: 2004 2003
Current:
Inventory, warranty and returns reserves  $3,474  $2,994
Allowance for doubtful accounts 266 188
Other ‘ 4,855 3,612
Long term:
Net operating and capital
loss carryforwards 845 1,046
Depreciation 7,075 4,882
Other 187 29
Total gross deferred tax assets 16,702 12,851

Valuation allowance (660) (641)
$16,042 $12,010

Total net deferred tax assets

At January 1, 2005, the Company had net operating loss carryforwards for
federal income tax purposes of approximately $52,000 which will expire
between 2005 and 2006. The Company also had net operating loss
carryforwards for state income tax purposes of approximately $2,656,000
which will expire between 2007 and 2016.

The Company believes that it is more likely than not that it will generate
sufficient taxable income to utilize its deferred tax assets, including net
operating loss carryforwards, within any applicable carryover periods.

The Company has recorded a valuation allowance of $660,000 for a capital
loss carryforward that likely will not be utilized within its applicable
carryforward period.

(9) NET INCOME PER COMIVION SHARE

The following computations reconcile net income per share-basic with net
income per share-diluted (in thousands, except par share amounts):

Net Per Share
2004 Income Shares Amount
Basic EPS
Net income: $ 31,555 36,158 $ 0.87
Effect of Dilutive Securities
Options — 2,186
Common stock warrants — 1,339
Diluted EPS
Net income plus
assumed conversions $ 31,655 39,683 $ 0.80
Net Per Share
2003 Income Shares Amount
Basic EPS
Net income: $ 27,102 32,856 $ 0.82
Effect of Dilutive Securities
Options — 2,823
Common stock warrants — 3,331
Convertible debt 81 267
Diluted EPS
Net income plus
assumed conversions $ 27,183 39,277 $ 0.69
Net Per Share
2002 Income Shares Amount
Basic EPS
Net income: $ 37,466 24,549 $ 1.83
Effect of Dilutive Securities
Options - 1,883
Common stock warrants — 2,886
Convertible debt 563 5,214
Diluted EPS
Net income plus
assumed conversions $ 38,029 34,532 $ 1.10

The following is @ summary of those securities outstanding during the
respective periods which have been excluded from the calculations
because the effect on net income per common share would not have been

dilutive {in thousands):

2004

Options 630
Common stock warrants —_
Convertible debt —

2003
210

2002

1,870
40
727
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(10) EMPLOYEE BENEFIT PLANS
Profit Sharing and 401(k) Plan

Under the Company's profit sharing and 401(k} plan, eligible employees
may defer up to 15% of their compensation on a pre-tax basis. Each year,
the Company may make a discretionary contribution equal to a
percentage of the employee's contribution. During 2004, 2003 and 2002,
the Company expensed $1,828,000, $1,066,000 and $485,000,
respectively, relating to its contribution to the 401(k) plan. During 2004,
2003 and 2002, the Company issued 11,225, 79,305 and 81,778 shares,
respectively, for some or all of its discretionary contribution.

Employee Stock Purchase Plan

Under the Company's Employee Stock Purchase Plan, employees can
purchase Company common stock at a discount of 15% based on the
average price of the stock on the last business day of the offering period
(calendar-quarter.) The Company issued 80,830, 93,982 and 145,434
shares during 2004, 2003 and 2002, respectively.

(11) COMMITMENTS AND CONTINGENCIES

In August 2003, a lawsuit was filed against the Company in Superior
Court of the State of California, County of Ventura. This suit was filed by
two former store managers alleging misclassification of employment
position and seeking class certification. The plaintiffs have sought
judgment for unpaid overtime compensation for store managers and lost
meal and break times for store managers and other store personnel
alleged to exceed $1.0 millior, together with related penalties, restitution,
attorneys’ fees and costs. In January 2005, the Company agreed to
settle all of the alleged claims for an aggregate sum of $750,000. This
settlement is subject to the approval of the court, which the Company
plans to pursue over the next several months. The cost of this
settlement was accrued in our fiscal 2004 results of operations.

In October 2004, a lawsuit was filed against the Company in Hennepin
County District Court in the State of Minnesota by cne of our customers
alleging deceptive trade practices, fraud and breach of warranty related to
the alleged propensity of the Company’s products to develop mold. The
complaint seeks class certification and various forms of legal and
equitable relief, including without limitation rescission and/or actual
damages in an amount to be determined at trial, including interest, costs
and attorney's fees. In December 2004, the Company filed a motion to
dismiss the claims in their entirety. The Court’s decision on this motion is
pending. The Company believes that the complaint is without merit and
intends to vigorously defend the claims. As this case is in the early
stages and discovery has not yet commenced, the financial impact to the
Company, if any, cannot be predicted.

The Company is involved in various other claims and legal actions arising
in the ordinary course of business. In the opinion of management, any
losses that may occur from these other matters are adequately covered
by insurance or are provided for in the consolidated financial statements,
and the ultimate outcome of these other matters will not have a material
effect on the consolidated financial position or results of operations of the
Company.
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(12) SUMMARY OF QUARTERLY FINANCIAL DATA
(UNAUDITED)

The following is a condensed summary of actual quarterly results for
2004 and 2003 (in thousands, except per share amounts):

2004 December September June March
Net sales $148,608 $144,348 $124,720 $139,963
Gross profit 90,744 86,982 76,914 86,034
Operating income 16,148 12,706 9,059 11,618
Net income 10,438 8,049 5,735 7,333
Net income per

share —diluted 0.27 0.20 0.14 0.18
2003 December September June March
Net sales $137,138  $117400 $101,993 $101,958
Gross profit 85,399 74,953 63,073 63,901
Operating income 17,001 11,461 7,578 6,544
Net income 11,092 7,179 4,756 4,075
Net income per

share—diluted 0.28 0.18 0.12 0.1

As discussed in Note 1, the Company made immaterial adjustments to
historical financial statements to record the impact of changes to lease
accounting. Such adjustments are reflected above.




QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISK

Financial instruments that potentially subject us to concentrations of credit risk consist principally of investments. The counterparties to the
agreements consist of government agencies and various major corporations of investment grade credit standing. We do not believe we are
exposed to significant risk of non-performance by these counterparties because we limit the amount of credit exposure to any one financial
institution and any one type of investment.

COMMON STOCK

Out common stock trades on the Nasdag Stock Market under the symbol “SCSS.” The following table sets forth the quarterly high and
low sales prices per share of our common stock as reported by the Nasdaq National Market for the two most recent fiscal years. These

quotations reflect inter-dealer prices, without retail mark-up, mark-down or commission, and may not necessarily represent actual
transactions.

Fourth Third Second First

Fiscal 2004 Quarter Quarter Quarter Quarter

High ‘ $ 20.70 $ 2781 $ 30.23 $ 2855

Low $ 1475 $ 1314 $ 22.09 $ 2140
Fiscal 2003

High $ 3232 $ 29.16 $ 18.086 $ 1213

Low $ 21.61 $ 1557 $ 985 $ 855

36




Information for our investors

Board of Directors

William R. McLaughlin (Chairman)
Sleep Number® 55

Chairman and

Chief Executive Officer,

Select Comfort Corporation

Ervin R. Shames (Lead Director)
Sleep Number® 35
‘Independent Management Consultant

Thomas J. Albani

Sleep Number® 90

Former President and CEQ,
Electrolux Corporation

Christine M. Day

Sleep Number® 45

President, Asia Pacific Group
Starbucks Coffee International

Patrick A. Hopf
Sleep Number® 35
Chairman,

Better Life Media

Christopher P. Kirchen
Sleep Number® 35
Managing General Partner,
BEV Capital

David T. Kollat
Sleep Number® 40
President, 22 Inc.

Brenda J. Lauderback

Sleep Number® 45
Former Group President,
Nine West Group

Michael A. Peel

Sieep Number® 45
Senior Vice President,
Human Resources
and Corporate Services,
General Mills

Jean-Michel Valette
Sleep Number® 35
Chairman,
Peet's Coffee & Tea, Inc.

Executive Officers/
Management Team

William R. McLaughlin
Sleep Number® 55
Chairman and

Chief Executive Officer

Mark A. Kimball
Sleep Number® 35
Senior Vice President,
Legal, General Counsel
and Secretary

Gregory T. Kliner
Sleep Number® 35
Senior Vice President,
Operations

Scott F. Peterson
Sleep Number® 45
Senior Vice President,
Human Rescurces

James C. Raabe
Sleep Number® 25
Senior Vice President,
Chief Financial Officer

Noel F. Schenker

Sleep Number® 35

Senior Vice President,
Marketing and

New Business Development

Keith C. Spurgeon
Sleep Number® 30
Senior Vice President, Sales

Michael J. Thyken
Sleep Number® 45
Senior Vice President,
Chief Information Officer



Heackuarters
Select Comfort Corporation
6105 Trenton Lane North
Minneapolis, Minnesota 55442
Phone: 763.551.7000
www.selectcomfort.com

KPMG LLP

Minneapolis, Minnesota

Regiiver and Transier
Wells Fargo Shareowner Services
161 North Concord Exchange
South St. Paul, Minnesota 55075

Counsal
Oppenheimer Wolff & Donnelly LLP
Minneapolis, Minnesota

Investor Relations

Select Comfort Corporation
6105 Trenton Lane North
Minneapolis, Minnesota 55442
Phone: 763.5651.7498

AnatialiVeeting

The Annual Meeting of Shareholders
will be held at 9:00 a.m. on
Wednesday, May 11, 2005, at the
company's corporate headquarters




select@comfort.

CREATOR OF THE SLEEP NUMBER®*BED

Select Comfort Corporation
6105 Trenton Lane North
Minneapolis, MN 55442
763.551.7000

763.551.7826 fax

www. selectcomfort.com
(NASDAQ: SCSS)

©2005 Select Comfort Corporation




