CHOICE HOTELS INTERNATIONAL, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(continued)

Choice Hotels International, Inc.
Condensed Consolidating Balance Sheet
As of December 31, 2007

(In thousands)

Choice Hotels Guarantor Non-Guarantor
International, Inc. Subsidiaries Subsidiaries Eliminations Consolidated
ASSETS
Cash and cash equivalents ............cccoeveeererenennnn. $ 8,777 $ 196 $ 37,404 $ — $ 46,377
ReCeIVADIES ......oeeeeeiic s 34,489 1,119 5,247 — 40,855
Other Current @SSetS......coerereeeeieerere e 15,482 10,824 352 (7,939) 18,719
Total current assets........ccceeeverevesreeeennan, 58,748 12,139 43,003 (7,939) 105,951
Property and equipment, at cost, net.................... 17,150 25,788 949 — 43,887
GOOAWIll ...t 60,620 5,193 — — 65,813
Franchise rights and other identifiable
intangibles, Net ..., 21,213 5,808 4,958 — 31,979
Investments, employee benefit plans, at fair
ValUE ..o — 33,488 — — 33,488
Investment in and advances to affiliates .............. 231,758 149,093 61,750 (442,601) —
Receivable, marketing fees........cocoevevvvviiciennns 6,782 — — — 6,782
Deferred iNCOME taXesS .......ccevvevereieeeeiieiieiennens — 39,417 1,886 (12,098) 29,205
OtNEr SSELS ...vevevieieiierieie e 2,150 8,303 1,039 (213) 11,279
Total @SSELS....vvveerreeereer e $ 398,421 $279,229 $ 113,585 $(462,851) $ 328,384
LIABILITIES AND SHAREHOLDERS’ DEFICIT
Accounts payable.........c.coooeveeiiieeeieeeeeeeas $ 12,757 $ 38,570 $ 3961 $ — $ 55,288
Accrued expenses and other.........c..ccocevevirnnene 14,049 25,630 1,228 — 40,907
Deferred reVENUE........cveocveevvie e 5,152 43,084 424 — 48,660
Other current liabilities .........c.ccoovvvviviirciiiciein, — 8,595 2,005 (7,939) 2,661
Total current liabilities .........ccccccevivvvevnens 31,958 115,879 7,618 (7,939) 147,516
Long-term debt .......ccocvvvviviicece e 272,378 — — — 272,378
Deferred compensation & retirement plan
OblIgatioNS......cooveeiiriciicee — 43,129 3 — 43,132
Advances from affiliates..........ccoovvivviierenennnnn 217,694 6,363 59,006 (283,063) —
Deferred iNCOME taXes .....ccocvvvevvvrvreeierierereneens 12,098 — — (12,098) —
Other liabilities .......ccovvevreiiieicececece e 21,354 587 691 (213) 22,419
Total liabilities........cccoovveievieiriieieieeiee, 555,482 165,958 67,318 (303,313) 485,445
Total shareholders’ deficit..........c.ccoeevrennne (157,061) 113,271 46,267 (159,538) (157,061)
Total liabilities and shareholders’ deficit .. $ 398,421 $279,229 $ 113,585 $ (462,851) $ 328,384
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Choice Hotels International, Inc.
Condensed Consolidating Balance Sheet
As of December 31, 2006

(In thousands)

Choice Hotels Guarantor Non-Guarantor
International, Inc. Subsidiaries Subsidiaries Eliminations Consolidated
ASSETS
Cash and cash equivalents .............c.ccccceeveeenenen. $ 10,072 $ 213 $ 25,556 $ — $ 35,841
ReCEIVADIES .......cvvviiiicic e 35,885 358 5,451 — 41,694
Other Current @SSetS.......ovuereeieeierene e 9,317 7,489 645 (7,904) 9,547
Total current assets........ccceeeverevesreeeennan, 55,274 8,060 31,652 (7,904) 87,082
Property and equipment, at cost, net.................... 17,270 24,793 739 — 42,802
GOOAWIll ... 60,620 5,193 — — 65,813
Franchise rights and other identifiable
intangibles, Net ..., 23,885 6,427 5,197 — 35,509
Investments, employee benefit plans, at fair
ValUB ..o — 31,529 — — 31,529
Investment in and advances to affiliates .............. 184,223 129,728 47,947 (361,898) —
Receivable, marketing fees........ccccoevvvveiiicrnnnns 6,972 — — (310) 6,662
Deferred iNCOME taXxes .......cccevvevvveieeeeiienieiennens — 33,842 728 (12,119) 22,451
OtNEr SSELS ....evevieeerieieie et 1,055 10,170 236 — 11,461
Total @SSELS....vvveerreeereer e $ 349,299 $249,742 $ 86,499 $(382,231) $ 303,309
LIABILITIES AND SHAREHOLDERS’ DEFICIT
Current portion of long-term debt........................ $ 146 $ — $ — $ — $ 146
Accounts payable........ccccccevvviiieinsieseeeeee 9,503 28,735 3,578 — 41,816
Accrued expenses and other............ccccceevernnnnn, 14,988 28,617 1,701 — 45,306
Deferred reVENUE........c.voveveevvie e 7,485 39,622 60 — 47,167
Income taxes payable.........ccccovvvieiiecieieeiicienenn, — 11,587 1,673 (7,904) 5,356
Total current liabilities ..........ccccceeevevennn 32,122 108,561 7,012 (7,904) 139,791
Long-term debt ........ccocvvvviviicece e 172,390 — — — 172,390
Deferred compensation & retirement plan
ObligatioNnS.......ccevvee e — 40,099 2 — 40,101
Advances from affiliates...........ccoovveviienennnnnnn 182,114 5,609 41,032 (228,755) —
Payable, marketing fees.........cccccvviviiennienennn — 310 — (310) —
Deferred iNCOME taXxesS ......ocvvvrvrvrveeerierereniens 12,119 — — (12,119) —
Other iabilities .....ccceovvervirecreeee 12,934 — 473 — 13,407
Total liabilities........cc.ccovevvvierriieieicecee, 411,679 154,579 48,519 (249,088) 365,689
Total shareholders’ deficit...........cccceevenen. (62,380) 95,163 37,980 (133,143) (62,380)
Total liabilities and shareholders’ deficit .. $ 349,299 $249,742 $ 86,499 $(382,231) $ 303,309
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Choice Hotels International, Inc.

Condensed Consolidating Statement of Cash Flows
For the Year Ended December 31, 2007

(In thousands)

Net Cash Provided from Operating Activities

Cash Flows From Investing Activities
Investment in property and equipment..........c..cccccevvennenn.
Purchases of investments, employee benefit plans..........
Proceeds from the sales of investments, employee
DENEfit PlaNS .....cvciieic e
Issuance of notes receivable...........ccccoovveiieneiiiencnnen,
Collection of notes receivable..........ccccocvveriiiennienenn,
Other ItemMS, NEL.......ccoviiriciiee e

Net Cash Used in Investing Activities...........cc.ccoceeuenee.

Cash Flows from Financing Activities

Principal payments of long-term debt.............cccccoennen.
Net borrowings pursuant to revolving credit facility ......
Purchase of treasury StOCK ..........ccccoeieienenicnencsencenns
Excess tax benefits from stock-based compensation ......
Dividends paid........ccocooviriiiiiii s
Proceeds from exercise of stock options.........c.ccccceeeee.

Net Cash Provided (Used) from Financing Activities

Net change in cash and cash equivalents........................
Cash and cash equivalents at beginning of period ..........

Cash and Cash Equivalents at End of Period.............

Choice Hotels Guarantor Non-Guarantor
International, Inc. Subsidiaries Subsidiaries Eliminations Consolidated
$130,107 $ 3,367 $12,661 — $146,135
(5,492) (5,968) (503) — (11,963)
— (8,686) — (8,686)
— 6,049 — 6,049
(6,387) (1,008) — — (7,395)
1,075 731 — — 1,806
(622) (139) (310) — (1,071)
(11,426) (9,021) (813) — (21,260)
(422) — — — (422)
100,199 — — — 100,199
(185,935) — — — (185,935)
572 5,637 — 6,209
(40,139) — — — (40,139)
5,749 — — — 5,749
(119,976) 5,637 — — (114,339)
(1,295) (17) 11,848 — 10,536
10,072 213 25,556 — 35,841
$ 8,777 $ 196 $37,404 — $ 46,377
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Choice Hotels International, Inc.

Condensed Consolidating Statement of Cash Flows
For the Year Ended December 31, 2006

(In thousands)

Choice Hotels Guarantor Non-Guarantor
International, Inc. Subsidiaries Subsidiaries Eliminations Consolidated
Net Cash Provided from Operating Activities $ 135,251 $ 1,550 $ 17,127 — $153,928
Cash Flows From Investing Activities
Investment in property and equipment............c.cccceevene. (4,281) (3,295) (131) — (7,707)
Purchases of investments, employee benefit plans........ — (10,515) — (10,515)
Proceeds from the sales of investments, employee
benefit plans ... — 3,728 — 3,728
Issuance of notes receivable...........ccoooovivviniinenicennn, — (2,433) — — (2,433)
Other items, NEL......cooveiiie e (1,223) 1,280 (461) — (404)
Net Cash Used in Investing Activities............c.coeenine (5,504) (11,235) (592) — (17,331)
Cash Flows from Financing Activities
Principal payments of long-term debt.............ccocevvrnennne (146) — — — (146)
Net repayments pursuant to revolving credit facilities.. (101,500) — — — (101,500)
Purchase of treasury StOCK .........ccccevverviienieinninieinsennns (1,365) — — — (1,365)
Excess tax benefits from stock-based compensation .... 4,853 7,846 — 12,699
Debt iSSUANCE COSES ..ot 477) — — — 477)
Dividends paid........ccocooeiriiiieniiieee e (35,386) — — — (35,386)
Proceeds from exercise of stock options............c.ccc.... 8,498 — — — 8,498
Net Cash Provided (Used) from Financing
ACHIVITIES. ..o (125,523) 7,846 — — (117,677)
Net change in cash and cash equivalents ............c......... 4,224 (1,839) 16,535 18,920
Cash and cash equivalents at beginning of period 5,848 2,052 9,021 — 16,921
Cash and Cash Equivalents at End of Period $ 10,072 $ 213 $ 25,556 — $ 35,841
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Choice Hotels International, Inc.

Condensed Consolidating Statement of Cash Flows
For the Year Ended December 31, 2005

(In thousands)

Choice Hotels Guarantor Non-Guarantor
International, Inc. Subsidiaries Subsidiaries Eliminations Consolidated
Net Cash Provided (Used) from Operating
ACHVITIES ..o $ 126,861 $ 18,492 $ (11,765) — $ 133,588
Cash Flows From Investing Activities
Investment in property and equipment................ (6,976) (4,393) (135) — (11,504)
Proceeds from disposition of assets..........cc.ce..... — 1,706 1,105 — 2,811
Acquisition of Suburban, net of cash acquired ... — (7,314) — — (7,314)
Issuance of notes receivable...........cc.cccvcvrivnnnne. — (2,667) — — (2,667)
Purchases of investments, employee benefit
PlANS ...ocviiccee s — (8,929) — — (8,929)
Proceeds from sales of investments, employee
benefit plans........cccoeevvviiivcc — 3,539 — — 3,539
Other items, Net........coovviririciiee e (1,250) 888 (105) — (467)
Net Cash Provided (Used) from Investing
ACHVITIES ..o (8,226) (17,170) 865 — (24,531)
Cash Flows from Financing Activities
Principal payment of long-term debt .................. (146) — 4 — (150)
Net repayments pursuant to revolving credit
FACHlItIES ..vviivec e (54,500) (629) — — (55,129)
Purchase of treasury StocK ..........cccocevecvreniniennnn. (49,154) — — — (49,154)
Debt iSSUANCE COSES .....ovveveveiiieieireee e (193) — — — (193)
Dividends paid........ccoccovvireiineniiieeee (30,241) — — — (30,241)
Proceeds from exercise of stock options............. 14,213 — — — 14,213
Net Cash Used in Financing Activities............ (120,021) (629) (@) — (120,654)
Net change in cash and cash equivalents............. (1,386) 693 (10,904) — (11,597)
Cash and cash equivalents at beginning of
011 To Lo IS 7,234 1,359 19,925 — 28,518
Cash and Cash Equivalents at End of Period. $ 5,848 $ 2,052 $ 9,021 — $ 16,921

14. Foreign Operations

The Company accounts for foreign currency translation in accordance with SFAS No. 52, “Foreign Currency
Translation.” Revenues generated by foreign operations, including royalty, marketing and reservations fees, for the years
ended December 31, 2007, 2006 and 2005 were $43.1 million, $32.0 million, and $24.0 million respectively. Net income,
including equity in the income of equity method investments, attributable to the Company’s foreign operations was $12.4
million, $10.7 million, and $6.7 million for the years ended December 31, 2007, 2006 and 2005, respectively.

Choice Hotels Franchise GmbH

On October 30, 2006, the Company completed its acquisition of Choice Hotels Franchise GmbH (“CHG”), a
subsidiary of The Real Hotel Company PLC (“RHC”), formerly CHE Hotel Group PLC, which conducted franchising
operations in the central European countries of Austria, Germany, Italy, the Czech Republic, and portions of Switzerland.
Concurrent with the closing of this acquisition, the master franchise agreement between Choice and RHC covering these
countries was also terminated, and all of RHC’s employees and infrastructure involved in its franchising business were
transferred to CHG. Choice purchased 100% of CHG’s stock for $0.9 million and began including the results of its
operations in the Company’s financial statements as of October 30, 2006. The purchase of CHG was recorded in
accordance with SFAS No. 141, “Business Combinations” (“SFAS No. 141”) and the Company allocated the purchase
price based on an assessment of the fair value of assets acquired and liabilities assumed as of October 30, 2006. The
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Company allocated the excess of the total purchase price over net tangible assets acquired of approximately $0.4 million
to franchise rights and is amortizing these rights over 14 years. The pro forma results of operations as if these entities had
been combined at the beginning of 2006 and 2005 would not be materially different from the Company’s reported results
for those periods. During 2007 and 2006, the Company recognized in the accompanying consolidated statements of
income, revenues of $2.6 million and $0.2 million, respectively, including royalty, marketing, reservation fees and other
revenues from CHG.

Choice Hotels France SAS

On November 30, 2006, the Company’s wholly-owned subsidiary, Choice Hotels France SAS (“CHF”) acquired the
franchising operations conducted by RHC in the European countries of France, Belgium, Portugal, Spain and portions of
Switzerland. Concurrent with the closing of the acquisition, the master franchise agreement between Choice and RHC
covering these countries was also terminated. CHF purchased the net asset value of RHC’s franchising business for the
aforementioned countries and RHC assigned the related franchise contracts, employees and liabilities associated with the
assets purchased to CHF for $1.8 million. The purchase of CHF was recorded in accordance with SFAS No. 141 and the
Company allocated the purchase price based on an assessment of the fair value of assets acquired and liabilities assumed
as of November 30, 2006. The Company allocated the excess of the total purchase price over net tangible assets acquired
of approximately $0.7 million to franchise rights and is amortizing these rights over 8 years. The pro forma results of
operations as if these entities had been combined at the beginning of 2006 and 2005 would not be materially different
from the Company’s reported results for those periods. During 2007 and 2006, the Company recognized in the
accompanying consolidated statements of income, revenues of $6.3 million and $0.9 million, respectively, including
royalty, marketing, reservation fees and other revenues from CHF.

Choice Hotels Australasia

Choice Hotels Australasia Pty. Ltd. (“CHA”), a wholly-owned subsidiary, conducts direct franchising operations in
Australia, American Samoa, New Caledonia, Fiji, New Zealand and Papua New Guinea. During 2007, 2006 and 2005, the
Company recognized in the accompanying consolidated statements of income, revenues of $10.2 million, $8.4 million and
$8.2 million, respectively, including royalty, marketing, reservation fees and other revenues from CHA.

Choice Hotels Scandinavia

The Company accounted for its investment, representing 1% of the outstanding common stock of Choice Hotels
Scandinavia (“CHS”) as an available for sale security in accordance with SFAS 115. During 2005, the Company sold its
investment in CHS for approximately $1.0 million resulting in a realized gain of $0.2 million.

Choice Hotels Canada, Inc.

The Company has a 50% interest in Choice Hotels Canada, Inc. (“CHC”), a joint venture with a third party. During
2007, 2006 and 2005, the Company recorded $1.2 million, $1.0 million and $0.8 million, respectively, based on CHC’s
results for the twelve months ended November 30, 2007, 2006 and 2005 of equity method income related to this
investment pursuant to APB Opinion No. 18 in the accompanying consolidated statements of income. The Company
received dividends from CHC of $1.2 million, $1.1 million and $0.7 million for the years ended December 31, 2007, 2006
and 2005, respectively. During 2007, 2006 and 2005, the Company recognized in the accompanying consolidated
statements of income, revenues of $10.4 million, $9.4 million and $7.7 million, respectively, including royalty, marketing,
reservation fees and other revenues from CHC.
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15. Acquisition of Suburban Franchise Holding Company, Inc.

During 2005, the Company acquired 100% of the stock of Suburban Franchise Holding Company, Inc. (“Suburban’)
(the “Suburban Transaction”) and its wholly owned subsidiary, Suburban Franchise Systems, Inc. The initial purchase
price for Suburban was $12.8 million, which consisted of cash paid, net of cash acquired, of $7.3 million, liabilities
assumed of $4.5 million and direct acquisition and exit costs totaling $1.0 million. Included in the purchase price was a
working capital look-back adjustment escrow totaling $0.5 million, which was paid in the first quarter of 2006. The
merger provided for contingent cash payments, of up to $5 million, to be made upon the satisfaction of certain criteria.
During 2007, the Company has determined that the performance conditions can no longer be satisfied and therefore the
contingent consideration will not be earned.

The results of operations for Suburban have been included in the Company’s results of operations since
September 28, 2005.

The Company accounted for the Suburban Transaction in accordance with SFAS No. 141. The Company allocated
the purchase price based upon an assessment of the fair value of assets acquired and liabilities assumed as of
September 28, 2005. The total purchase price was allocated based on an analysis by management of the respective fair
values of the acquired assets and liabilities as follows:

Estimated Fair Value

(In thousands)

TaANGIDIE ASSELS ...vevivicviiice ettt ettt sttt re e $ 401
INEANGIDIE ASSELS ....eviiviciecice e 7,201
GOOAWIIL ... e 5,193
Total aSSEtS ACHUITE ....vviveeererieieie et 12,795
Liabilities aSSUMEM.......cceiiiiiiieie ettt sttt re e (5,481)
Cash paid, net of cash aCqUIred............cccevvviiriiiiiene e, $ 77314

Suburban was the franchisor of Suburban Extended Stay Hotel, a 67-unit, 8,942 room (at the date of consolidation)
lodging chain operating in the economy extended stay segment primarily in the southeastern United States. The
acquisition of Suburban allowed the Company to enter, on an accelerated basis, the economy extended stay segment, a
market in which it did not previously compete. The purchase price of Suburban was based on the projected business
growth and cash flows of Suburban over the next several years and indicated a value that was in excess of the current net
book value of the business, resulting in the recognition of various identifiable intangible assets and goodwill. The final
allocation is as follows:

Estimated
Estimated Fair Value Useful Lives
(In thousands)
Franchise CONEIACES...........cccevevevecerireie i $ 6,187 10 years
Trademarks and Tradenames ........cccceoveveeevciieevceee e, 1,014 Indefinite life

GOOAWIIL ... 5,193 Indefinite life
$ 12,394

The acquired goodwill and intangible assets are not deductible for tax purposes. The pro forma results of operations
as if Suburban had been combined at the beginning of 2005, would not be materially different from the Company’s
reported results for that period.

16. Pension, Profit Sharing, and Incentive Plans

The Company sponsors a 401(k) retirement plan for all eligible employees. For the years ended December 31, 2007,
2006 and 2005, the Company recorded compensation expense of $3.7 million, $3.5 million and $3.2 million, respectively,
representing matching contributions for plan participants. In accordance with the plan, the Company made its 2005
matching contribution with Company stock in the first quarter of 2006. The Company purchased shares with a fair value
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equal to the Company’s matching contribution and deposited the shares in the participant’s accounts with the plan
investment custodian. Effective January 1, 2006, the Company adopted the safe harbor matching contribution set forth in
its 401(K) retirement plan. As a result, as of January 1, 2006, the Company began matching plan participant contributions
in cash as bi-weekly deductions are made.

The Company sponsors an unfunded non-qualified defined benefit plan (“SERP”) for certain senior executives and
the plan assets and benefit obligations are measured as of the Company’s fiscal year end. No assets are held with respect
to the plan, therefore benefits are funded as paid to participants. Effective December 31, 2006, the Company adopted
SFAS No. 158. The Company previously recorded the SERP liability in accordance with SFAS No. 87. See Note 1
Significant Accounting Policies for additional information.

For the years ended December 31, 2007, 2006 and 2005, the Company recorded $1.3 million, $1.2 million and $0.9
million, respectively, of expense related to the SERP which was included in selling, general and administrative expense in
the accompanying consolidated statements of income.

Expected benefit payments at December 31, 2007 for the next five years and the five years thereafter are as follows:

YLar (In thousands)
2008....ccee e bbbt bbbt bbb e $ —
2009... e bbb bt b e bbbt b et r et —
2000 ettt bbbt b e bbbt bbbt 432
2000t b e b et b et b et r et 429
2002t b et bt sttt b et b et b et e 427
5 YEArS therBATIEr ......cviiiiice e e 2,550

The following table presents the components of net periodic benefit costs for the three years ended December 31,
2007.

Years ended December 31,
2007 2006 2005
(In thousands)

Components of net periodic pension cost:

SBIVICE COSE....vviiviiitie ittt ees ettt ettt et et e st e s b e e st e e ses st s sbessbeesbe st eesbeerbesreess $ 523 $ 677 $ 511
) TS A0 1 379 349 262
Amortization
PriOr SEIVICE COSt....uviiieiiiiiic ittt ettt ettt sae e sare s 43 58 58
(T T4 7 0TS 58 77 37
1,003 1,161 868
(10 =T [0 1=T | TR 248 — —
Net Periodic PENSION COSL.......cciviiiiircictercrereee e $ 1251 $ 1161 $ 868
Weighted average assumptions:
B oo T3 L (=R 6.00% 5.75% 6.00%
Average CoOmMPENSALION INCIEASE.........cvrveiererieriaiesieresteseeesteseere st e sieseereseens 4.50% 4.50% 4.50%
Curtailment

During the first quarter of 2007, the Company recognized a curtailment loss due to the termination of certain senior
executive officers from the Company. The curtailment loss was equal to the unrecognized prior service costs attributed to
these employees’ expected aggregate future services which totaled approximately $248,000.
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The following is a reconciliation of the changes in the projected benefit obligation for the years ended December 31,
2007 and 2006:

December 31,

2007 2006
(In thousands)

Projected benefit obligation, beginning of year ...........ccccocoveveiieniiccenicee, $ 7,223 $ 6,073
ST Y Tor - 0 1) ST 523 677
L1 =] TS A o0 OSSR 379 349
REMEASUIEIMENT ...ttt (963) —
ACHUATIAL 10SS.....eeieceeceece e 509 124
Projected benefit obligation, end of year..........cccoocvcviivieiieiiiccee e $ 7671 $ 7,223

The amounts in accumulated other comprehensive income that have not yet been recognized as components of net
periodic benefit costs at December 31, 2007 are as follows:

(In thousands)
Transition asset (0blgation).........cccvveieieiii e $ —

PrIOF SEIVICE COSE...uviuiiuieiiiiiteste ettt ettt sttt ettt s reeresnneneas (594)

ACCUMUIALEA 10SS ...t re e (1,603)

TOMAL et $ (2,197)

The components of projected net periodic pension cost for the year ended December 31, 2008 are as follows:
(In thousands)

SEIVICE COSL..vviviiviiiriitiiete ettt b ettt et e bt et be e e te st e e $ 579

INEEIEST COSL....vtiiieitie ettt sttt s be e e b e sbeesbeenbe e 479
Amortization

PriOF SEIVICE COST...iviiiieiiiie ettt 41

(GAIN)ILLOSS ...ttt ettt b e et bbb e 109

Net PEriodiC PENSION COSL .......cviviriireiiciee sttt $ 1,208

At December 31, 2007 and 2006, a liability of $7.7 million and $7.2 million, respectively, related to the SERP was
included in deferred compensation and retirement plan obligations in the accompanying consolidated balance sheets. In
accordance with the adoption of SFAS No. 158, the December 31, 2007 liability has been calculated based on the
projected benefit obligation of the SERP. Prior to the adoption of SFAS No. 158, the SERP liability was determined based
on the accumulated benefit obligation. The accumulated benefit obligation at December 31, 2007 and 2006 was $6.5
million and $5.6 million respectively.

The Company sponsors two non-qualified retirement savings and investment plans for certain employees and senior
executives. Employee and Company contributions are maintained in separate irrevocable trusts. Legally, the assets of the
trusts remain those of the Company; however, access to the trusts’ assets is severely restricted. The trusts’ cannot be
revoked by the Company or an acquirer, but the assets are subject to the claims of the Company’s general creditors. The
participants do not have the right to assign or transfer contractual rights in the trusts. The Company accounts for these
plans in accordance with Emerging Issues Task Force (“EITF”) No. 97-14, “Accounting for Deferred Compensation
Arrangements Where Amounts Earned Are Held in a Rabbi Trust and Invested.” Pursuant to EITF 97-14, as of
December 31, 2007 and 2006, the Company had recorded a deferred compensation liability of $36.5 million and $32.9
million, respectively. The change in the deferred compensation obligation related to changes in the fair value of the
diversified investments held in trust and to earnings credited to participants is recorded in compensation expense. The
diversified investments held in the trusts were $34.5 million and $31.5 million as of December 31, 2007 and 2006,
respectively, and are recorded at their fair value, based on quoted market prices. The change in the fair value of the
diversified assets held in trust is recorded in accordance with SFAS 115 as trading security income (loss) and is included
in other income and expenses, net in the accompanying statements of income. We are subject to risk from changes in debt
and equity prices from our non-qualified retirement savings plan investments in debt securities and common stock.
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The diversified investments held in the trusts” weighted average asset allocation at December 31, 2007 by asset
category, is as follows:

2007
EQUITY SECUFTTIES ...ttt bbbttt et b e et b e et ebennene 70%
DD SECUITIES ettt ettt b et b et bbbt r et 18%
Cash and Cash EQUIVAIENTS..........c.cov it nneereens 4%
(01 1=] L OO OO PRPTORPRPRPPRN 8%
100%

At December 31, 2007 the non-qualified retirement and savings plans held 33,866 shares of the Company’s common
stock with a market value of $1.1 million.

@ Other consists of guaranteed investment contracts, investments funds collateralized by either government agency or
AAA securities, commercial paper, CDs, funding and repurchasing agreements.

17. Income Taxes

Income before income taxes was derived from the following:

Years ended December 31,
2007 2006 2005
(In thousands)

Income before income taxes:

Domestic Operations ..........cccoceeerererereneenen. $ 159,520 $143,177 $123,769
Foreign operations..........ccoecvvveenenerisennnn, 14,366 12,101 6,973
Income before inCome taxes........cccvvveeeviveeiieeesnnns, $173,886 $ 155,278 $130,742

The provisions for income taxes were as follows:

Years ended December 31,
2007 2006 2005

(In thousands)

Current tax (benefit) expense

FEUBTAL ...ttt $ 62,962 $ 64,284 $ 54,770

SHALE e 6,301 6,707 5,476

0T =T o o PSS 1,488 1,019 685
Deferred tax (benefit) expense

FEACTAl ..o (7,959) (28,021) (16,133)

SEALE ..o (642) (1,913) (1,209)

FOMBIGN ...ttt 435 415 (412)
INCOME LAXES ...cvvveievecieiee e $ 62,585 $ 42,491 $ 43,177
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Deferred tax assets were comprised of the following:

December 31,

2007 2006
(In thousands)
Property, equipment and intangible assets..........cccovvevnieneiienecnen, $ (12,101) $ (10,078)
Gross deferred tax liabilities............ccooereviiiciiee e (12,101) (10,078)
FOreigN OPEIatiONS ......cvevviiiieiiitiieise e 1,576 752
ACCIUEH BXPEINSES ...vverveirereerieteesesiesrestestesrestesssessessesesresseseessessesseesens 20,802 17,509
Accrued COMPENSALION .....ccveiviiieiiiecie et 19,039 15,256
(01211 SO PP 2,276 802
Gross deferred taX aSSELS ....cvcvriiiiiiiiieireccre et 43,693 34,319
Net deferred taxX @SSEL .....ccviiiv it $ 31,592 $ 24,241
Included in the accompanying consolidated balance sheet as follows:
December 31,
2007 2006
(In thousands)

Current net deferred taxX ASSELS.......iiiviiiiiiiie ettt $ 2,387 $ 1,790
Non-current net deferred tax aSSELS........ccvvviiieeceeiirie e 29,205 22,451
INEt AEFEITEA TAX ASSEL ... cvveeierereeereeteeteeeeeeeeteee e st et st et se et eeeseeereseeereneeens $ 31,592 $ 24,241

No provision has been made for U.S. federal income taxes on approximately $38.5 million of accumulated and
undistributed earnings of foreign subsidiaries at December 31, 2007 since these earnings are considered to be permanently
invested in foreign operations.

On October 22, 2004, the American Jobs Creation Act of 2004 (“AJCA”) was signed into law. The AJCA included a
temporary one-time incentive for United States multinational corporations to repatriate undistributed earnings of foreign
subsidiaries by providing an 85 percent dividends received deduction for qualifying dividends from controlled foreign
corporations, as defined in the AJCA, at an effective tax cost of 5.25 percent on any such repatriated foreign earnings. The
Company elected to apply this provision to qualifying earnings repatriations in 2005. During the fourth quarter of 2005,
the Company repatriated earnings totaling $23.5 million, resulting in the recordation of additional income tax expense
totaling approximately $1.2 million.

A reconciliation of income tax expense at the statutory rate to income tax expense included in the accompanying
consolidated statements of income follows:

Years ended December 31,
2007 2006 2005

(In thousands, except Federal
income tax rate)

Federal INCOME taX FAE .......coveeiiriicieries s 35% 35% 35%
Federal taxes at StatUtOry FAte..........ccceiveeieieeieece et $ 60860 $ 54,347 $ 45,760
State income taxes, net of federal tax benefit...........ccocovviniiiinicie 3,678 3,116 2,436
Foreign income taxed at different rates..........ocoovveriiiieinicieinescese s (3,417) (3,675) (1,932)
Unrecognized tax DENEItS. ..o (363) (12,791) (4,456)
L@ ] 1 1 USRS 1,827 1,494 1,369
INCOME tAX EXPENSE ...veveriereiteiiete ettt et e et e et se et r e re s $ 6258 $ 42491 $ 43177

Effective January 1, 2007, the Company adopted the provisions of FIN 48. FIN 48 clarifies the accounting for
uncertainty in income taxes recognized in an enterprise’s financial statements in accordance with FASB Statement
No. 109, “Accounting for Income Taxes”. FIN 48 prescribes a recognition threshold and measurement attribute for the
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financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return. This
pronouncement also provides guidance on derecognition, classification, interest and penalties, accounting in interim
periods, disclosure, and transition. As a result of the implementation of FIN 48, the Company increased its existing
reserves for uncertain tax positions by $3.1 million with a corresponding net reduction to opening additional paid-in-
capital and retained earnings. Accrued interest and penalties of $0.1 million were recorded against retained earnings as of
January 1, 2007.

A reconciliation of the beginning and ending amount of unrecognized tax benefits is as follows (in thousands):

(In thousands)

Balance, JANUAIY 1, 2007 ......ccociiiieieiieeete ettt ettt sttt e st te et et te st e e e besbeseebe st e e ebesbe e ebesbe e ebesbe e eteebenrerens $ 7,086
Additions for tax positions 0f the CUMTENT YEAN........c.ccuiiiiiiiii ettt 1,253
Additions for tax positions Of the PriOr YEAI ..........ccceviiiiieii e —
Reductions for tax positions of prior years for:

Changes iN JUAGIMENT.........cooiiiieieie ettt et st e te s beese e s e et e testesbesbeereereenneneesnens —

Settlements during the PEFIOU........cuoiiiii e sre st e eneas —

Lapse of applicable statutes of lIMItations ..........ccccccvviiiiiiiiii e (1,616)

Balance, DECEMDET 31, 2007 ......oiceiiitie e ectee st e st e st e e st e s st e e st e s st e e sab e s sabessabessbbeesabessareesbbeesaeeesrras $ 6,723

As of January 1, 2007 and December 31, 2007, the Company had $7.1 million and $6.7 million, respectively of total
unrecognized tax benefits of which approximately $4.0 million and $3.5 million, respectively would affect the effective
tax rate if recognized. These unrecognized tax benefits relate principally to state tax positions and stock based
compensation deductions. Estimated interest and penalties related to the underpayment of income taxes are classified as a
component of income tax expense in the consolidated statements of income and totaled $0.2 million for the year ended
December 31, 2007. Accrued interest and penalties were $1.1 million and $1.3 million as of January 1, 2007 and
December 31, 2007, respectively. The Company believes it is reasonably possible it will recognize tax benefits of up to
$1.6 million within the next twelve months. This isdue tothe anticipated lapse of applicable statutes of
limitations regarding state tax positions and stock-based compensation deductions.

The Company’s uncertain tax positions are related to tax years that remain subject to examination by the relevant tax
authorities. The Company and its subsidiaries are subject to U.S. federal income tax as well as income tax of multiple
state and foreign jurisdictions. The Company has substantially concluded all U.S. federal income tax matters for years
through 2003. Substantially all material state and local and foreign income tax matters have been concluded for years
through 2003. U.S. federal income tax returns for 2004 through 2006 are currently open for examination.

We have estimated and accrued for certain tax assessments and the expected resolution of uncertain tax benefits
which arise in the course of our business. The ultimate outcome of these impact the determination of income tax expense
and may not be resolved until several years after the related tax returns have been filed. Predicting the outcome of such
tax assessments involves uncertainty and accordingly, actual results could differ from those estimates.

18. Capital Stock

The Company has stock compensation plans pursuant to which it is authorized to grant stock-based awards of up to
3.2 million shares of the Company’s common stock, of which 2.8 million shares remain available for grant as of
December 31, 2007. The Company’s policy allows the issuance of new or treasury shares to satisfy stock-based awards.
Restricted stock, stock options, stock appreciation rights and performance share awards may be granted to officers, key
employees and non-employee directors with contractual terms set by the Compensation Committee of the Board of
Directors.
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Stock Options

The Company granted approximately 0.3 million, 0.2 million and 0.4 million options to officers of the Company at a
fair value of approximately $2.9 million, $2.8 million and $3.6 million during the years ended December 31, 2007, 2006
and 2005, respectively. The stock options granted by the Company had an exercise price equal to the average of the high
and low market price of the Company’s common stock on the date of grant. The fair value of the options granted was
estimated on the grant date using the Black-Scholes option-pricing model with the following weighted average
assumptions:

2007 2006 2005
RISK-Tree INEreSt FALE........ciiiieiiceer s 4.67% 4.69% 3.70%
EXPECted VOIALITIY ....c.ovveiiieicisc s 32.00% 32.09% 36.07%
Expected life 0f SLOCK OPLION ......ccvcviiiiciiiccreee e 4.5 years 4.3 years 5.5 years
DIVIAEN YIEI.. ..o 1.55% 1.07% 1.50%
REQUISITE SEIVICE PEIIOU......cvieiieeiietiiieice e sre e 4 years 4 years 5 years
COoNtraCtual Tife ......oveiieiiecie s 7 years 7 years 10 years
Weighted average fair value of options granted.............c.ccceeveveveriieiereiesnseeevnens $ 1173 $ 1482 $ 1011

The expected life of the options and volatility are based on the historical data and are not necessarily indicative of
exercise patterns or actual volatility that may occur. The dividend yield and the risk-free rate of return are calculated on
the grant date based on the then current dividend rate and the risk-free rate for the period corresponding to the expected
life of the stock option. Compensation expense related to the fair value of these awards is recognized straight-line over the
requisite service period based on those awards that ultimately vest.

The aggregate intrinsic value of stock options outstanding and exercisable at December 31, 2007 was $43.4 million
and $38.1 million, respectively. The total intrinsic value of options exercised during the year ended December 31, 2007,
2006 and 2005 was $16.1 million, $42.8 million and $47.7 million, respectively.

The Company received $5.7 million, $8.5 million, and $14.2 million in proceeds from the exercise of 0.6 million,
1.0 million and 1.9 million employee stock options during the years ended December 31, 2007, 2006 and 2005,
respectively.

The following table summarizes information about stock options outstanding at December 31, 2007:

Options Outstanding Options Exercisable
Number
Outstanding at Weighted Average Weighted Number Weighted
December 31, Remaining Average Exercisable Average
Range of Exercise Prices 2007 Contractual Life Exercise Price at December 31, 2007 Exercise Price
$ 0.00t08 4.87 .o 15,000 2.7 years $ 481 15,000 $ 481
$ 488103 9.75 i, 853,595 1.5 years 7.28 853,595 7.28
$ 9.76 t0 $14.62 ..o, 859,647 4.7 years 10.41 662,210 10.48
$14.63 10 $24.37 ..ot 20,000 6.1 years 20.75 12,000 20.75
$24.38 10 $34.12 ..o, 314,863 7.1 years 29.92 120,592 29.92
$34.1310$39.00 .....ovcieeeeeeeeeeen 85,000 6.6 years 37.38 — —
$39.01 t0 $43.87 coooveeeeeeeeeeeeeee e 154,637 6.1 years 40.72 — —
$43.88 10 $48.75 ..o, 180,534 5.1 years 48.74 45,130 48.74
2,483,276 4.1 years $ 17.46 1,708,527 $ 11.29
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Restricted Stock

The following table is a summary of activity related to restricted stock grants to non-employee directors and key
employees for the year ended December 31:

2007 2006 2005

Restricted Shares granted ..........coooiiie i bbb 157,467 143,943 265,589
Weighted average grant date fair value per share ..o, $ 40.28 $ 48.67 $ 3197
Aggregate grant date fair value ($000) ........ccccoierirriirnei e $ 6,343 $ 7,005 $ 8491
Restricted shares forfeited..........ooviviiiiiiiii et 43,783 29,443 29,150
Vesting service period of Shares granted ..........cocooeovereienencienee e, 3-4 years 3-4 years 3-5 years
Fair value of shares vested ($000) .......cccorrririrreririeeirsee e $ 7,802 $ 10,959 $ 5,663

Compensation expense related to the fair value of these awards is recognized straight-line over the requisite service
period based on those restricted stock grants that ultimately vest. The fair value is measured by the average of the high
and low market price of the Company’s common stock on the date of the grant. Restricted stock awards in 2007 and 2006
generally vest ratably at 25 percent per year beginning with the first anniversary of the grant date. Restricted stock awards
during 2005 generally vest ratably at 20 percent per year beginning with the first anniversary of the grant date.

Performance Vested Restricted Stock Units

The Company has granted performance vested restricted stock units (“PVRSU”) to certain officers. The vesting of
these stock awards is contingent upon the Company achieving specified earnings per share targets at the end of specified
performance periods and the employees’ continued employment. The performance conditions affect the number of shares
that will ultimately vest. The range of possible stock-based award vesting is between 50% and 200% of the initial target.
Under SFAS No. 123R, compensation expense related to these awards will be recognized over the requisite period
regardless of whether the performance targets have been met based on the Company’s estimate of the achievement of the
performance target. The Company has currently estimated that 125% and 145% of the 2007 and 2006 award targets will
be achieved, respectively. The fair value is measured by the average of the high and low market price of the Company’s
common stock on the date of grant. Compensation expense is recognized ratably over the requisite service period based on
those PVRSUs that ultimately vest.

The following table is a summary of activity related to PVRSU grants during the year ended December 31, 2007,
2006 and 2005:

2007 2006 2005
Performance vested restricted Stock Units granted ............cccvvviviinieeiecic s 21,141 49,780 —
Weighted average grant date fair value per Share ..........ccoocevv v $ 40.75 $  46.22 —
Aggregate grant date fair value ($3000) ........ccveeiiriieiirinnienie e $ 862 $ 2301 —
YT (0] =T 1o [ PO RROT PR 2,933 — —
Fair value of shares Vested ($000) .......cccervrveeririieiirieeesise et ss e seressssens — — —
REQUISITE SEIVICE PEIIOU .. ...ivveiiitiieiiiteieti sttt ettt ettt ns 3 years 3-4 years —
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A summary of stock-based award activity as of December 31, 2007, 2006 and 2005 and the changes during the years

are presented below:

2007

Stock Options

Restricted Stock

Performance Vested
Restricted Stock Units

Weighted Weighted
Average Average Weighted Weighted
Exercise Contractual Average Grant Average Grant
Shares Price Term Shares Date Fair Value Shares Date Fair Value
Outstanding at January 1, 2007..... 2,860,159 $ 14.30 570,134 $ 2981 49,780 $ 46.22
Granted .......ccocovveiiiieiee e 250,957 39.60 157,467 40.28 21,141 40.75
Exercised/Vested ..........cccoeevrenns (565,261) 10.18 (198,258) 26.08 — —
Forfeited/EXpIred............cooonnne... (62,579)  27.92 (43,783) 32.85 (2,933) 45.05
Outstanding at December 31, 2007
................................................. 2,483,276 $ 17.46 4.1 years 485,560 $ 34.45 67,988 $ 4457
Options exercisable at
December 31, 2007 .................. 1,708,527 $ 11.29 3.2 years
2006
Performance Vested
Stock Options Restricted Stock Restricted Stock Units
Weighted Weighted
Average Average Weighted Weighted
Exercise Contractual Average Grant Average Grant
Shares Price Term Shares Date Fair Value Shares Date Fair Value
Outstanding at January 1, 2006 3,753,001 $ 1081 689,865 $ 2213 — $ —
Granted ......eeveerrreeeessneeeeesneeee 190,548 48.74 143,943 48.67 49,780 46.22
Exercised/Vested ..........ccoevvvrvinennnn (1,037,979) 8.19 (234,231) 18.68 — —
Forfeited/EXpired..........ccovverevennenn. (45,411) 10.12 (29,443) 30.76 — —
Outstanding at December 31, 2006.. 2,860,159 $ 14.30 4.8years 570,134 $ 29.81 49,780 $ 46.22
Options exercisable at
December 31, 2006 ...........ccvuee. 1,746,427 $ 9.37 3.8 years
2005
Performance Vested
Stock Options Restricted Stock Restricted Stock Units
Weighted Weighted
Average Average Weighted Weighted
Exercise Contractual Average Grant Average Grant
Shares Price Term Shares Date Fair Value Shares Date Fair Value
Outstanding at January 1, 2005........ 5440414 $ 8.32 638,226 $ 15.64 — $—
Granted ......ccoeevvvieeiecre e 355,384 29.92 265,589 31.97 — —
Exercised/Vested .........ccooervrennnnns (1,928,903) 7.37 (184,800) 13.88 — —
Forfeited/EXpired..........ccoooevrvrenne (113,894) 9.98 (29,150) 22.00 — —
Outstanding at December 31, 2005.. 3,753,001 $ 10.81 53 years 689,865 $ 2213 — $—

Options exercisable at
December 31, 2005 ........cccevneee.

2,200,008 $ 7.95
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The components of the Company’s pretax stock-based compensation expense and associated income tax benefits are
as follows for the years ended December 31:

(In millions) 2007 2006 2005
SEOCK OPLIONS. ....cuiiiiietetetet ettt et bbb e et b bbb bbb et e s e e e s s bbbttt b e b et e s e e s bbb bbb eb et e s e e s s $ 29 $ 39 $ 18
T (01 =10 ) (0 o] TR 5.5 5.2 3.5
Performance vested reStriCted STOCK UNITS .........iviiiiiiriiie ittt ettt e s st e s eaa e e e s sab e e e s s sbbe e s sbaae e s sareas 0.9 0.8 —

o171 TR USSP $ 93 $ 99 $ 53
INCOME 1AX DENETILS ...ttt ettt ettt e et e et e e st e sb e s b e e s b e e s b e e saeesessbessbessbeesbeenbeesbesbaesreess $ 35 $ 37 $ 20

Stock-based compensation expense on stock option and performance vested restricted stock units made to a
retirement eligible executive officer during the years ended December 31, 2007 and 2006 was recognized upon issuance
of the grants rather than over the awards’ vesting period since the terms of the grant provide that the awards will vest upon
retirement of the employee. Compensation costs recognized in 2007 related to the vesting upon retirement eligibility
totaled $0.9 million and $0.6 million for stock options and performance vested restricted stock units, respectively.
Compensation costs recognized in 2006 totaled $0.9 million and $0.4 million for stock options and performance vested
restricted stock units, respectively.

The total unrecognized compensation costs related to stock-based awards that have not yet vested and the related
weighted average amortization period over which the costs are to be recognized as of December 31, 2007 are as follows:

Unrecognized Weighted

Compensation Average
Expense on Unvested Amortization

Awards Period
(in millions)
SEOCK OPLIONS. .....cuvtcviictete sttt ettt b ettt ettt a ettt b e s bt e s bene s $ 4.4 2.5 years
RESIIICLEU SEOCK ...ttt bbbt b b sne 12.2 2.4 years
Performance vested restricted StOCK UNIES .........coviviiiiiiiiieiccece e 1.4 2.0 years
L0t LSRR $ 18.0

Stock Repurchase Program

The Company announced a stock repurchase program on June 25, 1998 to increase returns to its shareholders.
Treasury stock activity is recorded at cost in the accompanying consolidated financial statements. During 2007, the
Company repurchased 4.9 million shares of its common stock under the repurchase program at a total cost of $184.0
million. The Company did not repurchase common stock during the year ended December 31, 2006 under its share
repurchase program. Through December 31, 2007, the Company repurchased 38.6 million shares of its common stock
(including 33.0 million prior to the two-for-one stock split effected in October 2005) under the share repurchase program
at a total cost of $895.9 million.

During 2007 the Company purchased 49,054 shares of common stock at a total cost of $2.0 million from employees
to satisfy statutory minimum tax-withholding requirements from the vesting of restricted stock grants. During 2006 the
Company purchased 28,793 shares of common stock from employees at a total cost of $1.4 million to satisfy minimum
tax-withholding requirements. These purchases were outside the share repurchase program initiated in June 1998.
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19. Comprehensive Income

The components of accumulated other comprehensive income (loss) is as follows:

December 31,

2007 2006 2005
(In thousands)

Foreign currency translation adjuStMENtS ...........ccccveveiiiiieieiesieie e $ 1699 $ 1017 $ 703
Deferred gain on hedging aCtIVILY .........ccceveiiiieiie i 22 89 156
Adjustment t0 apply SFAS NO. 158.......cccviieieiie et re e (1,375) (1,878) —
Total accumulated other comprehensive iNCOMe (10SS) .....c.vvvivriririirire s $ 346 $ (772) $ 859

Total other comprehensive income for years ended 2007, 2006 and 2005 is as follows:

Amount Before Income Tax Amount Net
Taxes (Expense)/Benefit of Taxes

2007
Foreign currency translation adjustment, Net.........ccccceeveveverevienic e ne s $ 682 $ — $ 682
Amortization of pension related costs

PrIOK SEIVICE COSES....viieriitirieieite ettt 43 (16) 27

ACHUAITAL 0SS ... 58 (21) 37
Actuarial PENSION 10SS......ceiviiieieirie e (509) 190 (319)
Pension curtailment and remeasureMent.........ccocovvvereeieneeneneese e 1,211 (453) 758
Amortization of deferred gain on hedge ..o, (110) 43 (67)
Total other comprehensive INCOME ..........oovvviieiiriie e $ 1,375 $ (257) $ 1,118
2006
Foreign currency translation adjustment, NEt............cocvvveerneiererenenenenenn, $ 314 $ — $ 34
Amortization of deferred gain on hedge ..., (110) 43 (67)
Total other comprehensive iNCOME ..........ccovviveveuereieccereee e $ 204 $ 43 $ 247
2005
NEE UNTEAIIZEA 10SS......ceveveeeiicecececteeee et $ (40) $ 15 $ (25)
Reclassification adjustment for gains included in net income ...................... (98) — (98)
Foreign currency translation adjustment, Net.........c..ccocvevevineiieniene e, (351) — (351)
Amortization of deferred gain on hedge ........cccoovviviiceiicic v, (110) 43 (67)
Total other comprehensive income (10SS) .......c..cccveveveriiiiericece e $ (599) $ 58 $ (541

In December 1999, the Company entered into an interest rate swap agreement to fix certain of its variable rate debt
in order to reduce the Company’s exposure to fluctuations in interest rates. On March 3, 2000, the interest rate swap
agreement was settled resulting in a deferred gain. In accordance with SFAS 133, the unamortized gain was reclassified in
2001 to other comprehensive income and is being amortized over the original life of the related debt through 2008 as a
reduction of interest expense. In each of 2007, 2006 and 2005, the Company recorded approximately $67,000, net of
taxes, of amortization related to this deferred gain.
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20. Earnings Per Share

The following table reconciles the number of shares used in the basic and diluted earnings per share calculations.

Years Ended December 31,
2007 2006 2005

(In millions, except per
share amounts)

Computation of Basic Earnings Per Share:

N T=] T ot 0TSSR $ 1113 $ 1128 $ 87.6
Weighted average shares outStanding=-DasiC...........cueviiriiiiiiiiiee s 64.2 65.4 64.4
BaSiC BAMMINGS PEI SNAE.........c.ciuiriieiiii ittt bbbttt b bbbttt et b e s bbb baee $ 173 $ 172 $ 136
Computation of Diluted Earnings Per Share:

Net income for diluted arnings PEr SNAIE ..........cccvivevieiiieiecee et $ 1113 $ 1128 $ 876
Weighted average shares outstanding=-DaSiC.........c.cerviiriiiiriiiiiiiese s 64.2 65.4 64.4
Effect of Dilutive Securities:

Stock options and restricted StOCK Plan.........cccvciiiiieie e s 1.1 1.7 1.9
Weighted average shares outstanding-diluted............cccooereiiiiinieiie e 65.3 67.1 66.3
Diluted €arniNgSs PEI SNAIE ..ottt ettt $ 170 $ 168 $ 132

Basic earnings per share exclude dilution and are computed by dividing net income by the weighted-average number
of common shares outstanding. Diluted earnings per share assumes dilution and is computed based on the weighted-
average number of common shares outstanding after consideration of the dilutive effect of stock options and unvested
restricted stock. The effect of dilutive securities is computed using the treasury stock method and average market prices
during the period. However, at December 31, 2007 and 2006, PVRSUs totaling 67,988 and 49,780, respectively were
excluded from the computation since the performance conditions had not been met at the reporting date. In addition, at
December 31, 2007 and 2006 the Company excluded 360,171 and 190,548 anti-dilutive options, respectively from the
computation of diluted earnings per share.

21. Leases

The Company enters into operating leases primarily for office space and computer equipment. Rental expense under
non-cancelable operating leases was approximately $4.6 million, $5.1 million and $8.0 million for the years ended
December 31, 2007, 2006 and 2005, respectively. The Company received sublease rental income related to computer
equipment leased to franchisees totaling $0.6 million, $1.1 million and $4.1 million during the years ended December 31,
2007, 2006 and 2005, respectively. Future minimum lease payments are as follows:

2008 2009 2010 2011 2012 Thereafter Total
(In thousands)
Minimum lease payments ..............ccccevvee. $5,827 $5,537 $5294 $5308 $5114 $ 5792 $ 32872
Minimum sublease rentals ..............cceveeee. (68) (71) (18) — — — (157)

$5,759 $5,466 $5,276 $5308 $5114 $ 5792 $ 32,715

22. Reportable Segment Information

The Company has a single reportable segment encompassing its franchising business. Revenues from the franchising
business include royalty fees, initial franchise and relicensing fees, marketing and reservation fees, brand solutions
revenue and other revenue. The Company is obligated under its franchise agreements to provide marketing and
reservation services appropriate for the successful operation of its systems. These services do not represent separate
reportable segments as their operations are directly related to the Company’s franchising business. The revenues received
from franchisees that are used to pay for part of the Company’s central on-going operations are included in franchising
revenues and are offset by the related expenses paid for marketing and reservation activities to calculate franchising
operating income. Corporate and other revenue consists of hotel operations. Except as described in Note 6, the Company
does not allocate interest and dividend income, interest expense or income taxes to its franchising segment.
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The following table presents certain financial information for the Company’s franchising segment.
Year Ended December 31, 2007

Corporate Elimination
Franchising & Other Adjustments Consolidated
(In thousands)
REVENUES ......cvvieieiisieeesesesis st sesesese e s s ssssssesesesesesase e e sessssasesaes $ 610,802 $ 4,692 — $ 615,494
Operating iNCOME (10SS) ....c.veverveieirieieeneiee e 225,536 (40,337) — 185,199
Depreciation and amortization ............ccocveeviveinieeierenene e 9,713 7,243 (8,319) 8,637
Capital XPENAItUIES. .......coeiiriiieiie e 7,578 4,385 — 11,963
TOtAl ASSELS...ccuvieireiiiee ettt et e 185,770 142,614 — 328,384
Year Ended December 31, 2006
Corporate Elimination
Franchising & Other Adjustments Consolidated
(In thousands)
REVENUES ..ottt sttt ettt st st srears $ 535,398 $ 4,505 — $ 539,903
Operating iNCOME (10SS) .....ccuvrrererieriere et 213,506 (46,881) — 166,625
Depreciation and amortization ............ccocoeevirinieiieicnene e 10,164 7,455 (7,914) 9,705
Capital eXPENItUIES. .......coe i 5,574 2,133 — 7,707
IO I RS- TSRS 185,022 118,287 — 303,309

Year Ended December 31, 2005

Corporate Elimination
Franchising & Other Adjustments Consolidated
(In thousands)
REVENUES ...ttt e $ 467,805 $ 4,293 — $ 472,098
Operating iNCOME (10SS) .....ccuvrierieiereiie it 185,525 (41,775) — 143,750
Depreciation and amortization............ccoceveeeeeeieeviciesese e 9,595 7,085 (7,629) 9,051
Capital EXPENItUIES.........cceiveeeieie et 8,973 2,531 — 11,504
TOAl ASSELS.....veveetirieriete ettt 190,688 74,583 — 265,271

Long-lived assets related to international operations were $7.1 million, $7.0 million and $7.1 million as of
December 31, 2007, 2006 and 2005, respectively. All other long-lived assets of the Company are associated with domestic
activities.

23. Commitments and Contingencies

The Company is a defendant in a number of lawsuits arising in the ordinary course of business. In the opinion of
management and the Company’s legal counsel, the ultimate outcome of such litigation will not have a material adverse
effect on the Company’s business, financial position, results of operations or cash flows.

In April 2007, two federal securities law class actions were filed in the United States District Court for the District of
Colorado on behalf of persons who purchased the Company’s stock between April 25, 2006, and July 26, 2006. These
substantially-similar lawsuits assert claims pursuant to Sections 10(b) and 20(a) of the Securities Exchange Act of 1934,
and Rule 10b-5 promulgated thereunder, against the Company, its current Vice Chairman and Chief Executive Officer,
and its former Executive Vice President and Chief Financial Officer. These claims are related to the Company’s July 25,
2006 announcement of its results of operations for the second quarter of 2006.

Since the initial filings, the Company has filed a motion to transfer the litigation from Colorado to the United States
District Court for the District of Maryland. Additionally, one plaintiff has petitioned the Court to be named lead plaintiff
in the dispute. At this time, the Company has not responded to the complaints filed and is not required to do so until after
a lead plaintiff is appointed and a consolidated complaint is filed. The Company believes that the allegations contained
within these class action lawsuits are without merit and intends to vigorously defend the litigation.

The Company’s management does not expect that the outcome of any of its currently ongoing legal proceedings
individually or collectively, will have a material adverse effect on the Company’s financial condition, results of operations
or cash flows.
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In March 2006, the Company guaranteed $1 million of a bank loan funding a franchisee’s construction of a Cambria
Suites in Green Bay, Wisconsin. The guaranty was scheduled to expire in September 2010. In February 2007, the
Company was released from its obligations under the March 2006 guaranty, and subsequently, on May 3, 2007, issued
anew $1 million guaranty for a bank loan funding the construction for the same franchisee’s Cambria Suites in Green
Bay, Wisconsin. The guaranty expires in August 2010. The Company has received personal guarantees from several of
the franchisee’s principal owners related to the repayment of any amounts paid by the Company under this guaranty.

In the ordinary course of business, the Company enters into numerous agreements that contain standard guarantees
and indemnities whereby the Company indemnifies another party for breaches of representations and warranties. Such
guarantees or indemnifications are granted under various agreements, including those governing (i) purchases or sales of
assets or businesses, (ii) leases of real estate, (iii) licensing of trademarks, (iv) access to credit facilities, (v) issuances of
debt or equity securities, and (vi) other operating agreements. The guarantees or indemnifications issued are for the
benefit of the (i) buyers in sale agreements and sellers in purchase agreements, (ii) landlords in lease contracts,
(iii) franchisees in licensing agreements, (iv) financial institutions in credit facility arrangements, and (v) underwriters in
debt or equity security issuances. In addition, these parties are also indemnified against any third party claim resulting
from the transaction that is contemplated in the underlying agreement. While some of these guarantees extend only for the
duration of the underlying agreement, many survive the expiration of the term of the agreement or extend into perpetuity
(unless subject to a legal statute of limitations). There are no specific limitations on the maximum potential amount of
future payments that the Company could be required to make under these guarantees, nor is the Company able to develop
an estimate of the maximum potential amount of future payments to be made under these guarantees as the triggering
events are not subject to predictability. With respect to certain of the aforementioned guarantees, such as indemnifications
of landlords against third party claims for the use of real estate property leased by the Company, the Company maintains
insurance coverage that mitigates any potential payments to be made.

24. Fair Value of Financial Instruments

The balance sheet carrying amount of cash and cash equivalents and receivables approximates fair value due to the
short-term nature of these items. Long-term debt consists of bank loans and senior notes. Interest rates on the Company’s
bank loans adjust frequently based on current market rates; accordingly, the carrying amount of the Company’s bank
loans approximates fair value. The $100 million unsecured senior notes have an approximate fair value at December 31,
2007 and 2006 of $100.6 million and $101.7 million, respectively, based on quoted market prices.

25. Related Party Transactions

The Company paid approximately $462,997 to and received approximately $44,000 from corporations owned or
controlled by family members of the Company’s largest shareholder related to the lease of personal and real property
during 2007. During 2006, the Company paid approximately $133,231 and received approximately $176,318. During
2005, the Company paid approximately $315,409 and received approximately $166,954.

On October 30, 2007, the Company entered into a lease agreement commencing in January 2008 on behalf of a
family member of the Company’s largest shareholder for 1,950 square feet of office space located in Chevy Chase,
Maryland. The lease has a 5 year term with annual lease payments totaling approximately $70,000.

During 2005, the Company purchased 0.1 million shares of its common stock at a total cost of $6.0 million from
members of the family of the Company’s largest shareholder. No shares were repurchased from related parties during
2007 and 2006.

26. Termination Charges

During the first quarter of 2007, the Company recorded a $3.7 million charge in selling, general and administrative
expenses for employee termination benefits relating to the termination of certain executive officers. Termination benefits
include salary continuation of approximately $2.5 million, SERP curtailment expenses of $0.2 million and $1.0 million of
accelerated share based compensation. Termination benefits payable to the executives were accounted for under SFAS
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No. 112 “Employer’s Accounting for Post-employment Benefits”. At December 31, 2007, approximately $2.0 million of
termination benefits remained and were included in current liabilities in the Company’s consolidated financial statements.

27. Selected Quarterly Financial Data — (Unaudited)

First Second Third Fourth
Quarter Quarter Quarter Quarter 2007
(In thousands, except per share data)
REVENUES ..o $ 114,929 $ 156,491 $ 175,099 $ 168,975 $615,494
Operating INCOME.......cocoviiieiieieee e $ 27,386 $ 47,363 $ 62,359 $ 48,091 $ 185,199
Income before iNCOMe taxes ........ccoovvvvveiiniieierene e $ 25,184 $ 46,048 $ 59,363 $ 43,291 $ 173,886
NELINCOME ..ot e $ 16,315 $ 28,645 $ 38,394 $ 27,947 $111,301
Per basic share:
NEL INCOME.....ovcveiieececeee et $ 025 $ 044 $ 0.60 $ 045 $ 173
Per diluted share:
NEL INCOME.....cicvecieictecece e $ 024 $ 043 $ 059 $ 044 $ 170
First Second Third Fourth
Quarter Quarter Quarter Quarter 2006
(In thousands, except per share data)
REVENUES ....cuiiiiiii ettt $ 108,255 $ 139,370 $ 149,779 $ 142,499 $ 539,903
Operating INCOME. .......cccvevreeiererese e $ 30,073 $ 42,114 $ 54,552 $ 39,886 $ 166,625
Income before iNCOME taxes ......ccvvvevreeierenese e $ 26,995 $ 37,684 $ 52,263 $ 38,336 $ 155,278
NELINCOME ..ot $ 17,665 $ 24,136 $ 46,357 $ 24,629 $112,787
Per basic share:
NEL INCOME ... $ 027 $ 037 $ 071 $ 037 $ 172
Per diluted share:
NEL INCOME ... $ 026 $ 036 $ 069 $ 037 $ 168

Quarterly revenues reported in the table above have been reclassified from prior quarter Form 10-Q filings to reflect
the reclassification of certain marketing and reservation revenues. The reclassification of revenues had no effect on
reported operating income, income before income taxes, net income or earnings per share.

The matters which effect the comparability of our quarterly results include seasonality, executive termination
benefits recorded in the first quarter of 2007, the reversal of reserves for income tax contingencies in the third and fourth
quarter of 2006 and a loss on extinguishment of debt in the second quarter 2006.

28. Impact of Recently Issued Accounting Standards

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements” (“SFAS No. 157”) which defines
fair value, establishes a framework for measuring fair value in generally accepted accounting principles and expands
disclosures about fair value measurements. This Statement is effective for financial statements issued for fiscal years
beginning after November 15, 2007 and interim periods within those fiscal years. In November 2007, the FASB agreed to
partially defer the effective date, for one year, of SFAS No. 157 for non-financial assets and liabilities, except those that
are recognized or disclosed at fair value in the financial statements on a recurring basis. The Company is currently
evaluating the impact that SFAS No. 157 will have on our consolidated financial statements.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value for Financial Assets and Financial Liabilities”
(“SFAS No. 159”) which provides reporting entities an option to report certain financial instruments and other items at
fair value that are not currently required to be measured at fair value. SFAS No. 159 is effective as of the beginning of a
reporting entity’s first fiscal year beginning after November 15, 2007. The Company does not expect to elect the fair value
measurement option of any financial assets or liabilities at the present time.

In December 2007, the FASB issued SFAS No. 160 (“SFAS No. 160”), “Noncontrolling Interests in Consolidated
Financial Statements—An Amendment of ARB No. 51”. SFAS No. 160 establishes new accounting and reporting
standards for the non-controlling interest in a subsidiary and for the deconsolidation of a subsidiary. SFAS No. 160 is
effective for fiscal years beginning on or after December 15, 2008. The Company is currently evaluating the impact, if
any, the adoption of this statement will have on our consolidated financial statements.
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In December 2007, the FASB issued SFAS Standards No. 141 (Revised 2007), “Business Combinations” (“SFAS
No. 141R”). SFAS No. 141R will change the accounting for business combinations by requiring an acquiring entity to
recognize all the assets acquired and liabilities assumed in a transaction at the acquisition-date fair value with limited
exceptions. SFAS No.141R will also change the accounting treatment and disclosure for certain specific items in a
business combination. SFAS No.141R applies prospectively to business combinations for which the acquisition date is on
or after the beginning of the first annual reporting period beginning on or after December 15, 2008.

29. Subsequent Events

On February 11, 2008, the Company’s Board of Directors declared a quarterly cash dividend of $0.17 per share of
common stock. The dividend is payable on April 18, 2008 to shareholders of record as of April 4, 2008. Based on the
Company’s present share count, the total dividends to be paid is approximately $10.5 million.

Subsequent to December 31, 2007 through February 29, 2008, the Company did not repurchase additional shares of
its common stock.

On January 31, 2008, the Company finalized the agreement with RHC to transfer franchising operations in the
United Kingdom from RHC to the Company for its Comfort, Quality, Sleep and Clarion brand hotels. The master
franchise agreement between the Company and RHC was terminated and the existing franchise agreements were assigned
to the Company.
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