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ITEM 6. SELECTED FINANCIAL DATA
Three-Year Financial Summary

(In thousands, except per share data) 2005 2004 2003
Operating Results:
Operating revenue $3,239,478  $3,068,068  $2,895,028
Operating income (loss) " 340,083 324,308 110,655
Percentage of operating revenue 10.5% 10.6% 3.8%
Non-opetating expense 45,385 53,464 58,394
Provision (benefit) for income taxes 114,137 (45,779) 54,716
Income (loss) from continuing operations @ 180,561 316,623 (2.455)

Income {loss) from businesses held pending

sale and discontinued operations, net of income

taxes %3 18,364 14,604 (222,232)
Net income (loss) $198,925 $331,227 $(224 687)

Eamings (loss) per share:
Basic $0.68 $1.14 $(0.76)

Diluted: %

income {loss) fram continuing operations $0.61 $1.06 $(0.01)
Income {loss} from businesses held pending
sale and discontinued operations 0.06 0.05 {0.75)
Diluted eamings (loss) per share $0.67 $1.11 $(0.76)
Shares used to compute basic earmings per share 291,251 290,514 295610
Shares used to compute diluted eamings per share 296,807 303,568 295610
Shares outstanding, net of treasury shares 290,896 290,524 292 868
Cash dividends per share $0.44 $0.43 $0.42
Share price range:
High price $14.28 $13.87 $12.10
Low price $11.69 $10.65 $8.95
Financial Position:
Total assets " $3,028,870  $3,140,202  $2,956,426
Total liabilities 1,874,230 2,048,667 2,039,600
Total debt outstanding 658,150 805,088 819,271
Minority interest 100,000 100,000 100,309
Shareholders’ equity 1,054,640 991,535 816,517
(1) In accordance with SFAS 142, the Company's goodwilt and intangible assets that are not amortized are subject to at least an annual assessment for
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impaiment by applying a fair-valus based test. In the third quarter of 2003, the Company recorded a non-cash impainment charge associated with the
goodwill and inlangible assets at its TruGreen LandCare business unit. This charge, which is included in the results of continuing operations for 2003,
fotaied $189 milion pre-tax, $156 milfion afer-tax, and $0.53 per diluted share. Also in the third quarter of 2003, the Company recorded a non-cash
impairment charge associated with the goodwill and intangible assets at its American Residential Services (ARS) and American Mechanical Services
{AMS) operations. The Company is currently holding these operations for sals, accordingly, the financial resutts for the ARS and AMS operations, as well
as the impairment charge related to these operations ($292 milion pre-tax, $227 million afler-tax), are classified within the financial staterment caption
“pusinesses held pending sale and discontinued operations® for all periods. See the “Goodwill and Intangible Assets™ note in the Notes to Consolidated
Financial Statements.

In January 2005, the Company announced that it had reached a comprehensive agreement with the Intemal Revenue Service regarding Hs examination of
the Company's federal income taxes through the year 2002. As a result of this agreemend, the Company recorded a non-¢ash reduction in its 2004 tax
provision, thereby increasing net income by approximately $159 million. Approximately $150 million related fo continuing operations ($.49 per diluted
share) and $9 million related fo businesses held pending sale and discontinued operations ($.03 per diluted share). See the “Income ‘Taxes” note in the
Notes to the Consolidated Financial Statements.

The Company intends to sell its American Residenttal Services (ARS) and American Mechanical Services (AMS) companies so that it can concentrate
resourcas on its main growth companies. These operations were previously disclosed as the Company’s ARS/AMS segment. Because the Company
intends 1o sell these companies, the results of these operations are classtied within the financial statement caption *businesses heid pending sale and
discontinued operations” in all periods. See the Management Discussion and Analysis of Financial Position and Resulis of Operations for a discussion of
the components of businesses held pending sale and discontinued operations.
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ftem 8. Financial Statements and Supplementary Data

Management's Report on Internal Control over
Financial Reporting. The management of The
ServiceMaster Company (“The Company’) is responsible
for establishing and maintaining adequate internal control
over financial reporting. The Company’s internat control
over financial reporting is designed to provide reasonable
assurance to the Company’s management and board of
directors regarding the preparation and fair presentation of
published financial statements.

All internal control systems, no matter how well designed,
have inherent limitations. Therefore, even those systems
determined to be effective can provide only reasonable
assurance with respect to financial statement preparation
" and presentation.

Management assessed the effectiveness of the
Company's internal control over financial reporting as of
December 31, 2005. [n making this assessment, it used
the criteria set forth by the Committee of Sponsoring
Organizations of the Treadway Commission in Internal
Control - Integrated Framework. Based on our
assessment we believe that, as of Decernber 31, 2005, the
Company's intemal control over financial reporting is
effective based on those criteria.

Deloitte & Touche LLP, the Company's auditors, have
issued an aftestation report on our management's
assessment of the effectiveness of our internal control
over financial reporting as of December 31, 2005. This
attestation report is included below.

Report of Independent Registered Public Accounting
Firm

To the Board of Directors and Shareholders of The
ServiceMaster Company

We have audited management’s assessment, included in
the accompanying Management's Report on Intemal
Control over Financial Reporting, that The ServiceMaster
Company and subsidiaries (the *Company”} maintained
effactive Internal control over financial reporting as of
December 31, 2005, based on criteria established in
Intermal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway
Commission. 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 contrel 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. Our audit
included obtaining an understanding of internal cantrol
over financial reporting, evaluating management's
assessment, testing and evaluating the design and
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operating effectiveness of internal control, and performing
such other procedures as we considered necessary in the
circumstances. We believe that our audit provides a
reasonahle basis for our opinions.

A company's internal control over financial reporting is a
process designed by, or under the supervision of, the
company's principal executive and principal financial
officers, or persons performing similar functions, and
effected by the company's board of directors,
management, and other personnel 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 the inherent limitations of internal control over
financial reporting, including the possibility of collusion or
improper management override of controls, material
misstatements due to error or fraud may not be prevented
or detected on a timely basis. Also, projections of any
evaluation of the effectiveness of the internal control over
financial reporting to future periods are subject to the risk
that the controls may become inadequate because of
changes in conditions, or that the degree of compliance
with the policies or procadures may deteriorate.

In our opinion, managements assessment that the
Company maintained effective internal control  over
financial reporting as of December 31, 2005, is fairly
stated, in all material respects, based on the criteria
established in Internal Contrel — integrated Framework
issued by the Committee of Sponsoring Organizations of
the Treadway Commission. Also in our opinion, the
Company maintained, in all material respects, effective
intermal control over financial reporting as of December 31,
2005, based on the criteria established in Internal Control
— Integrated Framework issued by the Committee of
Sponscring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of
the Public Company Accounting Oversight Board {United
States), the consolidated financial statements as of and for
the year ended December 31, 2005 of the Company and
our report dated February 27, 2006 expressed an
unqualified opinion on those financial staterments.

tsf Deloitte & Touche LLP
Chicago, lllinois
February 27, 2006



Consolidated Statements of Operations
(In thousands, except per share data)

For years ended Decamber 31, 2005 2004 2003
Operating Revenue $3,239,478 $3,068,068 $2,895,028
Operating Costs and Expenses:
Cost of services rendered and products sold 2,011,978 1,919,220 1,837,592
Selling and administrative expenses 881,963 818,534 752,036
Amortization expense 5,454 6,006 5,875
Charge for impaired assets and other items o - - 188 870
Total operating costs and expenses 2,899,395 2,743,760 2,784,373
Operating Income 340,083 324,308 110,655
Non-operating Expense (Incoms)
Interest expense 56,999 60,708 65,255
Interest and investment income (19,832) (15,469) {165,012)
Minority interest and other expense, net 8,218 8,225 8,151
Income from Continuing Operations before Income Taxes 294,698 270,844 52,261
Provision (benefit) for income taxes 114,137 {45,779) 54,716
Income (Loss) from Continuing Operations @ 180,561 316,623 (2,455)
Income (loss) from businesses held pending sale and discontinued

operations, net of income taxes 2.9 18,364 14,604 (222,232)
Net Income (Loss) $198,925 $331,227 $(224,687)
Basic Eamnings (Loss) Per Share:
Income (loss) from continuing operations $0.62 $1.09 $(0.01)
Income (loss) from businesses held pending sale and discontinued operations @ 0.06 0.05 {0.75)
Basic Earnings (Loss) Per Share $0.68 $1.14 $(0.76)
Diluted Eamings {Loss} Per Share;™"* ™
Income (‘oss) from continuing operations $0.61 $1.06 $(0.01)
Incom {loss) from businesses held pending sale and discontinued operations 0.06 0.05 {0.75)
Diluted Earnings (Loss) Per Share $0.67 $1.11 $(0.76)

0

@
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In accordance wilh SFAS 142, the Company's goodwil and intangible assets that are not amortized are subject to at least an annual
assessment for impairment by applying a fair-value pased test. In the third quarter of 2003, the Company recorded a non-cash impalrment
charge associated with the goodwilt and intangible assets at lts TruGreen LandCare business unit. This charge, which is included in the results
of continuing operations for 2003, totaled $189 million pre-tax, $156 million after-lax, and $0.53 per diluted share. Also in the third quarter of
2003, the Company recorded a non-cash impairment charge associated with the goodwill and intangible assets at its Arrerican Residential
Services (ARS) and American Mechanical Senvices (AMS) operations. The Company is currently holding ihese operations for sate.
Accordingly, the financial results for the ARS and AMS operations, as well as the impaiment charge related to these operations {$292 million
pre-tax, $227 million after-tax), are classified with the financial statement caption “businesses held pending sale and discontinued operations” for
all periods. See the *Goodwill and Intangible Assets” note in the Notes to Consolidated Financial Statements.

In January 2005, the Company announced that it had reached a comprehensive agreement with the Internal Revenue Service regarding #s
examination of the Company’s federal income taxes through the year 2002. As a result of this agreement, the Company recorded a non-cash
reduction in its 2004 tax provision, thereby increasing net income by approximately $159 million. Approximately $150 milion related to
continuing operations (.49 per diluted share) and $9 million related to businesses held pending sale and discontinued operations ($.03 per
diluted share). See the ‘Income Taxes’ note in the Notes to the Consolidated Financial Staternents.

The Company intends to sall its American Residential Services (ARS) and American Mechanical Services (AMS) companies so it can
concentrale resources on its main growth businesses. These operations were previously disclosed as the Company’s ARS/AMS segment.
Because the Company intends to sell these companies, the results of these operations are classified within the financial staterment caption
“businesses held pending sale and discontinued operations” in all periods. See the Management Discussion and Analysis of Financial Position
and Results of Operations for a discussion of the componenis of businesses held for sale and discontinued operations.

See accompanying Notes to the Consolidated Financial Statements.
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Consolidated Statements of Financial Position
{In thousands, except per share data)

As of December 31, 2005 2004
Assets:
Current Assets:
Cash and cash equivalents $114,508 $256,626
Marketable securities 104,807 103,681
Receivables, less allowances of $17,702 and $21,739, respectively 309,567 274,685
Inventories 60,331 51,248
Prepaid expenses and other assets 23,948 24,657
Deferred customer acquisition costs 40,402 41,574
Deferred taxes 35,050 108,780
Assets of businesses held pending sale and discontinued operations 135,100 112,501
Total Current Assets 823,713 978,752
Property and Equipment:
Af cost 364,503 339,426
Less: accumulated depreciation {202,676) (176,503)
Net Property and Equipment 161,827 162,923
Other Assets:
Goodwill 1,548,070 1,511,873
tntangible assets, primarily trade names, net 230,343 220,795
Notes receivable 30,941 35,411
Long-term marketable securities 147,332 135,824
Cther assets 9,304 14,227
Assets of busir held pending sale and discontinued operations 77,340 80,397
Total Assets $3,028,870 $3,140,202
Liabilities and Shareholders’ Equity:
Current Liabilities:
Accounts payable $91,625 $55,631
Accrued liabilities:
Payroll and related expenses 103,028 98,426
Self-insured claims and related expenses 93,047 83,075
Income taxes payable 30,730 152,841
Other 87,984 93,799
Deferred revenue 432,741 429,512
Liabilities of businesses held pending sale and discontinued operations 97,294 91,396
Current portion of long-term debt 19,222 23,247
Total Current Liabilities 955,671 1,027,927
Long-Temn Debt 638,928 781,841
Long-Term Liabilities:
Deferred taxes 113,300 28,100
Liabilities of businesses held pending sale and discontinued operations 10,130 9,615
Other long-term obligations 156,201 141,184
Total Long-Term Liabiiities 279,631 238,899
Minority Interest 100,000 100,000
Commitments and Contingencies {See Note)
Shareholders’ Equity:
Common stock $0.01 par value, authorized 1,000,000 shares; issued
321,338 and 318,559, respectively 3213 3,186
Additiona! paid-in capital 1,117,388 1,083,057
Retained eamings 282,993 212,116
Accumulated other comprehensive income 7,197 10,804
Restricted stock (unearned compensation) (14,438) {12,857}
Treasury stock (341,713) (304,771}
Total Shareholders’ Equity 1,054,640 961,535
Total Liabilities and Shareholders’ Equity $3,028,870 $3,140,202

See accompanying Notes to the Consolidated Financial Statements
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Consolidated Stataments of Shareholders’ Equity
(In thousands)

Additional Accumulated
Common Paid-in Retained Comprehensive Restricted  Treasury Total
Stock Capital Eamings  Income (Loss) Stock Stock Equity
Balance December 31, 2002 $3,160 $1,054272  $355.893 $(849)  $(1,988) $(191.788) $1 ,218,700
Net loss 2003 (224,687) (224,687}
Other comprehensive income,
net of tax:
Net unrealized gain on securities,
net of reclassification
adjustment 7,022 7.022
Foreign currency translation 1,759 1,759
Total comprehensive income (|0ss) (224,687) 8,781 (215,906)
Sharehotders’ dividends (124,841) {124,841)
Shares issued under options,
grant ptans,
and other (2,700 shares) 13 7,368 (2,380) 19,144 24,145
Treasury shares purchased
{8,084 shares) (85,581} {85,581}
Balance December 31, 2003 $3,473  $1,061,640 $6,365 $7,932  §$(4,368)  $(258,225) $816,517
Net income 2004 331,227 331,227
Other comprehensive income,
net of tax:
Net unrealized gain on securities,
net of reclassification
adjustment ¥ 826 826
Foreign currency transtation 2,046 2,046
Total comprehensive income 331,227 2,872 334,099
Shareholders’ dividends {125,476) (125,476)
Shares issued under oplions,
grant plans,
and other (2,711 shares) 13 21,273 (8.489) 13,937 26,734
Treasury shares purchased
(5,353 shares} (63,814) (63.814)
Shares issued for acquisitions
{297 shares) 144 3,331 3,475
Balance Dacember 31, 2004 $3,186 $1,083,057 $212,116 $10,804 $(12,857)  $(304,771) $991,535
Net income 2005 198,925 198,925
Other comprehensive income,
net of tax:
Net unrealized loss on securities,
net of reciassification
adjustment * (2,188) (2,188)
Foreign currency translation (1,419) (1,419)
Total comprehensive income (loss}) 198,925 {3.607) 195,318
Shareholders’ dividends {128,048) (128,048}
Shares issued under options,
grant plans,
and other {4,076 shares}) 27 34,277 (1.581) 13,516 46,239
Treasury shares purchased
{3,791 shares) {51.595) (51,595)
Shares issued for acquisitions
(88 shares) 54 1,137 1,191
Batance December 31, 2005 §3,213  $1,117,388  $282,993 $7,197 $(14,438) $(341,713)  $1,054,840
) pigelosure of reclassification amounts (net of tax) relating to comprehensive incame:
2005 2004 2003
Unrealized holding gains arising in period $2,749 $ 4,647 $9,335
Less; Gains realized {4,937} (3.821) {2,313)
Net unrealized gains {losses) on securities $(2,188) $ 826 $7,022

See accompanying Notes to the Consolidated Financial Statements.
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Consolidated Statements of Cash Flows
(In thousands)

For years ended December 31, 2005 2004 2003
Cash and Cash Equivalents at January 1 $256,626 $228,161 $227 177
Cash Flows from Operating Activities:
Net Income (Loss) 198,925 331,227 (224,687)
Adjustments to reconcile net income {loss) to net cash
provided from operating activities:
{Incomne) loss from businesses held pending sale and
discontinued operations (18,364} (14,604) 222,232
Non-cash reduction in continuing operations tax expense - (149,722) -
Non-cash charge for impaired assets and other items, net of tax - - 156,200
Depreciation expense 44,313 42 660 41,464
Amortization expense 5,454 6,006 5,875
Change in working capital, net of acquisitions:
Change in tax accounts:
Deferred income taxes 60,941 66,639 65,256
Resolution of income tax audits (86,356) 25,000 -
Receivables (29,439) (12,765) (14,096)
Inventories and other current assets (3,743) 4,692 3,519
Accounts payable 36,741 (3,436} (6,778)
Deferred revenue 1,540 14,339 22,947
Accrued liabilities 17,848 51,285 (4,014)
Other, net 14,848 8,716 1,113
Net Cash Provided from Operating Activities 242,708 370,057 269,031
Cash Flows from Investing Activities:
Property additions (#M,771} (45,3486) (33,083)
Sale of equipment and other assets 2838 6,606 10,498
Business acquisitions, net of cash acquired (33,719) (40,184) (28,875)
Proceeds from business sales - - 21,106
Notes receivable, financial investments and securities {8,371) (45,580) (23.499)
Net Cash Used for Investing Activities (81,023) {124,504) {53,853)
Cash Flows from Financing Activities:
Borrowings of debt 730,287 1,000 99,123
Payments of debt (894,102) (38,042) (130,339)
Shareholders’ dividends (128,048) {125,476} (124,841)
Purchase of ServiceMaster stock {52,324) {63,085) (85,581)
Other, net 29,518 16,631 16,330
Net Cash Used for Financing Activities (314,669) {208,972} {225,308)
Cash Flows from Businesses Held Pending Sale and
Discontinued Operations:
Cash provided from (used for) operating activities of businesses
held pending sale and discontinued operations 14,181 (1,189) 16,662
Cash used for investing activities of businesses held pending
sale and discontinued cperations {3,315} (6,927) (5,548)
Net Cash Provided from (Used for) Businesses Held Pending
Sale and Discontinued Operations 10,866 (8,1186) 11,114
Cash Increase (Decrease) During the Year (142,118} 28,465 984
Cash and Cash Equivalents at December 31 $114,508 $256,626 $228,161

See accompanying Notes to the Consolidated Financial Statements.
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Notes to the Consolidated Financial Statements

Significant Accounting Policies

Summary: The consolidated financial statements include
the accounts of ServiceMaster and its majority-owned
subsidiary partnerships and corporations, collectively referred
to as the Company. Intercompany transactions and
balances have been eliminated. In 2005, the Company
reported its gross debt borrowings and payments in the
Consolidated Statements of Cash Flows. Historically, the
Company netted debt borrowings and payments. The 2004
and 2003 information has been changed to conform {o the
2005 presentation.

The preparation of the consofidated financial statements
requires management to make certain estimates and
assumptions required under generally accepted accounting
principles ("GAAP") which may differ from actual results. The
more significant areas requiring the use of management
estimates relate to the allowance for receivables, accruals for
selfinsured retention limits related to medical, workers'
compensation, auto and general liability insurance claims,
accruats for home warranty and termite damage claims, the
possible outcomes of outstanding litigation, accruals for
income tax liabilities as well as deferred tax accounts, the
deferral and amortization of customer acquisition costs,
useful lives for depreciation and amortization expense, and
the valuation of tangible and intangible assets.

The allowance for receivables is developed based on several
factors including overall customer credi quality, historical
write-off experience and specific account analyses that
project the ultimate coliectibility of the outstanding balances.
As such, these faclors may change over time causing the
reserve level to vary.

The Company carries insurance policies on insurable risks at
levels which it believes to be appropriate, including workers'
compensation, auto and general liability risks. The Company
has self-nsured retention limits and insured layers of excess
insurance coverage above those limits. Accruals for self-
insurance losses and warranty claims in the American Home
Shield business are made based on the Company's claims
experience and actuarial projections. Current activity could
differ causing a change in estimates. The Company has
certain liabilities with respect to existing or potential claims,
lawsuits, and other proceedings. The Company accrues for
these liabilities when it is probable that future costs will be
incurred and such costs can be reasonably estimated. Any
resulting adjustments, which could be material, are recorded
in the period the adjustments are identified.

The Company records deferred income tax balances hased
on the net tax effects of temporary differences between the
carrying value of assets and liabilities for financial reporting
purposes and income tax purposes. There are significant
amortizable intangible assets for tax reparting purposes (not
for financial reporting purposes) which arose as a result of
the Company’s reincorporation from partnership to corporate
form in 1897. The Company records its deferred tax items
based on the estimated value of the tax basis. The
Company adjusts tax estimates when required to reflect
changes based on factors such as changes in tax laws,
results of tax authority reviews and statutory limitations.

Fixed assets and intangible assets with finite lives are
depreciated and amortized on a straight-line basis over their
estimated useful lives. These lives are based on the
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Company's previous experience for similar assets, the
potential for market obsolescence and other industry and
business data. An impairment loss would be recagnized if
and when the undiscounted future cash flows derived from
the asset are less than its carrying amount. Changes in the
estimated useful lives or in the asset values could cause the
Company to adjust its book value or future expense
accordingly.

The Company does not amodize its goodwill or indefinite-
lived intangible assets. The Company tests these assets far
impairment, at a minimum, on an annual basis {October 1%)
by applying a fairvalue based fest. An impaiment loss
would be recorded if and when the Company determines that
the expected present value of the future cash flows is less
than the book value. As permitted under SFAS 142, the
Company carmies forward a reporting unit's valuation from the
most recent valuation under the following conditions: the
assets and liabilities of the reporting unit have not changed
sighificantly since the most recent fair value calculation, the
rmost recent fair value calculation resulted in an amount that
exceeded the carrying amount of the reporting unit by a
substantial margin, and based on the facts and
circumstances of events that have occurred since the last fair
value determination, the likelinood that a current fair value
calculation would result in an impairment would be remote.

Revenue: Revenue from lawn care, pest control, liquid and
furmigation termite applications are recognized as the
services are provided. Revenue from landscaping services
are recognized as they are eamned based upon monthly
contract arrangements or when services are performed for
non-contractual arrangements. The Company eradicates
termites through the use of baiting stations, as well as
through non-baiting methods (e.g., fumigation or liquid
treatments). Termite services using baiting stations, as well
as home waranty services, are frequently sold through
annual contracts for a one-time, upfront payment. Direct
costs of these contracts (service costs for termite contracts
and claim costs for warranty contracts) are expensed as
incurred. The Company recognizes revenue over the life of
these confracts in proportion to the expected direct costs.
Reverue from trade name licensing arrangements is
recognized when earned. Franchised revenue (which in the
aggregate represents approximately three percent of
consolidated revenue) consists principally of continuing
monthly fees based upon the franchisee's customer level
revenue. Monthly fee revenue is recognized when the
related customer level revenue is reported by the franchisee
and collectibility is assured. Franchised revenue also
includes initial fees resulting from the sale of a franchise.
These fees are fixed and are recognized as revenue when
collectibility is assured and all material services or conditions
relating to the sale have been substantially performed. Total
franchise fee profits (excluding trade name licensing)
comprised 10.5, 10.3 and 109 percent of consolidated
operating income (exduding the impairment charge in 2003}
before headquarter overhead in 2005, 2004 and 2003,
respectively.

The Company had $433 million and $430 million of deferred
revenue at December 31, 2005 and 2004, respectively,
which consist primarily of payments received for annual
contracts relating to home wamanty, temmite baiting, pest
control and lawn care services. The revenue related to these
services is recognized over the contractual period as the



Notes to the Consolidated Financial Statements
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direct costs emerge, such as when the services are
performed or claims are incurred.

Deferred Cusfomer Acquisition Costs: Customer
acquisition costs, which are incremental and direct costs of
obtaining a customer, are deferred and amortized over the
life of the related contract in proportion to revenue
recognized. These costs include sales commissions and
direct selling costs which can be shown to have resufted in a
successful sale.

Interim Reporting: TruGreen ChemLawn has significant
seasonality in its business. In the winter and early spring,
this business sells a series of lawn applications to customers
which are rendered primarily in March through October (the
production season). This business incurs incremental selling
expenses at the beginning of the year that directly relate to
successful sales for which the revenues are recognized in
later quarters. On an interim basis, TruGreen ChemLawn
defers these incremental selling expenses, pre-season
advertising costs and annual repairs and maintenance
procedures that are performed in the first quarter. These
costs are defermed and recognized in proportion to the
revenue over the production season, and are not deferred
beyond the calendar year-end. Other business segments of
the Company also defer, on an interim basis, advertising
costs incured early in the year. These costs are deferred
and recognized approximately in proportion to revenue over
the balance of the year, and are not deferred beyond the
calendar year-end.

Advertising: As discussed in the “Interim Reporting™ note
above, certain pre-season advertising costs are deferred and
recognized approximately in proportion to the revenue over
the year. Certain other advertising costs are expensed when
the advertising occurs. The cost of direct-response
advertising at Terminix, consisting primarily of direct-mail
promeotions, is capitalized and amortized over its expected
period of future benefits, which is the one-year contract life.

inventory Valuation: Inventories are valued at the lower of
cost (primarily on a weighted average cost basis} or market.
The inventory primarily represents finished goods 1o be used
on the customers’ premises or sold to franchisees.

Property and Equipment, intangible Assets and
Goodwill: Buildings and equipment used in the business
are stated at cost and depreciated over their estimated useful
lives using the straight-ine method for financial reporting
purposes. The estimated useful lives for building and
improvements range from 10 to 40 years, while the estimated
useful lives for equipment range from three to 10 years.
Leasehold improvements relating to leased facilities are
depreciated over the remaining life of the lease. Technology
equipment as well as software and development have an
estimated usefu! life of three to seven years. Intangible
assets consist primarily of geodwill ($1.5 billion), trage names
($215 million) and other intangible assets ($15 million).

As required by SFAS 142, goodwill is not subject to
ameortization and intangible assets with indefinite useful fives
are not amartized until their usefut lives are determined to no
longer be indefinite. Goodwill and intangible assets that are
not subject to amortization are subject to an assessment for
impairment by applying a fair-value based test on an annual
basis or more frequently if circumstances indicate a potential
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impairment, As permitted under SFAS 142, the Company
camies forward a reporting unit's valuation from the most
recent valuation under the following conditions; the assets
and liabilities of the reporting unit have not changed
significantly since the most recent fair value calculation, the
most recent fair value calculation resulted in an amount that
exceeded the carrying amount of the reporting unit by a
substantal margin, and based on the facts and
crcumstances of events that have occurred since the last fair
value determination, the likelihood that a current fair value
calculation would result in an impairment would be remote.
For the 2005 goodwill and trade name impaiment review,
the Company carried forward the valuations for all reporting
units except ARS. A valuation analysis performed for ARS
indicated no impairment.

As required by SFAS 144 “Accounting for the Impairment or
Disposal of Long-Lived Assets’, the Company's long-lived
assets, including fixed assets and intangible assets (other
than goodwill), are tested for recoverability whenever events
or changes in circumstances Indicate that their carrying
amounts may not be recoverable. Based on these reviews,
when the undiscounted future cash flows derived from using
the asset are less than the carrying amount of the asset, an
impairment loss is recognized based on the asset's fair
value, and the carrying amount of the asset is reduced
accordingly.

Fair Value of Financial Instruments and Credit Risk: The
carrying amounts of receivables, accounts payable, and
acerued liabilities approximate fair value because of the short
maturity of these instruments. The carrying amounts of long-
term notes receivables approximate fair value as the effective
interest rates for these instruments are comparable to market
rates at year-end. The carrying amount of current and long-
term marketable securities also approximate fair value, with
unrealized gains and losses reported net-oftax as a
component of accumulated comprehensive income {loss).
The carrying amount of total debt is $658 million and $805
million and the estimated fair value is approximately $666
million and $875 millon at December 31, 2005 and 2004,
respectively. The estimated fair value of debt is based upon
borrowing rates currently available to the Company for long-
term borrowings with similar terms and maturities.

The Company does not hold or issue derivative financial
instruments for trading or speculative purposes. The
Company has entered into specific financial arangements in
the narmal course of business to manage cerain market
risks, with a policy of matching positions and limiting the
terms of contracts to relatively short durations. The effect of
derivative financial instrument fransactions is not material to
the Company's consolidated financial statements.

In accordance with SFAS 133 “Accounting for Derivative
Instruments and Hedging Activities”, the Company's interest
rate swap agreements are classified as fair value hedges
and, as such, gains and losses on the swaps as well as the
gains and losses on the related hedged items are recognized
in current earnings.

Derivative financial instrurents, which potentially subject the
Company to financial and credit risk, consist principally of
investments and receivables. Investments consist primarily
of publicly traded debt and common equity securities, The
Company pericdically reviews its portfolio of investments to
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determine whether there has been an other than temporary
decline in the value of the investments from factors such as
deterioration in the financial condition of the issuer or the
market(s) in which it competes. Receivables have little
concentration of credit risk due to the large number of
customers with relatively small balances and their dispersion
across geographical areas. The Company maintains an
allowance for losses based upon the expected coliectibility of
receivables.

Income Taxes: The Company accounts for income faxes
under SFAS 109, “Accounting for Income Taxes." This
Statement uses an asset and liability approach for the
expected future tax consequences of events that have been
recognized in the Company's financial statements or tax
returns. Deferred income taxes are provided fo reflect the
differences between the tax bases of assets and liabilities
and their reported amounts in the financial statements.

Earnings Per Share: Basic eamings per share is hased on
the weighted-average number of common shares
outstanding during the year. The weighted average number
of common shares used in the diluted eamings per share
calculation include the incremental effect related to
outstanding options and stock appreciation rights (SARS)
whose market price is in excess of the grant price. Shares
potentially issuable under convertible securities have been
considered outstanding for purposes of the diluted eamings
per share calculations. In computing diluted earnings per
share, the after-tax interest expense related to convertible
securities is added back to net income in the numerator,
while the number of shares used in the denominator include
the shares issuable upon conversion of the securities.

Sfock-Based Compensation: Beginning in 2003, the
Company has been accounting for employee stock options
as compensation expense in accordance with SFAS 123,
“Accounting for Stock-Based Compensation.” SFAS 148,
“Accounting for Stock-Based Compensation — Transition and
Disclosure, an amendment of FASB Statement No. 1237,
provides altemnative methods of transitioning to the fair-value
based method of accounting for employee stock options as
compensation expense. The Company is using the
“prospective method” of SFAS 148 and is expensing the fair
value of new employee option grants awarded subsequent to
2002.

Prior to 2003, the Company had accounted for employee
share options under the intrinsic method of Accounting
Principles Board Opinion 25. Compensation expense
determined under the fair-value based method of SFAS 123
relating to newly issued awards as well as the unvested
partion of the previously issued awards would have resulted
in proforma reported net income and net earnings per share
as follows:
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(In thousands,
except per share data) 2005 2004 2003
Net income (foss) as
reported $198,925 $331,227  $(224,687T)

Add back: Stock-based

compensation expense

included in reported net

income, net of related

tax effects 2,280 1,729 €09

Deduct; Stock-based

compensation expense

determined under fair-

value method, net of

related tax effects {5,742) (6,346) (6.179)
Proforma net income (loss) $195,463 $326,610  $(230.257)
Basic Eamings Per Share:
As reported $0.68 $1.14 $(0.76)
Proforma 0.67 1.12 (0.78)
Diluted Earnings Per Share;
As reported $0.67 $1.11 $(0.76)
Froforma 0.66 1.09 {0.78)
See the “Sharcholders’ Equify” note to the Consolidated

Financial Statements for a description of the assumptions used
to compute the above stock based compensation expense.

Newly Issued Accounting Statements and Posifions: In
December 2004, the FASB issued SFAS 123 (revised
2004), “Share-Based Payment’ (SFAS 123(R)). This
Statement replaces SFAS 123, “Accounting for Stock-
Based Compensation”, and supersedes APB Opinion No.
25, *Accounting for Stock Issued to Employees”. SFAS
123(R) requires that stock options and share grants be
recorded at fair value and this value is recognized as
compensation expense over the vesting period. The
Statement requires that compensation expense be
recorded for newly issued awards as well as the unvested
partion of previously issued awards that remain outstanding
as of the effective date of this Statement. The provisions of
this Statement become effective beginning with the
Company's 2006 fiscal year (January 1, 2006). The
Company had previously disclosed that it had expected to
restate prior periods as if this Statement were in effect for
all periods. As permitted by this Statement, the Company
will instead prospectively apply the provisions of this
Statement effective January 1, 2006. The Company
currently estimates that the adoption of this Statement will
reduce earnings per share in 2006 by approximately $.01.

Recently Adopted Accounting Principles: The Company
adopted the provisions of FASB Interpretation 47,
“Accounting for Conditional Asset Retirement Obligations™
(FIN 47), an interpretation of FASB Statement 143
“Accounting for Asset Retirement Obligations (SFAS 143).
FIN 47 clarifies that an entity is required to recognize a
liability for a conditional asset retirement obligation when
incurred if the fair value of the obligation can be reasonably
estimated. This interpretation further clarified the term
“conditional asset retirement obligation”, as used in SFAS
143, as a legal obligation to perform an asset retirement
activity in which the timing and/or method of setflernent are
conditiona!l on a future event that may or may not be within
control of the entity. FIN 47 is effective for companies no
tater than the end of their first fiscal year ending after
December 15, 2005, The adoption of FIN 47 did not have a
significant impact on the Company.



