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Report of Independent Certified Public Accountants

Board of Directors
Recreational Equipment, Inc.

We have audited the accompanying consolidated balance sheets of Recreational Equipment, Inc. (a Washington corporation) and Subsidiary as of
December 31, 2007 and 2006, and the related consolidated statements of income, members’ equity, and cash flows for the years then ended. These

financial statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on these financial statements based
on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America as established by the American Institute
of Certified Public Accountants. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company’s internal
control over financial reporting. Accordingly, we express no such opinion. An audit also includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial staternent presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of Recreational

Equipment, Inc. and Subsidiary as of December 31, 2007 and 2006, and the results of their operations and their cash flows for the years then ended in
conformity with accounting principles generally accepted in the United States of America.

(oruet Thome Jow LLP

Seattle, Washington
March 21, 2008
Recreational Equipment, Inc. Recreational Equipment, Inc.
CONSOLIDATED BALANCE SHEETS CONSOLIDATED STATEMENTS OF INCOME
For the years ended December 31, 2007 and 2006 For the years ended December 31, 2007 and 2006
(IN THOUSANDS) (IN THOUSANDS)
2007 2006 2007 2006
Assets
Current assets: et sal 5 0. &
Cash and cash equivalents 5 13506 $ 14,756 Net sales $ 1342004 § 1181531
Short-term investments 131,847 145,198 Cost of sales 754,671 659,568
Accounts receivable, less allowance for doubtful accounts G i _ ,
of §256 and $169, respectively 22615 12,634 coss peofit 587,353 521,963
Inventosics 180,971 155,265
Deferced income taxes 23,248 20437 Openating expenses:
Prepaid expenses and other 17,880 12,130 Payroll-related costs 253,852 224,844
Total current assets 389,667 360,420 Occupancy, general and administrative 226,975 191,569
Property, plant, and equipment, net 368,360 306,486 480,827 416,413
Deferred income taxes 3,526 2,714 o . z,
Other €503 5207 Operating income 106,526 105,550
Total assets 3 768356 3 G748 Otherincome, net 10,798 7,721
Liabilities and members” equity Income before patronage refunds and income taxes 117,324 113,271
Curzent liabilities:
Accounts payable $ 64,996 $ 50,94 Patronage refunds 53,423 49,409
Customer related obligations 69,986 58,942
Patronage refunds payable 58,598 55,062 Income before income taxes 63,901 63,862
Accrued payroll and celated benefits 37,073 34,705
RF“, Visa rebate payable — 28,451 4950 Provision for income taxes 22474 23,589
Business taxes and other accrued lisbilities 21,537 2L,117
Retirement and profit-sharing liabilities 19,451 17,095 . ., .
Income taxes payable 8.349 11243 Net income S 44§ 40273
Total current liabilities 308,441 274,058
Deferred rent and other liabilities 41,882 33,555
Members’ equity:
Memberships 102,067 92,675
Retained carnings 315,966 274,539
Total members’ equity 418,033 367,214
Total liabilities and membees’ equity $ 768,356 $ 674,827
The accompanying notes ace an integral part of these financial statements. The accompanying notes ace an integral part of these financial statements.




Recreational Equipment, Inc.
CONSOLIDATED STATEMENT OF MEMBERS’ EQUITY

For the years ended December 31, 2007 and 2006

(IN THOUSANDS)
Total
Retained Members’
Memberships Eamings Equity

Balance at January 1, 2006 $ 84,407 3 236510 § 320917
Cumulative effect of adoption of accounting

prnciple, net of tax of $1,314 (note A) - 2,244) (2,244)

Memberships issued 8,268 - 8,268

Net income - 40,273 40,273
Balance at December 31, 2006 92,675 274,539 367,214

Memberships issued 9,392 - 9,392

Net income - 41,427 41,427
Balance at December 31, 2007 3 102,067 § 315966  $ 418,033

The accompanying notes are an integeal part of this financial statement.

Recreational Equipment, Inc.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

For the years ended December 31, 2007 and 2006

NOTE A - SIGNIFICANT ACCOUNTING POLICIES

1. Buginess Overview

bsidi

R ional i Inc. and its (“REI” or the “Company”) operate as a cooperative for the
purpose of purchasmg and selling outdoor equipment and sporting goods through 96 retail stores located
throughout the United States and via the Intemnet and mail ocder to the United States and intemationally.
The Company sells and services gift cards through its wholly owned subsidiary, REI Customer Services, Inc.

2. inciples of Consolidation

The consolidated financial statements include the accounts of [hC Company and its wholly owned subsidiary.

All inteccompany balances and t ions have been eliminated upon

3. Jse of Estimates

Thep ion of financial in ity with ing principles generally accepted in the
United States of America requires to make esti and ptions that affect the amounts
reported in the consolidated financial and acc ing notes. Actual cesults could differ from

those estimates.

4 ash and Cash Equivalent

The Company iders all highly liquid i with original matuzities of three months or less to be
cash equivalents. ‘Cash and cash equivalents include payments due from banks for third-pacty credit caed and
debit card deposits which are typically received within 24 to 48 hours of the sales transaction, except for
transactions occurring on a Frday, which are generally processed the following Monday. Amounts due from
banks for these transactions, which are classified as cash, totaled $9,365,000 and $6,998,000 at

December 31, 2007 and 2006, respectively. The Company maintains cash and cash equivalent balances with
financial institutions that exceed federally insured limits. The Company has not expedenced any losses
related to these balances, and management believes its credit sk to be minimal.

5. Cash Management

The Company’s cash management system provides for the reimbursement of all major bank disbussement
accounts on a daily basis. Accounts payable at December 31, 2007 and 2006 included $13,406,000 and
$10,713,000, respectively, of checks issued but not yet presented for payment. Furthermore, accrued payrolt
at December 31, 2007 and 2006 included $1,204,000 and $1,366,000, respectively, of checks issued but not
yet presented for payment.

Recreational Equipment, Inc.
CONSOLIDATED STATEMENTS OF CASH FLOWS

For the years ended December 31, 2007 and 2006

(IN THOUSANDS)
2007 2006
Opeating activities
Net income $ 41427 $ 40,273
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation and amortization 40,772 34,131

Provision for sales retums 2,169 2,377

Benefit from deferred income taxes (3,623) (G221

Defesred rent expense 1,812 1,836

Loss on sale of equipment and asset write-downs 116 1,156

Changes in operating assets and liabilities:

Increase in accounts receivable (9.981) 729

Increase in inventories (22,956) (18,665)

Increase in prepaids and other current assets (5,750) (2,113)

Inceease in payables and other accrucd expenses 27,769 22,966
Net cash provided by operating activities 7,755 72011
Tnvesting activities:

Purchases of short-term investments (1,191,072 (1,075,6635)

Proceeds from sale of short-teem investments. 1,204,823 1,054,873

Pucchases of property and equipment (105,283) (63,259)

Proceeds from landloxds for leasehold improvements 9,135 7.770
Net cash used in investing activities (82,397) (76,281)
Financing sctivities:

Proceeds from sale of memberships 9,392 8.268
Net cash provided by financing activities 9,392 8.268
Net increase (decrease) in cash and cash equivalents (1,250) 3,998
Cash and cash equivalents at beginning of year 14756 10758
Cash and cash equivalents at end of year s 13506 § 14,756

pl 1 discl of cash flow inf;

Cash paid for
Interest $ 27 $ -
Income taxes $ 28,971 $ 26,783

‘The accompanying notes are an integral part of these financial statements.

Recreational Equipment, Inc.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

For the years ended December 31, 2007 and 2006

NOTE A - SIGNIFICANT ACCOUNTING POLICIES - Continued

6. hort-Term Investments

Short-term investments consist primarily of auction rate s hased from instituti Such
secutics have legal maturities that typically are at least 20 years, but have interest rates that reset on a
periodic basis (typically less than 90 days). Furthemmore, the Company has the fght to sell these securities at
each reset date, and as such are deemed short-teem investments. These securitics are carcied at cost, which
approximates fair value and which is based on quoted market values. Beginning in mid-Februacy 2008, many
auction rate securities failed auction due to sell orders exceeding buy orders. Anticipating this possibility, the
Company sold their investments in auction rate securities in advance of these failed auctions and did not
experence any losses related to the sales of these securities.

7. Fair Yalug of Finangial

The carrymg value of financial instruments, including cash and cash equivalents, reccivables, and payables,
faic value at D ber 31, 2007 and 2006.

8. Inventodes

Inventories are valued at the lower of cost or market. Costis d ined by using a weigheed-average cost
med—md The Company records a write-down of inventories which are obsolete or slow-moving based upon
hi P and the application of the specific identification method.

9. Property, Plant, and Equipment

Property, plant, and equipment are recorded at cost. Depreciation is computed pramarily by using the
straight-line method based on the assets’ estimated useful lives, which are 15 to 30 years for buildings and
improvements; 3 to 10 years for equipment, fumiture, and fixtures; and 3 years for reatal equipment.
Leasehold imp ate ized using the straight-line method over the lease period or useful life of
the improvements, whichever is shorter. Maintenance and repairs are charged to expense as incurred, and
renewals and betterments which add to the productive capacity or extend the useful life of the asset ate
capitalized. Pre-opening costs for new store locations are expensed as incurred.

1 h

The Company capitalizes certain costs incurred in ion with d ping or ining i |
software in accordance with Statement of Position (SOP) No. 98-1, Acwunting for the Costs q/' Conmputer Software
Deeeloped for or Obrained for Internal Use. Costs of $4,522,000 and $3,692,000 were capitalized for the yeac
ended December 31, 2007 and 2006, respectively, and have been recorded within property, plant, and
equipment.




Recreational Equipment, Inc.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

For the years ended December 31, 2007 and 2006

NOTE A - SIGNIFICANT ACCOUNTING POLICIES - Coatinued

10. Deferred Rent

As part of entering into certain retail store leases, the lessor provides the Company with 2 tenant
improvement allowance. Typically, such allowances are in the form of cash and represent ceimbursements to
the Company for tenant improvements made to the leased space. These improvements are capitalized as
fixed assets, and the allowances are classified as a deferred rent liability. In accordance with Financial
Accounting Standards Board (FASB) Technical Bulletin No. 88-1, Isswes Relating to Accounting for Leases, this
incentive is considered a reduction of rental expense by the lessee over the team of the lease and recognized
on a straight-line basis over the same teem. Tenant allowances in the amounts of $28,049,000 and
$21,435,000 were included as a component of deferred rent during the years ended December 31, 2007 and
2006, respectively.

A majority of the Company’s retail store leases have payment escalation clauses. The Company records rent
expense on a straight-ine basis in accordance with SFAS No. 13, Acounting for Leases. Rent expense in excess
of cash payments is recorded as a deferred rent obligation.

i1, Reven it

The Company recognizes revenue from product sales when products are purchased by customers at the
Company’s stores or when products are shipped for intemet and mail order. Revenue is recorded net of
sales discounts and allowances for retumns. Shipping revenue is included in net sales and the related costs of
shipping are included in cost of goods sold. Proceeds received from gift cards are recorded as deferred
revenue which is a p of related obligations on the lidated balance sheets. The
Company recogmzes revenue associated with gift cards at such time as the items are redeemed for

dise or services, or redemption becomes unlikely. The deteonination of the likelihood of
redemption is based on an analysis of the Company’s historical redemption trends.

12, Membeghips

As a cooperative, the Company is owned by its members. Each member is entitled to one vote in the
election of the Company’s Board of Directors. The ble, one-time beeship
fee is $15 dollars. As of December 31, 2007, there were i ly 8.8 million b

13 Patronage Refunds

‘The Company declares a patronage refund to members based on the fevel of qualifying member purchases
during the year, which is limited to the distdbution of operating income as defined, as required by the
Company’s bylaws. Members have an unqualified dght to redeem their refunds in the year they are issued
plus the succeeding year. For example, if a patronage refund is issued in February 2007, those members
would have a fght to redeem their refund through December 31, 2008. Members may redeem theie refunds
for merchandise credit upon receipt of the refund notice, or they may redeem the refunds for cash between
June 30th and December 31st. Members lose their aght to redeem the refunds allocated to them if they do
not request payment or obtain a merchandise credit within this period.
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Recreational Equipment, Inc.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

For the years ended December 31, 2007 and 2006

NOTE A - SIGNIFICANT ACCOUNTING POLICIES - Continued

18. Sabbatical Teave

In accordance with the provisions of EITF 06-02, Awounting for Sabbatical Leave and Dllur .Y imilar Bmef fts
Pursuant to FASB Statement No. 43, the Company records the p ion cost with d
leaves over the requisite service pedads. The Company provides paid leave to employees with service of 15
or more years. This pronouncement was effective for fiscal year beginning after December 15, 2006. The
Company elected to eacly adopt this guidance for the year ended Decemnber 31, 2006 and recocded a
cumulative effect adjustment to retained eamings as of January 1, 2006 in the amount of $2,244,000 which is
net of income taxes of $1,314,000. The sabbatical leave liability as of December 31, 2007 and 2006 was
$2,853,000 and $3,200,000, respectively.

19. Recent A ing D

In July 2006, the FASB issued ion No. 48, A ing for Ul inty in Income Taxes - an interpretation

of EASB Statement No. 109 (FIN 48). This interpretation clarifies the ing for inty in income

taxes ized in an ise’s financial in d with SFAS No. 109, Accounting for Income

Taxes. This ion p ibes a ition threshold and attbute for the financial
gnition and of a tax position taken or expected to be taken in a tax retum. This

interpretation also provides guidance on derecognition, classification, interest and penalties, accounting in
intedm periods, disclosure, and transition. In January 2008, the FASB issucd a staff position deferang the
effective date for adoption of FIN 48 for prvate p s to fiscal years beginning after

December 15, 2007. The Company does not expect that the adopnon of this statement will have  material
impact on the lidated results of op or financial condi

In June 2006, the FASB ratified the consensus reached on Emerging Issucs Task Force (EITF) Issue No. 06-
03, How Sales Taxes Collected from Custonsers and Remitted ro Gorernmental Anthorities Shontd Be Presented in the Income
Statenent (that is, Gross Veersus Net Presentation). The EITF reached a consensus that the presentation of taxes
on either a gross or net basis is an accounting policy decision that requires disclosure. EITF 06-03 was
effective for beginning January 1, 2007. The Company collects amounts from customers, which under
common trade practices are referred to as sales taxes, and records these amounts on a net basis. The
Company has not modified this ing policy; therefore, the adoption of EITF 06-03 did rot have any
effect on the Company’s financial statements.

20. Reclassification

Certain eeclassifications of thc prior year amounts presented have been made to conform to the current year
financial The recl ions had no impact on operating income or net income.

Recreational Equipment, Inc.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

For the years ended December 31, 2007 and 2006

NOTE A - SIGNIFICANT ACCOUNTING POLICIES - Continued

The Company records the patronage refunds payable liability based upon its estimated refunds that will be
claimed by its members prior to the refund expiration date. The Company has historical expenence that
demonstrates that less than 100% of its members claim their patronage refunds within the time period these
refunds are available to them. The 2007 patronage refunds of $53,423,000 are net of estimated refunds that
will expire in 2009, and the 2006 patronage refunds of 349,409,000 are net of estimated refunds that will
expire in 2008.

14, Customer Related Obligations

Customer related obligations consist pamasly of deferred revenue for unredeemed gifts cards and
merchandise credits. The Company rccognizcs income from gift cards and merchandise credits when: 1) the
gift card or ‘handise ceedit is red d by the ;01 ”) the likelihood of the gift card ar

handise credit being red d by the is remote (break kage rates are d i
based upon historcal redemption pattemns. Gift card and merchandise breakage income is included in other
income in the consolidated statements of income.

15. ncome Taxes

‘The Company operates as a cooperative subject to taxes on all income not distributed to members. The
Company computes income taxes using the asset and liability method, under which deferced income taxes are
provided for the temporary differences between the cartying amounts of assets and liabilities for financial
reporting purposes and the tax basis. The deferced tax assets and liabilities are calculated using the enacted
tax rates that are expected to be in effect when the differences are expected to reverse. The Company
establishes a valuation allowance for deferred tax assets if it is more likely than not that these items will expite
before the Company is able to realize the benefit or future deductibility is uncentain.

16. Advertising

The Company expenses the costs of advertising as incurred. Advertising expense for the years ended
December 31, 2007 and 2006 was $33,710,000 and $27,037,000, respectively.

17. S5 i I ion:

When facts and circumstances indicate that the careying values of long-lived assets may be impaired, an
evaluation for impaiment is performed. An asset is considered impaired when estimated undiscounted,
future cash flows are less than the carrying amount of the asset. In the event that the carrying amount of
such asset is not deemed recoverable, the asset is adjusted to its estimated fair value. Fair value is generally
determined based upon discounted future cash flow. Property, plant, and equipment assets are grouped at
the lowest level in which there are identifiable cash flows when assessing impaiment. Cash flows for retail

assets are identified at the individual store level. No long-lived assets are considered impaired at
December 31, 2007 or 2006,
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Recreational Equipment, Inc.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

For the years ended December 31, 2007 and 2006

NOTE B - PROPERTY, PLANT, AND EQUIPMENT

Property, plant, and equipment consist of the following (in thousands):

2007 2006

Property, plant, and equipment:
Buildings and improvements $ 198,037 $ 169,032
Equipment, fumiture, and fxtures 230,529 183,376
Leaschold improvements 99,343 79,775
Rental equipment 2,838 2,843
530,747 435,026
Less: lated depreciation and izati 264,837 231,872
265,910 203,154
Land 81,101 79,841
Constraction-in-progress 21,349 23,491
Net property, plant, and equipment $ 368,360 $ 306,486

NOTE C - LINES OF CREDIT

The Company has a line of credit available with a bank that pemits borrowings of up to $4,000,000. Interest
on outstanding borrowings accrues at the pame rate. No amounts were outstanding under this line of credit
at December 31, 2007 and 2006. At December 31, 2007, approximately $347,000 of the amounts available
under the line of credit was reserved for outstanding letters of credit. The Company was in compliance with
all covenants imposed by the line of credit agreement as of December 31, 2007 and 2006.
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Recreational Equipment, Inc.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

For the years ended December 31, 2007 and 2006

NOTE D - INCOME TAXES

The provision for income taxes is as follows for the years ended December 31 (in thousands):

2007 2006
Provision for income taxes:
Curent:
U.S. federal $ 22740 % 25,534
State 3,357 3276
26,097 28,810
Deferred (3.623) (5,221)

$ 22,474 $ 23,589

A reconciliation from the U.S. statutory rate to the effective tax rate is as follows for the years ended
December 31 (in thousands):

2007 2006
Amount Percent Amount Percent

Tax at U.S. statutory rate $ 22,365 35.00% $ 22,352 35.00%

State income taxes, net of federal
tax benefit 2,182 3.41% 2,129 3.33%
Tax-exempt income (1,005} (1.57%) {1,054) (1.65%)
Other (1,068) (1.67%) 162 0.26%
$ 22,474 35.17% § 23,580 36.94%
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Recreational Equipment, Inc.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

For the years ended December 31, 2007 and 2006

NOTE F - COMMITMENTS AND CONTINGENCIES

1 Leases

The Company conducts a majority of its operations from leased facilities that include 72 domestic retail
stores. These leases are classified as operating leases. All leases expire within the next 20 years but contain
vadious renewal options. Certain of these leases contain provisions for contingent rentals based on a
percentage of sales revenue. Contingent rentals totaled $79,000 and $266,000 duzing 2007 and 2006,
respectively. Rental expense undec operating leases was approximately $27,009,000 and $21,588,000 for the
years ended December 31, 2007 and 2006, respectively.

Future mini lease p under labl g leases with remaining tems in excess of one
year as of December 31 2007, ace as follows (in thousands)

2008 $ 31,736
2009 33,683
2010 33,847
2011 33,550
2012 31,132
Thereafter 131,672

$ 295,620

2. Other Commitments

In the ordinary course of opening new stores or remodeling existing stores, the Company enters into

related These are typically for a period of less than one year and
totaled approximately $5,683,000 as of December 31, 2007,
3. Contingencies

The Company is subject to legal proceedings and claims that have agsen in the ordinary course of business
that have not been finally adjudicated. In management’s opinion, these actions, when finally concluded and
detemmined, will not have a material adverse effect upon the consolidated financial position of the Company.
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Recreational Equipment, Inc.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

For the years ended December 31, 2007 and 2006

NOTE D - INCOME TAXES - Continued

Significant components of the Company’s deferred income taxes are as follows for December 31, (in
thousands):

2007 2006
Deferred tax assets (liabilities):
Current:
Patronage refunds $ 5,221 $ 4,662
Taventory basis differences (4,529 (3,941)
Gift cards 14,464 12,577
Accruals for financial statements in excess of tax deductions 7,608 6,633
State tax expense 479 506
23,248 20,437
Noncurrent:
Fixed asset depreciation and basis diffecences {2,706) (2,408)
Accruals for financial statements in excess of tax deductions 5,201 4,485
Nongqualified pension accrual 1,031 631
Other - 6
3,526 2,714
Net deferred tax assets 3 26,774 $ 23,151
NOTE E - EMPLOYEE BENEFITS PLAN
The Company has a defined ibuti 1 and profit-shating plan covering empl meeting

certain eligibility requirements (gcncm]ly, one year and 1, 000 hours of service). Company contributions are
basedonap of eligible p ion ranging from 5% to 15%, depending on the
Company’s ¢ bility. The reti andprc‘ sharing plan Company contrbutions were approximatcly
319,063,000 and $16,792,000 for the years ended December 31, 2007 and 2006, respectively.

The Company also has a ualified, defeered comp son plan which provides the Company’s highly
compensated employees with a contribution equal to that which would have been allocated to them under
the qualified retirement plan were it not for the limitations imposed by IRC Section 401 (2)(17) and

Section 415. The plan also provides a voluntaey pay deferral option enabling participants to contribute a
portion of their respective annual compensation. The Company’s contrbutions to the nonqualnﬁcd deferred
compensation plan are based on ap ge of eligible particip ion ranging from 5% to 15%,
depending on the Company’s pmﬁtabllxty Total participant and cmploycr contrbutions were approximately
$1,208,000 and $1,197,000 for the years ended December 31, 2007 and 2006, respectively.

Recreational Equipment, Inc.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

For the years ended December 31, 2007 and 2006

NOTE G - RELATED PARTY TRANSACTIONS

During 2006, the Company purchased 2 20 percent equity interest for $1,000,000 in a company that designs
and distdbutes footwear. During 2007, the Company purchased additional common stock in the amount of
$251,000 which increased its equity intercest to 21.6%. The Company accounts for this investment undes the
equity method and recognized their proportionate shaze of losses during the years ended December 31, 2007
and 2006 in the amount of $130,000 and $92,000, respectively. Additionally, as of December 31, 2007, the
Company advanced $1,897,000 to this entity for merchandise to be received in 2008, which is ceflected in
prepaid expenses.
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