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PART I.        FINANCIAL INFORMATION

Item 1.                        Financial Statements

IHOP CORP. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

(In thousands, except share amounts)

 

September 30,
2006

December 31,
2005

 (Unaudited)
Assets
Current assets

Cash and cash equivalents $ 26,410 $ 23,111
Receivables, net 41,363 43,690
Reacquired franchises and equipment held for sale, net — 273
Inventories 359 537
Prepaid expenses 3,214 2,899

Total current assets 71,346 70,510
Long-term receivables 306,446 319,335
Property and equipment, net 312,194 317,959
Excess of costs over net assets acquired 10,767 10,767
Other assets 60,856 52,509

Total assets $ 761,609 $ 771,080
Liabilities and Stockholders’ Equity
Current liabilities

Current maturities of long-term debt $ 19,693 $ 19,564
Accounts payable 8,197 15,083
Accrued employee compensation and benefits 10,535 10,745
Other accrued expenses 11,824 9,030
Deferred income taxes 2,617 2,882
Capital lease obligations 4,855 4,491

Total current liabilities 57,721 61,795
Long-term debt, less current maturities 112,515 114,210
Deferred income taxes 69,037 61,414
Capital lease obligations 170,906 172,681
Other liabilities 73,622 67,134
Commitments and contingencies
Stockholders’ equity

Preferred stock, $1 par value, 10,000,000 shares authorized; none issued and
outstanding — —

Common stock, $.01 par value, 40,000,000 shares authorized; September 30,
2006: 22,712,655 shares issued and 17,768,196 shares outstanding;
December 31, 2005: 22,464,760 shares issued and 18,409,587 shares
outstanding 226 225

Additional paid-in capital 126,227 120,922
Retained earnings 353,102 332,560
Deferred compensation — (747)
Accumulated other comprehensive loss (143) (205)
Treasury stock, at cost (4,944,459 shares and 4,055,173 shares at September 30,

2006 and December 31, 2005, respectively) (201,604) (158,909)
Total stockholders’ equity 277,808 293,846
Total liabilities and stockholders’ equity $ 761,609 $ 771,080

 

See the accompanying Notes to Consolidated Financial Statements.
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IHOP CORP. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME

(In thousands, except per share amounts)
(Unaudited)

 

Three Months Ended
September 30,

Nine Months Ended
September 30,

 2006 2005 2006 2005
Revenues

Franchise revenues $45,961 $43,292 $133,706 $124,076
Rental income 33,428 33,239 99,032 99,083
Company restaurant sales 3,492 3,574 9,649 11,366
Financing revenues 5,156 11,197 19,241 25,508

Total revenues 88,037 91,302 261,628 260,033
Costs and Expenses

Franchise expenses 21,520 20,720 61,244 58,371
Rental expenses 24,371 24,633 73,526 73,649
Company restaurant expenses 4,054 3,559 10,941 12,153
Financing expenses 2,092 7,532 9,961 13,676
General and administrative expenses 16,230 14,881 46,508 42,958
Other expense, net 1,567 844 3,718 4,430

Total costs and expenses 69,834 72,169 205,898 205,237
Income before provision for income taxes 18,203 19,133 55,730 54,796
Provision for income taxes 6,880 7,161 21,507 20,820
Net income $11,323 $11,972 $ 34,223 $ 33,976
Net Income Per Share

Basic $ 0.63 $ 0.62 $ 1.88 $ 1.73
Diluted $ 0.62 $ 0.62 $ 1.86 $ 1.71

Weighted Average Shares Outstanding
Basic 17,921 19,224 18,168 19,660
Diluted 18,123 19,394 18,381 19,858

Dividends Declared Per Share $ 0.25 $ 0.25 $ 0.75 $ 0.75
Dividends Paid Per Share $ 0.25 $ 0.25 $ 0.75 $ 0.75

 

See the accompanying Notes to Consolidated Financial Statements.
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IHOP CORP. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
(Unaudited)

 

Nine Months Ended
September 30,

 2006 2005
Cash flows from operating activities
Net income $ 34,223 $ 33,976

Adjustments to reconcile net income to cash flows provided by operating activities
Depreciation and amortization 15,042 14,759
Impairment and closure charges 43 885
Deferred income taxes 7,358 (2,170)
Stock-based compensation expense 2,902 201
Excess tax benefit from stock options exercised (594) —
Tax benefit from stock options exercised — 837
Changes in operating assets and liabilities

Receivables 2,020 1,855
Inventories 178 (711)
Prepaid expenses (315) 975
Accounts payable (6,886) (3,433)
Accrued employee compensation and benefits (210) (1,153)
Other accrued expenses 2,794 943
Other (2,677) (1,531)

Cash flows provided by operating activities 53,878 45,433
Cash flows from investing activities

Additions to property and equipment (7,373) (3,476)
Additions to long-term receivables 255 (305)
Purchase and redemption of marketable securities, net — 2,033
Proceeds from sale of land and building — 890
Principal receipts from notes and equipment contracts receivable 13,129 14,387
Additions to reacquired franchises and equipment held for sale (581) (1,871)
Property insurance proceeds 2,034 —

Cash flows provided by investing activities 7,464 11,658
Cash flows from financing activities

Repayment of long-term debt (1,566) (1,453)
Principal payments on capital lease obligations (3,252) (2,890)
Dividends paid (13,681) (14,862)
Purchase of treasury stock (42,695) (56,417)
Proceeds from stock options exercised 2,557 2,584
Excess tax benefit from stock options exercised 594 —

Cash flows used in financing activities (58,043) (73,038)
Net change in cash and cash equivalents 3,299 (15,947)
Cash and cash equivalents at beginning of period 23,111 44,031
Cash and cash equivalents at end of period $ 26,410 $ 28,084

Supplemental disclosures
Interest paid $ 20,894 $ 20,800
Income taxes paid 17,350 24,035
Capital lease obligations incurred 1,840 1,508 

See the accompanying Notes to Consolidated Financial Statements.
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IHOP CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1.     General:   The accompanying unaudited consolidated financial statements of IHOP Corp. (the “Company”) have been prepared in accordance with
U. S. generally accepted accounting principles for interim financial information and with the instructions to Form 10-Q and Article 10 of Regulation S-X.
Accordingly, they do not include all of the information and footnotes required by U. S. generally accepted accounting principles for complete financial
statements. In the opinion of management, all adjustments (consisting of normal recurring accruals) considered necessary for a fair presentation have been
included. Operating results for the three and nine month periods ended September 30, 2006 are not necessarily indicative of the results that may be expected
for the year ending December 31, 2006.

The consolidated balance sheet at December 31, 2005 has been derived from the audited consolidated financial statements at that date but does not
include all of the information and footnotes required by U. S. generally accepted accounting principles for complete financial statements.

For further information, refer to the consolidated financial statements and footnotes thereto included in the Company’s Annual Report on Form 10-K for
the year ended December 31, 2005.

2.     Reclassifications:   Certain reclassifications have been made to prior period information to conform to the current period presentation. These
include the reclassification of interest expense on capitalized information technology equipment leases from other expense, net, to financing expenses on our
Consolidated Statements of Income.

3.     Presentation:   The Company’s fiscal quarter ends on the Sunday closest to the last day of each calendar quarter. For convenience, we report all
fiscal quarter endings on March 31, June 30, September 30 and December 31.

4.     Segments:   Our revenues and expenses are recorded in four categories: franchise operations, rental operations, company restaurant operations and
financing operations.

Franchise operations revenue consists primarily of royalty revenues, sales of proprietary products, advertising fees and the portion of franchise fees
allocated to the Company’s intellectual property. Franchise operations expenses include contributions to the national advertising fund, the cost of
proprietary products, pre-opening training expenses and other franchise related costs.

Rental operations revenue includes revenue from operating leases and interest income from direct financing leases. Rental operations expenses are costs
of operating leases and interest expense on capital leases on franchise-operated restaurants. For further information, refer to the consolidated financial
statements and footnotes thereto included in the Company’s Annual Report on Form 10-K for the year ended December 31, 2005.

Company restaurant sales are retail sales at company-operated restaurants. Company restaurant expenses are operating expenses at company-operated
restaurants and include food, labor and benefits, utilities, rent and other restaurant operating costs.

Financing operations revenue consists of the portion of franchise fees not allocated to the Company’s intellectual property, sales of equipment as well as
interest income from the financing of franchise fees and equipment leases. Financing operations expenses are primarily the cost of restaurant equipment and
interest expense not associated with capital leases. For further information, refer to the consolidated financial statements and footnotes thereto included in the
Company’s Annual Report on Form 10-K for the year ended December 31, 2005.
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Prior period segment information has been restated to conform to the current period presentation. Information on segments and a reconciliation to
income before income taxes are as follows:

 

Franchise
Operations

Rental
Operations

Company
Restaurant
Operations

Financing
Operations

General and
Administrative

and Other
Consolidated

Total
 (In thousands)

Three Months Ended September 30, 2006
Revenues from external customers $ 45,961 $33,428 $ 3,492 $ 5,156 $ — $ 88,037
Intercompany real estate charges — 5,137 92 — (5,229) —
Depreciation and amortization — 1,552 94 — 3,408 5,054
Interest expense — 5,317 272 1,970 — 7,559
Provision for income taxes — — — — 6,880 6,880
Income (loss) before provision for income

taxes 24,441 9,057 (562) 3,064 (17,797) 18,203
Three Months Ended September 30, 2005
Revenues from external customers $ 43,292 $33,239 $ 3,574 $11,197 $ — $ 91,302
Intercompany real estate charges — 5,095 84 — (5,179) —
Depreciation and amortization — 1,621 65 — 3,278 4,964
Interest expense — 5,334 38 2,055 — 7,427
Provision for income taxes — — — — 7,161 7,161
Income (loss) before provision for income

taxes 22,572 8,606 15 3,665 (15,725) 19,133
Nine Months Ended September 30, 2006
Revenues from external customers $133,706 $99,032 $ 9,649 $19,241 $ — $261,628
Intercompany real estate charges — 15,399 191 — (15,590) —
Depreciation and amortization — 4,727 257 — 10,058 15,042
Interest expense — 16,069 417 5,955 — 22,441
Provision for income taxes — — — — 21,507 21,507
Income (loss) before provision for income

taxes 72,462 25,506 (1,292) 9,280 (50,226) 55,730
Nine Months Ended September 30, 2005
Revenues from external customers $124,076 $99,083 $11,366 $25,508 $ — $260,033
Intercompany real estate charges — 15,325 215 — (15,540) —
Depreciation and amortization — 4,877 189 — 9,693 14,759
Interest expense — 16,165 167 6,110 — 22,442
Provision for income taxes — — — — 20,820 20,820
Income (loss) before provision for income

taxes 65,705 25,434 (787) 11,832 (47,388) 54,796
 

5.     Stock-Based Compensation:   From time to time, the Company grants stock options and restricted stock to officers, directors and employees of the
Company under the 2001 Stock Incentive Plan (the “2001 Plan”) and the 2005 Stock Incentive Plan for Non-Employee Directors (the “2005 Plan”). The
stock options generally vest over a three year period and have a maturity of ten years from the issuance date. Option exercise prices equal the closing price on
the New York Stock Exchange of the common stock on the date of grant. Restricted stock provides for the issuance of a share of the Company’s common
stock at no cost to the holder and generally vests over terms determined by the Compensation Committee of the Company’s Board of Directors. The restricted
stock generally vests only if the employee is actively employed by the Company on the vesting date, and unvested restricted shares are forfeited upon
termination, retirement before age 65, death or disability, unless the Compensation Committee of the Company’s Board of Directors determines otherwise.
When vested options and restricted stock are issued, the Company generally issues new shares from its authorized but unissued share pool or utilizes treasury
stock. Stock-based compensation for the three and nine months ended September 30, 2006 of $1.0 million and $2.9 million, respectively, has been
recognized as a component of general and administrative expenses in the accompanying Consolidated Financial Statements.

Beginning in the first quarter of fiscal 2006, the Company adopted FASB Statement No. 123 (revised 2004), Share-Based Payment, which is a revision of
FASB Statement No. 123, Accounting for Stock-Based Compensation. Statement 123(R) supersedes APB Opinion No. 25, Accounting for Stock Issued to
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Employees, and amends FASB Statement No. 95, Statement of Cash Flows. Generally, the approach in Statement 123(R) is similar to the approach described
in Statement 123. Statement 123(R) requires all share-based payments, including grants of stock options, to be recognized in the income statement based on
their fair values. Pro forma disclosure is no longer an alternative. Statement 123(R) also requires the benefits of tax deductions in excess of recognized
compensation cost to be reported as a financing cash flow, rather than as an operating cash flow. This requirement reduces net operating cash flows and
increases net financing cash flows in periods after adoption. The Company adopted Statement 123(R) effective January 2006, using the modified prospective
method. This method requires the recognition of compensation costs for share-based payments based on their grant-date fair value from the beginning of the
fiscal period in which the recognition provisions are first applied.

The estimated fair values of the options granted year to date 2006 were calculated using a Black-Scholes option pricing model. The following
summarizes the assumptions used in the 2006 Black-Scholes model:

Risk-free interest rate 4.67%
Weighted average volatility 28.2%
Dividend yield 1.96%
Expected years until exercise 5.0 years
Forfeitures 12.03%

 

Prior to 2006, in accordance with the provisions of SFAS No. 123, “Accounting for Stock-Based Compensation,” we elected to account for stock options
under the intrinsic value method which required compensation expense to be recorded only if, on the date of grant, the current market price of the Company’s
common stock exceeded the exercise price the employee must pay for the stock. The Company’s policy was to grant stock options at the fair market value of
the underlying stock at the date of grant. The Company’s net income and net income per share for the nine months ended September 30, 2005 would have
been reduced if compensation cost related to stock options had been recorded in the financial statements based on fair value at the grant dates.

As a result of adopting SFAS 123R, the impact to our net income for the three and nine months ended September 30, 2006 was $0.6 million (net of $0.4
million tax benefit) and $1.8 million (net of $1.1 million tax benefit), respectively. The impact on basic earnings per share for the three and nine months
ended September 30, 2006 was $0.04 per share and $0.10 per share, respectively, and the impact on diluted earnings per share for the three and nine months
ended September 30, 2006 was $0.04 and $0.10, respectively. Pro forma net income as if the fair value based method had been applied to all awards is as
follows (in thousands, except net income per share data):

Three Months Ended
September 30,

Nine Months Ended
September 30,

2006 2005 2006 2005
Net income, as reported $11,323 $11,972 $34,223 $33,976
Add stock-based compensation expense included in

reported net income, net of tax 649 — 1,782 14
Less stock-based compensation expense determined under

the fair-value accounting method, net of tax (649) (457) (1,782) (1,321)
Net income, pro forma $11,323 $11,515 $34,223 $32,669
Net income per share—basic, as reported $ 0.63 $ 0.62 $ 1.88 $ 1.73
Net income per share—basic, pro forma $ 0.63 $ 0.60 $ 1.88 $ 1.66
Net income per share—diluted, as reported $ 0.62 $ 0.62 $ 1.86 $ 1.71
Net income per share—diluted, pro forma $ 0.62 $ 0.59 $ 1.86 $ 1.65
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The following table summarizes the components of the Company’s stock-based compensation programs recorded as expense (in thousands):

 

Three Months Ended
September 30,

Nine Months Ended
September 30,  

 2006 2005 2006 2005  

Restricted Stock:
Pre-tax compensation expense $ 576 $ 86 $ 1,386 $ 201
Tax benefit (218) (32) (535) (76)

Restricted stock expense, net of tax 358 54 851 125
Stock Options:

Pre-tax compensation expense 467 — 1,516 —
Tax benefit (176) — (585) —

Stock option expense, net of tax 291 — 931 —
Total Stock-Based Compensation:

Pre-tax compensation expense 1,043 86 2,902 201
Tax benefit (394) (32) (1,120) (76)

Total Stock-Based compensation expense, net of tax $ 649 $ 54 $ 1,782 $ 125
 

As of September 30, 2006, $6.8 million and $1.9 million (including forfeitures) of total unrecognized compensation cost related to restricted stock and
stock options, respectively, is expected to be recognized over a weighted average period of approximately 2.6 years for restricted stock and 1.2 years for
stock options.

Option activity under the Company’s stock option plan as of September 30, 2006 and changes during the nine months ended September 30, 2006 were
as follows:

 Shares

Weighted
Average
Exercise

Price

Weighted Average
Remaining

Contractual Term
(in Years)

Aggregate Intrinsic
Value

Outstanding at January 1, 2006 1,078,833 $33.93
Granted 10,850 50.96
Exercised (99,095) 26.35
Forfeited (53,048) 42.32
Outstanding at September 30, 2006 937,540 $34.45 6.63 $ 11,635,998
Vested and Expected to Vest at

September 30, 2006 910,927 $34.12 0.21 $ 11,585,842
Exercisable at September 30, 2006 664,912 $30.33 5.98 $ 10,802,945

 

The aggregate intrinsic value in the table above represents the total pre-tax intrinsic value (the difference between the Company’s closing stock price on
the last trading day of the third quarter of 2006 and the exercise price, multiplied by the number of in-the-money options) that would have been received by
the option holders had all option holders exercised their options on September 30, 2006. The amount of aggregate intrinsic value will change based on the
fair market value of the Company’s stock and the number of in-the-money options.

6.     Income Taxes:   In 2004, the Internal Revenue Service (“IRS”) proposed adjustments in connection with its examination of our 2000 and 2001
federal income tax returns. The proposed adjustments would accelerate the tax years in which we report initial franchise fee income for federal income tax
purposes. We are currently contesting the proposed adjustments through IRS administrative proceedings. If the IRS audit is successful, we would be required
to report additional income for our 2000 tax year of approximately $44.8 million and additional income for our 2001 tax year of approximately
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$4.5 million. Our federal income tax liability with respect to the proposed adjustments, exclusive of interest, penalties and any related state tax liability
would be approximately $15.7 million for 2000 and $1.6 million for 2001.

In April 2005, the IRS proposed a similar adjustment in connection with its examination of our 2002 federal income tax return. The proposed adjustment
would accelerate the tax years in which we report initial franchise fee income for federal tax purposes. We are currently contesting the proposed adjustments
through IRS administrative proceedings. If the IRS audit is successful, we would be required to report additional income for our 2002 tax year of
approximately $4.2 million. Our federal income tax liability with respect to the proposed adjustment, exclusive of interest, penalties and any related state tax
liability would be approximately $1.5 million for 2002.

In June 2005, the IRS proposed a similar adjustment in connection with its examination of our 2003 federal income tax return. The proposed adjustment
would accelerate the tax years in which we report initial franchise fee income for federal tax purposes. We are currently contesting the proposed adjustments
through IRS administrative proceedings. If the IRS audit is successful, we would be required to report additional income for our 2003 tax year of
approximately $1.3 million. Our federal income tax liability with respect to the proposed adjustment, exclusive of interest, penalties and any related state tax
liability would be approximately $0.5 million for 2003.

For the tax years under audit such proposed adjustments could result in cash payments by us totaling in the aggregate, approximately $19.2 million
exclusive of interest, penalties, and any state income tax liability. Although we are still in the appeals process with the IRS, we have continued to pay taxes
over time associated with past deferred tax obligations. As a result, we now anticipate our net federal tax obligation to be approximately $10.0 million,
exclusive of interest, penalties and any related state tax liability, if the IRS audit is successful. We have previously recorded in our consolidated financial
statements the expected federal and state deferred income tax liability. The proposed adjustments relate only to the timing of when the taxes are paid.
Although we cannot determine at this time the resolution of this matter, we do not believe that the proposed adjustments, if upheld, will have a material
adverse effect on our financial condition or results of operations.

In addition, we have recorded contingency reserves for a portion of potential interest liabilities. As of September 30, 2006, we believe these tax
contingency reserve estimates are adequate to cover potential interest liabilities for the years 2000, 2001, 2002 and 2003. However, inherent uncertainties
exist in estimates of tax contingencies. Therefore, higher actual interest and any related state tax liabilities paid by us could materially affect our reported
results.

7.     New Accounting Pronouncements:   At its March 28, 2006 meeting, the FASB approved the issuance of a draft abstract EITF Issue No. 06-3, “How
Taxes Collected from Customers and Remitted to Governmental Authorities Should Be Presented in the Income Statement (That Is, Gross versus Net
Presentation)”, which addresses the income statement disclosure on taxes assessed by a governmental authority that is directly imposed on a revenue-
producing transaction between a seller and a customer, and may include, but are not limited to, sales, use, value-added, and some excise taxes. The
presentation of taxes on either a gross (included in revenues and costs) or a net (excluded from revenues) basis is an accounting policy decision that should
be disclosed pursuant to Opinion 22. In addition, for any such taxes that are reported on a gross basis, a company should disclose the amounts of those taxes
in interim and annual financial statements for each period for which an income statement is presented if those amounts are significant and can be done on an
aggregate basis. When issued, EITF Issue No. 06-3 would be effective for financial reports for interim and annual reporting periods beginning after
December 15, 2006. The Company currently accounts for taxes on a net basis; therefore EITF 06-3 should not have any significant impact on our financial
condition or results of operations.
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In July 2006, FASB issued FASB Interpretation No. 48 (FIN 48), “Accounting for Uncertainty in Income Taxes, an interpretation of FASB Statement
No. 109, Accounting for Income Taxes,” which is effective for fiscal years beginning after December 15, 2006, and clarifies the accounting for uncertainty in
tax positions. FIN 48 requires that we recognize the impact of a tax position in our financial statements if that position is more likely than not of being
sustained on audit, based on the technical merits of the position. The cumulative effect of the change in accounting principle is recorded as an adjustment to
opening retained earnings. We are currently evaluating the impact of the adoption of FIN 48 on our financial statements.

In May 2005, FASB issued FASB Statement No. 154, “Accounting Changes and Error Corrections,” which replaces APB Opinion No. 20, Accounting
Changes, and FASB Statement No. 3, Reporting Accounting Changes in Interim Financial Statements, and changes the requirements for the accounting for
and reporting of a change in accounting principle. Statement 154 requires retrospective application to prior periods’ financial statements of a voluntary
change in accounting principle, unless it is impracticable, and is effective for accounting changes and corrections of errors made in fiscal years beginning
after December 15, 2005. The Company does not believe adoption of this statement will have a material adverse effect on its financial condition or results of
operations.

In September 2006, the FASB issued FASB Statement No. 157, “Fair Value Measurements” (“SFAS No. 157”) which defines fair value, establishes a
framework for measuring fair value and requires enhanced disclosures about fair value measurements. SFAS No. 157 requires companies to disclose the fair
value of their financial instruments according to a fair value hierarchy, as defined. SFAS No. 157 may require companies to provide additional disclosures
based on that hierarchy. SFAS No. 157 is effective for financial statements issued for fiscal years beginning after November 15, 2007 and interim periods
within those fiscal years. We are currently evaluating the impact adoption may have on the consolidated financial statements of the Company.
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Item 2.                        Management’s Discussion and Analysis of Financial Condition and Results of Operations.

Forward-Looking Statements

The Private Securities Litigation Reform Act of 1995 provides a safe harbor for forward-looking statements in certain circumstances. Certain forward-
looking statements are contained in this report. They use such words as “may,” “will,” “expect,” “believe,” “plan,” or other similar terminology. These
statements involve known and unknown risks, uncertainties and other factors, which may cause the actual results to be materially different than those
expressed or implied in such statements. These factors include, but are not limited to: risks associated with the implementation of the Company’s strategic
growth plan; the availability of suitable locations and terms for the sites designated for development; the ability of franchise developers to fulfill their
commitments to build new IHOP restaurants in the numbers and time frames covered by their development agreements; legislation and government
regulation including the ability to obtain satisfactory regulatory approvals; conditions beyond the Company’s control such as weather, natural disasters,
disease outbreaks, epidemics or pandemics impacting the Company’s customer base or food supplies or acts of war or terrorism; availability and cost of
materials and labor; cost and availability of capital; competition; continuing acceptance of the IHOP and International House of Pancakes brands and
concepts by guests and franchisees; the Company’s overall marketing, operational and financial performance; economic and political conditions; adoption
of new, or changes in, accounting policies and practices; and other factors discussed from time to time in the Company’s press releases, public statements
and/or filings with the Securities and Exchange Commission.

The following discussion and analysis provides information we believe is relevant to an assessment and understanding of our consolidated results of
operations and financial condition. The discussion should be read in conjunction with the consolidated financial statements and the notes thereto included
in Item 1 of Part I of this Quarterly Report and the audited consolidated financial statements and notes thereto and Management’s Discussion and Analysis of
Financial Condition and Results of Operations contained in the Company’s Annual Report on Form 10-K for the fiscal year ended December 31, 2005.
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Restaurant Data

The following table sets forth, for the current year and prior year, the number of effective restaurants in the IHOP system, and information regarding the
percentage change in sales at those restaurants compared to the same period in the prior year. “Effective restaurants” are the number of restaurants in a given
period, adjusted to account for restaurants open for only a portion of the period. Information is presented for all effective restaurants in the IHOP system,
which includes IHOP restaurants owned by the Company, as well as those owned by franchisees and area licensees. Sales of restaurants that are owned by
franchisees and area licensees are not attributable to the Company. However, we believe that presentation of this information is useful in analyzing our
revenues because franchisees and area licensees pay us royalties that are generally based on a percentage of their sales, as well as rental payments under leases
that are usually based on a percentage of their sales. Management also uses this information to make decisions about future plans for the development of
additional restaurants as well as evaluation of current operations.

Three Months Ended
September 30,  

Nine Months Ended
September 30,  

  2006     2005     2006     2005   

Restaurant Data
Effective restaurants(a)

Franchise 1,099 1,048 1,088 1,042
Company 8 7 7 8
Area license 156 151 155 150

Total
1,263 1,206 1,250 1,200

System-wide(b)
Sales percentage change(c) 6.2% 9.6% 7.8% 6.7%
Same-store sales percentage change(d) 1.3% 4.5% 3.1% 2.1%

Franchise
Sales percentage change(c) 6.3% 10.5% 8.1% 7.6%
Same-store sales percentage change(d) 1.3% 4.5% 3.1% 2.1%

Company
Sales percentage change(c) (2.3)% (52.4)% (15.1)% (56.9)%

Area License
Sales percentage change(c) 5.5% 12.4% 6.7% 11.3%

(a)           “Effective restaurants” are the number of restaurants in a given fiscal period adjusted to account for restaurants open for only a portion of the period.
Information is presented for all effective restaurants in the IHOP system, which includes IHOP restaurants owned by the Company as well as those owned
by franchisees and area licensees.

(b)          System-wide sales are retail sales of IHOP restaurants operated by franchisees, area licensees and the Company, as reported to the Company. Franchise
restaurant sales were $489.3 million and $1.4 billion for the third quarter and first nine months of 2006, respectively, and sales at area license restaurants
were $49.7 million and $153.3 million for the third quarter and first nine months of 2006, respectively. Sales of restaurants that are owned by franchisees
and area licensees are not attributable to the Company.

(c)           “Sales percentage change” reflects, for each category of restaurants, the percentage change in sales in any given fiscal period compared to the prior fiscal
period for all restaurants in that category.

(d)          “Same-store sales percentage change” reflects the percentage change in sales, in any given fiscal period compared to the prior fiscal period, for
restaurants that have been operated throughout both fiscal periods that are being compared and have been open for at least 18 months. Because of new
unit openings and store closures, the restaurants open throughout both fiscal periods being compared will be different from period to period. Same-store
sales percentage change does not include data on restaurants located in Florida.
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The following table summarizes our restaurant development and franchising activity:

 

Three Months Ended
September 30,

Nine Months Ended
September 30,

   2006    2005    2006    2005  
 (Unaudited) (Unaudited)

Restaurant Development Activity
Beginning of period 1,264 1,207 1,242 1,186

New openings
Company-developed 2 — 3 2
Franchisee-developed 12 12 35 34
Area license 3 1 6 4

Total new openings 17 13 44 40
Closings

Company and franchise (3) (2) (7) (8)
Area license — — (1) —

End of period 1,278 1,218 1,278 1,218
Summary-end of period
Franchise 1,111 1,062 1,111 1,062
Company 9 4 9 4
Area license 158 152 158 152

Total 1,278 1,218 1,278 1,218
Restaurant Franchising Activity
Company-developed — — — 3
Franchisee-developed 12 12 35 34
Rehabilitated and refranchised — 13 8 18

Total restaurants franchised 12 25 43 55
Reacquired by the Company — (6) (7) (14)
Closed (3) (2) (7) (7)

Net addition 9 17 29 34
 

General

Our approach to franchising is similar to that of most franchising companies in the foodservice industry. Franchisees can undertake individual store
development or multi-store development. Under the single store development program, the franchisee is required to pay a non-refundable location fee of
$15,000. If the proposed site is approved for development, the location fee of $15,000 is credited against an initial franchise fee of $50,000. The franchisee
then uses his or her capital and financial resources to acquire the site, build and equip the business and fund working capital needs.

In addition to offering single store development agreements for individual restaurants, the Company offers multi-store development agreements for
certain qualified franchisees. These multi-store development agreements provide franchisees with an exclusive right to develop new IHOP restaurants in
designated geographic territories for a specified period of time. Multi-store developers are required to develop and operate a specified number of restaurants
according to an agreed upon development schedule. Multi-store developers are required to pay a development fee of $20,000 for each restaurant to be
developed under a multi-store development agreement. Additionally, for each store which is actually developed, the franchise developer must pay an initial
franchise fee of $40,000 against which the development fee of $20,000 is credited. The Company recognizes the franchise fees as income upon the opening
of each restaurant. The number of stores and the schedule of stores to be developed under multi-store development agreements are negotiated on an
individual basis.
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With respect to restaurants developed, the Company receives continuing revenues from the franchisee as follows: (1) a royalty equal to 4.5% of the
restaurant’s sales; (2) revenue from the sale of certain proprietary products, primarily pancake mixes; (3) a local advertising fee equal to about 2% of the
restaurant’s sales, which is usually paid to a local advertising cooperative; and (4) a national advertising fee equal to 1% of the restaurant’s sales.

The following table represents our development commitments including options as of September 30, 2006.

 

Number of
Signed Scheduled Opening of Restaurants

 

Agreements
at 9/30/06

Remainder of 
2006 2007 2008

2009 and
thereafter Total

Single-store development agreements 15 6 8 1 — 15
Multi-store development agreements 73 19 61 62 205 347
International development agreements 3 1 3 2 20 26

91 26 72 65 225 388

 

Comparison of the third quarter and nine months ended September 30, 2006 and 2005

Overview

Our results for the third quarter and first nine months of 2006 were driven by an increase in franchise operations profit, due to higher revenues associated
with franchise restaurant retail sales. Partially offsetting this increase was an increase in general and administrative expenses in the third quarter and first nine
months of 2006. A comparison of our financial results for the third quarter and first nine months of 2006 to those in 2005 included:

·        An increase in same-store sales of 1.3% in the third quarter and an increase of 3.1% for the first nine months of 2006;

·        An increase in franchise operations profit of $1.9 million or 8.3% in the third quarter and an increase of $6.8 million or 10.3% in the first nine months
of 2006;

·        An increase in general and administrative expenses of $1.3 million or 9.1% in the third quarter and an increase of $3.6 million or 8.3% in the first nine
months of 2006. Excluding stock based compensation expense in the amount of $1.0 million in the third quarter and $2.9 million in the first nine
months of 2006, general and administrative expenses would have increased by $0.4 million or 2.6% in the third quarter and by $0.8 million or 2.0%
in the first nine months of 2006 compared to the same periods in the prior year; and

·        A decrease in diluted weighted average shares outstanding of 6.6% in the third quarter and a decrease of 7.4% in the first nine months of 2006.

Franchise Operations

Franchise revenues consist primarily of royalty revenues, sales of proprietary products, advertising fees and the portion of the franchise fees allocated to
the Company’s intellectual property. Franchise expenses include contributions to the national advertising fund, the cost of proprietary products, pre-opening
training expenses and other franchise related expenses. Key factors which can be used in evaluating and understanding our franchise operations segment
include:

·        Franchise retail sales; and

·        Number of restaurants franchised.
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Franchise operations profit, which is franchise revenues less franchise expenses, increased by $1.9 million or 8.3% in the third quarter of 2006 and by
$6.8 million or 10.3% in the first nine months of 2006 compared to the same periods in 2005. The increase in franchise operations profit was due to the
changes in franchise revenues and expenses as discussed below.

Franchise restaurant retail sales are sales recorded at restaurants that are owned by franchisees and area licensees and are not attributable to the Company.
Franchise restaurant retail sales are useful in analyzing our franchise revenues because franchisees and area licensees pay us royalties and other fees that are
generally based on a percentage of their sales.

Franchise revenues grew by $2.7 million or 6.2% in the third quarter of 2006 and by $9.6 million or 7.8% in the first nine months of 2006 compared to
the same periods in 2005. Franchise revenues grew primarily due to a 6.3% increase in franchise restaurant retail sales in the third quarter and an 8.1%
increase in the first nine months of 2006. The increase in franchise restaurant retail sales was primarily attributable to the following:

·        Effective franchise restaurants increased by 4.9% in the third quarter and by 4.4% in the first nine months of 2006; and

·        Same-store sales for franchise restaurants increased by 1.3% in the third quarter and by 3.1% in the first nine months of 2006.

“Effective restaurants” are the number of restaurants in a given fiscal period adjusted to account for restaurants open for only a portion of the period.
Effective franchise restaurants increased by 51 or 4.9% in the third quarter and by 46 or 4.4% in the first nine months of 2006 compared to the same periods
in the prior year due to the new restaurant openings in 2006 and annualized effect of new restaurant development in 2005.

The increases in same-store sale for franchise restaurants of 1.3% for the third quarter and 3.1% for the first nine months of 2006 were driven by increased
guest traffic. In the third quarter of 2006, our successful limited-time product promotions, Funnel Cake Carnival and French Toast Fantasy, contributed to the
increase in guest traffic. Guest check averages were essentially flat.

Franchise expenses increased by $0.8 million or 3.9% in the third quarter of 2006 and increased by $2.9 million or 4.9% in the first nine months of 2006
compared to the same periods in 2005. Franchise expenses such as advertising and the cost of proprietary products are related to franchise restaurant retail
sales. The increase in franchise expenses was primarily a result of the increase in franchise restaurant retail sales of 6.3% in the third quarter and 8.1% in the
first nine months of 2006 compared to the same periods in 2005. Partially offsetting this increase, franchise expenses benefited from lower incentives to our
franchisees for point-of-sale system purchases, as well as a reduction in the amount of financial relief granted to franchisees. The reduction in franchise relief
granted was primarily due to fewer underperforming restaurants in our system than in previous years.

Rental Operations

Rental income includes revenue from operating leases and interest income from direct financing leases. Rental expenses are costs of prime operating
leases and interest expense on prime capital leases on franchisee-operated restaurants.

A prime lease is a lease between the Company and a third party, the landlord, whereby the Company pays rent to the landlord. Restaurants on these
leases are either subleased to a franchisee or, in a few instances, operated by the Company. A sublease is a lease between the Company and a franchisee,
whereby the franchisee pays rent to the Company.

Rental operations profit, which is rental income less rental expenses, increased by $0.5 million or 5.2% in the third quarter of 2006 and by $0.1 million
or 0.3% in the first nine months of 2006 compared to
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the same periods in 2005. Rental operations profit in the third quarter and first nine months of 2006 was impacted by the write-off of deferred rent resulting
from terminated subleases on restaurants reacquired. Deferred rent on operating subleases is the difference between straight-line rent and the actual amount of
cash received. Straight-line rent is the amount of rent over the full lease term spread over equal monthly amounts. In the third quarter of 2006, there was no
amount written off for deferred rent compared to $0.3 million in the third quarter of 2005. Deferred rent in the amount of $0.9 million was written off in the
first nine months of 2006 compared to $0.5 million in the same period in 2005.

Company Restaurant Operations

Company restaurant operations is comprised of our dedicated company-operations market in Cincinnati, Ohio. In addition, from time to time, restaurants
developed by the Company under the Old Business Model are returned by franchisees to the Company and operated by the Company.

Company restaurant sales are retail sales at company-operated restaurants. Company restaurant expenses are operating expenses at company-operated
restaurants and include food, labor and benefits, utilities, rent and other restaurant operating costs. Key factors which can be used in evaluating and
understanding our company restaurant operations segment include:

·        Company restaurant retail sales;

·        Labor and benefits costs;

·        Food costs; and

·        Changes in the number of effective company-operated restaurants.

Company restaurant operations loss, which is company restaurant sales less company restaurant expenses, was $0.6 million in the third quarter of 2006
compared to a profit of $15,000 in the third quarter of 2005. Company restaurant operations loss was $1.3 million in the first nine months of 2006 or 64.2%
more than the loss of $0.8 million in the first nine months of 2005. Company restaurant operations loss in the third quarter and first nine months of 2006 was
due primarily to lower levels of sales at recently opened locations in our Cincinnati market. At the end of the third quarter of 2006, we operated nine
restaurants, all of which are located in our dedicated Company market of Cincinnati.

Financing Operations

Financing revenues consist of franchise fees not allocated to the Company’s intellectual property, sales of equipment, as well as interest income from the
financing of franchise fees and equipment leases. Financing expenses are primarily the cost of restaurant equipment and interest expense not associated with
capital leases. Key factors which can be used in evaluating and understanding our financing operations segment include:

·        Changes in franchise and equipment note balances;

·        Franchise fees of franchise restaurants, which are based on the number and the average price of company-developed restaurants refranchised; and

·        Amount of debt outstanding.
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Financing operations profit, which is financing revenues less financing expenses, decreased by $0.6 million or 16.4% in the third quarter of 2006 and by
$2.6 million or 21.6% in the first nine months of 2006 compared to the same periods in 2005. The decrease in financing operations profit was primarily due
to the decrease in franchise and equipment note interest as a result of declining long-term note balances. The Company anticipates long-term note balances to
decrease as our franchise fee notes receivables amortize over the next few years. In addition, financing operations profit was impacted by the sale of
refranchised restaurants. In the first nine months of 2006, the loss associated with refranchised restaurants was $0.6 million compared to a gain of $0.7 million
in the same period in 2005.

General and Administrative Expenses

General and administrative expenses increased by $1.3 million or 9.1% in the third quarter of 2006 and increased by $3.6 million or 8.3% in the first
nine months of 2006 compared to the same periods in the prior year. The increase in general and administrative expenses was primarily due to expenses in the
amount of $1.0 million and $2.9 million in the third quarter and first nine months of 2006, respectively, related to the implementation of FASB Statement
123(R), Share-Based Payment, which requires all share-based payments, including grants of stock options, to be recognized in the income statement based on
their estimated fair values. In addition, expenses related to our Performance Share Plans for executive management increased by $0.3 million in the third
quarter of 2006 and increased by $0.7 million the first nine months of 2006 as a result of the addition of a third cycle of performance share awards in the first
nine months of 2006. The increase in general and administrative expenses in the third quarter and first nine months of 2006 was partially offset by a one-time
reduction in workers compensation loss reserves in the amount of $0.5 million.

Provision for Income Taxes

Our effective tax rates for the third quarter and first nine months of 2006 were 37.8% and 38.6%, respectively, compared to 37.4% and 38.0% for the
third quarter and first nine months of 2005, respectively. The increase in our effective tax rates was primarily due to a recent review and adjustment for higher
tax rates in states in which we operate.

Liquidity and Capital Resources

Our cash from operations and principal receipts from notes and equipment contracts receivable are the sources of cash that allow us to pursue our capital
investment strategies and to return cash to our stockholders. Accordingly, over the last several years we have utilized our excess cash flow to:

·        Repurchase our common stock in order to return excess capital to our stockholders and provide further capital return to our stockholders through
dividends, which we began paying in fiscal 2003;

·        Invest in new assets related to the development of our Company operations market in Cincinnati, Ohio for the purpose of developing operations
initiatives, product testing and training programs; and

·        Invest in information technology which includes supporting point-of-sales systems in our franchise restaurants and improving franchise support at the
Restaurant Support Center.

At present, it is the Company’s intention to continue to utilize excess cash flow for these and other corporate purposes.

Sources and Uses of Cash

Our primary sources of liquidity are cash provided by operating activities and principal receipts from notes and equipment contracts receivable from our
franchisees. Principal uses of cash are common stock repurchases, payments of dividends, capital investment, and payments on debt.
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Cash provided by operating activities is primarily driven by revenues earned and collected from our franchisees. Franchise revenues primarily are
royalties, advertising fees, and sales of proprietary products which fluctuate with increases or decreases in franchise retail sales. Franchise retail sales are
impacted by the development of IHOP restaurants by our franchisees and by fluctuations in same-store sales.

Cash provided by operating activities increased to $53.9 million in the first nine months of 2006 from $45.4 million in the same period in 2005. The
increase was due primarily to the realization of a non-recurring $8.0 million dollar tax benefit from the refinement of asset lives assigned to assets for tax
depreciation purposes. We anticipate a total increase of $14.7 million in our cash provided by operating activities due to the reclassification of assets, with
the remaining $6.7 million to be recognized in the fourth quarter of 2006.

Cash provided by investing activities includes $2.0 million of property insurance proceeds in the first nine months of 2006. These are the insurance
proceeds received on behalf of the franchisees for the rebuilding of restaurants that were destroyed by Hurricanes Katrina and Rita. The Company is acting as
an administrator of these funds for distribution as the restaurants are rebuilt. The $2.0 million of property insurance proceeds is included in other liabilities on
the Company’s balance sheet as of September 30, 2006.

Strategic Alternatives

We intend to seek opportunities for growth, including potentially significant investments in, or acquisitions of, other non-competitive restaurant
businesses where we can do so on favorable economic terms. In the event the Company makes a significant investment in, or acquisition of other non-
competitive restaurant businesses, the Company may need to seek additional financing. On August 21, 2006, the Company announced that it will seek to
borrow up to $200 million, consisting of $175 million in medium term notes and a $25 million revolving credit facility. The funds from this borrowing will
be used primarily to repay the Company’s existing debt and for other corporate purposes, including share repurchases.

Share Repurchases and Dividends

On August 21, 2006, the Board of Directors approved a 2.0 million share increase in the Company’s ongoing share repurchase authorization. Based on
previous share repurchase authorizations, the Company repurchased 889,286 shares of common stock for $42.7 million in the first nine months of 2006 under
our stock repurchase program. As of September 30, 2006, 2.2 million shares remained to be purchased on the Company’s total share repurchase authorization.
Since 2003, the Company has bought back 5.0 million shares for a total of $203.0 million.

The Company has paid regular quarterly dividends of $0.25 per common share since May 2003. On October 6, 2006, the Company declared a quarterly
cash dividend of $0.25 per common share payable on November 21, 2006, to stockholders of record as of November 2, 2006. Future dividends will be
declared at the discretion of the Board of Directors.

Future share repurchases and dividends could be affected by a restriction on consolidated tangible net worth in our $25.0 million non-collateralized
revolving credit agreement. This agreement restricts us to a minimum of $214,000 plus 25.0% of consolidated net income on a cumulative basis from
December 31, 2004. Under this agreement, consolidated tangible net worth includes shareholders’ equity, less intangible assets, and less restricted
investments in excess of 10% of shareholders equity. This agreement is therefore influenced by additional share repurchases. In addition, there are other
covenants in the note purchase agreements governing our 5.20% senior notes and our 5.88% senior notes which may also limit the Company’s ability to
repurchase stock. In August, the Company announced its intention to refinance its existing debt, which if completed, would remove these restrictive
covenants limiting share repurchase activity.
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Capital Investment

Capital expenditures increased to $7.4 million in the first nine months of 2006 from $3.5 million in the first nine months of 2005. This increase was
primarily due to the timing of costs associated with the continued development of our dedicated company operations market in Cincinnati, Ohio. In the first
nine months of 2006, we developed three restaurants in our dedicated company operations market in Cincinnati, Ohio. We expect to develop one more
restaurant in Cincinnati, Ohio in the fourth quarter of 2006.

Debt Instruments and Related Covenants

As an additional source of liquidity, we have a $25.0 million non-collateralized revolving credit agreement with a maturity date of September 28, 2007.
Borrowings under the agreement bear interest at the bank’s reference (prime) rate or, at our option, at the bank’s quoted rate or at a Eurodollar rate. A
commitment fee of 0.25% per annum is payable on unborrowed funds available under the agreement. There was no balance outstanding under this agreement
at September 30, 2006 nor were there any borrowings under the agreement during the first nine months of 2006.

Income Taxes

In 2004, the Internal Revenue Service (“IRS”) proposed adjustments in connection with its examination of our 2000 and 2001 federal income tax
returns. The proposed adjustments would accelerate the tax years in which we report initial franchise fee income for federal income tax purposes. We are
currently contesting the proposed adjustments through IRS administrative proceedings. If the IRS audit is successful, we would be required to report
additional income for our 2000 tax year of approximately $44.8 million and additional income for our 2001 tax year of approximately $4.5 million. Our
federal income tax liability with respect to the proposed adjustments, exclusive of interest, penalties and any related state tax liability would be
approximately $15.7 million for 2000 and $1.6 million for 2001.

In April 2005, the IRS proposed a similar adjustment in connection with its examination of our 2002 federal income tax return. The proposed adjustment
would accelerate the tax years in which we report initial franchise fee income for federal tax purposes. We are currently contesting the proposed adjustments
through IRS administrative proceedings. If the IRS audit is successful, we would be required to report additional income for our 2002 tax year of
approximately $4.2 million. Our federal income tax liability with respect to the proposed adjustment, exclusive of interest, penalties and any related state tax
liability would be approximately $1.5 million for 2002.

In June 2005, the IRS proposed a similar adjustment in connection with its examination of our 2003 federal income tax return. The proposed adjustment
would accelerate the tax years in which we report initial franchise fee income for federal tax purposes. We are currently contesting the proposed adjustments
through IRS administrative proceedings. If the IRS audit is successful, we would be required to report additional income for our 2003 tax year of
approximately $1.3 million. Our federal income tax liability with respect to the proposed adjustment, exclusive of interest, penalties and any related state tax
liability would be approximately $0.5 million for 2003.

For the tax years under audit such proposed adjustments could result in cash payments by us totaling in the aggregate, approximately $19.2 million
exclusive of interest, penalties, and any state income tax liability. Although we are still in the appeals process with the IRS, we have continued to pay taxes
over time associated with past deferred tax obligations. As a result, we now anticipate our net federal tax obligation to be approximately $10.0 million,
exclusive of interest, penalties and any related state tax liability, if the IRS audit is successful. We have previously recorded in our consolidated financial
statements the expected federal and state deferred income tax liability. The proposed adjustments relate only to the timing of when the taxes are paid.
Although we cannot determine at this time the resolution of
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this matter, we do not believe that the proposed adjustments, if upheld, will have a material adverse effect on our financial condition or results of operations.

In addition, we have recorded contingency reserves for a portion of potential interest liabilities. As of September 30, 2006, we believe these tax
contingency reserve estimates are adequate to cover potential interest liabilities for the years 2000, 2001, 2002 and 2003. However, inherent uncertainties
exist in estimates of tax contingencies. Therefore, higher actual interest and any related state tax liabilities paid by us could adversely affect our reported
results.

Critical Accounting Policies

We prepare our Consolidated Financial Statements in conformity with U.S. generally accepted accounting principals. The preparation of these financial
statements requires senior management to make estimates, assumptions and subjective or complex judgments that are inherently uncertain and may
significantly impact the reported amounts of assets, liabilities, revenue and expenses during the reporting period. Changes in the estimates, assumptions and
judgments affecting the application of these policies may result in materially different amounts being reported under different conditions or using different
assumptions. We consider the following policies to be most critical in understanding the judgments that are involved in preparing our Consolidated
Financial Statements.

Income Taxes

We provide for income taxes based on our estimate of federal and state tax liabilities. Our estimates include, but are not limited to, effective state and
local income tax rates, allowable tax credits for items such as FICA taxes paid on reported tip income and estimates related to depreciation expense allowable
for tax purposes. We usually file our income tax returns several months after our fiscal year-end. All tax returns are subject to audit by federal and state
governments, usually years after the returns are filed, and could be subject to differing interpretation of the tax laws.

Deferred tax accounting requires that we evaluate net deferred tax assets to determine if these assets will more likely than not be realized in the
foreseeable future. This test requires projection of our taxable income into future years to determine if there will be taxable income sufficient to realize the tax
assets. The preparation of the projections requires considerable judgment and is subject to change to reflect future events and changes in the tax laws.

Tax contingency reserves result from our estimates of potential liabilities resulting from differences between actual and audited results. Changes in the
tax contingency reserves result from resolution of audits of prior year filings, the expiration of the statute of limitations, changes in tax laws and current year
estimates for asserted and unasserted items. Inherent uncertainties exist in estimates of tax contingencies due to changes in tax law, both legislated and
concluded through the various jurisdictions’ tax court systems. Significant changes in our estimates could materially affect our reported results.

Leases

Of the 1,111 franchisee-operated restaurants, 61 were located on sites owned by us, 729 were located on sites leased by us from third parties and 321
were located on sites owned or leased by franchisees. We account for our leases under the provisions of FASB Statement No. 13, Accounting for Leases (SFAS
13) and subsequent amendments, which require that our leases be evaluated and classified as operating or capital leases for financial reporting purposes. We
recognize rent expense for our operating leases, which have escalating rentals over the term of the lease, on a straight-line basis over the initial term. In
addition, the lease term is deemed to commence when we take physical possession of the leased property. We historically capitalized the straight-line rent
amounts during the construction period of leased properties. Straight-line rent subsequent to the construction period and prior to the restaurant opening was
recognized as expense. However, in accordance with FASB Staff Position FAS 13-1, “Accounting for Rental
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Costs Incurred during a Construction Period,” beginning in January 2006, straight-line rent amounts are expensed during the construction period of leased
properties. We use a consistent lease term when calculating depreciation of leasehold improvements, when determining straight-line rent expense and when
determining classification of our leases as either operating or capital. Contingent rents are generally amounts due as a result of sales in excess of amounts
stipulated in certain restaurant leases and are included in rent expense as they accrue.

Certain of our lease agreements contain tenant improvement allowances. For purposes of recognizing incentives, we amortize the incentives over the
estimated useful life or lease term. For tenant improvement allowances, we also record a deferred rent liability or an obligation in our non-current liabilities
on the consolidated balance sheets.

Stock-Based Compensation

We account for stock-based compensation in accordance with SFAS 123R. Under the provisions of SFAS 123R, stock-based compensation cost is
estimated at the grant date based on the award’s fair value as calculated by a Black-Scholes option pricing model and is recognized as expense ratably over
the requisite service period. The Black Scholes model requires various highly judgmental assumptions including volatility, forfeiture rates, and expected
option life. If any of the assumptions used in the model change significantly, stock-based compensation expense may differ materially in the future from that
recorded in the current period.

New Accounting Pronouncements

At its March 28, 2006 meeting, the FASB approved the issuance of a draft abstract EITF Issue No. 06-3, “How Taxes Collected from Customers and
Remitted to Governmental Authorities Should Be Presented in the Income Statement (That is, Gross versus Net Presentation)”, which addresses the income
statement disclosure on taxes assessed by a governmental authority that is directly imposed on a revenue-producing transaction between a seller and a
customer, and may include, but are not limited to, sales, use, value-added, and some excise taxes. The presentation of taxes on either a gross (included in
revenues and costs) or a net (excluded from revenues) basis is an accounting policy decision that should be disclosed pursuant to Opinion 22. In addition, for
any such taxes that are reported on a gross basis, a company should disclose the amounts of those taxes in interim and annual financial statements for each
period for which an income statement is presented if those amounts are significant and can be done on an aggregate basis. When issued, EITF Issue No. 06-3
would be effective for financial reports for interim and annual reporting periods beginning after December 15, 2006. The Company currently accounts for
taxes on a net basis; therefore EITF 06-3 should not have any significant impact on our financial condition or results of operations.

In July 2006, the FASB issued FASB Interpretation No. 48 (FIN 48), “Accounting for Uncertainty in Income Taxes, an interpretation of FASB Statement
No. 109, Accounting for Income Taxes,” which is effective for fiscal years beginning after December 15, 2006, and clarifies the accounting for uncertainty in
tax positions. FIN 48 requires that we recognize the impact of a tax position in our financial statements if that position is more likely than not of being
sustained on audit, based on the technical merits of the position. The cumulative effect of the change in accounting principle is recorded as an adjustment to
opening retained earnings. We are currently evaluating the impact of the adoption of FIN 48 on our financial statements.

In May 2005, the FASB issued FASB Statement No. 154, “Accounting Changes and Error Corrections,” which replaces APB Opinion No. 20,
Accounting Changes, and FASB Statement No. 3, Reporting Accounting Changes in Interim Financial Statements, and changes the requirements for the
accounting for and reporting of a change in accounting principle. Statement 154 requires retrospective application to prior periods’ financial statements of a
voluntary change in accounting principle, unless it is impracticable, and is
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effective for accounting changes and corrections of errors made in fiscal years beginning after December 15, 2005. The Company does not believe adoption
of this statement will have a material adverse effect on its financial condition or results of operations.

In September 2006, the FASB issued FASB Statement No. 157, “Fair Value Measurements” (“SFAS No. 157”) which defines fair value, establishes a
framework for measuring fair value and requires enhanced disclosures about fair value measurements. SFAS No. 157 requires companies to disclose the fair
value of their financial instruments according to a fair value hierarchy, as defined. SFAS No. 157 may require companies to provide additional disclosures
based on that hierarchy. SFAS No. 157 is effective for financial statements issued for fiscal years beginning after November 15, 2007 and interim periods
within those fiscal years. We are currently evaluating the impact adoption may have on the consolidated financial statements of the Company.

Item 3.                        Quantitative and Qualitative Disclosures about Market Risk

There were no material changes from the information contained in the Company’s Annual Report on Form 10-K as of December 31, 2005.

Item 4.                        Controls and Procedures.

Disclosure Controls and Procedures.

The Company’s management, with the participation of the Company’s Chief Executive Officer and Chief Financial Officer, has evaluated the
effectiveness of the Company’s disclosure controls and procedures (as such term is defined in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange
Act of 1934, as amended (the “Exchange Act”)) as of the end of the period covered by this report. Based on such evaluation, the Company’s Chief Executive
Officer and Chief Financial Officer have concluded that, as of the end of such period, the Company’s disclosure controls and procedures are effective.

Changes in Internal Control Over Financial Reporting.

There have been no significant changes in the Company’s internal control over financial reporting (as such term is defined in Rules 13a-15(f) and 15d-
15(f) under the Exchange Act) during the fiscal quarter to which this report relates that have materially affected, or are reasonably likely to materially affect,
the Company’s internal control over financial reporting.
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Part II.         OTHER INFORMATION

Item 1.                        Legal Proceedings.

We are party to certain litigation arising in the ordinary course of business which, in the opinion of management, should not have a material adverse
effect upon either our consolidated financial position or results of operations.

Item 1A.                Risk Factors.

There were no material changes from the information contained in the Company’s Annual Report on Form 10-K as of December 31, 2005.

Item 2.                        Unregistered Sales of Equity Securities and Use of Proceeds.

(a)—(b) Not applicable

(c)          The following table provides information relating to the Company’s repurchases of stock during the third quarter of 2006:

Period

Total
Number of

Shares
Purchased

Average
Price Paid
per Share

Total Number of
Shares Purchased
as Part of Publicly
Announced Plans
or Programs(1)

Maximum Number
of Shares that May
Yet Be Purchased
Under the Plans
or Programs(2)  

July 1, 2006—July 31, 2006 — $ — — 487,810
August 1, 2006—August 31, 2006 142,086 $46.65 142,086 2,345,724
September 1, 2006—September 30, 2006 137,300 $47.25 137,300 2,208,424

Total 279,386 $46.94 279,386 2,208,424

(1)          Total number of shares repurchased through September 30, 2006 under the stock repurchase plan announced in January 2003 is 4,991,576. This includes
4,102,290 shares repurchased in 2003, 2004 and 2005.

(2)          The above mentioned stock repurchase plan provided for the repurchase of up to 7.2 million shares, which includes a 2.0 million share increase
authorized by our Board of Directors on August 21, 2006.

Item 3.                        Defaults Upon Senior Securities.

None.

Item 4.                        Submission of Matters to a Vote of Security Holders.

None.

Item 5.                        Other Information.

None.

Item 6.                        Exhibits.

3.1 Restated Certificate of Incorporation of IHOP Corp. (Exhibit 3.1 to IHOP Corp.’s Form 10-K for the
fiscal year ended December 31, 2002 is incorporated herein by reference).

3.2 Bylaws of IHOP Corp. (Exhibit 3.2 to IHOP Corp.’s Form 10-K for the fiscal year ended December 31,
2002 is incorporated herein by reference).

24



 
3.3 Amendment to the bylaws of IHOP Corp. dated November 14, 2000 (Exhibit 3.3 to IHOP Corp.’s

Form 10-Q for the quarterly period ended March 31, 2001 is incorporated herein by reference).
11.0 Statement Re Computation of Per Share Earnings.
31.1 Certification of Chief Executive Officer pursuant to Rule 13a-14(a), as adopted pursuant to Section 302

of the Sarbanes-Oxley Act of 2002.
31.2 Certification of Chief Financial Officer pursuant to Rule 13a-14(a) as adopted pursuant to Section 302

of the Sarbanes-Oxley Act of 2002.
32.1 Certification of Chief Executive Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to

Section 906 of the Sarbanes-Oxley Act of 2002.
32.2 Certification of Chief Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to

Section 906 of the Sarbanes-Oxley Act of 2002.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the
undersigned thereunto duly authorized.

IHOP Corp.
(Registrant)

November 9, 2006 BY: /s/ JULIA A. STEWART
(Date) Chairman and Chief Executive Officer

(Principal Executive Officer)

November 9, 2006 /s/ THOMAS CONFORTI
(Date) Chief Financial Officer

(Principal Financial Officer)
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Exhibit 11.0

IHOP CORP. AND SUBSIDIARIES
STATEMENT RE COMPUTATION OF PER SHARE EARNINGS

(In thousands, except per share data)
(Unaudited)

 

Three Months Ended
September 30,

Nine Months Ended
September 30,

 2006 2005 2006 2005
NET INCOME PER COMMON SHARE BASIC

Weighted average shares outstanding 17,921 19,224 18,168 19,660
Net income available to common shareholders $11,323 $11,972 $34,223 $33,976
Net income per share—basic $ 0.63 $ 0.62 $ 1.88 $ 1.73

NET INCOME PER COMMON SHARE DILUTED
Weighted average shares outstanding 17,921 19,224 18,168 19,660

Net effect of dilutive stock options based on the treasury
stock method using the average market price 202 170 213 198

Total 18,123 19,394 18,381 19,858
Net income available to common shareholders $11,323 $11,972 $34,223 $33,976
Net income per share—diluted $ 0.62 $ 0.62 $ 1.86 $ 1.71

 



Exhibit 31.1

Certification Pursuant to
Rule 13a-14(a) of the

Securities Exchange Act of 1934, As Amended

I, Julia A. Stewart, Chairman and Chief Executive Officer of IHOP Corp., certify that:
1.                 I have reviewed this Quarterly Report on Form 10-Q of IHOP Corp.;
2.                 Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the

statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;
3.                 Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the

financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;
4.                 The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in

Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f))
for the registrant and have:
(a)          Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to

ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this report is being prepared;

(b)         Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our
supervision, 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;

(c)          Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation;

(d)         Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal
quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect,
the registrant’s internal control over financial reporting; and

5.                 The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):
(a)          All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably

likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and
(b)         Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control

over financial reporting.

Date: November 9, 2006

/s/ JULIA A. STEWART
Julia A. Stewart
Chairman and Chief Executive Officer

 



Exhibit 31.2

Certification Pursuant to
Rule 13a-14(a) of the

Securities Exchange Act of 1934, As Amended

I, Thomas Conforti, Chief Financial Officer, certify that:

1.                 I have reviewed this Quarterly Report on Form 10-Q of IHOP Corp.;

2.                 Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the
statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;

3.                 Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the
financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4.                 The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in
Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f))
for the registrant and have:

(a)          Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to
ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this report is being prepared;

(b)         Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our
supervision, 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;

(c)          Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation;

(d)         Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal
quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect,
the registrant’s internal control over financial reporting; and

5.                 The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

(a)          All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably
likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

(b)         Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control
over financial reporting.

Date: November 9, 2006

/s/ THOMAS CONFORTI
Thomas Conforti
Chief Financial Officer (Principal Financial Officer)

 



Exhibit 32.1

Certification Pursuant to
18 U.S.C. Section 1350,
As Adopted Pursuant to

Section 906 of the Sarbanes-Oxley Act of 2002

In connection with the Quarterly Report on Form 10-Q of IHOP Corp. (the “Company”) for the quarter ended September 30, 2006, as filed with the
Securities and Exchange Commission on November 9, 2006, (the “Report”), Julia A. Stewart, as Chairman and Chief Executive Officer of the Company,
hereby certifies, pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that, to the best of her
knowledge, that:

(1)   The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

(2)   The information contained in the Report fairly presents, in all material respects, the financial condition and result of operations of the
Company.

Date: November 9, 2006 /s/ JULIA A. STEWART
Julia A. Stewart
Chairman and Chief Executive Officer

 

This certification accompanies the Quarterly Report pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 and shall not, except to the extent
required by the Sarbanes-Oxley Act of 2002, be deemed filed by the Company for purposes of Section 18 of the Securities Exchange Act of 1934, as
amended.



Exhibit 32.2

Certification Pursuant to
18 U.S.C. Section 1350,
As Adopted Pursuant to

Section 906 of the Sarbanes-Oxley Act of 2002

In connection with the Quarterly Report on Form 10-Q of IHOP Corp. (the “Company”) for the quarter ended September 30, 2006, as filed with the
Securities and Exchange Commission on November 9, 2006, (the “Report”), Thomas Conforti, as Chief Financial Officer of the Company, hereby certifies,
pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that, to the best of his knowledge, that:

(1)   The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

(2)   The information contained in the Report fairly presents, in all material respects, the financial condition and result of operations of the
Company.

Date: November 9, 2006 /s/ THOMAS CONFORTI
Thomas Conforti
Chief Financial Officer (Principal Financial Officer)

 

This certification accompanies the Report pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 and shall not, except to the extent required by the
Sarbanes-Oxley Act of 2002, be deemed filed by the Company for purposes of Section 18 of the Securities Exchange Act of 1934, as amended.
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