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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,
2004

 

December 31,
2003

 

  

(Unaudited)

   
Assets        
Current assets        
 Cash and cash equivalents  $ 27,772 $ 27,996 
 Marketable securities   28,582  45,537 
 Receivables, net   44,022  47,116 
 Reacquired franchises and equipment held for sale, net   628  1,597 
 Inventories   249  556 
 Prepaid expenses   1,264  4,279 
    
  Total current assets   102,517  127,081 
    
Long-term receivables   341,614  354,036 
Property and equipment, net   304,899  314,221 
Reacquired franchises and equipment held for sale, net   3,557  9,153 
Excess of costs over net assets acquired   10,767  10,767 
Other assets   37,209  27,746 
    
  Total assets  $ 800,563 $ 843,004 
    
Liabilities and Stockholders' Equity        
Current liabilities        
 Accounts payable  $ 9,554 $ 13,840 
 Accrued employee compensation and benefits   9,211  11,962 
 Other accrued expenses   15,692  8,924 
 Deferred income taxes   3,358  1,760 
 Current maturities of long-term debt   5,811  5,731 
 Current maturities of capital lease obligations   3,788  3,156 
    
  Total current liabilities   47,414  45,373 
    
Long-term debt, less current maturities   138,157  139,615 
Capital lease obligations, less current maturities   175,284  177,664 
Deferred income taxes   66,593  72,225 
Other liabilities   35,658  25,767 
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, 2004:
22,161,698 shares issued and 20,026,103 shares outstanding; December 31, 2003:
21,994,068 shares issued and 21,389,939 shares outstanding   222  220 

 Additional paid-in capital   110,101  104,661 
 Retained earnings   302,649  295,448 
 Deferred compensation   (62)  (191)
 Accumulated other comprehensive loss   (476)  (545)

 
Treasury stock, at cost (2,135,595 and 604,129 shares at September 30, 2004 and
December 31, 2003, respectively)   (75,802)  (19,443)

 Contribution to ESOP   825  2,210 
    
  Total stockholders' equity   337,457  382,360 
    
  Total liabilities and stockholders' equity  $ 800,563 $ 843,004 
    

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,

  

2004

 

2003

 

2004

 

2003

Revenues             
 Franchise revenues  $ 39,094 $ 35,761 $ 115,432 $ 104,269
 Rental income   32,447  29,581  97,244  86,888
 Company restaurant sales   7,509  19,818  26,378  60,827
 Financing revenues   7,493  19,602  25,517  50,053
     
  Total revenues   86,543  104,762  264,571  302,037
     
Costs and Expenses             
 Franchise expenses   18,262  16,267  54,857  47,629
 Rental expenses   24,057  21,718  71,182  63,857
 Company restaurant expenses   8,031  21,485  28,929  64,886
 Financing expenses   3,926  11,335  12,840  28,036
 General and administrative expenses   15,734  12,744  43,414  38,573
 Other expense, net   1,177  971  3,495  3,280
 Impairment and closure charges   3,071  1,469  13,130  2,386
 Reorganization charges   —  1,104  —  8,624
     
  Total costs and expenses   74,258  87,093  227,847  257,271
     
Income before provision for income taxes   12,285  17,669  36,724  44,766
Provision for income taxes   4,612  6,625  13,775  16,787
     
Net Income  $ 7,673 $ 11,044 $ 22,949 $ 27,979
     
Net Income Per Share             
 Basic  $ 0.38 $ 0.51 $ 1.10 $ 1.30
     
 Diluted  $ 0.38 $ 0.51 $ 1.09 $ 1.29
     
Weighted Average Shares Outstanding             
 Basic   20,153  21,497  20,839  21,443
     
 Diluted   20,318  21,721  21,021  21,623
     
Dividends Declared Per Share  $ 0.25 $ 0.25 $ 0.75 $ 0.50
     
Dividends Paid Per Share  $ 0.25 $ 0.25 $ 0.75 $ 0.50
     

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,

 

  

2004

 

2003

 
Cash flows from operating activities        
 Net income  $ 22,949 $ 27,979 
  Adjustments to reconcile net income to cash flows provided by operating activities        
   Depreciation and amortization   13,867  13,827 
   Impairment and closure charges   13,130  2,386 
   Reorganization charges   —  5,534 
   Deferred income taxes   (4,034)  (4,467)
   Contribution to ESOP   840  1,669 
   Tax benefit from stock options exercised   1,133  2,535 
   Changes in current assets and liabilities        
    Receivables   1,725  4,472 
    Inventories   307  22 
    Prepaid expenses   3,015  8,035 
    Accounts payable   (4,286)  (9,592)
    Accrued employee compensation and benefits   (2,751)  3,084 
    Other accrued expenses   6,768  (1,148)
    Other   (824)  676 
    
     Cash flows provided by operating activities   51,839  55,012 
    
Cash flows from investing activities        
 Additions to property and equipment   (11,601)  (64,993)
 Additions to long-term receivables   (524)  (10,701)
 Redemption and purchase of marketable securities, net   16,955  (43,713)
 Proceeds from sale of land and building   1,472  1,295 
 Principal receipts from long-term receivables   15,870  11,737 
 Additions to reacquired franchises held for sale   (560)  (1,755)
    
     Cash flows provided by (used in) investing activities   21,612  (108,130)
    
Cash flows from financing activities        
 Proceeds from sale and leaseback arrangements   —  12,618 
 Repayment of long-term debt, including revolving line of credit   (1,377)  (2,023)
 Principal payments on capital lease obligations   (2,275)  (1,848)
 Dividends paid   (15,748)  (10,771)
 Purchase of treasury stock   (57,677)  (16,852)
 Proceeds from stock options exercised   3,402  8,925 
    
     Cash flows used in financing activities   (73,675)  (9,951)
    
 Net decrease in cash and cash equivalents   (224)  (63,069)
 Cash and cash equivalents at beginning of period   27,996  98,739 
    
 Cash and cash equivalents at end of period  $ 27,772 $ 35,670 
    
Supplemental disclosures        
 Interest paid (net of capitalized interest of $175 and $990, respectively)  $ 19,054 $ 18,559 
 Income taxes paid   13,732  14,703 
 Capital lease obligations incurred   —  10,277 

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 have been prepared in accordance with 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 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, 2004 are not necessarily indicative of the results that may be
expected for the year ending December 31, 2004.

        The consolidated balance sheet at December 31, 2003 has been derived from the audited consolidated financial statements at that date but
does not include all of the information and footnotes required by generally accepted accounting principles for complete financial statements.

        For further information, refer to the consolidated financial statements and footnotes thereto included in IHOP's annual report on Form 10-K for
the year ended December 31, 2003.

        2.     Reclassifications:    Certain reclassifications have been made to prior period information to conform to the current period presentation.

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

        4.     Segments:    IHOP's 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 the
franchise fees allocated to the Company's intellectual property. Franchise operations expenses include advertising expense and the cost of
proprietary products.

        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.

        Company restaurant sales are retail sales at IHOP-operated restaurants. Company restaurant expenses are operating expenses at IHOP-
operated restaurants and include food, labor and benefits, utilities, rent and other real estate related 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.
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Franchise
Operations

 

Rental
Operations

 

Company
Restaurant
Operations

 

Financing
Operations

 

General and
Administrative

and Other

 

Consolidated
Total

  

(In thousands)

Three Months Ended September 30,
2004                   
Revenues from external customers  $ 39,094 $ 32,447 $ 7,509 $ 7,493 $ — $ 86,543
Intercompany real estate charges   —  4,977  85  —  (5,062)  —
Depreciation and amortization   —  1,402  189  —  2,944  4,535
Interest expense   —  4,632  174  2,049  —  6,855
Impairment and closure charges   —  —  3,071  —  —  3,071
Income (loss) before provision for
income taxes   20,832  4,574  (601)  3,567  (16,087)  12,285
Provision for income taxes   —  —  —  —  4,612  4,612

Three Months Ended September 30,
2003                   
Revenues from external customers  $ 35,761 $ 29,581 $ 19,818 $ 19,602 $ — $ 104,762
Intercompany real estate charges   —  4,188  367  —  (4,555)  —
Depreciation and amortization   —  1,214  1,040  —  2,561  4,815
Interest expense   —  4,489  420  1,929  —  6,838
Impairment and closure charges   —  —  1,469  —  —  1,469
Reorganization charges   —  —  —  —  1,104  1,104
Income (loss) before provision for
income taxes   19,494  4,577  (1,822)  8,267  (12,847)  17,669
Provision for income taxes   —  —  —  —  6,625  6,625

Nine Months Ended September 30,
2004                   
Revenues from external customers  $ 115,432 $ 97,244 $ 26,378 $ 25,517 $ — $ 264,571
Intercompany real estate charges   —  14,874  380  —  (15,254)  —
Depreciation and amortization   —  4,186  1,069  —  8,612  13,867
Interest expense   —  13,855  680  6,022  —  20,557
Impairment and closure charges   —  —  13,130  —  —  13,130
Income (loss) before provision for
income taxes   60,575  14,620  (2,898)  12,677  (48,250)  36,724
Provision for income taxes   —  —  —  —  13,775  13,775

Nine Months Ended September 30,
2003                   
Revenues from external customers  $ 104,269 $ 86,888 $ 60,827 $ 50,053 $ — $ 302,037
Intercompany real estate charges   —  11,391  1,348  —  (12,739)  —
Depreciation and amortization   —  3,568  3,192  —  7,067  13,827
Interest expense   —  13,325  1,284  5,424  —  20,033
Impairment and closure charges   —  —  2,386  —  —  2,386
Reorganization charges   —  —  —  —  8,624  8,624
Income (loss) before provision for
income taxes   56,640  14,249  (4,917)  22,017  (43,223)  44,766
Provision for income taxes   —  —  —  —  16,787  16,787
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        The following table reconciles internal segment profit (loss) to external segment profit (loss):

  

Franchise
Operations

 

Rental
Operations

 

Company
Restaurant
Operations

 

Financing
Operations

  

($ In Thousands)

Three months ended September 30, 2004             
Internal segment profit (loss)  $ 20,832 $ 4,574 $ (601) $ 3,567
Elimination of intercompany real estate charges   —  4,977  85  —
Allocated depreciation charges   —  (1,161)  (6)  —
     
 External segment profit (loss)  $ 20,832 $ 8,390 $ (522) $ 3,567
     

Three months ended September 30, 2003             
Internal segment profit (loss)  $ 19,494 $ 4,577 $ (1,822) $ 8,267
Elimination of intercompany real estate charges   —  4,188  367  —
Allocated depreciation charges   —  (902)  (72)  —
Other allocated charges   —  —  (140)  —
     
 External segment profit (loss)  $ 19,494 $ 7,863 $ (1,667) $ 8,267
     

Nine months ended September 30, 2004             
Internal segment profit (loss)  $ 60,575 $ 14,620 $ (2,898) $ 12,677
Elimination of intercompany real estate charges   —  14,874  380  —
Allocated depreciation charges   —  (3,432)  (33)  —
     
 External segment profit (loss)  $ 60,575 $ 26,062 $ (2,551) $ 12,677
     

Nine months ended September 30, 2003             
Internal segment profit (loss)  $ 56,640 $ 14,249 $ (4,917) $ 22,017
Elimination of intercompany real estate charges   —  11,391  1,348  —
Allocated depreciation charges   —  (2,609)  (72)  —
Other allocated charges   —  —  (418)  —
     
 External segment profit (loss)  $ 56,640 $ 23,031 $ (4,059) $ 22,017
     

        5.     Stock Based Employee Compensation:    In accordance with the provisions of SFAS No. 123, "Accounting for Stock-Based
Compensation," we have elected to account for our stock-based employee compensation plans under the intrinsic value method which requires
compensation expense to be recorded only if, on the date of grant, the current market price of the Company's common stock exceeds the exercise
price the employee must pay for the stock. The Company's policy is to grant stock options at the fair market value of the underlying stock at the
date of grant. Had compensation expense for our stock option plans been determined based on the fair value at the grant date for awards through
September 30, 2004 consistent with the provisions of SFAS No. 123, our after-tax net
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income and after-tax net income per share would have been reduced to the pro forma amounts indicated below (in thousands, except net income
per share data):

  

Three Months
Ended

September 30,

 

Nine Months
Ended

September 30,

 

  

2004

 

2003

 

2004

 

2003

 
Net income, as reported  $ 7,673 $ 11,044 $ 22,949 $ 27,979 
Add stock-based compensation expense included in reported net income,
net of tax   26  30  81  89 
Less stock-based compensation expense determined under the fair-value
accounting method, net of tax   (461)  (409)  (1,322)  (1,149)
      
Net income, pro forma  $ 7,238 $ 10,665 $ 21,708 $ 26,919 
      
Net income per share—basic, as reported  $ 0.38 $ 0.51 $ 1.10 $ 1.30 
Net income per share—basic, pro forma  $ 0.36 $ 0.50 $ 1.04 $ 1.26 
Net income per share—diluted, as reported  $ 0.38 $ 0.51 $ 1.09 $ 1.29 
Net income per share—diluted, pro forma  $ 0.36 $ 0.49 $ 1.03 $ 1.24 

        6.     Income Taxes:    The Internal Revenue Service ("IRS") has proposed adjustments in connection with its examination of the Company's
2000 and 2001 federal income tax returns. The proposed adjustments would accelerate the tax years in which the Company reports initial franchise
fee income for federal income tax purposes. If the IRS is successful, the Company would be required to report additional income for its 2000 tax
year of approximately $45.2 million and additional income for its 2001 tax year of approximately $4.8 million. The Company's federal income tax
liability with respect to the proposed adjustments, exclusive of interest, penalties and any related state tax liability would be approximately
$15.8 million for 2000 and $1.7 million for 2001. The Company is currently contesting the proposed adjustments through IRS administrative
proceedings. In addition, if the IRS is successful, the Company would report additional income for its 2002 and 2003 tax years. The Company
estimates that its federal income tax liability with respect to such additional income, exclusive of interest, penalties and related state tax liability
would be approximately $2.0 million for each of 2002 and 2003.

        For the tax years under audit, and potentially for subsequent tax years, such proposed adjustments could result in material cash payments
by the Company. The Company had previously recorded in its 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 the Company 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.

        7.     Impairment and Closure Charges:    During the second quarter of 2004, IHOP recorded an $8.9 million charge for long-lived asset
impairments on 14 restaurants. The Company closed 8 of these restaurants in the third quarter of 2004. The decision to close the restaurants was
a result of a comprehensive analysis that examined restaurants not meeting minimum return on investment thresholds and certain other operating
performance criteria. The assets for these restaurants were written down to their estimated fair value in the second quarter. During the third quarter
of 2004, IHOP recorded an additional charge of $3.1 million, primarily related to existing lease obligations associated with several of the
restaurants closed. This charge was recorded during the third quarter in accordance with SFAS No. 146, "Accounting for Costs Associated with
Exit or Disposal Activities," which requires lease obligations to be recorded when a restaurant ceases operation.

        8.     New Accounting Pronouncements:    In January 2003, the Financial Accounting Standards Board ("FASB") issued FIN 46,
"Consolidation of Variable Interest Entities." FIN 46 establishes a new
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and far-reaching consolidation accounting model. Although FIN 46 was initially focused on special purpose entities, the applicability of FIN 46 goes
beyond such entities and can have applicability to franchise arrangements, regardless of whether the Company has voting or ownership control of
the franchises. In response to a number of comment letters and implementation questions, in December 2003 the FASB issued FIN 46R, which
delayed the effective date of FIN 46 for certain entities until March 31, 2004, and provided clarification regarding franchise considerations and other
implementation issues.

        We had approximately 990 individual franchise agreements in effect as of December 31, 2003. These agreements with independent third
party franchisees were initiated over the past 25-30 years. The majority, but not all, of the franchise agreements obligate our franchisees to submit
certain unaudited financial information to IHOP. For the period of time from the beginning of these agreements until December 31, 2003, the
Company chose to not enforce the financial information requirement of the franchise agreements. However, in early 2004, we commenced an effort
to collect Profit & Loss information from our franchisees. The effort so far has yielded limited compliance by approximately 90.0% of our
franchisees. For the most part, the financial information received from our respondents has not lent itself to meaningful analysis as such
information was either incomplete or not prepared in accordance generally accepted accounting principles. Our exhaustive efforts with our
franchisees and related additional analysis resulted in our conclusion that we would be unable to compile meaningful financial information
ourselves in order to properly conduct an assessment for the purposes of FIN 46R due to either the inability of the franchisees to provide us with
additional information or the extent, and related costs, of the efforts required to conduct such an assessment for all 990 franchise agreements.

        Our involvement as a franchisor does not give us the legal rights or practical ability to implement accounting policies and procedures of the
franchisee, mandate the hiring by franchisees of accountants proficient in generally accepted accounting principles or to enforce other accounting
related requirements upon our franchisees, except for the reporting of routine sales information. Accordingly, our ability to monitor or influence the
complete and accurate preparation of financial information in a manner which is adequate to satisfy the requirements under FIN 46R are limited by
the legal and practical nature of our franchise relationships.

        We believe that after all of the exhaustive efforts we have exerted in this regard, IHOP Corp. does not have sufficient information to
determine if each individual franchise is a variable interest entity as defined by FIN 46R. Specifically, we cannot (a) determine whether the entity is
a variable interest entity, (b) determine whether the enterprise is the primary beneficiary, or (c) perform the accounting required to consolidate the
entity.

        As a result, IHOP Corp. believes that it qualifies for the "Scope Exception For Certain Enterprises That Are Unable to Obtain Information"
contained in FIN 46 (R) as it has made the requisite efforts to obtain sufficient information from its franchisees who may qualify as variable interest
entities.

        On October 13, 2004, the Financial Accounting Standards Board reached a conclusion on Statement 123R, Share-Based Payment. The
Statement would require all public companies accounting for share-based payment transactions in which an enterprise receives employee services
in exchange for (a) equity instruments of the enterprise or (b) liabilities that are based on the fair value of the enterprise's equity instruments or that
may be settled by the issuance of such equity instruments to account for these types of transactions using a fair-value-based method. The
Statement would eliminate the ability to account for share-based compensation transactions using APB Opinion No. 25, Accounting for Stock
Issued to Employees. The Statement also requires the tax benefits associated with these shared based payments be classified as financing
activities in the statement of cash flows rather than operating activities as is currently permitted. The Statement becomes effective for interim or
annual periods beginning after June 15, 2005. The Company will be required to apply Statement 123R beginning July 1, 2005. The Statement
offers the Company alternative methods of adopting this final rule. At the present time, the Company has not yet determined which method it will
use nor has it determined the financial statement impact.
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Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations. 

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 generally include a component that is 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,

 

  

2004

 

2003

 

2004

 

2003

 

  

(Dollars in thousands)
(Unaudited)

 
Restaurant Data          
 Effective restaurants(a)          
  Franchise(b)  992 926 986 908 
  Company  27 76 33 77 
  Area license(b)  146 140 145 139 
      
   Total  1,165 1,142 1,164 1,124 
      
System-wide          
 Sales percentage change(c)  8.3% 15.0% 9.7% 14.7%
 Same-store sales percentage change(d)  5.3% 4.7% 5.6% 4.4%

Franchise(b)          
 Sales percentage change  11.6% 15.9% 12.9% 15.4%
 Same-store sales percentage change(d)  5.2% 4.6% 5.5% 4.2%

Company          
 Sales percentage change  (62.1%) 0.9% (56.6%) 9.8%
 Same-store sales percentage change(d)  9.0% 5.0% 7.0% 5.3%

Area License(b)          
 Sales percentage change  12.7% 13.8% 13.8% 10.7%

(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. It is calculated
by dividing total restaurant operating days by 91 days for a quarterly calculation. 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) IHOP historically reported restaurants in Canada as franchise restaurants although the restaurants were operated under an area license agreement. Beginning with
2004, Canadian restaurants are reported as "Area License." Prior period information has been restated to conform to the current period presentation. 

(c) "System-wide sales" are retail sales of franchisees, area licensees and Company-operated restaurants, as reported to IHOP. Sales of restaurants that are owned by
franchisees and area licensees are not attributable to the Company. 

(d) "Same-store sales percentage change" reflects the percentage change in sales for restaurants that have been operated for the entire fiscal period in which they are
being compared and have been open for at least 18 months. Because of new unit openings and store closures, the restaurants opened for an entire fiscal period
being compared will be different from period to period. Same-store average sales do not include data on restaurants located in Florida.
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        The following table summarizes IHOP's restaurant development and franchising activity:

  

Three Months
Ended

September 30,

 

Nine Months
Ended

September 30,

 

  

2004

 

2003

 

2004

 

2003

 

  

(Unaudited)

 

(Unaudited)

 
RESTAURANT DEVELOPMENT ACTIVITY          
IHOP-beginning of period  1,167 1,136 1,165 1,103 
 New openings          
  IHOP-developed  — 12 3 45 
  Franchisee-developed(a)  11 1 18 7 
  Area license  1 4 4 4 
      
   Total new openings  12 17 25 56 
 Closings          
  Company and franchise  (11) (4) (22) (10)
  Area License  — — — — 
      
IHOP-end of period  1,168 1,149 1,168 1,149 
      

Summary-end of period          
 Franchise(a)  1,001 940 1,001 940 
 Company  21 68 21 68 
 Area license(a)  146 141 146 141 
      
   Total IHOP  1,168 1,149 1,168 1,149 
      
RESTAURANT FRANCHISING ACTIVITY          
IHOP-developed  2 21 6 51 
Franchisee-developed(a)  11 1 18 7 
Rehabilitated and refranchised  5 4 16 6 
      
   Total restaurants franchised  18 26 40 64 
Reacquired by IHOP  (3) (4) (6) (10)
Closed  (4) (2) (12) (4)
      
 Net additions  11 20 22 50 
      

(a) IHOP historically reported restaurants in Canada as franchise restaurants although the restaurants were operated under an area
license agreement. Beginning with 2004, Canadian restaurants are reported as "Area License." Prior period information has been
restated to conform to the current period presentation.

Forward-Looking Statements

        The following discussion and analysis provides information we believe is relevant to an assessment and understanding of IHOP's
consolidated results of operations and financial condition. The discussion should be read in conjunction with the consolidated financial statements
and notes thereto. 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 that 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 ability to continue to attract qualified franchisees; availability of suitable
locations and terms for the sites designated for development; legislation and government regulation, including the ability to obtain
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satisfactory regulatory approvals; conditions beyond IHOP's control such as weather, natural disasters or acts of war or terrorism; availability and
cost of materials and labor; cost and availability of capital; competition; continuing acceptance of the International House of Pancakes brand and
concept by guests and franchisees; IHOP'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 our press releases, public statements
and/or filings with the Securities and Exchange Commission. Forward-looking information is provided by us pursuant to the safe harbor established
under the Private Securities Litigation Reform Act of 1995 and should be evaluated in the context of these factors. In addition, we disclaim any
intent or obligation to update these forward-looking statements.

        This information should be read in conjunction with 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, 2003.

General

        In January 2003, we announced significant changes in the way we conduct our business. These changes included a transition from
Company-financed restaurant development (the "Old Model") to a more traditional franchise development model, in which franchisees finance and
develop new restaurants (the "New Model"). It was the Company's intention to complete the transition from Company development to franchisee
development by the end of 2003. Due to construction delays, we expect to complete the development and franchising of the final restaurant under
the Old Model in the fourth quarter of 2004.

Franchising

        Our franchising activities in each of the quarters and nine months ended September 30, 2004 and 2003 included both Company financed and
franchisee financed development. For clarity of presentation, the discussion below is separated between those activities specific to the Old Model
and those which apply to the New Model.

Old Model

        Under the Old Model, when we developed a restaurant we identified the site for the new restaurant, purchased the site or leased it from a
third party, and built the restaurant and equipped it with all required equipment. We selected and trained the franchisee and supervisory personnel
who would operate the restaurant. In addition, we typically financed approximately 80% of the franchise fee, and leased the restaurant and
equipment to the franchisee. In accordance with GAAP, the equipment lease between the Company and the franchisee was treated as a sale in
our financial statements.

        Our involvement in the development of new restaurants allowed IHOP to charge a core franchise fee and development and financing fees
totaling $200,000 to $550,000. In addition, we derive income from the financing of the core franchise fee and development and financing fees, and
the leasing of property and equipment to franchisees. However, we also incurred obligations in the development, franchising and start-up
operations of the new restaurants.

        The franchisee typically paid approximately 20% of the initial franchise fee in cash, and we financed the remaining amount over five to eight
years. We also continue to receive revenues from the franchisee as follows: (1) a royalty equal to 4.5% of the restaurant's sales; (2) income from
the leasing of the restaurant property and related equipment; (3) revenue from the sale of certain proprietary products, primarily pancake mixes;
(4) a local advertising fee equal to about 2% of the restaurant's
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sales, which is usually collected by IHOP and then paid to a local advertising cooperative; and (5) a national advertising fee equal to 1% of the
restaurant's sales. In some cases, we have agreed to accept reduced royalties for a period of time from franchisees in order to assist them in
establishing their businesses, where business conditions justify it.

New Model

        Under the New Model, IHOP's approach to franchising is similar to that of most franchising systems 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 own capital and financial resources to acquire the site, build and equip the
business and fund working capital needs.

        In addition to offering franchises 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 number of stores and the
schedule of stores to be developed under multi-store development agreements is negotiated on an agreement by agreement basis. With respect to
restaurants developed under the New Model, 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 as of September 30, 2004.

    

Scheduled Opening of Restaurants

  

Number of Signed
Agreements

 

Remainder of
2004

 

2005

 

2006

 

2007 and
thereafter

 

Total

Single-store development agreements  26 4 22 — — 26
Multi-store development agreements  39 20 36 32 127 215
       
  65 24 58 32 127 241
       

Comparison of the Quarter Ended September 30, 2004 to Quarter Ended September 30, 2003

Overview

        Our results for the third quarter of 2004 were negatively impacted by the reduction in the number of restaurants franchised as a result of the
transition to our New Business Model, and by $3.1 million in impairment and closure charges. These factors were partially offset by an increase in
franchise operations profit resulting from increases in same-store sales and effective restaurants. A comparison of our financial results for the third
quarter of 2004 to those in 2003 included:

• A decrease in net income of $3.4 million or 30.5%; 

• A decrease in net income per diluted share of $0.13 or 25.5%; and
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• An increase in same-store sales of 5.3%.

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 advertising expenses, the cost of proprietary products and other
franchise related expenses. Key factors which can be used in evaluating and understanding our franchise operations segment include:

• Franchise retail sales 

• Number of restaurants franchised

        Franchise operations profit, which is franchise revenues less franchise expenses, increased by $1.3 million or 6.9% in the third quarter of
2004 compared to the same period in 2003. This increase was due to the changes in franchise revenues and expenses 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 $3.3 million or 9.3% in the third quarter of 2004 compared to the same period in 2003. Franchise revenues grew
primarily due to an 11.6% increase in franchise restaurant retail sales. This was partially offset by a reduction in the number of units franchised in
2004 compared to 2003 and the fees associated with this franchising activity. The 11.6% increase in franchise restaurant retail sales was primarily
attributable to the following:

• Effective franchised restaurants increased by 7.1%; and 

• Same-store sales for franchise restaurants increased by 5.2%.

"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 restaurants increased due to the annualized effect of new restaurant development in 2003 and the refranchising of Company-
owned restaurants in 2003 and 2004. Same-store sales for franchise restaurants increased due to a combination of an increase in guest traffic and
increased menu prices.

        Franchise expenses increased by $2.0 million or 12.3% in the third quarter of 2004 compared to the same period in 2003. Franchise
expenses such as advertising and the cost of proprietary products are directly related to franchise restaurant retail sales. The increase in franchise
expenses was primarily a result of the 11.6% increase in franchise restaurant retail sales.

Rental Operations

        Rental income includes revenue from operating leases and interest income from direct financing leases. Rental expenses are costs of
operating leases and interest expense on capital leases on franchisee-operated restaurants. The number of operating leases is the key factor
which can be used in evaluating and understanding our rental operations segment.

        Rental operations profit, which is rental income less rental expenses, increased by $0.5 million or 6.7% in the third quarter of 2004 compared
to the same period in 2003. The increase was due to the changes in rental income and expenses discussed below.

        Rental income increased by $2.9 million or 9.7% in the third quarter of 2004 compared to the same period in 2003. The primary reason for the
increase was an increase in the number of operating
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subleases associated with new restaurants opened in 2003 and 2004 as well as recently franchised units. The number of operating subleases
increased by 10.1% to 501 in 2004 compared to 455 in 2003.

        Rental expenses increased by $2.3 million or 10.8% in the third quarter of 2004 compared to the same period in 2003. An increase in rental
costs associated with an increase in the number of operating leases was the primary cause of the increase in rental expenses. The increase in
prime operating leases of 6.8% to 454 in 2004 from 425 in 2003 was a result of restaurants opened in 2003 and 2004 as well as recently
refranchised units.

Company Restaurant Operations

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

• Same-store sales 

• Labor and benefits costs 

• Food costs

        Company restaurant operations loss, which is Company restaurant sales less Company restaurant expenses, was $0.5 million in the third
quarter of 2004 or 68.7% less than the loss of $1.7 million in the third quarter of 2003. The reduced loss was due to the changes in Company
restaurant sales and expenses discussed below.

        Company restaurant sales decreased by $12.3 million or 62.1% in the third quarter of 2004 compared to the prior year, primarily as a result of
a 64.5% decrease in effective IHOP-operated restaurants, partially offset by a 9.0% increase in same-store sales.

        Company restaurant expenses as a percentage of Company restaurant sales were 107.0% in the third quarter of 2004 compared to 108.4% in
the same period in 2003. This 1.4% decrease in the third quarter of 2004 was primarily attributable to the following:

• Decreases in employee benefits expenses; and 

• Decreases in depreciation and amortization expenses due to the refranchising of Company-owned restaurants and the write-off of
assets in the second and third quarters of 2004.

Financing Operations

        Financing revenues consist of development and financing fees, which is the portion of the 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:

• Increases in franchise and equipment notes; and 

• Development and financing fees of franchise restaurants which is based on the number and the average price of IHOP-developed
units franchised.

        Financing operations profit, which is financing revenues less financing expenses, decreased by $4.7 million or 56.9% in the third quarter of
2004 compared to the same period in 2003. This decrease was due to the changes in financing revenues and expenses discussed below.
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        Financing revenues decreased by $12.1 million or 61.8% in the third quarter of 2004 compared to the same period in the prior year. The
decrease in revenues was primarily due to a decrease in the number of IHOP-developed and franchised restaurants. In the third quarter of 2004
there were 2 IHOP-developed restaurants that were franchised compared to 21 in the third quarter of 2003. This was a result of the transition to the
New Business Model.

        Financing expenses decreased by $7.4 million or 65.4% in the third quarter of 2004 compared to the same period in 2003. This is primarily
due a decrease in equipment costs associated with the decreased number of IHOP-developed and franchised restaurants.

General and Administrative Expenses

        General and administrative expenses increased by $3.0 million or 23.5% in the third quarter of 2004 compared to the same period in the prior
year. The increase in general and administrative expenses was primarily due to increased travel and conference expenses related to our National
Franchise Convention in September 2004. The expenses related to the National Franchise Convention in May 2003 were incurred in the second
quarter of 2003.

Comparison of the Nine Months Ended September 30, 2004 and 2003

Overview

        Our results in the first nine months of 2004 were negatively impacted by the reduction of the number of restaurants franchised which was a
result of the transition to our New Business Model, and by $13.1 million in impairment and closure charges. These factors were partially offset by
an increase in franchise operations profit resulting from increases in same-store sales and effective restaurants. A comparison of our financial
results for the first nine months of 2004 to those in 2003 included:

• A decrease in net income of $5.0 million or 18.0%; 

• A decrease in net income per diluted share of $0.20 or 15.5%; and 

• An increase in same-store sales of 5.6%.

Franchise Operations

        Franchise operations profit increased by $3.9 million or 6.9% in the first nine months of 2004 compared to the same period in 2003. This
increase was due to the changes in franchise revenues and expenses 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 $11.2 million or 10.7% in the first nine months of 2004 compared to the same period in the prior year. Franchise
revenues grew primarily due to a 12.9% increase in franchise restaurant retail sales. This was partially offset by a reduction in the number of units
franchised in 2004 compared to 2003 and the fees associated with this franchising activity. The 12.9% increase was primarily attributable to the
following:

• Effective franchised restaurants increased by 8.6%; and 

• Same-store sales for franchise restaurants increased by 5.5%.
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        Effective restaurants increased due to the annualized effect of new restaurant development in 2003 and the refranchising of Company-owned
restaurants in 2003 and 2004. Same-store sales for franchise restaurants increased due to a combination of an increase in guest traffic and
increased menu prices.

        Franchise expenses increased by $7.2 million or 15.2% in the first nine months of 2004 compared to the same period in 2003. Franchise
expenses such as advertising and the cost of proprietary products are directly related to franchise restaurant retail sales. The increase in franchise
expenses was primarily a result of the 12.9% increase in franchise restaurant retail sales.

Rental Operations

        Rental operations profit increased by $3.0 million or 13.2% in the first nine months of 2004 compared to the same period in 2003. The
increase was due to the changes in rental income and expenses discussed below.

        Rental income increased by $10.4 million or 11.9% in the first nine months of 2004 compared to the same period the prior year. The primary
reason for the increase was an increase in the number of operating leases associated with new restaurants opened in 2003 and 2004 as well as
recently franchised units. The number of operating subleases increased by 10.1% to 501 in 2004 compared to 455 in 2003.

        Rental expenses increased by $7.3 million or 11.5% in the first nine months of 2004 compared to the same period in 2003. An increase in
rental costs associated with an increase in the number of operating leases was the primary cause of the increase in rental expenses. The increase
in prime operating leases of 6.8% to 454 in 2004 from 425 in 2003 was a result of restaurants opened in 2003 and 2004 as well as recently
refranchised units.

Company Restaurant Operations

        Company restaurant operations loss was $2.6 million in the first nine months of 2004 or 37.2% lower than the loss of $4.1 million in the first
nine months of 2003. The reduced loss was due to the changes in Company restaurant sales and expenses discussed below.

        Company restaurant sales decreased by $34.4 million or 56.6% in the first nine months of 2004 compared to the same period in the prior
year, primarily as a result of a 57.1% decrease in effective IHOP-operated restaurants, partially offset by a 7.0% increase in same-store sales.

        Company restaurant expenses as a percentage of Company restaurant sales were 109.7% in the first nine months of 2004 compared to
106.7% in the first nine months of 2003. This 3.0% increase in the first nine months of 2004 was primarily attributable to the following:

• Increases in food costs; and 

• Increases in advertising expense.

Financing Operations

        Financing operations profit decreased by $9.3 million or 42.4% in the first nine months of 2004 compared to the same period in 2003. This
decrease was due to the changes in financing revenues and expenses discussed below.

        Financing revenues decreased by $24.5 million or 49.0% in the first nine months of 2004 compared to the same period in the prior year. The
decrease in revenues was primarily due to a decrease in the number of IHOP-developed and franchised restaurants. In the first nine months of
2004 there were 6 IHOP-developed and franchised restaurants compared to 51 in the first nine months of 2003. This was a result of the transition
to the New Business Model.
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        Financing expenses decreased by $15.2 million or 54.2% in the first nine months of 2004 compared to the same period in 2003. This is
primarily due to a decrease in equipment costs associated with the decreased number of IHOP-developed and franchised restaurants.

General and Administrative Expenses

        General and administrative expenses increased by $4.8 million or 12.6% in the first nine months of 2004. The increase in general and
administrative expenses was primarily due to:

• Increased travel and conference expenses related to the National Franchise Convention and the National Operations Meeting 

• Increased depreciation expenses related to new information technology projects in 2004

Impairment and Closure Charges

        During the second quarter of 2004, IHOP made a strategic decision to change our approach to refranchising restaurants in our Company-
operated pool. Our prior practice was to take the time necessary and to spend the required resources to rehabilitate and refranchise a restaurant.
In the second quarter of 2004, we conducted a comprehensive analysis of our Company-owned restaurants which resulted in our determination that
certain of our locations did not meet our new strategic requirements even though our analysis of them as a going-concern did not result in a
determination that they were impaired. Our analysis included, but was not limited to, a detailed review by our Company restaurant management
team, an analysis of current and possible sales levels for each restaurant and an analysis of the time and effort required to increase sales in order
for these locations to meet our strategic requirements. As a result of our analysis, we recorded an $8.9 million charge for long-lived asset
impairments on 14 restaurants in the second quarter of 2004. In the third quarter of 2004, we closed eight of the restaurants that we believed could
not be franchised within a reasonable timeframe. In the third quarter of 2004 we recorded an additional $3.1 million in impairment and closure
charges.

Reorganization Charges

        In January 2003, the Company adopted a new business model, moving from Company-developed and financed restaurant growth to
franchisee-financed development. As a result, 2003 financial results were impacted by certain transition and reorganization charges. In 2003, we
incurred $9.1 million in reorganization charges which consisted of:

• $5.5 million in write-off of development costs associated with potential sites that we are no longer going to develop as a result of the
adoption of our new business model; and 

• $3.6 million in management consulting, legal fees, severance costs and other expenses.

Almost all of the anticipated reorganization charges were incurred in 2003. We expect to have an immaterial amount of reorganization charges in
2004.
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Liquidity and Capital Resources

        The following table presents a summary of our cash flows from operating, investing and financing activities for the first nine months of 2004
and 2003 (in thousands):

Cash Flows from Operating, Investing and Financing Activities

  

Nine Months Ended
September,

 

  

2004

 

2003

 

  

(in thousands)

 
Net cash provided by operating activities  $ 51,839 $ 55,012 
Net cash provided by (used in) investing activities   21,612  (108,130)
Net cash used in financing activities   (73,675)  (9,951)
    
Net decrease in cash and cash equivalents  $ (224) $ (63,069)
    

        Cash flows generated from operating activities provide us with a significant source of liquidity. We require capital for the development of
Company-operated restaurants, investment in information technology and to pay dividends to common stockholders. We also utilize capital to
repurchase stock as part of our ongoing share repurchase program.

        Net cash provided by operating activities for the first nine months of 2004 decreased slightly from 2003. The decrease was primarily due to
lower net income in 2004.

        In the first nine months of 2004, our net cash flow provided by investing activities primarily consisted of the redemption of investment
securities of $17.0 million and $15.9 million in principal receipts from long-term securities. This was partially offset by total capital additions in the
amount of $11.6 million. The total capital additions in the first nine months of 2004 included the cost of three IHOP-developed restaurants, new
equipment for existing restaurants, remodels of existing restaurants, and investment in information technology. This amount is down significantly
from the $65.0 million in total capital additions in the first nine months of 2003 which included the cost of 45 IHOP-developed restaurants. Capital
additions in the first nine months of 2004 and 2003 include capitalized interest in the amounts of $0.2 million and $1.0 million, respectively.

        In the first nine months of 2004, our financing activities were impacted by stock repurchases under our stock repurchase program and
quarterly dividend payments. During 2004, IHOP's Board of Directors declared three quarterly dividends payable compared to two in 2003. Our
financing activities in the first nine months of 2003 included proceeds from sale and leaseback activities; there were no sales and leaseback
transactions in 2004.

        In January 2003, our Board of Directors approved an increase in our stock repurchase program that permits the purchase of up to 2.6 million
shares. During 2004, we repurchased approximately 1.6 million shares of common stock under our stock repurchase program at an aggregate cost
of $57.7 million. Depending on market conditions and other factors, these purchases may be commenced or suspended at any time or from time to
time without prior notice.

        The Internal Revenue Service ("IRS") has proposed adjustments in connection with its examination of the Company's 2000 and 2001 federal
income tax returns. The proposed adjustments would accelerate the tax years in which the Company reports initial franchise fee income for federal
income tax purposes. If the IRS is successful, the Company would be required to report additional income for its 2000 tax year of approximately
$45.2 million and additional income for its 2001 tax year of approximately $4.8 million. The Company's federal income tax liability with respect to
the proposed adjustments, exclusive of interest, penalties and any related state tax liability would be approximately
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$15.8 million for 2000 and $1.7 million for 2001. The Company is currently contesting the proposed adjustments through IRS administrative
proceedings.

        For the tax years under audit, and potentially for subsequent tax years, such proposed adjustments could result in material cash payments
by the Company. The Company had previously recorded in its consolidated financial statements the expected federal and state deferred income
tax liability. Therefore, the proposed adjustments relate only to a timing issue. Although the Company 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.

        We expect to fund our liquidity needs, including operating expenses, capital expenditures, the repayment of long-term debt and capital lease
obligations, stock repurchases and required income tax payments, from a combination of existing cash balances, cash flows from operating
activities and principal receipts from notes and equipment contracts receivable. In 2004, we expect cash from operations of $60 million to
$65 million, and principal receipts from notes and equipment contracts receivable of $17 million to $22 million.

        As an additional source of liquidity, we have a $25 million line of credit which expires in May 2005. Borrowings under the revolving line of
credit agreement bear interest at the bank's reference rate (prime) or, at IHOP's option, at the bank's quoted rate or at a Eurodollar rate. There was
no balance outstanding under this agreement at December 31, 2003 nor were there any borrowings under the agreement during the first nine
months of 2004.

        Financial covenants in the purchase agreements governing our 5.20% senior notes, our 5.88% senior notes and our 7.42% senior notes, our
leasehold mortgage term loans, and our revolving credit agreement require us to maintain minimum fixed charge coverage ratios. As of
September 30, 2004, the most restrictive of our covenants with respect to fixed charge coverage ratios were contained in our purchase
agreements for the 5.20% senior notes, the 5.88% senior notes and the 7.42% senior notes. These agreements require the Company to maintain
on the last day of each fiscal quarter a fixed charge coverage ratio of at least 1.75 to 1.00 for the four immediately preceding fiscal quarters. At the
end of the third quarter of 2004, IHOP's fixed charge coverage ratio for the prior four fiscal quarters was only 1.70 to 1.00. This was primarily due
to the impairment and closure charges incurred in the second and third quarters of 2004. The noteholders have issued a waiver, which reduced the
fixed charge coverage ratio required for the third quarter of 2004 to 1.65 to 1.00. Since this covenant is calculated on a rolling four quarter basis,
the impairment and closure charges in the second and third quarters of 2004 will continue to affect our fixed charge coverage ratio for the fourth
quarter of 2004 as well as the first and second quarters of 2005, and could result in our failure to comply with this covenant. If our fixed charge
coverage ratio as of the end of any of these quarters is below 1.75 to 1.00, we intend to seek a waiver or amendment from the noteholders. A
waiver or amendment would require the approval of holders of at least a majority in aggregate principal amount of each series of affected notes. As
of September 30, 2004, the aggregate amount outstanding under the 5.20% senior notes, 5.88% senior notes and 7.42% senior notes was $119.4
million.

Critical Accounting Policies

        We prepare our Consolidated Financial Statements in conformity with generally accepted accounting principles. 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.

21



 

Accounting for Long-Lived Assets

        We regularly evaluate our long-lived assets for impairment at the individual restaurant level. Restaurant assets are evaluated for impairment
on a quarterly basis or whenever events or circumstances indicate that the carrying value of a restaurant may not be recoverable. We consider
factors such as the number of years the restaurant has been operated by the Company, sales trends, cash flow trends, remaining lease life, and
other factors which apply on a case by case basis. These impairment evaluations require an estimation of cash flows over the remaining useful life
of the asset.

        Recoverability of the restaurant's assets is measured by comparing the assets carrying value to the undiscounted future cash flows expected
to be generated over the assets remaining useful life or remaining lease term, whichever is less. If the total expected undiscounted future cash
flows are less than the carrying amount of the asset, the carrying amount is written down to the estimated fair value, and a loss resulting from
impairment is recognized by a charge to earnings. The fair value is determined by discounting the future cash flows based on our cost of capital.

        The Company may elect to close certain Company-operated restaurants. Typically, such decisions are based on operating performance or
strategic considerations. In these instances, we reserve, or write-off, the full carrying value of these restaurants as impaired.

        Periodically, the Company will reacquire a previously franchised restaurant. At the time of reacquisition, the franchise will be recorded at the
lower of (1) the sum of the franchise receivables and costs of reacquisition, or (2) the estimated net realizable value. The net realizable value of a
reacquired franchise is based on the Company's average five-year historical franchise resale value. The historical resale value used in 2004 and
2003 was $220,000. An impairment loss will be recognized equal to the amount by which the reacquisition value exceeds the historical resale
value. The remaining resale value is amortized ratably over the remaining life of the lease. The amortization expense is reflected in the Company
Operations Segment in the Consolidated Statements of Income.

        The following table illustrates the after tax decrease in net income for the nine months ended September 30, 2004 as a result of using lower
estimated franchise resale values. The impairment evaluation for the nine months ended September 30, 2004 was based on a $220,000 franchise
resale value.

Franchise Resale Value

 

Decrease in
Net Income

$220,000  $ —
$150,000   243,000
$50,000   835,000

        Judgments and estimates made by the Company related to long-lived assets are affected by factors such as economic conditions, changes
in franchise historical resale values and changes in operating performance. As the Company assesses the ongoing expected cash flows and
carrying value of its long-lived assets, these factors could cause the Company to realize material impairment charges which would be reflected in
the Consolidated Statements of Income.

Self-Insurance Liability

        We are self-insured for a significant portion of our employee health and workers' compensation obligations. The Company maintains stop-loss
coverage with third party insurers to limit its total exposure. The accrued liability associated with these programs is based on our estimate of the
ultimate costs to be incurred to settle known claims and claims incurred but not reported as of the balance sheet date. Our estimated liability is not
discounted and is based on a number of assumptions and factors, including historical trends, actuarial assumptions and economic conditions. If
actual trends,
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including the severity or frequency of claims, differ from our estimates, our financial results could be impacted.

Employee Health Costs

        Since the Company is self-insured for employee health obligations, the Company has a liability for incurred but not reported claims. In order
to estimate incurred but not reported claims the Company uses a historical average of actual costs incurred. The Company's current methodology
for estimating incurred but not reported claims is based on the actual benefits paid on a 3-month average over a rolling 12-month period. The
Company's estimated liability for incurred but not reported claims was $600,000 as of September 30, 2004. Actual monthly benefits paid in the last
twelve months ranged from a low of $150,000 to a high of $250,000. A three month valuation using the minimum benefits paid over the last 12-
month period would have resulted in a reserve of $450,000. A three month valuation using the maximum benefits paid over the last 12-month
period would have resulted in a reserve of $750,000. The Company believes the current methodology used to estimate reserves for these liabilities
is appropriate. However, if actual submitted claims differ from these estimates, the resulting change in expense may produce materially different
amounts of General and Administrative Expenses in the Consolidated Statements of Income.

Workers' Compensation

        The Company uses actuarial estimates as a basis for determining reserves for workers' compensation losses. Actuarial studies are used to
derive maximum projected remaining losses and most likely projected remaining losses for each plan year for which claims remain open. Due to
the uncertainty of remaining losses, the Company uses a midpoint between most likely projected remaining losses and maximum projected
remaining losses. As of September 30, 2004, the maximum projected remaining losses for all open years was estimated to be $2.2 million. The
minimum projected remaining losses for all open years was estimated to be $0.9 million. The Company believes the estimate of workers'
compensation losses of $1.6 million as of September 30, 2004 is appropriate based on the methodology discussed above. However, if actual
losses differ from those estimated, the resulting change may produce materially different amounts in Company restaurant expenses and/or general
and administrative expenses in the Consolidated Statements of Income.

  
Item 3. Quantitative and Qualitative Disclosures about Market Risk. 

        There were no material changes from the information contained in the Annual Report on Form 10-K as of December 31, 2003.
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Item 4. Controls and Procedures. 

(a) 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. 

(b) Changes in Internal Control Over Financial Reporting.    There have not been any 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. 

        The Company is a 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 the Company's consolidated financial position or results of operations.

        In February 2004, Darden Corporation and GMRI, Inc., the owners and operators of the chain of Olive Garden restaurants, filed a civil action
for trademark infringement and unfair competition against IHOP Corp. and its subsidiary International House of Pancakes, Inc. in U.S. District
Court, Middle District of Florida, Orlando Division. The plaintiffs claim rights to the advertising phrase "Never Ending Pasta Bowl," and assert that
IHOP's use of "Never Ending Pancakes" and "Never Ending Popcorn Shrimp" violates their rights. Discovery has recently been initiated and IHOP
intends to vigorously contest the claims.

  
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 2004:

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, 2004—July 31, 2004  75,000 $ 35.60 75,000 676,210
August 1, 2004—August 31, 2004  105,000 $ 36.13 105,000 571,210
September 1, 2004—September 30, 2004  135,000 $ 36.15 135,000 436,210
     
  315,000    315,000  
        

(1) Total number of shares repurchased through September 30, 2004 under the stock repurchase plan announced in January 2003 is
2,163,790. This includes 570,690 shares repurchased in 2003. 

(2) The above mentioned stock repurchase plan provided for the repurchase of up to 2.6 million shares.

  
Item 3. Defaults Upon Senior Securities. 

        None.

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

        None.

  
Item 5. Other Information. 

        None.
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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).

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 Regarding Computation of Per Share Earnings.

31.1 Certification of CEO pursuant to Rule 13a-14(a) of the Securities Exchange Act of 1934, as amended.

31.2 Certification of CFO pursuant to Rule 13a-14(a) of the Securities Exchange Act of 1934, as amended.

32.1 Certification of CEO 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 CFO 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 2, 2004

(Date)

 BY:  /s/  JULIA A. STEWART      

President and Chief Executive Officer
(Principal Executive Officer)

     
November 2, 2004

(Date)

   /s/  THOMAS CONFORTI      

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,

  

2004

 

2003

 

2004

 

2003

NET INCOME PER COMMON SHARE BASIC             
 Weighted average shares outstanding   20,153  21,497  20,839  21,443

 Net income available to common shareholders  $ 7,673 $ 11,044 $ 22,949 $ 27,979

 Net income per share—basic  $ 0.38 $ 0.51 $ 1.10 $ 1.30

NET INCOME PER COMMON SHARE DILUTED             
 Weighted average shares outstanding   20,153  21,497  20,839  21,443

Net effect of dilutive stock options based on the treasury stock method
using the average market price   165  224  182  180
     

Total   20,318  21,721  21,021  21,623
     
 Net income available to common shareholders  $ 7,673 $ 11,044 $ 22,949 $ 27,979

 Net income per share—diluted  $ 0.38 $ 0.51 $ 1.09 $ 1.29
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Exhibit 31.1 

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

Securities Exchange Act of 1934, As Amended

        I, Julia A. Stewart, President 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 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)) 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) 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; and 

(c) 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 2, 2004

  /s/  JULIA A. STEWART      

Julia A. Stewart
President and Chief Executive Officer
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Exhibit 31.2 

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

Securities Exchange Act of 1934, As Amended

        I, Thomas Conforti, Vice President, 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 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)) 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) 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; and 

(c) 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): 

(d) 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 

(e) 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 2, 2004

  /s/  THOMAS CONFORTI      

Thomas Conforti
Chief Financial Officer (Principal Financial Officer)
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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, 2004, as filed with the
Securities and Exchange Commission on November 2, 2004, (the "Report"), Julia A. Stewart, as President and Chief Executive Officer of the
Company, hereby certifies, pursuant to 18 U.S.C. § 1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of 2002, that, to the best of her
knowledge:

        (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 2, 2004  /s/  JULIA A. STEWART      

Julia A. Stewart
President and Chief Executive Officer

This certification accompanies the Report pursuant to § 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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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, 2004, as filed with the
Securities and Exchange Commission on November 2, 2004, (the "Report"), Thomas Conforti, as Chief Financial Officer of the Company, hereby
certifies, pursuant to 18 U.S.C. § 1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of 2002, that, to the best of his knowledge:

        (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 2, 2004  /s/  THOMAS CONFORTI      

Thomas Conforti
Chief Financial Officer (Principal Financial Officer)

This certification accompanies the Report pursuant to § 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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