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UNITED STATES
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Washington, D.C. 20549

FORM 10-Q

x QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the quarter ended September 27, 2008

or

o TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the transition period from to

Commission File Number: 000-22012
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WINMARK CORPORATION

(Exact name of registrant as specified in its charter)

Minnesota 41-1622691
(State or other jurisdiction of incorporation or organization) (I.R.S. Employer Identification No.)

4200 Dahlberg Drive, Suite 100, Minneapolis, MN 55422-4837

(763) 520-8500

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days:

Yes X No o

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See the definitions of large accelerated filer, accelerated filer, and smaller reporting company in Rule 12b-2 of the Exchange Act:

Large accelerated filer O Accelerated filer O

Non-accelerated filer O Smaller reporting company X

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act:

Yes O No x

Common stock. no par value, 5.454.520 shares outstanding as of November 3. 2008.
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PART L. FINANCIAL INFORMATION

ITEM 1: Financial Statements

WINMARK CORPORATION AND SUBSIDIARIES

CONSOLIDATED CONDENSED BALANCE SHEETS

(Unaudited)
September 27, 2008 December 29, 2007
ASSETS

Current Assets:
Cash and cash equivalents $ 2,901,400 $ 1,253,000
Receivables, less allowance for doubtful accounts of
$49,500 and $52,200 2,091,000 2,312,300
Net investment in leases current 17,359,300 10,451,100
Income tax receivable 166,300
Inventories 106,000 145,000
Prepaid expenses 1,021,500 1,104,900
Deferred income taxes 208,200 208,200
Total current assets 23,687,400 15,640,800
Net investment in leases  long-term 28,433,500 31,435,400
Long-term investments 7,214,800 7,496,500
Long-term receivables, net 44,000 59,700
Property and equipment, net 595,500 667,400
Other assets 677,500 625,800
Deferred income taxes 1,021,200 1,021,200

$ 61,673,900 $ 56,946,800

LIABILITIES AND SHAREHOLDERS EQUITY
Current Liabilities:

Current line of credit $ 3,774,800 $ 7,553,600
Current renewable subordinated notes 7,992,600 3,535,900
Accounts payable 1,085,400 1,414,100
Income tax payable 62,100

Accrued liabilities 2,730,100 2,501,900
Current discounted lease rentals 962,300 27,400
Current rents received in advance 99,200 73,900
Current deferred revenue 962,600 1,132,300
Total current liabilities 17,669,100 16,239,100
Long-term line of credit 10,241,900 8,685,000
Long-term renewable subordinated notes 12,924,300 17,486,000
Long-term discounted lease rentals 1,474,500

Long-term rents received in advance 1,732,500 1,312,000
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Long-term deferred revenue

Shareholders Equity:

Common stock, no par, 10,000,000 shares authorized,
5,512,453 and 5,417,775 shares issued and outstanding
Retained earnings

Total shareholders equity

The accompanying notes are an integral part of these financial statements

643,200

1,407,100
15,581,300

16,988,400
61,673,900

556,000

305,900
12,362,800

12,668,700
56,946,800
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WINMARK CORPORATION AND SUBSIDIARIES

CONSOLIDATED CONDENSED STATEMENTS OF OPERATIONS

(Unaudited)
Three Months Ended Nine Months Ended
September 27, September 29, September 27, September 29,
2008 2007 2008 2007
REVENUE:
Royalties $ 5,740,600 $ 5,208,700 $ 16,376,000 $ 15,208,100
Leasing income 2,060,400 1,173,200 5,920,000 2,944,700
Merchandise sales 777,600 797,600 2,685,400 3,250,300
Franchise fees 431,900 584,100 1,345,500 1,301,500
Other 117,700 188,200 396,000 436,700
Total revenue 9,128,200 7,951,800 26,722,900 23,141,300
COST OF MERCHANDISE SOLD 730,800 764,300 2,565,400 3,119,500
LEASING EXPENSE 471,000 268,700 1,420,000 601,900
PROVISION FOR CREDIT LOSSES 571,800 142,100 1,226,100 421,800
SELLING, GENERAL AND
ADMINISTRATIVE EXPENSES 4,744,100 4,587,500 15,068,400 14,390,400
Income from operations 2,610,500 2,189,200 6,443,000 4,607,700
LOSS FROM EQUITY INVESTMENTS (145,200) (92,400) (281,700) (344,600)
INTEREST EXPENSE (309,600) (381,300) (998,200) (1,101,900)
INTEREST AND OTHER INCOME 114,500 122,500 246,300 423,300
Income before income taxes 2,270,200 1,838,000 5,409,400 3,584,500
PROVISION FOR INCOME TAXES (919,400) (706,500) (2,190,800) (1,392,700)
NET INCOME $ 1,350,800 $ 1,131,500 $ 3,218,600 $ 2,191,800
EARNINGS PER SHARE BASIC $ 24 $ 21 $ 58 $ .40
EARNINGS PER SHARE DILUTED $ 24 $ 20 % 58 $ .39
WEIGHTED AVERAGE SHARES
OUTSTANDING BASIC 5,522,188 5,437,805 5,519,265 5,490,077
WEIGHTED AVERAGE SHARES
OUTSTANDING DILUTED 5,548,461 5,555,770 5,548,473 5,610,951

The accompanying notes are an integral part of these financial statements
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CONSOLIDATED CONDENSED STATEMENTS OF CASH FLOWS

OPERATING ACTIVITIES:
Net income

Edgar Filing: WINMARK CORP - Form 10-Q

WINMARK CORPORATION AND SUBSIDIARIES

(Unaudited)

Adjustments to reconcile net income to net cash provided by operating

activities:

Depreciation

Allowance for doubtful accounts
Provision for credit losses

Gain on sale of investment

Compensation expense related to stock opt
Loss from equity investments

ions

Deferred initial direct costs, net of amortization

Change in operating assets and liabilities:
Receivables

Income tax receivable/payable
Inventories

Prepaid expenses

Other assets

Deferred income taxes

Accounts payable

Accrued liabilities

Additions to advance and security deposits
Deferred revenue

Net cash provided by operating activities

INVESTING ACTIVITIES:

Proceeds from sale of investment
Purchases of property and equipment
Purchase of equipment for lease contracts
Principal collections on lease receivables

Net cash used for investing activities
FINANCING ACTIVITIES:

Proceeds from line of credit
Payments on line of credit

Proceeds from issuance of subordinated notes

Payments on subordinated notes
Repurchase of common stock

Proceeds from exercises of options and warrants

Proceeds from discounted lease rentals

Tax benefit on exercised options and warrants

Net cash provided by financing activities

INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS

Nine Months Ended

September 27, 2008

3,218,600

263,500
(4,200)
1,226,100

632,300
281,700
(297,700)

241,200

228,400
39,000
83,400

(51,700)

(328,700)
228,200
722,700
(82,500)

6,400,300

(191,600)
(16,845,800)
11,231,000

(5,806,400)
3,000,000
(5,221,900)
1,399,400
(1,504,400)

(556,700)

2,912,600
1,025,500

1,054,500

1,648,400

$

September 29, 2007

2,191,800

222,300
(19,000)
421,800
(60,000)
488,100
344,600
(625,600)

91,600
29,600
1,700
417,300

97,000
(784,200)
74,500
1,101,000
14,900

4,007,400
2,060,000
(326,700)
(21,396,400)
6,084,900
(13,578,200)
15,300,000
(2,394,000)
4,419,000
(2,647,600)
(5,536,800)
104,600
100,700
9,345,900

(224,900)
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Cash and cash equivalents, beginning of period
Cash and cash equivalents, end of period

SUPPLEMENTAL DISCLOSURES:
Cash paid for interest
Cash paid for income taxes

1,253,000
2,901,400

1,851,200
990,500

The accompanying notes are an integral part of these financial statements

@D B

1,037,800
812,900

1,446,400
913,500
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WINMARK CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS

1. Management s Interim Financial Statement Representation:

The accompanying condensed financial statements have been prepared by Winmark Corporation and subsidiaries (the Company ), without audit,
pursuant to the rules and regulations of the Securities and Exchange Commission. The Company has a 52/53 week year which ends on the last
Saturday in December. The information in the condensed financial statements includes normal recurring adjustments and reflects all

adjustments which are, in the opinion of management, necessary for a fair presentation of such financial statements. The consolidated

condensed financial statements and notes are presented in accordance with the instructions for Form 10-Q, and therefore do not contain certain
information included in the Company s annual consolidated financial statements and notes. This report should be read in conjunction with the
audited financial statements and the notes thereto included in the Company s latest Annual Report on Form 10-K.

Revenues and operating results for the nine months ended September 27, 2008 are not necessarily indicative of the results to be expected for the
full year.

2. Organization and Business:

The Company offers licenses to operate franchises using the service marks Play it Again Sports®, Once Upon A Child®, Music Go Round®,
Plato s Closet® and Wirth Business Credit®. In addition, the Company sells inventory to its Play It Again Sports® franchisees through its
buying group. The Company also operates both small-ticket and middle-market equipment leasing businesses.

3. Long-Term Investments:

The Company has an investment in Tomsten, Inc. ( Tomsten ), the parent company of Archiver s retail chain. Archiver s is a retail concept created
to help people preserve and enjoy their photographs. The Company has invested a total of $7.5 million in the purchase of common stock of

Tomsten. The Company s investment currently represents 18.3% of the outstanding common stock of Tomsten. The Company s investment was
originally accounted for using the cost method based upon an analysis that included the fact that no officers or directors of the Company served

as officers or directors of Tomsten, and the existence of a voting agreement between the Company and Tomsten, appointing officers of Tomsten

as the Company s proxy with the right to vote the Tomsten shares held by the Company.

On October 2, 2007, the Company changed its relationship with Tomsten, primarily by (i) John Morgan, our Chairman and Chief Executive
Officer, joining Tomsten s board of directors and (ii) Tomsten and Winmark eliminating the voting agreement between the parties. Due to these
factors, the Company determined that it was necessary to change the accounting treatment for its investment in Tomsten from the cost method
(which had been in place since the date of the Company s first investment in August 2002) to the equity method of accounting. At the date of the
change in accounting treatment, the Company s historical financial statements were adjusted retroactively to reflect the portion of Tomsten s

10
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operating losses attributable to the Company s ownership from the date of the original investment. (See Note 7). As of September 27, 2008, $3.1
million of the Company s investment, with a current carrying cost of $5.2 million, is attributable to goodwill. The amount of goodwill was
determined by calculating the difference between the Company s net investment in Tomsten less its pro rata share of Tomsten s net worth.

11
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On October 13, 2004, the Company made a commitment to lend $2.0 million to BridgeFunds Limited at an annual rate of 12% pursuant to
several senior subordinated promissory notes. BridgeFunds Limited advances funds to claimants involved in civil litigation to cover litigation
expenses. At December 29, 2007 and September 27, 2008, the Company had previously funded the $2.0 million commitment. In addition, the
Company has received a warrant to purchase approximately 257,000 shares of BridgeFunds which currently represents approximately 7.0% of
the equity of BridgeFunds on a fully diluted basis. On August 23, 2007, in connection with raising capital, BridgeFunds Limited completed a
restructuring where all assets and liabilities, including the warrant, were assigned to and assumed by BridgeFunds, LLC.

4. Investment in Leasing Operations:

Investment in leasing operations consists of the following:

September 27, 2008 December 29, 2007
Minimum lease payments receivable $ 52,466,000 $ 38,948,800
Estimated residual value of equipment 2,258,300 1,472,800
Unearned lease income net of initial direct costs deferred (9,102,800) (7,583,800)
Security deposits (1,576,200) (1,299,300)
Allowance for credit losses (865,700) (613,800)
Equipment installed on leases not yet commenced 2,613,200 10,961,800
Total net investment in leases 45,792,800 41,886,500
Less: net investment in leases  current (17,359,300) (10,451,100)
Net investment in leases  long-term $ 28,433,500 $ 31,435,400

The Company had $974,200 and $75,700 of write-offs related to the lease portfolio during the first nine months of 2008 and 2007, respectively.

As of September 27, 2008, leased assets with one customer approximated 13% of our total assets, of which $2.3 million of the customer
commitment is secured by a letter of credit.

Minimum lease payments receivable under lease contracts and the amortization of unearned lease income, net of initial direct costs and fees is as
follows for the remainder of fiscal 2008 and the full fiscal years thereafter as of September 27, 2008:

Minimum Lease Income

Fiscal Year Payments Receivable Amortization
2008 $ 5,731,900 $ 1,606,900
2009 21,874,000 4,465,700
2010 15,020,300 2,123,500
2011 6,562,800 708,900
2012 2,875,600 187,000
Thereafter 401,400 10,800

$ 52,466,000 $ 9,102,800

12
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5. Accounting for Stock-Based Compensation:

Financial Accounting Standards Board (FASB) Statement No. 123, Share-Based Payment (revised 2004) requires the cost of all share-based
payments to employees, including grants of employee stock options, to be recognized in the consolidated financial statements based on the grant
date fair value of those awards. In accordance with Statement No. 123R, this cost is recognized over the period for which an employee is
required to provide service in exchange for the award. Statement No. 123R requires that the benefits associated with tax deductions in excess of
recognized compensation expense be reported as a financing cash flow rather than as an operating cash flow. The Company uses the
straight-line method of expensing graded vesting awards. Compensation expense of $632,300 and $488,100 relating to the vested portion of the
fair value of stock options granted was expensed to  Selling, General and Administration Expenses in the first nine months of 2008 and 2007,
respectively.

The Company estimates the fair value of options granted using the Black-Scholes option valuation model. We estimate the volatility of our
common stock at the date of grant based on our historical volatility rate, consistent with SFAS No. 123(R) and Securities and Exchange
Commission Staff Accounting Bulletin No. 107 (SAB 107). Our decision to use historical volatility was based upon the lack of actively traded
options on our common stock. We estimate the expected term based upon historical option exercises. The risk-free interest rate assumption is
based on observed interest rates for the volatility period. We use historical data to estimate pre-vesting option forfeitures and record share-based
compensation expense only for those awards that are expected to vest. For options granted, we amortize the fair value on a straight-line basis.
All options are amortized over the vesting periods.

In accordance with SFAS 123R, the fair value of each option granted in 2008 and 2007 was estimated on the date of the grant using the
Black-Scholes option pricing model with the following assumptions:

Year Option Risk Free Expected Expected Dividend

Granted Fair Value Interest Rate Life (Years) Volatility Yield
2008 $5.20/ $5.69 3.36% / 3.04% 6/6 24.4% | 24.7% none
2007 $5.76/ $6.16 / $6.93 4.55% 1 3.54% 1 3.67% 5/5/6 27.2% 125.3 % | 25.4% none

6. New Accounting Pronouncements

Effective December 30, 2007, the Company adopted SFAS No. 157, Fair Value Measurements ( SFAS No.157 ). SFAS No. 157 defines fair
value, establishes a framework for measuring fair value in accordance with generally accepted accounting principles and expands disclosures
about fair value measurements. The adoption of SFAS No. 157 did not have a material impact on the Company s financial condition or results of
operations.

SFAS No. 157 defines fair value as the price that would be received for an asset or paid to transfer a liability (an exit price) in the principal or
most advantageous market for the asset or liability in an orderly transaction between market participants on the measurement date. SFAS
No. 157 also describes three levels of inputs that may be used to measure fair value:

14
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. Level 1 quoted prices in active markets for identical assets and liabilities.
. Level 2 observable inputs other than quoted prices in active markets for identical assets and liabilities.
. Level 3 unobservable inputs in which there is little or no market data available, which require the reporting entity to develop its own
assumptions.
8
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The Company s cash and cash equivalents are valued using quoted prices. The fair values of the Company s long-term investments (described in
Note 3) were determined based on Level 3 inputs using a discounted cash flow model.

In February 2008, the FASB issued FSP FAS 157-2, Effective Date of FASB Statement No. 157 ( FSP FAS 157-2 ). FSP 157-2 delays the
effective date of SFAS 157 for non-financial assets and non-financial liabilities, except those that are recognized or disclosed at fair value in the
financial statements on a recurring basis (at least annually). The Company will adopt FAS 157 for non-financial assets and non-financial
liabilities on December 28, 2008, and does not anticipate this adoption will have a material impact on the financial statements.

In February 2007, FASB issued FAS No. 159, The Fair Value Option for Financial Assets and Financial Liabilities Including an Amendment of
FASB Statement No. 115 ( FAS 159 ). FAS 159 permits entities to choose to measure many financial instruments and certain other items at fair
value. The Company adopted FAS 159 on December 30, 2007. The Company did not elect the fair value of accounting option for any of its
eligible assets; therefore, the adoption of FAS 159 had no impact on the financial statements.

7. Reclassifications:

Certain amounts in the September 29, 2007 financial statements have been reclassified to conform with the September 27, 2008 presentation.

Change in Accounting

As aresult of the change in accounting treatment for our investment in Tomsten from the cost basis to the equity method of accounting in 2007
(See Note 3), the Company retroactively adjusted the accompanying 2007 historical financial statements to reflect the portion of Tomsten s
operating losses attributable to the Company s ownership from the date of its original investment until the change in accounting treatment. The
table below reflects the effect of the change in accounting method on the September 29, 2007 financial statements.

Three months ended Three months ended
September 29, 2007 September 29, 2007
Statement of Earnings as previously reported Adjustments as adjusted
Loss on Investments $ $ (92,400) $ (92,400)
Net Income 1,186,200 (54,700) 1,131,500
Earnings per share - Basic 22 (.01) 21
Earnings per share - Diluted 21 (.01) .20
Nine months ended Nine months ended
September 29, 2007 September 29, 2007 as
Statement of Earnings as previously reported Adjustments adjusted
Loss on Investments $ $ (344,600) $ (344,600)
Net Income 2,395,600 (203,800) 2,191,800
Earnings per share - Basic 44 (.04) 40
Earnings per share - Diluted 43 (.04) .39

16
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8. Earnings Per Share:

The Company calculates earnings per share in accordance with SFAS No. 128 by dividing net income by the weighted average number of shares
of common stock outstanding to arrive at the Earnings Per Share - Basic. The Company calculates Earnings Per Share - Diluted by dividing net
income by the weighted average number of shares of common stock and dilutive stock equivalents from the exercise of stock options and
warrants using the treasury stock method. The weighted average diluted outstanding shares is computed by adding the weighted average basic
shares outstanding with the dilutive effect of 26,273 and 117,965 stock options and warrants for the three months ended and 29,208 and 120,874
for the nine months ended September 27, 2008 and September 29, 2007, respectively.

Stock options for 186,935 and 104,216 shares for the three months and 161,893 and 141,608 shares for the nine months ended September 27,
2008 and September 29, 2007, respectively, were outstanding but were not included in the calculation of Earnings Per Share Diluted because
their exercise prices were greater than the average market price of the common shares and, therefore, including the options in the denominator
would be anti-dilutive.

9. Shareholders Equity:

Repurchase of Common Stock

Under the Board of Directors authorization, the Company has the ability to repurchase up to 4,000,000 shares of its common stock, of which all
but 153,384 shares have been repurchased through September 27, 2008. Repurchases may be made from time to time at prevailing prices,
subject to certain restrictions on volume, pricing and timing. Since the inception of stock repurchase activities in November 1995 through
September 27, 2008, the Company has repurchased 3,846,616 shares of its stock at an average price of $14.10 per share. In the first nine months
of 2008, the Company repurchased 31,370 shares for an aggregate purchase price of $556,670 or $17.75 per share.

Stock Option Plans

The Company has authorized up to 750,000 shares of common stock to be reserved for granting either nonqualified or incentive stock options to
officers and key employees under the Company s 2001 Stock Option Plan ( the 2001 Plan ).

Grants under the 2001 Plan are made by the Board of Directors or a Board-designated committee at a price of not less than 100% of the fair
market value on the date of grant. If an incentive stock option is granted to an individual who owns more than 10% of the voting rights of the
Company s common stock, the option exercise price may not be less than 110% of the fair market value on the date of grant. The term of the
options may not exceed 10 years, except in the case of nonqualified stock options, whereby the terms are established by the Board of Directors
or a Board-designated committee. Options may be exercisable in whole or in installments, as determined by the Board of Directors or a
Board-designated committee.
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The Company also sponsors a Stock Option Plan for Nonemployee Directors (the Nonemployee Directors Plan ) and has reserved a total of
300,000 shares for issuance to directors of the Company who are not employees. At the April 30, 2008 Annual Shareholders Meeting, the
Company s shareholders approved a resolution (as described more completely in the Company s definitive Proxy Statement filed with the United
States Securities and Exchange Commission on March 19, 2008) to amend the Nonemployee Directors Plan by extending the term of future
options granted under the Plan from a six (6) year term to a ten (10) year term, and by modifying the vesting schedule from 20% to 25% per

year, beginning one year from the grant date.

Stock options granted and exercised under the 2001 Plan and Nonemployee Directors Plan as of September 27, 2008 were as follows:

Weighted Average
Weighted Remaining
Number of Average Contractual Life Remaining
Shares Exercise Price (years) Intrinsic Value
Outstanding at December 29, 2007 443,300 $ 19.35 7.67 $ 731,800
Granted 48,750 16.71
Exercised
Forfeited
Outstanding at September 27, 2008 492,050 19.09 721 $
Exercisable at September 27, 2008 197,622 $ 17.67 555 $

All unexercised options at September 27, 2008 have an exercise price equal to the fair market value on the date of the grant.

As of September 27, 2008, the Company had $1.7 million of total unrecognized compensation expense related to stock options that is expected
to be recognized over the remaining weighted average vesting period of approximately 2.8 years.

Other Options

On March 22, 2000, Sheldon Fleck, a former consultant to the Company, was granted a warrant to purchase 200,000 shares of common stock at
an exercise price of $6 per share. This warrant would have expired on March 22, 2008 if unexercised. On October 4, 2007 and January 17,
2008, Mr. Fleck exercised 25,000 and 175,000 of the warrant shares, respectively. The exercise of the warrant shares resulted in a $1,025,500
tax benefit in the first nine months of 2008 which was recorded as an increase to common stock.

10. Long-Term Debt:

On June 10, 2008, the Company amended and restated its 364-Day Revolving Credit Agreement with LaSalle Bank National Association

( LaSalle ) to, among other things, join The PrivateBank and Trust Company as lender and Documentation Agent, appoint LaSalle as
Administrative Agent, increase the aggregate commitment to $55.0 million and extend the term to June 15, 2013. The Amended and Restated
Revolving Credit Agreement (the Credit Facility ) permits the Company to borrow up to the aggregate commitment subject to certain borrowing

20
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The Credit Facility allows the Company to choose between three interest rate options in connection with its borrowings. The interest rate
options are the Base Rate, LIBOR and Fixed Rate (all as defined within the Credit Facility) plus an applicable margin of 0%, 2.00% and 2.00%,
respectively. Interest periods for LIBOR borrowings can be one, two, three or six months, and interest periods for Fixed Rate borrowings can be
one, two, three, four or five years as selected by the Company. The Credit Facility also provides for non-utilization fees of 0.25% per annum on
the daily average of the unused commitment.

As of September 27, 2008, the Company s borrowing availability under the Credit Facility was $55.0 million (the lesser of the borrowing base or
the aggregate line of credit). There were $14.0 million in borrowings outstanding under the Credit Facility bearing Fixed Rate interest ranging
from 4.58% to 5.76% and having initial terms ranging from three years to five years, leaving $41.0 million available for additional borrowings.

The Credit Facility will be used for growing the Company s leasing business, stock repurchases and general corporate purposes. The Credit
Facility is secured by a lien against substantially all of the Company s assets, contains customary financial conditions and covenants, and requires
maintenance of minimum levels of debt service coverage and tangible net worth and maximum levels of leverage (all as defined within the

Credit Facility). As of September 27, 2008, the Company was in compliance with all of its financial covenants.

Renewable Unsecured Subordinated Notes

In May 2006, the Company filed a public offering of up to $50 million of Renewable Unsecured Subordinated Notes that was declared effective
in June 2006. In March 2007, the Company filed Post-Effective Amendment Number 2 to the public offering that was declared effective
March 30, 2007. In November 2007, the Company filed a Post-Effective Amendment Number 3 to the public offering that was declared
effective November 29, 2007. In March 2008, the Company filed a Post-Effective Amendment Number 4 to the public offering that was
declared effective March 27, 2008. As of September 27, 2008, the Company has $20,916,900 outstanding in renewable unsecured subordinated
notes. The table below presents the Company s outstanding notes payable as of September 27, 2008:

Original Principal Weighted Average
Term Amount Interest Rate

Renewable unsecured subordinated notes 3 months $ 286,300 6.52%
6 months 668,000 7.27%

1 year 1,505,700 7.98%

2 years 3,126,700 9.02%

3 years 7,518,200 9.67%

4 years 1,818,500 9.83%

5 years 5,803,000 10.10%

10 years 190,500 10.22%

Total $ 20,916,900 9.47%

The Company made interest payments of $1,495,300 and $875,900 on the renewable unsecured subordinated notes during the first nine months
of 2008 and 2007, respectively. The weighted average term of the outstanding renewable unsecured subordinated notes at September 27, 2008 is
40 months.

12

22



Edgar Filing: WINMARK CORP - Form 10-Q

23



Edgar Filing: WINMARK CORP - Form 10-Q

Table of Contents

The Company incurred $231,800 in costs related to the issuance of the Renewable Unsecured Subordinated Notes in 2006. The costs can be
broken into three distinct categories (i) offering costs (ii) on going costs, (iii) annual costs. These costs have been capitalized and will be
amortized as a component of interest expense. The offering and on going costs associated with the debt offering are being amortized over the
weighted-average term of the debt. In connection with the debt offering, the Company will incur certain additional annual costs that are being
amortized over a 12-month period.

11. Discounted Lease Rentals

The Company utilized certain lease receivables and underlying equipment as collateral to borrow from financial institutions at a weighted
average rate of 5.69% at September 27, 2008 on a non-recourse basis. In the event of a default by a customer in non-recourse financing, the
financial institution has a first lien on the underlying leased equipment, with no further recourse against the Company. As of September 27,
2008, $962,300 of the $2.4 million liability balance is current.

12. Other Contingencies:

In addition to the operating lease obligations disclosed in Note 12 of the Company s Form 10-K for the year ended December 29, 2007, the
Company has remained a guarantor on Company-owned retail stores that have been either sold or closed. At September 27, 2008 and
September 29, 2007, $72,000 and $88,000, respectively, are included in accrued liabilities relating to these obligations. These leases have
various expiration dates through 2008. The Company believes it has adequate accruals for any future liability.

On September 9, 2008, the Company signed a letter agreement ( Amendment ) amending its lease for its corporate headquarters, with Stan
Koch & Sons Trucking, Inc. ( Koch ). The Amendment, among other things, allows the Company to either vacate the premises and cancel the
lease anytime after December 1, 2008 by giving 90 days prior written notice or receive a payment from Koch if the Company occupies the
premises through the current end of the lease term.

On September 26, 2008, the Company signed a Lease ( Lease ) with Utah State Retirement Investment Fund ( Landlord ). The Company plans to
use the approximately 33,513 rentable square feet of space ( Premises ) as its corporate headquarters. Provided that the Landlord delivers the
Premises as described in the Lease, the initial term of the Lease will be ten years and six months, commencing on the later of February 1, 2009

or upon substantial completion of the leasehold improvements agreed upon by the parties. The Company is obligated to pay rent monthly under

the Lease, and will pay an estimated $5.1 million in total rental payments over the entire term of the Lease. The Company is also obligated to

pay Landlord s estimated taxes and operating expenses as described in the Lease, which change annually. The total rentals, taxes and operating
expenses paid may increase if the Company exercises any of its rights to acquire additional space described in the Lease.
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13. Segment Reporting:

The Company currently has two reportable business segments, franchising and leasing. The franchising segment franchises value-oriented retail
store concepts that buy, sell, trade and consign merchandise. The leasing segment includes (i) Winmark Capital Corporation, a middle-market
equipment leasing business and (ii) Wirth Business Credit, Inc., a small ticket equipment leasing business. Segment reporting is intended to give
financial statement users a better view of how the Company manages and evaluates its businesses. The Company s internal management
reporting is the basis for the information disclosed for its business segments and includes allocation of shared-service costs. Segment assets are
those that are directly used in or identified with segment operations, including cash, accounts receivable, prepaids, inventory, property and
equipment and investment in leasing operations. Unallocated assets include corporate cash and cash equivalents, long-term investments, deferred
tax amounts and other corporate assets. Inter-segment balances and transactions have been eliminated. The following tables summarize
financial information by segment and provide a reconciliation of segment contribution to operating income:

Three Months Ended Nine Months Ended
September 27, September 29, September 27, September 29,
2008 2007 2008 2007
Revenue:
Franchising $ 7,067,800 $ 6,778,600 $ 20,802,900 $ 20,196,600
Leasing 2,060,400 1,173,200 5,920,000 2,944,700
Total revenue $ 9,128,200 $ 7,951,800 $ 26,722,900 $ 23,141,300
Reconciliation to operating income:
Franchising segment contribution $ 3,022,800 $ 2,750,300 $ 7,375,100 $ 6,798,500
Leasing segment contribution (412,300) (561,100) (932,100) (2,190,800)
Total operating income $ 2,610,500 $ 2,189,200 $ 6,443,000 $ 4,607,700
Depreciation and amortization:
Leasing $ 16,600 $ 18,200 $ 51,700 $ 54,000
Allocated 75,600 60,400 211,800 168,300
Total depreciation and amortization $ 92,200 $ 78,600 $ 263,500 $ 222,300
As of
September 27, December 29,
2008 2007
Identifiable assets:
Franchising $ 3,865,300 $ 3,690,700
Leasing 48,309,200 43,565,300
Unallocated 9,498,900 9,690,800
Total $ 61,673,900 $ 56,946,800

14. Related Party Transactions:

On February 12, 2007, in connection with Winmark Corporation s ( Winmark ) existing stock repurchase plan, Winmark agreed to repurchase
50,000 shares of common stock from K. Jeffrey Dahlberg, a greater than 5% shareholder of the Company at the time, for aggregate
consideration of $900,000, or $18.00 per share.
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On February 27, 2007, John L. Morgan, chief executive officer and chairman of Winmark, subscribed for and purchased $500,000 of two year
maturity unsecured subordinated notes on a monthly interest payment schedule as described in the Interest Rate Supplement filed on

Form 424B2 with the Securities and Exchange Commission on June 16, 2006 offered by Winmark pursuant to the Prospectus and related
documents declared effective June 14, 2006. In connection with their investment, Mr. Morgan agreed that his notes would be voted consistent
with the majority of the remaining note holders in an event of default.

On April 5, 2007, John L. Morgan, subscribed for and purchased $400,000 of four year maturity unsecured subordinated notes on a monthly
interest payment schedule at the rates described in the Interest Rate Supplement filed on Form 424B2 with the Securities and Exchange
Commission on April 3, 2007 ( April Interest Rate Supplement ) offered by Winmark pursuant to a prospectus and related documents declared
effective on March 30, 2007 ( March Prospectus ). In connection with his investment, Mr. Morgan agreed that his notes would be voted
consistent with the majority of the remaining note holders in an event of default.

On May 15, 2007, in connection with Winmark s existing stock repurchase plan, Winmark agreed to repurchase 50,000 shares of common stock
from K. Jeffrey Dahlberg for aggregate consideration of $850,000, or $17.00 per share.

On June 28, 2007, John L. Morgan subscribed for and purchased $1 million of three year maturity unsecured subordinated notes on a monthly
interest payment schedule as described in the April Interest Rate Supplement offered by Winmark pursuant to the March Prospectus. In
connection with this investment, Mr. Morgan agreed that his notes would be voted consistent with the majority of the remaining note holders in
an event of default.

On September 18, 2007, in connection with the Winmark s existing stock repurchase plan, Winmark agreed to purchase 41,138 shares of
common stock from Mark T. Hooley, a former executive officer and son-in-law of John L. Morgan, for aggregate consideration of $771,700 or
$18.76 per share.

On October 4, 2007, John L. Morgan subscribed for and purchased $800,000 of unsecured subordinated notes of various maturities ($200,000 of
six month maturity, $200,000 of one year maturity, $200,000 of two year maturity and $200,000 of three year maturity) all on a monthly interest
payment schedule at the rates described in the Interest Rate Supplement filed on Form 424B2 with the Securities and Exchange Commission on
August 23, 2007 offered by Winmark pursuant to the March Prospectus. In connection with his investment, Mr. Morgan agreed that his notes
would be voted consistent with the majority of the remaining note holders in an event of default.

On November 6, 2007, Sheila Morgan, spouse of John L. Morgan, subscribed for and purchased $2,000,000 of unsecured subordinated notes of
various maturities ($500,000 of one year maturity, $500,000 of two year maturity and $1,000,000 of three year maturity) all on a monthly
interest payment schedule at the rates described in the Interest Rate Supplement filed on Form 424B2 with the Securities and Exchange
Commission on October 12, 2007 offered by Winmark pursuant to the March Prospectus. In connection with her investment, Mrs. Morgan
agreed that her notes would be voted consistent with the majority of the remaining note holders in an event of default.

15

27



Edgar Filing: WINMARK CORP - Form 10-Q

Table of Contents

15. Subsequent Events:

On September 29, 2008, William D. Dunlap, a member of the Company s Board of Directors, retired effective September 29, 2008.

ITEM 2: Management s Discussion and Analysis of Financial Condition and Results of Operations.

Overview

As of September 27, 2008, we had franchises operating under the following brands: Play it Again Sports®, Once Upon a Child®, Plato s
Closet®, Music Go Round® and Wirth Business Credit®. Management closely tracks the following financial criteria to evaluate current
business operations and future prospects: royalties, franchise fees, leasing activity, selling, general and administrative expenses.

Our most profitable sources of franchising revenue are royalties earned from our franchise partners and franchise fees for new openings and
transfers.

During the first nine months of 2008, our royalties increased $1,167,900 or 7.7% compared to the first nine months of 2007. Franchise fees
increased $44,000 or 3.4% compared to the same period last year. During the first nine months of 2008, revenue generated from the Company s
leasing activities was $5,920,000 compared to $2,944,700 in the same period last year. (See Note 13 Segment Reporting. ) The Company s
leasing portfolio was $45.8 million at September 27, 2008 compared to $33.2 million at September 29, 2007.

Management continually monitors the level and timing of selling, general and administrative expenses. The major components of selling,
general and administrative expenses include salaries, wages and benefits, advertising, travel, occupancy, legal and professional fees. During the
first nine months ended September 27, 2008, selling, general and administrative expense increased $678,000, or 4.7%, compared to the same
period last year primarily due to amortization of initial direct costs, stock option expenses, sales commissions and bank charges.

Management also monitors several nonfinancial factors in evaluating the current business operations and future prospects, including franchise
openings and closings and franchise renewals. The following is a summary of our franchising activity for the first nine months ended
September 27, 2008:
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Play It Again Sports®
Franchised Stores - US and Canada

Once Upon A Child®
Franchised Stores - US and Canada

Plato s Closet®
Franchised Stores - US and Canada

Music Go Round®
Franchised Stores

Total Franchised Stores
Wirth Business Credit®

Territories
Total Franchises/Territories

Renewal activity is a key focus area for management. Our franchisees sign 10-year agreements with us. The renewal of existing
franchise agreements as they approach their expiration is an indicator that management monitors to determine the health of our
business and the preservation of future royalties. During the nine months ended September 27, 2008, the Company renewed 16
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TOTAL
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374

228

211

38

851

41
892

OPENED

11

24

43

20
63

CLOSED

(20)

®

@

)

(28)

3
(€29}

NINE MONTHS ENDING 9/27/08

AVAILABLE
TOTAL FOR
9/27/08 RENEWAL
365 5
231 6
233 0
37 5
866 16
58 0
924 16

franchise agreements of the 16 franchise agreements that were available for renewal.

COMPLETED
RENEWALS

Our ability to grow our profits is dependent on our ability to: (i) effectively support our franchise partners so that they produce higher revenues,
(i1) open new franchises, (iii) increase lease originations and minimize write-offs in our leasing portfolios, and (iv) control our selling, general

and administrative expenses.
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Results of Operations

The following table sets forth for the periods indicated, certain income statement items as a percentage of total revenue:

Three Months Ended Nine Months Ended
September 27, September 29, September 27, September 29,
2008 2007 2008 2007
Revenue:
Royalties 62.9% 65.5% 61.3% 65.7%
Leasing income 22.6 14.8 222 12.7
Merchandise sales 8.5 10.0 10.0 14.1
Franchise fees 4.7 7.3 5.0 5.6
Other 1.3 2.4 1.5 1.9
Total revenues 100.0% 100.0% 100.0% 100.0%
Cost of merchandise sold (8.0) 9.6) 9.6) (13.5)
Leasing expense 5.1) 3.4) 5.3) (2.6)
Provision for credit losses (6.3) (1.8) 4.6) (1.8)
Selling, general and administrative expenses (52.0) (57.7) (56.4) (62.2)
Income from operations 28.6 27.5 24.1 19.9
Loss from equity investments (1.6) (1.2) (1.1) (1.5)
Interest expense 3.4 4.8) 3.7) 4.7)
Interest and other income 1.3 1.6 0.9 1.8
Income before income taxes 24.9 23.1 20.2 15.5
Provision for income taxes (10.1) (8.9) (8.2) (6.0)
Net income 14.8% 14.2% 12.0% 9.5%

Comparison of Three Months Ended September 27, 2008 to Three Months Ended September 29, 2007

Revenue

Revenue for the quarter ended September 27, 2008 totaled $9.1 million compared to $7.9 million for the comparable period in 2007.

Royalties increased to $5.7 million for the third quarter of 2008 from $5.2 million for the same period in 2007, a 10.2% increase. The increase
was due to higher Plato s Closet® and Once Upon A Child® royalties of $487,000 and $114,000, respectively. The increase in Plato s Closet®
and Once Upon A Child® royalties is primarily due to having 24 additional Plato s Closet® and five additional Once Upon A Child® franchise
stores in the third quarter of 2008 compared to the same period last year and higher franchisee retail sales in both brands.

Merchandise sales include the sale of product to franchisees either through the Play It Again Sports® buying group, or through our Computer
Support Center (together, Direct Franchisee Sales ). For the third quarter of 2008, Direct Franchisee Sales were $777,600 compared to $797,600
for the third quarter of 2007. The decrease is a result of management s strategic decision to have more franchisees purchase merchandise directly
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from vendors and having 16 fewer Play It Again Sports® stores open than one year ago.
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Franchise fees decreased to $431,900 for the third quarter of 2008 compared to $584,100 for the third quarter of 2007. The decrease is due to
opening 19 franchises in the third quarter of 2008, compared to 30 in the same period of 2007.

Leasing income increased to $2,060,400 for the third quarter of 2008 compared to $1,173,200 for the same period in 2007. The increase is due
to a larger lease portfolio in 2008 compared to 2007.

Cost of Merchandise Sold

Cost of merchandise sold includes in-bound freight and the cost of merchandise associated with Direct Franchisee Sales. Cost of merchandise
sold decreased $33,500 or 4.4% for the third quarter of 2008 compared to the same period last year. The decrease was primarily due to a
decrease in Direct Franchisee Sales discussed in the revenue section. Cost of merchandise sold as a percentage of Direct Franchisee Sales for
the third quarter of 2008 and 2007 were 94.0% and 95.8%, respectively.

Leasing Expense

Leasing expense increased to $471,000 in the third quarter of 2008 compared to $268,700 in the third quarter of 2007. The increase is due to
interest on increased borrowings in connection with the growth of our lease portfolio.

Provision for Credit Losses

Provision for credit losses increased to $571,800 in the third quarter of 2008 compared to $142,100 in the third quarter of 2007. The increase is
due to a higher provision level for net charge-offs in the leasing segment.

Selling, General and Administrative

The $156,600, or 3.4%, increase in selling, general and administrative expenses in the third quarter of 2008 compared to the same period in 2007
is primarily due to increases in amortization of initial direct costs, legal fees and a decrease in capitalized initial direct costs of $104,000,
$42,000 and $86,000, respectively, partially offset by a $68,000 decrease in franchisee commissions.

Loss from Equity Investments
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During the third quarter of 2008 and 2007, we recorded losses of $145,200 and $92,400, respectively, from our investment in Tomsten. This
represents our pro rata share of losses for the period. As of September 27, 2008, the Company owns 18.3% of the outstanding common stock of
Tomsten.

Interest Expense

Interest expense decreased to $309,600 in the third quarter of 2008 compared to $381,300 in the third quarter of 2007. The decrease is due to
lower interest rates and $2.2 million net repayment on the line of credit since year end.
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Income Taxes

The provision for income taxes was calculated at an effective rate of 40.5% and 38.4% for the third quarter of 2008 and 2007, respectively. The
lower effective rate in 2007 compared to 2008 reflects a lower amount of non-deductible expenses.

Comparison of Nine Months Ended September 27, 2008 to Nine Months Ended September 29, 2007

Revenue

Revenue for the nine months ended September 27, 2008 totaled $26.7 million compared to $23.1 million for the comparable period in 2007.

Royalties increased to $16.4 million for the first nine months of 2008 from $15.2 million for the same period in 2007, a 7.7% increase. The
increase was due to higher Plato s Closet® and Once Upon A Child® royalties of $1,098,000 and $311,000, respectively, partially offset by
lower Play It Again Sports® royalties of $281,000. The increase in Plato s Closet® and Once Upon A Child® royalties is primarily due to
having 24 additional Plato s Clos& and five Once Upon A Child® franchise stores in the first nine months of 2008 compared to the same period
last year and higher franchisee retail sales in both brands.

Merchandise sales include the sale of product to franchisees either through the Play It Again Sports® buying group, or through our Computer
Support Center (together, Direct Franchisee Sales ). For the first nine months of 2008, Direct Franchisee Sales were $2,685,400 compared to
$3,250,300 for the first nine months of 2007. The decrease is a result of management s strategic decision to have more franchisees purchase
merchandise directly from vendors and having 16 fewer Play It Again Sports® stores open than one year ago.

Franchise fees increased to $1,345,500 for the first nine months of 2008 compared to $1,301,500 for the first nine months of 2007. The
Company opened 63 franchise territories in the first nine months of 2008, compared to 66 in the same period of 2007.

Leasing income increased to $5,920,000 for the first nine months of 2008 compared to $2,944,700 for the same period in 2007. The increase is
due to a larger lease portfolio in 2008 compared to 2007.

Cost of Merchandise Sold

Cost of merchandise sold includes in-bound freight and the cost of merchandise associated with Direct Franchisee Sales. Cost of merchandise
sold decreased $554,100 or 17.8% for the first nine months of 2008 compared to the same period last year. The decrease was primarily due to a
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decrease in Direct Franchisee Sales discussed in the revenue section. Cost of merchandise sold as a percentage of Direct Franchisee Sales for
the first nine months of 2008 and 2007 were 95.5% and 96.0%, respectively.

Leasing Expense

Leasing expense increased to $1,420,000 in the first nine months of 2008 compared to $601,900 in the first nine months of 2007. The increase
is due to interest on increased borrowings in connection with the growth of the Company s lease portfolio.
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Provision for Credit Losses

Provision for credit losses increased to $1,226,100 in the first nine months of 2008 compared to $421,800 in the first nine months of 2007. The
increase is due to a higher provision level for net charge-offs in the leasing segment.

Selling, General and Administrative

The $678,000 or 4.7%, increase in selling, general and administrative expenses in the first nine months of 2008 compared to the same period in
2007 is primarily due to increases in amortization of initial direct costs, stock option expenses, sales commissions, bank charges and legal fees of
$363,000, $144,000, $130,000, $119,000 and $78,000, respectively; partially offset by a $233,000 decrease in advertising expenses.

Loss from Equity Investments

During the first nine months of 2008 and 2007, we recorded losses of $281,700 and $344,600, respectively, from our investment in Tomsten.
This represents our pro rata share of losses for the period. As of September 27, 2008, the Company owns 18.3% of the outstanding common
stock of Tomsten.

Interest Expense

Interest expense decreased to $998,200 in the first nine months of 2008 compared to $1,101,900 in the first nine months of 2007. The decrease
is due to lower interest rates and $2.2 million net repayment on the line of credit since year end.

Interest and Other Income

During the first nine months of 2008, the Company had interest and other income of $246,300 compared to $423,300 of interest and other
income in the first nine months of 2007. The decrease is primarily due to the sale of the Commercial Credit Group senior subordinated notes in
August 2007.

Income Taxes
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The provision for income taxes was calculated at an effective rate of 40.5% and 38.9% for the first nine months of 2008 and 2007, respectively.
The lower effective rate in 2007 compared to 2008 reflects a lower amount of non-deductible expenses.
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Segment Comparison of the Three Months Ended September 27, 2008 to

Three Months Ended September 29, 2007

Franchising segment operating income

The franchising segment s third quarter 2008 operating income increased by $272,500 or 9.9% to $3.0 million from $2.8 million for the third
quarter 2007. The increase was primarily due to higher royalty income of $531,900 or 10.2%, partially offset by lower franchise fees and other
income. The increase in royalties was primarily due to higher Plato s Closet® and Once Upon A Child® royalties of $487,000 and $114,000,

respectively. The increase in Plato s Closet®nd Once Upon A Child® royalties is primarily due to having 24 additional Plato s Closet® and
five additional Once Upon A Child® franchise stores open in the third quarter of 2008 compared to the same period last year and higher
franchisee retail sales in both brands.

Leasing segment operating loss

The leasing segment s third quarter 2008 operating loss decreased $148,800 or 26.5% to ($412,300) compared to a loss of ($561,000) during the
third quarter of 2007. This improvement was primarily due to a $887,200 increase in leasing income, partially offset by a $738,400 increase in
direct costs, including corporate allocations and provision for credit losses associated with the leasing segment.

Segment Comparison of the Nine Months Ended September 27, 2008 to

Nine Months Ended September 29, 2007

Franchising segment operating income

The franchising segment s first nine months of 2008 operating income increased by $576,600 or 8.5% to $7.4 million from $6.8 million for the
first nine months of 2007. The increase in segment contribution was primarily due to higher royalty income of $1,167,900 or 7.7%, partially
offset by higher allocated corporate costs. The increase in royalties was primarily due to higher Plato s Closet® and Once Upon A Child®
royalties of $1,098,000 and $311,000, respectively, partially offset by lower Play It Again Sports® royalties of $281,000. The increase in Plato s
Closet® and Once Upon A Child® royalties is primarily due to having 24 additional Plato s Closet® and five additional Once Upon A Child®

franchise stores open in the first nine months of 2008 compared to the same period last year and higher franchisee retail sales in both brands.

Leasing segment operating loss
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The leasing segment s first nine months of 2008 operating loss decreased $1,258,700 or 57.5% to ($0.9 million) compared to a loss of ($2.2
million) during the first nine months of 2007. This improvement was primarily due to a $3.0 million increase in leasing income, partially offset
by a $1.7 million increase in direct costs, including corporate allocations and provision for credit losses associated with the leasing segment.
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Liquidity and Capital Resources

Our primary sources of liquidity have historically been cash flow from operations and borrowings. The components of the income statement
that affect our liquidity include non-cash items for depreciation and compensation expense related to stock options. The most significant
component of the balance sheet that affects liquidity is long-term investments. Long-term investments includes $7.2 million of illiquid
investment in two private companies: Tomsten, Inc. and BridgeFunds LLC. We ended the third quarter of 2008 with $2.9 million in cash and
cash equivalents and a current ratio (current assets divided by current liabilities) of 1.3 to 1.0 compared to $0.8 million in cash and cash
equivalents and a current ratio of 1.0 to 1.0 at the end of the third quarter of 2007.

Operating activities provided cash of $6.4 million for the first nine months of 2008 compared to $4.0 million for the same period last year. Cash
provided by operating assets and liabilities include an increase in advance and security deposits of $722,700 due to increased lease originations.
Accrued liabilities provided cash of $228,200 primarily due to increased amounts owed in lease equipment and interest accrued on borrowings.
Accounts receivable provided cash of $241,200, primarily due to lease chargeback collections. Cash utilized by operating assets and liabilities
include a $328,700 decrease in accounts payable primarily due to a decrease in buying group activity.

Investing activities used $5.8 million of cash during the first nine months of 2008 compared to $13.6 million during the same period of 2007.
The 2008 activities consisted primarily of the purchase of equipment for lease contracts of $16.8 million and collections on lease receivables of
$11.2 million.

Financing activities provided $1.0 million of cash during the first nine months of 2008 compared to $9.3 million during the same period of
2007. The 2008 activities were proceeds from discounted leases of $2.9 million and a $1.0 million tax benefit on exercised warrants, net
payments of $2.3 million on the line of credit and subordinated notes and $0.6 million used to purchase 31,370 shares of our common stock.

As of September 27, 2008, the Company had no off balance sheet arrangements.

On June 10, 2008, we amended and restated our 364-Day Revolving Credit Agreement with LaSalle Bank National Association ( LaSalle ) to,
among other things, join The PrivateBank and Trust Company as lender and Documentation Agent, appoint LaSalle as Administrative Agent,
increase the aggregate commitment to $55.0 million and extend the term to June 15, 2013. The Amended and Restated Revolving Credit
Agreement (the Credit Facility ) permits us to borrow up to the aggregate commitment subject to certain borrowing base limitations.

The Credit Facility allows us to choose between three interest rate options in connection with its borrowings. The interest rate options are the
Base Rate, LIBOR and Fixed Rate (all as defined within the Credit Facility) plus an applicable margin of 0%, 2.00% and 2.00%, respectively.
Interest periods for LIBOR borrowings can be one, two, three or six months, and interest periods for Fixed Rate borrowings can be one, two,
three, four or five years as selected by us. The Credit Facility also provides for non-utilization fees of 0.25% per annum on the daily average of
the unused commitment.
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As of September 27, 2008, our borrowing availability under the Credit Facility was $55.0 million (the lesser of the borrowing base or the
aggregate line of credit). There were $14.0 million in borrowings outstanding under the Credit Facility bearing Fixed Rate interest ranging from
4.58% to 5.76% and having initial terms ranging from three years to five years, leaving $41.0 million available for additional borrowings.

The Credit Facility will be used for growing our leasing business, stock repurchases and general corporate purposes. The Credit Facility is
secured by a lien against substantially all of our assets, contains customary financial conditions and covenants, and requires maintenance of
minimum levels of debt service coverage and tangible net worth and maximum levels of leverage (all as defined within the Credit Facility). As
of September 27, 2008, we were in compliance with all of our financial covenants.

On April 19, 2006, we announced the filing of a shelf registration on Form S-1 registration statement with the Securities and Exchange
Commission for the sale of up to $50 million of renewable subordinated unsecured notes with maturities from three months to ten years. In

June 2006, the Form S-1 registration became effective. In March 2007, we filed Post-Effective Amendment Number 2 to the public offering that
was declared effective March 30, 2007. In November 2007, we filed a Post-Effective Amendment Number 3 for the public offering that was
declared effective November 29, 2007. In March 2008, we filed Post-Effective Amendment Number 4 for the public offering that was declared
effective March 27, 2008. We have in the past and continue to intend to use the net proceeds from the offering to pay down our credit facility,
expand our leasing portfolio, to make acquisitions, to repurchase common stock and for other general corporate purposes. As of September 27,
2008, $25.5 million of the renewable subordinated notes have been sold.

We believe that the combination of our cash on hand, the cash generated from our franchising business, cash generated from discounting
sources, our bank line of credit as well as our renewable subordinated unsecured notes, will be adequate to fund our planned operations,
including leasing activity, for 2008 and 2009.

Critical Accounting Policies

The Company prepares the consolidated financial statements in conformity with accounting principles generally accepted in the United States of
America. As such, the Company is required to make certain estimates, judgments and assumptions that it believes is reasonable based on
information available. These estimates and assumptions affect the reported amounts of assets and liabilities at the date of the financial
statements and the reported amounts of revenue and expenses during the periods presented. There can be no assurance that actual results will
not differ from these estimates. The critical accounting policies that the Company believes are most important to aid in fully understanding and
evaluating the reported financial results include the following:

Revenue Recognition Royalty Revenue and Franchise Fees

The Company collects royalties from each franchise based on a percentage of retail store gross sales. The Company recognizes royalties as
revenue when earned. At the end of each accounting period, estimates of royalty amounts due are made based on applying historical weekly
sales information to the number of weeks of unreported franchisee sales. If there are significant changes in the actual performances of
franchisees versus estimates, royalty revenue would be impacted. During the first nine months of 2008, the Company collected $30,500 more
than estimated at December 29, 2007. As of September 27, 2008, royalty receivables were $1,278,100.
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The Company collects franchise fees when franchise agreements are signed and recognize the franchise fees as revenue when the franchise is
opened, which is when the Company has performed substantially all initial services required by the franchise agreement. Franchise fees
collected from franchisees but not yet recognized as income are recorded as deferred revenue in the liability section of the Company s balance
sheet. As of September 27, 2008, deferred franchise fees were $817,300.

Stock-Based Compensation

The Company currently uses the Black Scholes option pricing model to determine the fair value of stock options. The determination of the fair
value of the awards on the date of grant using an option pricing model is affected by stock price as well as assumptions regarding a number of
complex and subjective variables. These variables include implied volatility over the term of the awards, actual and projected employee stock
option exercise behaviors, risk free interest rate and expected dividends.

The Company evaluates the assumptions used to value awards on an annual basis. If factors change and the Company employs different
assumptions for estimating stock based compensation expense in future periods or if the Company decides to use a different valuation model, the
future periods may differ significantly from what it has recorded in the current period and could materially affect operating income, net income
and net income per share.

Impairment of Long-term Investments

The Company evaluates its long-term investments for impairment on an annual basis or whenever events or changes in circumstances indicate
the carrying amount may not be recoverable. The impairment, if any, is measured by the difference between the assets carrying amount and
their fair value, based on the best information available, including market prices, discounted cash flow analysis or other financial metrics that
management utilizes to help determine fair value. Judgments made by management related to the fair value of its long-term investments are
affected by factors such as the ongoing financial performance of the Investees, additional capital raises by the Investees as well as general
changes in the economy.

Leasing Income Recognition

Leasing income is recognized under the effective interest method. The effective interest method of income recognition applies a constant rate of
interest equal to the internal rate of return on the lease. When a lease is 90 days or more delinquent, the lease is classified as being on
non-accrual and the Company stops recognizing leasing income on that date.

Allowances for Credit Losses
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The Company maintains an allowance for credit losses at an amount that it believes to be sufficient to absorb losses inherent in existing lease
portfolio as of the reporting dates. A provision is charged against earnings to maintain the allowance for credit losses at the appropriate level. If
the actual results are different from the Company s estimates, results could be different. The Company s policy is to charge-off against the
allowance the estimated unrecoverable portion of accounts once they reach 121 days delinquent.
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Forward Looking Statements

The statements contained in this Item 2 Management s Discussion and Analysis of Financial Condition and Results of Operations that are not
strictly historical fact, including without limitation, the Company s statement that it will have adequate capital and reserves to meet its current
and contingent obligations and operating needs, as well as its disclosures regarding market rate risk are forward looking statements made under
the safe harbor provision of the Private Securities Litigation Reform Act. Such statements are based on management s current expectations as of
the date of this Report, but involve risks, uncertainties and other factors that may cause actual results to differ materially from those

contemplated by such forward looking statements. Investors are cautioned to consider these forward looking statements in light of important
factors which may result in material variations between results contemplated by such forward looking statements and actual results and
conditions. See the section appearing in our annual report on Form 10-K for the fiscal year ended December 29, 2007 entitled Risk Factors and
Part II, Item 1A in this Report for a more complete discussion of certain factors that may cause the Company s actual results to differ from those
in its forward-looking statements. You should not place undue reliance on these forward-looking statements, which speak only as of the date
they were made. The Company undertakes no obligation to revise or update publicly any forward-looking statements for any reason.

ITEM 3: Quantitative and Qualitative Disclosures About Market Risk

The Company incurs financial markets risk in the form of interest rate risk. Risk can be quantified by measuring the financial impact of a
near-term adverse increase in short-term interest rates. The Company currently has available a $55.0 million line of credit with LaSalle Bank
National Association and The PrivateBank and Trust Company. The interest rates applicable to this agreement are based on either the bank s
base rate or LIBOR for short term borrowings (less than six months) or the bank s index rate for borrowings one year or greater. The Company
had $14.0 million of debt outstanding at September 27, 2008 under this line of credit, all of which was in the form of fixed rate borrowings in
excess of one year and therefore were not subject to daily changes in the bank s base rate or LIBOR. The Company s earnings would be affected
by changes in these short-term interest rates only in the event that it were to borrow additional amounts under this facility with interest rates

based on the bank s base rate or LIBOR. With the Company s current borrowings, a one percent increase in short-term rates would have no
impact on annual pretax earnings. The Company had no interest rate derivatives in place at September 27, 2008.

Approximately $289,800 of the Company s cash and cash equivalents at September 27, 2008 were invested in money market mutual funds,
which are subject to the effects of market fluctuations in interest rates.

Although the Company conducts business in foreign countries, international operations are not material to its consolidated financial position,
results of operations or cash flows. Additionally, foreign currency transaction gains and losses were not material to the Company s results of
operations for the nine months ended September 27, 2008. Accordingly, the Company is not currently subject to material foreign currency
exchange rate risks from the effects that exchange rate movements of foreign currencies would have on its future costs or on future cash flows it
would receive from its foreign activity. To date, the Company has not entered into any foreign currency forward exchange contracts or other
derivative financial instruments to hedge the effects of adverse fluctuations in foreign currency exchange rates.
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ITEM 4T: Controls and Procedures

As of the end of the period covered by this report, the Company conducted an evaluation, under the supervision and with the participation of the
principal executive officer and principal financial officer, of our disclosure controls and procedures (as defined in Rules 13a-15(e) and

15d-15(e) under the Securities Exchange Act of 1934 (the Exchange Act )). Based upon, and as of the date of that evaluation, the principal
executive officer and principal financial officer concluded that the Company s disclosure controls and procedures are effective to ensure that
information required to be disclosed by the Company in reports that it files or submits under the Exchange Act is recorded, processed,
summarized and reported within the time periods specified in Securities and Exchange Commission rules and forms, and that such information is
accumulated and communicated to the Company s management, including its principal executive office and principal financial officer, as
appropriate to allow timely decisions regarding required disclosure. There was no change in the Company s internal control over financial
reporting during its most recently completed fiscal quarter that has materially affected, or is reasonably likely to materially affect, its internal
control over financial reporting.

PART II. OTHER INFORMATION

ITEM 1:

Not applicable.

ITEM 1A: Risk Factors

In addition to the other information set forth in this report, including the important information in Forward-Looking Statements, you should
carefully consider the Risk Factors discussed in the Company s Annual Report on Form 10-K for the year ended December 29, 2007. If any of
those factors were to occur, they could materially adversely affect the Company s financial condition or future results, and could cause its actual
results to differ materially from those expressed in its forward-looking statements in this report. The Company is aware of no material changes

to the Risk Factors discussed in its Annual Report on Form 10-K for the year ended December 29, 2007.

27

47



Edgar Filing: WINMARK CORP - Form 10-Q

Table of Contents

ITEM 2: Unregistered Sales of Equity Securities and Use of Proceeds

Purchase of Equity Securities by the Issuer and Affiliated Purchaser

Total Number of Maximum Number
Shares Purchased as of Shares that may
Total Number of Average Price Part of a Publicly yet be Purchased

Period Shares Purchased Paid Per Share Announced Plan(1) Under the Plan
December 30, 2007 to February 2,
2008 0o S 0 184,754
February 3, 2008 to March 1, 2008 0 0 184,754
March 2, 2008 to March 29, 2008 1,561 17.98 1,561 183,193
March 30, 2008 to May 3, 2008 5,489 17.41 5,489 177,704
May 4, 2008 to May 31, 2008 4,589 17.83 4,589 173,115
June 1, 2008 to June 28, 2008 5,725 17.91 5,725 167,390
June 29, 2008 to August 2, 2008 3,476 15.71 3,476 163,914
August 3, 2008 to August 30, 2008 309 17.98 309 163,605
August 31, 2008 to September 27,
2008 10,221 18.44 10,221 153,384
Total 31,370 31,370 153,384
1) The Board of Directors authorization for the repurchase of shares of the Company s common stock was originally approved in 1995 with

no expiration date. The total shares approved for repurchase has been increased by additional Board of Directors approvals and is currently
limited to 4,000,000 shares, of which 153,384 may still be repurchased.

ITEM 3:

Not applicable.

ITEM 4: Submission of Matters to a Vote of Security Holders

Not applicable.

ITEM 5: Other Information
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ITEM 6: Exhibits

3.1 Articles (Exhibit 3.1)(1)

32 Bylaws (Exhibit 3.2)(2)

10.1 Amendment, dated September 9, 2008, between Stan Koch & Sons Trucking, Inc. and Winmark Corporation (Exhibit 10.1)(3)
10.2  Lease, dated September 26, 2008, between Winmark Corporation and Utah State Retirement Investment Fund (Exhibit 10.1)(4)
31.1 Certification of Chief Executive Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

31.2 Certification of Chief Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

32.1 Certification of Chief Executive Officer Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

322 Certification of Chief Financial Officer Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

(1) Incorporated by reference to the specified exhibit to the Registration Statement on Form S-1, effective August 24, 1993 (Reg.
No. 333-65108).
2) Incorporated by reference to the specified exhibit to the Annual Report on Form 10-K for the fiscal year ended December 30, 2006.
3) Incorporated by reference to the specified exhibit on the Current Report on Form 8-K, filed on September 11, 2008.
4) Incorporated by reference to the specified exhibit on the Current Report on Form 8-K, filed on October 2, 2008.
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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.

Date: November 5, 2008

Date: November 5, 2008

By:

By:

30

/s/ John L. Morgan

John L. Morgan

Chairman of the Board and Chief Executive Officer
(principal executive officer)

/s/ Anthony D. Ishaug

Anthony D. Ishaug

Chief Financial Officer

(principal financial and accounting officer)
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Exhibit No.

3.1

32

10.1

10.2

10.3

31.1

31.2

32.1

322

EXHIBIT INDEX
WINMARK CORPORATION

FORM 10-Q FOR QUARTER ENDED SEPTEMBER 27, 2008

Description
Articles (Exhibit 3.1)(1)
Bylaws (Exhibit 3.2)(2)
Amendment, dated September 9, 2008, between Stan Koch & Sons Trucking, Inc. and Winmark Corporation (Exhibit 10.1)(3)
Lease, dated September 26, 2008, between Winmark Corporation and Utah State Retirement Investment Fund (Exhibit 10.1)(4)

Assignment and Acceptance, dated August 31, 2007, between Winmark Corporation and Allied Capital Corporation
(Exhibit 10.1)(5)

Certification of Chief Executive Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
Certification of Chief Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
Certification of Chief Executive Officer Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

Certification of Chief Financial Officer Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

©)
@

3
4

Incorporated by reference to the specified exhibit to the Registration Statement on Form S-1, effective August 24, 1993 (Reg.
No. 333-65108).

Incorporated by reference to the specified exhibit to the Annual Report on Form 10-K for the fiscal year ended December 30,
2006.

Incorporated by reference to the specified exhibit on the Current Report on Form 8-K, filed on September 11, 2008.
Incorporated by reference to the specified exhibit on the Current Report on Form 8-K, filed on October 2, 2008.
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