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ITEM 6. SELECTED FINANCIAL DATA
Three-Year Financial Summary

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

Income {loss) from businesses held pending

sale and discontinued operations, net of income

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

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

Diluted: %

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

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

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

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

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

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

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

Report of Independent Registered Public Accounting
Firm

To the Board of Directors and Shareholders of The
ServiceMaster Company

We have audited management’s assessment, included in
the accompanying Management's Report on Intemal
Control over Financial Reporting, that The ServiceMaster
Company and subsidiaries (the *Company”} maintained
effactive Internal control over financial reporting as of
December 31, 2005, based on criteria established in
Intermal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway
Commission. The Company's management is responsible
for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of
internal control over financial reporting. Our responsibility
is to express an opinion on management’s assessment
and an opinion on the effectiveness of the Company's
internal contrel over financial reporting based on our audit.

We conducted our audit in accordance with the standards
of the Public Company Accounting Oversight Board
{United States). Those standards require that we plan and
perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting
was maintained in all material respects. Our audit
included obtaining an understanding of internal cantrol
over financial reporting, evaluating management's
assessment, testing and evaluating the design and
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operating effectiveness of internal control, and performing
such other procedures as we considered necessary in the
circumstances. We believe that our audit provides a
reasonahle basis for our opinions.

A company's internal control over financial reporting is a
process designed by, or under the supervision of, the
company's principal executive and principal financial
officers, or persons performing similar functions, and
effected by the company's board of directors,
management, and other personnel to provide reasonable
assurance regarding the reliability of financial reporting
and the preparation of financial statements for external
purposes in  accordance with generally accepted
accounting principles. A company’s internal control over
financial reporting includes those policies and procedures
that (1) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the
company; (2) provide reasonable assurance that
transactions are recorded as necessary to permit
preparation of financial statements in accordance with
generally accepted accounting principles, and that receipts
and expenditures of the company are being made only in
accordance with authorizations of management and
directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the
company's assets that could have a material effect on the
financial statements.

Because of the inherent limitations of internal control over
financial reporting, including the possibility of collusion or
improper management override of controls, material
misstatements due to error or fraud may not be prevented
or detected on a timely basis. Also, projections of any
evaluation of the effectiveness of the internal control over
financial reporting to future periods are subject to the risk
that the controls may become inadequate because of
changes in conditions, or that the degree of compliance
with the policies or procadures may deteriorate.

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

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

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



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

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

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

0

@

(3

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

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

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

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

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

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

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

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

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

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

Significant Accounting Policies

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

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

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

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

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

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

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

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

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



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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Add back: Stock-based

compensation expense

included in reported net

income, net of related

tax effects 2,280 1,729 €09

Deduct; Stock-based

compensation expense

determined under fair-

value method, net of

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

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

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

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

The business of the Company is conducted through five
operating segments: TruGreen ChemLawn, TruGreen
LandCare, Terminix, American Home Shield and Other
Operations. The Company intends to sell its American
Residential Services (ARS) and American Mechanical
Services (AMS) companies so it can concentrate resources
on its main growth businesses. The Company has retained
an investment banking firm to serve as its financial advisor in
this process. The ARS/AMS operations provide heating,
ventilation, air conditioning (HVAC), plumbing and electrical
instaliation and repair services and were previously disclosed
as the Company's ARS/AMS segment Because the
Company intends to sell these businesses, their operating
results are reported within the financial statement caption
“husinesses held pending sale and discontinued operations”
for all periods presented.

The Company has also expanded its business segment
reporting to allow for better ongoing visibility into the
components of the business. The companies that
previously were reported within the TruGreen segment
have been further broken out into the TruGreen ChemLawn
segment and the TruGreen LandCare segment. TruGreen
LandCare is an important part of the Company's continuing
operations and presenting its results as a separate
segment recognizes the importance of this business to the
continued growth of the enterprise while also enhancing
overall disclosure.  All previously reported segment
financial information reflects the aforementioned changes in
segment reporting.

In accordance with Statement of Financial Accounting
Standards 131, ‘Disclosures About Segments of an
Enterprise and Related Information”, the Company's
reportable segments are strategic business units that offer
different services. The TruGreen ChemlLawn segment
provides residential and commercial lawn care services. The
TruGreen LandCare segment provides landscaping services
to commercial customers. The Terminix segment provides
fermite and pest control services to residential and
commercial customers.  The American Home Shield
segment provides home warranties to consumers that cover
HVAC, plumbing and other home systems and appliances.
This segment also includes home inspection services
provided by AmeriSpec. The Other Operations segment
ineludes the franchised and company-owned operations of
ServiceMaster Clean, Fumiture Medic and Merry Maids,
which provide disaster restoration, commercial cleaning,
carpet and upholstery cleaning, furniture repair and maid
services. This segment also inciudes the Company's
headquarters operations, which provide various technology,
marketing, finance, legal and other support services to the
business units.

Information regarding the accounting policies used by the
Company is described in the Significant Accounting Policies
Note. The Company derives substantially all of its revenue
from customers in the United States with less than two
percent generated in foreign markets. Operating expenses
of the business units consist primarily of direct cosls.
\dentifiable assets are those used in camying out the
operations of the business unit and include intangible assets
directly related to its operations.
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Segment information for the years ended December 31,
2005, 2004, and 2003 is presented below.
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Business Segment Table

(in thousands) 2005 % Change 2004 % Change 2003
Operating Revenue:
TruGreen ChemLawn $1,024,641 4% $980,816 8% $908,351
TruGreen LandCare 453,323 3 438,833 0 439,049
Terminix 1,056,285 6 996,900 [ 945,258
American Home Shield 528,687 8 487,395 8 450,264
Other Operations 176,542 8 164,124 8 152,106
Total Operaling Revenué $3,239,478 E% $3,068,068 6% $2,895,028
Qperating Income (Loss):(1, 2)
TruGreen Chembawn $171,758 {2%) $175,666 9% $161,767
TruGreen LandCars (2) 4317 N/M {4,482) NimM (195.784)
TruGreen LandCare without impaimment charge (2) 4,317 NM (4,482} 35% (6,914}
Terminix 145,568 10 132,827 1 131,044
American Home Shield 70,959 (1} 71,986 24 58,154
Qther Operations (62,519) 2} (51,689) {18) {44 526)
Total Operating Income $340,083 5% $324,308 N/ $110,665
Capital Employed: (3)
TruGreen ChembLawn $812,873 2% $795.254 2% $777.880
TruGreen LandCare 33,900 1 33,720 {23) 43,532
Terminix 652,230 3 631,370 ] 596,535
Armerican Home Shield 207 864 4 168,223 25 134,372
American Home Shieid without cash and marketable securities (3) (75,026) 18 (89,581) (3} (86,574)
Other Operations 105,923 [60) 268,056 46 183,778
Tolal Capital Employed $1,6812,790 (4%} $1,896,823 9% $1,736,087
Identifiable Assets:
TruGreen ChemlLawn $885,153 2% $870,200 &% $az1,121
TruGreen LandCare 92,694 [ 87,474 4) 90,837
Terminix 862,270 2 843,272 3 822,407
American Home Shield 530,486 12 474326 12 422,765
Other Qperations 658,267 (24) 864,921 8 799,286
Total Identifiable Assets $3,028, 870 (4%} $3,140,202 8% $2,956 426
Depreciation & Amortization Expense:
TruGreen ChemLawn $12,611 2% $12,383 21% $10,263
TruGreen LandCare 8,411 " 10,163 (19) 12,501
Teminix 11,778 3 11,441 11 10,328
American Home Shield 8,492 8 7,860 15 £,829
Qther Operations 8,475 24 6,839 (8) 7418
Total Depreciation & Amortization Expense $49,767 2% $48.686 3% $47,339
Capital Expenditures:
TruGreen ChemLawn §11,724 51% $7,756 (5%) $8,192
TruGreen LandCare 3,659 (29} 5,132 {15) 6,005
Temninix 11,417 2 11,202 117 5,169
American Home Shield 5348 {3 5,490 {17} 8619
QOther Operations 8,628 {39} 15,766 122 7,008
Total Capital Expenditures $41,771 (8%) $45,346 37% $33,083
N/M = Not meaningful
(1) Presentad below is a recondiiation of segment operaiing income to income from cortinuing operations before income taxes.
{In u-miarﬂs} 2005 2004 200
Segment Operating Income $340,083 $324,308 $110,655
Non-gparating expense (income}:
ntemest expense 56,999 60,708 65255
Interest and investment income (19,832} {15,469) (15,012)
Mingrity ievesest and gther expenss, nat 8218 8,275 8,151
Tncoma from Gontinuing Operations before Incorme Taxes $234,698 $270,844 $52,261

(2) I the third quarter of 2003, the Company recorded in continuing operations a nonwcash, pre-ax impairment charge of $159 million related to the goodwil and intangble
assats of its TruGreen LandCare operations. In order to facilite comparisons of ongaing operating pesformance of ‘continuing operations, the Company alse has presented

the TruGreen LandCare segmeft results after adjusting for the impact of the impairmert charga,

(3} Capital employed is & non-LL.S. GAAP measura that is defined as the segmert's total assets less liabfities, exdusive of debt balances. The Company befeves this
information is Liseful 1o investars In helping them compue retum on capital measunes and therefore better understand the performance of the Company's business segments.
The calautation of capitd employed for the American Home Shield segmert Indudes approximately $283 milian, $258 milion and $221 milion of cash and marketable
securities at December 31, 2005, 2004 and 2003, respectively. The investment Income and reakized gainsAosses on thesa assets are reported below operating income in
non-operaing incomefexpensa. |n order 1o facikate the comparison of retum on invested capial for the American Home Shiekd segmernt, the Company has dso presented
capital employed for this segmert excluding cash and marketabie securities. The negative capital empioyed balances primasily resuft from deferred ravenue and amounts
payable o subcontractors. Presented below is 8 recondlistion of total segment capital employed 10 the most comparabie .5, GAAP measure.

{In thousandis) 2005 — 2004 — 2003
Total Assets $3,028,870 $3,14D,202 $2,056,426
Lass:

Current fiabiktes, excluding cument portion 936,449 1,004,630 784,459

of long-{emn debt

Longtenn liabilties 27963 238898 435870
Total Capkal Employed $1,8127%0 $1,806,623 51,736,007

3z
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The combined franchise operations of ServiceMaster Clean
and Merry Maids comprised approximately 5% of the
consolidated revenue in 2005, 2004, and 2003. These

operations comprised approximately 11%, 11%, and 12% of

consolidated  operating income  (excluding the 2003
impairment charge) before headquarter overhead for 20085,
2004, and 2003, respectively.

The following table summarizes the segment goodwill that is
not amortized. See the “Acquisitions” note and the “Goodwill
and Intangible Assets” note in the Notes to Consoclidated
Financia! Statements for information relating to goodwill
acquired and amounts impaired, respectively.

{In thousands) 2005 2004 2003
TruGreen

ChemLawn $700,029 $681,954 $652,534
Teminix 664,166 643,567 622,351
American Home

Shield ¥ 85,526 72,085 72,085
Qther

Operations 101,349 114,267 113,065
Total $1,548,070 $1,511,873 $1,460,035

® |n the sacond quarter of 2005, approximately $13 million of enterprise
goodwill was reclassified to the American Home Shield segment from
the Cther Operations segrnent.

Goodwill and Intangible Assets

In accordance with SFAS 142, “Goodwill and Other
intangible Assets’, the GCompany discontinued  the
amortization of goodwill and indefinite lived intangible assets
effective January 1, 2002. Goodwill and intangible assets
that are not amortized are subject to assessment for
impairment by applying a fair-value based test on an annual
basis or more frequently if circumstances indicate a potential
impairment. The Company completed its annual assessment
of impairment as of October 1.

In the third quarter of 2003, the Company recorded & non-
cash impairment charge associated with the goodwill and
intangible assets at its TruGreen LandCare business unit.
This charge, which is included in the results of continuing
operations for 2003, totaled $189 million pre-tax, $156 million
aftertax, and $0.53 per diluted share. The impairment
charge reported in continuing operations included a portion of
goodwill that was not deductible for tax purposes, resulting in
a tax benefit of $33 million, or only approximately 17 percent
of the pre-tax impairment charge of $189 million. Also in the
third quarter of 2003, the Company recorded a non-cash
impairment charge associated with the goodwill and
intangible assets at its ARS and AMS operations. These
businesses are now being held pending sale, accordingly,
the financial results for the ARS and AMS operations, as well
as the impairment charge related to these operations {$282
million pre-tax, $227 million after-tax), have been classified to
the financial statement caption “businesses held pending
sale and discontinued operations® for all periods.

In April 2004, TruGreen ChemLawn acquired the assets of
Greenspace Limited, Canada's largest professional lawn
care service company. Intangible assets recorded were less
than $16 milion. The balance of goodwill and intangible
assets that were added during 2004 relate te tuck-in
acquisitions completed by Terminix and TruGreen
Chemlawn.
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The increase in goodwil and intangible assets in 2005
relates to tuck-in acquisitions completed throughout the year
by Terminix and TruGreen ChemLawn, as well as the
acquisition of a distributorship by SenviceMaster Clean in the
third quarter.

The table below summarizes the goodwill and intangible
asset balances:

{In thousands) 2005 2004 2003
Goodwlll ™" $1,548,070 $1,511,873 §$1,460,035
Trade names ‘" 215,483 204,793 204,793
Qther intangible
assets 49,981 45679 35,323
Accumulated
amortization {35,131} (29,677) (23,671}
Net other
intangibles 14,850 16,002 11,652
Total $1,778,413  $1,732,668  $1,676,480

) Not subject to amortization.

@ amortization expense of $5 million, $6 million and $6 millicn was
recorded in 2005, 2004 and 2003, respectively. Annual amortization
expense of $5 million in 2005 s expected to decline over the next five
years.

Income Taxes

In January 2005, the Company reached a comprehensive
agreement with the IRS regarding its examination of the
Company's federal income taxes through the year 2002. As
previously disclosed, the Company had not been audited by
the IRS during the period in which it operated as a master
limited partnership (1987 through 1997) or in subsequent
years. Consequently, the examination covered numerous
significant matters, including the tax consequences resulting
from the Company's reincorporation in 1997, and the sale of
its large Management Services segment in November 2001.
Pursuant to the agreement, the Company paid taxes and
interest (primarily in February 2005) to the IRS and various
states in-the amount of $131 million (3112 million of
increased taxes and $18 million of interest). These
payments represented only one part of a four part agreement
with the [RS, which also included: tax savings of $25 million
that were realized in 2004; a reduction of $45 million in the
estimated tax payments made during the second half of 2005
and a deferred tax asset totaling $57 million that will be
realized through 2016,

As a result of this agreement, certain deferred tax assets,
primarily related to intangble assets, which had previously
not been recorded due to uncertainties associated with the
complexity of the matters under review and the extended
pericd of time effectively covered by the IRS' examination
were recorded. This resulted in a non-cash reduction in the
Company's 2004 income tax provision, thereby increasing
2004 consolidated net income by approximately $159 million
($150 million related to continuing operations and $9 million
related to businesses held pending sale and discontinued
operations).

In February 2006, the IRS concluded the 2003 and 2004
audits of the Company's tax returns. There were no material
adjustments or payments resulting from these audits. In the
first quarter of 2006, the IRS commenced the audit of the
Company's tax return for 2005, As with any review of this



Notes to the Consolidated Financial Statements

nature, the ultimate outcome of this IRS examination is not
known at this time.

The reconciliation of income tax computed at the U.S. federal
statutory tax rate to the Company’s effective income tax rate
for continuing operations is as follows:

In 2002, the Company adopted SFAS 142 which eliminated
the requirement to record In the financial statements
amortization expense related to goodwil and intangible
assets with indefinite lives. The Company is able to continue
to amortize the intangible assets for tax purposes which will
yield an average annual tax benefit of approximately $57
million through 2012, Subsequent to 2012, the benefit from

2005 2004 2003 the step-up in tax basis that resulted from reincorporation will
Tax at U.S. federal be fuly amortized. The Company estimates that the
statutory rate 35.0%  35.0% 35.0% divestitures of ARS and AMS will result in a reduction of
State and local income approximately $4 million in the average annual cash tax
taxes net of U.S. benefits, however, the cash tax benefits in the year of
faderal benefit 3.3 36 6.5 divestiture will increase such that the aggregate tax benefits
Adjustment relating to the are unchanged. Accounting standards require that the
IRS agreement - (55.3) - Company recognize deferred taxes relating to the differences
Tax credits {1.0) {0.7) (2.2) between the financial reporting and tax basis of the assets.
impairment of non- As the annual tax benefit from the amortization expense is
deductible goodwill - - 718 realized, the deferred tax liability increases, reflecting the
Other 1.4 0.5 (6.4) declining tax basis compared to the non-amortized book
Effective rate 38.7% (16.9%)  104.7% basis. Significant components of the Company’s deferred
tax batances are as follows:
The effective tax rate for businesses held pending sale and
discontinued operations was tax expense of 39.5% in 2005 (In thousands) ____ 2005 2004
Snd tax benefis of 72.7% and 21.0% in 2004 and 2003, ~ Deferred tax assets {labilities):
respectively. In 2005, the difference between these rates Current.
and the federal statutory tax rate of 35% reflects state taxes, Prepaid expenses $(14,000)  $(11,300)
net of federal benefit, and permanent items. Receivables allowances 12,750 15,700
Accrued insurance expenses 11,500 22,900
i ans i . Net operating foss and tax
In.come tax expense from continuing operations is as follows: credit camyforwards 2,800 40,640
(In thousands) 2005 Other acerued expenses 22,000 40,840
Current Deferred Total Total curent asset 35,050 108,780
U.S. federal $12,393 $87,813 $100,206 Long-Tem: ;
State and local 1,723 12,208 12931 Intangible assets ™ {146,200)  (88,500)
$14,116 $100,021 $114,137 Accrued insurance expenses 6,000 3,600
Net operating loss and tax
2004 credit Caﬂ'yforwal'ds 22,500 10,100
Current Detorred Total Other long-term qbli_g_ations 4,400 (13,300)
U.S. federal $120.943  $(155901)  $(25958) lowallongtemn iabilty (113,300) _ (88,100)
State and local 10,429 {30,250) (19,821} Net deferred tax asset (liability) $(78,250) $20,680
$140,372  $(186,151) $(45,779)
) The deferred tax liability reiates primarily to the difference in the tax
versus book basis of intangible assets. The majority of this ability will not
2003 actually be paid until 2 business unit of the Company is sold.
Current Deferred Total
U.S. federal $(35,646) $84,767 $49121 At December 31, 2005, the Company had tax effected
State and local (4,060) 9,655 5595  federal and slate net operating loss carryforwards of
$(39,706) $94,422 $54716  approximately $21 million, expiring at various dates up to

Deferred income tax expense results from timing differences
in the recognition of income and expense for income tax and
financial reporting purposes. Deferred income tax balances
reflect the net tax effects of temporary differences between
the camying amounts of assets and liabilities for financial
reporting and income tax purposes. The deferred tax asset
primarily reflects the impact of future tax deductions related
to the Companys accruals and net operating losses.
Management believes that, based upon its history of
profitable operations, it is probable that its deferred tax
assets will be realized, primarily from the generation of future
iaxable income. The defermed tax liability is primarily
attributable to the basis differences related to intangible
assets. The Company records its deferred tax items based
on the estimated value of the tax basis.
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2025. The Company also had federal and state tax credit
camyforwards of approximately $4 million which expire at
various dates up to 2024,

In 2005, cash paid for income taxes were $146 million,
including a net payment of $86 million to the IRS and various
states pursuant to the Company’s agreement with the IRS.
In 2004, total tax payments were $13 million. In 2003, the
Company received net tax refunds of $1 million.

Acquisitions

Acquisitions have been accounted for using the purchase
method and, accordingly, the results of operations of the
acquired businesses have been included in the Company’s
consolidated financial statements since their dates of
acquisition. The asseis and liabilities of these businesses
were recorded in the financial statements at their estimated
fair values as of the acquisition dates.
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Current Year

Throughout 2005, the Company completed several small
tuck-in acquisitions, primarily in the pest control and lawn
care businesses. Additionally, in the third quarter of 2005,
ServiceMaster Clean acquired a distributorship. The net
purchase price of the 2005 acquisitions was $51 million. The
Company recorded goodwill of approximately $36 million and
other intangible assets of $15 million related to the 2005

acquisitions. The impact of these acquisitions was not
material to the Company’s Consclidated  Financial
Statements.

in February 2006, the Company announced an agreement to
acquire inStar Services Group, Inc. Instar is a leading direct
provider of commercial disaster response and reconstruction
services in the United States with 2005 revenues of
approximately $130 million. Instar provides a continuum of
services, from planning prior to an event, to emergency
response following the event and continuing service through
cleaning, recovery and reconstruction. The InStar acquisition
is not significant to the Company's consolidated financial
statements, therefore proforma financial information has not
been presented.

Prior Years

During 2004, the Company acquired the assels of
Greenspace Services Limited, Canada's largest professional
lawn care service company. in addition, the Company
acquired severai small companies, primarily in the pest
control and lawn care businesses. The net purchase price of
the 2004 acquisitions was $59 million. The Company
recorded goodwill of approximately $52 million and other
intangible assets of $10 million related to the 2004
acqulisitions.

During 2003, the Company acquired several small
companies, primarily in the lawn care business. The net
purchase price of these acquisitions was $38 milion. The
Company recorded goodwill of $38 miliion and other
intangible assets of $4 million reiated to these acquisitions.

Cash Flow Information for Acquisitions

Supplemental cash fiow information regarding  the
Company's acquisitions is as follows:
{In thousands) 2005 2004 2003
Purchase price $53,692 $66,841 $44,667
Less liabilities
assumed {2,425} {7,851 (8,315
et purchase prica $51,267 $58080  $38,352
Net cash pald
for acquisitions $33,719 $40,184 $28,875
Value of shares issued 1,191 3,475 -
Seller financed debt 16,357 15,331 9477
Payment for
acquisitions $51,267 $58,990 $38.352

Businesses Held Pending Sale and Discontinued
Operations

Current Year

The Company intends to sell its American Residential
Services (ARS) and American Mechanical Services (AMS)
companies so it can concentrate resources on its main
growth businesses. The Company has retained an
investment banking firm to serve as its financial advisor in
this process. The ARS/AMS operations provide heating,
ventilation, air conditioning (HVAC), plumbing and electrical

installation and repair services and were previously
disclosed as the Company's ARS/AMS segment. Because
the Company intends to sell these companies, the results of
these operations are reported within the financial statement
caption “businesses heid pending sale and discontinued
operations” for ali periods.

2003 Dispositions

During the third quarter of 2003, the Company sold
substantially all of the assets and related operational
obligations of Trees, Inc., the utilty line clearing operations of
TruGreen LlandCare, to an independent subsidiary of
Asplundh Subsidiary Holdings, Inc., for approximately $20
million in cash. The impact of the sale was not material to
the Company's Consolidated Financial Statements for 2003.

Financial Information for Businesses Held Pending Sale
and Discontinued Operations

Reported “Businesses held pending sale and discontinued
operations” for all pericds presented include the operating
results of the businesses sold, discontinued, and held for
sale noted above. The operating results and financial
position of businesses held pending sale and discentinued
operations are as follows:

(In thousands, except per share data)

Qgperating Resutts: 2005 2004 2003
Cperating revenue $764,888 $691,552 $738.615
ARS/AMS operating income 11,695 5,534 10,023
Headquarter support and

insurance ¢osts previously

allocated to ARS/AMS 10,294 6,714 4,879
Favorable conclusion of

certain obligations related

to international pest control

operations 11,000 -
Impaitment charge - (291,800)
Other discontinued cperations (2,634) (3,793) (4,482)
Prowvision (benefit) for

income taxes " 14,991 (6,149) (59.,148)
Ingome (loss) from businesses

held pending sale and

discontinued operations $18,364 $14,604  $(222.232)
Diluted income (loss) from

businesses held pending sale

and discontinued operations $0.06 $0.05 $(0.75)

™ 2004 indudes a $9 mlion non-cash reducion in the tax provision of businesses
held pending sale and discontinued operations related to comprehensive
agreement with the IRS regarding Its examinatian of the Compary's federal
income taxes through the year 2002

Financial Position: 2005 2004
Current assets $135,100 $112,501
Long-term assets 77,340 80,397
Tolal assets 5213.440 $192,898
Current liabllities $97,294 $91,296
Long-term liabilities 10,130 9,615
Total liabilities $107 424 $101,011
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The table below summarizes the activity during the twelve
months ended December 31, 2005 for the remaining
liabilities from the discontinued operations, with $11 million of
the decrease during the year reflecling the favorable
conclusion of certain obligations related to the previously sold
intemational pest control operations. ~ The remaining
obligations primarily refate to long-term self-insurance claims.
The Company believes that the remaining reserves continue
to be adequate and reasonable.



Notes to the Consolidated Financial Statements

Balance at
Dec. 31,
2005

Cash
Payments
or Other

Balance at
Dec. 31,
2004

Income/

{In thousands) (Expense)

Remaining
liabllities of
discontinued
operations:
LandCare
Constiuction
LandCare
utility line
clearing
business
Certified
Systems, Inc.
and other
Intemational
Businesses "

§4,492 §2,365 $(9895) $3,112

6,616 535 3,238

8,485 (2,526) 9,686

11,000 - 11,000 -

M he 2005 activity reflects the favorable conclusion of certain obligations
related to the praviously sold international pest control operations.

Commitments and Contingencies

The Company leases certain property and equipment under
various operating lease arrangements. Most of the property
leases provide that the Company pay taxes, insurance and
maintenance applicable to the leased premises. As leases
for existing locations expire, the Company expects to renew
the leases or substitute another location and lease.

Rental expense for 2005, 2004 and 2003 was $163 million,
$147 milion and $135 million, respectively. Future long-term
non-cancelable operating lease payments are approximately
$80 million in 2006, $64 million in 2007, $49 million in 2008,
$37 million in 2009, $21 miflion in 2010, and $26 million in
2011 and thereafier.

The majority of the Company’s fieet and some equipment are
leased through operating leases. Lease terms are non-
cancelable for the first twelve month term and fhen are
month-to-month leases, cancelable at the Company's option.
There are residual value guarantees (ranging from 70
percent to 87 percent depending on the agreement) on these
vehicles and equipment, which historically have not resulted
in significant net payments to the lessors. There are no net
payments reflected in the future minimum lease obligation as
the leases are cancelable and there are no expected net
payments due under the guarantees. At December 31, 2005
there was approximately $259 million of residual value
guarantee relating to the Company’s fleet and equipment
leases. The fair value of the assets under the leases is
expected to fully mitigate the Company's obligations under
the agreements.

The Company maintains operating lease facilities with banks
totaling $68 million which provide for the financing of branch
properties to be leased by the Company. At December 31,
2005, approximately $68 milion was funded under these
facilities. Approximately $15 million of these leases have
been included on the balance sheet as assets with related
debt as of December 31, 2005. The balance of the funded
amount is treated as operating leases. Approximately $15
million of the total facility expires in January 2008 and $53
million expires in September 2009, The Company has
guaranteed the residual value of the properties under the
leases up to 82 percent of the fair market value at the
commencement of the lease. At December 31, 2005, the
Company's residual value guarantee related to the leased
assets totaled $56 milion for which the Company has
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recorded the estimated fair value of this guarantee
(approximately $0.9 million} in the Consolidated Statements
of Financial Position.

In the nommal course of business, the Company periodically
enters into agreements that incorporate indemnification
provisions, While the maximum amount which the Company
may be exposed under such agreements cannot be
estimated, the Company does not expect these guarantees
and indemnifications to have a material adverse effect on its
Consolidated Financial Statements.

The Company carries insurance policies on insurable risks at
levels which it believes to be appropriate, including workers'
compensation, auto and general liability risks. The Company
has self-insured retention limits and insured layers of excess
insurance coverage above such self-insured retention limits.
Accruals for self-insurance losses, termite damage claims in
the Terminix business and warranty claims in the American
Home Shield business are made based on the Company's
claims experience and actuarial assumptions. In 2005,
Terminix recorded a $10 million unfavorable correction in
estimating prior years' termite damage claim reserves. At
December 31, 2005, these accruals totaled $211 million, with
$93 million included in “Self-insured claims and related
expenses” and $118 million included in “*Other long-term
obligations” in the accompanying Censolidated Statements of
Financial Position. The Company has certain liabilities with
respect to existing or potential claims, lawsuits, and other
proceedings. The Company accrues for these liabilities
when it is probable that future costs will be incurred and such
costs can be reasonably estimated.

In the ordinary course of condudling its business activities,
the Company becomes involved in judicial, administrative
and regulatory proceedings involving bath private parties and
govemmental authoriies.  These proceedings include
general and commercial liablility actions and a smail number
of environmental proceedings. The Company does not
expect any of these proceedings to have a material adverse
effect on its Consolidated Financial Statements.

Employee Benefit Plans

Discretionary contributions to qualified prefit sharing and non-
qualified deferred compensation plans were made in the
amount of $9.9 million for 2005, $9.3 million for 2004 and
$4.6 million for 2003. Under the Employee Share Purchase
Plan, the Company contributed $.8 million in 2005, 2004 and
2003, These funds defrayed part of the cost of the shares
purchased by employees.

Minority Interest Ownership and Related Parties

The Company continues to have minority investors in
Terminix. This minority ownership reflects an interest issued
to the prior owners of the Allied Bruce Terminix Companies in
connection with the acquisition of that entity. At any time, the
former owners may convert this equity security into eight
million ServiceMaster common shares. The ServiceMaster
shares are included in the shares used in the calculation of
diluted earnings per share, when their inclusion has a dilutive
impact. Subsequent to December 31, 2005, ServiceMaster
has the ability to require conversion of the security into
ServiceMaster common shares, provided the closing share
price of ServiceMaster's common stock averages at least
$15 per share for 40 consecutive trading days.
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Long-Term Debt
Long-term debt includes the following:

{In thousands) 2005 2004
8.45% maturing in 2005 $ - $137,499
6.95% maturing in 2007 49,225 49,225
7.88% maturing in 2009 179,000 179,000
7.10% maturing in 2018 79473 79,473
7.45% maturing in 2027 195,000 195,000
7.25% maturing in 2038 82,650 82,650
Other 72,802 82,241
Less current portion (19,222) (23,247)
Total long-term debt $638,928 $781,841

The Company is party to a number of debt agreemeants which
require [t to maintain certain financial and other covenants,
including limitations on indebtedness {debt cannot exceed
3.25 times earnings before interest, taxes, depreciation, and
amortization (EBITDA)) and a minimum interest coverage
ratio (EBITDA needs to exoeed four times interest expense).
In addition, under certain circumstances, the agreements
may limit the Company's abilty to pay dividends and
repurchase shares of common stock. These limitations are
not expected to be an inhibiting factor in the Company's
future dividend and share repurchase plans. Failure by the
Company to maintain these covenants could result in the
acceleration of the maturity of the debt. Throughout 2005,
the Company was in compliance with the covenants related
to these debt agreements and, based on its operating
outlook for 2006, expects to be able to maintain compliance
in the future.

The Company does not have any debt agreements that
contain put Aghts or provide for acceleration of maturity as a
result of a change in credit rating. However, the Company
has a number of debl agreements which contain standard
ratings-based “pricing grids” where the interest rate payable
under the agreement changes if and when the Company's
credit rating changes. While the Company does not expect a
negative change in credit ratings, the impact on interest
expense resulting from any changes in credit ratings is not
expected to be material to the Company.

Since August 1997, ServiceMaster has issued $1.1 billion of
unsecured debt securities pursuant to registration statements
filed with the Securities and Exchange Commission. As of
December 31, 2005, ServiceMaster had $550 million of
senior unsecured debt securifies and equity interests
available for issuance under an effective shelf registration
statement.

The Company has a committed revolving bank credit facliity
for up to $500 million that expires in May 2010. The facility
can be used for general Company purposes. As of
December 31, 2005, the Company had issued approximately
$442 million of letters of credit under the facility and had
urused commitments of approximately $358 million. There
were no borrowings outstanding at that date. At the
Company's current credit ratings, the interest rate under the
facility is LIBOR plus 75 basis points.

In Decembar 2003 and January 2004, the Company entered
into interest rate swap agreements with a total notional
amount of $165 milion. Under the terms of these
agreements, the Company pays & floating rate of interest
{based on a specified spread over six-month LIBOR) on the
notional amount and the Company receives a fixed rate of
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interest at 7.88 percent on the notional amount. The impact
of these swap transactions was to convert $165 million of the
Company’s debt from fixed rate at 7.88 percent to a variable
rate based on LIBOR. In accordance with SFAS 133
“Accounting for Derivative Instruments and Hedging
Activities”, the Company's interest rate swap agreements are
cJassified as fair value hedges and, as such, gains and
losses on the swaps as well as the gains and losses on the
related hedged items are recognized in current eamnings.

Cash interest payments were $57 million in 2005, $60 million
in 2004 and $61 million in 2003, Future scheduled long-term
debt payments are $19 million in 2006 (average rate of 5.7
percent), $61 million in 2007 (average rate of 7.1 percent),
$27 million in 2008 (average rate of 6.2 percent), $184 million
in 2009 (average rate of 8.1 percent) and $8 million in 2010
(average rate of 7.9 percent). In April 2005, $137 million of
the Company's public debt malured and was paid. The
Company's next significant debt maturity is nat until 2007.

Cash and Marketable Securities

Cash, money market funds and certificates of deposits, with
maturities of three months or less, are included in the
Statements of Financial Position caption “Cash and Cash
Equivalents.” Marketable securiies are designated as
available for sale and recorded at current market value, with
unrealized gains and losses reported in a separate
component of sharehoiders’ equity. As of December 31,
2005 and 2004, the Company’s investments consist primarily
of domestic publicly traded debt of $108 milion and $109
million, respectively and common equity securities of $144
million and $131 million, respectively.

The aggregate market value of the Company's short-term
and long-term investments in debt and equity securities was
$252 million and $240 miliion and the aggregate cost basis
was $246 millien and $226 million at Decamber 31, 2005 and
2004, respectively.

Interest and dividend income received on cash and
marketable securities was $20 million, $15 million, and $13
million, in 2005, 2004, and 2003, respectively. Gains and
losses on sales of investments, as determined on a specific
identification basis, are included in investment income in the ’
period they are realized. The Company periodically reviews
its portfolio of investments to determine whether there has
neen an other than temporary decline in the value of the
investments from factors such as deterioration in the financial
condition of the issuer or the market(s) in which it competes.
The unrealized gains in the investment portfolio were
approximately $13 milion and $16 million as of December
31, 2005 and 2004, respectively. Unrealized losses were
approximately $7 million and $2 million as of December 31,
2005 and 2004, respectively. The portion of these unrealized
losses oider than one year at Decernber 31 was less than $1
milion for both 2005 and 2004. The aggregate fair value of
the investments with unrealized losses totaled $133 million
and $96 million at December 31, 2005 and 2004,
respectively, and consist primarily of corporate bonds and
common equity securities.

Receivable Sales

The Company has an agreement to provide for the ongoing
revolving sale of a designated pool of accounts receivable of
TruGreen ChemLawn and Terminix to a wholly-owned,
bankruptcy-remoate subsidiary, ServiceMaster Funding LLC.
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ServiceMaster Funding LLC has entered into an agreement
to transfer, on a revolving basis, an undivided percentage
ownership interest in a pool of accounts receivable to
unrelated third party purchasers. ServiceMaster Funding
LLC retains an undivided percentage interest in the pool of
accounts recelvable and bad debt losses for the entire pool
are allocated first to this retained interest. During 2005, 2004
and 2003, there were no receivables sold to third parties
under this agreement. However, the Company may sell its
recsivables in the future which would provide an altemative
funding source. The agreement is a 364-day facility that is
renawable at the option of the purchasers. The Company
may sell up to $70 milion of its receivables o these
purchasers and therefore has immediate access to cash
proceeds from these sales. The amount of the eligible
recelvables varies during the year based on seasonality of
the business and will at times limit the amount available to
the Company.

Comprehensive Income

Comprehensive income, which encompasses net income,
unrealized gains on marketable securities, and the effect of
foreign cutrency translation is disclosed in the Statements of
Sharehoiders’ Equity.

Other Comprehensive Income

{In thousands) 2005 2004 2003
Net unrealized holding

gains arising

in period $4,582 $7,745  $15,659
Tax expense 1,833 3,008 6,224
Net of tax amount $2,749 $4.647 $9,335
Net gains realized $8,228 $6,370 $3,855
Tax expense 3,291 2,549 1,542
Net of tax amount $4,937 $3,821 $2,313

Accumulated comprehensive income included the following
components as of December 31:

{In thousands) 2005 2004 2003
Net unrealized gains

on securities, net of tax $4,624 $6.812 $5,986
Foreign currency

transiation 2,573 3,892 1,948
Total $7,197 $10,804 $7,932

Shareholders’ Equity

The Company has authorized one billion shares of common
stock with par valug of $.01. In February 2006, the Company
announced the declaration of a cash dividend of $.19 per
share payable on February 28, 2006 to shareholders of
record on February 17, 2006,

The Company has an effective shelf registration statement to
issue shares of common stock in connection with future,
unidentified acquisitions. This registration statement allows
the Company to issue registered shares much more
efficiently when acquiring privately held companies. The
Company plans to use the shares over time in connection
with purchases of small acquisitions. There were
approximately 4.3 million shares available for issuance under
this registration statement at December 31, 2005.

As of December 31, 2005, there were 32 million Company
shares available for issuance upon the exercise of employee
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stock options outstanding and future grants. Stock options
are Issued at a price not less than the fair market value on
the grant date and expire within ten years of the grant date.
Certain options may permit the holder to pay the option
exercise price by tendering Company shares that have been
owned by the holder without restriction for an extended
period. Share grants and restricted stock awards carmy a
vesting period and are restricted as to the sale or transfer of
the shares. Restricted stock awards are non-transferable
and subject to forfeiture if the holder does not remain
continuously employed by the Company during the vesting
period, or if the restricted stock is subject to performance
measures, if those performance measures are not attained.
The Company includes the vested and unvested portions of
the restricted stock awards in shares outstanding in the
denominator of its eamnings per share calculations.

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

In the first quarter of 2003, the Company adopted SFAS 123
and has been expensing the fair value of new employee
option grants awarded subsequent to 2002 using the
prospective method as described in SFAS 148, “Accounting
for Stock-Based Compensation — Transition and Disclosure,
an amendment of FASB Staternent No. 123",

Beginning in 2005, the fair value of each option award was
estimated on the date of the grant using a lattice-based
option valuation model. Prior to 2005, the Company used
the Black-Scholes option pricing model. This change was
made in order to provide a better estimate of fair value, as
the lattice-based model reflects the impact of stock price
changes on exercise behavior, and changes in volatility and
interest rates.

Under the lattice-based model, expected volatilities are
based on a term structure of implied volatilities from traded
options on the Company's stock and historical volatility of
the Company's stock. The Company uses historical data to
estimate option exercise and employee termination within
the valuation model. The expected term of options granted
is derived from the output of the option valuation mode! and
represents the period of time that options granted are
expected to be outstanding. The range of risk-free rates for
periods within the contractual life of the options is based on
the U.S. Treasury forward curve rate and uses a term
structure.
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The lattice-based mode! used the following assumption for
options awarded in 2005: range of expected volatility 27.66
percent to 47.56 percent; weighted-average volatility of
28.24 percent; expected life (in years) of 6; dividend yield of
3.41 percent; risk-free rate in the range of 2.98 percent to
4.65 percent; and the weighted-average risk-free rate of
4.06 percent.

Eor awards valued using the Black-Scholes option pricing
model, the compulation of fair value was based on the

following weighted-average assumptions in 2004 and 2003:
risk-free rates of 3.7 percent and 3.6 percent, respectively;
dividend yields of 4.0 percent and 4.2 percent, respectively;
share price volatility of 30.6 percent and 30.8 percent,
respectively; and average expected lives of six to seven
years. The Company has estimated the value of these
options assuming a single weighted-average expected fife
for the entire award.

Options and grant transactions during the last three years are summarized below:

Basic earnings per share is computed by dividing income
available to comman stockholders by the weighted-average
number of shares outstanding for the period. The weighted
average common shares for the diluted earnings per share
calculation includes the incremental effect related to
outstanding options and stock appreciation rights (SARS)
whose market price is in excess of the grant price. Shares
potentially issuable under convertible securities have been
considered outstanding for purposes of the diluted eamings
per share calculations. In computing diluted earnings per
share, the after-tax interest expense related to convertible
securities is added back to net income in the numerator,
while the diluted shares in the denominator include the
shares issuable upon conversion of the securities. Due to
the losses incurred in 2003, the denominator does not
include the effects of options as it would result in a less
dilutive computation. As a result, 2003 diluted eamings per
share are the same as basic eamings per share. Had the
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Stock Price Weighted Avg. Share Grants/ Price
Options Range ™ Exercise Price  Restricted Stock Range
Tota! exercisable, December 31, 2002 18,089,830 $2.25-77.56 $13.05 - -
Total outstanding, December 31, 2002 31,813,339 $2.256 - 77.56 $12.64 232,887 $2.86 - 13.80
Transactions during 2003
Granted to employees 2,432,674 $8.40-11.21 $8.01 364,419 $9.50 - 11.97
Exercised or vested (1,296,101} $6.44 — 11.50 $7.70 (56,002) $2.86 - 13.80
Terminated or resigned (1,240,146) $2.25 - 37.40 $13.48 (3,514) $9.95
Total exercisable, December 31, 2003 20,346,581 $8.44 - 77.56 $13.16 - -
Total outstanding, December 31, 2003 31,709,766 $6.44 - 77.56 $12.60 537,700 $3.02 - 13.80
Transactions during 2004
Granted to employees 2,049,680 $8.63 - 13.06 $10.79 988,309 $10.73-12.88
Exercised or vested {1,250,434) $6.44 — 11.50 $8.20 (109,827) $3.03-13.80
Terminated or resigned (545,085) $6.44 — 37.40 $12.57 (16,491} $9.95 - 11.17
Total exercisable, December 31, 2004 22.573,344 $8.40 - 77.56 $13.26 - -
Total outstanding, December 31, 2004 31,963,927 $8.40 - 77.56 $12.66 1,399,691 $3.82-13.80
Transactions during 2005
Granted to employees 2,103,103 $12.14-13.72 $13.43 598,723 $12.56-13.82
Exercised or vested (2,385,142) $8.75-13.83 $9.90 (270,695} $3.82-13.80
Terminated or resigned (2,173,815) $8.75 - 37.40 $12.26 {144,842) $9.95-13.42
Total exercisable, December 31, 2005 22 057,309 $8.40—77.56 $13.33 - -
Total outstanding, December 31, 2005 29,508,273 $8.40 - 77.56 $12.96 1,582,877 $5.53-13.82
) The options priced at $77.56 are apfions assumed by the Comgany as a result of business acquisttions.
Options outstanding at December 31, 2005:
Weighted Average
Number Remaining Weighted Numnber Weighted
Range of Qutstanding Contractual Average Exercisable Average
Exercise Prices at 12/31/05 Term Exercise Price at 12/31/05 Exercise Price
$6.,40 - 10.78 11,280,694 4 Years $10.00 7,869,386 $9.86
$10.80— 15,94 12,351,967 4 Years $12.50 8,322,311 $12.15
$16.12-22.33 5,522,211 3 Years $18.18 5,522,211 $18.18
$27.20 — 77.56 343,401 1 Year $43.25 343,401 $43.25
$8,40 —77.56 29,508,273 3.9 Years $12.96 22,057,309 $13.33
Eamings Per Share

Company recognized income from continuing operations in
2003, incremental shares attributable to the assumed
exercise of outstanding options would have increased diluted
shares outstanding by 3.9 million shares. Shares potentially
issuable under convertible securities have not been
considered outstanding for 2005 and 2003 as their inclusion
results in a less dilutive computation. Had the inclusion of
convertible securites not resulted in a less dilutive
computation in both 2005 and 2003, incremental shares
attributable to the assumed conversion of the securilies
would have increased shares outstanding by 8.0 millien
shares and the after-tax interest expense related to the
converiible securities that would have been added to net
income in the numerator would have been $4.9 million and
$4.8 million, respectively.

The following table reconciles both the numerator and the
denominator of the basic earnings per share from continuing
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operations computation to

the numerator

and the

denominator of the diluted eamings per share from

continuing operations computation.

(in thousands, except per share data)

For year ended 2005 For year ended 2004 For year ended 2003
Caontinulng Operatlons: Income  Shares EPS Income Shares EPS Loss Shares EPS
Basic EPS $180,561 291,251  $0.62 $316623 290,514 $1.08 $(2,455) 295610 §(0.01)
Effect of Dikative Securities:
Options & SARS 5,556 5,054 -
Convertible securities - - 4,712 8,000 -
Diluted EPS $180,561 296,807 $0.64 $321,335 303,568 $1.06 5(2,455) 295,610 $(0.01
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Report of Independent Registered Public Accounting
Firm

To the Board of Directors and Shareholders of The
ServiceMaster Company

We have audited the accompanying consolidated
statements of financial position of The ServiceMaster
Company and subsidiaries (the “Company”) as of
December 31, 2005 and 2004, and the related
consolidated statements of operations, shareholders’
equity, and cash flows for each of the three years in the
period ended December 31, 2005. These financial
statements are the responsibility of the Company's
management, Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with the standards
of the Public Company Accounting Oversight Board
{United States). Those standards require that we plan and
perform the audit to obtain reasonable assurance about
whether the financial statements are free of material
misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in
the financial statements. An audit also includes assessing
the accounting principles used and significant estimates
made by management, as well as evaluating the overall
financial statement presentation. We believe that our
audits provide a reasonable basis for aur opinion.

In our opinion, such consolidated financial statements
present fairly, in all material respects, the financial position
of the ServiceMaster Company and subsidiaries as of
Decerber 31, 2005 and 2004, and the results of their
operations and their cash fiows for each of the three years
in the period ended December 31, 2005, in conformity with
accounting principies generally accepted in the United
States of America,

We have also audited, in accordance with the standards of
the Public Company Accounting Oversight Board {United
States), the effectiveness of the Company’s internal
control over financial reporting as of December 31, 2005,
based on the criteria established in Intemal Control -
integrated Framework issued by the Committee  of
Sponsoring Organizations of the Treadway Commission
and our report dated February 27, 2006 expressed an
unqualified opinion on management's assessment of the
offectiveness of the Company's internal confrol over
financial reporting and an unqualified opinion on the
effectiveness of the Company's internal control over
financial reporting.

/s! Deloitte & Touche LLP
Chicago, lllinois
February 27, 2006
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Quarterly Operating Results {Unaudited)

Quarterly operating results and related growth for the last
three years in revenue, gross profit, income from continuing
operations, income from businesses held pending sale and
discontinued operations and earnings per share are shown in
the table below. As discussed in the “Interim Reporting”
section in the Significant Accounting Policies, for interim

business segments of the Company incur pre-season
advertising costs. In addition, TruGreen ChemLawn incurs
costs related to annual repairs and maintenance procedures
that are performed in the first quarter. These costs are
deferred and recognized as expense in proportion to revenue
over the balance of the year. Full year results are not

accounting  purposes, TruGreen Chemlawn and other affected.
(In thousands, except per share data) 2005 Chg 2004 Chg 2003
Continuing Operations:
Operating Revenue:
First Quarter $623,760 3% $602,907 7% $560,910
Second Quarter 970,627 7 909,019 6 856,493
Third Quarter 925,492 6 872,770 4 - 836,725
Fourth Quarter 719,599 £ 583,372 7 838,900
$3,239,478 6% $3,068,068 6% £2,895 028
Gross Profit:
First Quarter $209,889 6% $197,547 10% $180,261
Second Quarter 400,303 9 387,430 ] 350,058
Third Quarter 362,573 6 342,071 6 323,416
Fourth Quarter 254,715 5 241,800 19 203,701
$1,227,500 7% $1,148,848 9% $1,057,436
income (Loss) from Continuing Operations:
First Quarter $11,036 {14%) £12,761 178% $4,502
Second Quarter 75,391 9 69,267 8 63,842
Third Quarter ® 70,172 9 64,267 N (93,719)
Fourth Quarter ® 23,962 NM 170,328 NM 22,830
$180,561 N/ $316,623 NIM $(2,455)
Basic Eamings (Loss) Per Share: '
First Quarter $0.04 % $0.04 100% $0.02
Second Quarter 0.26 8 0.24 9 0.22
Third Quarter @ 0.24 ] 0.22 NM {0.32)
Fourth Quarter @ 0.08 N/M 0.59 NM 0.08
$0.62 N/M $1.09 NM $(0.01)
Diluted Eamings {Loss) Per Share: ™
First Quarter $0.04 -% $0.04 100% $0.02
Second Quarter 0.25 9 0.23 10 0.21
Third Quarter ® 0.23 5 0.22 NM (0.32)
Fourth Quarter @ 0.08 N/M 0.56 N/M 0.08
$0.61 N/M $1.06 N/M $(0.01)
Businesses Held Pending Sale and
Discontinued Operations: ¥
Income (Loss} from Businesses Held Pending Sale and
Discontinued Operations:
First Quaiter ${464) 70% $(1,562} N/M $83
Second Quarter 4,410 201 1,129 (34%) 1,708
Third Quarter 11,415 230 3,457 NM (224,247}
Fourth Quarter @ 3,003 NM 11,580 NM 224
$18,364 N/ $14,604 NM $(222 232)
Diluted Eamnings (Loss) Per Share:
First Quarter $- 100% $(0.01) NM $-
Second Quarter 0.01 NM - 100% 0,01
Third Quarter ® 0.04 300 0.01 N/M (0.76)
Fourth Quarter @ 0.01 NM 0.04 NM -
$0.06 N/M $0.05 NV $(0.75

N/M = Not meaningful
Y}

The Company interds to sel its American Residential Services (ARS) and American
growth businasses. These operaions wers praviously disciosed as the Compary's Al

Mechanical Serviozs (AMS) companies so that it can concentrate resources on its main
RSIAMS sagment. Baecause the Company infends to sel these companies, the results of

thess operations are dassified wihin the financial statement caption "businesses hetd pending sale and discontinued operations” In all periods. See the Management Discussion
and Analysis of Financial Position and Resutts of Operations for a discussion of he companents of businessas held pending sale and discontiued aparations.

(2}
incraasing net incoma by agproxmaely $159 million, Approximately $150 milion rel

In January 2005, the Company anrounced that it had reachad 8 comprehensive agreemant with the Intemal Revenue Servics regarding its examination of the Comparny's federal
income taxes through the year 2002, As a resutt of this agreement, the Company recorded & non-cash reducton in its fourth quarter and ful
lated 1 continuing operations ($.49 per diuted share) and 39 milfion related to businessas hekt

year 2004 tax provisicn, thereby

pending sale and discontirued operations ($.03 per diluted share). See the ‘Incomae Taxes” note in tha Notes o the Consolidated Financiat Statements.

@

In accordance wih SFAS 142, the Comparty's goodwil and intangible assets that are not amortized are subject to at least an annual essessment for impaihart by applying a fair-

value based test, In the thind quarter of 2003, the Company recorded a non-cash impaiment charge associated wih the goodwil and intangible assets at ils TruGreen LandCare
business unil. This charge, whioh is incuded in the resulls of centinuing aperations for 2003, totaled $189 milion pre-tax, $156 million after-tax, and $.53 par diuted share, Alsa in

American Mechanical Services (AMS) operations. The Compary is curartly holdng
as wdl a8 the impakment charge related fo these cpemtions {$292 milion pre-tax,

the third quarter of 2003, the Compeny recorded a non-cash impaiment charge assadiated with the goocwll and intangible assets at #s Amanican Residertial Seivices (ARS) and

thesa operations for sale, accordingly, the financial resitts for the ARS and AMS cperations,

$227 milion afterdax), are classified as "businesses held pending sale and discontinued

opecations” for all periods. Seethe *Goodwill and Intangible Assets™ note in the Notes ta Consolidated Financial Statements.
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