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Samie begen in 1958 in Shemnes, OKahens. Todk), we
{ranehise ame aperats e largest dsin of drve-in
restaurants in e axminy, wiih appresdmetaly 2,500 Sewnic
Lrive=lns fifeim coast (v aeast and in nerhern Mesdan.

Our drive-in restaurant

experience, together T

with & unigue meny amnd

personslized carhop — v
service, position us as

one of the meost 12 e SN B

highly cifferentiated , =
concepts in the = =
restaurant N 17
industry's quick- T 30 — 300 22
service sector. R ‘
@u@m@ ggl__@m B o D S 1\\\ : 75
feature signature 82 = — 199 =2
ftems, offering made- { 69 RN o' 67
witen-you-erder A [113]) g7 § 9
Toaster® Sendwiches, A =S = 792 143 ¢ N
hamiburgers and otfier ) ~ ;
sandwiches, Extra-Long . 7 74
Cheese Coneys, hand-

battered Onion Rings, Tater A N

Tots, and a veriety of Frozen N 3 4
Favorites® desserts and h
Fountain Faverites® drinks,

inclucling Cherry Limeades,
Slushes and Cream Pie Shakes. ’
Sonic also offiers a variety of / =S
cheices for healih-conscious

customers, including Fresh Tastes™ salads.

[J Core Markets
[ Devetoping Markets

At @ typical Sonic Drive-In, customers order from one of 24
o 36 canopy-covered spaces through an intercon spealer
gystem. A carhop delivers the customer’s erder curbside,
usually within four minutes. Custemers alse may stop &t a
dirive-tiwu windew at meost Sonics.



vo, €0, 20,
= =}
btz
Uodl 2
”
Ul ™ %
[N
fe ) N
©
o

o,

65£°¢ |

ao.

512 |

uonjesadQ uil sai01s

vo, €0, &0 10, 00,
IJ...J.\.H!]...I
HIR=I

mtmgmzmw

| [} » & % o

= @ © N W

% © o =

o N O

>

N

(Spuesnoy] uj)
jueinelsay 194 sajes
abesany apim-walsAg

vo. €0 20 1000, . . . . . $0.°€0 20~ 0. 00
) s J_MJ N,J,,
: e ik |
| I DR 1§ 1 1 .
“/ SN Jo i i | f
H m\ \ / ~ N N M4
i W B on 4.
. N | : g
A v i } , N ,\ il : !
4 b A I |
i I TN : 4o Ak
[ (2
T, I = o
; . ' i w N
. =
B il
o b’ N
X o
o »
X © .
=i Lt L s
~l/.v I t— N @
S TN R T =
LR L w W =
£ X
aieyg parnjig

Aunb3z uo uinjey

"152121Ut AUNba AJouiw B UMO SUl-aALI(] Jaulleq Jo siabeuew pue siosinsadns
1SON "9%09 15€3] 1€ A||ed1dAl 1sa1aiut Asofew e UMO 3m UYDIYm Ul SU[-BALIQ DIUOS 3SOU] B8 SU|-BAL(J Jdulled ¢

19q awoauf 38N

0,

6cs ||

gvg [

zss [

€98 ([

{suoyw up}

awoauy 13y

‘syluoWw G| 1sed) 18 104 uado SuI-aALIP Uo paIseq s3|es a103s-awes ul sabueyd
'sa|es Jo abeuadiad e uo paseq sanjeAol Aed saasiyduLL) DUIS 'SONUIASI INO SB

20, 10 00

ces || |

20,

—

989$|I

&0 Z0. 10, 00

T s lll.Jl
I
©
N

g . (<)

PPamS

w
ik

| 1le

| | B

o

" o

IS

N

~N

{suoypw uy)

senuaAay |e10]

[12M se puelq JIU0S 3y} JO yimoab ayy BuizAjeue Ul [NJasN S| UOIBWIOUI IPIM-LUBISAS BAI[2G I “dInseawl
dVVD-UOU B SI‘UOIIeULIOJUL UI-SALIP 3siyduUesy pue Jaulied SaUIGuIod YIIym ‘UoIBWIOpU! IPIM-WISAS |

O\O N @ON\N mww\N ......................................................................................... . AUCW m.;@@% HNV mC_|®>_hU WU_\S|EWHW>W
nxv 0 @ON~N ©¢MLN .............................................................................................. AUCW m_LWW\A Hmv mC_..w>_‘_U mw_ﬁucm._n_
%8 16V GEG  trrrrerreessreeeceesiaeenen e e st ena e e ae ettt et e e e . AUCQ m.LNw\A wmv mC_uw>_hU lsulied
% €0 A e+ S R - Cm®> ay1 hOt $3[es 910]s-aWes w_u_>>|Emum\Am ul w@Cm.r_U
%0/ Of [TEL T Ttttreteeeeeeeeiescilciheh e . Cmm> ayl ._Ot sajes wﬁ_\S»Ewum%m ul wm..owp._U
nx.v @ NO@ W A_V@@ m .............................................................................. . A\_NQ\A WLH \_Ot mw_mm C_|®>_hﬂu @@ML®>N WU_>>|E®Hm>W
UOIRWIIOIU] WBISAS
va @N wmm%m@N m N@NJ\MM m ........................................................................................................... >“—_DUQ _m‘_wﬁ_OLv_UOum
OAU N m_. —.~®wv W MMQ\W—.m W .................................................................................................................. mw@mmm _NHO._n
(pua s, 4224 32) UonISOd [EPDURUIY
% L Lz 0 OFLT Tttt \Au_JUw _mth_OLV_UOHm waw‘_w>m uo C:;mwm
AYD @_. Ow‘ m NO._. m ................................................................................................. w\_m_:_w U@H_J__U \_WQ WEOUC_ MWZ
AXV _.N _‘ON\NW m m —«O\mo W ................................................................................................................... mr—.‘_OUC_. H@Z
%61 OOm~@w m ﬁw_‘_&@O_. m ....................................................................................................... mCOUNLwQO LIOJ) SWI0DU|
% 07 oboory GEB/OEG G frt Tttt saNUaN3I |10
(1e3h ay3 10)) suonessdQ
(p10p 210Ys Jad 1dadxa ‘spupsnoyl ui §)
abuey) jusdiay €002 002
W DAIIEG
Ll SRty

saybiybiy jerdueury



Te Our Steckhelders

What a tremendous year 2004 was for Sonic and all associated with the
Sonic brand! This past fiscal year was one of building momentum, punctuated
by great excitement and enthusiasm. In looking back, Sonic's solid
performance and the strength of our business during the year were more than
gratifying. From any perspective - from virtually any point of view - fiscal 2004
was a great year for Sonic!

The most direct indication of our momentum in 2004 can be seen in our record
financial results for the year. Net income increased 21% to $63 million or $1.02 per
diluted share. Total revenues rose 20% to $536 million. Importantly, the increases we
witnessed in net income and total revenues for 2004 not only exceeded those of the
previous year, but also were ahead of the average annual growth rate for the past five
years. Additionally, this was the fifth consecutive year that our earnings represented
a return on equity of more than 20%. Now, that's momentum!

For some time now, we have discussed our strategy for growth in terms of a multi-
layered approach, with several aspects of our business combining to fuel earnings
and provide balance to our operations. Our solid top-line growth in 2004 reflected an
ongoing acceleration in same-store sales — at 6.5% system-wide, same-store sales
were significantly ahead of our target range for the year and reached their highest
level since 1999. These results highlighted the success of our sales-driving strategies,
including a steady stream of exciting new product news, which spanned the entire
spectrum of our diverse menu and included choices that keep us relevant and in step
with consumers' changing tastes and preferences. Also, these strategies added
synergy in building traffic across non-traditional day parts, particularly in the morning
with breakfast and after dinner with our Frozen Favorites® desserts menu.

Another momentum-building element of our strategy involves using the
growing clout of our System Marketing Fund to support our efforts to connect with
consumers in fresh and innovative ways and take the message of the Sonic brand to
new customers. Next year, our media spending is set to rise to over $120 million from
approximately $110 million in 2004. Moreover, we plan to nearly double to $60
million the portion of these expenditures directed to national media initiatives,
primarily cable advertising, which has proven to be particularly effective for us in

developing markets and allows us to present multiple messages to a variety of
customers, thereby enhancing relevance.

Of course, a key factor driving our growth is the continued expansion of our
chain in both core and developing markets, with the majority of new drive-ins being
opened by franchisees. In fiscal 2004, franchisees opened a single-year record 167
new drive-ins, which, together with the 21 partner drive-ins we opened, pushed our
chain to 2,885 restaurants by year's end. Coincidentally, the strength of our
franchise development also continues to drive higher franchising income. In
addition to greater franchise fees related to new drive-in openings last year, our
unique ascending royalty rate generated substantial growth in royalty income for
fiscal 2004.

Although the bulk of our development in 2004 occurred on the franchise side of
our business, rest assured that we devoted substantial time and energy to improving
the performance of our partner drive-ins during the past year. Through these efforts,
we made substantial progress in 2004 to boost average volumes at our partner drive-
ins and close the gap between those and average volumes at franchise drive-ins. At
the same time, these steps helped increase drive-in level profits and enhance the
performance of our partner drive-ins.

Prompted by Pattye Moore’s decision to depart from the company subsequent to
year's end in order to spend more time with her family, we recently announced several
important changes in our management team, We are gratified that, when faced with
these circumstances, the ample experience and leadership qualifications of our people
provided ready candidates to keep Sonic's great momentum going. Scott McLain, with
Sonic since 1996 and formerly our Executive Vice President and Chief Financial Officer,
was promoted to President of Sonic Industries, our franchising subsidiary. Mike Perry,
with Sonic since 1998 and formerly Senior Vice President of Sonic Restaurants, Inc.
("SRI"), our partnership drive-in operating subsidiary, was promoted to President of SRI.
Steve Vaughan, who joined Sonic in 1992 and was Vice President of Planning & Analysis
and Treasurer, was promoted to Vice President and Chief Financial Officer.1 have great
confidence in these officers and welcome them to their new and expanded roles
within our company.
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Semzene onee said, “change is constant,” and being ih & consumer-diiven business, we couldn't agree mere. Our
. hanging. Beby and Edhe Beomers confnue to lead age demographic trends, and cslebraiing our netion’s
diversiity has never been mere fnportat, with the Hispanic pepulation representing one of the fosiest grewing consumer
segments. Two-income and single-parent fEmilies keep pressure on lelsure Hime and meke convenienss fctors GVer more
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. divms are dienging as well, Cable viewersiitp continues to rss, Sggmosri%w@@gq@ooagmamng
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i mz@i@a_g:gg?@@g@ﬂ' 0 million in 2008, lmpertantly, with this grewing spending pewer, we alse heve been able to direct an
sling amouit towaire caible advertising and, as & result, have become & Mmajor SPORSEr af professional and college sports en ESPN, TNT and TBS, &s
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a) witih Hhe prospects for continuing te bulld meeaningfull reletionships with eur customers. (
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ame owner-driven passion that franch
e at risk when things aren't right, and to bé&
| for excellent performance. That's what the
Gap” program is all about, and the pay-off
been tremendous! We see it, not only in
orofits for our drive-in, but also in lower
turnover, higher customer satisfaction
scores, and other important areas.”
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Bobby Merritt, The Merritt Group
Sonic Franchisee, Las Cruces, New Mexico |
“Sales and profits were fantastic last year, and A
that kind of performance instills a real sense of
confidence for franchisees...confidence to invest S
new drive-ins, upgrade our restaurants, and add
the people needed to support new day part A
programs, like breakfast. Another important factor
that encourages confidence is the leadership of the
franchisor and the quality of the relationship :
between franchisor and franchisee. With Sonic,
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Selected Financial Data

Year ended August 31,
2004 2003 2002 2001 2000

(In thousands except per share data)

Income Statement Data:

Partner Drive-In Sales .. ... e $ 449,585 $ 371,518 $ 330,707 $ 267,463 $ 224,880
Franchise Drive-Ins:
Franchise royalties . ...... ... i s 77,518 66,431 61,392 54,220 47,595
Franchise fRes ..o i e e e 4,958 4,674 4,020 4,408 3,717
O T 4,385 4,017 4,043 4,547 3,864
TOtal FEVENUES ..o et e e 536,446 446,640 400,162 330,638 280,056
oSt Of ANIVE-IN SAlES .o e 358,859 291,764 257,057 207,782 173,743
Selling, general and administrative .............. ..o, e, R 38,270 35,426 33,444 30,602 27,894
Depreciation and amortization .. ... ...ttt e 32,528 29,223 26,078 23,855 20,287
Provision for impairment of long-lived assets ..........c. i i 675 727 1,261 792 951
B0 =Y I8 4 013 L 430,332 357,140 317,840 263,031 222,875
INCOME frOM OPETAtIONS .. it e e ettt e e eaeaans 106,114 89,500 82,322 67,607 57,181
S ] T =3 Q=) g 1=y g L 6,378 6,216 6,319 5,525 5,186
INCOME BEfOre INCOME TAXES ... ittt ettt e e e ettt e e e S 99,736 $ 83,284 $ 76,003 $ 62,082 $ 51,995 :
N = T Ve 'O $ 63,015 $ 52,261 ) 47,692 $ 38,956 $ 32,627

Income per share |

B IC e $ 106§ 89 S 79 S 65 S 54
DUt . oo e $ 1.02 $ .86 5 75 $ 62 $ .52
Weighted average shares used in calculation ™
B C .ttt e e 59,314 58,465 60,234 59,774 60,594
DIlUted ..o 61,654 60,910 63,310 62,598 62,918 |

Balance Sheet Data:

Working capital (deficit) ...... ..o i e S (14537) S (28750 $  (12942) § (3.335) S (6,371)
Property, equipment and capital leases, net ... ... .. e 376,315 345,551 305,286 273,198 222,318
o1 7= =T33 € GGG 518,633 486,119 405,356 358,000 278,371
Obligations under capital leases (including current portion) ...................ooiiiiian... 40,531 27,929 12,938 13,688 7,299
Long-term debt (including current portion) ........ ... i e 82,169 139,587 109,375 109,168 83,881
Stockholders’ equity . ... i i e 334,762 265,398 230,670 200,719 155,263

(1) Adjusted for a 3-for-2 stock splitin 2004, 2002 and 2000
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Management's Discussion and Analysis of Financial Condition and Results of Operations

= Growth in brand awareness through increased media spending and greater use of
network cable advertising;

» Strong promotions and new product news focused on quality and expanded choices
for our customers; and

- Continued growth of our business in non-traditional day parts including the
morning day part, which increased significantly during the year as a percentage
of sales.

During fiscal year 2004, our total system-wide media expenditures were in excess of
$110 million as compared to $100 million in fiscal year 2003, which we believe continues
to increase overall brand awareness and strengthen our share of voice relative to our
competitors. We have also shifted more of our marketing dollars to our system-wide
marketing fund, which is largely used for network cable television advertising, growing this
area of our advertising from just under $20 miltion in fiscal year 2003 to $32 million in fiscal
year 2004. We believe this provides several benefits including the ability to target specific
consumer groups more effectively and better reach the network cable audience, which
has now surpassed broadcast networks in terms of viewership. In addition, national cable
advertising also allows us to bring additional depth to our marketing by expanding our
media messages beyond a single monthly promotion. Looking forward, we expect

system-wide media expenditures to be in excess of $120 million in fiscal 2005, including”

doubling the amount spent for network cable television advertising to $60 million.

We continue to use our monthly promotions to highlight our distinctive food
offerings and to feature new products. We also use our promotions and product news to
create a strong emotional link with consumers and to align closely with consumer trends
for fresh ingredients, customization, menu variety and choice. During the past year, our
new product offerings showcased the breadth of our menu and emphasized the
opportunity for choice at Sonic. We featured items ranging from large, higher-priced
sandwiches like the Smoky SuperSONIC™ Cheeseburger to better-for-you items such as
the Grilled Chicken Wrap with the option of a carb-friendly tortilla and Fresh Tastes™
Salads as well as our frozen and fountain favorites such as our new Diet Cherry Limeade,
frozen PowerAde® Slush, and Hershey's® S‘mores Blast. We will continue to have new
product news in the coming months spanning the entire breadth of our product line and
all designed to meet customers’ evolving taste preferences including the growing desire
for fresh, quality product offerings and more healthy alternatives.

We continue to be pleased with our progress towards penetrating the morning day
part through our breakfast program, which began in the summer of 2000. We expanded
the program, which features unique breakfast items as well as our entire menu all day
long, to the remaining 50% of our drive-ins during the spring of 2003. As a result, sales
during the morning day part have grown to over 11% of total sales. Our experience to
this point continues to lead us to believe that breakfast is a gradual build requiring two
to three years to achieve a desired level. We also continue to view breakfast as

p.12

instrumental in helping us grow our average unit volumes to well over $1.0 million, more
in the range of our larger competitors.

In addition to growth during the morning day part, we also experienced sales
increases in every other day part during fiscal year 2004, including dinner and evening
business. These day parts were the weakest during fiscal year 2003 as a result of both a
disproportionate impact of weaker economic and industry conditions as well as a
conscious shift in media dollars to support the breakfast day part. Our evening business
rose significantly this summer as we brought back our Sonic Nights program, which
featured an “Open ‘Til at Least Midnight” message supported by national cable
advertising as well as an emphasis on our Frozen Favorites® and new products such as the
Hershey’s® S‘mores Blast and the Junior Banana Split.

One of the more positive developments over the last several months has been the
performance of developing markets. System-wide same-store sales in developing markets
outpaced same-store sales in core markets increasing 6.8% during fiscal year 2004
compared to a decline of 1.2% in fiscal year 2003. We believe that this was due to increased
spending on national cable, which seems to have benefited all of our markets, and
particularly our developing markets. From an average unit volume standpoint, developing
markets, which represent roughly 29% of the store base, increased 7.3% reversing the

" dowrniward tiend of the last year and slightly aliead of what we saw in core'markets.

New drive-in openings by franchisees reached a record level during the past year and
were accompanied by ongoing improvement in our franchise development pipeline,
which we believe has a direct correlation to the growth in average unit profitability. The
combination of increased new store openings by franchisees and strong same-store sales
performance translated into higher franchising income for the year, which was a large
factor in our earnings growth since this incremental income has relatively lower
associated cost. We also continued to benefit from other positive aspects of our “multi-
layered” financial model including leverage of our corporate-level expenses and positive
operating cash flow.

At our Partner Drive-Ins, we have put in place long-term initiatives designed to help
us close the $100,000 plus sales gap in average unit volumes between Partner Drive-Ins
and Franchise Drive-Ins. To a large degree, this effort is modeled on the best practices of
our top-volume Partner and Franchise Drive-Ins. Our intent is to complement the strong
profit motive created through our partnership program with strong incentives focused
on top-line growth. Initial results from these efforts are encouraging, as same-store sales
growth at Partner Drive-Ins exceeded same-store sales at Franchise Drive-Ins during each
of the last three quarters.

Over the past several years, we have completed the acquisition of several Franchise
Drive-Ins in various markets including the acquisition of 51 drive-ins located in the San
Antonio, Texas market in May 2003 and the acquisition of 22 drive-ins located in the
Denver and Colorado Springs, Colorado markets in July 2004. These acquisitions have
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Management's Discussion and Analysis of Financial Condition and Results of Operations

The following table reflects the growth in franchise revenues (franchise royalties and
franchise fees) as well as franchise sales, average unit volumes and the number of
Franchise Drive-Ins. While we do not record Franchise Drive-In sales as revenues, we
believe this information is important in understanding our financial performance since
these sales are the basis on which we calculate and record franchise royalties. This
information is also indicative of the financial performance of our Franchise Drive-Ins.

Franchise Information
Year Ended August 31,
2004 2003 2002
(S in thousands)

Franchise fees and royalties S 82476 S 71,105 S 65412

Percentage increase 16.0 % 8.7 % 11.6 %
Franchise Drive-Ins in operation:
Total at beginning of period 2,209 2,081 1,966
Opened 167 159 142
Acquired from (sold to) company, net 21 (11) (20)
Closed (9) {20) (7)
Total at end of period 2,346 2,209 2,081
Franchise Drive-In sales $2,219,340 51,988,842 $1,874,562
Percentage increase 11.6 % 6.1 % 10.0 %
Effective royalty rate 3.49 % 334% 3.27 %
Average sales per Franchise Drive-In $ 983 § 929 § 935
Change in same-store sales — new method ? 6.2 % 0.4 % 37 %
Change in same-store sales - prior method © 59 % (0.1Y% 32%

" See Revenue Recognition Related to Franchise Fees and Royalties in the Critical
Accounting Policies and Estimates section of MD&A.

@ Represents percentage change for drive-ins open for a minimum of 15 months.

® Represents percentage change for drive-ins open for a minimum of one year.

Franchise income, which consists of franchise royalties and franchise fees, increased

16% to $82.5 million in fiscal year 2004.
Franchise royalties increased 16.7% to $77.5 million in fiscal year 2004, compared to
$66.4 million in fiscal year 2003. Of the $11.1 million increase, approximately $6.7 million

p.14

resulted from Franchise Drive-Ins’ same-store sales growth of 6.2% in fiscal year 2004,
combined with an increase in the effective royalty rate to 3.49% during fiscal year 2004
compared to 3.34% during fiscal year 2003. Each of our license agreements contains an
ascending royalty rate whereby royalties, as a percentage of sales, increase as sales
increase. The balance of the increase was attributable to growth in the number of
Franchise Drive-Ins over the prior period.

Franchise royalties increased 8.2% to $66.4 million in fiscal year 2003, compared to
$61.4 million during fiscal year 2002. Of the $5.0 million increase, approximately $3.9
million was primarily attributable to an increase in the number of Franchise Drive-Ins
operating in fiscal year 2003 compared to fiscal year 2002. The balance of the increase
resulted from an increase in the effective royalty rate from 3.27% in fiscal year 2002 to
3.34% in fiscal year 2003 as substantially all of the new stores opened under the newest
license agreement, which has a higher average royalty rate.

Franchise fees increased 6.1% to $5.0 million as franchisees opened 167 new drive-
ins in fiscal year 2004 as compared to 159 openings in fiscal year 2003. Franchise fees
increased 16.3% to $4.7 million during fiscal 2003 as 159 Franchise Drive-Ins opened
compared to 142 during the previous year.

At August 31, 2004, we had 158 franchise area development agreements compared
to 149 such agreements at August 31, 2003. We anticipate 170 to 180 store openings by
franchisees during fiscal year 2005. Substantially all of these new drive-ins will open
under our newest form of license agreement, which contains a higher average royalty
rate and initial opening fee. As a result of these new Franchise Drive-in openings and the
continued benefit of the ascending royalty rate, we expect approximately $8.0 to $9.0
million in incremental franchise income in fiscal year 2005.

Operating Expenses. Overall, drive-in cost of operations, as a percentage of Partner
Drive-In sales, increased to 79.8% in fiscal year 2004 compared to 78.5% in fiscal year
2003. Minority interest in earnings of drive-ins is included as a part of cost of sales, in the
table below, since it is directly related to Partner Drive-In cost of operations.

Operating Margins
Year Ended August 31,

2004 2003 2002
Cost and Expenses:
Partner Drive-Ins
Food and packaging 26.3% 26.0% 26.0%
Payroll and other employee benefits 30.2 29.6 28.7
Minority interest in earnings of drive-ins 4.4 3.9 4.5
Other operating expenses 18.9 19.0 18.5
Total drive-in cost of operations 79.8 785 77.7

@ As a percentage of Partner Drive-In sales.
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Management's Discussion and Analysis of Financial Condition and Results of Operations

million in senior notes that occurred in April of fiscal year 2003 and reduced borrowing
levels in fiscal year 2004 mostly offset the increase. Our ability to generate positive
operating cash flow enabled us to expend $74.4 million in capital expenditures, $3.1
million in share repurchases and still reduce our long-term debt by $57.4 miltion.

During the fourth quarter of fiscal year 2004, we outsourced the financing of our
partner notes to a third-party financial institution in an effort to strengthen our
partnership program, which will result in a decrease in interest income in the range of
$0.6 million annually. Going forward, we expect our strong cash flow and reduced
borrowing levels to mitigate the reduction in interest income associated with the partner
notes to produce slightly higher net interest expense in fiscal year 2005.

Income taxes. The provision for income taxes reflects an effective federal and state tax
rate of 36.82% for fiscal year 2004 compared with 37.25% in fiscal years 2003 and 2002. The
reduction in our effective tax rate in fiscal year 2004 was primarily a result of the benefit of
higher tax credits. Going forward, new interpretive accounting guidance will likely result
in greater variability in our tax rate from quarter to quarter as circumstances on individual
tax matters change. However, overall we anticipate that our effective tax rate will remain
relatively flat or decrease slightly during fiscal year 2005.

Financial Position

During fiscal year 2004, current assets decreased 7.3% to $34.6 million compared to
$37.3 million as of the end of fiscal year 2003 as excess cash was used, in part, to fund
capital expenditures, the Colorado acquisition, and to repay long-term debt. Notes
receivable was reduced as a result of the outsourcing of our partner notes to a third party
financial institution in the amount of $6.1 million. Net property, equipment and goodwill
increased by 9.6% as a result of capital expenditures, drive-in acquisitions, and the
addition of the capital lease for our new corporate office facilities, which combined with
the reduction in current assets and notes receivable to produce a 6.7% increase in total
assets to $518.6 million as of the end of fiscal year 2004.

Total current liabilities increased $8.9 million or 22.2% during fiscal year 2004 as a
result of a number of factors including obligations relating to the Colorado acquisition, an
increase in health insurance and other accrued liabilities, franchise deposits and trade
payables. The net increase in capital lease obligations of $12.6 million, which primarily
relates to the lease obligation on the new headquarters building, was more than offset by
the net repayment of long-term debt in the amount of $57.4 million. Overall, total
liabilities decreased $36.8 million or 16.7% as a result of the items discussed above.

Stockholders’ equity increased $69.4 million or 26.1% during fiscal year 2004
primarily resulting from earnings during the period of $63.0 million. Proceeds and the
related tax benefit from the exercise of stock options accounted for the balance of the
increase. At the end of fiscal year 2004, our debt-to-total capital ratio stood at 26.8%,

down from 38.7% at the end of fiscal year 2003. For the twelve months ended August
31,2004, return on average stockholder’s equity was 21.0% and return on average assets
was 12.5%.

Liquidity and Sources of Capital

Net cash provided by operating activities increased $16.4 mitlion or 18.2% to $106.7
million in fiscal year 2004 as compared to $90.2 million in fiscal year 2003, primarily as a
result of an increase in operating profit before depreciation and amortization and the
provision for deferred income taxes. We also anticipate continuing to generate increasing
positive free cash flow going forward. We believe free cash flow, which we define as net
income plus depreciation and amortization less capital expenditures, is useful in
evaluating the liquidity of the Company by assessing the level of funds available for share
repurchases, acquisitions of Franchise Drive-Ins, and repayment of debt. We expect free
cash flow to exceed $40 million for fiscal year 2005.

We have an agreement with a group of banks that provides us with a $125.0 million
line of credit expiring in July 2006. As of August 31, 2004, our outstanding borrowings
under the line of credit were $14.1 million, at an effective borrowing rate of 4.5%, as well
as $0.7 million in outstanding letters of credit. The amount available under the line of
credit as of August 31, 2004, was $110.2 million. We have long-term debt maturing in
fiscal years 2005 and 2006 of $38.1 million and $22.2 million, respectively. We plan to
refinance $30.0 million of long-term debt under our senior unsecured notes that will be
maturing in April 2005 using amounts available under our line of credit. We also plan to
extend the amounts maturing in 2006 under the line of credit. We believe that free cash
flow will be adequate for repayment of any long-term debt that does not get refinanced
or extended. We plan to use the line of credit to finance the opening of newly
constructed drive-ins, acquisitions of existing drive-ins, purchases of the Company’s
common stock and for other general corporate purposes, as needed. See Note 9 of the
Notes to Consolidated Financial Statements for additional information regarding our
long-term debt.

As we announced in August 2004, our Board of Directors approved an increase in our
share repurchase authorization and extended the program to December 31, 2005. We
made approximately $3.1 million in share repurchases during fiscal year 2004, all of which
were acquired during the fourth quarter. As of August 31, 2004, we had $60.0 million
available under the program.

We opened 21 newly constructed Partner Drive-Ins and acquired a net of 21 drive-ins
from franchisees during fiscal year 2004. We funded total capital additions for fiscal year
2004 of $74.4 million, which included the cost of newly opened drive-ins, new equipment
for existing drive-ins, drive-ins under construction, the acquisition of Franchise Drive-Ins,
and other capital expenditures, from cash generated by operating activities, borrowings




FAN:

‘s1asse asay) 1o} sabiey>d yuswieduwl
pioda1 03 palinbas 9q Aew am ‘aininy ayy ul abuey> suondwnsse 33Ul §| °sioldey
13410 pue smo}j ysed aininy buipiebas suondwnsse bupjew £q sul-aAup Ino pue pueiq
INO JO S3N|eA Jjey 31LWILSH 0] SN 34INb3J 5159) JuswLedwl 3554 ] “SUI-2ALP pUE puelq Ino
0} pa1ejas s1asse a|qibueiul 13y3o pue [iMpoob Jo A11jIqeI9A0D1 3y} $SISSe am ‘Ajlenuue
1se3| 1e ‘uoiippe u| uawbpnl jo asibap ybiy e o3 13lgns ase yYoym ‘suondwnsse
pue s21ewnss jo asn ayl sainbai ss3304d SIY] "SMO|} YSed auniny JO S91eWISd UNO
J1oj siseq A1ewid 3yl $B $IIURISWINDIID puk S10B) JUBAI|SM J9YIO pUB SMO|J YSED [eDLI0ISIY
Buisn Juswuiedw 10§ 1581 app "pasiedw 3G YBIW 31 31LDIPUI SIDURISWINDIID 10 SIUIAD
uaym jJusredw 0§ UI-IALIP YIBD MIIASI SN\ SI3SSY PaAr]-budy Jo justunipdud]

‘Ayixajdwod io/pue
wawbpn{ su1 Jo asubap 1aybiy e aajoaut sapijod Buimojjof ayy ‘(suswiaels [eppueul
pa1epIjosuc) 03 210N JO | 30N 3as) saijod Bununodse yuedyiubis uno Jo 1eyl saalaqg
9/ "JUSWIUOIIAUS SSBUISN( pUe DILIOUO0I3 JULIND 3y} O} DAIIR|S1 UOHIBWIO)UI Juaiedsuel)
pue ajeindde apiacid saunsopsip pue buiuodas |epueuly Uno leyy ainsua o1 saijod
bununodde pue sadnoeid ainsopsip pue Bunsodal [eiduURUY INO MBIASI A|{BNUUE I

"SUOILIPUOD 10 SUOIIAWNSSE JUDISYIP JISPUN SIIBWIIISI I53Y] WIOI) JIIP
Aew s1jnsaJ [EN1DY "SIDURISWINDIID 3U1 J3PUN JUBASJRJ 3¢ 0} PAA3I|3] 34€ 1BY] S10108) JISY10
snolea pue sduauadxa [eauolsiy buisn siseq buiobuo ue uo satewnsa pue suondwnsse
INO 21BN|RAS 37 "SIUIISILIS [BIDUBULJ INO UO 10943 [B1I3IBW B 9ABY PINOD S9IBWIISI pue
suondwnsse asay] 'sall|Igel| pue s19sse Juabuliluod Jo 2INSOISIP pue S31H|IgRI| pue $13asse
J0 syunowe papodal ayl 1d3yje eyl suondwnsse pue sa1ewilsa axew 0} Juswbpnl sy
asn 0} Juswsbeuew sasnbas sajdipuud Bupunosde paydace Ajjersuab yum Ajwaojuod
ul sluswialeys jepueuly Jjo uoneledard ay) “sisAjeue pue uolssnasip sjuswabeuew
01 1uauiuad Sl 1Byl UOIIBWICUl UIRIUOD JUSWNDOP SIY) Ul papnjdul Siuawalels
[eIDURUI{ PIIBPIOSUOD) 0} SBION PUB SJUSWIIRIS [RIDUBUI{ PalepPIoSuOd) ay|
s3jeWIS] pue sanljod bununoddy [eani)

“SU|-9ALIQ] SIYdURI pUR 13Ulied JO JISqUINU € JO

SUOI1BJ0] Y] JO S1BWI|D 93U} JO Isnedaq sialienb ayio ueyy samoj ale A|jesauab (Aieniga4

pue Alenuer 4aquiada JO syuow 3y3) Jauenb |edsy puodas ayl bBuunp synsas INg
“JBUUBLL 3SIBAPE A)|BLI31EW P U} SUOIRISAO JNO 1334e 01 A1))eUOSEDS 1290XD 10U Op M

Ayeuoseas

‘s1eaA |e1aAas 1sed ay)

BuLNp 2WODUl UO 173443 [PUBIEW B PBY SBY UONE|JUI 1BY] 3A3I]2] 10U Op 3Mm ‘suoneiado
Ino 133ye Ajpstanpe p|nod sisod burieiado 13410 10 pooj 1oqge| ul sasealdul ybnoyy

uonejuj jo dedw)

6EL'60LS 898'VE § ¥/B68S SG6V6LS  9QLE'ESTS jeroy
- 099°L 0991 sjuswaalbe
aseydind Jopusp
sases| bunesadp
sosed| jeude)
1g9p wiay-buon
suonebigQ |en1zesuo)

998'65 9¢8'/1 98581 67£'6 £19'S01
Lzo'ee 88’6 0186 LL0's 0£6'€9
7S9%6 S vvS'L § 8L¥'19S§  SeP'E § 691Z8 §

SIEAA G BEEN SIed\ 1834 | [e1o0)
ueyralow  G-¢ €-1 ueyl ssa

(spuosnoyy uy)
pouad Aq anQg syuawied

:9]ge1 BUIMO||0§ Y] Ul PIZLIRWIWINS dle 00T ‘L€ Isnbny

40 se suonebiqo pue sjuswHwWWoOd INQ -syuswsabuele buimolsloq pue suawaaibe
95e3| ‘s1oesuod aseydind OJUl SIBJUS DIUOS ‘SSBUISNG JO ISINOD |eWIOU 3y} U

sjusunIWwWo) pue suonebiqo jemdenuo)

"91N3Ny 9|L395310) Y 10§ SPASU INO 13U ||IM APID JO BUI| Y3 18pun sBUIMOLIO] SE [|[am
se‘suoresado wou paressuab spuny pue ysed BuilSIXa 18yl IA3{3q IA "SA0gR pauoiuawt
sainypuadxa jeuded pue‘ANAlDe Buimoslogsanianoe buneiado woly paressuab ysed ayy
Jo 1dedwi sy1 pa1d9|jal UoH||IW ('gS JO ddURjeq Ysed |B10]1 INO ‘b0 'LE Isnbny Jo sy
"JIpaJd Jo dul| bunsixa no Japun
sbuimonioq pue smoyy ysed buneiado ybnosyy papuny aq pjnom uonisinboe ayl jeyy
a1edidnue pue uol|iw ges 03 ZES Jo abuel 3yl Ul 9 PINOM 41N330 01 313Mm 1 JI ‘uciusinboe
3Y1 JO 1502 9Y3 1BY] 218WIIS3 M "S00T ‘0€ Sunf Bulpus pue 00z ‘| Aenuer Bupuswiwod
pouad ayi buunp awndue sn o0y sul-aAlLP 0§ |95 01 uondo ayy yum wayl sapiaoid
YIIYM ‘€007 423k [eas1) Bulinp $93s1ydU eI UIRLISD YIIm JUSWSII6R UR OJUI paIdiua apm
‘P34 Jo aul} Bulsixa INo Jspun
sbuimonioq pue suonelado woiy moj ysed ybnoiyy sainypuadxa jeyded 3say) puny
0] 1Dadxa app 'SWaIsAs uonewojut builelado pue |epueuy Bunsixa 03 sjusWLdURYUD
pue ‘sopesbdn waisAs 3es 4o wiod pue Juswdinba 3101s ‘SUl-AALIP JSPJO JO SUONEDO[RI
‘suollppe |jel1s ‘Sujl-aAug Jaulied jeuonippe jo juswdojpasp 3yl oy 3iejs Ajuewud
sainpuadxa jeude> asayyp saseyoundas areys pue suonisinboe [enusyod buipnpxa
‘00T 123k |BDSI Ul uolj|iw 0/$ 01 09% A|91ewixoidde jo sainypuadxa [euded ueid ap
"s33s1yduely 01 plos Ajsnoiaaud sul-aalp 01 bunejas
uolf|lw g'8% JO JUNOWE 3Y1 Ul YSeD 10} D1L1Sa [edl PJOS OS|e dp\\ Sul-aaup paldinboe pue
P31on13sU0d AIM3U G 3} JO €1 10) 318153 Bl ayy paseydind am ‘00z Jeak jedsy buung
‘uoiyisinboe opeiojo) ayl 10 Bupdueuly papiroid-13||9s pue ‘UPaid JO Ul INO J3pun

suonesadQ 40 SINS3Y pue UOIIPUO) |RIdURUIS JO SISA|RUY PUR UOISSNISIQ S Judwabeuey




Management's Discussion and Analysis of Financial Condition and Results of Operations

Ownership Program/Allowance for Uncollectible Notes and Accounts Receivable. Our
drive-in philosophy stresses an ownership relationship with supervisors and drive-in
managers. Most supervisors and managers of Partner Drive-Ins own an equity interest in
the drive-in, which was previously financed by the Company. We outsourced the
financing of partner notes to a third party in the fourth fiscal quarter of 2004. Supervisors
and managers are not employees of Sonic or of the drive-in in which they have an
ownership interest.

The investments made by managers and supervisors in each partnership or limited
liability company are accounted for as minority interests in the financial statements. The
ownership agreements contain provisions, which give Sonic the right, but not the
obligation, to purchase the minority interest of the supervisor or manager in a drive-in.
The amount of the investment made by a partner and the amount of the buy-out are
based on a number of factors, primarily upon the drive-in's financial performance for the
preceding 12 months, and are intended to approximate the fair value of a minority
interest in the drive-in.

The net book value of a minority interest acquired by the Company in a Partner
Drive-In is recorded as an investment in partnership, which results in a reduction in the
minority interest liability on the Consclidated Balance Sheet. If the purchase price
exceeds the net book value of the assets underlying the partnership interest, the excess
is recorded as goodwill. The acquisition of a minority interest for less than book value
results in a decrease in purchased goodwill. Any subsequent sale of the minority interest
to another minority partner is recorded as a pro-rata reduction of goodwill and
investment, and no gain or loss is recognized on the sale of the minority ownership
interest. Goodwill created as a result of the acquisition of minority interests in Partner
Drive-Ins is not amortized but is tested annually for impairment under the provisions of
FAS 142,"Goodwill and Other Intangible Assets.”

We collect royalties from franchisees and provide for estimated losses for receivables
that are not likely to be collected. General allowances for uncollectible receivables are
estimated based on historical trends. Although we have a good relationship with our
franchisees and collection rates are currently high, if average sales or the financial health
of franchisees were to deteriorate, we may have to increase reserves against collection of
franchise revenues.

Contingency Reserves. From time to time, we are involved in various legal
proceedings and have certain unresolved claims pending involving taxing authorities,
franchisees, suppliers, employees, competitors and others. We are required to assess the
likelihood of any adverse judgments or outcomes to these matters as well as estimate
potential ranges of probable losses. A determination of the amount of reserves required,
if any, for these contingencies is made after careful analysis of each issue. In addition, our
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estimate of probable losses may change in the future due to new developments or
changes in approach such as a change in settlement strategy in dealing with these
matters. Based on the information currently available, we believe that all claims currently
pending are either covered by insurance or would not have a material adverse effect on
our business or financial condition.

Advertising. Under our license agreements, both Partner Drive-Ins and Franchise
Drive-Ins must contribute a minimum percentage of revenues to a national media
production fund (Sonic Advertising Fund) and spend an additional minimum percentage
of gross revenues on local advertising, either directly or through Company-required
participation in advertising cooperatives. A portion of the local advertising contributions
is redistributed to the System Marketing Fund, which purchases advertising on national
cable and broadcast networks and other national media and sponsorship opportunities.

As stated in the terms of existing license agreements, these funds do not constitute
assets of the Company and the Company acts with limited agency in the administration
of these funds. Accordingly, neither the revenues and expenses nor the assets and
liabilities of the advertising cooperatives, the Sonic Advertising Fund, or the System
Marketing Fund are included in our consolidated financial statements. However, all
advertising contributions by Partner Drive-Ins are recorded as an expense in the
Company’s financial statements.

Revenue Recognition Related to Franchise Fees and Royalties. Initial franchise fees are
nonrefundable and are recognized in income when we have substantially performed or
satisfied all material services or conditions relating to the sale of the franchise. Area
development fees are nonrefundable and are recognized in income on a pro-rata basis
when the conditions for revenue recognition under the individual development
agreements are met. Both initial franchise fees and area development fees are generally
recognized upon the opening of a Franchise Drive-In or upon termination of the
agreement between Sonic and the franchisee.

Our franchisees are required under the provisions of the license agreements to pay
Sonic royalties each month based on a percentage of actual net sales. However, the
royalty payments and supporting financial statements are not due until the 20th of the
following month. As a result, we accrue royalty revenue in the month earned based on
estimates of Franchise Drive-Ins sales. These estimates are based on actual sales at
Partner Drive-Ins and projections of average unit volume growth at Franchise Drive-Ins.

Income Taxes. We provide for income taxes based on our estimate of federal and state
tax liability. In making this estimate, we consider the impact of legislative and judicial
developments. As these developments evolve, we will update our estimate, which could
result in an adjustment to the tax rate.
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Consolidated Balance Sheets

August 31,
2004 2003
(In thousands)
Assets
Current assets:
Cash and cash eqUIVAIENTS ... .. . i e e e e $ 7,993 S 13,210
Accounts and NOTes reCeiVabIE, MEL .. .. 18,087 16,990
Netinvestment in direct finanCiNg 1eases ... o i 1,054 943
I O N O S . 3,551 2,713
Deferred INCOME TAXES . ..ottt e e e e e e e 798 1,210
Prepaid expenses and Other ... ... .. T 3,100 2,246
TOtAl CUITENT @SSOES . ettt et et et e e e e e e e e e 34,583 37,312
NOTES TECEIVADIE, ML ..o 5,459 9,650
Netinvestmentin direct fiNaNCINg leases .. ..o e e e 6,107 6,823
Property, equipment and capital [eases, Met . ... ... ... it 376,315 345,551
GOOAWIIL, B . 87,420 77,551
Trademarks, trade names and other intangibles, Net .. ... o i 6,450 6,481
DN @SSRS, NMET ettt et e e 2,299 2,751
TOTAl @SSOTS ...ttt e $ 518,633 S 486,119

Liabilities and stockholders’ equity
Current liabilities:

S 7,695 S 6,939

2,867 2,060

32,552 29,614

6,006 1,574

49,120 40,187

Obligations under capital leases due after ONe year ... ... i 38,020 26,437

Long-term debt due after ONne Year ... . o 78,674 139,505

Other noncurrent [abilities . . . . ..o o e 8,231 7.863

Deferred INCOME TAXES . ..o ettt e e e e e 9,826 6,729
Commitments and contingencies (Notes 6,7, 14, and 15)

Stockholders’ equity:

Preferred stock, par value $.01; 1,000,000 shares authorized; none outstanding . ...... ... . e e - -

Common stock, par value $.01; 100,000,000 shares authorized; shares issued 74,617,554 in 2004 and 73,770,840 0 2003 .. ... oo 746 738

Paid-in CaPItAl ... o 105,012 95,300

Retained @arnings .......... 351,402 288,387

457,160 384,425

Treasury stock, at cost; 15,098,687 shares in 2004 and 14,945,898 shares in 2003 . ... (122,398) (119,027)

Total stockholders eqUItY .. ... ... o 334,762 265,398

Total liabilities and stockholders’ eqUItY .. ... o oo $ 518,633 $ 486,119

See accompanying notes.
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Consolidated Statements of Stockholders’ Equity

Common Stock Paid-in Retained Treasury Stock
Shares Amount Capital Earnings Shares Amount
{In thousands)

Balance at August 31,2001 . ... . i e 31,914 319 $ 78427 $ 188434 5,029 $  (66,461)
Exercise of common stock options ... ... ... i 512 5 4,823 - - -
Tax benefit related to exercise of employee stockoptions ....................covvviinl. - - 3,474 - - -
Purchase of treasury StoCk . ... ... i e - - - - 1,033 (26,043)
Three-for-two stock Split . .. ... . e e 16,052 161 (161) - 2,675 -
Nt MO o e e e e e e e - - - 47,692 - -
Balance at August 31,2002 ... . i e 48,478 485 86,563 236,126 8,737 (92,504)
Exercise of common stock OptioNs .. .. ... e 703 7 5,671 - - -
Tax benefit related to exercise of employee stock options .............c.cviiiiiinia... - - 3,312 - - -
Purchase of treasury StoCk .. ... o e e - - - - 1,227 (26,523)
N GO L e e e e e e - - - 52,261 - -
Balance at AUQUST 31,2003 .. . ittt s 49,181 492 95,546 288,387 9,964 (119,027)
Exercise of common stock OptioNsS ... ... . i e 592 6 5,608 - - -
Tax benefit related to exercise of employee stock options ..............covviiiiinann... - - 4,106 - - -
Purchase of treasury stock ... ..o - - - - 148 (3,371)
Three-for-two stock split . ... ..o 24,845 248 (248) - 4,987 -
Nt NGO L e e - - - 63,015 - -
Balance at August 31,2004 ... . i 74,618 746 $ 105,012 $ 351,402 15,099 $ (122,398)

See accompanying notes.
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Notes to Consolidated Financial Statements
August 31, 2004, 2003 and 2002 (In thousands, except share data)

1. Summary of Significant Accounting Policies
Operations

Sonic Corp. (the“Company”) operates and franchises a chain of quick-service drive-ins
in the United States and Mexico. It derives its revenues primarily from Partner Drive-In
sales and royalty fees from franchisees. The Company also leases signs and real estate, and
owns a minority interest in several Franchise Drive-Ins. The Company grants credit to its
franchisees, all of whom are in the restaurant business. Substantially all of the notes
receivable and direct financing leases are collateralized by real estate or equipment.

From time to time, the Company purchases existing Franchise Drive-Ins with proven
track records in core markets from franchisees and other minority investors as a means to
deploy excess cash generated from operating activities and provide a foundation for
future earnings growth. On April 1, 2002, the Company acquired 23 existing Franchise
Drive-Ins located in the Wichita, Kansas market from a franchisee and other minority
investors. The acquisitions were accounted for under the purchase method of accounting,
with the results of operations of these drive-ins included with that of the Company’s
commencing April 1, 2002. The Company’s cash acquisition cost, prior to post-closing
adjustments, of approximately $19.4 million consisted of real estate ($10.7 million),
equipment ($1.7 million) and goodwill ($7.0 million, which is expected to be fully
deductible for tax purposes). The Company funded this acquisition through operating
cash flows and borrowings under its bank line of credit.

On May 1, 2003, the Company acquired 51 existing drive-ins located in the San
Antonio, Texas market from its franchisees for cash consideration of approximately $34.6
million, prior to post closing adjustments. The acquisitions were accounted for under the
purchase method of accounting. The Company also entered into long-term lease
agreements on each of the acquired drive-ins, which have future minimum rental
payments aggregating $3.5 million annually. The following condensed balance sheet
reflects the amount assigned to each major asset and liability category as of the
acquisition date:

As of May 1,2003

Current assets ) 322
Property and equipment 7,250
Goodwill 26,995

Total assets acquired $ 34,567

The Company did not assume any liabilities in connection with the acquisition and
expects the amount assigned to goodwill to be fully deductible for tax purposes. The
results of operations of these drive-ins were included with that of the Company’s
commencing May 1,2003. If the acquisition had been completed as of the beginning of
fiscal year 2002, pro forma revenues, net income and basic and diluted earnings per share
would have been as follows for the years ending August 31:

p.24

2003 2002
Revenues $ 475,052 S 446,838
Net income $ 53,235 $ 50,115
Net income per share:
Basic $ 91 S .83
Diluted $ 87 5 .79

The Company completed the sale of 41 Partner Drive-Ins to franchisees during fiscal
year 2003, the majority of which were located in developing markets. A total of eight
drive-ins were sold in January 2003, eight were sold in April 2003, 15 were sold in May
2003, and the balance were sold at various times during fiscal year 2003. The Company
recognized a net gain of $1.6 million in other revenues resulting from the dispositions of
these drive-ins.

Principles of Consolidation

The accompanying financial statements include the accounts of the Company, its
wholly owned subsidiaries and its majority-owned, Partner Drive-Ins, organized as general
partnerships and limited liability companies. All significant intercompany accounts and
transactions have been eliminated.

Certain amounts have been reclassified in the consolidated balance sheets to
conform to the fiscal year 2004 presentation,

Use of Estimates

The preparation of consolidated financial statements in conformity with accounting
principles generally accepted in the United States requires management to make
estimates and assumptions that affect the amounts reported and contingent assets and
liabilities disclosed in the financial statements and accompanying notes. Actual results
may differ from those estimates, and such differences may be material to the financial
statements.

Inventories
Inventories consist principally of food and supplies that are carried at the lower of cost
(first-in, first-out basis) or market.

Property, Equipment and Capital Leases

Property and equipment are recorded at cost, and leased assets under capital leases
are recorded at the present value of future minimum lease payments. Depreciation of
property and equipment and capital leases are computed by the straight-line method
over the estimated useful lives or initial terms of the leases, respectively, and are combined
for presentation in the financial statements.
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Notes to Consolidated Financial Statements
August 31, 2004, 2003 and 2002 (In thousands, except share data)

Cash Equivalents
Cash equivalents consist of highly liquid investments that mature in three months or
less from date of purchase.

Stock-Based Compensation

The Company has elected to follow Accounting Principles Board Opinion No. 25,
“Accounting for Stock Issued to Employees” ("APB 25”) and related interpretations in
accounting for its stock options because, as discussed below, the alternative fair value
accounting provided for under FASB Statement No. 123, “Accounting for Stock-Based
Compensation,” requires the use of option valuation models that were not developed for
use in valuing such stock options. Under APB 25, because the exercise price of the
Company’s stock options equals the market price of the underlying stock on the date of
grant, no compensation expense is recognized.

Pro forma information regarding net income and net income per share is required by
Statement 123, which also requires that the information be determined as if the Company
has accounted for its stock options granted subsequent to August 31, 1995 under the fair
value method of that Statement. The fair value for these options was estimated at the date
of grant using a Black-Scholes option pricing model with the following weighted average
assumptions:

Year of Risk-Free Expected Expected Expected Life
Grant Interest Rate Dividend Yield Volatility (years)
2004 3.8% 0.0% 45.6% 58
2003 3.2 0.0 46.3 57
2002 44 0.0 463 5.3

The Black-Scholes option valuation model was developed for use in estimating the
fair value of traded options that have no vesting restrictions and are fully transferable. In
addition, option valuation models require the input of highly subjective assumptions
including the expected stock price volatility. Because the Company’s stock options have
characteristics significantly different from those of traded options, and because changes
in the subjective input assumptions can materially affect the fair value estimate, in
management’s opinion, the existing models do not necessarily provide a reliable single
measure of the fair value of its stock options.

For purposes of pro forma disclosures, the estimated fair value of the options is
amortized to expense over the options’ vesting period. The following table illustrates the
effect on net income and earnings per share if the Company had applied the fair value
recognition provisions of Statement of Financial Accounting Standards No. 123,
“Accounting for Stock-Based Compensation,” to stock-based employee compensation:

.26

2004 2003 2002
Net income, as reported S 63,015 $ 52,261 § 47,692
Less stock-based compensation expense using
the fair value method, net of related tax effects (4,984) (4,460) (3,828)
Pro forma net income $ 58,031 $ 47,801 S 43,864

Net income per share:
Basic:

As reported S 106§ 89 S 79

Pro forma ) 98 S 82 S 73
Diluted:

As reported S 102§ 86 S 75

Pro forma S 94 S 79 S .69

Ownership Program

The Company’s drive-in philosophy stresses an ownership relationship with drive-in
supervisors and managers. Most supervisors and managers of Partner Drive-Ins own an
equity interest in the drive-in, which was previously financed by the Company. The
Company outsourced the financing of partner notes to a third party in the fourth fiscal
quarter of 2004. Supervisors and managers are not employees of the Company or of the
drive-in in which they have an ownership interest.

The investments made by managers and supervisors in each partnership or fimited
liability company are accounted for as minority interests in the financial statements. The
ownership agreements contain provisions, which give the Company the right, but not the
obligation, to purchase the minority interest of the supervisor or manager in a drive-in.
The amount of the investment made by a partner and the amount of the buy-out are
based on a number of factors, primarily upon the drive-in’s financial performance for the
preceding 12 months, and is intended to approximate the fair value of a minority interest
in the drive-in.

The net book value of a minority interest acquired by the Company in a Partner Drive-
In is recorded as an investment in partnership, which results in a reduction in the minority
interest liability on the Consolidated Balance Sheet. If the purchase price exceeds the net
book value of the assets underlying the partnership interest, the excess is recorded as
goodwill. The acquisition of a minority interest for less than book value results in a
decrease in purchased goodwill. Any subsequent sale of the minority interest to another
minority partner is recorded as a pro-rata reduction of goodwili and investment, and no
gain or loss is recognized on the sale of the minority ownership interest. Goodwill created
as a result of the acquisition of minority interests in Partner Drive-Ins is not amortized but
is tested annually for impairment under the provisions of FAS 142.
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Notes to Consolidated Financial Statements
August 31,2004, 2003 and 2002 (In thousands, except share data)

See Note 12 for information regarding shares available for grant under the 2001 Sonic
Corp. Stock Option Plan and the 2001 Sonic Corp. Directors’ Stock Option Plan.

3. Impairment of Long-Lived Assets

As of August 31,2004 and 2003, the Company had identified certain underperforming
drive-ins whose operating results indicated that certain assets of these drive-ins might be
impaired. The buildings and improvements of these drive-ins had combined carrying
amounts of $4,747 and $2,786 respectively. During fiscal years 2004 and 2003, the
Company performed quarterly analyses of these and other drive-ins that had incurred
operating losses. As a result of these analyses, the Company determined that certain drive-
ins with then-existing carrying amounts of $1,021 and $1,214, respectively, were impaired
and wrote them down by $675 and $727, respectively, to their fair values. Management’s
estimate of undiscounted future cash flows indicates that the remaining carrying amounts
as of August 31,2004 are expected to be recovered. However, it is reasonably possible that
the estimate of cash flows may change in the near future resulting in the need to write-
down one or more of the identified assets to fair value.

4, Accounts and Notes Receivable
Accounts and notes receivable consist of the following at August 31, 2004 and 2003:

2004 2003
Royalties and other trade receivables $ 9042 § 8,052
Notes receivable — current 1,812 3,061
Other 7,489 6,410

18,343 17,523
Less allowance for doubtful accounts and notes receivable 256 533

$ 18,087 $ 16,990

Notes receivable - noncurrent $ 5729 S 10,274
Less allowance for doubtful notes receivable 270 624
$ 5,459 $ 9650

The Company collects royalties from franchisees and provides for estimated losses for
receivables that are not likely to be collected. General allowances for uncollectible
receivables are estimated based on historical trends.

During fiscal year 2004, the Company outsourced the financing of partner notes to a
third-party financial institution, which resulted in a $6.1 million reduction in notes
receivable.

As of August 31, 2004 and 2003, notes receivable from one franchisee totaled $3,404
and $3,370 respectively. The underlying drive-in assets collateralize these notes.
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5. Goodwill, Intangibles and Other Assets

The gross carrying amount of franchise agreements, franchise fees and other
intangibles subject to amortization was $2,505 and $2,399 at August 31, 2004 and 2003,
respectively. Accumulated amortization related to these intangible assets was $2,099 and
$1,962 at August 31,2004 and 2003, respectively. The carrying amount of trademarks and
trade names not subject to amortization was $6,044 at August 31, 2004 and 2003.

Aggregate amortization expense related to intangible assets was $185 and $420 in
fiscal years 2004 and 2003, respectively. Estimated amortization expense for the next five
fiscal years beginning with fiscal year 2005 is as follows:

For the year ending August 31, 2005 S 134
For the year ending August 31, 2006 S 105
For the year ending August 31, 2007 $ 85
For the year ending August 31, 2008 $ 26
For the year ending August 31, 2009 S 26

The changes in the carrying amount of goodwill for fiscal years ending August 31,
2004 and 2003 were as follows:
2004 2003

Balance as of September 1, $ 77,551 S 46,826
Goodwill acquired during the year 11,374 28,640
Impairment losses -
Goodwill (disposed of) acquired related to the acquisitions and

dispositions of minority interests in Partner Drive-Ins, net (929) 2,340
Goodwill disposed of related to the sale of Partner Drive-Ins (576) (255)
Balance as of August 31, $ 87,420 $ 77,551

6. Leases
Description of Leasing Arrangements

The Company’s leasing operations consist principally of leasing certain land, buildings
and equipment (including signs) and subleasing certain buildings to franchise operators.
The land and building portions of these leases are classified as operating leases and expire
over the next 15 years. The equipment portions of these leases are classified principally as
direct financing leases and expire principally over the next 10 years. These leases include
provisions for contingent rentals that may be received on the basis of a percentage of
sales in excess of stipulated amounts.Income is not recognized on contingent rentals until
sales exceed the stipulated amounts. Some leases contain escalation clauses over the lives
of the leases. Most of the leases contain one to four renewal options at the end of the
initial term for periods of five years. These options enable the Company to retain use of
properties in desirable operating areas.
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Notes to Consolidated Financial Statements
August 31,2004, 2003 and 2002 (In thousands, except share data)

7. Property, Equipment and Capital Leases

Property, equipment and capital leases consist of the following at August 31, 2004
and 2003:

Estimated
Useful Life 2004 2003
Property and equipment:
Home office:
Land and leasehold improvements Life of lease $ 3,011 $ 3,762
Computer and other equipment 2-5yrs 29,188 25,972
Drive-ins, including those leased to others:
Land 113,778 105,883
Buildings 15-25yrs 199,578 185,747
Equipment 5-7yrs 119,971 114,170
Property and equipment, at cost 465,526 435,534
Less accumulated depreciation 126,998 115,933
Property and equipment, net 338,528 319,601

Capital Leases:
Leased home office building Life of lease 9,321 -
Leased drive-in buildings and equipment
under capital leases, including those

held for sublease Life of lease 36,320 31,943
Less accumulated amortization 7,854 5,993
Capital leases, net 37,787 25,950
Property, equipment and capital leases, net $ 376,315 $ 345,551

Land, buildings and equipment with a carrying amount of $39,671 at August 31,2004
were leased under operating leases to franchisees or other parties. The accumulated
depreciation related to these buildings and equipment was $6,713 at August 31, 2004. As
of August 31, 2004, the Company had drive-ins under construction with costs to complete
which aggregated $4,818.

8. Accrued Liabilities
Accrued liabilities consist of the following at August 31, 2004 and 2003:

2004 2003
Wages and other employee benefits $ 5751 $ 3,881
Taxes, other than income taxes 10,904 10,107
Income taxes payable 4,841 5,583
Accrued interest 2,920 2,975
Minority interest in consolidated drive-ins 2,012 1,917
Other 6,124 5,151

$ 32,552 § 29614

.30

9. Long-Term Debt

Long-term debt consists of the following at August 31,2004 and 2003:

2004 2003
Senior unsecured notes $ 30,000 $ 30,000
Borrowings under line of credit ® 14,075 79,340
Senior unsecured notes © 29,000 30,000
Other 9,094 247

82,169 139,587
Less long-term debt due within one year 3,495 82
Long-term debt due after one year $ 78674  $139,505

®  The Company has $30,000 of senior unsecured Series B notes maturing in April 2005.

8)

(e}

The Company has the intent and the ability to refinance the $30,000 maturing in 2005
through availability under its line of credit and has classified that amount as long-term
debt as of August 31, 2004 on the consolidated balance sheet. Interest is payable
semi-annually and accrues at 6.76%. The related agreement requires, among other
things, the Company to maintain equity of a specified amount, maintain ratios of debt
to total capital and fixed charge coverage and limits additional borrowings.

The Company has an agreement with a group of banks that provides for a $125,000
line of credit, including a $2,000 sub-limit for letters of credit, expiring in July 2006. The
Company plans to use the line of credit to finance the opening of newly-constructed
drive-ins, acquisitions of existing drive-ins, purchases of the Company’s common
stock, retirement of senior notes and for general corporate purposes. Borrowings
under the line of credit are unsecured and bear interest at a specified bank’s prime
rate or, at the Company’s option, LIBOR plus 0.50% to 1.25%. In addition, the Company
pays an annual commitment fee ranging from .125% to .25% on the unused portion
of the line of credit. As of August 31, 2004, the Company's effective borrowing rate
was 4.5%. As of August 31,2004 there were $676 in letters of credit outstanding under
the line of credit. The agreement requires, among other things, the Company to
maintain equity of a specified amount, maintain ratios of debt to EBITDA and fixed
charge coverage and limits additional borrowings and acquisitions and dispositions
of businesses.

The Company has $29,000 of senior unsecured notes with $4,000 of Series A notes
maturing in August 2008 and $25,000 of Series B notes maturing in August 2011.
Interest is payable semi-annually and accrues at 6.58% for the Series A notes and
6.87% for the Series B notes. Required annual prepayments amount to $1,000 from
August 2004 to August 2007 on the Series A notes and $3,571 from August 2005 to
August 2010 on the Series B notes. The Company has the intent and the ability to
refinance the required annual prepayments in 2005 through availability under its line
of credit and has classified those amounts as long-term debt as of August 31,2004 on
the consolidated balance sheet. The related agreement requires, among other things,
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Notes to Consolidated Financial Statements
August 31,2004, 2003 and 2002 (In thousands, except share data)

12. Stockholders’ Equity

On January 17, 2002, the Company’s board of directors authorized a three-for-two
stock split in the form of a stock dividend. A total of 16,051,750 shares of common stock
were issued on February 8, 2002 in connection with the split, and an aggregate amount

equal to the par value of the common stock issued of $161 was reclassified from paid-in.

capital to common stock. In addition, stockholders approved an increase in common stock
authorized from 40,000,000 to 100,000,000 shares. The stated par value of each share was
not changed from $.01.

On April 30,2004, the Company’s board of directors authorized a three-for-two stock
split in the form of a stock dividend. A total of 24,845,132 shares of common stock were
issued on May 21,2004 in connection with the split,and an aggregate amount equal to the
par value of the common stock issued of $248 was reclassified from paid-in capital to
common stock.

All references in the accompanying consolidated financial statements to weighted
average numbers of shares outstanding, per share amounts and Stock Purchase Plan and
Stock Options share data have been adjusted to reflect the stock splits on a retroactive basis.

Stock Purchase Plan

The Company has an employee stock purchase plan for all full-time regular
employees. Employees are eligible to purchase shares of common stock each year
through a payroll deduction not in excess of the lesser of 10% of compensation or $25.The
aggregate amount of stock that employees may purchase under this plan is limited to
759,375 shares. The purchase price will be between 85% and 100% of the stock’s fair
market value and will be determined by the Company’s board of directors.

Stock Options

In January 2001 the stockholders of the Company adopted the 2001 Sonic Corp. Stock
Option Plan (the “2001 Employee Plan”) and the 2001 Sonic Corp. Directors’ Stock Option
Plan (the”2001 Directors’ Plan”). (The 2001 Employee Plan and the 2001 Directors’ Plan are
referred to collectively as the “2001 Plans.”) The 2001 Plans were adopted to replace the
1991 Sonic Corp. Stock Option Plan and the 1991 Sonic Corp. Directors’ Stock Option Plan
(collectively, the 1991 Plans”), because the 1991 Plans were expiring after ten years as
required by the Internal Revenue Code. Options previously granted under the 1991 Plans
continue to be outstanding after the adoption of the 2001 Plans and are exercisable in
accordance with the original terms of the applicable 1991 Plan.

Under the 2001 Employee Plan, the Company is authorized to grant options to
purchase up to 4,050,000 shares of the Company’s common stock to employees of the
Company and its subsidiaries. Under the 2001 Directors’ Plan, the Company is authorized
to grant options to purchase up to 675,000 shares of the Company’s common stock to the
Company’s independent directors. At August 31,2004, 1,082,857 shares were available for
grant under the 2001 Employee Plan and 425,250 shares were available for grant under
the 2001 Director’s Plan. The exercise price of the options to be granted is equal to the fair
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market value of the Company’s common stock on the date of grant. Unless otherwise
provided by the Company’s Compensation Committee, options under both plans become
exercisable ratably over a three-year period or immediately upon change in control of the
Company, as defined by the plans. All options expire at the earlier of 30 days after
termination of employment or ten years after the date of grant.

A summary of the Company’s stock option activity (adjusted for the stock splits), and
related information was as follows for the years ended August 31:

2004 2003 2002
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise

Options Price Options  Price Options Price

QOutstanding—

beginning of year 5,949,084 %993 6274796 $ 822 6628365 $ 6.66

Granted 743135 21.39 878,552 17.57 808,280 18.23
Exercised (846,746) 6.63 (1,054,362) 539  (909,962) 530
Forfeited (70,151) 17.82 (149,902) 1499  (251,887) 9.97
Outstanding— T - T

end of year 5775322  $11.79 5949084 $ 993 6,274796 S 822
Exercisable at

end of year 4,271,690 $ 9.08 4292694 $ 736 4,480,329 S 5.90

Weighted average fair
value of options granted
during the year $ 1034 $ 830 $ 863

A summary of the Company’s options was as follows as of August 31, 2004:

Options Outstanding Options Exercisable

Weighted

Number Average  Weighted Number Weighted
QOutstanding  Remaining  Average Exercisable Average
as of Contractual  Exercise as of Exercise

Range of Exercise Prices 8/31/2004 Life (Yrs.) Price 8/31/2004 Price
$ 299 t0$ 380 1,029,702 1.93 $ 359 1,029,702 $ 3.59
$ 435to$ 856 1,218,623 443 S 7.06 1,218,623 $ 7.06
$ 859 to$ 11.04 1,192,394 5.86 $ 10.05 1,192,394 $10.05
$ 1364 to $ 1813 1,156,961 822 $ 16.82 531,859  $16.29
$19.54 to § 2133 1,079,939 8.81 $ 20.55 299,112 $19.54
$2141 to § 2233 97,703 9.50 $ 2216 - -
$ 299 to § 2233 5,775,322 5.94 $ 11.79 4,271,690 $ 9.08
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Notes to Consolidated Financial Statements
August 31, 2004, 2003 and 2002 (In thousands, except per share data)

16. Selected Quarterly Financial Data (Unaudited)

First Quarter Second Quarter Third Quarter Fourth Quarter Full Year
2004 2003 2004 2003 2004 2003 2004 2003 2004 2003
Income statement data:

Partner Drive-in sales $ 99,745 $ 81,574 $ 94,105 $ 74,828 $ 121,630 S 102,214 $ 134105 $ 112,902 $ 449,585 $ 371,518
Other 18,963 17,011 17,490 15,524 24,312 20,391 26,096 22,196 86,861 75,122
Total revenues 118,708 98,585 111,595 90,352 145,942 122,605 160,201 135,098 536,446 446,640
Partner Drive-In operating expenses 79,852 64,873 76,320 60,628 95,723 78,587 106,964 87,676 358,859 291,764
Selling, general and administrative 9,121 8,222 9,083 8,418 9,914 9,483 10,152 9,303 38,270 35,426
Other 7,823 6,973 8,840 6,994 8,285 7,330 8,255 8,653 33,203 29,950
Total expenses 96,796 80,068 94,243 76,040 113,922 95,400 125,371 105,632 430,332 357,140
Income from operations 21,912 18,517 17,352 14,312 32,020 27,205 34,830 29,466 106,114 89,500
Interest expense, net 1,579 1,559 1,679 1,600 1,586 1,441 1,534 1,616 6,378 6,216
Income before income taxes 20,333 16,958 15,673 12,712 30,434 25,764 33,296 27,850 99,736 83,284
Provision for income taxes 7,574 6,317 5,838 4,735 11,337 9,597 11,972 10,374 36,721 31,023
Net income $ 12,759 S 10,641 $ 9,835 S 7,977 $ 19,097 $ 16,167 S 21,324 $ 17476 $ 63,015 $ 52,261
Net income per share:

Basic S 22 S .18 $ A7 S 14 S 32 N .28 S 36 S 30 S 1.06 $ .89

Diluted ) 21 S 17 $ .16 S 13 $ 31 $ 27 S 34 8 29 S 1.02 S .86
Weighted average shares outstanding:

Basic 58,908 58,823 59,237 58,033 59,512 58,250 59,598 58,754 59,314 58,465

Diluted 61,194 61,457 61,689 60,444 61,832 60,796 61,902 60,941 61,654 60,910

17. Fair Values of Financial Instruments

The following discussion of fair values is not indicative of the overall fair value of the
Company’s consolidated balance sheet since the provisions of SFAS No. 107, “Disclosures
About Fair Value of Financial Instruments,” do not apply to all assets, including intangibles.

The following methods and assumptions were used by the Company in estimating its
fair values of financial instruments:

Cash and cash equivalents — Carrying value approximates fair value due to the short
duration to maturity.

Notes receivable - For variable rate loans with no significant change in credit risk since
the loan origination, fair values approximate carrying amounts. Fair values for fixed-rate
loans are estimated using discounted cash flow analysis, using interest rates that would
currently be offered for loans with similar terms to borrowers of similar credit quality
and/or the same remaining maturities.

2.34

As of August 31, 2004 and 2003, carrying values approximate their estimated
fair values.

Borrowed funds - Fair values for fixed rate borrowings are estimated using a discounted
cash flow analysis that applies interest rates currently being offered on borrowings of
similar amounts and terms to those currently outstanding. Carrying values for variable-rate
borrowings approximate their fair values.

The carrying amounts, including accrued interest, and estimated fair values of the
Company’s fixed-rate borrowings at August 31, 2004 were $59,955 and $61,515,
respectively, and at August 31,2003 were $60,959 and $63,803, respectively.

18. Subsequent Events
Subsequent to August 31, 2004, the Company repaid the balance outstanding under
its line of credit in the amount of $14,075.
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Directors and Officers

Board of Directors

J. Clifford Hudson

Chairman, Chief Executive Officer
and President

Sonic Corp.

Margaret M. Blair '?
Professor
Vanderbilt University School of Law

Leonard Lieberman '*
Private Investor

Officers

J. Clifford Hudson
Chairman, Chief Executive Officer
and President

W. Scott MclLain

President

Sonic Industries Inc.

(the company's franchising subsidiary)

Michael A. Perry

President

Sonic Restaurants, Inc.

(the company's restaurant-operating
subsidiary)

Ronald L. Matlock
Senior Vice President, General Counsel

and Secretary

William T. Pierquet
Senior Vice President of Development
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Pattye L. Moore
Consultant, and former President
of Sonic Corp.

Federico F. Pefia '*
Managing Director
Vestar Capital Partners

H.E.“Gene” Rainbolt 2
Chairman
BancFirst Corp.

Andrew G. Ritger, Jr.

Senior Vice President - Franchise
Development, Purchasing &
Distribution

Nancy L. Roberison
Senior Vice President of
People & Communications

Mitchell W. Gregory
Vice President and
Chief Information Officer

Stephen C.Vaughan
Vice President, Chief Financial Officer
and Treasurer

Carolyn C. Cummins
Vice President of Compliance

Robert J. Geresi
Vice President of Operations

Frank E.Richardson '**
Chairman
F.E.Richardson & Co., Inc.

Robert M. Rosenberg >
Retired President and

Chief Executive Officer
Allied-Domecq Retailing U.S.A.

E.Dean Werries '

Retired Chairman and
Chief Executive Officer

Fleming Companies, Inc.

Gregory R. Haflich
Vice President of Marketing &
Brand Management

Keith O.Jossell
Vice President of Field Finance

Richard G. McElhaney
Vice President of
New Franchise Services

Diane L.Prem
Vice President of Operation Services

Stephen P. Reed
Vice President of
Supply Chain Management

E. Edward Saroch
Vice President of Franchise Services

Chairman Emeritus
Troy N. Smith, Sr.
Founder of Sonic Drive-Ins

Member of the Nominating and
Corporate Governance Committee
? Member of the Audit Committee

* Member of the Compensation
Committee

Lead Independent Director

Richard A. Schwabauer -
Vice President of Operations

Paul S. Sinowitz
Vice President of Purchasing
& Distribution

David A.Vernon
Vice President of Franchise Sales

J. Alan Walker
Vice President of Operations

Terry D. Harryman
Controller

M. Anne Burkett
Internal Auditor
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