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‘Serving the Best Customers in the World’

For more than 113 years,
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providing Soldiers, Airmen, g =

National Guard members,
Reservists, Families and
retirees throughout the
world with exceptional
services and brand-name
goods at competitive

prices.



Exceeding expectations of “the
best customers in the world”

orldwide, we have the

opportunity to connect

with our customers almost
800,000 times each day. Each one of
those encounters represents a moment
of truth where we either exceed the
expectations of “the best customers in the
world” or we fall short.

Our customers expect excellence and
increasingly demand consistent value and
service.

In this annual report, you’ll learn how
our 43,658 associates are making a differ-
ence, driving results and fundamentally
changing how AAFES does business to
better serve our Soldiers, Airmen, Nation-
al Guard and Reservists who gallantly lay
their lives on the line serving our nation.

Those customers also include Fam-
ily members waiting for their heroes to
return home, as well as retirees who have
bravely served America in years past.

From Texas to the battlefields

In this publication, you’ll read about the
scope of our mission, what differentiates
us from our civilian competitors, and how
our reach extends from Fort Hood, Texas,
to Japan’s Misawa Air Base, to the battle-
fields of the Global War on Terror.

You will also learn about our lines of
business and multi-channel retailing ef-
forts, which include traditional brick and
mortar, e-commerce and catalog sales.

““In this annual report, you’ll learn how 43,658 associates are

making a difference, driving results and fundamentally changing

how AAFES does business to better serve our Soldiers, Airmen,

National Guard and Reservists who gallantly lay their lives on

the line.”

— Brig. Gen. Keith Thurgood

2007 was an exciting year and a tipping

point for AAFES. Our intense focus on

performance delivered record results. For
instance, AAFES:

Continued to expand multicultural
opportunities in hiring and with
vendors. We plan to grow spending
in 2008 with minority partners to
$120 million.

Increased earnings, subject to
dividends, to $426 million, up 27
percent, including appropriated
funding.

Decreased worldwide retail mark-
downs by 14 percent.

Decreased enterprise-wide inven-
tory by $107.5 million.

Provided many private-label brands
to enhance our value to customers.
(See Page 9)

Saved about $3 million, thanks to
an energized sustainability team.
Increased our Energy Star major
appliances from 21 items to 37—
or half of our present products.
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Commander’s Column

*  Improved associate and customer

satisfaction scores by two points.

*  Completed implementation of our
$177 million Oracle enterprise
resource system. (See Page §)

* Invested $355 million in capital
programs at 57 installations, includ-
ing 496 new or renovated retail,
dining and services destinations.
They include eight new shopping
centers. We will invest $1.2 billion
during the next few years in con-
struction projects. (See Page 20)

*  Established a strategic planning
team to help fill the innovation
pipeline with new business oppor-
tunities.

*  Defined our legislative and policy
agenda to support future growth
plans.

*  Delivered about $140 million in
supply chain productivity.

See “We Listen . ..,” Page 16



“No matter where I was
deployed, AAFES has been
there, providing the
comforts of home in the
most uncomfortable
locations. AAFES is the
only retailer with people
putting their lives on the
line to support my troops

in the combat zone.”

—Capt. Samuel J. Jungman,
U.S. Army

4 2007:a great, but
challenging, year

¢ AAFES and its carbon
footprint

*  Giving troops more tools
to reach out and touch
loved ones
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2007 in Review

A great, but challenging, year

ere are major events and initia- joined AAFES, U.S. Air

tives launched in 2007—and a Force Brig. Gen. Fran
peek at what will come this year =~ Hendricks became Deputy [

and beyond: Commanding General. A %

Change in Commanders. In August, 27-year Air Force veteran,
Brig. Gen. Keith

Brig. Gen. Keith Thurgood became Com-  he came from the De-
Thurgood

mander, succeeding Maj. Gen. Bill Essex,  fense Advanced Research
who retired after a 34-year Air Force Projects Agency in
career. He served previously as Assistant Washington, where he 1|' t ‘ry‘ )
Division Commander (Operation), 95th designed the “air base of } Lk "“:V
Division, U.S. Army Reserves, in Okla- the future.” -

i

homa City. Multi-channel retail-  gyig. Gen. Fran
In 2006, General Thurgood, experienced  ing efforts. The inter- Hendricks

in supply chain and logistics at PepsiCo, nationally recognized

deployed to the Middle East, where he All-Services Exchange Online Store—

oversaw shipments of everything from www.aafes.com—is more popular than

tanks to ChapStick. ever before.

A month before General Thurgood Continued, Page 17

Resilian: Getting and Keeping Troops ‘Connected’

Soldiers and Airmen often live far Internet and telephone product under
away from Families and friends while the Resilian Communications brand
serving their country, but new telecom-  name. The products are designed spe-
munications products from AAFES cifically to meet the needs of today’s
will soon help close that gap. “on-the-go” military and Families.

Later this year, AAFES will launch “We’re breaking new ground with
a global wireless cellular product and Resilian,” Vice President Craig Sewell

early next year will offer a bundled TV, Continued, Page 18
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AAFES and the
‘Green Carpet’

Sustainability and the
Carbon Footprint

AFES rolled out the green

carpet in 2007 and plans

to keep it out to sustain the
future by cutting operating costs and
becoming more energy efficient.

“We will reduce our carbon footprint
substantially,” said Ann Scott, AAFES’
corporate energy manager. “Our
sustainability initiative will increase
AAFES’ recycling efforts to include ev-
erything from ...
corrugated Emphasizing
cardboard and  energy use will
aluminum cans save AAFES

to plastics and more than $9
plastic hang- million over the
ers. next four years.

Thesavings .....cceeeeeens
have already
started. In 2007, Scott identified errors
in sewer charges and saved AAFES
$200,000 a year. What’s more, correct-
ing errors in how AAFES was billed
for energy at Air Force facilities saved
about $3 million.

In 2008 and beyond, AAFES’ annual
sustainability goals are:

K Continued, Page 18 /




Rising to the
challenges

e are justifiably

proud of our

achievements
and performance in 2007.
As we look forward to a
successful 2008 and beyond,
our continued success
depends on our ability to
demand more of ourselves.

We are committed to
achieving even better results;
improving the total store
experience; earning more
by losing less from theft,
paperwork errors and other
incidents; and using new
technology to grow profitable
sales.

We will continue focus-
ing on delivering a shopping
experience that surpasses ex-
pectations so that our patrons
visit us again and again.

Facing tests

FY 2007 was successful
due to the hard work and
dedication of our associates.
We focused on the basics:
improving customer service,
investing in our most impor-
tant asset—our people—and
improving processes.

FY 2008 proves to be
equally as daunting, and will
test AAFES. The uncertain
economy, spiraling gas prices
and our mission of serving

3 M ichael
Howard

Chief Operating
Officer

the troops in the Middle East
are our major challenges.

However, our associates are
rising to the challenges, giv-
ing us a unique advantage and
helping differentiate AAFES
from our competitors.

We are providing our as-
sociates with the tools of
“empowerment” and “pride
of ownership.” Our associates
are shop owners, not shop
keepers.

Driving out costs

We have the latest cutting-
edge supply chain and the
right people to improve
merchandise procurement
and distribution. Our entire
supply chain is being refined
continuously to drive out
costs and improve accuracy
and efficiency, allowing us to
make better buying and stock
decisions.

Our Business Intelligence
experts are analyzing nearly
every aspect of our business
to create user-friendly reports
that will provide timely in-
formation for better informed
decisions.

Fiscal year 2007 set the
framework to make 2008 and
beyond a positive experi-
ence for our customers and
a historical business success
for this great company with a
great mission to serve troops.

Whether at military installations like Dyess Air
Force Base, Texas, above, or in the Middle East,

below, AAFES stands ready to serve.

4082

Worlar

Other AAFES Events in 2007:

At Fort Sam Houston’s Brooke Army Medical
Center, AAFES serves troops recovering from
injuries so these “wounded warriors” can con-
centrate on rehabilitation rather than worrying
about getting haircuts and clean socks.

AAFES tactical field exchanges, like the one pic-
tured above, are serving troops building schools,
hospitals and wells in Trinidad, Tobago and
Suriname. The exchanges also support mission
training, exercise support and troop redeploy-
ment, and disaster response in the United States.

\_ /




AAFES

AAFES Dividends to Morale, Welfare and Recreation Programs

Note: Amount of dividends is based on earnings and troop strength for each Service Branch. All amounts in millions.
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“Foreign nationals”
include residents of
Iraq, Afghanistan, Ku-
wait, Bosnia, Kosovo
and other countries in
which AAFES oper-
ates exchanges.

“Other” includes em-
ployees who were not
in the Armed Forces
or Family members of
Soldiers and Airmen.

AAFES Faithful Patrons

= Active Duty
= Retiree

Guard/Reserve
= Civilian/Other

&

38th on the list compiled by Stores.com of the top 200 retailers, one spot ahead of Nordstrom, the

AAFES ranks ...

upscale department store chain.

58th in the Internet Retailer Top 500 Guide, thanks to www.aafes.com.

67th largest exporter in the United States, one of only three retailers in the top 100, according to

the Journal of Commerce.
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Snapshots
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The Earnings Breakdown
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Hardlines
14% 44%

Softlines

“Hardlines” include electronics, such as computers,
HD TVs, CDs, videos; stationary, books and maga-
zines; housewares, furniture, linens, home accents and
furnishings; pet supplies and food; appliances; hard-
ware; outdoor living furniture and accessories; sporting
goods and bicycles; toys.

“Softlines” are clothing, footwear, jewelry and other ac-
cessories for men, women and children.

“Consumables” are beverages, tobacco, food, snacks,
fragrances, cleaning supplies, health and beauty aids.

Total Retail Sales 2000-2007*
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Charts compiled by Brooke Pester, AAFES financial analyst, and designed by Maj.

Edwina Walton. For audited financials, see Page 22.

» While 2007 was a challenging year for retailers,
AAFES continued to demonstrate it is a strong
and viable organization with strategic resilience
and financial health to compete in the global
marketplace.

* AAFES ended the year with earnings totalling
$426 million, subject to dividends, a 27-percent
increase from FY 2006, including appropriated
funds.

* AAFES contributed $272.7 million in divi-
dends, which support the Army, Air Force,
Marine Corps and Navy service members and
their Families. This return represents the high-
est dividend returned to the Services since 2000.
These remarkable results are due to the outstand-
ing efforts to improve supply chain efficiencies
across the enterprise and, in part, attributable to
Congressional supplemental funding for reim-
bursement of AAFES expenses in support of the
Global War on Terror.

* AAFES earnings generate dividends for the
military community while simultaneously fund-
ing its construction program to ensure its facili-
ties provide a world-class shopping environment.
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2008 and Beyond

“A foundation of basic retailing is ensuring we use
technology to drive results and create sustainable
business platforms.” — Brig. Gen. Keith Thurgood

-A fZ s |

arving The Best Custoggers in the World!
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Oracle Retail signals bright
financial future for AAFES

n February 2008, AAFES joined

an elite group of major retailers by

implementing the final phase of
the $177 million Project Retek’s Oracle
Retail, the largest information technology
project in the company’s history.

For the past four years, more than 200
people on the “Project Retek” imple-
mentation team and from across AAFES,
including three who returned from Iraq,
have worked tirelessly and with unwav-
ering dedication to make Oracle Retail
work, said Susan Schweitzer, the project
director.

AAFES completed the technical imple-
mentation in 2007. In February 2008,
the Oracle tool was turned over to the
business division to put into operation in
exchanges throughout the world during
the next three to four years.

This sophisticated technology will
help AAFES tap the retail industry’s best
merchandising, allocation, replenish-
ment, forecasting, pricing and inventory

management practices to ensure we get
the right products to the troops and their
Families in the right place, at the right
time, at the right price, and in the right
quantity.

‘Riding a new wave’

“We’re riding a new wave and using
technology to gain efficiencies that are
going to keep us competitive, better able
to efficiently and accurately price our
products, and remain our customers’ first
choice in 2008 and beyond,” said Chief
Operating Officer Michael Howard.

“We can keep high-demand items

“Delivery of a true
end-to-end supply
chain management
will allow AAFES to
realize a competi-
tive advantage in an aggressive
global market.”

—Maggie Burgess,
Senior VP, Sales Directorate

AAFES leaders estimate
that because of Oracle

Retail, earnings will increase
by $84.6 million by 2012.

stocked at greater levels, reduce our
need for price markdowns, and boost our
transportation savings,” he said. “We also
will enjoy a single, accurate and quickly
accessible source of sales and inventory
information that will help us make better
buying and price management decisions.”
AAFES is in good company: Walgreens,
Toys“R”Us, Office Depot, Nordstrom,
Pier 1 Imports, Barnes & Noble, Borders,
Radio Shack, and 15 of the top 16 food
and drug retailers use the technology.
In fact, retailers running Oracle Re-

tail are 32 percent more profitable than
their peers. AAFES leaders estimate that
because of Oracle Retail, earnings will
increase by $84.6 million at the end of
2012 through:

* Increased sales;

* Improved profit margins;

* Reduced inventory investment;

» Lower costs.

‘Fundamental change’

In early 2008, the Sales Directorate
reorganized and created new responsibili-
ties to manage Oracle Retail and see the
technology through to success.

“Project Retek marked a fundamental
change in corporate culture and in the way
AAFES conducts day-to-day business,”
said Maggie Burgess, senior vice presi-
dent over the Sales Directorate. “Delivery
of a true end-to-end supply chain man-
agement will allow AAFES to realize a
competitive advantage in an aggressive
global market.”

In 2005, the world’s largest enterprise
software company, Oracle Corp., acquired
Retek Inc. At AAFES, “Project Retek”
refers to integration of Oracle Retail soft-
ware into the company’s technology archi-
tecture, and included business processes,
application designs, quality assurance
testing and other components.



Our Imprint Across the World

AAFES’ private label products saves customers 20 to 50 percent compared to comparative

brand names. In 2007, our private labels generated more than $120 million in revenue.

Classic casual and career clothes for value-
conscious adults—and their children, too.

Our R&R, De.Coded, Junction West, Luciano
Dante, Passports, Wear It, New Recruit, Buzzcuts,
Ponytails, Gumballs, PBX Basics and Pro brands
are comparable to clothes at Macy’s, Dillard’s,
Banana Republic, JC Penney, Kohl’s, Lane Bry-
ant, GAP, Abercrombie & Fitch and others.

Get your house, clothes, body squeaky
clean with “Exchange Select” products.

Nearly 560 health, beauty and cleaning products,
including diapers; bath tissue; trash and sandwich

bags; charcoal, utensils, paper plates for picnics;

cameras and film; creams and lotions; over-the-
counter medicines for aches and allergies, coughs
and colds, cuts and scraps; razors; soaps and
detergents; paper towels; polish for your nails

and furniture; and many others, all comparable
to Aveeno, Coppertone, Claritin, Dial, Gillette,
Huggies, Neutrogena, Oil of Olay and others.

Color, fashion, design and style!

Simply Perfect for the Home, the exclusive
program that debuted in 2007, features home
decor, dinnerware, flatware, glassware, furniture,

beds, and linens. Simply Perfect for the Home
by Bassett Furniture is AAFES’ first venture in
co-branding. Simply Perfect for Baby by Bassett
will roll out in late 2008.

Quell the munchies with Patriot’s Choice!

52 delectable items: Patriot’s Choice gummy
beans, bears, sharks and worms; rings, slices and
twists; pretzels and all kinds of nuts and seeds;
butterscotch, cherry, mint, orange, peach, sour
and spice candy; drink mixes; pediatric drinks and

Baby Choice’s infant formulas.

“Savvy shoppers know these added savings don’t come

at the price of reliability.”
—Bettye J. Golson,
AAFES General Manager, Tinker Air Force Base, Okla.




Offering a Lifestyle

Soldiers, Airmen and their Families don’t want to leave the installation to find fun. New life-

style centers will give them vibrant places to live, work, play and shop.

magine you’re a Soldier or an Airman, strolling with your

Family on the military installation, the quaint surroundings

featuring well-known restaurants, movie theaters, boutique
clothiers, gurgling fountains, comfy benches and lots of green

space.

You can just feel a sense of community spirit, and your Fam-
ily wouldn’t mind coming back again and again, staying longer

each time—and spending more money.

Joseph Giuffreda hopes that if AAFES builds it, they will

come.
Shopping, entertainment, dining

In the fall of 2009, AAFES plans to
open its nearly 490,000 square foot, $82
million “lifestyle center” at Fort Bliss in
El Paso, Texas, providing a unique mix
of shopping, entertainment, dining and
relaxation venues, the first of its kind on
any military installation in the world.

The lifestyle center is expected to cre-
ate $488 million in earnings and boost
the dividend to Morale, Welfare and
Recreation programs for the troops from
$155 million to $257 million.

Planning continues on lifestyle centers
at Fort Sam Houston in San Antonio,
Texas; Fort Carson in Colorado Springs,
Colo.; Eglin Air Force Base in Fort
Walton Beach, Fla.; and Fort Lewis in

i Tacoma, Wash. Fort Sam Houston’s lifestyle center will be even

bigger than the one at Fort Bliss because of a larger number

: of Soldiers and military retirees in the San Antonio area, said
. Giuffreda, who heads the projects for AAFES’ Strategic Plan-
¢ ning and Partnerships Directorate.

“We intend for these centers to bring onto the installations

i those contemporary evening entertainment and shopping

. choices that customers find off-post, and sometimes just outside

the gate,” he said. “We’ll create not only a shopping center, but

: a destination location where Families will desire to come to

10

spend extended periods of time.

“Think of days gone by when the town
center was the hub of activity for a com-
munity, and you’ll will begin to understand
the concept of the modern lifestyle center.”

21st century shopping

The massive project is part of nearly
$795 million in AAFES construction this
year in the United States to prepare for the
Department of Defense’s base closings and
redeployment of hundreds of thousands of
troops. Fort Bliss is among military instal-
lations expected to get the lion’s share of
redeployed Soldiers.

But, AAFES also is catching a tidal wave
in the retail world. Industry experts say
lifestyle centers in general represent shop-

Continued on next page



Catching a Retail Wave

Lifestyle centers are more like an enclosed mall turned
inside out, like walking down Main Street.

continued from previous page

ping in the 21* century, especially for finicky shoppers bored with
noisy, windowless indoor malls.

“AAFES had traditionally built its big-box retail stores right
beside the big-box commissaries with a massive
parking lot out in front,” Giuffreda said. “But
we’ve seen the trends in retailing and how the
enclosed mall is seldom being built any more.

Lifestyle centers are like a mall turned inside

Joseph Giuffreda

out, with everything that can remind you of
growing up in a small town and walking down Main Street.”

Steady growth

During the past two years, the number of lifestyle centers has
grown from just a few dozen based in warm climates to about 150
in 2008 throughout the United States, according to the Interna-
tional Council of Shopping Centers, an industry trade group.

Council spokeswoman Erin Hershkowitz said she expects the
number of lifestyle centers to double over the next few years.

“The center becomes a place where Families can have an outing
by shopping, catching a movie, taking in dinner, and then getting
some ice cream cones afterward,” she said. “It creates a lifestyle,
hence the name.”

What’s more, sales at lifestyle centers average about $298 per
square foot compared to $242 for traditional malls, while overall

operating costs are lower, Hershkowitz said.

“Property owners get more bang for their bucks,” she added.
Fort Bliss’ lifestyle center will fan out over 57 acres and feature
a traditional AAFES main store—more than 130,000 square feet
bigger than the present 86,000 square foot facility—on one end
and a new 111,000-square-foot commissary on the opposite end.
More than 200,000 square feet of third-party retailers, including
a 30,000-square-foot fitness center and six-screen movie theater,
will comprise the middle.
AAFES leaders expect to break ground in July.
“It becomes a place where
Families can have an outing
by shopping, catching a movie,
taking in dinner, and then getting
ice cream cones afterward.
It creates a lifestyle,
hence the name.”

Enough bri-
gades are being
transferred to Fort
Bliss that the life-
style center will
likely see more
than 18,000 new
customers and as
many as 130,000
by 2012, accord-
ing to the Fort Bliss Transformation Office.

© e 0000000000000 0000000000 00 00

“This is absolutely the right time to move forward with this new
concept and capture additional earnings and spectacular quality-
of-life improvements,” Giuffreda said.

What’s more, AAFES is using the lifestyle centers to forge rela-
tionships with designers, architects, lodging providers and others
to cement its profile as a market leader.

“The future belongs to those who collaborate in style,” said
AAFES Commander Brig. Gen. Keith Thurgood. ‘“By building
collaborative relationships, we can accomplish more together than
we can by acting independently.”

®

FORT BLISS, Texas—An architect’s rendering shows the first lifestyle center on a military installation anywhere in the world,

0

a unique combination of retail shops, traditional AAFES PX, commissary, movie theater, comfy benches and shady trees.
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AAFES by the Numbers

3,100+ — Number of retail outlets at Army and Air
Force installations across the world in 30
countries.

11.6 million — Number of active-duty troops, Re-
serves, National Guard members, retirees and their
Families served by AAFES.

43,000+ — The number of AAFES civilian as-
sociates and managers around the world, includ-
ing 10,918 spouses and children of Soldiers and
Airmen.

85 and 197 — The number of AAFES exchanges
and brand-name restaurants in Iraq, Afghanistan,
and throughout the Middle East.

20 — Number of AAFES phone centers in the
Middle East for troops to call home.

430+ — Number of AAFES associates deployed
to the Middle East and other places throughout the
world.

3,600+ — Number of AAFES associates who have
deployed since the start of the war on terror.

$2.4 billion+ — Estimated total dividends contrib-
uted by AAFES to military Morale, Welfare and
Recreation programs during the past 10 years.

12

A Soldier at Camp Liberty, Iraq

$272.7 million — The dividend for 2007, a 17-per-
cent increase from 2006.

$1.5 billion — Annual sales from the Military Star
low-interest credit card AAFES manages for all
Armed Forces exchanges.

2,700 and $6.4 billion — The number of “vendor
partners,” many with household names, and their
annual sales with AAFES.

30,000+ — Number of items offered on AAFES’
Web site, www.aafes.com.

19.84% — The average savings a customer enjoys
buying at AAFES compared to the competition, not
counting the no sales tax benefit!

4.4 million — The number of meals served to
children each year by AAFES at 90 Department of
Defense schools in nine countries on a break-even
basis.

$1.2 billion — The total cost of new construction
for AAFES shopping centers around the world.

1.5 million — The number of distinct items
(SKUs) in AAFES stores.



AAFES continues to fulfill its
113-year-old mission of
providing merchandise and
services at competitively low
prices to generate earnings to
support the Morale,

Welfare and Recreation

programs for America’s Troops.

13

Factoids

Five Years in Iraq

1 and 24 — The number of American as-
sociates and foreign nationals working for
AAFES killed in the line of duty.

7 and 18 — Number of American associates
and foreign nationals wounded in the line of
duty.

3.3 million — Cans of Red Bull and Monster
energy drinks sold in Army PXs and Air
Force BXs since February 2006.

10.6 million — Burger King Whoppers and
Pizza Hut pizzas sold at exchange service
concessions since the invasion.

417 million — Military Exchange Global
prepaid phone card minutes used by troops
since 2004 to call home from Iraq.

$737 million — Retail sales in 2007 for
AAFES facilities in all war zones, up 13.8
percent from 2006.




Our Associates Go the Extra Mile

oooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooo

Ann Scott

Corporate Energy Program Manager
HQ AAFES, Dallas

Last year, Ann discovered AAFES

was paying at least $1.5 million too
much to keep on the lights.

Scott charted utility costs by every
building, and found the exchanges
were being charged much higher Department of Defense
agency rates rather than special rates for organizations like
AAFES.

The annual savings ranged as high as $288,000 for MacDill
Air Force Base near Tampa, Fla.

ooooooooooooooooooooooooooooooooooooooooooooo

Erika Pfauntsch

General Manager, BX
Kadena Air Base, Okinawa, Japan

A 28-year AAFES veteran and one
of the top managers, Erika views the
store through customers’ eyes, en-
gaging shoppers daily. She focuses
on training, mentoring and coaching
associates, who then enjoy the ability to solve any problems
customers may have.

“I encourage one-stop answers. I also encourage shared suc-
cess, and the notion that every associate is an indispensable
member of the AAFES team.”

Alan Scheer

Graduate Gemologist
Fort Gillem, Ga.

Shoppers who buy “fine

jewelry” in any AAFES exchange
can rest assured that Alan Scheer
has put everything under the micro-
scope, literally.

Every year, under a high-powered microscope, he scruti-
nizes 24,000 “fine jewelry” items to ensure that clarity, cut,
carat weight and color meet or exceed AAFES specifica-
tions. Fine jewelry accounts for more than $100 million in
revenue for AAFES.

Scheer is part of AAFES’ Quality Assurance team, which
includes inspectors with more than 80 years’ experience
who pore over everything from adult Army jackets and kids’
pajamas to crock pots and Christmas lights.

Factoid—www.aafes.com

Check out the AAFES Web

site, www.aafes.com, for

speedy access to the All-
Services Exchange Online
Store and more than 30,000
- products from AAFES and

75+ vendors.

Higinio Ortiz
Motor Vehicle Operator
Fort Bliss

El Paso, Texas

In 2007, Higinio was inducted into
the National Private Truck Council’s
Hall of Fame after logging more
than 4 million accident-free miles
during his 49-year AAFES career. He is one of only 12
truckers nationwide to reach that nearly impossible mile-
stone of so many safe miles.

He also was named the 2007 Driver of the Year for AAFES.
He logs 100,000 miles a year delivering merchandise
throughout the Southwest, engaging in his love affair with
the wide open spaces.

Floris Jenkins
End-User Computer Technician
Cannon AFB, N.M.

The mother of four children de-
ployed to Qatar for 13 months and
another five months in Kuwait,
lending her technical expertise to the
troops.

The 24-year AAFES veteran deployed the first time because
she wanted to give something back to her country; the sec-
ond time, because her son signed up to deploy but couldn’t
go because of medical reasons.

Since 1990, nearly 1,800 current Associates have deployed
overseas at least once.
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What Else Does AAFES Do?

Provides a $280 million economic impact to Dallas/Fort
Worth, with nearly 2,600 employees at its headquarters.

Operates overseas bakeries and water bottling activities
that make Wonder and Country Heart breads and Culligan
Water products for commissaries, troop dining facilities,
military hospitals, and Morale, Welfare and Recreation
clubs.

Furnishes calling cards and phones for troops to call loved
ones back home.

Provides packing, shipping and florist services; optometry
care and optical centers; gas stations; barber shops, hair
and nail salons; spas; dry cleaners; new car sales; Internet
cafes; military clothing stores; and movie theaters.

Manages the All-Services private label credit card, the Mili-
tary Star COard.
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GIESSEN, Germany—A sign at the Giessen Distribution
Center near Frankfurt best illustrates the AAFES motto,
“We Go Where You Go.”

So Much More than Just a PX/BX

Meet the | JI‘II. ({41
from



We listen to our customers

Continued from Page 2 :

e Gained approval from the Board
of Directors for our first-ever '
public-private venture at Fort
Bliss, Texas. (See Page 10)

Winning the future

And more good news: this is the
beginning of “Winning the Future” by
“thinking BIG and acting small.” The
future is very bright. We are building
on the legacy of the past and continu-
ing to execute our strategies with a
focus on operational excellence and
customer service.

I am confident of what lies ahead.

I am confident in our team’s ability
to deliver world-class productivity,
service and opportunities.

We anticipate grow-
ing sales and driving
more customers to our
stores by focusing on
our seven priorities for
2008 and our long-
term strategies.

Irreversible
momentum

We expect to build
on the “irreversible
momentum” we cre-
ated in the past year.
We are listening to our
customers and updat-
ing our store designs to better meet
their needs and exceed their expecta-
tions.

We are committed to enhancing
the in-store and online experience by
clearly telling our value story, im-
proving our assortment and quality
of goods and services, and providing
world-class customer service that edu-
cates and engages our patrons.

OATAR — AAFES brings
a ‘taste of home’ to Sol-
diers fighting the Global
War on Terror.

“To the extent that we

deliver on our commitments, our
fighting force is more effective
and our Families, retirees and
other customers get an excellent
return on their investment in the
AAFES team.”

We also recognize that collaborating
with our trading partners, community
leaders and other agencies makes us
better managers and leaders, and we
fully expect to extend these efforts be-
yond the historical boundaries in 2008.

All this is possible because of our
dedicated associates who make a dif-
ference in our business everyday. We
recognize their significant contributions
and are investing twice as much in our

people and team as we

did last year.

‘ At AAFES, we recog-

nize that how we execute
our mission is a critical
factor in being recognized
as an important mission
partner and “combat
multiplier.”

4 ‘Strong and viable’

To the extent that we
deliver on our commit-
ments, our fighting force
is more effective, and
our Families, retirees and
other customers get an excellent return
on their investment in the AAFES team.

AAFES is a strong and innovative
organization with strategic resilience
and financial health to compete glob-
ally. In this report you will read about
how we expect to perform at the “top of
the class” by creating value and being
recognized as an industry leader.

The future is indeed bright!

Equal to Purple Heart

Brig. Gen. Keith Thurgood assumed command of AAFES in August 2007. He served
previously as Assistant Division Commander (Operations), 95th Division, U.S. Army
Reserves, Oklahoma City. He was deployed to the Middle East in 2006 as commander
of 143rd Transportation Command and deputy commander for Theater Support. When
not on active duty, he directs strategy and innovation at PepsiCo, Inc.
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A Special Award for a

Special Hero

ORT HOOD, Texas—Bety

Desil didn’t know whether she’d

make it out alive in 2007 after
mortars struck Iraq’s Camp Cuervo.

As the mortars exploded just outside
the PX where Bety worked, the AAFES
associate felt dozens of pieces of shrapnel
piercing deep into her foot. In searing
pain, she tumbled to the floor, bleeding
profusely and fearing for her life.

The clock read 5:20 on the blistering
hot afternoon, July 27, her 30th birthday.
She had been looking forward to leaving
the next day for the United States as her
deployment concluded.

In October, Bety returned to work to
Fort Hood, where she works as a fore-
woman for Einstein Bagels. On March 14,
Bety, recovered from her injuries, received
the federal government’s Defense of Free-
dom Award—the civilian equivalent of the
Purple Heart. She is the fourth AAFES
associate presented with the medal in the
organization’s 113-year history, all for
service in Iraq.

“Thanks for everything you’ve done as
a civilian in a combat zone to support our
Soldiers,” said AAFES Commander Brig.
Gen. Keith Thurgood, as he presented the
award to Bety. “You are leaving a legacy at
AAFES, and you are an AAFES hero.”

Despite her injuries, Bety said she would
return to Iraq again.

“The Soldiers really need us,” she said.



Creating a Compelling Reason for
Shopping AAFES First

Continued from Page 4

AAFES direct marketing experts increased awareness of the

site, in addition to sending out thousands of catalogs to customers
throughout the world. In February 2008 alone, more than 870,000

new visitors and at least 370,000 repeat customers logged 5 mil-
lion page views on www.aafes.com.

“Our robust Web site enables customers to purchase goods from

just about anywhere in the world,” said Richard Sheff, senior vice

president for marketing.

“This is rapidly becoming
a greater portion of the
business, now that Na-

Reserve troops who live
far from military installa-
tions continue to discover
the benefits of shopping at
AAFES.

“One of AAFES’ most

nities lies on the Internet.”

shoppers gain access to

The entire Coach line is
expected to produce more than
$37 million in sales in 2008.

and hundreds of thousands
of other items from vendor
partners.

“Physical space is not a limitation in the virtual world,” said
Dan King, director of Catalog & E-Commerce.

Best brands, prices

For the Sales Directorate, meanwhile, 2007 was a “turnaround
year” as AAFES right-sized inventories by more than $199 mil-
lion and increased inventory turns by 8 percent.

AAFES started its second year as one of the world’s only two

tional Guard members and Planning for the future

“QOur robust Web site enables customers to
purchase goods from just about anywhere in
the world . . . One of AAFES’ most significant
growth opportunities lies on the Internet.”

—Richard Sheff,
Senior VP, Marketing Directorate

Program was rolled out in November 2007, allowing customers

i to redeem cards at three military exchange services. The new

i worldwide Third-Party Prepaid Gift Card Program brought in

more than $23 million in sales during 2007.0

In 2007, the new Planning, Allocation and Replenishment

: division was developed to implement industry-best practices in

: merchandise planning, forecasting and inventory management.

And, a strategic planning team is creating ways that AAFES

can develop new business opportunities so that Soldiers, Airmen,

significant growth opportu- National Guard members, Reservists, their Families and retirees

¢ can have even more reasons to shop their favorite exchange.

By going to the Web site,

“Our buyers, planners, and restaurant and service experts will

i continue to concentrate on increasing sales and margins, cutting

more than 30,000 products,

costs from the supply chain, and being first to market,” Senior

¢ Sales Vice President Maggie Burgess said. “We will continue to
¢ find ways to differentiate AAFES from other retailers. Whether
i with new name-brand restaurants, services, unique merchandise,

i or creating solutions for our customers, we will create a

compelling offer for our customers to shop AAFES first.”

authorized partners for Apple computers. Sales of Apple products
in 52 AAFES exchanges hit $16 million in fiscal year 2007-2008.

Despite tight worldwide supplies, AAFES provided Wii video
consoles and iPods to troops in Iraq and Afghanistan through
special allotments from manufacturers.

AAFES also re-energized the “Best Brands-Best Prices-
Guaranteed” strategy by offering more than 60 apparel brands

with double-digit percentages off manufacturer’s suggested retail

prices. Simultaneously, AAFES established four “concept shops”

devoted to popular Coach women’s purses and accessories, with
five more coming this year. Shoppers received 25 percent off the
manufacturer’s suggested retail price.

What’s more, the Cross Acceptance Exchange Gift Card

Band video game, an example of how AAFES seeks to keep the
most popular products right at the fingertips of customers, whether
i they’re in Minnesota or the Middle East.
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AAFES’ Green Carpet

Energy Star products give AAFES customers great
breaks on their utility bills.

Continued from Page 4
* Reducing energy consumption by 3 percent a year;
e Reducing waste;
e Cutting consumption of petroleum products 10 percent by
2015;
e Increasing amount of reuseable shopping bags;
* Increasing recycled office paper by 15 percent.

Savings at the store level, too

Families also looking to stretch their energy dollars need look
no further than their nearest PX, BX or at www.aafes.com. In
2007, AAFES became one of Energy Star’s newest partners, and
now helps shoppers buy energy-efficient refrigerators, washers
and dryers, DVD players, and other products.

Thanks to the U.S. Environmental Protection Agency’s Energy
Star, Americans last year saved the energy required to power
15 million homes, saving $7 billion on their energy bills, and
reduced air pollution equivalent to taking 14 million cars off the
road.

In addition, AAFES formed a real-estate energy management
team and joined the U.S. Green Building Council in 2007 to
reduce energy consumption through employee training and con-
struction of four shopping centers that are Leadership in Energy
and Environment Design (LEED) certified.

The shopping centers at Fort Polk, La.; Randolph Air Force
Base, Texas; Fort Belvoir, Va.; and Fort Bliss, Texas, will set new
standards in energy efficiency.

Factoid

In 2007, AAFES recycled:
¢ 1.3 tons of cardboard;
¢ 351 tons of metal;
¢ 10 tons of office paper;
¢ 100,487 pallets on which products are stored in
warehouses.
What’s more, of the 1.2 millions of gallons of gas used
last year, about 180,000 of them were biofuel.

ergy Star compliant by
 late 2008 and is part-
nering with restaurants

“It pays to be green,” said Senior Vice President Dan Metsala.

“Rising utility costs affect our expenses and operations, but also
the dividend we provide to support the Morale, Welfare and
Recreation programs for the troops. By focusing our attention on
reducing our energy footprint, we hope to make military instal-
lations, and the world as a whole, a better place to live, work and

shop.”

Furthermore,

| AAFES seeks to make “It pays to be green.”
: thousands of its 21,000 — Dan Metsala,

¢ vending machines En-

Senior VP, Real Estate Directorate

to create “pollution solutions,” such as energy-efficient cooking,
refrigeration and heating methods.

Energy-efficient lighting over gasoline pumps have yielded sav-

ings of up to 60 percent in electricity.

Continued from Page 4

said. “We’re going well beyond off-the-shelf
offerings to create customized products to pro-
vide them with the same telecom experiences
available in every major U.S. city, whether
they’re based in the United States or overseas.

The new products will be available exclu-
sively from AAFES, and complement the
existing array of telecom services, such as pay
phones, calling cards, Internet cafes and WiFi
that the company has provided around the
world for 20 years.

During the planning stages, Resilian focus
groups of current and potential customers
identified what they wanted most: global por-
tability, convenience, competitive pricing, and
bundled TV, Internet and telephone offerings

Resilian meets evolving telecom needs

Telecom products designed

to meet the needs of today’s
on-the-go military are coming
soon from AAFES.

@

=S AN

comparable to what’s available in the United
States.

The Resilian initiative is part of an overall
corporate strategy that includes creating profit-
able new businesses.

AAFES is positioned to accelerate profitable
growth by developing and bringing innovative
businesses to market as quickly as possible,
said Commander Brig. Gen. Keith Thurgood.

“We’ve been in the telecom business for near-
ly 20 years and our major products have served
our customers well, but their needs continue to
evolve,” he said. “Resilian is expected to signif-
icantly improve AAFES’ financial performance
and help improve dramatically the quality of life
of Soldiers, Airmen and their Families.”




Among Our Many Awards and Accolades

In 2007, Playthings, a major industry trade journal, recog-
nized AAFES for having the largest sales growth among
major toy businesses—a 21 percent explosion to $290
million. AAFES sells toys at more than 150 exchanges
around the world and on www.aafes.com.

ue—lp.
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Multi-Unit Partner
of the Year

For the second straight year, DiversityBusiness.com rec-

ognized AAFES as one of America’s Top Government
Organizations for multicultural business opportunities. M
Hispanic Trends magazine recognized AAFES as one of the :

. R, : yesii-:
Top 50 Corporations for Supplier Diversity. The Dallas : eat i ©  Global Developer of the Year,

Regional Minority Business Development Agency recognized : . Operator of the Year, awarded by

Fr ‘anch'isee of the Year  : thege restaurants’ parent company
Multi-Unit Operator of Year :

16 AAFES buyers and contracting officers for purchasing $1 :
million or more in goods and services from minority and :
women-owned businesses.

International Silver Plate

Awards to Misawa AB,
Japan; Lakenheath AB,
United Kingdom
==y T Developers of the Year

Three AAFES catalogs from 2007—The Baby Book, Home Decor
Summer and Outdoor Living—were named finalists in the 23rd AAFES named as one of the country’s top 10
Annual Multichannel Merchant Awards competition. Finalists : | Military Spouse Friendly Employers by Military
were chosen from a highly competitive field of nearly 200 entries Spouse magazine.

from throughout the world. The catalogs were published by the
AAFES Direct Marketing Team. Meanwhile, the AAFES Web site,
www.aafes.com, was named finalist for Best International Web

1 Twenty-five percent
of AAFES’ 43,658

¥ associates are military
Family members.

site. Internet Retailer also named the site the 58th largest out of
500 Web sites, based on volume.

AAFES received the 2007 Goody Products ‘“Sales
Achievement Award” for attaining and surpassing
$5 million retail sales for the first time in the history
of the program. Goody is one of the country’s larg-
est providers of styling tools and hair accessories for
women.

& employer of military

| Family members in the
§ U.S. Department of
Defense.
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Building for the Present and the Future

AAFES’ $1.2 billion during the next few years in construction provides unique shopping envi-

ronments, addresses base closings and troop redeployments.

n 2007, AAFES completed nearly $355 million in capital im-

provements at 57 military installations throughout the world

to provide shoppers with 496 new or renovated retail, dining
and services destinations.

The projects included eight new shopping centers, such as the
ones at Los Angeles Consolidated, Peterson AFB in Colorado,
Grafenwoehr and Panzer Barracks in Germany, Georgia’s Fort
Benning, and Hawaii’s Schofield Barracks.

The construction also included retail, food and bookstore
outlets; mini-malls,
shoppettes and gas
stations; automobile
repair facilities and
car washes; and
launderettes.

‘Undeniable
benefit’

“AAFES earnings
generate dividends for
the Morale, Welfare
and Recreation of

FORT BENNING, Ga.—Soldiers and
Family members enjoy holiday shop-
ping at AAFES’ new shopping center.

our troops, while simultaneously funding capital reinvestment

to ensure our facilities provide a shopping environment that is

an undeniable benefit to the military community,” said AAFES
Commander Brig. Gen. Keith Thurgood. “The reinvestment in
2007 directly impacts thousands of troops, their Families and
retirees, who will enjoy an enhanced in-store experience for years
to come.”

LOS ANGELES, Calif—Cars fill the parking lot of the new
AAFES shopping center serving the Los Angeles AFB and
surrounding military installations.

AAFES’
current building
program includes
construction
requirements
resulting from the
U.S. Department
of Defense’s base
closing and troop
redeployment
programs. The
outcome of the
department’s

initiatives is
well-lit center court greets Soldiers and

expected to be 13
their Families.

major expansions
of AAFES
facilities that will affect more than 65,000 troops.

In total, AAFES plans to spend $1.2 billion during the next
few years for 6.3 million total square feet of new space, from
El Paso, Texas, to Stuttgart, Germany, to the Island of Okinawa.
For instance, Fort Bliss near El Paso is expected to gain a lion’s
share of the redeployed

troops, so AAFES plans
to start construction on
a $82 million Lifestyle
Center. (See Page 10)

Hickam to
Hainerberg

Other major projects
in the United States
include Fort Benning,

SCOFIELD BARRACKS, Hawaii—
The new AAFES shopping center
blends into the Hawaiian landscape.

Ga.; Fort Sam Houston
and Fort Hood, Texas;
Fort Belvoir, Va.; Fort
Riley, Kan.; Little Rock Air Force Base, Ark.; Fort Campbell,
Ky.; Fort Meade, Md.; and Shaw Air Force Base, S.C.

In Europe, 35,000 troops are being redeployed around the
world, so construction projects will center on Kaiserslautern,
Grafenwoehr, the European Command Center in Stuttgart,
Hainerberg/Wiesbaden, and Spangdahlem/Bitburg, where the
majority of the remaining Soldiers and Airmen will remain.

In the Pacific, 14,000 troops will be restationed, which means
AAFES is spending $185 million on facilities at Kadena AB
on Okinawa, Osan AB and Camp Humpbhries in South Korea,
Andersen AFB in Guam, and Hickam AFB at Pearl Harbor.



AAFES Leadership

Brig. Gen. Fran Hendricks,
Deputy Commander

Brig. Gen. Keith Thurgood,
Commander

Michael Howard,
Chief Operating Olfficer

Chief Master Sgt.
Bryan Eaton
Assistant to the Commander

Col. Thomas Baker,
Chief of Staff

Board of Directors

Lt. Gen. Richard Y. Newton

II1, USAF, Chairman
Deputy Chief of Staff, Manpower &
Personnel, U.S. Air Force (AF/AI)

Lt. Gen. Ann E. Dunwoody, USA, Senior Member
Deputy Chief of Staff, G-4, U.S. Army

SMA Kenneth O. Preston
Sergeant Major of the Army

CMSAF Rodney McKinley
Chief Master Sergeant of the Air Force

Lt. Gen. Gary D. Speer
Deputy Commanding General/Chief of Staff
U.S. Army Europe and Seventh Army

Maj. Gen. Edgar E. Stanton III, USA
Director of Army Budget

Maj. Gen. G. Michael Hostage 111, USAF

Vice Commander; Pacific Air Forces

Maj. Gen. Larry Spencer, USAF
Deputy Assistant Secretary of the Air Force (Budget)

Maj. Gen. George R. Harris, USAR
Assistant Military Deputy to Assistant Secretary Army
(Acquisition, Logistics and Technology)

Maj. Gen. John A. MacDonald, USA
Commander, U.S. Army Family and MWR Command

Lynn Heirakuji, SES
Deputy Assistant Secretary of the Army (Personnel Oversight)

Ronald A. Winter, SES

Principal Deputy Assistant Secretary of the Air Force (Manpower &
Reserve Affairs)

Deputy Assistant Secretary of the Air Force (Force Management

Integration) 271

Kathleen I. Ferguson, SES
Deputy Assistant Secretary of the Air Force (Installations)

Arthur J. Myers, SES
Director, Air Force Services (AF/AILS)

Karl Schneider, SES
Assistant Deputy Chief of Staff, G-1

Brig. Gen. Keith Thurgood, USA

Commander, Army and Air Force Exchange Service

Brig. Gen. David E. Price, USAF
Director of Budget Ops

Gregg Cox

Executive Secretary

As of June 2008, the position of Army Member At Large was vacant.

“TACO BELL 5 . 7
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IRAQ—AAFES provides a break from the traditional mess
halls by operating 197 name-brand restaurants in the Middle
East.



FINANCIAL STATEMENTS

Areny and Air Force Exchange Service
Years Ended February 2, 3(ME and February 3, 2007

FORT HOOD, Texas — AAFES Associates were out in force one sunny day
this past April to help more than 80,000 people welcome home hundreds of
thousands of troops who were coming home from Iraq. From its earnings
at the Fort Hood PX, AAFES gave more than $4 million in dividends to

the Morale, Welfare and Recreation programs for Soldiers at the Central
Texas installation, one of the largest in the world.
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Army and Air Force Exchange Service
Financial Statements

Yoars Ended Febowmry 2, 20008 and Febnegary &, 20007

Contents

Keport on Imemal Control Ohver Financial Reporting amd on Comphiance and

(iher Matters Based on an Auodhl af the Fiiascal Stalemsents Performsed an

Ageondins: Wilh overanment Audiifar Somdargfs . |
Sehedule of Fiesdicees and Kesponses bor tse Wear Ensded Fobrmidary 2 DHE L i 8
Repam of Indepsimddont AudiBors .o, “ . " " " - s w " |

Fanaimcial SEanemaeiins

Halamce Shests , L]
Semements ol Fam INES oo ' ' o . o o - v i s - i i
Stxiements of Changes in Met ’l.a-.-.*'- 7
Simiements of Cash Fhows.. .. SO i e e N #
Motes 1 Finencial Siatements........... e e ———— BT N S e A

The FY 2007 dividend to MWR programs represents an increase of
approximately 17 percent over FY 2006. “This proves that even during
tough economic times, the exchange benefit can thrive and remain a
relevant quality of life enhancement for its shareholders—the autho-
rized military shoppers who make the BX or PX their first choice.”

“With a mission to provide quality goods and services at competitive-
ly low prices and generate earnings to support MWR programs, the
dual benefit of AAFES provides military Families goes far beyond the
clothes, electronics or consumables available at the exchange.”

—Brig. Gen. Keith Thurgood, AAFES Commander
quoted in the Offutt AFB Air Pulse, June 12, 2008
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Report on Internal Control Owver Financial Reporting and on Compliance
and ther Matlers Based an an Awdit of Financial Statements
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The Bioard of Directors
Army and Air Force Eachange Samvwe
Diepariments of the Amay and Alr Force

W have audilod the financial statomonts aff Army amd Air Foroe Exchange Service (AAFES) as
ol and for the vear ended Febeuary 2, 2008, and have issued our repor (hereon dmed May 5,
208, We conducied our sadit = accordance with asditing siandards generally sccepied in the
Umiled Statex and the standards applscable fo enancial avdits contained m Govermmenr Auaiing
Srgreckargts, mssusd by the Complroller General of the Linsted Seates,

Internal Control {ver Financial Heporting

In plannsng and perfomming our audi, we considersd AAFES" mmemal contiol over lirancial
reporimg as & basis for designing our suditing procedures for the purpose of cxpressing our
apinéon on the financial staiemenix, but nod for the purpose of expressimg an opindon on the
clfctivencs of AAFES" intermal contral oaer financial reporting. Accordingly, we @ onl
expreRs an opinkon on the effectiveness of AAFES” imemal comtrol over financial reponing.

Owir consideraliom of inlermal control over [inancsal roporting was foe the imiged
deseribed in the precedeng paragraph and would net necessanly identily sl deficiencies i
inieral comtrol over fancial reporting thet might be significant deficiencies or material
wieakniesses. Mowever, as descassed below, we sderttified certain deficiencics in inbernal oonleod
over lisancial reportang Bt we consider 10 be sepnificant deficiencies,

A comtrol deficiency exists when the design or operation of a control does not allow management
af cmployoos, i the mormal course of perfommung their assgned functms, Lo provent o detadt
misstmlements on @ timely basis, A significant deficiency 1s a comtrol deficiency, o combanstion
af conired deficiencies, that adversely affects the entity’s ability to imitate, awthorize, recond,
process, of repor financial data relmably m accordance wath porerally acoopled accounding
principles such that there i more than & remote likehhood that a sisstatemnent of the entity's
finamcial sinicmenis thai is more than inconsequential will nol be prevented or detecied by the
enfily's imtomal control. We consider the deficsency desonbed in the accompanying schodule af
ferndinges amd responses bo be & signalicant deleeseny = intemal contfal over inancial reponting.



Sl ErmvsT & YOUNG E—

A materal weakmess is o sspnificant delscwncy, or combanation of significant deficimoncs, that
results in more tham a remsote likelihood that 2 masenal misstaement of the Tnancial stalemenis
will ot b prevented or detected by the entity’s intemal controd, Our consideration of the
imtemnal control over fimamcizl reporting was for the limited purpose described im the First
paragraph of this section and would not necessarily identify all deficiencies in the internal
control that might be significant deficiencies and, accordingly, would not mecessanly disclose all
significant deficiencies that ane also considered to be material weaknesses. Hlowever, we belicve
that mone of the ssgnificant deficiencics desambed abowve 1s o matonal weakiness.

Compliance and Other Matters

As pat of obtainang reasomable assurance about whether AAFES” financial statemenis ane free of
material missiatement, we performsed tests of ils complisnce with cerinim provisions of laws,
regulations, contracts, and grunt agresmenis, soncompliance with which could have a direct and
material effoct on the determination of financial stmcment amounts. However, providing an
opinion on compliance with those provisions was not an ohjective of our audit and, accordingy,
we do not express such an opinson. The results of owr fests disclosed no mstances of
noncampliance or ofher malters that are regaired o be reported under Government Aweliding
Stranverats and which are descnibad in the accompanying schodule of lmdings and nesponses,

AAFES" response 1o the findings idemtifhead in our sudi s deseribed in the accompanying
schedule of findings snd responses. We did sot sadit AAFES" response and sccordingly, we
CXPCSS PR (inom o it

Thas report is imlended =olely for the imformation and wee of management of the Board of

Dhrectors, management, and the Departments of the Army and Air Foroe and 1= mol imended 1o
b and showld mot be weed by anyone other than these specified parties.

thur

Maxy 5, 2008
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Army and Air Force Exchange Service
Schedule of Findings and Responses for the Year Ended February 2, 2008

Fimamcial Statement Fimidings

AAFES’ lirancial siatement close process did not detect thal coriain imvesimenis related o e
Company s Supplemental Delferred Comgponsalson Plan weore nol recorded at faar market value as
af February Z, 200X, in accordance with Statemont of Financial Accounting Standards Mo, 115,
Avevanting for Certair fovestments ir Dehr o Equity Secorinies (S5FAS 1150 Bather, an audin
adjusameid was shentilsod by Emst & Young LLP.

Company Resposse

As n resull of the finding, we have properly reflected the adjustment inm our 2007 audited
financial sintemenis. Additionally, ax a result of the adogtion of the measurement dale provision
af SFAS 158, Employers’ Accounting for Defimed Bewedfir Pensdon amd (Mher Posiretiremenr
Mz, al fiscal year-end JHE, thas wall mol comtimue 1o be an issue.
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Report of Independent Auditors

Beeard of Directons
Arsy amd Air Foree Exchange Serice
Dipestmcets of the Army and the Air Faroe

We have audied the accompanying talance sheets of the Amy and Air Force Fachasge Service
{AAFES) as of Febnzary 2, 7008 and February 3, 2007, and the relatod stalcssents of camings, changes in
et asncts, and cash ews Foe the vears then ended. These financial slatements are the responsibility of the
Corpassy s managemenl, Che eeponsibilily s W cxpress an opiteon on Bhews linandual stalesents hased
oxt it il

We cimdmctad onr audits m sccmndance with auditing stasdadhs, poneralhs asccopted e Lnited S2ales
and the slasdssds apgbicalblc b Meancisl sadits conlaased in Goversmen? Jadler Stomdboraly, idiued by
the Comperoller General of the Uniled States, Thise standands roquire that we plan and perfiorm the bt
o orblain spasiecble avuuames abint whsther the Grancial slatoinatis are Tree ol malcial meslloticst.
We were ml engaged W porfiorm an audt of AAFFS’ miemal contnd oner financial reportisy, Cher e
e heded comsnderation of inlersal contnd over finasdial fmeperting &3 & hasis [ dessgring awdsi
procodurcs that are appeopriste in e ciroemstances, bul nol for the purpose of Expressing an opinion on
B eMetivensis of AAFES inlernal contred over fBrmandial repaiting. Acsondingly, we cxpress no dudh
opinion, An sl aluy inchales examining, om 2 08 hasis, ovilencs iuppofling 1he amdenls and
i i 10 Lhe Tinandial aalemionts, ddiciamsy B sccounling peincples usad and sipsalican! climales
eade by masapement, and cvabsaling s overall Ninancaal statemenl prosentatssn, 'We bolicve that our
medits provids a reasonalle Basis i cur épinion,

In our apesscn, B Orandial aalements feliomeal by abing present Taidy, moall matenal respeits, the
linansial posilion of the Asmy and Air Foree Exchangs Sevics al February T 208 and Fehruasy T, JHIT,
add the resulls of ils operations asad 3 cadl Mias Tor the yean Ben endad in confoemily with LIS,
pergrally scecplod stcounling prindiplea.

In aéondass with Chovermawmr Awliing Shombonch, we have alio maucd car sepant daled May 5, D008 on
cur comideration of B2 Army and Aie Foree Exchasge Serviee's inlimal comtsol over linasdial sopaing
ad on our 163 ol ils ¢omphanss with cerain provasioss of laws, regulalisns, oosirails, and prast
apreemenis and other maters. The purgsssc &f That repam® is bo describe the sdops ol our Besling ol ntemal
cordi] over Fmancial wopefling and complissds and B resulls of Bal edting. and mol o provids an
epinian o5 B intermal cenlral end firandial repefling o on Sompliance, That sipsa s .an inlégral paet of
an ssdit perfrmied in secondance with Goversmeat Awditfay Somadoroly angd shoueld be considerad in
asseiaing The resulls al oar asdit

Al aliscusscd in Mate | 40 the feancial atalimsents, on Devember 31, M7, the Company adopled the
pronasies of SRaléimend of Financal Adceunting Starctands Mo, |58, Emplnwrs ™ Aecosmitng for Diffeedl
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Army and Air Force Exchange Service

SMatements of Eamings
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Army and Air Force Exchange Service

Satements of Changes in Met Assets
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Army and Air Force Exchange Service

Statements of Cash Flows
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Army and Air Force Exchange Service

Motes 1o Financial Statements
Dy o ioavaneds, umless adferwive maledi

February 2, WS

I. Description of Business and Sammary of Significant Accounting Palicies
Ceemeral

The Army and Adr Force Exchange Service (AAFES or the Company) I8 a son-appropeested fumd
instrumendahity of Linated States (U15.) and = orgamzed ax a pont magor command of the ULS.
Army and the LS, Air Force, AAFES provides retail services 1o soldiers, airmeen, and ibeir
Families through a petwork of stores prencipally located i the ULS., Ewrope, the Pacilic Rim, and

|l'l- L1 rl.-"a. :nﬂ I'.'ll'.'ll'll'll II'-I'I. -n.:-' .‘fnli-nn.rl'm |r|. ey ol d b ] | T |-|-|r| rr\.-.-.rh-\.-n. r|r|.r|
m ot _1' CLELL TRERRE IR 1 U TR TR W s Bipy. N Trfyiyniald

Operation Iragi Freedom (OEFOIF), substannally all of which are located on US. governmem
installateons, In addition o providing merchamdise and services of necessity and convemience Lo
authorized pairons a8 uniformdy bow prices, AAFES" mission is to gencraie reasonable eamings
o supplement appropriated unds for the suppost of Anmy and Air Force morale, welfare, and
recreation programs, AAFES mamixins custody of and controd over its non-approprinted funds,
Fumds tha are not distribuved as dividends are rainvested in AAFES® operstions. AAFES is
immune from direct Staie laxatson and from Staie regulatory laws, whose application would
resslt in interference with the performance by AAFES of its sssigned Federal functions, Suech
laws include Heensing and price control statutes. AAFES summanzes its revenues on the basis of
its cusiomers’ locations, Long-lived assets are comprized of property and equipment.

Mt sales by geographic region are summareaed belonw:

Years Ended
February X, Fehruary 3,
2% 2007
Costinemal U5, S 5233824 % 5442500
Pacific Rim. incleding Alaska and Hawail 1087125 1,139,309
Ciermany H-A 3.0 HE4,901
OEF/OQIF THOH%1 691 589
Omher courinics 316,430 Jl5.683
Total neet saliex § EISTITS S5 RAT4 145




Army and Air Force Exchange Service

Mates to Financial Statements (continued)
f Doy o thowsancdy, urmlprs siferwive moafeodi

1. Descripthon of Business and Sammary of Slgnificant Accounting Pollkcles {continued)

Long=lived assets, net of accumulated depreciation and amoetization, by geographic region are
ssimimsarized bebow:

Years Ended
Fehruary 2,  Fehruary
L] 207
Commental LS. § 13583616 5§ 1343204
Pacific Rim, including Alaska and Hawasi IRT.214 222, TRE
curcpe, primanly Germany J2A80 SRS 40
OEFOIF &, RiliH 7,762
Total long-lived asses 5 1. I8 5 1858890

AAFES utilizex those accounting principles generally sccepted in the ULS, applicable to “For
profit” crganizations, because of the nature of its commercial-tvpe operations, AAFES' financial

siatements include the aperations of all exchanges at Army and Air Force bases throughout the
world,

In accordance with applicable Army and A Force regulations, AAFES 15 notl regquined 1o pay
rent for the use of properises owned by the ULS, Government or utility costs associnted with
overseas exchamges. Parmanent structunes thal are constructed by AAFES and paid Tor From
AAFES funds become the property of the LS. Government; however, AAFES has the nght to
oecupy and use the sinsctuses, The strectenes cannod be used for other than AAFES" purposes
wilhoul prsor approval by the AAFES Commander and the Department of the ULS. Governmemt
concemed, As such, AAFES has included the cost of the sinstiures on Bs halance sheet and
amoftizes the cost of the sinstenes on a sirakghi-hine Basis over therr estmated useful hves,
Services such & ocean transportatson of merchandise to certain locations on LS, chartered
vessels and performance of admindstrative and supervisory functions by military personnel have
been provaded wilhowt charge o AAFES.

The value of transponation costs provided by the LS. Govemment for AAFES materials
shipped to and from overseas AAFES facilifies tolaled approximastely 132,924 and 5129912 for
fiscal years 2007 and 2006, respectively. In addiion, AAFES recerved 150,754 and 5120984 i
appropriabions i relation to DEFAOIF ransportatson For fiscal years 2007 and 2006, respectively.

10



Army and Air Force Exchange Service

Maotes to Financial Statements (continwed)
f Dleelicars i phousancdy, umlevs pifenvie mafeai

1. Deseripthon of Business and Sammary of Slgnificant Accounting Policles {continued)

In fiscnl MW7, AAFES received 579200 in appropnsteons in relation to QEFAOIF for
Govermment Fiscal Year (GFY ) 2007, OF this amount, 513,642 was recognized for invemiory
markdians and shortages, 517,206 for persormel cost, 53,605 for olher expenses, and $44,747
for in-theater transporiation. Other suppon received during fiscol 2007 inchaded 312,751 in
appropriations in relation te OEFACHF for GFY 2003, In fiscal 2006, AAFES recerved STEOOT in

appropriations in relatson to QEFCHF for GFY 2006, OF this amoant, $25,130 was recognired
e b EEnLOny pnarkdoesne and chomaoes S16 MW for rercomnel oo, 84 300 dor ather ey menices

ELrE B S EEIERR FEFRAE PR S A0 AESIAE RO TR e PRI IR E WS W r T 1R TR O e Rty

and HE,JH for in-theater transportation. The UEF appropriations of rembursensenls are
recorded primarily as 3 reduction of inventory markdowns omd shoriages as owell a5 selling,
general, and sdminisirative expenses in the accompanying fnancial statements.

Chn May |13, 2003, ihe Deparimend of Defense {Dold) armounced the 2005 Base Realignment and
Closure (BRAC) Listing that will impact the existence of vanoas malitary installstions amd
persoamnel arourd the workd. The goal of thiz global base realignment 15 o strategically position
the military 1o accomplsh future objectives. The list was formally approved by Congress and
became low on November 9, 2005, Under this low, the Dol is reguired to complete these actions
by Seprember 135, 2001, As the realignmenis are still pending by the Dold, AAFES is unable 1o
determine the mpact on the Company’s [ulure operations. Propenty al the BRAL locations was
S13,808 as of February 2, 2008, and is being deprecisted over the estimated renaining lives of
the nssets based on the expecied dates of the closures,

In the evem of closure of certam military bases around the world of a redwction m military
Forces, n decrease in sales mt AAFES stores and n related decrease in the use of MILITARY
Srar™ Card eredit due 1o the reduction of the customer hase would likely occur.

Fiscal Year

AAFES® fiscal year-end is the Saturday nearest January 19, References to fiscal 2007 and fiscal
200y heerean are 1o the Flscal vears ended Febreary 2, 2008 and Febeuary 3, 2007, respectively.

il



Army and Air Force Exchange Service

Motes to Financial Statements (continwed)
f Dellars i phoeasrancds, amfevs pibvene e maleod)

1. Deseripthon of Business and Sammary of Significant Accounting Policies (continued )
ividenids

AAFES 15 requined, under vanous agreements, o distribule a portion of each vear's nel eamangs
im the form of dividend paymenis to the Ceniral Welfare Funds, Departmenis of the Army, the
Aidr Foree, the Navy, and the Manine Corps.

W W B N L LR

The preparation of fnancial ststements i conformity with accounting principles generally
accepted in the Unmed States requires management 10 make estimses and assumptions b
affect the amounts reported in the fmancial statements and accompanying notes. Actual results
could differ from those estimates,

Pension assets include alternative imvesiments in limited parinerships, real estaie properties,
privabe equity, timber, agrcultuee, and ahermative debt, which do mot have readily available
market values. In these mstances, Managemend reviews and takes responsibility for the good
faith estimates of Ffair market values for altemative investnwnts as provided by ihe general
PAFENEr, IRvestmenl manager, oF appraiser, as approprate. The estumated Fair values may differ
sagnificantly From the values that would have been used had a ready market for these investments
existed and such differences could be material.

Translatien of Forelgn Currencies

AAFES maimams foreign currencies only bo the extent necessary 1o pay local current liabilities,
Cusreni liabilities are recorded daily and translated o UL, dollars at “pegped”™ rames. Paymems of
currenl [sabilities are recorded based om the “pegped™ rate. Al year-end, the current liabilities are
translmied from the pegged rates 1o the market rates, The majonity of such resubting gain or boss is
recorded & forcign currency gain of boss with the remainder 1o the expense of asesl accounil hal
gave rse 10 the current hability. In addition, the moncurrent liability for local natsomal sepamtion
pay has been adjusted to cuarrent rses.
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Army and Air Force Exchange Service

Mates to Financial Statements (continued)
f Doy 1o thowvancds, urlpvs siferwive moafeadi

1. Descripthon of Business and Sammary of Slgnificant Accounting Pollcles {continued)
Cash and Cash Equivalents and Short-Term Investments

Cash equavalents represent cash on hand in slores, deposits in banks, and third-party credin cand
receivables, Investments with maturities less than 12 months mt year-end are classified as shon-
peren mnvestmenls, Cash and cash equivabents and shor-term investments ane carmed al oy,

which approximates fair value. Al book overdmdt balances have been reclassified 10 accounts

s m s
l.l'-':l'-lflrl

Accounts Receivable

Customeer acoounls receiveble are classificd ax current assels and include some amounts which
are due after one year, Congentrations of credin risk, with respect o customer receivables, are
limited due to the large number of customers comprisang the Company's credil cand base, and
their dispersion throughowt the world. The Company believes that the carrying value of exesting
custonmser receivables is the best estimane of faar value.

The Company's accounts receivable balance includes 5138026 of receivables from the Manmne
Exchange (MCX) for Masine MiLmary STag™ Card owmstanding balances and related

processing fecs.

Approxemiately 52,193,026 of the accounts receivable balance represents amounts due 1o AAFES
under its in-howse credit program, the MiLITary STAR™ Card, MiLITARY STAR™ Card extends
credal 10 eligible AAFES customers for the purchase of retail goods at AAFES stores worldwide.
Minimum payments are calculated over a 36-month term.

Finance revenue 1% calculated based upon the customer account balance outstanding during the
period after considerstion of the applicable grace period. typically 30 days following the billing
date. The linance rate charged = a vanable interest rale calculated al a varable amount above the
LS, Prime Rate reporied in The Wl Sreer Jorwrmal. The avernge finance mite charged for both
fiscal 2007 and 2006 was 15.01% and 13.00% respectively. Finance changes are recosded unless
an account balance has been cutstarding For moare than 180 days.

I3



Army and Air Force Exchange Service

Mates to Financial Statements (continwed)
f Dleellcars G phousanddy, umless pifenaive mofeodi

1. Deseripthon of Business and Sammary of Slgnificant Accounting Palicles {continued)

Accoumis past due for 30 days or more are considered delinguent. Accounts delinguent for 180
davs are submined 10 Treasury Offset Program (TOPS) for collection. AAFES wilizes varsous
means b collect past due accounts, as well as aceounts written ofT, meluding some methods not
available to other retnil orgamizations. AAFES has agreemenis with ogher LS. Governmend
entities that allow AAFES 1o gamish wages of serviee personnel, as well a5 chaim the debitons”
future payments from such LIS Eu-m‘-:mrn:‘nl! mljl.ir.l.. 'l1|:I:I|.|-|;|ir|.g L5, 'I'rmur]. InComss I:u:
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are also used o pursue delmguent acooames.

A provision for possible credit loss s recorded cach month based on a percemage of total
projected charge=offs that are consadered uncollectible, AAFES penodically evaluates the
adequacy of the provision using such Facions as prior account boss expersence, changes in the
valume of the account portfolio, changes in the estimates of anticipated recoveries on delinguent
balances, and changes i credit policy. 11 is reasonably possible that the amounts AAFES will
ulnmately recover on delinguent balances could differ maserially in the near term from the
amiuants assumed m armvimg al the allowance for doubtful acoounis.

Collections on delinguent balances that were submited 1w ULS, Govemment enlies For
collection totaled approximately S8E,354 and SE2,085 in fiscal 2007 and 2006, respectively.

Merchamlise Imvenlories

AAFES inventofses are valued al the lower of cost of marker, as determined primanly by the
retaal inventory method of accounting, except for dastribution center inventories, which ane based
on the first-in, first-ou inventory method. Cemain warehousing, distribution, and procusement
expenses are included i the cost that can be invenonied

14



Army and Air Force Exchange Service

Mates to Financial Statements (continwed)
f Dleellcars G phousanddy, umless pifenaive mofeodi

1. Deseripthon of Business and Sammary of Slgnificant Accounting Policles {continued)
PFroperty and Equipment

Fuildings and Improvememis

Bualdings amd improvements primarly represent permanent sifeclunss constructed by AAFES
and owmned by the LS. Govemment, These assels are recorded ot cost with amoetization

provided using the siraight-line method over the cstimated useful lives of the assets, The usefil
lives are governed, o a large extent, by the deplovment of Army and Asr Force personnel and, to
somie extent, by the requirements of the Depariments of the Army and the Alr Force with respect
b space occupied by AAFES. Buildings are generally deprecisted over 300 vears amd
improvemenis are depreciated from 7 to 15 years. AAFES loses its nmghts 1o baildmgs and
improvemsenis in the event of base closures and accelernies amoriization of is assets when such
closures are probable, accordingly.

Fivtures aaad Egquipmer

Fixiures and equipmeni are carried a1 cosl with depreciation provided wsing the straight-lime
micihod over the estimated useful lives of the assets,

Deprecinble lives used are as folloas:

Assel Type Depreciable Life
Muator vehiches 5w 10 years
Equipment 2 to 1 years
Softwane dta T vears

Al February 2, 2008, property and equipment included approximately 513063000 of fully
deprecianed assets thal femsan in use.

15



Army and Air Force Exchange Service

Motes to Financial Statements (continwed)
f Dlelicars G phousancds, umlevs pifenaive mofeadi

1. Deseripthon of Business and Sammary of Slgnificant Accounting Policles {continued)
Sell-Insurance

AAFES acts as self-msurer for properly, automobile, public liability, workers” compensation,
comprehensive casualty losses, ocean maring, and other cosualty losses, However, AAFES has
commercial property Insurance covering e bulldings, coments, and mvenlories @ oenam
locatsons. The provasion for certain self-msurance losses 15 based on calculatsons performed by
AAFES® independent actuanal consultants using loss developeent factors 1o estimate ulizmeste

loss, The Company has established self-msurance reserves of 5TE 465 and 577,385 as of

Febmaary 2, 20602 and Febmuary 3, 2007, respactively, The reserves have been discounted based
on a rate of 6.2% at botlh Febraary 2, 3008 and February 3, 2007,

Separation Pay and Vacatbon Leave Accruals

Separation pay and vacation leave for local national employecs i foreign coundries are accnsed
as eamed basad upon the labor Laws of host countries and upon agreemems between the ULS. amd
foreign governments. In order fo estimate thas hability, the Company amd s actuanes make
cerain assumpiions. Actusl resulis may vary from these sssumptions, Additionally, the liability
For vacabion beave carmed by US. citizens 15 sccrued as earmed.

Advertising Costs

Advertising costs are expensed in the pericd m which the sdvertising first occurs. AAFES
cooperative advenising allowances are generally accounted for as a reduction in the purchise
price of inventory.

Advertising expense was 570,020 and 572,996 for the years ended February 2, 2008 and
Febnaary 3, 207, respectively, and is mchuded in selling, genernl, and ndministrative expense,

Revenue Hecogmition

Reverue from retail sales i35 recogmized 3 the tme of sale. Revense from sales made under a
layawany program i recognized upon delivery of the merchandese to the cusiomer. Finance
reverue includes finance charges ard late fees on credit sales. Concession incomse ichudes fees
charged 10 concessaonaires based on a percentage of thear sales and 15 recognized al the time of
sale,

]3]
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1. Deseripthon of Business and Sammary of Slgniflcant Accounting Policles {continued )
Income Taxes

AAFES s a nonappropriated fund instrumentalny of the ULS. and, as such, 15 st subject to the
payment of income taxes.

401(k)

The Company has a 401(k) voelumary savings and mvestment plan open to regular full- and pan-
time emplovess who meet certain mimimum requirements, The employees can make voluntary
comrbutons 1o the Plan mot o exceed the lesser of 999 of eligible participant compersation of
the applicable 401 (k) maxemum delemal contribatson linnit for the year.

Reclassilications

Cenain balance shoel reclassifications have boen made 1o the accompanyving fiscal 2006 financial
stalements 1o conform b the liscal 2007 presentatson.

Foreign Currency Hedging

As pan of an overall risk management strategy. the Company uses fongign currency exchange
contracts 1o hedge exposures 1o changes m loreign currency rabes on AAFES payroll and foreign
vendor obligations demominaied in foreign cusrencies, These derivative  insinansents  are
accounted for in accordance with Suatement of Financial Accounting Standards No. 133,
Acoammting for Derivatives and Hedgieg Acrivitles, os amended (SFAS 133), SFAS 133 requires
that all derivative financial msarumems be recognized in the financial siatements ard measured
fair value. Derivatives that ane nol hedges must be adjusted to far value through eammgs. [F the
derivative is a hedge, depending on the natere of the hedge, changes in the fair value of
dervatives will enther be offset against the change in fair value of the hedged asses, habilines, of
firm commitments through camings or recogmized in nel assets unbl the bedged stem =
recognized in carnings. Hedped items are reclassified from sccumulaied other comprehensive
earnings and indo eamings wing the specific identification method. The Company™s policy 1% that
it dogs not speculwte in hedging activities. The maximum length of time over which the
Company 5 hedging 15 exposure o the varialality of fusre cash flows for forecasted
tramsactions 1% one year.
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1. Deseripthon of Business and Sammary of Slgnificant Accounting Policles (continued)

Recent Accounting Promouncements

In Seplember DG, the FASH msued Statement of Fimancial Accounting Standards Mo 158,
Emplovers " Acoouming for Defined Beaeflr Percion and Orler  Postrerivement Phras—an
amwrrchoieral af FASE Statemerts Nov, 87, 88, 106 aad 227K (SFAS 1580 This standard requanes
recogniieon of the fimded status of a benefit plan in the statement of finencial position. The

canndnrd alen pegsiires recoesnsienm in oher mrr.-l-...-ﬂi:l-._.u- gamEnes of cemnain oping snd locoes
1“ L l‘-Tl.ln’l. ml ST TN PR R AT T N aEan F = E_lf R NN R

that arise during the perod but are delermed |.u1-|ﬂ-u' pension accounting rales, &% well as modifies
the timing of reporting snd sdds certain disclosures, On December 31, 2007, the Company
adopeed the recognition and disclosure provisions of SFAS 158, The effect of adopting SFAS
158 on the Company’'s balance sheet has been mcluded in the accompanying financal
stmemnends, SFAS 158 did nod have #n effect on the Company's statements of camings
Febouary 2, MMOE or February 3, 2007, The Company wall adopd the measurement date prosisions
of SFAS 138 as of January 31, 2F, See Note 4 for further discussson of the effect of adopting
SFAS 158 on the Company s linancial stalements.

In September 2006, the FASH issued Statement of Financial Accounting Standards Mo, 157, Fair
Faltue Megsweemenrs (SFAS 15T7), This standard defines fair valse, establishes o framework for
micasuring fair vabue in generally accepied accounting principles, and expands disclosures aboin
fair valwe measurements. The Company wall adopt SFAS 157 on February 3, 2008, as requined.
The adoption of 3FAS 157 is not expecied to have a matenal impact on the Company s financeal
conditson, results of operations, or liquedity,

I February 2007, the FASB ssued Statement of Financeal Accounting Standards Mo, 159, The
Fair Falwe Qprion for Fiaaocial Assefs aad Floamacial Lishilities—focluding an amendmeny af
FASE Statement Mo, 15 (5FAS 159), SFAS 159 permils companies to measure many financeal
imstruments and cerain otber items at fair vabue at specified election dates. SFAS 159 will be
effecuve beginning February 3, D08, The Company is currently assessing the impact of
SFAS 159 on ns financial slatemenls.
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2. Investmeents and Supplemental Plan Assets

On February 2, XK, the Company held a short-term investment carmed at §7.025 whech
approximates Fair valwee. This investment will mamire in Apeil 2008, in suppon of non-Genman,
Local Mational separation pay. Thes investment 15 classafied as “held-to-nsstuny™ in accondance
with FAS 113, favestmerns: Dety aond Eqaniy,

Cn F-I:|'III'I'.I.I:I'_I|' X, 20T, the l'."l:lrrq'la.n.].' held long=tevm investments otaling 543,425, OF this tolal,

LA AN jm LS Govemenent covuritics wao keld for Pyl of workere commnenaniioen olasme

RIS AR TRRMmNLE  WRSIRrwISLTR WS

in accordance with the Longshore and Harbor Workers™ Compensation Act. Upon madurily in

20HNT, these securities were not renewed, Insiead, the Company covered this obligation through
wse of a Surety Bond policy.

As of February 3, 2007, the Company held a €9.000 {approximately 511.842) German
goverrmenl security bo support the lssbility for the German Local Mational separabon pay, whach
was included in long-term mvestments. In Awgust 2007, this bosd matured and a new baond,
valued at €15,000 (approximately 520,548 ), was purchased. The new bomd is dee 10 mature on
September 12, 2008, amd is classifecd as a short-term mvestmenl al February 2, N8, As of
Febnaary 2, 2008, this new bond was valued st 522,059, which sppeoximates fair value, and was
classafied as held-to-nastunty.

The Company also holds mvestmems relsted to the Supplememal Plan totaling 5357015 and
SR04 B30 at February 2, 2008 and February 3, 2007, respectively. Supplensental Plan assets are
classified as trading securnitics singe gains and losses from these investments are imended to
offsel the cosa of (e Supplemental Plan. Total gains on trading securibes were 523,523 and
552649 i fiscal M7 amd fiscal 26, respectively. The cost of secunbies sold is determined
primarily on @ spacific identification methosd,
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2. Investments and Supplemental Plan Asseds (continued )

The allocation of Supplemenial Plan assets at December 31, 2007 and 2HM (measurement date),
by asset cmegory. is as follows:

2017 200
Diomestic Equity securities 1% 42%
Ieermstional Equily securities ] 16
Emerging Market Equity securities 5 3
Imvesiment Grade Fixed Income 21 1%
High Yield Fixed Inconse = 4
Tressiery Inflation Prodecied Securiics 9 3
Real Estate-Privale 5 5
Real Estate-Public F .
Privare Equity 1 .
Cammsadhbies ifi 2
Altemative Debs 4 L
Total 10:)1%% | K

A Financial Instruments
Lines of Credit

Al Februsry 2, 2008, AAFES had an ursecured lne-of-credit agreement with & group of hanks
aggregating S7T50,000. This is a mubivear revolving credit agreement expirng in December
2012, There was S150,000 outstanding under this line of credit at February 2, 2008, Also
Febnaary 2, 2008, AAFES had additional lines of credit with varicus banks (which are subject o
bank approval) aggregating approximately $1,725000. Borrowings under these lmes of eredn
nggregated 51,515,000 ot February 2, 2008, Borrowings under all ines of credit bear inferest
rabes ramging from 3.30% o 5.61%. The average mterest rate under these lines of enedit was
3.1 7% lor the year ended February X, WS,
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X Financial Instrumcnts (coantinued)

At February 3, 2007, AAFES had an unsecured lme-of-credit agreement with o group of bhanks
aggregating $T30.000. This is & mubi-vesr revolving credit agreement expiring in Decemyber
2011, There was $250,000 oalstandmg under this line of credit at February 3, 07, Alwo .
Febraary 3, 2007, AAFES had sdditional available lines of credit with various hanks {which are
subgect o bank approval) aggregating approximately 51,685,000, Borrowings under these limes
ol credin uu:grl:-u,u.l:-nd S1.0187,08H) a4 Febmuary 5, 2007, E:-u-rmwinﬂ,s unidier all limes of credit bear

imterest rates ramping from 5350 w0 5.48%. The average interest rate under these lines of cradi

was 5. 19% for the year ended February 3, 2007, Based on the short-term nature of these
borrewings, AAFES believes that the carmying values of amounts outstanding under the ling-of-
credel agreements are i best estimae of Fair value. Cash paid for imteresa For fiscal years 2007
and WG was approximately STOE53 and S60,905, respectively.

Derivative Financial Instrunsents

Forwand and option collar foreign exchamge comracts ane used promasily to hedge the msk of the
Company s euroedenomanated payroll and foreign vendor obligations against adverse changes m
Foreign currency exchange rates. Under the foreign exchange contracis, the Company agrees to
pay an amount equal 1o a specified exchange rate muliplied by a euro notional principal amoant,
and to receive in returm an amoant egual 1o o specified monthly pegged exchange rate multipleed
by the same euro nobomal principal amount. Mo other cash payments are made under the
conlracts, ard the contracts canmd be lermmated. Under the ophon collar contracts (effectvely
the simaltaneous purchase of a Put and Call option for the same potional amount and mafuity,
with the Put being the Moor strike rale and the Call being 1the ceiling smke rate) the user
maininins full protection against adverse movements, but gains due to favorable exchange rate
mioves ane limited 1o the sirike price of the sold option,

The Company has designated the forward and option collar foreign exchange coniracis as cash
flow hedges of s exposure o changes i Ms fusctional-currensy-equivalent cash flows on the
associaied payroll and foreign vendor obligations, Accordmgly, the changes in the for value of
the Company's foraard and option collar Foreign exchange comtracts are recorded in the
Company’s halance sheet as an asset or Hability amd in net assets (as a component of
aoccumulnted other comprebensive eamings (loss]), As the notional amounts and terms of each
Forward and Opason Collar foreign exchange comract match those of ns liabiliy counterpart s
maturity, any ineMectiveness s immalenial im the foreign exchange contracts.
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X Financkal Instruments {cantinaed)

Lpon expiration of the hedge contracts, the amourt of the hedged item that affects eamings is
reclassified from accumaulaed other comprehensive carmings (lossh

As of February 2, 2008, the Company had vanous foreign exchange contracts | forwands and
option collers) outstanding relwted to approximately 5179227 (€124 million) of its forecasted
pavrodl and imventory parchase labilivies. As of February 2, 20E, the notbonal vabue of the

oanstandme forwand contracts (B84 millond was 122 427 wath a corresponding umpecosnnned
gain of 53,731, The notional valee of outstanding option collar contracts (€40 million) was
S56, 800, with a corresponding unrecagnized gain of 52,54, The iotal unrecognized gain of
$3, 731 is included in ciher currem assets on the sccomparying balance sheet and s included as a
composent of accumulaed ober comprehensive earmngs. In addition, 1the Company s
recognioed approximatedy S10400 in gaing on foreign currency hedge transactyons during fiscal
200N T,

4. Benclit Plans

AAFES has a defined beneft pension plan, the Retirement Annuity Plan (the Plan), covering
regualar full-time civilian employess of the Company who are citizens or residents of the UK, In
addition, a moscontributory supplemental deferred compensation plan (the Supplemental Plan)
provudes for selected bemefils 1 emplovees in the Executive Management Program. AAFES®
palicy is to fand pension costs acersed unless fully funded, or unless am asset-liability moded has
shown the Man will likely become Tully funded even in the absence of Tulure contributions. The
bencfits are based on years of service amd the employees’ highest three-year average
compensaion Assets of the plans consist primarily of marketable deba amd equity secarities.

In addition to AAFES® pension plan, cemain medical and dental (health care) snd life insurance
benelits are also provided o retired employess through the Postretirement Madical Diental
(PRM) and Life Insurance (Other Postretirement) plans for emplovees of AAFES. All regular
fll-time LS. civilian emplovess who are paid on the ULS, dollar pavroll may become eligible
for these benefits if they sabisfy eligihility reguirememts durning thesr working hives. AAFES®
palicy is to fumd postretirement costs acerued unless fully funded, or unbess an asset-liahility
model has shown the plan will hkely become fully funded even m the absence of Future
contribtions,
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4. Benelin Plans (contimecd)

In additson, the Company provides a nonoostnbutory defmed benefil pension plan 1o i1
emplyyvess in the Limited Kingdom (UK Plan). AAFES also provedes post-employment bemehiis
throwgh its Logal Naotional benefit plasns to employees in Germarmy, Japan, Okinawa, Azores,
Haly, and Tarkey.

Accounting principles generally accepied in the ULS, require AAFES 10 measure the cost of the
Plan and the Supalemental Plan in accondence with Ststement of Fiooncial Accountmg Standands
Mo, 87, Employvers ' Adccounting for Perstons (SFAS 87), and Statement of Financial Accounting
stamdards Mo, 16, Esmplners” decomaring for Postrefirenens Benefits Obfver thaw Pevisions
(SFAS 106) as amended by SFAS 1535, In addison, assets of the Supplemental Plan do not
qualify as plan assets as defined in 5FAS 87 and, as a result, are accounted for in sccordance
wilth Statement of Financal Accounting Standards Na. 115, Acooumiiag for Cerlrin frvesiments
ta Dighr an Equitty Securiries (SFAS 115

AAFES uses a Decamber 31 measurensent dabe For 11s plans.

On December 8, XHE, the ULS, enacted imo low the Medleare Presorfprion Dirug, Teprovemens
aidd Miowlermizarion Act of 2003 (the Act). The At established preseription drug benefits unsder
Medwcane, kiown a8 “Medicare Part 1,” and a federal subasdy to sponsors of retiree health care
bemcfit plans that provided a bemelit that is at least the actuamal equivalent 10 Medicare Part 1.
O March 1%, 2004, the FASH isssed FASH Saaff Position Moo 106-2, Adecouwsring amnd
Disclorure  Reguiresients Related to the Medicore Prescriprion Dvag,  Ieiprovement and
Modermizarion Act af 2003 (FSPF 106-2) The FSP provides gusdance on the accounteng for the
cifects of the Act for employvers that sponsor postretirement bealth care plans that provide dneg
benefits. In 2 thie Oiifice of Manogement and Buodget (OMB) denied the Nonapproprinted
Fumd Healih Benefits Program the Modicare Pan D employer (cash) subsidy, As such,
AAFES management has nol rellected the effect of the Act on the PRM plan’s accumulated
postretirenent benefil obligation and the net periodic benedil costs in fiscal years N7 and 206,

On Docember 31, 2007, ithe Company adopied the recognition and disclosure provisions of
SFAS 158 SFAS 158 required the Company 1o recognize the funded status (5., the difference

between the fair value of plan asscis amd the projecied benefin obligations) of its pension plans in
the balance sheet as of February X, 2008, with a comesponding adjustment 1o accumualated other

comprehensive meome. The adjustment 1o accumulated other comprehensive income al adoption
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4. Benefit Plans (contimued)

primarily represents the net urrecognized acluanal losses amd wnrecognused prior service coss
which were preveously nefied ngaanst the funded sintus of the plans in the Company’s balance
sheets purssiant o the provisions of SFAS 87, These amounts will be subsegquently recognized as
ned pervidic persson o8 parsuant o the Company’'s hastoncal accounting policy of amorwsing
such amwunts, Further, actuarial gnins and bosses that arise in subseguent pericds and are nod
recogniecd as met poriodic pension cost i the same periods will be recognized as a component of

Eher cnmrrehencive incnme, Thaes spsmamis ol he I|.-|||-|-Lrl-|'-|.rlr|l|1.l recooniyad] sx o coumsnnerd of

net periodic pension cost on the same basis as the amounts. recognized in accumulated other
comprehensive mcome al adoption of SFAS 158,

The mcremental eMects of adopting the provisions of SFAS 138 on the Company's balance sheat
are presented 1n the following able (in millsons). The adoption of SFAS 158 had mo effect on the
Company's stalement of camings for fiscal 2007, or for any pror peniod presented, amd 51 waill
it affect the Company s operating resulis in Future periods.

Before After
Application of Ajpplication of
Statement 158 Adjusiments Statenent 158
Intangible assets {pension) S 1445 S [1.445) g -
Prepasd pension assets 977398 S38, 2835 LA15681
Acerued pension aml other
benefits linbalaty 401,546 i A 16 BO5 962
Ammh@dm:mmmhtnﬂwe
i {loss ) {235 SRGj 132422 108 436
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4. Bencfit Plans (continued)

(i allars o dhwoaurarmetly, ey ofberwiye nodee

The following tables provide a reconcilistion of the changes in the bemcfit plans’ bencfit
obligations and fair value of asscts for the years ended December 31, 2007 and 20086, Amouris

are slabed m malhons.
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4. Benelit Plans (contimecd)

The following tables reflect o reconciliotion of funded status and amounts recogmized i the
Balance sheets as of February 2, 2008 and Febraary 3, 2007, Amounis are stated i millions.

Faralsl il ol Surterl

mcnuereenl Sl T oA 5 11 % AR 0§ a7y % oM Ty § REE LTS YT |-
| ‘mairbrss 3l messiermeni
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hl-ﬂﬂlui'hnll'l'-rl:-nr-ﬂd b L T P 5 iy & 4wt %

AmoEE s reoagningd 6

Bnili iy &l

Pagpuaid uevvimey drist] 5 IS 5§ WM ] £ 5 5 5 = 1

T el Babalie = a4 1 = & 3
Bereiiis Babiliiy - - 5y L ] | - ix S0
Agrmrmulscd nthe

comprebgrhe come (s} % S % - 5 g F (S0 sqMp F - 5 oan % 0

A summary of the components of net periodic benefin cost for the benehit plans is as follows for
the years ended Decenyber 31, 2007 and 2006 (1in millsons).
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4. Benell Plans (continoedy

[nlornation lor benelil plons with on accwmuoloted beneie obligotion in escess ol plan assels

(dolliars i ol hions]:
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Amonnes included w accummlaesd other comprehensive income at Decembar 31, 2007, consist of
et actuarial gains of $87 millicn and a act prior sorviee crediv of 321 million. Amoertizarticn of
those amounts expected to be recoanizad in fiscal wear 2008 15 533 mullion for net actuarial
lozscs aacl $4 million for prior scrvice cost.

Actuarial Assumptions

Avtuaniul werghtod-nverage assommplions psed medelermmmimg plan mlomaiom are aq lollisee:
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4. Bencfit Plans (continaed)

Actuanal assumplions are based on managemenl’s best estimates. and Judgment. AAFES
reassesses 1l benefit plan assumpbions on o regular basis, The expecied raie of refum for the
pension plans represents the avernge rate of retum to be camed on the plan assets over the pericd
that the Benelits included in the benefin obligmson are o be paid. In developing the expected rme
of retum, AAFES considers the impact of bomsg-tarm compound annualized relums on the plan
assels,

Fension Man Assels

AAFES’ pension plans asset allocations al December 31, 207 and 2006, by asset ¢lass category
are as follows;

P s (s e Benclies il Beaelits
The Plan Fosiretiremend Flan L'k Flan

2T 2 (M L M 27 M
Daomestic Egairy securmies % 3% % A 5% EL
International Equity secunities 10 15 I 17 i x
Emerging Market Eguty scouritics £ 5 s 4 4 -
Investment Girade Fived Inoome il 24 an 7 L e M
High ¥ichd Fixed Income . 4 . 4 - -
TIFs 9 & 9 5 - -
Rcal Extate—Frivale 8 4 3 I = -
Real Extate-Fublic : 3 - s - -
Provate Eguiny X 3 A X - -
Listriiodnties 5 2 i 2 - -
Albsmaive Lo & ¥ 4 - - e
Tiral BIHI% |GFs 1) s LK L |G

AAFES" mvestment objectives for the pension plans are designed to generaie asset retums that
will ensble the plans o msset their future benefit obligations. The precise amwount For which these
ohligations will be senbed depemds on future events, inclsding imerest rates, salary increases, and
the hfe expectancy of the plans’ members. The obligations are estimabed using actuarsal
assumpdions, hased on the curment economic envinomment.
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4. Benefit Plans (contimeed)

The pension plans seek 1o achaeve tolal returms sulTicient 16 meet expected fuure oblhigations, as
well as retums greater than thewr podicy benchmark reflecting the target weights of the asset
classes used in their targeted strategic nsset allocation, The plans” wrgeted strategic allocation 1o
cach asset class was determaned through an asset-lability modeling stady,

Employer Contributions

AAFES expecis 1o contribute approximasely 5244 mallion o The Supplememial Plan and
S55.8 mallion 1o the alher postretsrenenl benelit plans m Macal N8, The expected contnbualions
o the pension plans dunmg fiscal 208 are estimated 1o reflect fiscal amounts necessary fo salisly
mimimum funding requirements.

Estimated Future Benelit Payments

expected to be paid (dollars in millions)
Fension
Pensbon Supplemental il
Fiscal Years The Flan i Fastrelirement Fﬂl‘lil_l Flans
TE0E £ 159 5 M 5 77 £ 7
S 163 23 R4 b
2000 171 26 L | .
2 178 a7 0 7
2012 18% a7 1%} 7
I3-2017 1013 142 576 15
Assumesd Health Core Cost Trend Bates af Docember 3
December 31
HHNT 2
Health care cost tremd rate assumed For next year 9.00%% .00
Rate to which the cost trend mte is assumed 1o decline
(uhimaie trend raie) 4.50% 4,508
Wiear thal thi: rate reaches the ultimale trend rale 3y 2mi2
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& Divbdenads

AAFES is reguired, under various agreements, to distribule a portiom of cach year's net camangs
before bomuses in the form of dividend payments o the Cemtral Welfare Fumds, Deparmsenis of
the Army, the Air Foree, the MNavy, and the Manne Corpe

If davedends were pasd on the pension income and realized and wrcaleed gains and losses
recirded in accordance with SFAS 87 and SFAS 115, AAFES would be paying dividends 1o the
Central Welfare Funds, Departneents of the Armmy, the Alr Foree, the Navy, and the Marne
Corps, on noncash income, whaich would reduce cash reserves used in the normal operation of
the business, Accordingly, under the current dividend policy, these items are excluded from net
camangs subject 1o dividesds. Any other exclisions wsed in (b calculation of net eamings

subged! to dividends must be approved by the Board.

AAFES” policy 15 10 fund postretmrentent costs accreed unbess Tully Tunded, or unless an assel-
lahalsty mosdel has shown the plan will likely become fully funded even in the nbsence of future
comiributions, Thercfore, pension expense generally reduces the net camings subject o
dividends,

In Mscal vear 2006, supplemental divadends of 3265 were declared on 3331 of Supplemental Plan
pension income, In fiscal year 2007, supplemental dividends of 5195 were declared on 5390 of
supplemsenial Plan pension mcome.

b Commitmenis and Contingenches
The Company is a defendant in varioes lowsaits and claims. In the opinion of managemenit, the
amounts, if any, which might ultsmastely be paid in connection with setilemsent of the litigation

would nod bave a material effect on the linancial condalion, results of operations, or cash Nows of
the Company,
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7. Operatbon Enduring Freedom/Operation Iraql Freedom (OEFACHEF)

On March 19, 2003, the United Sintes declared war agaimst Img. As a resull, the Company
imcreased its presence in Irag. Chatar, Afghanistan and Kuwail from 12 stores as of Febauary 1,
2003, po 60 ores as of Febnery 2, 2008, The mventory balance m OEFAOIF has increased from
172,614 at Febrnanry 3, 2007, to $150,417 & Febmpary 2, 2HE, Cumrent conditions in [req are
umcertam. As a result, it s difficaln o estamsme the potential inventory that may be forfeived of the

United States must quickly exit Img. Any related loss on invendory could adversely alTect the
pockilee oF canermiinem lnlu.'rl.lmur.-l-'ll.l TRA R rﬁ 1“5&.5 mnd SR AR lill'h"ﬂ. of ke -IHMH-H}I T

SRR AR LAt e PR § R

et revenwes in the fiscal _;l'l:'.:.l':iﬂdm.l February 2, 2008 and Febraary 3, 2007, respoctively, were
derived from sales to ULS, troops stationed in OEFOIF regeons, Any significant disrupfion or
petrcal fromm the locale directad by the Umted States military couldd bave an adverse impact on the
resylis of opermlins.

As a result of the lack of depository banks in the regaon, cash sales ane deposned with Linived
Sintes Military Fimance offices in the Middle East and are ihen reimbursed 1o ihe Company
within 90 davs. Recetvables from Military Fisance offces were 53,410 and 56,736 as of
Febraary 2, 208 and February 3, 2007, respectively.

K. Pasd Allowance for Oyverseas Personmel

O March 21, 2008, AAFES received a letier from Department of Diefense confirming that UK,
citizens hired overseas in DOD NAF] posiions From December 2001 10 the present ane eligible
for a post allowance in accordance with DOD 1401 1-M, Persoamed Policy Mamvad for Non-
appropriated Fund Inareumentaliies, and DO [400-25-M, D00 Civitien Personnel Mara,
Subchapter 1250008 DOD 1400.25-M states that employees who are ULS. cilieens are eligible for
past gllowance unless they are pan-time, inlermittent, or femily member summer‘winter hire
emplovess,

AAFES and cermain other MAFIs did not previously pay this panicular post allowance under the
good fanth mlerpretation that the post albewance was infended only for LS. emplovess
transferred 1o @n overseas post, The DROD siated that it will provide guidance for notifving
cmplovess to Nile claims and for calculanng the remoactive post allowanoes: this guidance bas
nal been received by AAFES. As of February 2, 2008, AAFES has recorded a charge for its best
estimate of its obligation, which is 533 million which is incleded in cumrent liabilities. It s
passible that AAFES" reconded estimale of its abligation may change in the near berm pending
further gusdance provided by the DXL,
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