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We work hard every day to hd'&mem enjoy
their total dining experience 0 ﬂm‘ they~
can‘t wait to come back. And, we m
that experience starts with our food. That's
why we use the freshest, highest quality
ingredients in everything we make. Our ham-
burgers are fresh, never frozen. Our onion
rings are cut and hand-battered in our
restaurants. Our salmon is flown in for
freshness. We believe that we must stand
behind what we say we stand for—and that
is quality ingredients in the food we serve!
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/ ,'/'ou can't control what you can‘t control.”

I like that adage because it helps keep
things in perspective. A farmer can't control
the rainfall, yet remains at its mercy; a fish-
erman can’t control the ocean’s tempest,
yet relies on calm seas to make a living; a
trucker may be on a tight deadline, but has
no control over a rush-hour traffic jam.

The adage has even more relevance when
businesses, like the restaurant industry,
rely heavily on a large number of external
suppliers and market pricing. This was the
case for Max & Erma’s in fiscal 2004 and,
unfortunately, it was a major cause of a
somewhat mediocre year for our
Company. Problems that were to a great
extent beyond our control resulted in a
dip in profits.

The major issue in fiscal 2004 was the cost
of beef, chicken and dairy products, which
cost Max & Erma’s $2.9 million more in
fiscal 2004 than in 2003, following a
$600,000 increase in 2003. Consequently,
we spent $3.5 million more for these com-
modities in fiscal 2004 than just two years
earlier. In a business characterized by tight
margins, that is a significant increase.

Let me step back and say that historically
Max & Erma’s has had great results by
buying at market and raising menu prices
gradually. Prior to late 2003 and fiscal
2004 our cost of sales percentage had
declined gradually over the past ten years.
Rising commodity prices over the past 18
months are virtually unprecedented and
truly unexpected.

There were several factors contributing to
the sharp rise in commodity prices over
this time period. Recently the high-protein
diet craze has put incredible demands on
beef and chicken producers and prices
soared as a result. Then, on December 23,
2003, the United States discovered its first
case of mad-cow disease. In combination
with new diet fads, the mad cow
announcement resulted in an increase in
beef prices that were already at record
highs. The Cattleman’s Beef Association
estimated that federally mandated
changes in testing and monitoring proce-
dures last year cost the industry as much
as $400 million. Costs such as these are
passed on to buyers, like Max & Erma’s.
Unfortunately our end buyer is our guest
and our guests always have the choice to
take their business elsewhere. Conscious
of this, we cannot always pass on cost
increases without considering our

customer. In our industry menu prices play
a critical role in determining where our
customers decide to dine.

Faced with rising commodity prices we
were left with several choices. One of
which was to raise prices, which can be
done only to a certain extent. Another
choice was to change product specifica-
tions. The last choice was to continue to
offer the highest quality possible and
know that in the long run this will result in
the greatest success for Max & Erma’s and
the highest level of customer satisfaction.
We elected to maintain our dedication to
quality and refused to sacrifice it at the
expense of our guest. For that reason, last
year's commodity cost pressures hit us
hard. Maintaining our commitment to
quality will serve us well.

In line with our dedication to quality and
to our guests, we also completed a transi-
tion within our operations department. Jim
Howenstein assumed control as Vice
President of Operations and began a
process of improving operations from the
top down. Jim made dramatic changes in
our personnel, making sure that today we
have the right people in the right slots. | am
very confident in Jim and his ability to rec-
ognize talent and lead our operations team.




Changes in restaurant personnel did not
come without a cost. As in any business
turnover is expensive. New people must be
hired and trained. This was an investment
we made in 2004 and is why we view our
business with a long-term perspective.

We will continue to invest in our people
and our operations, We have elevated our
operating standards and have placed out-
standing people in the field. This self-
imposed transformation was critical to
improving our operational execution.

In a difficult economy, we reported profit
in excess of one million dollars. Adding
back depreciation, we generated after tax
cash flow of more than nine miltion dollars.
Without last year’s cost pressures and oper-
ational improvements these numbers
would have certainly been better. It’s hard
to say how much better they might have
been had we attempted to pass on the
commodity price increases to our customers
and not attempted to improve our opera-
tions team. | can't tell you what the num-
bers might have been. | can tell you that
2005 and 2006 would not be as good as |
now expect them to be. We paid the price
associated with turnover and endured the
spikes in commodity costs without alienat-
ing our customers.
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Fortunately both sales and margins are
now on the upswing. This being said, the
potential for Max & Erma’s in the coming
years is incredible.

| visited each Max & Erma’s restaurant last
year. | am very confident in our future. We
have great people in the field and they show
great enthusiasm. | walked away from each
restaurant feeling extremely encouraged.

And, we had many other reasons to be
excited about our business.

Fiscal 2004 was a record year for revenues.
Max & Erma's brought in nearly $183
million, a nine percent increase over 2003.

We opened five new restaurants in 2004
and we hope to open two to three
more in 2005. More importantly, last
year's openings reported average weekly
sales of $63,000, 38 percent more than
chain average.

Last year, Chef Bob Davis introduced the
single best new item in the history of
our Company-the Tomato, Mozzarella
Chicken Sandwich.

Beef prices have stabilized and we were
able to secure an 18-month contract on

are nour on

chicken at a cost of 22 percent less than
last year’s peak price. This will save us
money and help us to better control

our margins.

We have completed most personnel
changes in the field. These changes will
result in improved operations in our
restaurants and ultimately improved sales.

Interest continues to grow in Max & Erma’s
franchise operation. We opened four new
franchised restaurants in 2004 and expect
to open four to five franchised locations
in 2005.

And, as we complete the first quarter of fis-
cal 2005, | feel very confident that this year
will be better for Max & Erma’s. Numbers
are improving, new restaurants are adding
to our revenue base and we have a solid
team in place, from the dining room to the
board room.

M

Todd R. Barnum
President and CEO
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Solocted Fonancial Dhta

October 31 October 26 October 27 October 28 October 29 October 31
{In Thousands, except per share and other data and ratios) 2004 2003 2002 2001 2000 1999

RESULTS OF OPERATIONS

Revenues..............coiiveiiiiinnnn $ 182,959 $ 167,083 $ 151,991 $ 141,088 $ 124,165 $ 108,640
Operating Income .........coooee.t. 3,134 3,213 6,638 5,726 2,123 1,745
Interest Expense ..................... 2,154 1,680 2,082 2,619 2,293 1,672
Income (Loss) Before Income Taxes. . 960 1,494 4,498 3,107 (285) (36)
Cumulative Effectof .................

Accounting Change (1)............. (207)
NetIncome..................ooovee 1,097 1,494 3,288 2,391 183 141
Proforma Net Income Assuming.....

Retroactive Change (2)............. 348
Depreciation and Amortization ..... 8,219 6,364 5,659 5,405 5211 4,899
Capital Expenditures ................. 19,444 19,055 17,794 13,544 22,775 14,250

PER DILUTED SHARE DATA
Cumulative Effect of

Accounting Change ................ (0.06)
NetIncome..........c..oooiiiin.. $ 042 % 056 % 127 % 093 $ 007 % 0.04
Proforma Net Income Assuming

Retroactive Change ................ 0.10
Revenues ... 70.81 63.10 58.67 55.07 47.23 32.43
Assets. ... 27.52 23.32 23.92 21.44 21.00 16.39
Stockholders’ Equity.................. 5.44 4.60 4.38 3.59 3.1 3.25
Average Shares Outstanding (000's). 2,584 2,648 2,591 2,562 2,629 3,350
FINANCIAL POSITION
Cash and Equivalents................. $ 2188 $ 2616 $ 3407 $ 235t $ 2762 $ 1319
Working Capital Deficit.............. (9,568) (7,723) (8,102) (9,120) (7,404) (6,271)
Property - Net................ooiins 55,350 47,037 47,693 42,803 43,654 46,841
Total Assets...............ooviiiinn 71,107 61,742 61,971 54,933 55,201 54,897
Long-Term Obligations

(Less Current Maturities)........... 41,053 35,837 36,862 32,228 33,474 33,914
Stockholders’ Equity.................. 14,056 12,189 11,358 9,202 8,170 10,878

OTHER DATA AND RATIOS

Average Restaurant Sales............ $ 2376 $ 238 $ 2369 $ 2350 $ 2335 $ 2239
Same-Store Sales Increase (Decrease) (0.4)% 0.3)% 0.9% 23% 3.9% 0.2%
Company-owned Restaurants .......

in Operation at Year End .......... 78 73 67 61 56 53
Restaurant Profit Margin............. 9.5% 10.5% 12.3% 11.4% 11.2% 11.9%
Operating Profit Margin............. 1.7% 1.9% 4.4% 4.1% 1.8% 21%
Long-Term Debt-to-Equity Ratio. . ... 2.9 29 3.2 35 4.1 3.1
Market Price Per Share at Year End . $ 1335 $ 1775 $ 1400 $ 1050 $ 838 § 6.63
Price Earnings Ratio (High/Low) ..... 45.2/31.8 32.5/23.2 12.4/8.3 12.7/9.0 N/M N/M
Return on Beginning Assets ......... 1.8% . 24% 6.0% 4.3% 3% 3%
Return on Beginning Equity ......... 9.0% 13.2% 35.7% 38.0% 1.7% 8%

(1) Fiscal 1999 includes the cumulative effect of a change in accounting principle, net of tax, due to the expensing of pre-opening costs in accordance with Statement of Position 98-5 “Reporting the Costs of
Start-Up Activities.”

(2) Proforma amounts in fiscal year 1999 reflect the amounts the Company would have reported had all pre-opening costs been expensed as incurred prior to the adoption of Statement of

Position 98-5 (See 1 above).




OVERVIEW

We derive revenues and income from the operation and
franchising of restaurants. Our Company-owned and fran-
chised restaurants sell both food and alcoholic beverages
(with the exception of two franchised locations that sell food
only). Qur restaurants are primarily located in the mid-west,
within a 400 mile radius surrounding Columbus, Chio, our
Company's headquarters, and to a lesser extent in the south-
east. Our franchised restaurants tend to be located on the
outer edge of the mid-west, i.e. Philadelphia, Green Bay and
St. Louis, with selective markets or locations within the mid-
west also operated by franchisees.

We generally lease the real estate for our restaurants and
invest approximately $1.0 million dollars in furniture, fixtures
and equipment and building costs not totally funded by
landlords. We anticipate that new restaurants will generate
annual sales of approximately $2.5 million each and an aver-
age restaurant level profit of at least $300,000. Franchisees
generally pay an initial franchise fee of $40,000 per location,
plus an annual royaity of 4% of sales. We anticipate that
each additional franchised location will pay annual royalties
of approximately $100,000.

The restaurant industry is very competitive. We typically com-
pete with several larger, national restaurant chains in most of
our locations. By focusing on quality, we believe we compete
favorably with larger chains. Nonetheless the amount of
competition is one of the most significant factors affecting
the success of a restaurant location. While we seek out less
competitive sites, highly successful locations quickly attract
competition, which may affect sales.

During late 2003 and 2004, our restaurants experienced margin
pressure due to rising beef, chicken and dairy prices. In 2004,
cost of goods sold was more than a full percentage point over
last year due to higher beef, chicken and dairy prices. We
believe that much of the reason for this is an increased
demand for a “Lo-Carb,” more healthful diet. The demand
for these types of menu items has pushed beef and chicken
prices to record highs. Our approach to rising commodity prices
has always been to cautiously raise prices every six months at
a rate consistent with inflation and not overreact to shorter-
term price spikes. As a result of this policy, we have generally
maintained a gradually declining cost of goods sold, as a
percentage of revenues. To mitigate the current cost pressure,
during the third quarter of 2004, we entered into an eight-
een-month contract to purchase chicken from one vendor at
a fixed price for the term of the agreement. This resulted in
an immediate 22% reduction in the price of chicken. This
along with other product specification changes and menu price
increases has reduced cost of goods sold, as a percentage of
revenue, by more than a full percentage point from midway

through the third quarter as compared to the end of the year.

We also have experienced sharply rising healthcare and work-
er's compensation insurance costs over the past several years.
We are implementing several safety incentives and have been

approved by the State of Ohio to self-fund our Ohio Worker’s
Compensation insurance effective late in the fourth quarter of
2004. We believe this will lower worker’s compensation expense
for our Ohio restaurants by as much as $300,000 in 2005.
During the first quarter of 2004, we implemented a new health
insurance program and increased our employee contribution
rates in an effort to reduce our health insurance costs. As a
resuit, health insurance costs for 2004 declined by approxi-
mately $400,000 over 2003, By again increasing employee con-
tribution levels in 2005, we expect further reduction in health
insurance costs in 2005. However, we believe that the rising
cost of healthcare will continue to be a challenge.

We have bank borrowings in excess of $31.0 million. The
related notes carry variable interest rates. As a result, our
Company is exposed to a risk associated with rising interest
rates. To mitigate this risk, we have an interest rate protection
agreement, which essentially fixes the rate on approximately
30% of the outstanding balance. However, rising interest
rates would subject us to higher interest expense and could
significantly affect profitability. Additionally, the interest rate
protection agreement expires at the end of 2005.

Approximately two thirds of the outstanding balance under
our loan agreement arose from the repurchase of our common
stock. In late 1998, we began a repurchase program, which

has resulted in the repurchase of approximately two million

shares of our common stock. We believe this has contributed
significantly to the increase in our common stock price since
1998. We currently maintain a share repurchase program, but
did not repurchase a significant number of shares during 2004.

At our 2005 Annual Meeting of Shareholders, we intend to
ask our shareholders to approve the adoption of amendments
to our Restated Certificate of Incorporation, which will result
in a transaction designed to reduce the number of our
shareholders of record to less than 300. The first part of the
transaction will consist of a reverse stock split after which
shareholders who hold less than one whole share of our
common stock will be cashed-out by the Company. Immediately,
following the reverse stock split, a forward stock split will
commence in the same proportion as the reverse stock split so
that shareholders holding greater than one whole share fol-
lowing the reverse stock split will again hold the same
amount of shares as they did prior to the transaction.

If we have less than 300 stockholders of record following the
transaction, as we anticipate, we will be able to terminate reg-
istration of our common stock under the Securities Exchange
Act of 1934, and cease to be an SEC reporting company. As a
result, we will no longer be eligible for listing on the Nasdaq
National Market; however, our shares will still be traded in the
over-the-counter markets and we anticipate that our shares
will be quoted on the “pink sheets.” We believe that deregis-
tering as an SEC reporting company will save us approximately
$350,000 annually (first year savings could exceed $450,000) as
a result of eliminating the costs associated with remaining an

Max & Erma’‘s Restaurants Inc,
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SEC reporting company, including costs associated with periodic
reporting and compliance with the Sarbanes-Oxley Act of 2002.

At our current growth rate of two to three restaurants per
year, we believe internally generated cash flow should be
sufficient to fund growth, replacement capital expenditures
and current debt service, all of which represent our major
cash needs. A significant repurchase of our common stock,

an accelerated growth rate or extended periods of reduced
profitability would require additional borrowings. We believe
we have adequate borrowing capacity to meet our needs.
However, the longer term goal is to reduce debt levels.

YEAR-TO-YEAR COMPARISONS AND ANALYSIS
RESULTS OF OPERATIONS

The following table sets forth our operating results as a
percentage of revenues:

2004 2003 2002
Revenues...........ccvviuviennn. 100.0% 100.0% 100.0%
Cost of Goods Sold ............. (25.8) (24.7) (24.5)
Payroll & Benefits .............. (32.7) (33.0) (32.3)
Other Operating Expenses ..... (31.7) (31.3) (30.4)
Pre-Opening Expenses ......... (0.3) (0.4) (0.4)
Impairment of Fixed Assets .... - (0.7) -
Administrative Expenses ....... (7.8) (8.0) (8.0)
Interest Expense ................ (1.2) (1.0) (1.4)
Minority Interest ............... - - -
(Income Taxes) Tax Credit ...... 0.1 - (0.8)
Netincome ..................... z% E% ZE%
REVENUES

Revenues for 2004 increased $15.9 million or 9.5% from $167.1
million for 2003 to $183.0 million for 2004. The increase was a
result of i) the opening of five restaurants during 2004, ii) the
opening of six restaurants during 2003, iii) a 34% increase in
franchise fees and royalties from $1,217,000 in 2003 to
$1,635,000 in 2004 and iv) one additional week in fiscal 2004.
Exclusive of the additional week in 2004, revenues rose $12.3
million or 7.3%. These increases offset a $670,000 or 0.4%
decline in sales at restaurants open 18 months or more.

Revenues for 2003 increased $15.1 million or 9.9% from $152.0
million for 2002 to $167.1 million for 2003. The increase was a
result of i) the opening of six restaurants during 2003, ii) the
opening of six restaurants during 2002 and iii) a 46% increase
in franchise fees and royalties from $834,000 in 2002 to
$1,217,000 in 2003, These increases offset a $370,000 or 0.3%
decline in sales at restaurants open 18 months or more.

The 0.3% decline in same-store sales 2003 was primarily a resuit
of a major Valentine’s Day snowstorm and the August 2003
blackout in the Northeast. We estimate that these two events
resulted in same-store sales losses of $426,000 and $163,000,
respectively. Exclusive of these two events, same-store sales
would have been slightly positive. Beyond these two isolated
events, we believe that same-store sales have been negatively

impacted in 2003 and 2004 by a number of factors, such as the
economy, the Iragi war and the rising cost of gasoline and utilities.

Over the periods reported, we have raised menu prices annually
by approximately 2 to 3%. Our policy is to increase prices mod-
erately, twice a year, in an effort to maintain margins. This, along
with the introduction of slightly higher priced menu items, has
resulted in an annual increase of 2 to 5% in the average per
person guest check, but has been essentially offset by a 3% or
more decline in customer counts. As a result, same-store sales
have been essentially flat from 2002 through 2004.

We anticipate revenue growth of approximately 6% in 2005 as a
result of the opening of two to three Company-owned restau-
rants and the opening of four to five franchised restaurants. We
also expect a significant revenue contribution in 2005 from the
five restaurants opened in 2004. Collectively, the five restaurants
were in operation for 96 weeks during 2004 and reported aver-
age weekly sales of $63,255, as compared to a chainwide aver-
age weekly sales of $45,689. Two sites were under contract to
lease at October 31, 2004. Five additional sites had been
approved and were in some state of negotiations. No restau-
rants were under construction.

We anticipate a continued increase in franchise fees and royal-
ties. At October 31, 2004, twenty franchised restaurants were in
operation as compared to sixteen at October 26, 2003 and
twelve at October 27, 2002. At October 31, 2004, two fran-
chised restaurants had been approved and were in the final
stages of obtaining building permits. In addition to these two
restaurants we anticipate the opening of an additional two to
three franchised restaurants during 2005. At October 31, 2004,
we had eight multi-unit franchise agreements signed, requiring
the development of 34 additional restaurants over the next
eight years.

COSTS AND EXPENSES

Cost of goods sold, as a percentage of revenues, increased from
24.5% for 2002 to 24.7% for 2003 and then rose sharply to
25.8% for 2004. The increase was a result of significantly higher
beef and chicken costs since mid-2003, and to a lesser extent
higher dairy costs in 2004. Rising beef and chicken prices added
approximately $600,000 to cost of goods sold in 2003 and an
additional $2.35 million in 2004. Rising dairy prices, primarily in
the second half of 2004, added an additional $550,000 to cost of
goods sold this year. These increases have completely offset the
effect of a 2 to 3% menu price increase each of the last two
years. Shortly before the start of the fourth quarter of 2004, we
entered into an eighteen month contract to purchase chicken at
a fixed price, that was approximately 22% below the then cur-
rent market price, but also approximately 20% higher than our
historical average price. In addition to this contract we are
reviewing product specifications on all menu items for savings
and investigating contracts for other commodities where we can
obtain favorable pricing.

Payroll and benefits, as a percentage of revenues, increased
from 32.3% for 2002 to 33.0% for 2003. The increase was almost

Max & Erma’s Restaurants Inc.




entirely a result of higher benefit costs, primarily health insur-
ance and workers’ compensation insurance costs. Payroll and
benefits as a percentage of revenues declined from 33.0% for
2003 to 32.7% for 2004. The decrease was primarily a result of
lower health insurance expense due to a change in our health
plan during the first quarter of 2004, which reduced health
insurance expense by approximately $400,000. We expect a
further reduction in benefits expense in 2005 due to increased
employee contribution levels for health insurance and savings
associated with self-funding our Ohio Workers’ Compensation.
We anticipate a combined savings in excess of $500,000 in 2005.

Other operating expenses as a percentage of revenues increased
from 30.4% for 2002 to 31.3% for 2003. The increase was due
to higher carry-out and paper supplies, as carry-out sales grew
29% in 2003, increased natural gas costs and higher occupancy
costs. Other operating expense as a percentage of revenues
increased 31.3% for 2003 to 31.7% for 2004. The increase was
due to higher advertising, gas and electric and restaurant oper-
ating supply expenses. Increases in these expenses offset a
$800,000 or 40 basis point savings in occupancy costs related to
the purchase of previously leased equipment.

Pre-opening costs, as a percentage of revenues, remained rel-
atively steady at 0.3% to 0.4% over the periods reported. The
variation in this expense is a result of the number and timing
of restaurant openings each year. We opened six restaurants
in each of 2002 and 2003 and five in 2004.

ADMINISTRATIVE EXPENSES

Administrative expenses, as a percentage of revenues, remained
relatively constant at 8.0% in both 2002 and 2003 and then
declined to 7.8% in 2004. In dollar terms, administrative
expenses increased 10% from 2002 to 2003 and 7% from 2003
to 2004. Administrative expenses have generally increased 5 to
10 percent each year due to raises for corporate personne! and
additional personnel to support the Company’s internal and
franchise growth.

Annuaily, or more frequently if events or circumstances change,
a determination is made by management to ascertain whether
property and equipment and other intangibles have been
impaired based upon several criteria including but not limited
to revenue trends, discounted operating cash flows and other
operating factors. In performing this review, we consider the
age of the restaurant and any significant economic events,
recognizing that these restaurants may take 24 to 36 months
to become or return to profitability. At the end of 2003,
management evaluated these criteria and determined that the
long-lived assets associated with the Company’s restaurants
located in Grand Rapids, Michigan and Prospect, Kentucky
were impaired. Accordingly, in the fourth quarter of 2003,
upon expiration of the 36 month periods, we recorded a
$1,070,000 write-down of the carrying value of these impaired
assets based upon the discounted cash flow of each restaurant.

INTEREST EXPENSE
Interest expense decreased 19% from $2,082,000 in 2002 to
$1,680,000 in 2003 and then increased 28% to $2,154,000 in 2004.

Our interest rate is based upon the ratio of bank indebtedness
to earnings before interest, taxes, depreciation and amortiza-
tion. If the ratio is above 2.5 to 1, our interest rate would be
LIBOR plus 3.5 percent or prime plus ¥, percent. If the ratio is
below 2.5 to 1 but above 2.0 to 1, our interest rate would be
LIBOR plus 3.0 percent or prime plus ' percent. If the ratio falls
below 2.0 to 1, the interest rate would be reduced further to
LIBOR plus 2.5 percent or prime minus ; percent. For 2002 and
2003 the interest was LIBOR plus 3 percent and prime plus Vs
percent on the term loan and revolving credit portions of the
credit agreement, respectively. Based upon results for the year
ended October 26, 2003, the interest rate was increased to
LIBOR plus 3.5 percent and prime plus ¥, percent, respectively,
for all of 2004. Additionally, we use an interest rate protection
agreement to fix a portion of the outstanding balance under
our credit agreement.

The decrease in interest expense from 2002 to 2003 was a
result of declines in market interest rates, a reduction in the
outstanding balance under our credit agreement and a decline
in the fixed rate portion of the outstanding balance. At
October 27, 2002, the outstanding balance under our credit
agreement was $28.8 million, with approximately 50% of the
balance fixed at 9.5%. At October 26, 2003, the outstanding
balance under our credit agreement was reduced to $26.2
million, 45% of which was at the higher fixed rate of 9.5%.
The interest rate on the remaining 55% or $14.1 million had
declined to 4.25% from 5.0% at October 27, 2002.

The increase in interest expense from 2003 to 2004 was primarily
a result of our borrowing an additional $6,000,000 to purchase
equipment that was previously leased under operating leases.
Additionally, our interest rate increased because of increases in
LIBOR and the prime interest rate and because pricing under
our credit agreement moved to a higher tier, as previously
described. These increases offset a reduction in the higher fixed
rate portion of our outstanding balance. At October 31, 2004,
the outstanding balance under our credit agreement was $31.1
million, 30% of which was at the higher fixed rate of 10.2%.
The interest rate on the remaining 70% or $21.8 million had
increased to 5.5%. We capitalized $412,000, $418,000 and
$171,000 of construction period interest during 2002, 2003 and
2004, respectively.

INCOME TAXES

Our effective tax rate was 27% in 2002. At the level of pre-tax
income reported in 2003 and 2004 the FICA tax on tips credit
offset all federal, state and local income tax expense and resuit-
ed in no income tax expense for 2003 and an income tax bene-
fit of $137,000 in 2004.

Max & Erma’s Restaurants Inc.
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LIQUIDITY AND CAPITAL RESOURCES

Our working capital ratio remained at 0.4 to 1 at both October
26, 2003 and October 31, 2004. Historically we have been able
to operate with a working capital deficiency because i) restau-
rant operations are primarily conducted on a cash basis, ii) high
turnover (about once every 10 days) permits limited investment
in inventory, and iii) trade payables for food purchases usually
become due after receipt of cash from the related sales.

During 2004, our Company expended approximately
$19,444,000 for property additions and $84,232,000 to reduce
long-term obligations. Funds for such expenditures were
provided primarily by $88,907,000 from proceeds of long-term
obligations, $2,807,000 from the sale of restaurant real estate,
$2,430,000 from landlord construction allowances, $8,901,000
from operations, $193,000 from the sale of stock and $429,000
from cash on hand. We routinely draw down and repay our
revolving credit line, the gross amounts of which are included
in the above numbers.

We intend to open two to three restaurants during fiscal 2005.
At October 31, 2004, we were contractually committed to the
lease of two new restaurants for which we were in the process
of obtaining approvals and permits. Five additional sites had
been approved and were in some stage of negotiations. The
estimated cost to complete the two sites to which we were
contractually committed at October 31, 2004, was approxi-
mately $3.3 million net of a landlord construction allowance
of $1.0 million. We also anticipate capita! expenditures of
approximately $3.0 million on existing restaurants.

Funding for new restaurants and replacement capital expendi-
tures is expected to be provided by cash flow from operations,
the sale-leaseback of real estate, landlord construction
allowances and our revolving credit line. If shareholders
approve the reverse stock split previously discussed, we will
spend approximately $850,000 on the repurchase of fractional
shares in 2005. Funds for the repurchase of these shares will
be provided by cash flow from operations and our revolving
credit line. All of our Company’s assets collateralize borrow-
ings under our revolving credit agreement. At October 31,
2004, we had approximately $5.7 million available under our
$15.0 million revolving credit agreement.

During the fourth quarter of 2003, we amended our revolving
credit agreement to provide for a second term loan in the
amount of $6.0 million. Under the agreement, the loan pro-
ceeds were available through December 31, 2003. The loan is
repayable at the rate of $125,000 per month, plus interest,
beginning December 31, 2003 through December 31, 2007. All
other terms of our credit agreement remained unchanged. At
October 26, 2003, no borrowings were outstanding under this
facility. On October 27, 2003, the first day of fiscal 2004, we
used the loan proceeds to purchase $6.4 million of previously
leased equipment. The purchase of the equipment reduced
equipment rental expense by approximately $2.4 miilion and
increased depreciation and interest expense by approximately
$1.4 million and $300,000, respectively, in fiscal 2004.

On August 21, 2003, our Board of Directors authorized the
repurchase of up to 200,000 shares of our common stock
through August 21, 2004, and subsequently extended the
authorization through August 21, 2005. Through October 31,
2004, we had repurchased 71,000 shares at a cost of $1,254,000
under the current authorization. The shares were repurchased
because we believe that the market price of our common
shares at the time of repurchase presented an attractive oppor-
tunity and because the repurchase of shares increases the rela-
tive percentage ownership of all remaining shareholders.

We believe that the major portion of future restaurant devel-
opment costs will be provided by sale-leaseback transactions
or landlord contributions and, to the extent necessary, cash
flow from operations, and that remaining cash flow from oper-
ations will be sufficient to meet debt repayment schedules.

We lease certain land, building and equipment under various
operating lease agreements. The initial lease terms range from
five to thirty years and expire between 2005 and 2025. In several
cases, we are obligated to pay taxes, insurance, common area
charges and other expenses related to the leased properties.

At October 31, 2004, we were committed to the following sig-
nificant financial obligations:

Operating Capital Long-Term Construction
Leases Leases Debt Commitments
Less than

1 Year ...... $ 14,147,911 $ 90,000 $ 3,900,000 § 3,300,000
1-3 Years ... 28,092,020 180,000 13,696,399 -
3-5 Years ... 25,224,272 180,000 10,678,532 -

More than
5 Years ..... 129,563,244 810,000 2,796,397 -
Total...... $197,027,447 $ 1,260,000 $31,071,328 $ 3,300,000

RECENTLY ISSUED FINANCIAL ACCOUNTING STANDARDS

SFAS No. 150, Accounting for Certain Financial Instruments
with Characteristics for both Liabilities and Equity, requires
that an issuer classify a financial instrument that is within its
scope as a liability (or an asset in some circumstances), many of
which were previously classified as equity. The adoption of
SFAS No. 150 did not have a material impact on our consoli-
dated financial statements.

In January 2003, the FASB issued FASB Interpretation No. 46
("FIN 46™), Consolidation of Variable interest Entities. FIN 46
clarifies the application of Accounting Research Bulletin No.
51, Consolidated Financial Statements, to certain entities in
which equity investors do not have the characteristics of a con-
trolling financial interest or do not have sufficient equity at
risk for the entity to finance its activities without additional
subordinated financial support from other parties. FIN 46
requires a variable interest entity to be consolidated by a com-
pany, if that company is subject to a majority of the risk of loss
from the variable interest entity’s activities or entitled to
receive a majority of the entity’s residual returns or both. FIN
46 also requires disclosures about variable interest entities that
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a company is not required to consolidate but in which it has a
significant variable interest. In December 2003, the FASB issued
FIN 46R. It changed the effective date for interests in special-
purpose entities for periods ending after December 15, 2003,
and for all other types of entities for periods ending after
March 15, 2004. The adoption of FIN 46R did not have a material
impact on our consolidated financial statements.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES
Management’s Discussion and Analysis of Operations and Financial
Condition discusses our consolidated financial statements, which
have been prepared in accordance with accounting principles
generally accepted in the United States. The preparation of these
consolidated financial statements requires us to make estimates
and assumptions that affect the reported amounts of assets and
liabilities and the disclosure of contingent assets and liabilities at
the date of the consolidated financial statements and the reported
amounts of revenues and expenses during the reporting period.
On an ongoing basis, we evaluate our estimates and judgments.
We believe that of our significant accounting policies, the follow-
ing may involve a higher degree of judgment and complexity.

DERIVATIVE INSTRUMENTS

Our Company utilizes interest rate swap agreements to manage
interest rate exposure on floating-rate obligations. We do not
use derivative instruments unless there is an underlying exposure
and, therefore, do not use derivative instruments for trading or
speculative purposes. The evaluation of hedge effectiveness is
subject to assumptions based on the terms and timing of the
underlying exposures. All derivative instruments are recognized
in the Consolidated Balance Sheet at estimated fair value.

ASSET IMPAIRMENTS

We review each restaurant to ascertain whether property and
equipment and intangibles have been impaired based on the
sum of expected future undiscounted cash flows from operating
activities. If the estimated net cash flows are less than the carrying
amount of such assets, we will recognize an impairment loss in
an amount necessary to write down the assets to a fair value as
determined from expected future discounted cash flows. In per-
forming our review, we consider the age of the restaurant and
any significant economic events, recognizing that these restaurants
may take 24 to 36 months to become or return to profitability.

SAME-STORE SALES

Our Company discloses certain information regarding the
performance of certain restaurants in operation at least 18
consecutive months in our management’s discussion and analysis.
We exclude restaurants from this calculation that do not meet
this definition. In addition, restaurants are excluded when
unusual events or circumstances outside our control significantly
change the business of the restaurant.

SAFE HARBOR STATEMENT UNDER THE PRIVATE

SECURITIES LITIGATION REFORM ACT OF 1995

This Management’s Discussion and Analysis of Financial
Condition and Results of Operations (“MD&A") contains for-

ward-looking statements within the meaning of Section 21E of
the Securities Exchange Act of 1934, as amended, and Section
27A of the Securities Act of 1933, as amended. The words
“plan,” "anticipate,” "believe,” “expect,” “estimate,” and
"project” and similar words and expressions identify forward-
looking statements which speak only as of the date hereof.
Forward-looking statements in this MD&A include statements
regarding the anticipated sales at new restaurants (paragraph
2), anticipated royalties from additional franchised restaurants
(paragraph 2), the belief that we compete favorably with larger
restaurant chains (paragraph 3), the belief that the demand for
“Lo-Carb” menu items has increased beef and chicken prices
(paragraph 4), the belief that self-funding will lower Ohio
Worker's Compensation expense (paragraph 5), the expectation
that health insurance expense will decline in 2005 (paragraph
5), the belief that rising healthcare costs will continue to be a
challenge (paragraph 5), the belief that the repurchase of
common stock has contributed to an increased stock price
(paragraph 7), the belief that the proposed reverse stock split
will reduce the number of stockholders of record to less than
300, enabling us to deregister as an SEC reporting company
(paragraph 9), the belief that our common stock will be quoted
on the "pink sheets” following termination of SEC registration
(paragraph 9), the belief that we will realize annual cost savings
of approximately $350,000 from SEC deregistration {paragraph
9), the belief that internally generated cash flow should be
sufficient to fund current growth plans, replacement capital
expenditures and debt service (paragraph 10), the belief that
we have adequate borrowing capacity to meet our needs
(paragraph 10), the belief that same-store-sales were negatively
impacted by numerous external factors (paragraph 14), the
anticipated revenue growth from the opening of new restaurants
(paragraphs 16 and 31), the anticipated increase in franchise
fees and royalties (paragraph 17), the anticipated openings of
franchised restaurants (paragraph 17), the anticipated reduction
in benefits expense in 2005 (paragraph 19), the belief that the
market price of the Company's common shares is an attractive
investment opportunity at the time of repurchase (paragraph
34) and the estimated costs and sources of funds to complete
new restaurants and replacement capital expenditures {para-
graphs 31, 32 and 35).

" ou

Investors are cautioned that forward-looking statements
involve risks and uncertainties that could cause actual results to
differ materially from historical or anticipated results due to
many factors, including, but not limited to, our ability to open
or franchise new restaurants as planned, changes in competition
in markets where we operate restaurants, our ability to control
administrative expenses, changes in interest rates, changes in
cash flows from operations, the availability of real estate for
purchase or lease and other risks, uncertainties and factors
described in our most recent Annual Report on Form 10-K and
other filings from time to time with the Securities and Exchange
Commission. We undertake no obligation to publicly update or
revise any forward-looking statements.

Max & Erma’s Restaurants inc.

S8




Consolicoted Galonce Sheets

October 31 October 26
2004 2003
ASSETS
CURRENT ASSETS:
Cash and equUIValENTS ... ... ... i $ 2,187,529 $ 2,616,324
Receivables:
Trade and Other ... 576,277 306,907
= el 1< 353,639 265,601
Total receivables . ... 929,916 572,508
1077 g = 1,377,366 1,161,927
Y0 oo 1= 722,340 441,868
Prepaid @XPENSES ...t 512,995 501,243
Deferred INCOME )OS .. it et e e 700,000 700,000
TOTAL CURRENT ASSET S .ottt e eeees 6,430,146 5,993,870
PROPERTY-AT COST:
Land and buildings ... e 28,782,009 23,887,023
Leasehold IMpProVemMENTS ... oot e 33,121,205 32,439,803
Equipment and fiXTUIES ... .. e 36,167,097 25,513,223
CONSEIUCTION N PrOGIESS ..\ vttt ettt et ettt e e e e e e e e eae e - 1,045,525
13- 1 98,070,311 82,885,574
Less accumulated depreciation and amortization ................... 42,720,109 35,848,525
PROPERTY - NET . e e 55,350,202 47,037,049
OTHER ASSETS:
Goodwill (less accumulated amortization of 2004 and 2003—$863,629) ............... 62,073 62,073
Deferred costs (less accumulated amortization of 2004—$211,561; 2003—$142,372) ... 532,976 533,060
Deferred INCOME TAXES ...\ttt ettt e e et e e iae e e 6,850,000 6,156,000
Miscellaneous (less accumulated amortization of
2004 —$139,897 and 2003 —$139,804) ...t 1,881,688 1,960,043
TOTAL OTHER ASSET S .o i e e e 9,326,737 8,711,176
TO T AL o e $ 71,107,085 $ 61,742,095

See notes to consolidated financial statements.
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Conselisted Gtonce Sheets

LIABILITIES AND STOCKHOLDERS' EQUITY

CURRENT LIABILITIES:
Current maturities of long-term obligations ...
Accounts payable ... ...
Construction Payables ... ..ot
Accrued liabilities:
Payroll and related Taxes ..ot
Taxes, other than income taxes ... ...
=T =1 O

LONG-TERM OBLIGATIONS-
Less CUITENt MaAtUII I OS .. o e

COMMITMENTS AND CONTINGENCIES

STOCKHOLDERS' EQUITY:

Preferred stock—$.10 par value; authorized 500,000 shares, none outstanding

Common stock-$.10 par value; authorized 2004 and 2003—5,000,000 shares;
issued and outstanding: 2004—2,507,328 shares; 2003—2,449,601 shares ......

Additional paid in capital ... ..o

Accumulated other comprehensive (10SS).............ccooiviiciiici

RetaiNed BaININGS L ettt e e e
TOTAL STOCKHOLDERS EQUITY ...t

See notes to consolidated financial statements.
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October 31
2004

$ 4,160,314

October 26
2003

$ 2,664,166

4,344,753 3,160,914
989,466 979,851
1,914,099 2,966,718
2,196,583 1,688,250
415,876 467,670
736,362 762,379
1,240,382 1,026,618
6,503,302 6,911,635
15,997,835 13,716,566
41,053,030 35,836,887
250,732 244,960
319,404 -
(203,406) (648,373)
13,689,430 12,592,055
14,056,220 12,188,642

$ 71,107,085

$ 61,742,095




Py

(K9]

YEAR ENDED

October 31 October 26 October 27
(53 weeks} 2004 (52 weeks) 2003 {52 weeks) 2002

REVENUES ..o o i s $182,958,795 $167,082,527 $151,991,152
OPERATING EXPENSES:
Costofgoodssold ... 47,134,328 41,313,643 37,268,754
Payroll and benefits ........ ... 59,870,241 55,199,447 49,112,987
Other Operating eXPenses ... .....ovii e iinenes 58,028,046 52,290,654 46,259,347
Administrative @Xpenses ..........ooiiiiiii i 14,189,562 13,299,529 12,107,314
Preopening CoStS ..o 602,677 695,950 604,384
Impairment of fixed assets ... - 1,069,949 -

TOTAL OPERATING EXPENSES ... i, 179,824,854 163,869,172 145,352,786
OPERATING INCOME ... ... . s 3,133,941 3,213,355 6,638,366
INTEREST EXPENSE .. ... . i 2,154,254 1,680,435 2,082,461
MINORITY INTEREST IN INCOME OF

AFFILIATED PARTNERSHIP ..., 19,252 38,503 57,756
INCOME BEFORE INCOME TAXES ..........oiiiiiiiiii e 960,435 1,494,417 4,498,149
INCOME TAXES:
Federal

CUI RN e e e 380,000 540,000 1,498,000

Deferred (credit) ... (627,000) (700,000) (633,000)
State and local

LT €= 1 1 260,000 168,000 450,000

Deferred {credit) ... (150,000) (8,000) (105,000)

TOTAL INCOME TAXES (CREDIT). ... (137,000) - 1,210,000

NET INCOME .. .. e e $ 1,097,435 $ 1,494,417 $ 3,288,149
NET INCOME PER SHARE:
BaSIC ..t $ .45 $ .61 $ 1.41
DIIUEEd o $ .42 $ .56 $ 1.27
WEIGHTED AVERAGE SHARES OUTSTANDING:
BaSIC Lo it 2,459,767 2,441,700 2,333,618
Diluted .o 2,583,762 2,648,128 2,590,613

See notes to consolidated financial statements.
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Cinsolirtoted Statements off Stackllalblons” Equity

Accumulated

Additional Other
Common Stock Paid In Comprehensive Retained
Shares Amount Capital Income Earnings Total
BALANCE, OCTOBER 28, 2001 2,407,766 $ 240,777 $ - $ (953,5550) $ 9,914,647 $§ 9,201,874
Issuance of stock through
option plan, including $68,587
related tax benefit 72,194 7,219 483,221 490,440
Shares repurchased (133,162) (13,316) (1,768,525) (1,781,841)
Comprehensive income:
Change in fair value of
interest rate protection
agreement, net of
income tax ($85,756) 159,260 159,260
Net income 3,288,149 3,288,149
Comprehensive income 159,260 3,288,149 3,447,409
BALANCE, OCTOBER 27, 2002 2,346,798 234,680 (794,290) 11,917,492 11,357,882
Issuance of stock through
option plan, including
$112,043 related tax benefit 172,960 17,296 406,590 423,886
Shares repurchased (70,157) (7,016) (1,226,444) (1,233,460)
Comprehensive income:
Change in fair value of
interest rate protection
agreement, net of
income tax ($78,570) 145,917 145,917
Net income 1,494,417 1,494,417
Comprehensive income 145,917 1,494,417 1,640,334
BALANCE, OCTOBER 26, 2003 2,449,601 244,960 (648,373) 12,592,055 12,188,642
Issuance of stock through
option plan, including
$152,467 related tax benefit 58,889 5,888 340,009 345,897
Shares repurchased (1,162) (116) (20,605) (20,721)
Comprehensive income:
Change in fair value of
interest rate protection
agreement, net of
income tax ($158,598) 444,967 444,967
Net income 1,097,435 1,097,435
Comprehensive income 444,967 1,097,435 1,542,402
BALANCE, OCTOBER 31, 2004 2,507,328 $ 250,732 $ 319404 § (203,406) $13,689,490  $14,056,220

See notes to consolidated financial statements.
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CASH FLOWS FROM OPERATING ACTIVITIES:
NET INCOME it e e
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation and amortization ...................co
Deferred income tax credit ...
Accretion of deferred sale/leaseback gain ..........................
Minority interests in income of Affiliated Partnership .............
Impairment of fixed assets ...
Loss on disposition of @ssets .............cocoiiiiiiiii
Changes in assets and liabilities:
Receivables, inventories, supplies and prepaid ...................
Other @S58TS .. ittt
Accounts payable, accrued and other liabilities ..................
Total Adjustments ... ..o
NET CASH PROVIDED BY OPERATING ACTIVITIES .............

CASH FLOWS FROM INVESTING ACTIVITIES:

Property additions ....... ...

Proceeds from lease incentives ...... ...,

Changes in other assets ...... ..ot

Proceeds from the sale of property ...
NET CASH USED IN INVESTING ACTIVITIES ..................

CASH FLOWS FROM FINANCING ACTIVITIES:
Principal payments under long-term obligations ......................
Proceeds from long-term obligations ......................
Debt isSUE COSTS ... u it e
Proceeds from exercise of stock options ...
Distributions to minority interests in Affiliated Partnership ..........
Cash paid for purchase of commonstock .................ccoonins
NET CASH PROVIDED BY (USED IN) FINANCING ACTIVITIES

NET (DECREASE) INCREASE IN CASH AND EQUIVALENTS ............
CASH AND EQUIVALENTS —BEGINNING OF YEAR ....................
CASH AND EQUIVALENTS—END OF YEAR ...t

SUPPLEMENTAL DISCLOSURES:
Cash paid for:
Interest-net of $170,407 $417,250, and $412,096
capitalized in 2004, 2003 and 2002 ......... ...
INCOME TAXES ...ttt e ettt ettt
Noncash activities:
Property additions financed by construction payables .............

See notes to consolidated financial statements.

YEAR ENDED
October 31 October 26 October 27
{53 weeks} 2004 (52 weeks) 2003 (52 weeks) 2002
$ 1,097,435 $ 1,494,417 $ 3,288,149
8,219,095 6,364,044 5,658,987
(777,000) (708,000) (738,000)
(126,267) (126,267) (126,267)
19,252 38,503 57,756
- 1,069,949 -
214,435 204,445 237,107
(865,071) (484,377) (210,382)
(46,769) (196,151) 42,082
1,165,649 945,511 1,698,632
7,803,324 7,107,657 6,619,915
8,900,759 8,602,074 9,908,064
(19,443,999) (19,055,328) (17,794,067)
2,430,000 1,000,000 1,488,506
127,959 234,239 (222,637)
2,807,133 12,322,527 7,561,291
(14,078,907) (5,498,562) (8,966,907)
(84,232,469) (63,157.061) (56,930,032)
88,907,129 60,376,756 58,550,801
(78,765) (153,465) (88,291)
193,431 311,843 421,836
(19,252) (38,503) (57,756)
(20,721) (1,233,460) (1,781,841)
4,749,353 (3,893,890) 114,717
(428,795) (790,378) 1,055,874
2,616,324 3,406,702 2,350,828

$ 2,187,529

$ 2,616,324

$ 3,406,702

$ 2,136,691
689,856

1,013,988

Max & Erma’s Restaurants Inc.

$ 1,744,530
887,015

979,851

$ 2,168,555
1,976,537

1,637,420




/Votes ta Cansolited Fonanciad Statements

YEARS ENDED OCTOBER 31, 2004, OCTOBER 26, 2003 AND
OCTOBER 27, 2002

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Description of Business—Max & Erma’s Restaurants, Inc. and
subsidiary (the “Company”) owns and operates restaurants under
the trade name "Max & Erma’s—Neighborhood Gathering
Place.” At October 31, 2004, there are 78 Max & Erma’s restau-
rants in operation (73 at October 26, 2003) (principally located in
the Midwestern United States). The Company owns all of the
restaurants, except for one that is owned by a separate limited
partnership (" Affiliated Partnership”) in which the Company is
the controlling general partner, and 20 of which are franchised
to unrelated parties (16 at October 26, 2003).

At October 31, 2004, the Company was contractually committed
to the lease or purchase of two new Max & Erma’s restaurants.
The estimated cost to complete these restaurants is approximate-
ly $3,300,000, net of landlord construction allowances.

Consolidation—The consolidated financial statements include the
accounts of the Company and the Affiliated Partnership. All signifi-
cant intercompany transactions and balances have been eliminated.

Cash and Equivalents—The Company considers all checking
accounts, cash funds and highly liquid debt instruments with a
maturity of less than three months at the date of purchase, to be
cash equivalents. All cash is principally on deposit with four banks.

Inventories—inventories are valued at the lower of cost, using
the first-in, first-out (“FIFO") method, or market, and consist of
food and beverages.

Pre-opening Costs—The Company expenses such costs as they
are incurred in accordance with Statement of Position No. 98-5,
Reporting on the Costs of Start-up Activities.

Depreciation and Amortization of Property—Depreciation and
amortization of property are computed generally using the
straight-line method based on the estimated useful lives of the
assets or the terms of the leases as follows:

Years
Buildings .......co oo 1510 30
Leasehold improvements ...................o 10to 15
Equipment and fixtures ... 3to 15

Leasehold Improvements—Leasehold improvements reimbursed
by the landlord through construction allowances are capitalized
as leasehold improvements with the construction allowances
recorded as deferred lease incentives. Such leasehold improve-
ments and related deferred lease incentives are amortized on a
straight-line basis over the lesser of the life of the asset or the
lease term.

Other Assets—In accordance with Statement of Financial
Accounting Standards ("SFAS") No. 142, Goodwill and Other
Intangible Assets, goodwill is no longer amortized. Deferred costs
include debt issuance costs that relate to various debt agreements
and are being amortized over the terms of the agreements.
Miscellaneous assets principally consist of liquor license costs,
which are no longer amortized in accordance with SFAS No. 142.

Asset Impairments—Annually, or more frequently if events or
circumstances change, a determination is made by management
to ascertain whether property and equipment and other intangi-
bles have been impaired based on the sum of expected future
undiscounted cash flows from operating activities. If the estimated
net cash flows are less than the carrying amount of such assets,
the Company will recognize an impairment loss in an amount
necessary to write down the assets to a fair value. in performing
its review, the Company considers the age of the restaurant and
any significant economic events, recognizing that these restaurants
may take 24 to 36 months to become or return to profitability.
Due to high start-up costs and lower sales volumes associated with
new restaurants, the Company’s policy is to delay its determination
of impairment losses for assets at restaurants opened for less than
three years. In evaluating its goodwill, the Company estimates

the fair value of the operations at each reporting date to deter-
mine if any impairment exists. See Note 9 regarding provision for
impairment of assets.

Revenue Recognition—Revenue from restaurant sales is recog-
nized when food and beverage products are sold. Franchise fees
for new franchises are recognized as revenue when substantially
all commitments and obligations have been fulfilled, which is
generally upon commencement of operations by the franchisee.
The Company recognizes royalties on a franchisee’s sales in the
period in which the sales occur. Included in revenues are franchise
fees and royalties of approximately $1,635,000, $1,217,000 and
$834,000 in 2004, 2003 and 2002, respectively.

Self-Insurance—The Company is primarily self-insured for work-
ers’ compensation. Self-insurance liabilities are determined
actuarially based on claims filed and estimates for claims incurred
but not reported.

Advertising—The Company expenses the costs of advertising
(including production costs) the first time the advertising takes
place. Advertising expense was approximately $4,155,000,
$3,214,000 and $2,863,000 for fiscal 2004, 2003 and 2002, respectively.

Contingent Rent—The Company expenses contingent rent based
on a quarterly gross sales basis.

Income Taxes—The Company is subject to Federal, state and local
income taxes. Income taxes are provided for all taxable items
included in the consolidated statements of income in accordance
with SFAS No. 109, Accounting for Income Taxes. )

Net Income Per Share—Basic income per share amounts are based
on the weighted average number of shares of common stock out-
standing during the years presented. Diluted income per share
amounts are based on the weighted average number of shares of
common stock and dilutive stock options outstanding during the
years presented. Options to purchase 40,950, 0 and 10,000 shares
of common stock were outstanding in 2004, 2003 and 2002,
respectively, but were not included in the computation of diluted
earnings per share because the options’ exercise prices were greater
than the average market price of the common shares and, there-
fore, the effect would be antidilutive. The chart below presents a
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reconciliation between basic and diluted weighted average
shares outstanding:

2004 2003 2002
Basic weighted average
shares outstanding ..... 2,459,767 2,441,700 2,333,618
Dilutive effect of
stock options ............ 123,995 206,428 256,995
Basic weighted average
shares outstanding ..... 2,583,762 2,648,128 2,590,613

Stock Options—SFAS No. 123, Accounting for Stock-Based
Compensation, defines a fair value method of accounting for
stock options and similar equity instruments. Under the fair value
method, compensation cost is measured at the grant date based
on the fair value of the award and is recognized over the service
period, which is usually the vesting period. Companies are
encouraged, but not required, to adopt the fair value method of
accounting for employee stock-based transactions. Companies are
also permitted to continue to account for such transactions under
Accounting Principles Board Opinion (“APB”) No. 25, Accounting
for Stock Issued to Employees, but are required to disclose in a
note to the financial statements proforma net income and
earnings per share as if the Company had applied the fair value
method of accounting. The Company applies APB No. 25 in
accounting for its stock-based compensation plans. Had compen-
sation cost been determined on the basis of fair value pursuant to
SFAS No. 123 for options granted in fiscal 1996 through 2004, net
income and earnings per share would have been as follows:

2004 2003 2002
Net income:
Asreported ............. $1,097,435 § 1,494,417 $ 3,288,149
Proforma ............... $ 224722 $ 617,285 §$3,207,122
Basic earnings per share: ...
Asreported ............. $ 0.45 § 0.61 § 1.41
Proforma ............... $ 009 $ 025 § 1.36
Diluted earnings per share:
Asreported ............. $ 042 $ 056 § 1.27
Proforma ............... $ 0.09 § 023 § 1.23

The following weighted average assumptions were used in the
option pricing model: a risk free interest rate of 4.31%, 4.52% and
5.53% for 2004, 2003 and 2002, respectively, an expected life of
the options of five to ten years; no expected dividend yield and
a volatility factor of 18%, 28% and 37% in 2004, 2003 and 2002,
respectively. The weighted average per share fair value of the
options granted in 2004, 2003 and 2002 was $6.74, $7.04 and
$7.24, respectively.

Segment—The Company presently operates in one segment as
determined in accordance with SFAS No. 131, Disclosures about
Segments of an Enterprise and Related Information.

Fiscal Year-End—The Company and its Affiliated Partnership each
have a 52-53 week accounting period which ends on the last
Sunday in October. Fiscal year 2004 contained 53 weeks and fiscal
years 2003 and 2002 each contained 52 weeks.

Estimates—The preparation of financial statements in conformity
with accounting principles generally accepted in the United
States of America requires management to make estimates and
assumptions that affect the amounts reported in the financial
statements and accompanying notes. Actual amounts may differ
from these amounts.

Commitments and Contingencies—The Company is involved in vari-
ous claims and legal proceedings arising from the normal course of
business. While the ultimate liability, if any, from these proceedings
is presently indeterminable, in the opinion of management, these
matters should not have a material adverse effect on the consolidat-
ed financial statements of the Company.

Recently Issued Financial Accounting Standards—SFAS No. 150,
Accounting for Certain Financial Instruments with Characteristics of
both Liabilities and Equity, requires that an issuer classify a financial
instrument that is within its scope as a liability (or an asset in some
circumstances), many of which were previously classified as equity.
The adoption of SFAS No. 150 did not have a material impact on the
Company’s consolidated financial statements.

In January 2003, the Financial Accounting Standards Board
("FASB") issued Interpretation No. 46 (“FIN 46"), Consolidation of
Variable Interest Entities. FIN 46 clarifies the application of
Accounting Research Bulletin No. 51, Consolidated Financial
Statements, to certain entities in which equity investors do not
have the characteristics of a controlling financial interest or do not
have sufficient equity at risk for the entity to finance its activities
without additional subordinated financial support from other par-
ties. FIN 46 requires a variable interest entity to be consolidated by
a company, if that company is subject to a majority of the risk of
loss from the variable interest entity's activities or entitled to
receive a majority of the entity’s residual returns or both. FIN 46
also requires disclosures about variable interest entities that a com-
pany is not required to consolidate but in which it has a significant
variable interest. In December 2003, the FASB issued FIN 46R. The
adoption of FIN 46R did not have a material impact on the
Company’s consolidated financial statements.

2. OWNERSHIP OF RESTAURANT BY AFFILIATED PARTNERSHIP

One restaurant is owned by an Affiliated Partnership in which the
Company is the general partner. As a general partner, the Company
is liable for all of the debts and liabilities of the Affiliated
Partnership. During fiscal 2004, 2003 and 2002, the Company’s
share of the remaining partnership’s profits and losses was approxi-
mately 70%, 60%, and 60%, respectively. The increase in 2004 is
due to the increase in cash flow from the partnership compared to
its net income. At October 31, 2004 no amounts were due to
Affiliated Partners.

3. LONG-TERM OBLIGATIONS
Long-term obligations consist of the following:

October 31, October 26,
2004 2003
Debt:
Revolving credit agreement ........... $ 9,321,328 $ 6,789,604
EquipmentNote........................ 4,750,000
Amended termloan ................... 17,000,000 19,400,000
Capitalleases .............coeevevvinnn. 678,900 885,964
Totaldebt ............................ 31,750,228 27,075,568
Deferred gain on sale/leaseback (Note 4) 1,640,120 1,766,387
Deferred lease incentives (Note 1) ....... 4,699,212 2,394,318
Accruedrent (Note d) ..................... 6,266,219 5,772,588
Interest rate protection agreement ..... 312,932 997,497
Deferred compensationplan ............ 544,633 494,695
Total long-term obligations ........... 45,213,344 38,501,053
Less current maturities of debt .......... (4,160,314) ( 2,664,166)
Total long-term obligations -
less current maturities ................. $41,053,030 $35,836,887

Max & Erma’s Restaurants Inc.




The Company’s credit agreement with a bank, as amended on
September 22, 2003, permitted it to borrow on a term loan with
an original principal amount of $20,600,000 (" Amended Term
Loan”). Amounts outstanding under the Amended Term Loan are
payable in quarterly instaliments of $600,000 plus interest through
March 1, 2006. If the Company elects to extend the loan, the quar-
terly payments will continue, If it does not extend its term loan,
the remaining balance will be payable over a period of five years,
as defined in the agreement. In addition, the Company has avail-
able a revolving commitment (“Revolving Credit Agreement”) of
$15,000,000. In 2003, the Company amended its revolving credit
agreement to provide for a second term loan of $6,000,000. In
2004, the Company used the loan proceeds of its second term loan
to purchase $6,400,000 of previously leased equipment. The loan
provides for monthly payments of $125,000, plus interest, begin-
ning December 31, 2003 through December 31, 2007. Both the
term and revolving credit loans have provisions for extension of
maturity dates and conversion to fully amortized term loans.
Beginning with the fiscal year ending October 26, 2003, the
Company was required to make excess cash flow payments, not to
exceed $500,000, to reduce outstanding principal balances provid-
ed the Company meets certain net income requirements. No excess
cash flow payments were made in 2004 and 2003. Each loan bears
interest at a fluctuating quarterly rate based upon the prime or
LIBOR rate determined by the ratio of the Indebtedness of the
Company to EBITDA of the Company. At October 31, 2004, the
equipment note and amended term loan rates were 5.50% and
5.19%, respectively. The rate on the revolving credit borrowings
was 5.5% at October 31, 2004. in addition, the Company must pay
a quarterly commitment fee on the unused portion of the commit-
ment and an annual agency fee. Substantially all of the Company's
assets collateralize the credit agreement.

The provisions of the Company's credit agreement require various
financial indicators to be maintained at the end of each quarterly
reporting period. At October 31, 2004, the Company was not in
compliance with its fixed charge ratio, earnings before taxes,
interest coverage, and senior debt ratios. The Company received a
waiver from its lenders addressing the deficiencies dated
December 2, 2004 and has amended such covenants in fiscal 2005.
The Company was in compliance with all other debt covenants as
of October 31, 2004.

The Company entered into a $20,000,000 interest rate protection
agreement in fiscal 2000, as required by the credit agreement
described above, to manage its exposure to the variability of cash
flows primarily related to the interest rate changes on borrowing
costs. The swap fully amortizes over the life of the contract
(remaining balance of approximately $8,571,000 at October 31,
2004). The Company pays the bank a quarterly fixed rate of 6.48%
and receives a quarterly variable rate payment based on the LIBOR
rate, capped at 7%. The agreement is designated as a cash flow
hedge. Hedging effectiveness is assessed periodically by comparing
the fair market value of the agreement to agreements with terms
similar to the lending facility. The effective portion of periodic
gains and losses of the contract are deferred in other comprehensive
income until the transactions are recognized. Any portion of the
contract that is ineffective is recognized in earnings immediately.
The protection agreement had a total fair value of approximately
$313,000 at October 31, 2004 which is reflected as a long-term
liability and accumulated other comprehensive income (net of
taxes of $110,000, totaling $203,000). For the years ended October
31, 2004 and October 26, 2003, the ineffective portion of the
protection agreement was not material to the Company’s consoli-

dated financial statements. The Company estimates approximately
$219,000 of net derivative losses will be reclassified to interest
expense in 2005. As the interest rate protection agreement is with a
major bank, the Company does not expect to be subject to credit
risk exposures.

Future maturities of long-term debt obligations at October 31,

2004 are as follows (see Note 4 for maturities of other long-term
obligations):

Year Ending in October

20005 $ 3,900,000
2006 . 5,865,466
2007 7,830,933
2008 e 6,580,933
2000 i 4,097,599
Thereafter . ... 2,796,397

Total ..o $ 31,071,328
4. LEASES

The Company leases certain land and buildings used in the restau-
rant operations under various long-term capital and operating lease
agreements. The initial lease terms range from five to thirty years
and expire between 2005 and 2025. The leases include renewal
options for five to twenty additional years. Several leases require, in
addition to the base rent, additional rent based on percentages of
the restaurant’s annual gross revenue, as defined. The Company is
also obligated to pay certain real estate taxes, insurance, common
area charges and various other expenses related to the properties.
The leases are collateralized by subordinated liens on the leasehold
improvements, equipment and fixtures.

The Company leases vehicles and equipment used in the restaurant

operations under both capital and operating lease agreements. Lease

terms range from two to six years and expire through 2009. The
Company is required to pay certain taxes, insurance and other
expenses related to the leased property. The Company also leases
other equipment for periods of one year or less.

The following is a summary of property under capital leases included
in the accompanying consolidated balance sheets:

October 31, October 26,
2004 2003
Asset Description

Buildings ... $ 1,045,000 $ 1,045,000
Equipment and fixtures .................... 568,984 585,111
Total ... 1,613,984 1,630,111
Less accumulated amortization ............ (1,415,908) (1,368,004)
Net .. $ 198,076 §$ 262,107

Future minimum lease payments under the capital leases and the
present value of such payments at October 31, 2004 are as follows:

Year Ending in October

2005 e e $ 90,000
2006 .. e e 90,000
2007 e e 90,000
2008 e 90,000
2000 90,000
Thereafter .. ... 810,000

Total minimum lease payments ......................... 1,260,000
Less amount representing interest ......................... (581,100)
Present value of minimum lease payments ................ 678,900
Less current maturities ..o (23,557)

Total obligations under capital leases—

less current maturities ... $ 655,343
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At October 31, 2004, the future minimum rental commitments
under noncancellable operating leases with an initial term in excess
of one year are as follows:

Year Ending in October

2005 L $ 14,147,911
2006 Lo 14,222,920
2007 13,869,100
2008 .. e 13,015,941
2009 L 12,208,331
Thereafter ... 129,563,244

TJotal .o $197,027,447

The above future minimum rental amounts include the land portion
of certain capital leases, but exclude renewal options and additional
rent based on sales or increases in the United States Consumer
Price Index ("USCPI"). For operating leases which require increasing
rental payments over the term of the lease, the Company records
rent expense on a straight-line basis. The related accrued rent will
generally reverse over the next fifteen years.

In 2004, 2003 and 2002, the Company entered into sale-leaseback
transactions with regard to the land, buildings, fixtures and
improvements at eleven restaurant sites whereby the Company
leases back the restaurant sites under operating leases over twen-
ty-year periods. Generally, the base rents of the leases will be
adjusted by the lesser of a defined percentage or a factor of the
increase in USCP! at each anniversary date, as defined. These trans-
actions did not result in a significant gain or loss to the Company.

Rent expense, including common area charges but excluding taxes,
insurance and other expenses related to all operating leases, consists
of the following:

2004 2003 2002
Minimumrent ............... $15,148,347 $16,392,102 $14,077,701
Contingent rent based on
percentage of gross
revenue ................... 183,263 166,109 103,571
Total ....................... $15,331,610 $16,558,211 $14,181,272

The Company has agreements with a partnership in which an out-
side director of the Company is a partner that grants rights to the
partnership to install and operate coin-operated amusement
equipment in certain restaurants. Under the agreements, the
Company has received games revenue averaging approximately
$57,000 per year over the last three years.

5. INCOME TAXES
The Company’s effective tax rate varies from the statutory Federal
income tax rate as a result of the following factors:

2004 2003 2002

Provision at statutoryrate ... $ 327,000 $ 508,000 $ 1,529,000
State income taxes—

net of Federal benefit ..... 70,000 110,000 226,000
Jobs related tax credit ........ (58,000) (51,000) (28,000)
FICAtaxcredit ................ (867,000)  (637,000) (518,000)
Correction of prior year error 375,000 - -
Other-net..................... 16,000 70,000 1,000

Total Provision ............. $ (137,000) $ - $ 1,210,000
Effective income tax rate ..... (14.3)% -% 26.9%
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The tax effects of significant items comprising the Company’s net
deferred tax asset at October 31, 2004 and October 26, 2003 are
as follows:

October 31, October 26,
2004 2003

Deferred Tax Assets (Liabilities) .
AccruedRent ... $2,614,000 $2,607,000
Depreciation ........c.ccooiiiiiiinicinint. 1,484,000 1,681,000
Deferredgain ..........coooviieiiiinnnn 767,000 890,000
Officers' benefits ............................. 479,000 559,000
Interest rate protection agreement ........ 110,000 349,000
FICAtaxcredit........oooeviviiiie i, 2,053,000 727,000
Partnership ...........cocoiiiiiii i, 90,000 98,000
Other .. 72,000 101,000
Total deferred tax assets ................. 7,669,000 7,012,000
Prepaid insurance and other ................ (119,000) _ (156,000)
Total deferred tax liabilities .............. (119,000) (156,000)
Net deferred taxasset ....................... $7,550,000 $6,856,000

6. STOCK OPTION AND BONUS PLANS

On December 11, 2001, the Company adopted the 2002 Stock
Option Plan (the 2002 Plan”). The 2002 Plan provides that the
Company may grant options to certain key employees of the
Company and its affiliates, consultants and advisers who render
services to the Company and its affiliates, and directors of the
Company who are employees of neither the Company nor any affili-
ate (“Non-employee Directors”). The terms of the 2002 Plan are at
the sole discretion of a committee of three non-employee members
of the Company’s Board of Directors (the “Committee”). Under the
2002 Plan, the Company may grant 250,000 shares. The Committee
will determine the option price per share of each incentive stock
option granted under the 2002 Plan. The option price may not be
less than the fair market value of a share on the date of grant of
such option. If the grantee owns more than 10% of the total com-
bined voting stock of the Company, the exercise price of the option
must be at least 110% of the fair market value. At October 31, 2004,
72,000 shares under option were exercisable and 55,050 shares were
reserved for future grants under the 2002 Plan.

Also in effect at October 31, 2004 are the 1992 and 1996 Stock
Option Plans (collectively the “Plans”). Options granted under the
Plans may be either incentive stock options or non-statutory stock
options. The terms of the options granted under the Plans are at the
sole discretion of a committee of three non-employee members of
the Company’s Board of Directors. The Plans provide that the
Company may grant options (generally at fair market value at the
date of grant) for not more than 412,500 and 400,000 shares of
common stock, respectively, to certain key employees, officers and
directors. Options granted under the Plans are generally first exercis-
able three years after the date of grant and expire six years after
the date of grant, according to the terms of each option. At
October 31, 2004, 60,701 shares under option were exercisable and
9,550 shares were reserved for future grants under the 1992 Stock
Option Plan. Under the 1996 Stock Option Plan, 52,000 shares under
option were exercisable and 5,500 shares were reserved for future
grants at October 31, 2004.

During fiscal years 1996 through 2001, the Company provided for
the payment of bonuses in cash and/or common stock pursuant to
the 1996 Employee Incentive Stock Purchase and Manager Bonus
Plan (the “1996 Bonus Plan”). Early in fiscal 2001, the Company ter-
minated this plan. During fiscal 2001, 6,523 shares were issued



under the 1996 Bonus Plan, at a weighted average fair value of
$8.38. During 2001 the Company recognized compensation expense
of $54,662 related to the granting of shares under these Plans at
less than fair market value at the date of grant.

The following summarizes the stock option transactions:

Weighted
Average
Number of  Exercise
Options Price
Balance, October 28,2001 ................cooe 610,800 $ 7.61
Granted .............. e 11,000 13.07
Exercised .......... (88,100) (7.39)
Cancelled ... (11,500) (7.49)
Balance, October 27,2002 ....................... 522,200 7.77
Granted ............... 165,000 14.26
Exercised ... (306,500) (7.39)
Cancelled ... (2,000) (7.31)
Balance, October 26,2003 ....................... 378,700 10.91
Granted ... 30,950 17.51
Exercised ... (85,999) (6.73)
Cancelled ................. ... (10,000) (11.13)
Balance, October 31,2004 ....................... 313,651 $12.69

The following summarizes information regarding stock options
outstanding at October 31, 2004:

Options Outstanding Options Exercisable

Number Number Weighted
Outstandingat ~ Weighted Average Weighted Exercisable at Average
Range of Exercise October 31, Remaining Average Exercise  October 31, Exercise
Prices 2004 Contractual Life Price 2004 Price
$7.00-$1030 112,701 4.1 $9.05 112,701 $9.05
$13.75-$17.75 200,950 8.2 $14.74 72,000 $14.17

The 1992 and 1996 Option Plans permit optionees to tender
shares to the Company in lieu of cash for the exercise of stock
options. In fiscal 2004, 2003, and 2002, 56,000, 133,540 and 15,906
shares, respectively, were tendered for the exercise of 27,110,
258,000 and 26,350 options, respectively. During fiscal 2004, 2003,
and 2002, the Company repurchased 1,162, 69,882 and 17,210
shares, respectively, of common stock at the fair market value
from certain officers at a cost of $20,721, $1,228,644 and
$229,140, respectively.

7. EMPLOYEE BENEFIT PLANS

Max & Erma’s 401(k) Savings Plan and Trust allows employees who
have attained age 21 and have completed one year of service to
defer receipt of a portion of their compensation and contribute
such amounts to various investment funds. The Company matches
a percentage of the employees’ contributions.

The Company adopted a Deferred Compensation Plan effective
January 1, 1999 to provide a tax deferred compensation to a select
group of management or highly compensated employees of the
Company through deferrals of cash compensation and Company

related contributions. Participants in the plan may contribute up to
25% of their compensation. Employer contributions are permitted
up to the first four percent of compensation the participant has
contributed in combination with the Company's 401(k) Savings Plan
and Trust. Employer contributions are fully vested after five years of
service. The fair value of the investment included in other assets and
offsetting liability was approximately $545,000 at October 31, 2004.

Total expense for these plans for 2004, 2003 and 2002 was approxi-
mately $348,000, $245,000 and $254,000, respectively.

8. ESTIMATED FAIR VALUE OF FINANCIAL INSTRUMENTS

The carrying amounts of cash and equivalents, receivables, accounts
and construction payables, and accrued liabilities at October 31,
2004 and October 26, 2003 and October 27, 2002 approximate their
fair value due to the short-term maturities of these items.

The carrying amount of the Company’s long-term debt and interest
rate protection agreement approximated their fair values at
October 31, 2004, October 26, 2003 and October 27, 2002. The fair
value of the Company’s long-term debt is estimated based on the
current interest rates offered for debt of the same remaining
maturities. The fair value of the Company’s interest rate protection
agreement is based on quoted market values offered for the same
or similar agreements.

9. IMPAIRMENT OF FIXED ASSETS

During fiscal 2003 the Company recorded a $1,070,000 impairment
charge on its fixed assets. The loss consisted of the write-down of
certain leasehold improvement costs of two of the Company’s restau-
rants based on the Company’s analysis of discounted cash flows.

g
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Bont of Dhypenddint Rgistored Poblle Qecsunting Fom

To the Stockholders and Directors of Max & Erma‘s Restaurants, Inc.:

We have audited the accompanying consolidated balance sheets of Max & Erma‘s Restaurants, Inc. and subsidiary
(the “Company”) as of October 31, 2004 and October 26, 2003, and the related consolidated statements of income,
stockholders’ equity, and cash flows for each of the three years in the period ended October 31, 2004. These
financial statements are the responsibility of the Company’s management. Our responsibility is to express an opin-
ion on these financial statements based on our audits.

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

statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position
of Max & Erma’s Restaurants, Inc. and subsidiary at October 31, 2004 and October 26, 2003, and the results of their
operations and their cash flows for each of the three years in the period ended October 31, 2004, in conformity
with accounting principles generally accepted in the United States of America.

Mﬁh *—Tw&«.g LLP

Columbus, Ohio
December 20, 2004

William E. Arthur, Director Of Counsel, Porter, Wright, Morris & Arthur, LLP Todd B. Barnum, Chairman of the Board,

Chief Executive Officer, President and Director Bonnie J. Brannigan, Vice President of Marketing and Planning

Steve Catanese, Regional Vice President of Operations Thomas R. Green, Director, Chief Executive Officer, Lancaster Pollard

& Company Gregory L. Heywood, Regional Vice President of Operations James Howenstein, Vice President of Operations
Robert A. Lindeman, Chief Development Officer Michael D. Murphy, Director, Private Investor William C. Niegsch, Jr., Executive
Vice President, Chief Financial Officer, Treasurer, Secretary and Director Timothy C. Robinson, Director, Senior Vice President and

Chief Financial Officer, Children’s Hospital, Inc. Robert A. Rothman, Director, President, Amusement Concepts, Inc.

Max & Erma’s Restaurants Inc.




Total (Loss)lgg?gg Net Eammgls) l:ll.jg:g
Income Taxes Income Per Share
$ 1,204 $ 891 $ 034 $ 19.00
627 497 0.19 18.25
{174) (710 (0.03) 17.23
(697) (220) (0.09) 16.00
$__ 960 $ 1,097 $ o042 $_19.00
$ 1,236 % 908 $ 0.34 $ 1793
807 650 0.25 15.74
686 626 0.24 16.51
(1,235) {684) {0.28) 18.19
$ 1,494 $ 1,494 $ 056 $ 18.19

© . Quarterly Calendar:
Max & Erma’s operates on a fiscal year ending on the last Sunday
in October. Generally, uar’cer!y results are announced within
=+ 30 days after the end of each quarter and audited results are
announced within 60 days after year-end.

The Company’s common stock trades on the NASDAQ National Market under the symbol MAXE.
o At November 30, 2004 there were 654 stockholders of record of the Company's common stock.
’ THE closing price for the Company's common stock at October 31, 2004 was $13.35.

Stock Transfer Agent And Rggistrar:

National City Bank

Corporate Trust Administration . . .

P.O. Box 94915

Cleveland, OH 44101-4915

! - 216-222-2644
E Fiscal 2005 Quarter-End Dates
= ' " February 20, 2005 Stockholders are advised to notify the Transfer Agentot:
’ s Zmzk quanter May 15, 2005 in address or problems regarding missing or mcan’%ct
i 3rd quarter August 7, 2005 or stock certificates. . ...
} e -4t quarter October 30, 2005
| o 10-K Report:
- - Dividends: Stockholders may obtain, without cost, a copy of Form W’-K for

! 2. The Company paid ne cash dividends in fiscal 2002, 2003 or 2004.
| = The Company presently intends to retain its earnings to finance

.. the growth ahd development of its business and does not antici-
.. pate paying any cash dividends in the foreseeable future.

William C. Niegsch, Jr.

Max & Erma’s Restaurants, Inc.
P.O. Box 297830

4849 Evanswood Drive
Caliimbus, Dhio 43229




Akron, Ohio

Ann Arbor, Michigan

Atlanta, Georgia
Dunwoody
Gwinnett

Canton, Ohio

Charlotte, North Carolina

Huntersville
University Place
Chicago, lllinois
Arlington Heights
Burr Ridge
Cantera
Deerpark
Gurnee
Hoffman Estates
Vernon Hills
Woodridge
Cincinnati, Ohio
Cincinnati Airport ©
Crestview, KY m
Eastgate
Hamilton, KY @
Hyde Park
Kenwood
Union Center
Wilmington O
Cleveland, Ohio
Cleveland Hopkins

Internationat Airport{2) O

Mentor

Middleburg Heights

Solton

Tiedeman Road

Westlake
Columbus, Ohio

Chillicothe O

City Center

Crowne Plaza O

Dublin

Easton

East Broad Street

Gahanna

German Village

Hilliard

Polaris

Port Columbus

International Airport O

Reynoldsburg

Route 161 at US. 71

Sawmill Road

Upper Arlington

Westerville
Dayton, Ohio

Beavercreek

Dayton AirportO

Dayton Mall

Miller Lane
Detroit, Michigan

Auburn Hills

Birmingham

Canton

Farmington Hills

Livonia

Novi

Plymouth ®

Rochester Hills

Sterling Heights

Westland
Eastern Virginia

Norfolk

Virginia Beach
Erie, Pennsylvania
Grand Rapids, Michigan

Grandville

Woodland Mali
Green Bay, Wisconsin

Bay Park O

Green Bay O
indianapolis, Indiana

Carmel

Castleton

College Park

Eagle Creek

Edinburgh O

Evansville O

Greenwood

Mishawaka O

Seymour O

Lansing, Michigan
Lexington, Kentucky
Beaumont Centre
Man O’ War
Louisville, Kentucky
Hurstbourne
Prospect
The Summit
Niles, Ohio
Philadelphia, Pennsylvania
Downingtown O
Oaks ©
Pittsburgh, Pennsylvania
Cranberry
Downtown Pittsburgh
Fox Chapel
Gibsonia
Monroeville
Parkway West
Peters Township
Shadyside
South Hills
Richmond, Virginia ©
St. Louis, Missouri
Downtown O
Mid Rivers Mall O
Sandusky, Ohio ©
Toledo, Chio
Maumee
Ohio Turnpike (2) O
Perrysburg
Sylvania

O Franchised Locations opened
or under development

® |ocations Under Development




