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Thousand Trails, Inc.

The Company

Operating Highlights

Thousand Trails, based in Bellevue, Washington, owns, operates, and sells memberships in a
network of 43 camp resorts in 16 states and in British Columbia, Canada. Nearly 100,000
families are members of Thousand Trails.

A Thousand Trails resort is a destination for families who love the outdoors and appreciate
quality facilities managed by a fine staff of professionals. Each location is distinguished by its
natural beauty, surrounding attractions and well-planned amenities including swimming pools;
lodges and recreation centers; sports facilities such as tennis, shuffleboard, and horseshoes;
trading posts; hiking trails and open space. Individual campsites are developed with special care
to ensure privacy and to provide full convenience for members. On-site travel-trailers and
cabins are also available to members for a nightly fee.

Memberships are sold by a professional sales staff primarily at the Company’s resorts. The
marketing department supports the on-site sales effort through direct mail, telemarketing, mem-
ber referral, and joint marketing programs with other related businesses.

A Thousand Trails member pays an initial membership fee and annual dues entitling the mem-
ber’s family to up to three generations of use of any existing or future locations for an unlimited
number of visits of up to two weeks’ duration per visit.

Year Ended December 31, 1982 1983 1984 1985 1986
Membership Sales $56,454,000 $79.971,000 $116,983,000 $127,603,000 $59,860,000
Total Revenues 70,073,000 100,222,000 148,515,000 173,734,000 113,413,000

Net Earnings (Loss) 7,761,000 12,004,000 19,110,000 1,788,000 (50,422,000)
Earnings (Loss) Per Share*
Primary $.97 $1.23 $1.78 $.17 $(4.87)
Fully Diluted $.89 $1.21 $1.76 $.16 $(4.87)
Weighted Average Shares*
and Equivalents
(Primary) 7,998,000 9,721,000 10,729,000 10,678,000 10,346,000
(Fully Diluted) 8,787,000 10,003,000 10,883,000 11,034,000 10,346,000
Shareholders’ Equity

Per Share $3.68 $5.91 $7.59 $7.63 $2.76
Number of Shareholders 1,459 1,643 1,991 2,381 2,609
Employees 700 1,100 1,500 2,000 1,100
Family Memberships 38,100 51,100 68,700 85,100 91,000
Resorts 21 28 42 43 43

*Adjusted for stock splits in 1984 and 1983.
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Thousand Trails, Inc. 2
Management’s Letter to Shareholders

—

n last year’s annual report, we stated that 1986 would be a year of consolidation as we shifted
from a strategy of rapid growth and increased borrowings to one of down-sizing the Company and focusing on cash flow.
0ur consolidation efforts included: 1) a 36% decrease in staff at our corporate headquarters and the initiation of a search
for a smaller, less expensive corporate headquarters facility; 2) a moratorium on new property acquisitions and a 68%
decrease in construction spending; 3) a decrease in membership sales targets to conserve the cash necessary to finance
new sales; 4) a decrease in the number of operating sales offices from 27 to 12 by December 31, 1986; and 5) a refocusing
of our sales efforts on our most cost-effective selling locations. To further enhance cash flow, we continued incentive
programs during 1986 to encourage members to pay their installment contracts prior to maturity. As aresult of the
actions taken to date, we achieved positive cash flow from operations in the fourth quarter of 1986 and the first quarter of
1987. We also reduced borrowings under the Company’s bank line of credit from $100 million at December 31, 1986 to
$90.3 million at March 31, 1987. In addition, in December 1986, we purchased $17.9 million principal amount of the
Company’s 14.625% senior subordinated notes due 1992 at a cost of $11.5 million. The cash for this purchase came from
the sale to Western Savings and Loan Association of certain assets not related to the Company’s membership resorts.
This purchase will reduce interest costs by $2.7 million annually beginning in 1987. nuring the fourth quarter of 1986,
we reevaluated the marketing strategy for future membership sales at each of the Company’s resorts. This reevaluation
was prompted by the lower level of membership sales and higher marketing costs in 1986, the financial constraints on
the Company’s ability to finance new membership sales, and other relevant market considerations. As a result, we
reduced the number of campsites planned for construction in the future at the resorts and made a $33.3 million (after

tax) noncash write-down of resort land and improvements. The adjustment reduced future construction requirements
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from $104 million to $52 million. Because of the size of the Company’s debt in relation to our down-sized operations,
we have begun discussions with the Company’s principal lenders to restructure the debt. Our objective is to reduce inter-
est costs and extend amortization schedules. Although there can be no assurance that a restructuring of the Company’s
debt can be accomplished, we believe there is a reasonable likelihood that we will be able to restructure the debt in a
manner that should provide sufficient cash flow to continue our existing level of operations. The opinion of the Com-
pany’s independent auditors on the financial statements included in this report has been qualified subject to a successful
restructuring of the debt. 0ur challenge in 1987 is to work toward profitable operations by restructuring the Company’s
debt and maintaining a moderate rate of sales at a reasonable marketing cost. We have recently completed several mar-
keting studies that have brought us new information about the market for our industry. Additionally, we have added to
our management team new marketing and sales executives with successful track records in direct leisure time market-
ing. Although we expect lower sales volume in 1987 than in 1986, we intend to focus on reducing marketing costs as a
percentage of sales and positioning our product line for a long-term future. We have confidence in our product and
maintain the strong belief that Thousand Trails fulfills a valuable recreational and leisure time need. We appreciate your

continued support.

Sincerely,
C. James Jensen Howard P. Behar
Chairman of the Board and President and

Chief Executive Officer Chief Operating Officer
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THOUSAND TRAILS, INC.
PART I

ITEM 1. BUSINESS

Thousand Trails, Inc. owns and operates the largest membership-based destination campground resort
system in the United States. The Company’s resorts are located in scenic areas generally within 100 miles of
metropolitan centers. The resorts are operated exclusively for members and feature family-oriented recreational
facilities and activities in a carefully developed setting of individual campsites, common facilities, and open
space left in a natural state. The campsites and facilities are used by members owning recreational vehicles and
members renting Company-owned travel trailers or cabins.

A Thousand Trails member pays an initial membership fee and annual dues, entitling the member’s family
to use the Company’s resorts for an unlimited number of visits. Memberships are marketed principally to
families who are interested in using the resorts for vacations and on weekends. There were 91,000 memberships
outstanding at December 31, 1986, approximately 51,000 (56%) of which were fully paid and the balance of
which are being purchased on an installment basis.

Resort Network

Between 1983 and 1985, the Company rapidly acquired and developed new properties in order to establish
a national network of resorts. At December 31, 1986, the Company had 43 resorts located in 16 states and
British Columbia, Canada. In addition, the Company had two additional properties which are classified on its
balance sheet as investments in real estate. The Company has no plans to develop these properties in 1987,
although they are available for development or disposition in subsequent years.

The Company presently has sufficient planned campsite inventory to sell memberships for the next several
years without having to acquire any new properties, and the Company does not intend to acquire any new
properties during 1987.

During the fourth quarter of 1986, the Company reevaluated the market for future membership sales at
each of its resorts and reduced its estimate of the number of memberships it will be able to sell in the future
from 183,000 to 99,000. This reevaluation was prompted by the lower level of membership sales achieved by
the Company in 1986, the financial constraints on the Company’s ability to finance new membership sales, and
other relevant market considerations. As a result, the Company reduced the number of campsites planned for
construction in the future at its resorts from 16,292 to 7,763 and charged against operations approximately
$63,281,000 of incurred but unamortized land and improvement costs in certain areas to reflect the change in
estimated net realizable value resulting from lower levels of membership sales in 1986 and future years. See
“Item 7. Management’s Discussion and Analysis of Financial Condition and Result of Operations.”’

For sales and operational purposes, the Company has divided the United States and the province of British
Columbia, Canada into geographic areas. Area designations and the location and year of acquisition of each of
the 43 operating resorts are indicated on the map located on page 9.

Resort Facilities

The resorts feature campsites with electrical and water connections for recreational vehicles, restroom and
shower facilities, rental trailers or cabins, and such facilities as swimming pools, indoor recreation centers,
tennis courts, basketball and athletic courts, other outdoor game areas and fields, hiking trails, chapels, trading
posts, and other resort facilities. On each resort, the Company employs a recreational staff to organize activities
for children, adults, and families, such as barbecues, arts and crafts projects, dances, exercise classes, parties,
tournaments, and a broad range of games. The Company also provides a year-round maintenance and security
staff at each resort.

The Company owns and maintains fully furnished rental trailers at each operating resort and fully furnished
cabins at five resorts. As of December 31, 1986, the Company had a total of 1,739 rental trailers and 90 cabins
at its resorts.

Although specific resort facilities vary, the conceptual site plan of the San Benito, California resort located
on page 10 is representative of a typical resort. Located on page 11 is a table that presents the facilities available
at each resort as of December 31, 1986.




The Company plans facilities at its resorts that can be built in phases over a number of years as use by
members dictates. In determining the optimum rate of development for a resort, the Company utilizes historical
data regarding use of the resort by members as well as estimates of future membership sales at the resort.
Information concerning the development status of the Company’s resorts by geographic area, including costs of
existing and planned campsites and facilities, is summarized as of December 31, 1986 in the table below.

Cumulative
Estimated Costs
Cost of Expensed
) Existing Additional to
Number Member- Campsites Resort Planned Member-
of Average ships Total Land & Improve- ship
Area Resorts Acreage Sold Planned  Existing Approved Improvements ments Sales™)
Operating (Dollars in thousands)
1 8 159 19,880 2,302 2,325 5367 $ 16,201 $ 1,228 $12,346
2 13 202 44,366 7,017 5,036 7,261 64,896 13913 46,936
3 i/ 222 13,011 3,387 1,744 5,300 28,396 9,280 12,540
-+ 1 268 1,311 1,100 249 1,200 7,750 5,602 1,558
5 4 234 7,339 3,161 916 3,300 22,477 14,140 8,143
6 10 252 5,093 2,006 940 7,462 19,760 7,540 5,991
43 910000518073 5 211L210; 127,890 $159,480 $51,703 $87,514

(1) Cumulative costs expensed do not include the real estate adjustment of $63,281,000 discussed above.

In general, the Company has developed its resorts in stages. In the initial start-up phase, core facilities,
including the sales office, entry and tour road, and common facilities such as an activity center, swimming pool
and cabana complex, athletic courts, and restroom facilities are completed along with an initial number of
campsites. As membership sales and usage dictate, additional common facilities and campsites are built until
planned maximum capacity is reached. However, the Company is not obligated to continue development of a
resort if the additional capacity is not required based on membership sales and usage.

The Company has developed design and construction standards that are utilized on its resorts to promote
high quality development and reduce maintenance and replacement costs. Development is seasonal and most
construction occurs during the summer months. The Company acts as general contractor for all of its develop-
ment and engages subcontractors to perform a substantial amount of the construction required on its resorts. The
Company also employs construction crews for certain activities. The number of Company construction employ-
ees ranged from a peak of approximately 65 persons in the summer of 1986 to 16 at the end of 1986.

Memberships

Prior to 1983, the Company sold only a camping membership designed for owners of recreational vehicles.
During 1983, the Company purchased travel trailers, installed them on its resorts for use by members, and
began marketing vacation memberships to individuals who do not have a recreational vehicle.

A camping membership entitles the member’s family to use an individual campsite without charge in a
recreational vehicle provided by the member. A vacation membership entitles the member’s family to rent a
company-owned travel trailer at a preferential rate ranging from $18 to $29 per night, depending on the type of
trailer and length of stay. A toll-free reservation system is used for advance booking of rental trailers. A
camping member may also rent a Company-owned travel trailer but is charged a higher rental rate ranging from
$21 to $32 per night, depending on the type of trailer and length of stay. In addition, rentals of Company-
owned travel trailers by camping members are subject to use priority for vacation members.

During 1985, the Company combined the camping membership formerly offered to owners of recreational
vehicles and the vacation membership formerly offered to individuals who do not have a recreational vehicle.
The combined membership, called a resort membership, entitles the member’s family to rent a Company-owned
travel trailer at the preferential rates available to vacation members or, at the member’s option, to use an
individual campsite without charge in a recreational vehicle provided by the member. Resort members are also
entitled to the same reservation priority for rental trailers available to vacation members.

In 1986, the Company constructed 90 cabins at five resorts to provide nicer accommodations for members
than travel trailers. All members may rent the cabins on an equal priority basis at a rate ranging from $28 to $39
per night depending on length of stay.




Camping, vacation, and resort memberships are either unlimited or restricted to certain geographic areas.
The unlimited membership entitles the member’s family to use all existing and future resorts operated by the
Company in its entire resort network. The area membership entitles the member’s family to use the existing and
future resorts within a defined geographic area. There are presently six membership areas which are described
on the map on page 9. Members who purchase an area membership have the right to convert it to an unlimited
membership at any time for an additional fee. Approximately 84% of the memberships sold in 1986 were
unlimited memberships and the balance were area memberships. The unlimited resort membership is currently
priced at $7,495.

All types of memberships permit the member’s family to use the Company’s resorts but do not convey an
ownership interest in the Company or its resorts, the right to use any specific campsite, trailer, or cabin, or the
right to control further development or operation of the resorts. Although the Company may develop additional
resorts in the future, prospective members are cautioned to base their decision to purchase a membership on the
facilities available at the time of purchase. The Company does not contractually obligate itself to provide
additional facilities at any future date.

There is no limit on how many times a member may visit each resort during the year. However, to allow
all members reasonable access to each resort, a member is permitted to stay at a specific resort for a maximum
of up to 14 consecutive days, after which the member may not stay at any resort for the next seven days. The
average duration of a member’s stay at a resort is three to four days.

Prior to 1986, all memberships sold by the Company could be used for the lifetime of the members and
allowable transferee members. During 1986, the Company began marketing term memberships which expire
after 3 or 10 years and sell for $1995 and $4995, respectively. The term memberships are non-transferrable.

The lifetime memberships currently sold by the Company cannot be transferred during the initial two years
after purchase, except to a family member or by operation of law. Thereafter, these memberships may be
transferred by sale, gift, or inheritance, but may not be transferred more than twice and only one of these
transfers can be by sale. Lifetime memberships expire upon the death of the last allowable transferee. Transfers
under the current contract are not permitted at a price higher than the purchase price paid by the original
member plus a 10% transfer charge payable to the Company. Transferees are accepted as members and issued
membership cards admitting them to the resorts only after the Company has consented to the transfers and the
transferees have executed new membership contracts which include annual dues at the current level for new
members. The Company does not repurchase memberships or locate purchasers for members who wish to sell
their memberships. The number of membership transfers, which has been less than 1.4% of the total mem-
berships outstanding at the end of each year, was 908 in 1984, 1,003 in 1985, and 905 in 1986.

Marketing Strategy and Programs

The Company directs its marketing efforts principally to RV owners and others who have an active interest
in family-oriented, outdoor recreational activities. Prospective members receive invitations to tour the Com-
pany’s resorts primarily through direct mail solicitations, personal referrals, and referrals by other companies
with which Thousand Trails has a joint marketing arrangement. A prospective member is offered a gift such as
complimentary camping, an electronic appliance, or an item of sporting equipment, as an incentive to travel to
one of the resorts, tour the facilities with a salesperson, and attend a sales presentation. The sales presentation
emphasizes the location, quality of the amenities, and regularly planned activities at each resort. Approximately
145,000 prospective members toured the Company’s resorts in 1986 and approximately 6.8% of these prospec-
tive members purchased a membership.

During 1986, approximately 63% of the Company’s membership sales were solicited by direct mail. In
addition to direct mail solicitation, the Company solicits new members through a member referral program by
which current members receive awards for referrals. During 1986, approximately 17% of the Company’s mem-
bership sales were referrals from existing members, and the Company believes its member referral program will
become increasingly important as the number of members grows and direct mail solicitations become less
effective. The Company has also entered into joint marketing agreements with a number of companies, such as
Fleetwood Industries, Camping World, and U-Haul, which resulted in approximately 3% of the Company’s
1986 membership sales. The Company intends to pursue joint marketing arrangements with other companies
and believes that such arrangements will become a more significant part of its marketing program in the future.

The Company intends to make increasing use of marketing programs involving more selective targeting of
tour recipients and emphasizing referrals of prospective members by existing members and other companies.
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The Company believes that such programs may result in lower marketing costs as a percentage of membership
sales than direct mail solicitations. Industry experience suggests, however, that continued penetration of a
market without variation of marketing techniques to expand the base of potential members will eventually lead
to reduced sales volume and reduced profitability. As a result, the Company is exploring alternative mem-
bership programs to broaden its appeal within a given market area, such as the introduction of cabins at five of
its resorts in 1986.

Membership Sales

Membership sales are made primarily at Company resorts after a tour of the resort. During 1986, the
Company conducted sales activities at 27 of its 43 operating resorts. In an effort to reduce marketing costs and
make best use of its available resources, the Company has temporarily discontinued marketing at a number of
resorts and is concentrating its sales efforts at its most cost effective properties. The Company intends to
conduct sales activity at approximately 12 resorts during 1987. At the remaining 31 resorts where the Company
does not have a sales organization, a member of the resort services staff will be trained to give sales presenta-
tions on a limited basis to referrals from members and others.

The Company’s membership sales are concentrated in the six-month period from April through September.
The percentages of annual sales occurring during this period were 66% in 1984, 65% in 1985, and 67% in 1986.
Although the seasonality of sales has been mitigated somewhat by the addition of resorts in the milder climates
of California, the Southwest and the Southeast, the Company expects membership sales to continue to exhibit
seasonal patterns.

In 1986, the number of salespersons employed by the Company ranged from a peak of 324 persons in the
summer to 130 at year end due to the seasonal nature of the Company’s business. Salespersons are compensated
on a commission basis. Each salesperson is trained by the Company and must follow detailed guidelines
prepared by the Company in making sales presentations. Printed information regarding the Company and its
resorts, as well as the rights and obligations of membership, is presented to each prospective member before a
membership is sold.

In addition to systematic training of salespersons and utilization of standardized sales presentations, the
Company monitors its salespersons by surveying individuals who received a sales presentation but did not
purchase a membership. The information received helps the Company identify any problems in sales practices
and evaluate both the presentations made by individual salespersons and the general consumer perception of the
Company. The Company records, analyzes, and investigates consumer complaints on a continuing basis to
provide prompt information to the sales and marketing management, to assure a rapid and proper response to
consumers, and to monitor the progress of the Company in eliminating causes of consumer concern.

Membership Profile

Most members own recreational vehicles and have an active interest in camping, boating, fishing, and
other family-oriented recreational activities. Each year, the Company conducts a survey of its membership to
gather additional information regarding members’ use of, and satisfaction with, the resorts and operations, and
to develop a current demographic profile of the membership. The most recent survey (1985) was mailed to a
random sample of 2,000 camping members (3.6% of total members) and 2,000 vacation members (3.6% of
total members), of which 1,110 (56%) and 864 (43%) responded, respectively. Based on this survey, the
Company has estimated the profile of its membership to be as follows:

Camping Vacation

Member Member
Percentage who own a recreational vehicle ................. 79.3% 15.0%
M A AR Y INCOMAC ™. 2o s s - = esen s o s bip s Syalos ek = = onrs's $32,800 $35,000
Percentage whorareshomeowners's, & . - v . L e I 91.0% 86.5%
Yicars AU PIESCHUTESIACTICEY Ty D o - bra el b & B TV S, 14.6 1213
Of members not retired, years with present employer . ........ 14.2 8.6
AVErage Agc of Primary Wage aINeT ...« . b b o cs e e & s o s D3 51.0
Eereentageiwhio aretetired 250 IR S SRR R Y TN 45.0% 30.0%

In addition to providing a membership profile to help increase the effectiveness of the Company’s market-
ing program, the annual survey solicits member ratings of the Company’s facilities and services. Responses
indicate a high level of member satisfaction.



Resort Operations

At each operational resort, the Company employs a manager, supervisor, and staff to provide recreational
programs, security, and maintenance. Usage of resorts by members is greatest during the summer months. A
toll-free advance notification system is employed at most resorts for members camping in their own recreational
vehicles from May to September and at all resorts for the Memorial Day, Fourth of July, and Labor Day
weekends. A toll-free reservation system is used at all resorts for advance booking of rental trailers and cabins.
Although substantially all of the resorts operate on a year-round basis, the resort services program is scaled
down during the winter months commensurate with member usage. In 1986, the Company’s total resort services
staff ranged from a peak of 1,101 persons in the summer to 560 at the end of the year.

Annual membership dues and other resort revenues in 1986 were approximately 92% of the cost of resort
operations after allocating to marketing expenses certain costs incurred to support membership sales. The Com-
pany’s objective is for annual membership dues and other resort revenues to provide fully for expenses of resort
operations and related general and administrative expenses. The Company currently estimates that the break-
even point for resort operations will occur when memberships outstanding reach approximately 50% of total
memberships available for sale. Dues are subject to annual increases not greater than the percentage increase in
the consumer price index. For memberships sold prior to April 1987, the dues of senior citizen and disabled
members, of which there were 26,078 as of December 31, 1986, are not subject to escalation. Dues on all
memberships sold after April 1987 will be subject to escalation. Average annual membership dues as of
December 31, 1986, were $232. Annual dues for new members are currently $330. Total revenue from mem-
bership dues was $18,974,000 in 1986. See Notes A and I of Notes to Consolidated Financial Statements.

Food, sporting equipment, and various sundries are available for sale to members at trading posts operated
on 30 resorts and laundry facilities and game machines are available at all resorts. In addition, resort services
personnel provide certain services and activities to members for which a fee is charged, such as recreational
vehicle storage and food service. The Company also receives revenues from the rental of travel trailers or
cabins to members and their guests. Total revenue from all of these sources was $9,045,000 in 1986.

Membership Receivables Management

Memberships may be purchased for cash or on an installment basis. The down payment on installment
sales must be at least 10% of the sales price and averaged approximately $1,315 in 1986. The outstanding
balance is payable in monthly installments over periods ranging from 10 to 84 months, with the unpaid balance
bearing interest at rates which averaged 14.8% on contracts executed in 1986 and which vary depending upon
the size of the down payment and length of the contract. The average term of installment contracts executed in
1986 was 71 months. Members may use the resorts as soon as the down payment is made. In 1986, 12.5% of the
Company’s membership sales were made for cash and the balance were installment sales. Of the Company’s
outstanding memberships at December 31, 1986, approximately 51,000 (56%) were fully paid.

The Company allows new members who do not wish to make the down payment at the time of sale to pay
the full down payment over a period of up to four months without interest. Such down payment-financed sales
are recorded as sales and membership contracts receivable at such time as sufficient payments have been made
to aggregate the minimum down payment; however, in the interim the members are entitled to limited mem-
bership privileges. During 1985 and 1986, respectively, 16.6% and 18.1% of the Company’s membership sales
were down payment-financed.

The Company manages and collects the membership contracts receivable arising from installment sales of
memberships. The total contracts receivable portfolio as of December 31, 1986 was approximately
$167,268,000, with an annual yield of 15%. Interest income increased from $16,067,000 in 1984 to
$25,534,000 in 1986 and, as a percentage of total revenues, from 10.8% in 1984 to 22.5% in 1986. Scheduled
contract payments, including principal and interest, due over the next five years for contracts receivable out-
standing at December 31, 1986, are as follows:

1987 1988 1989 1990 1991
(Dollars in Thousands)
Scheduled payments (principal and interest) ......... $56,266 $49,983 $42,821 $35,858 $29,069

Percentage of total contracts receivable (principal only)  20.2% 19.3% 17.8% 16.1% 14.3%



The Company has increased its cash flow by developing programs to encourage members to pay their
accounts in full prior to maturity. In 1984, 1985, and 1986, these programs generated additional principal
payments of approximately $9,800,000, $12,735,000, and $14,413,000, respectively, in excess of scheduled
payments.

Before a new contract is recognized as a sale for financial reporting purposes, the contract goes through a
thorough verification process. Within seven days after a new member signs a contract, the member is contacted
separately by both his salesperson and by an employee in the corporate office to review the contract and verify
the member’s commitment to his purchase. Approximately 18.4% of new contracts sent from the resorts to the
corporate office are cancelled at this time and a full refund of any payment is made. A new contract is
recognized as a sale and, if an installment sale, included in the Company’s contracts receivable only following
the confirmation by the corporate office. Furthermore, all new sales are subject to a provision of approximately
10% of sales for estimated sales cancellations, which are defined as members who do not make two payments
on their contracts. In addition to the provision for sales cancellations, the Company provides for contracts that
will be written off after two or more payments have been made through its provision for doubtful accounts. See
“Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.”’

At the present time, 46.3% of all accounts have monthly payments transferred automatically from the
member’s bank account to a Company bank account under the Company’s pre-authorized payment program.
75% of the installment sales made in 1986 utilized this program. For the remaining accounts, statements are
sent to members two weeks prior to a payment’s due date. A late notice is mailed seven days after the due date
if the payment is not received by that time. The late notice is followed by telephone calls from accounts
receivable representatives. Letters or mailgrams are used to confirm payment arrangements made by telephone.
By the time an account is 32 days past due, a member will have been contacted by the Company four times. As
of the end of each month of the year in 1984, 1985, and 1986, at least 83.6% of the members purchasing on an
installment basis were current in their payments and no more than 4.46% were over 32 days past due in their
payments.

Accounts more than 90 days overdue are written off and membership privileges are terminated. Once an
account is written off, an account recovery representative is assigned to the account. A member may reinstate
his membership by satisfying all prior payments, with interest, at which time the receivable will be reinstated.
In 1985, a total of $7,274,000 was written off and $607,000 of accounts previously written off was recovered
through reinstatement of memberships and settlement of accounts. In 1986, a total of $13,368,000 was written
off and $400,000 of accounts previously written off was recovered through reinstatement of memberships and
settlement of accounts.

The following table sets forth information concerning contracts receivable written off during the past three
years:

1984 1985 1986
(Dollars in Thousands)
Contracts receivable writtenioffinet)ils. (el ds I o s $ 1,827 $ 6,667 $ 12,354
Average contracts receivable outstanding . ............... ... .. ... $115,138 $166,107 $177,189
Write-offs as a percentage of average contracts receivable ............... 1.6% 4.0% 7.3%

The Company had higher contracts receivable write-offs in 1986 than in 1985 and 1984. Upon analysis, the
Company believes the higher contracts receivable write-offs were primarily attributable to three factors: (1) a
higher default rate on memberships sold to individuals who do not have a recreational vehicle, who have a
tendency to use the Company’s resorts less than owners of recreational vehicles, (2) a higher default rate on
installment contracts arising from membership sales in Texas (19.9% of the total portfolio), which may be
related to economic problems in that state, and (3) the negative publicity arising from the losses incurred by the
Company in 1986 and the bankruptcy proceedings involving other companies in the industry in 1986. See “Item 7.
Management’s Discussion and Analysis of Financial Condition and Results of Operations.”

Outdoor Enterprises, Inc.

Since 1984, Outdoor Enterprises, Inc. (formerly ThouServ, Inc.), a wholly owned subsidiary of the Com-
pany, has marketed consumer products to members and other persons. These products include VISA cards,
automobile club services, insurance for recreational vehicles and automobiles, credit life insurance, and con-
sumer products for recreational vehicle and camping activities. The VISA cards are issued by Western Savings
and Loan Association, which operates the VISA card program. See “Item 13. Certain Relationships and Related
Transactions.”




Employees

The number of Company employees fluctuates with the seasonal nature of the Company’s business and is
highest in the summer months and lowest in the winter months. At December 31, 1986, the Company had
approximately 1,095 full-time employees, of which 281 were executive, clerical, marketing, and administrative
personnel employed at the Company’s corporate headquarters in Bellevue, Washington. At December 31, 1986,
the Company also had approximately 52 part-time employees engaged in sales, operations, and construction
activities. During the summer of 1986, the Company had peak employment of approximately 2,154 persons.
Between December 31, 1985 and December 31, 1986, the Company reduced staffing at its corporate headquar-
ters by approximately 36% in light of the lower level of membership sales achieved by the Company in 1986
and in an effort to be more cost effective. The Company is not a party to any collective bargaining agreement
and believes that its relationship with employees is good.

Competition

Several organizations compete directly with the Company by marketing memberships usable at multiple
destination campground locations. There are also other organizations and individuals which own one or a few
campgrounds and offer their members reciprocal use of other campground locations through affiliations with
other campground operators. The Company believes that it is the largest organization operating a system of
campgrounds exclusively for use by its own members. The Company believes that its ability to compete
successfully for membership sales is based upon its ability to solicit prospective purchasers and to attract and
retain an effective sales force, and upon the attractiveness and location of its resorts.

The Company faces indirect competition from a variety of sources. Recreational campsites are developed
and operated as public facilities by federal, state, and local governments without charge or for nominal fees.
Private camping clubs also exist which own common recreation facilities and offer individual campsites for
sale. Such camping clubs are typically operated at single locations and sell ownership interests at prices signifi-
cantly higher than the Company’s membership prices. The Company also competes indirectly with other types
of recreational land developments which do not involve camping.

Governmental Regulation

Development and Operation of Resorts

Development and operation of resorts typically require the Company to obtain and comply with major
discretionary permits or approvals issued by local governments. Such requirements may be imposed, for exam-
ple, by local zoning ordinances or master plans for shoreline use, or by state environmental policy statutes. The
Company has obtained such discretionary approvals and permits for its existing operations at each of its 43
operating resorts, although the Company has not yet received permits necessary for all of its planned campsites.
See table on page 2.

To construct improvements on its resorts, the Company is also usually required to obtain a number of
permits which are typically nondiscretionary and routinely issued. These include building permits and sanitary
sewage permits. Problems concerning the issuance of such permits are usually resolved through design, operat-
ing, or engineering solutions negotiated with local government officials.

The governmental authorities regulating the Company’s activities have broad discretionary powers to
enforce and interpret the statutes and regulations which they administer, including the power to enjoin or
suspend sales activities, require or restrict construction of additional facilities, and revoke licenses and permits
relating to the Company’s business activities. Although the Company believes it is in compliance in all material
respects with the current requirements of these authorities, it is unable to predict the effect, which could be
adverse, of future developments in the laws or regulations administered by federal, state, and local authorities
having jurisdiction over its development activities.

Membership Sales

Several states in which the Company does business have enacted legislation within the past three years
governing sales activities of the type conducted by the Company. The Company generally supported passage of
the legislation and assisted in drafting much of the legislation and accompanying administrative rules. The
legislation generally requires comprehensive disclosure to prospective purchasers and a three- to five-day right
of rescission. The legislation affects the Company’s membership sales in the states of Arizona, California,
Indiana, Oregon, Nevada, Virginia, and Washington. Similar legislation has been proposed, and is generally
supported by the Company, in certain other states in which it operates.




The Company’s activities are also regulated by a variety of consumer protection statutes and regulations.
The Company and various governmental agencies sometimes receive complaints from persons solicited for tours
and from members who for a variety of reasons desire to rescind their membership contracts. The Company
attempts to work directly with individuals and appropriate authorities to resolve any complaints that may be
received. See “Item 3. Legal Proceedings.” To control practices that might violate consumer protection laws and
regulations or give rise to such complaints, the Company monitors its tour solicitation programs, and attempts
are made to standardize sales presentations.

The Company’s membership contracts may be subject to certain consumer rights and defenses that vary
from jurisdiction to jurisdiction. Installment sales of memberships are regulated by state and federal consumer
credit laws, including truth-in-lending and similar laws requiring disclosure of finance charges and usury or
retail installment sales laws that regulate the amount of permissible finance charges. The Company’s mem-
bership contracts are revised periodically to include the information required by various disclosure laws. The
interest rates currently charged on the unpaid balance of installment contracts is believed by the Company to be
within the maximum finance charge permitted in each jurisdiction in which it sells memberships. However,
since many states have a floating finance charge limit that fluctuates with prevailing money market interest
rates, a general decline in interest rates could reduce the effective interest rate that the Company is permitted to
charge on future installment sales in certain jurisdictions.

Direct mail marketing is regulated by certain state and federal laws, including general lottery laws and
various types of advertising and promotion laws. Although these laws vary from state to state, the Company
believes its direct mail marketing programs are in compliance in all material respects with all applicable federal
laws and the laws and regulations of all states in which the Company markets memberships.

Certain states also have laws or regulations that, while not adopted specifically for the purpose of regulat-
ing the marketing or sale of campground resort memberships, may be applied to regulate or preclude the sale of
memberships by the Company. Since such laws are generally not designed to address the particular charac-
teristics of the membership campground resort industry, compliance with them could make it difficult or prohib-
itively expensive for the Company to operate in such states. Even if such laws are ultimately changed or
determined through litigation not to be applicable to the Company, the delay and uncertainty could have a
material adverse effect on the Company.

Under certain circumstances, courts have held that sales of memberships may be rescinded under statutes
regulating the sale of securities where the memberships were not registered as securities and were sold on the
basis of their investment potential or where members were providing speculative capital for a new and risky
venture. The Company has not registered its memberships under such statutes because it believes its mem-
berships are not securities as that term is defined in such statutes and under existing judicial authority. Prospec-
tive members are informed in the sales presentation and the membership contract that Thousand Trails mem-
berships are not investments and should be purchased solely for their recreational value. In addition,
memberships sold by the Company are subject to restrictions on transferability which prohibit any financial gain
on the disposition of a membership.

The Company is unable to predict the effect, which could be adverse, of future developments in the laws
or regulations of the states in which it operates. In addition, the governmental authorities regulating the Com-
pany’s sales and marketing activities have broad discretionary powers to enforce and interpret statutes and
regulations, including the power to enjoin or suspend sales activities.

Risk Management

During 1985 and 1986, the Company reduced insurance coverages and selected higher deductibles on its
insurance policies in an effort to control increasing insurance costs. Insurance coverages obtained in 1987 are
generally comparable to 1986 coverages. There can be no assurance that such coverages will ultimately prove
adequate or that the amount or type of the Company’s insurance coverages will remain available or that, if
available, they will be on a cost-effective basis.

Resort Locations

Set forth on the following page are the locations of the Company’s 43 operating resorts, the year of
acquisition of each resort, and the geographic boundaries of the Company’s membership areas.




Bhousand rails’

AREA 1 AREA 3 AREA 5
1972 Chehalis, WA H1 1982 Medina Lake, TX W17 1983 Lynchburg, VA 26
1975 Leavenworth, WA W2 1982 Galveston Island, TX W18 1984 Chesapeake Bay, VA 30
1976 Hood Canal, WA W3 1982 Lake Conroe, TX H19 1984 Hershey, PA W31
1976 Mount Vernon, WA W4 1982 Colorado River, TX W20 1984 Forest Lake, NC H33
1978 La Conner, WA W5 1982 Lake Whitney, TX 21
1978 Cultus Lake, B.C. W6 1983 Lake Texoma, TX W22 AREA 6
1978 Bend, OR W7 1983 Lake Tawakoni, TX H24 1983 Fox River, IL W27
1979 Pacific City, OR M8 1984 Wilmington, OH H29
AREA 4 1984 Kenisee Lake, OH W32
AREA 2 1984 Orlando, FL M40 1984 Horseshoe Lakes, IN W34
1979 Donner Pass, CA H9 1984 Hoosier Lakes, IN H36
1979 Lake of the Springs, CA H10 1984 Nottawa Lake, MI H37
1980 Soledad Canyon, CA H11 1984 Illinois Pines, IL W38
1980 Idyllwild, CA W12 1984 Lake Perrywood, MO H39
1980 Pio Pico, CA W13 1984 Wisconsin Dells, WI W41
1981 San Jose, CA W14 1984 St. Clair, MI 42

1981 Oakzanita Springs, CA H15
1982 Las Vegas, NV H16

1983 Verde Valley, AZ H23

1983 San Benito, CA W25

1983 Duncans Mills, CA W28
1985 Palm Springs, CA M43
1985 Palomar Valley, CA W45



Set forth below is a conceptual chart for the Company’s San Benito resort in California which identifies the
presently planned facilities when the resort is fully developed. The table on page 11 includes information on the
facilities which have been completed at San Benito and the Company’s other operating resorts as of December
31, 1986. The table on page 2 includes information on the number of actual and planned campsites, the cost of

existing property and improvements, and the estimated cost of planned improvements by geographic area for the
Company’s resorts.
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ITEM 2. PROPERTIES

The Company’s principal properties are its resorts. See “Item 1. Business — Resort Network.” Except as
noted below, the Company owns all of its resorts subject to mortgages in favor of its principal bank and, in most
cases, to real estate contracts or mortgages in favor of the sellers of the resort properties.

The following resorts are leased by the Company: La Conner, which is leased until 2028; Duncans Mills,
which is leased until 1998 with a 10-year renewal option; a portion of Lake Tawakoni, which is leased until
2008 with a renewal provision; and a portion of Pio Pico, which is leased until the year 2000.

The Company’s corporate offices are located in a facility which the Company leases at 15325 S.E. 30th
Place, Bellevue, Washington 98007. The Company has been engaged in discussions with its landlord to reduce
the space under lease from 104,883 to 64,712 square feet, which would result in an annualized savings of
$813,000 commencing in 1988.

ITEM 3. LEGAL PROCEEDINGS

The Company is involved in a dispute with the Washington Department of Revenue regarding application
of a 1.5% business and occupation tax on interest income from membership contracts sold outside Washington
and a 6.5% retail sales tax on the Company’s membership sales and dues assessments in Washington. The
Company has also been notified by the Virginia Department of Revenue that it believes the Company’s mem-
bership sales and dues assessments in Virginia are subject to a 4% retail sales tax. The Company has not
collected or accrued for all state taxes currently in dispute. The Company intends to contest the application of
these state taxes and believes the eventual outcome will not have a material impact on the Company’s opera-
tions or financial position.

The sales and marketing activities of the Company are regulated by certain state and federal consumer
protection laws. Prior to commencing sales and marketing activities in a new state, the Company reviews its
sales and marketing practices in light of the state’s consumer protection laws to ensure that its practices comply
with such laws. However, after the Company commenced sales and marketing activities in Illinois in 1984, the
Attorney General of that state took the position that certain of the Company’s sales and marketing practices
violate Illinois’ consumer protection laws. Although the Company does not believe its sales and marketing
practices have violated such laws, it is negotiating with the Attorney General in an attempt to reach a mutually
agreeable settlement. If a settlement is not reached, the Attorney General has threatened to take legal action
against the Company to enjoin the practices which it believes violate Illinois’ consumer protection laws and to
seek monetary damages and penalties. The Company believes the eventual outcome of this matter will not have
a material impact on the Company’s operations or financial position.

On February 26, 1986, the Company was served with a purported class action complaint filed in Seattle in
federal district court naming the Company, two of its principal officers, and its independent auditors as defen-
dants. The complaint alleges claims under Section 10(b) of the Securities Exchange Act of 1934, Rule 10b-5
promulgated thereunder, and certain common law principles based on alleged misrepresentations by the Com-
pany in certain financial disclosures, including reports filed with the Securities and Exchange Commission, in
1985 and seeks unspecified damages. In July 1986, the Court dismissed the plaintiff’s common law claims and
certified the case as a class action lawsuit. At the present time, the case is in the stage of discovery, and the
Company and its counsel believe it is too early to assess the ultimate outcome. However, based on the informa-
tion which has been reviewed to date, the Company believes it has meritorious defenses and that the lawsuit
will not have a material impact on its operations or financial position.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
No matter was submitted to a vote of the Company’s shareholders during the fourth quarter of 1986.
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PART 11

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED STOCKHOLDER
MATTERS
Market and Market Price of Common Stock

The Company’s Common Stock is traded over-the-counter under the symbol TRLS. The following table
sets forth the high and low closing bid prices in the NASDAQ National Market System for the Company’s
Common Stock as reported by NASDAQ for the fiscal years 1985 and 1986.

1985
Bivstiuarter ... caladead s o o 33 TR R e 20 1474
SecondsOuagter’ o ORI I O o s 19%2 13%
T Ouatier .- e S o DAL T s e el 15% 6%
O T O £ e s ¥ 5 o o o oL e Aol el e g 9 5%
1986
EIrstOuatterps S8 M B . . BT T s vk e s e s e st o 8% 44
L U T R v L 5 ) L TR Rt e 7 4
078 R o P i, o e ot S s A Gl st 5% 2%
|4 i R et o s i o e e S by e o o 3Va 1%

The approximate number of holders of record of the Company’s Common Stock as of April 30, 1987 was
2,610. This computation includes only record holders of the Company’s Common Stock.

Dividend Policy

The Company has paid no cash dividends and anticipates that for the foreseeable future it will continue to
retain its earnings for use in the business. The indenture under which the Company’s 14.625% Senior Subordi-
nated Notes due 1992 were issued limits the payment of cash dividends, and the Company’s bank line of credit
prohibits the payment of cash dividends without the bank’s approval. See Note D of Notes to Consolidated
Financial Statements.

ITEM 6. SELECTED FINANCIAL DATA

The selected financial information set forth on the following two pages has been taken from the Consoli-
dated Financial Statements included in this report and from previously published financial information of the
Company not appearing herein. The Consolidated Financial Statements for each of the three years in the period
ended December 31, 1986 were examined by Touche Ross & Co. whose report with respect thereto appears
elsewhere in this report. The selected financial data with respect to the years ended December 31, 1982, and
December 31, 1983 are derived from Consolidated Financial Statements, also examined by Touche Ross & Co.,
but not included in this report. Such selected financial information should be read in conjunction with the
Consolidated Financial Statements, and the notes thereto, appearing elsewhere herein.
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Except for per share data, the amounts shown are in thousands.

Income Statement Data:

REVENUES
Membership Sales
Resort Operations
Interest Income From Membership Contracts . . .

EXPENSES
Marketing Expenses
Resort Land and Improvement Costs
Provision for Doubtful Accounts
Resort Operating and Administrative Expense . .
Membership Contract Collection Expense . . . . ..
General and Administrative Expenses
Interest Expense

INncoME (Loss) FROM MEMBERSHIP SALES AND
RESORT OPERATIONS . . . . .ovvve e

OTHER INCOME (EXPENSE)
Reallestafeadjustment’ SSSNCIRIOL i, S08, 14
OthieF 7 2140% DRI IRand A e lie &

IncoME (Loss) BEFORE TAX AND EXTRAORDINARY
ITEM

INcoME (Loss) BEFORE EXTRAORDINARY ITEM . ..

EXTRAORDINARY ITEM
Gain from Extinguishment of Debt, Less
Applicable Income Tax of $2,676

NET EARNINGS (Loss)

NET PRIMARY EARNINGS PER SHARE
Income (loss) before extraordinary item
Extraordinary item

Net Earnings (Loss)

NET FuLLy DiLUTED EARNINGS PER SHARE
Income (loss) before extraordinary item
Extraordinary item

Net Earnings (Loss)

WEIGHTED AVERAGE SHARES AND EQUIVALENTS
Primary
FullyDiutedss e es s e o aal e s e

Year ended December 31,

1982 1983 1984 1985 1986
$56,454 $ 79,971 $116,983 $127,603 $ 59,860
6,997 10,104 15465 22,725 28,019
6,622 10,147 16,067 23,406 25,534
70,073 100,222 148,515 173,734 113,413
24,892 35209 54,181 74,081 41,766
8,389 13,047 17,842 21,029 12,520
2,241 3,977 5880 17,644 19,231
6,672 9,615 16,403 23,202 30,428
942 1,340 2,180 2,882 3,091
7,670 10,487 12,513 15,720 16,515
4,203 3,957 5124 16,286 27,818
55,009 77,632 114,123 170,844 151,369
15,064 22,590 34,392 2,890  (37,956)
- 32 - —  (63,281)
35 42 1,004 90 (166)
35 42 1,004 90  (63,447)
15,099 22,632 35,396 2,980  (101,403)
7338 10,628 16,286 1,192 (48,004)
7,761 12,004 19,110 1,788  (53,399)
aus g ol i 2,977
$ 7,761 $ 12,004 $ 19,110 $ 1,788 $ (50,422)
OGS SPR P §LaN Rl 1Y (3116)
o S, i o 29
R b e T e S N v e N % 1)
$ 89 $ 121 $ 176 $ .16 $ (5.16)
xS = o s 29
0 Rerg e DR PstUg UG 9% V(.8
7,998 9,721 10,729 10,678 10,346
8,787 10,003 10,883 11,034 10,346
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Balance Sheet Data:
Year ended December 31,

1982 1983 1984 1985 1986

Cugentigssetse, shich mearding 36 . hiah. mosketiape. $ 15,981 $ 23,666 $ 36,558 $ 44,408 $ 34,695
Ciitrentliabilities) rutsesbiim sfea fod JUSE Jeppan 15,001 221118 34,977 39,607 33,553
Membership contracts receivable (net) .......... 53,443 82373 134,351 169,282 138,660
Operating Yesorts (net) o= |~ LA —— 30,740 43,816 92,737 123,766 71,966
TOtALASSLLS: <o o st o+ ionos itehsi L R 102,299 151,767 270,741 353,818 241,442
Long-term debt (including current portion):

Bank botrowings, e . . . SRS 24,279 25,033 88,317 87,393 100,029

14.625% senior subordinated notes . .......... 73,893 56,371

Other lohgstemmidebt . . .. .. S Sia, . . . 23,183 28,206 33,800 38,100 29,216
Total deferred InCOME taxes . .....oouveenrnnnn. 18,505 29,033 45,053 46,315 780
Shareholders’ equity © 50,51 . . EEESERNEEEETE U . 30,194 60,299 80,917 78,697 28,547

ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

The Company acquires, develops, and operates destination campground resorts and sells memberships
conveying the right to use these resorts. Memberships are sold either on a cash or an installment basis. All
marketing costs and an allowance for estimated losses on installment contracts are recorded currently. Operating
resort land and improvement costs, including the Company’s estimated costs to develop fully the resorts, are
aggregated by geographic area and recorded as a cost of membership sales based upon the ratio of actual
memberships sold within each area to the total memberships planned for sale within the area. Members are
assessed annual dues which are intended to cover resort operating costs when approximately 50% of the mem-
berships planned for sale in a geographic area have been sold. The Company derives revenues from mem-
bership sales, resort operations (principally membership dues), and interest earned on the receivable portfolio
arising from the sale of memberships on an installment basis. Set forth below is a table of the Company’s
sources of revenue as a percentage of total revenues.

Year Ended December 31,

1982 1983 1984 1985 1986
Sources of revenue:
MembesshipusalSRmmBasi e ostl, Ba o 2 S s oa. 80.5% 79.8% 78.2% 13.4% 51.4%
Resort'operabGRssp sy Sty ssuaba s sednh #udd 10.0 10.1 10.3 13.1 24.1
Interestiincorne MEMDDE SV, STl I SRl 2 L0 /., 95 10.1 10.8 1855 21.9
Otheno, w0, 3 AS0h, &, 8] SaSosselen Fapame darit, Ly —_ — 17 — (ul)
ExtraordinaryXitems(aet).? . el 8 Ladurl 0. paauas sl st -— —- — - T

100.0% 100.0% 100.0% 100.0% 100.0%

Membership sales are made primarily at Company resorts. During 1986, sales activities were conducted at 27 of
the Company’s 43 operating resorts. Prior to 1983, substantially all membership sales were made to owners of
recreational vehicles. During 1983, the Company purchased travel trailers, installed them on its resorts for use
by members, and began marketing vacation memberships to individuals who do not have a recreational vehicle.
During 1985, the Company combined the camping membership formerly offered to owners of recreational
vehicles and the vacation membership formerly offered to individuals who do not have a recreational vehicle.
The combined membership, called a resort membership, allows the member to rent a Company-owned travel
trailer at the preferential rates available to vacation members or, at the member’s option, to use a campsite with
a recreational vehicle provided by the member. During 1986, the Company began marketing term memberships
and erected rental cabins at certain of its resorts to further broaden the market appeal of its product.
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The following table provides historical information on membership sales by type of membership, the
number of resorts operated by the Company (‘‘operating resorts’’), and the number of operating resorts at which
memberships are sold (‘‘selling resorts’’).

Year Ended December 31,

1982 1983 1984 1985 1986

Number of memberships sold:
Campinge-=alifetime Merrle o ie Contois waas ot 9,743 9,989 8,037 3,108 —
Vacation ==lifetime .cup 0. .. . L8R 20 - - 000 3000 37 3,852 10,588 4,400 —
Resort —HHEHME .. .. .. Lot en s s i - — - 11,719 7,848
Resort —1ernns. . . . GUBE8. . oL 3t &5 . PRt — - — — 1,484
9111 PR R 5 SR e L C — — — — 10
Tofall B3 am n VAR .. . SEE00, | - SO 10,120 13,841 18,625 19,227 9,342

Operating Resorts:

Sefingahg, Conteedy L otention Dxostyh ... . = & 9 16 21 30 Al 27
NonsSollingacrmmisirstve Expmrds Lo ool o n s TS 3 4 6 S 16
Resorts under initial development ................... 2 3 6 1 —
TotalrEsortsi owned ol100d, TE DN tadmiiseasnse 21 28 42 43 43

During the years prior to 1986, the Company acquired and developed 43 properties in order to establish a
national network of resorts. In addition, the Company has acquired two additional properties which are classi-
fied on the balance sheet as investment in real estate. The Company has no plans to develop these properties in
1987, although they are available for development or disposition in subsequent years.

Prior to 1986, the Company generated growth in membership sales by adding new selling resorts. During
1986, in an effort to reduce marketing costs and make the best use of its available resources, the Company
consolidated its operations and concentrated its sales efforts at 27 of its 43 resorts. During 1987, the Company
plans to further concentrate its sales efforts on its 12 most cost-efficient properties. As a result, fewer mem-
bership sales are anticipated in 1987 than in 1986.

By consolidating its operations, limiting expenditures for construction and financing of new membership
sales, and conducting incentive programs to encourage members to pay their installment contracts prior to
maturity, the Company achieved positive cash flow from operations during the fourth quarter of 1986 and first
quarter of 1987. Since December 31, 1986, the Company’s institutional lenders have indicated that they will not
increase the Company’s bank line of credit, and the Company anticipates that, in 1987, it will be required to
rely solely on internally generated funds to provide its sources of liquidity. The Company believes that these
internally generated sources of liquidity will not provide sufficient cash flow to fund the Company’s existing
level of operations unless the Company is able to restructure its existing bank line of credit and 14.625% senior
subordinated notes due 1992. As a result, since December 31, 1986, the Company has been engaged in discus-
sions with the financial institutions funding its bank line of credit to restructure the credit line, which at
December 31, 1986 represented aggregate borrowings of $100,029,000. The Company also intends to begin
discussions with the holders of its senior subordinated notes to restructure such notes. Although there can be no
assurance that a restructuring of the Company’s debt can be accomplished, based upon meetings with the
financial institutions that have been held to date and upon proposals shared by the Company, the financial
institutions, and certain holders of the senior subordinated notes, the Company believes there is a reasonable
likelihood that it will be able to restructure its debt in a manner that should provide the Company with sufficient
cash flow to continue its existing level of operations.

The Company’s operating results for 1987 will depend primarily upon the level of membership sales
achieved, the Company’s success in reducing marketing and operational costs, and the Company’s ability to
restructure its outstanding debt or otherwise obtain adequate financing for its operations.

Membership Sales

Revenues from membership sales during the three years ended December 31, 1984, 1985, and 1986 were
$116,983,000, $127,603,000, and $59,860,000, respectively. The increase in revenues from membership sales
between 1985 and 1984 was a result of an increase in the number of memberships sold and an increase in the
average membership price from $6,300 in 1984 to $6,600 in 1985. The decrease in revenues from membership
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sales between 1986 and 1985 resulted from a significant decrease in the number of memberships sold. This
decrease was due primarily to the Company’s decision to limit marketing activities to its most cost-effective
selling resorts. The Company limited its sales efforts in 1986 because its traditional marketing methods were not
cost-effective, which resulted in high marketing costs and financial constraints on the Company’s operations.
The average membership price for 1986 increased to $7,000.

Because of the possibility of sales cancellations, which are defined as members who do not make two
payments on their contracts, the Company does not record every membership sale for financial reporting pur-
poses, but rather records membership sales net of an estimated provision for future sales cancellations. As a
result of this provision, actual membership sales were reduced by $8,785,000 in 1984, $14,271,000 in 1985, and
$6,668,000 in 1986. Sales cancellations were higher in 1985 than in 1984 and, as a result, the Company elected
to increase the rate at which it provides for future sales cancellations from 7% of membership sales in 1984 and
the first half of 1985 to 11% of membership sales in the second half of 1985. In addition, the Company elected
to provide an additional $1,000,000 for future sales cancellations at December 31, 1985. During 1986, the
Company experienced some improvement in sales cancellations compared with 1985 and, accordingly, provided
for future sales cancellations at a rate of 10% of membership sales.

Marketing expenses as a percentage of sales increased from 46.3% in 1984 to 58.1% in 1985, and to 69.8%
in 1986. The significant increase in marketing costs as a percentage of sales in 1985 was due primarily to an
overall decrease in the closing percentages at the resorts. The significant increase in 1986 was due primarily to
an overall decrease in the response rate to the Company’s marketing programs and the disproportionate rela-
tionship between certain relatively fixed marketing expenses and the low sales volume experienced by the
Company during 1986.

In an effort to reduce marketing costs, the Company has reorganized and consolidated the sales and
marketing corporate staff to reduce fixed costs. In addition, the Company has focused its sales efforts on its
most cost-effective properties and has reduced its reliance on direct mail solicitations. The Company is also
emphasizing more cost-effective programs such as member referrals and joint marketing arrangements with
other companies. The Company’s objective is to reduce marketing costs as a percentage of sales in 1987
compared with 1986; however, any reduction is dependent on the success of the actions taken by the Company.

Where fewer than 50% of planned memberships for a selling resort have been sold, certain resort opera-
tions costs are expensed as marketing costs to reflect the support resort operations provide to the Company’s
sales efforts. These costs increased from $3,040,000 in 1984 to $4,562,000 in 1985, and decreased to
$2,694,000 in 1986. The increase in 1985 was due primarily to the addition of seven new resorts in 1985. The
decrease in 1986 was due to a decrease in the number of resorts at which sales were made.

Resort land and improvement costs attributable to membership sales were $17,842,000 (15.3% of sales) in
1984, $21,029,000 (16.5% of sales) in 1985, and $12,520,000 (20.9% of sales) in 1986. The average land and
improvement costs expensed per membership sold in 1984, 1985, and 1986 were approximately $960, $1,090,
and $1,260, respectively. The percentage increase in 1985 compared with 1984 was due to the increase in the
average land and improvement costs expensed per membership sold. This increase resulted from changes in
estimates during 1985 regarding the estimated cost of completing planned improvements. Because of these
changes in estimates, the Company expensed an additional $706,000 of resort land and improvement costs
during the fourth quarter of 1985. The percentage increase in 1986 compared with 1985 is discussed below.

The Company allocates its land acquisition costs and actual and estimated future resort improvement costs
to membership sales based upon the total number of memberships which it estimates it will be able to sell in
each geographic area. Estimates of future improvement costs are subject to adjustment due to uncertainty
inherent in predicting such costs. For purposes of determining the number of planned campsites in an area, the
Company currently estimates the number of memberships it will be able to sell in that area and applies an
average ratio of ten memberships per campsite. The Company believes this ratio will permit optimal resort use
without resulting in overcrowding. While the Company believes that this average ten-to-one ratio is appropriate
and consistent with industry practice, it is periodically reviewed by the Company and may eventually have to be
adjusted in light of future experience. If the Company determines that ten memberships cannot be sold per
campsite in one or more areas, or that it has misestimated resort improvement costs, generally accepted
accounting principles would require the Company to adjust earnings currently, if necessary, and allocate to
subsequent membership sales the remaining unamortized land and improvements costs for the resorts in that
area. An adjustment in estimated future resort improvements costs, in the membership-to-campsite ratio, in the
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number of planned campsites, or as a result of the estimated net realizable value of resort land and improve-
ments being in excess of the existing unamortized land and improvement costs could adversely affect the
profitability of current and future sales.

During the fourth quarter of 1986, the Company reevaluated the market for membership sales at each of its
resorts. This reevaluation was prompted by the lower level of membership sales achieved by the Company in
1986, the financial constraints on the Company’s ability to finance new membership sales, and other relevant
market considerations. As a result of this reevaluation, the Company significantly reduced the number of
campsites planned for construction in the future at its resorts and charged against earnings approximately
$63,281,000 to reduce land and improvement costs in certain areas to reflect estimated net realizable value. The
adjustment reduced the total number of campsites planned for construction in the future from 16,292 to 7,763
and reduced the number of memberships available for sale in the future from 183,000 to 99,000. The adjust-
ment also reduced the Company’s future construction requirements by $50,538,000 to $51,703,000.

For the Company to amortize fully in accordance with its accounting practices the total of incurred and all
estimated future land and improvement costs with respect to the 18,973 existing and planned campsites at its
current 43 operating resorts, of which 11,210 campsites currently exist (59.1%), it would be necessary for it to
sell approximately 190,000 memberships, of which 91,000 memberships (47.9%) were outstanding at December
31, 1986.

General and administrative expenses as a percentage of membership sales increased from 10.7% in 1984 to
12.3% in 1985, and to 27.6% in 1986. The increase in 1985 compared with 1984 was due primarily to increased
staffing at the Company’s corporate office for anticipated higher sales volume which did not materialize and
additional expenses related to the Company’s corporate office facility. The increase in 1986 compared with 1985
is due primarily to the decrease in sales volume. During 1986, the corporate staff was reduced by 36% which
will result in an annualized saving of $2,176,000. However, the effect of these reductions has been offset
during 1986 primarily by severence payments, increased insurance expenses, and increased legal fees. Since
December 31, 1986, the Company has been engaged in discussions with the landlord for the Company’s corpo-
rate headquarters to reduce the space under lease from 104,883 square feet to 64,712 square feet, which would
result in an annualized savings of $813,000 commencing in 1988.

The Company provides for estimated losses on installment sales based on its historical collection experi-
ence. The provision for doubtful accounts as a percentage of membership sales increased from 5.0% in 1984 to
13.8% in 1985, and to 32.1% in 1986. The increase in 1985 compared with 1984 was primarily a result of the
Company’s election to provide an additional $4,400,000 for future contract losses at September 30, 1985 and an
additional $5,500,000 for future contract losses at December 31, 1985. The increase in 1986 compared with
1985 was due primarily to the lower volume of membership sales in 1986 and the Company’s election to
provide an additional $2,500,000 for future contract losses at September 30, 1986 and an additional $8,000,000
for future contract losses at December 31, 1986. The Company experienced higher delinquencies and contract
losses in 1986 compared with 1985 and in 1985 compared with 1984. Upon analysis, the Company believes the
higher contract losses were primarily attributable to three factors: (1) a higher default rate on memberships sold
to individuals who do not have a recreational vehicle, who have a tendency to use the Company’s resorts less
than owners of recreational vehicles, (2) a higher default rate on installment contracts arising from membership
sales in Texas (19.9% of the total portfolio), which may be related to economic problems in that state, and (3)
the negative publicity arising from the losses incurred by the Company in 1986 and the bankruptcy proceedings
involving other companies in the industry in 1986.

The higher contract losses experienced in 1986 related primarily to membership sales made in 1984 and
1985. The average down payment increased from approximately $1,153 in 1985 to $1,315 in 1986. In addition,
approximately 75% of installment sales made in 1986 have monthly payments transferred automatically from the
member’s bank account to a Company bank account under the Company’s preauthorized payment program. 48%
and 73% of installment sales made in 1984 and 1985, respectively, utilized this program. The Company also
intends to implement a new credit screening program to better identify potential contract losses. The Company
does not presently anticipate any further adjustments to its allowance for doubtful accounts, but this allowance
and the rate at which the Company provides for future contract losses could be increased if the Company
experiences higher than anticipated contract losses in the future, which would adversely affect profit margins
and earnings.

The Company has been able to offset the impact of inflation on its operations through increases in the
membership sales prices and increases in annual dues for new members.
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Resort Operations

Revenues from resort operations continued to increase as the base of members grew from 51,000 at
January 1, 1984 to 91,000 at December 31, 1986. As a percentage of total revenues, membership dues and other
resort revenues increased from 10.4% in 1984 to 24.7% in 1986, and the Company expects this source of
revenues to continue to increase as new memberships are sold. After allocating to marketing expenses certain
costs related to membership sales ($3,040,000 in 1984, $4,562,000 in 1985, and $2,694,000 in 1986), resort
operations incurred losses of $938,000, $477,000, and $2,409,000 in 1984, 1985, and 1986, respectively.

The losses from resort operations in 1984 and 1985 were due primarily to the addition of 11 new operating
resorts in 1984 and 6 new operating resorts in 1985. There are high fixed costs associated with opening and
operating a resort until sufficient memberships have been sold to generate self sustaining revenues. The losses
from resort operations in 1986 were due primarily to the cost of insurance applicable to resort operations which
increased by $1,597,000 compared with 1985. For 1987, the Company has reduced staff and discontinued
certain programs at the resorts in an effort to reduce costs. The Company currently expects resort operations to
break even in 1987 without any allocation of the cost of resort operations to marketing expenses.

Interest Income and Expense

The Company charges interest on the unpaid portion of its membership contracts receivable portfolio at
fixed rates which averaged approximately 14.8% in 1984 and 1985 and 15% in 1986. Interest income increased
from $16,067,000 in 1984 to $23,406,000 in 1985, and to $25,534,000 in 1986, due to substantial increases in
the Company’s membership contracts receivable portfolio. The total membership contracts receivable portfolio
increased from an average of $115,138,000 in 1984 to $166,107,000 in 1985, and to $177,189,000 in 1986.

The Company finances its acquisition and development of resorts through borrowings under its bank line of
credit and seller-financed real estate contracts. Seller financing of resort acquisitions accrues interest at fixed
rates, which averaged 9.8% in 1986. Financing under the Company’s bank line of credit bears interest at
variable rates which averaged 12.3% in 1986.

The average cost to the Company of all borrowed funds over the past three years has varied but increased
from 11.9% in 1984 to 13.0% in 1985, and decreased to 12.7% in 1986. The increase in 1985 resulted primarily
from the Company’s sale in March 1985 of $75,000,000 of 14.625% senior subordinated notes due 1992, which
have an effective interest rate of 15.0%. The decrease in 1986 was due primarily to decreases in the average
interest rate on the Company’s bank line of credit as a result of decreases in the prime lending rate.

The Company capitalizes interest as a component of the cost of significant improvements to resorts. Inter-
est is capitalized only during periods of major construction activities to prepare a resort for use and during the
construction of specific major improvements at subsequent dates. Total interest costs were $11,007,000 in 1984,
$22,078,000 in 1985, and $28,721,000 in 1986, of which $5,883,000, $5,792,000, and $903,000, respectively,
were capitalized.

Happy Trails Resorts

Under an agreement made in September 1984, Happy Trails Resorts, Inc., a wholly owned subsidiary of
the Company, provided sales, marketing, and development services for a recreational vehicle subdivision which
Western Savings and Loan Association (‘“Western’’) is developing in Arizona. On December 29, 1986, Happy
Trails and Western terminated the 1984 agreement and entered into a new agreement under which Happy Trails
will be paid a fee for operating and managing the subdivision, and for marketing and sale of the subdivision
lots. Costs incurred by Happy Trails are reimbursed monthly by Western, which has the right to terminate the
agreement if projected sales and operating results are not achieved. See ‘‘Item 13. Certain Relationships and
Related Transactions.”’

Net Earnings (Loss)

Net earnings decreased from $19,110,000 in 1984 to $1,788,000 in 1985, to a loss of $50,422,000 in 1986.
The decrease in net earnings in 1985 compared with 1984 was due primarily to lower than expected sales,
higher marketing costs, and higher than expected bad debts. The loss reported for 1986 was due primarily to a
$63,281,000 writedown of resort land and improvement costs and a $38,123,000 operating loss, which included
a $10,500,000 increase in the Company’s allowance for doubtful accounts.
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Liquidity and Capital Resources

The Company incurs substantial resort acquisition and improvement costs and membership marketing costs
prior to and concurrently with membership sales, while members pay for their memberships either entirely in
cash at the time of sale or by making a minimum down payment of at least 10% and then paying the balance in
installments over periods up to 84 months, with interest averaging 15% on contracts executed in 1986. For 1986,
down payments on financed membership sales averaged 19.1%, and the average installment term was 71 months.
The Company financed 81.5% of membership sales in 1986. Revenues from membership sales, net of an
allowance for sales cancellations, are recorded in full at the time of sale, while cash flow from installment sales
is received over a period of years following the sale.

Down payments and cash sales as a percentage of membership sales were 26.1% in 1984, 27.1% in 1985,
and 27.8% in 1986. The Company has developed incentive programs intended to accelerate cash flow by
encouraging members to pay their installment contracts in full prior to maturity. These incentive programs
generated additional cash of approximately $9,800,000 in 1984, $12,735,000 in 1985, and $14,413,000 in 1986.

Below is a table showing a historical summary of cash received and expended as it relates to operations of
the Company.

Year Ended December 31,

1984 1985 1986
Cash received from operations (In thousands)
VT e S T S A s e e et b s e 0 etals $30,044 $ 34,362 $ 19,211
Collection on contracts receivable including interest ................. 49,352 67,574 77,306
Ditesand peseitdaeventes mad df et et erndorenaiaacd s bis viod Bel 15,481 21,248 25,364
Otherwic wrd wamadss docatizis e tianendieatoBRe i o BaE , artuen.s 57 244 968
94,934 123,428 122,849
Principal operating expenditures . .................iiiiiiiieiia... (79,563) (114,908) (83,894)
Cash provided by operations before debt service and
resortiacquisition and development:y <.l 562 CRBIMEINGNEN (e S55 v pai 154371 8,520 38,955
Cash expended for resort acquisition and development ................. (54,600) (38,440) (12,356)
Interest.expense . ¢ 7., D{AGSEET ITLS9EANR RS0 SR A 08 eNanen D e (10,019) (18,082)  (26,930)
Principal payments on debt related to resort properties ................. (4,281) (8,293) (5,677)
@Gashiused Infoperations® 290, & ity OF 28 nrtiys Sonob U O 1 $(53,529) $ (56,295) $ (6,008)

Cash received from sales, resort operations, and collections on membership contracts receivable has not
been sufficient to fund the Company’s operations because of expenditures relating to membership sales, the
expansion and improvement of the Company’s resort network, and the additional cost of the debt required to
finance this growth. However, the amount of cash used in operations decreased from $53,529,000 and
$56,295,000 in 1984 and 1985, respectively, to only $6,008,000 during 1986. The decrease is due primarily to
decreased construction expenditures and the Company’s decision to limit marketing activities to its most cost-
effective properties.

In 1986, the Company spent more as a percentage of membership sales than in previous years on market-
ing, general and administrative, and resort operations expenses, as the Company was not as cost-effective in
generating prospective customers. Interest expense also increased due primarily to the Company’s sale in March
1985 of $75,000,000 of 14.625% senior subordinated notes due 1992. The Company has reduced funds spent
for resort acquisition and development from $54,600,000 and $38,440,000 in 1984 and 1985, respectively, to
$12,356,000 in 1986.

The Company also decreased spending for construction and operating equipment from $11,924,000 and
$10,203,000 in 1984 and 1985, respectively, to $1,506,000 in 1986. A portion of these expenditures was
financed through borrowings secured by such equipment. These expenditures include approximately $6,774,000
in 1984, $5,425,000 in 1985, and $830,000 in 1986 for purchase of rental trailers and construction of cabins.

On December 29, 1986, the Company purchased $17,870,000 principal amount of its 14.625% senior
subordinated notes due 1992 at a cost of $11,523,000. Purchase of these notes will reduce interest costs during
1987 by $2,734,000. The cash for this purchase came from the Company’s sale of certain assets to Western
Savings and Loan Association. See ‘‘Item 13. Certain Relationships and Related Transactions.”
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The Company has relied upon external financing to provide cash to fund working capital and the expansion
of its resort network, as:follows:

Year Ended December 31,

1984 1985 1986
(In thousands)
Issuance of common stock (net of repurchases) ......................... $ 975 $(3,995) $ 328
Bank Boerrowings (net of repaymentS RN o . s i e 63,283 (924) 12,636
14.625% senior subordinated notes due 1992
(netof discount/and xépurchases)ysl Sy, st 2 Lo, J20) . o hatesile, od, 1l — 71555 (11,523)

$64,258 $66,636 $ 1,441

The Company has taken several actions intended to reduce its cash requirements in 1987 compared with
prior years. The Company does not plan to acquire any new properties in 1987. The Company plans to spend
significantly less on construction in 1987 than it did in either 1985 or 1986. During 1987, the Company antici-
pates spending no more than $5,000,000 for additional development of its 43 resorts and it does not anticipate a
need to acquire additional rental trailers or cabins in 1987. In addition, the Company expects to finance fewer
membership sales in 1987 and has taken a number of steps designed to reduce marketing and operational costs.
As a result of the actions taken to date, and principally as a result of the Company’s incentive programs to
encourage members to pay their contracts prior to maturity, the Company achieved positive cash flow from
operations during the fourth quarter of 1986 and the first quarter of 1987.

At January 1, 1986, the Company had a bank line of credit of $110,000,000, which was reduced to
$103,000,000 in October 1986, and to $95,500,000 in February 1987. The principal security for this line of
credit is the Company’s qualifying membership contracts receivable which totaled $186,337,000 as of January 1,
1986, $162,341,000 as of December 31, 1986, and $143,994,000 as of March 31, 1987. The reasons for the
reductions in the credit line were the lower volume of membership sales achieved by the Company in 1986
which required less financing, excess funds generated by incentive programs to encourage members to pay their
installment contracts prior to maturity, and the lower level of eligible membership contracts receivable, which

resulted primarily from the lower volume of membership sales, incentive programs, and an increase in bad
debts.

At December 31, 1986, the Company’s unused sources of liquidity consisted principally of $970,000 in
cash and approximately $2,972,000 of additional borrowing capacity under its bank line of credit, which was
subsequently reduced from $103,000,000 to $95,500,000 effective February 20, 1987. The Company’s bank
line of credit includes a $35,500,000 revolving working capital credit line ($43,000,000 at December 31, 1986),
a $50,000,000 term loan restricted to acquisition and development of resorts, and a $10,000,000 working
capital term loan. At December 31, 1986, the Company had borrowed $41,644,000 of the revolving credit line,
$48,384,000 of the $50,000,000 term loan, and all of the $10,000,000 term loan. Borrowings under the revolv-
ing credit line were reduced to $31,917,000 at March 31, 1987 primarily as a result of an incentive program to
encourage members to pay their installment contracts prior to maturity. At March 31, 1987, the Company’s
unused sources of liquidity consisted principally of $1,369,000 in cash and approximately $5,199,000 of addi-
tional borrowing capacity under its $95,500,000 line of credit.

Since December 31, 1986, the Company has been engaged in discussions with the financial institutions
funding its bank line of credit to restructure the credit line. The Company also intends to begin discussions with
the holders of its 14.625% senior subordinated notes due 1992 to restructure such notes. The Company believes
that restructuring this debt is necessary to provide the Company with sufficient cash flow to continue its existing
level of operations and to avoid default under the collateral coverage requirements imposed by the Company’s
bank line of credit. Although there can be no assurance that a restructuring of the Company’s debt will be
accomplished, based upon meetings with the financial institutions that have been held to date and upon pro-
posals shared by the Company, the financial institutions, and certain holders of the senior subordinated notes,
the Company believes there is a reasonable likelihood that it will be able to restructure its debt in a manner that
should provide the Company with sufficient cash flow to continue its existing level of operations.

During 1986 and prior years, the Company has generated additional liquidity through the deferral of
income taxes, principally as a result of reporting membership sales on the installment method for income tax
purposes. As a result of a reduction in the membership contracts receivable portfolio due to lower membership
sales and the success of incentive programs to encourage members to pay their installment contracts prior to
maturity, the Company expects to pay income taxes in 1988.
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Provided that a restructuring of its bank line of credit and senior subordinated notes is accomplished, the
Company believes its capital requirements through the end of 1987 will be met by the remaining borrowing
capacity under its credit line, deferral of income taxes, and cash generated by operations. Should the Company
require working capital in excess of these sources, the Company would seek additional funds through debt
financing and/or the sale of debt or equity securities. There is no assurance that such financing could be
accomplished or, if accomplished, that it would be on terms favorable to the Company and its existing
shareholders.

Impact of Tax Reform Act

The Company’s liquidity will be affected in 1987 and future years by the Tax Reform Act of 1986 (the
“Act”). Among other things, the Act established lower corporate tax rates for years beginning after December 31,
1986, required the accrual of interest on taxes deferred as a result of reporting sales on the installment method,
and repealed the investment tax credit and lengthened depreciation lives for certain capital expenditures. Assum-
ing the Company has taxable income in future years, the reduction in rates will increase cash flow, and the
accrual and payment of interest on taxes deferred as a result of reporting membership sales on the installment
method will reduce cash flow. With respect to the repeal of the investment tax credit and the lengthened
depreciation lives, the Company is not a capital intensive business and thus does not anticipate that these
provisions of the Act will significantly affect the conduct of, or its investment in, its business.

The Company’s financial results for 1987 and subsequent years may also be affected by a proposal (the
“Proposal”) of the Financial Accounting Standards Board to change the present method of accounting for
income taxes. The Proposal in its current form would require the Company to adjust its deferred income tax
account periodically to reflect changes in the federal income tax rates.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA
The following financial statements of the Company are included:
Report of Certified Public Accountants on Consolidated Financial Statements.
Consolidated Balance Sheets as of December 31, 1986 and December 31, 1985.
Consolidated Statements of Earnings — Three years ended December 31, 1986.
Consolidated Statements of Changes in Financial Position — Three years ended December 31, 1986.
Consolidated Statements of Shareholders’ Equity — Three years ended December 31, 1986.

Notes to Consolidated Financial Statements.
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REPORT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

Board of Directors
Thousand Trails, Inc.
Bellevue, Washington

We have examined the consolidated balance sheets of Thousand Trails, Inc. and subsidiaries as of
December 31, 1985 and 1986 and the related statements of operations, shareholders’ equity and changes in
financial position for each of the three years in the period ended December 31, 1986. Our examinations were
made in accordance with generally accepted auditing standards and, accordingly, included such tests of the
accounting records and such other auditing procedures as we considered necessary in the circumstances.

As discussed in Note D, the Company is currently engaged in discussions with its senior lenders to
restructure the Company’s existing loan arrangements. The Company also intends to begin discussions with
holders of its 14%% Senior Subordinated Notes to restructure such notes. Management of the Company believes
that restructuring its debt is necessary to avoid default under current loan coverage requirements, to provide the
Company sufficient cash flow to continue its existing level of operations and to realize the recorded value of its
primary assets, contracts receivable and land and improvements. No assurances can be given, however, that
such restructuring will be accomplished.

In our opinion, subject to the effects on the financial statements of such adjustments, if any, as might have
been required had the outcome of the debt restructuring discussed in the preceding paragraph been known, the
consolidated financial statements referred to above present fairly the financial position of Thousand Trails, Inc.
and subsidiaries as of December 31, 1985 and 1986, and the results of their operations and the changes in their
financial position for each of the three years in the period ended December 31, 1986, in conformity with
generally accepted accounting principles applied on a consistent basis.

Joucla Rees £ Cet

Touche Ross & Co.
Certified Public Accountants
Seattle, Washington

April 30, 1987
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THOUSAND TRAILS, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

ASSETS

December 31,

1985 1986
CURRENT ASSETS:
Cash (IR T 0 LIl D0 s SRR I 5 (LIS ) $ 995,000 $ 970,000
Membership contracts receivable, net of sales reversal allowance of
$4.,410,000 and $1,952,000 and allowance for doubtful accounts of
$3.,897.000 and $5;346.000555 41 50 T UTESE TR 1 L L 33,357,000 27,809,000
Inventory end other-asselshie, e o U NUUITT S CEERRRR R T 5, L T, 10,056,000 5,916,000
TOTAL CUBRENTEASSELS, .« o » st R o o b e o e oma 44,408,000 34,695,000
MEeMBERSHIP CONTRACTS RECEIVABLE, net of allowance of $15,882,000 and
B2L V0000 . . & o vorite wbrent i s aicdhas i -CUNENETRSSS .. . Lot fen 135,925,000 110,851,000
OPERATING RESORTS:
fandeoad oaed nsanasg. anibaaona. ) . Desetinits by o e sl gt 35,259,000 28,573,000
Improvements:onl, Jo Saliaog (aensarl SEEEL B asm soatls, oF Lansle, 164,758,000 130,907,000
200,017,000 159,480,000
Costs attributable to membership Eales o s e e e D s (76,251,000) (87,514,000)
123,766,000 71,966,000
RESORTS UNDER INITIAL DEVELOPMENT . . ..ottt i eeeeeeeeanns 5,181,000 —
RESORT OPERATING EQUIPMENT, net of accumulated depreciation of $4,180,000
LTl V0,1, ) e M et i i bl S o s bt W o et 14,594,000 12,883,000
CoNSTRUCTION AND OTHER EQUIPMENT, net of accumulated depreciation of
$4.478 00D:a0d $4:3891000menes...f. L Lanaiy 0, Firenciel Position . Thiva. 6,392,000 4,125,000
InvESTMEN T INRERIBST TR reents. 0 sharetolinn”, Sy o Lhoe, voms e 10,787,000 3,901,000
OrieR INVESTMENTS Dasolidanl Finonciil SUMOmmenlB. . oo oo e snmn i 5 n 4,554,000 —
ORRER A SSEIES . i o b o d e e St e sl SEEL I e, S5 vt e a2 b e e 8,211,000 3,021,000
$353,818,000 $241,442,000

See notes to consolidated financial statements.
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THOUSAND TRAILS, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
LIABILITIES AND SHAREHOLDERS’ EQUITY

December 31,

1985 1986
CURRENT LIABILITIES:
ACCOUMS PavabIe v 55is. .00 v (B AR E - oo e oo e SRR $ 5,096,000 $ 2,902,000
Accrued salarics and Telaled 1o S . ik v e T e 3,570,000 2,598,000
AT e S L, e e s o et T et 4,313,000 3,564,000
Otheracerued habilities . .. . ORI = - - . s s - 1,473,000 3,354,000
Accrueditaxes o5k PS0 . o OIEERETRE. © . ..o NS 548,000 1,836,000
Prepaid membership dues and rental revenues . ........................ 7,950,000 7,771,000
Gurrent portion of long-term debfgus sl = . . ..ol al sl 7,531,000 11,372,000
Deferred INCOe FAXeS. ..ot . - yhia iR = 5. | e e LR 9,126,000 156,000
TOTAL CURRENT SIABILITIESENS OE €. . .. . ... .. ..o ssopn BOamar i 39,607,000 33,553,000
LoNG-TERM DEBT 1705000 o0 BRBBEEERT | o e st sfests s il st A 191,855,000 174,244,000
DEFERRED INCOMEBARES ™= e e e s ms s 37,189,000 624,000
DEFERRED RENTAL REVENUE AND OTHER LIABILITIES . ................... 6,470,000 4,474,000
SHAREHOLDERS’ EQuUITY:
Common stock, no par value — Authorized, 15,000,000 shares;
Issued and outstanding, 10,308,847 and 10,357,019 shares ............ 26,940,000 27,268,000
ReBHICHBATDIRRS . it « = -+ » 5 5T 5 5k o o s e e o e T DS 51,757,000 1,279,000

78,697,000 28,547,000
$353,818,000 $241,442,000

See notes to consolidated financial statements.
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THOUSAND TRAILS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

Year ended December 31,

1984 1985 1986

REVENUES:
Membershipsales . ... oo i i v e s ih s $116,983,000 $127,603,000 $ 59,860,000
RESOLEOPEIAHIONS 1. . oo v s st i v os o s 5 s ot RN 15,465,000 22,725,000 28,019,000
Interest income from membership contracts ............ 16,067,000 23,406,000 25,534,000
148,515,000 173,734,000 113,413,000

EXPENSES:
MaTketinZeXPERSEsItEe: . . . o hirr s e s s RS, 54,181,000 74,081,000 41,766,000
Resort land and improvement costs ................... 17,842,000 21,029,000 12,520,000
Provision for doubtful accounts ...................... 5,880,000 17,644,000 19,231,000
Resort operating and administrative expense ............ 16,403,000 23,202,000 30,428,000
Membership contract collection expense . .............. 2,180,000 2,882,000 3,091,000
General and administrative eXpenses . ................. 12,513,000 15,720,000 16,515,000
INIEIeStEXPENSEE. o o i R S 5,124,000 16,286,000 27,818,000

114,123,000 170,844,000 151,369,000

INncoME (Loss) FROM MEMBERSHIP SALES AND

RESORTIOPERATIONS™ [ ET 00 SIS - o ot it a5y 5% 34,392,000 2,890,000 (37,956,000)
OtHER INCOME (EXPENSE):
Reallcsiaterad)ustm e IR e e st - opoce b dogetaparesopssspszsdsrs -— —- (63,281,000)
OB . o0 . . O PRSI o e s 1,004,000 90,000 (166,000)
1,004,000 90,000 (63,447,000)
INncoME (Loss) BEFORE Tax AND EXTRAORDINARY ITEM . .. 35,396,000 2,980,000 (101,403,000)
DEFERRED INCOME TAX EXPENSE (BENEFIT) . ............. 16,286,000 1,192,000 (48,004,000)
INcoME (Loss) BEFORE EXTRAORDINARY ITEM ........... $ 19,110,000 $ 1,788,000 $ (53,399,000)

EXTRAORDINARY ITEM:
Gain from extinguishment of debt, less applicable

income tax 0f $2,676,000 . . . . : . .o s - Tode oo voaie wis voin = e 2,977,000
NET EARNINGS (LOSS) ... ..ot $ 19,110,000 $ 1,788,000 $ (50,422,000)
NET PRIMARY EARNINGS PER SHARE
Income (loss) before extraordinary item ............... $1.78 $ .17 $(5.16)
Pxiraordinacy item: 5o oo ot o s Ba ot i v 9 e e = __ .29
NetEammpsilloss) -, o il e e $1.78 7 $(4.87)
NET FuLLy DiLUTED EARNINGS PER SHARE
Income (loss) before extraordinary item ............... $1.76 $ .16 $(5.16)
Extraordinaryitem .............. ... ... i, — — .29
Net EarningsSiIEoss)’ .o nts o SR 1.76 $ .16 $(4.87)

See notes to consolidated financial statements.
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THOUSAND TRAILS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN FINANCIAL POSITION

OPERATIONS:

Cash received —
Membership sales
Collections on contracts receivable, including interest . . .
DNeSAna TESOTIITEVEIIES . ..o bni RS 2 52 7 1 25 5 8 S
DR e s R e

Cash expended —
Marketing expenses
Administrative and collection expenses
Resort operating and administrative expenses

Cash provided by operations before debt service and

resort acquisition and development
Cash expended for resort acquisition and development . . . ..
INCTESHEXPOIINE ot it i g on e Ll e 3,
Principal payments on debt related to resort properties

Cash used in operations

OtHER SOURCES (USES) OF CASH:

Issudnce O COMMONISIOCK & « i nico i s an e iy
Issuance of debentures, net of discount of $1,195,000

and related costs of $2,250,000
Treasury SIOCKSACHBECT S oo oo oo ok thebe PRI B L
Subordinatedinatestacauired ... ... o cibsraaie e L L
Proceeds (repayments) of borrowings collateralized

by contracts receivable
Purchase of equipment, net of related borrowings of

$3,186,000, $5,513,000 and $410,000
Payments on other debt
Other investments
Saleof assetsTtditelated patby oI, . . L ot e e
Othennet: cmide: Soied dvwlonoail oo eeilied 3. cocoh,

INCREASE (DECREASE) IN CASH

CasH:
Beginning of year
End of Year

Year ended December 31,

1984 1985 1986
$30,044,000 $ 34,362,000 $ 19,211,000
49,352,000 67,574,000 77,306,000
15,481,000 21,248,000 25,364,000
57,000 244,000 968,000
94,934,000 123,428,000 122,849,000
51,873,000 76,146,000 40,334,000
14,277,000 17,085,000 15,635,000
13,413,000 21,677,000 27,925,000
79,563,000 114,908,000 83,894,000
15,371,000 8,520,000 38,955,000
(54,600,000)  (38,440,000) (12,356,000)
(10,019,000)  (18,082,000) (26,930,000)
(4,281,000) (8,293,000) (5,677,000)
(53,529,000)  (56,295,000) (6,008,000)
975,000 3,025,000 328,000
— 71,555,000 —
— (7,020,000) —_
— —  (11,523,000)
63,283,000 (924,000) 12,636,000
(8,738,000) (4,690,000) (1,096,000)
(2,014,000) (2,689,000) (3,028,000)
(886,000) (3,926,000) (2,995,000)
— — 12,250,000
1,783,000 315,000 (589,000)
54,403,000 55,646,000 5,983,000
874,000 (649,000) (25,000)
770,000 1,644,000 995,000
$ 1,644,000 $ 995000 $ 970,000

See notes to consolidated financial statements.
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THOUSAND TRAILS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY

Common stock Retained

Shares Amount earnings
BALANCE; January 1, 1984 . ... . .c.covnvivaonmnane s, 10,197,145 $29,358,000 $ 30,941,000
Debenture CONYEISIONS " . :v .ol iiitiaiiiisiilominmadns, 50N 230,135 587,000
Bxcicise uf SIockopaons §.5: & 060 B 088 T 1 s il i . u o 231,196 989,000
Foreign currency transiation’ . =" Hue T 0h. - L2 Bieee ik (68,000)
INBLEAMINOS . . (00, BEE L5« v« vBBG IRl P, oo e sl 4 4 19,110,000
BaLANCE. December31, 1984 0000 oo vnnntdineosiios 10,658,476 30,934,000 49,983,000
Exepmpiseiof stockioptions f.05 . . 00 R B0, v sigia s s« ol 202,871 2,255,000
Purchase and retirement of treasury stock .................... (552,500) (6,249,000)
Foreign currency translation ... - ... coors cue o o nniman e i v sos e (14,000)
NELCaMINER prives. o8 Wl sibere tlayeas Srtctsis <o el . o | | b 1,788,000
Barance; December 3L, 1985 L I BuE $8. 0 s v vvansvs v g 10,308,847 26,940,000 51,757,000
Exercise o stockioptions oy S s DaRit . o e 655 5 bas osrwie s o o oks 48,172 328,000
O O Ry AN AR . S s e T e e 5 4 B s ea o e (56,000)
INCEROSS & o2 o e om m i we wie on orin e s s sl e % e ot o e RN SEOEHED2 (50,422,000)
BALANCE, December 31,1986 ..\ . 5 tuvl. vcovicisiivecids 10,357,019 $27,268,000 $ 1,279,000

See notes to consolidated financial statements.
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THOUSAND TRAILS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Three Years Ended December 31, 1986

NOTE A — SIGNIFICANT ACCOUNTING POLICIES:

General

The Company and its subsidiaries operate membership-based destination campground resorts in the United
States and Canada. All significant intercompany transactions and balances have been eliminated in the
accompanying financial statements.

Revenue Recognition

The Company sells memberships for cash or on an installment basis. Membership sales, net of an
allowance for sales cancellations, are recorded in full upon execution of membership contracts. Installment
sales require a down payment of at least 10% of the sales price. All marketing costs and an allowance for
estimated contract collection losses and sales cancellations (based on historical loss occurrence rates) are
recorded currently.

Certain membership contracts provide for prepaid use by members of Company-owned rental trailers or
cabins. Revenue attributable to prepaid use is recorded as deferred rental revenue and recognized over the
period of expected use.

Members are assessed annual dues which are used for resort maintenance and operations, member services
and related general and administrative expenses. The Company establishes dues at rates intended to fully
provide for such expenses when active memberships sold reach approximately 50% of total memberships
available for sale. Membership contracts provide for annual adjustment of dues to reflect increases in the
Consumer Price Index.

Operating Resorts

Operating resort land and improvement costs plus estimated costs to complete resorts are charged to costs
attributable to membership sales based on the relationship of memberships sold to total memberships which the
Company estimates it will sell. The unamortized balance of such costs is carried on the balance sheet under
“‘Operating Resorts’’ and is stated at the lower of cost or estimated net realizable value as determined on a
geographic area basis. Estimated net realizable value takes into consideration the total estimated market for
membership sales, the Company’s total planned memberships and existing memberships available for sale, and
total costs to complete and market the resorts. The total memberships available for sale are based on estimated
members’ usage of the Company’s resort facilities. The Company currently plans to sell ten memberships for
each campsite. The Company reviews resort occupancy statistics regularly and will revise the total planned
memberships available for sale as required.

Resorts Under Initial Development

Resorts under initial development are classified as operating resorts when development has been completed
to the extent that the resorts are available for regular use by members.

Investment in Real Estate

Real estate acquired for potential future development as resorts and real estate acquired in excess of that
necessary for operating resorts is classified as investment in real estate. Real estate contiguous to operating
resorts is infrequently used but is generally available for use by members until disposition or further develop-
ment. Certain parcels of real estate contiguous to operating resorts are subject to land use permits obtained in
connection with development of the resorts. Prior to disposition or development of such parcels, the Company
will be required to obtain waivers or modifications of such permits from local governmental authorities.

Depreciation
Depreciation of equipment is provided on the straight-line method over the assets’ respective useful lives
which range from three to twenty years.

Foreign Currency Translation

The Company translates the financial statements of its Canadian subsidiary into U.S. dollars at exchange
rates in effect as of the balance sheet dates. Unrealized translation gains and losses are included in retained
earnings.
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Earnings Per Share

Earnings per share of common stock is computed based on weighted average common and equivalent
shares outstanding during the year. Stock options, warrants and rights to purchase stock are included in the
computation of earnings per share when dilutive.

Reclassifications

Certain reclassifications have been made in the 1984 and 1985 financial statements to conform with 1986
classifications.

NOTE B — MEMBERSHIP CONTRACTS RECEIVABLE:

Membership contracts receivable bear interest at an average rate of 15% and currently are written with
initial terms of 10 to 84 months (average 71 months in 1986). The Company has no obligation to refund monies
received or to provide further services to members in the event a membership is cancelled for nonpayment of
contractual obligations.

Scheduled aggregate annual principal payments on membership contracts are as follows:
Year ending December 31,

L A R R e e - i A AR PN $33,155,000
(LS e e e S o e B e o s o R B 31,654,000
L L S IR TS R 0 i 6 e e R b TR 29,051,000
| e D e e R s R 26,236,000
199] WIS IY PNE GBS Rulina] e 10T oo g 0w aaiy e 1o 23,272,000
1992 #2380, 1 384P, FOORiiiginy Eno S0, | EpaN e SyAeRirwsiyg . b 15,959,000
199801, 10 7¢I EIXONGOS MG Da08. AOLGAI S0 a0, S Ll v ZaEl 5,989,000
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