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CONSOLIDATED STATEMENTS OF OPERATIONS
(dollars in millions except per share data)

Feb. 2,
2008

Feb. 3,
2007

Jan. 28,
2006

Fiscal Year Ended

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,774.8 $3,683.8 $3,675.7

Other revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 46.1 39.8 41.4

Total revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,820.9 $3,723.6 $3,717.1

Cost of merchandise sold (includes occupancy) . . . . . . . . . . . . . . . . . . . . . . . 2,838.3 2,733.0 2,650.4

Gross margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 982.6 990.6 1,066.7

Selling, general and administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . 956.1 912.1 885.7

Pre-opening expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.8 9.4 5.7

Asset impairments and other writedowns . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.1 60.6 4.9

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.6 8.5 170.4

Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42.9 29.7 13.6

Income (loss) before income tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (36.3) (21.2) 156.8
Income tax provision (benefit) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (17.8) (8.2) 60.3

Income (loss) from continuing operations . . . . . . . . . . . . . . . . . . . . . . . . . $ (18.5) $ (13.0) $ 96.5

Income (loss) from operations of discontinued operations (net of income tax
benefit of $6.1, $9.7 and $2.2) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (13.2) (138.3) 4.5

Loss from disposal of discontinued operations (net of income tax benefit of
$5.8, $0.0 and $0.0) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (125.7) — —

Income (loss) from discontinued operations (net of tax) . . . . . . . . . . . . . (138.9) (138.3) 4.5

Net income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (157.4) $ (151.3) $ 101.0

Earnings (loss) per common share data (Note 2)

Diluted:
Earnings (loss) from continuing operations per common share . . . . . . $ (0.31) $ (0.21) $ 1.36

Earnings (loss) from discontinued operations per common share . . . . . $ (2.37) $ (2.23) $ 0.06

Net income (loss) per common share . . . . . . . . . . . . . . . . . . . . . . . . $ (2.68) $ (2.44) $ 1.42

Weighted-average common shares outstanding . . . . . . . . . . . . . . . . 58.7 61.9 71.1

Basic:
Earnings (loss) from continuing operations per common share . . . . . . $ (0.31) $ (0.21) $ 1.39

Earnings (loss) from discontinued operations per common share . . . . . $ (2.37) $ (2.23) $ 0.06

Net income (loss) per common share . . . . . . . . . . . . . . . . . . . . . . . . $ (2.68) $ (2.44) $ 1.45

Weighted-average common shares outstanding . . . . . . . . . . . . . . . . 58.7 61.9 69.8

See accompanying notes to consolidated financial statements.

45



CONSOLIDATED BALANCE SHEETS
(dollars in millions except share amounts)

Feb. 2,
2008

Feb. 3,
2007

Fiscal Year Ended

Assets
Current assets:

Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 61.0 $ 108.6

Merchandise inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,327.2 1,347.3

Accounts receivable and other current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 117.8 128.7

Current assets of discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 139.0

Total current assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,506.0 1,723.6

Property and equipment, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 638.8 604.2

Other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 64.9 65.1

Deferred income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52.5 53.7

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40.5 40.3

Noncurrent assets of discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 126.5

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,302.7 $2,613.4

Liabilities, Minority Interest and Stockholders’ Equity
Current liabilities:

Short-term borrowings and current portion of long-term debt. . . . . . . . . . . . . . . . . . . . $ 548.6 $ 502.0
Trade accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 550.3 562.0

Accrued payroll and other liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 344.6 336.9

Taxes, including income taxes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18.3 61.0

Deferred income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.0 16.1

Current liabilities of discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 117.9

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,467.8 1,595.9

Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.4 5.2

Other long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350.4 313.2

Noncurrent liabilities of discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 55.1

Contingencies (Note 6) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — —

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,823.6 1,969.4

Minority interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.2 2.0

Total liabilities and minority interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,825.8 1,971.4

Stockholders’ equity:

Common stock, 300,000,000 shares authorized; 58,794,224 and 58,476,306 shares
issued and outstanding at February 2, 2008 and February 3, 2007, respectively . . . . . . 184.0 175.5

Accumulated other comprehensive income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42.4 28.5

Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250.5 438.0

Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 476.9 642.0

Total liabilities, minority interest and stockholders’ equity . . . . . . . . . . . . . . . . . . . $2,302.7 $2,613.4

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF CASH FLOWS
(dollars in millions)

Feb. 2,
2008

Feb. 3,
2007

Jan. 28,
2006

Fiscal Year Ended

Cash provided by (used for):
Net income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(157.4) $(151.3) $ 101.0
Net income (loss) from discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (138.9) (138.3) 4.5
Net income (loss) from continuing operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (18.5) (13.0) 96.5

Operations
Adjustments to reconcile net income (loss) from continuing operations to operating cash

flows:
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 109.9 115.8 109.6
Gain on sale of investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — (5.0) (1.2)
Loss on disposal of assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.1 6.8 5.3
Increase in minority interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.4 0.6 —
Increase in deferred income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4.8) (29.1) (12.9)
(Increase) decrease in other long-term assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.3 (1.3) (3.9)
Increase in other long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.3 12.8 18.0
Asset impairments and other writedowns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.7 53.4 2.6

Cash provided by (used for) current assets and current liabilities:
(Increase) decrease in inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30.4 (34.5) (86.7)
(Increase) decrease in accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.5 (5.4) (14.1)
(Increase) decrease in prepaid expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3.6) 8.4 (21.0)
Increase (decrease) in accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (15.6) (57.4) 47.4
Increase (decrease) in taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (30.4) (70.1) 29.4
Increase (decrease) in accrued payroll and other liabilities . . . . . . . . . . . . . . . . . . . . . . 0.8 56.7 (7.8)

Net cash provided by operating activities of continuing operations . . . . . . . . . . . . . . 101.5 38.7 161.2

Investing
Capital expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (142.7) (175.4) (162.2)
Investment in Paperchase . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (0.8) — —
Proceeds from the sale of discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20.4 — —
Proceeds from sale of investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 21.6 105.2

Net cash used for investing activities of continuing operations . . . . . . . . . . . . . . . . . . . (123.1) (153.8) (57.0)

Financing
Repayment of long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — — (0.1)
Issuance of long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.4 — —
Repayment of long-term capital lease obligations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (0.4) (0.1) (0.1)
Net funding from (repayment of ) credit facility . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 43.4 303.4 (1.2)
Proceeds from the excess tax benefit of options exercised . . . . . . . . . . . . . . . . . . . . . . . . 0.9 4.3 —
Payment of cash dividends. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (19.4) (25.2) (25.5)
Issuance of common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.2 26.0 27.6
Repurchase of common stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (0.6) (148.7) (265.9)

Net cash provided by (used for) financing activities of continuing operations . . . . . . . . . 32.5 159.7 (265.2)

Effect of exchange rates on cash and cash equivalents of continuing operations . . . . . . . . . . . (4.8) (2.0) (4.0)

Net cash provided by (used for) operating activities of discontinued operations . . . . . . . . . . . (12.8) 6.1 24.8
Net cash used for investing activities of discontinued operations . . . . . . . . . . . . . . . . . . . . . (4.4) (28.8) (34.1)
Net cash provided by (used for) financing activities of discontinued operations . . . . . . . . . . . (41.9) 13.9 24.2
Effect of exchange rates on cash and cash equivalents of discontinued operations . . . . . . . . . . 5.4 2.1 3.0

Net cash provided by (used for) discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . (53.7) (6.7) 17.9

Net increase (decrease) in cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (47.6) 35.9 (147.1)

Cash and cash equivalents at beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 108.6 72.7 219.8

Cash and cash equivalents at end of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 61.0 $ 108.6 $ 72.7

Supplemental cash flow disclosures:
Interest paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 45.7 $ 34.0 $ 13.9
Income taxes paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 14.0 $ 63.5 $ 55.0

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY
(dollars in millions except share amounts)

Shares Amount

Accumulated
Other

Comprehensive
Income (Loss)

Retained
Earnings Total

Common Stock

Balance at January 23, 2005 . . . . . . . . . . . . . . . . . . . . . . . 73,875,627 $ 524.6 $25.3 $ 539.0 $1,088.9

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — — — 101.0 101.0

Foreign currency translation adjustments . . . . . . . . . . . . . . — — (5.9) — (5.9)

Comprehensive income . . . . . . . . . . . . . . . . . . . . . . . . . . 95.1

Cash dividends declared ($0.37 per common share) . . . . . . — — — (25.5) (25.5)

Issuance of common stock . . . . . . . . . . . . . . . . . . . . . . . . 1,866,917 27.6 — — 27.6

Repurchase and retirement of common stock . . . . . . . . . . . (11,593,147) (265.9) — — (265.9)

Tax benefit of equity compensation . . . . . . . . . . . . . . . . . . — 7.5 — — 7.5

Change in deferred compensation . . . . . . . . . . . . . . . . . . . — 0.1 — — 0.1

Balance at January 28, 2006 . . . . . . . . . . . . . . . . . . . . . . . 64,149,397 $ 293.9 $19.4 $ 614.5 $ 927.8

Net loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — — — (151.3) (151.3)

Foreign currency translation adjustments . . . . . . . . . . . . . . — — 9.1 — 9.1

Comprehensive income . . . . . . . . . . . . . . . . . . . . . . . . . . (142.2)

Cash dividends declared ($0.41 per common share) . . . . . . — — — (25.2) (25.2)

Issuance of common stock . . . . . . . . . . . . . . . . . . . . . . . . 1,544,904 26.0 — — 26.0

Repurchase and retirement of common stock . . . . . . . . . . . (7,217,995) (148.7) — — (148.7)

Tax benefit of equity compensation . . . . . . . . . . . . . . . . . . — 4.3 — — 4.3

Balance at February 3, 2007 . . . . . . . . . . . . . . . . . . . . . . . 58,476,306 $ 175.5 $28.5 $ 438.0 $ 642.0

Net loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — — — (157.4) (157.4)

Discontinued operations currency translation adjustment . . — — 8.7 — 8.7

Foreign currency translation adjustments . . . . . . . . . . . . . . — — 5.2 — 5.2

Comprehensive income . . . . . . . . . . . . . . . . . . . . . . . . . . (143.5)

Adoption of FIN 48 . . . . . . . . . . . . . . . . . . . . . . . . . . . . — — — (4.2) (4.2)

Cash dividends declared ($0.44 per common share) . . . . . . — — — (25.9) (25.9)

Issuance of common stock . . . . . . . . . . . . . . . . . . . . . . . . 450,855 8.2 — — 8.2

Repurchase and retirement of common stock . . . . . . . . . . . (132,937) (0.6) — — (0.6)

Tax benefit of equity compensation . . . . . . . . . . . . . . . . . . — 0.9 — — 0.9

Balance at February 2, 2008 . . . . . . . . . . . . . . . . . . . . . . . 58,794,224 $ 184.0 $42.4 $ 250.5 $ 476.9

See accompanying notes to consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(dollars in millions except per share data)

NOTE 1 — SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Nature of Business: Borders Group, Inc., through its subsidiaries, Borders, Inc. (“Borders”), Walden Book
Company, Inc. (“Waldenbooks”), Borders Australia Pty Limited and others (individually and collectively,
the “Company”), is the second largest operator of book, music and movie superstores and the largest
operator of mall-based bookstores in the world based upon both sales and number of stores. At February 2,
2008, the Company operated 541 superstores under the Borders name, including 509 in the United States,
22 in Australia, five in New Zealand, three in Puerto Rico, and two in Singapore. The Company also
operated 490 mall-based and other bookstores, including stores operated under the Waldenbooks,
Borders Express and Borders Outlet names, as well as Borders-branded airport stores. In addition, the
Company owned and operated United Kingdom-based Paperchase Products Limited (“Paperchase”), a
designer and retailer of stationery, cards and gifts. As of February 2, 2008, Paperchase operated 112 stores,
primarily in the United Kingdom, and Paperchase shops have been added to 319 domestic Borders
superstores.

Principles of Consolidation: The consolidated financial statements include the accounts of the Company
and all majority-owned subsidiaries. All significant intercompany transactions and balances have been
eliminated.

The results of Borders Ireland Limited, Books etc., and U.K. Superstores are presented as discontinued
operations for all periods presented.

Use of Estimates: The preparation of financial statements in conformity with accounting principles
generally accepted in the United States requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the
date of the financial statements, as well as the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates.

Fiscal Year: Effective with respect to fiscal 2005, the Company’s fiscal year ends on the Saturday closest to
the last day of January. Fiscal 2007 consisted of 52 weeks, and ended on February 2, 2008. Fiscal 2006
consisted of 53 weeks and ended February 3, 2007. Fiscal 2005 consisted of 53 weeks and ended January 28,
2006. References herein to years are to the Company’s fiscal years.

Foreign Currency and Translation of Foreign Subsidiaries: The functional currencies of the Company’s foreign
operations are the respective local currencies. All assets and liabilities of the Company’s foreign operations
are translated into U.S. dollars at fiscal period-end exchange rates. Income and expense items are
translated at average exchange rates prevailing during the year. The resulting translation adjustments
are recorded as a component of stockholders’ equity and comprehensive income. Excluding discontinued
operations, foreign currency transaction gains/(losses) were $1.4, $(0.1), and $1.4 in 2007, 2006, and
2005, respectively.

Cash and Equivalents: Cash and equivalents include short-term investments with original maturities of
90 days or less.

Inventories: Merchandise inventories are valued on a first-in, first-out (“FIFO”) basis at the lower of cost or
market using the retail inventory method. The Company includes certain distribution and other expenses
in its inventory costs, totaling $104.8 and $107.6 as of February 2, 2008, and February 3, 2007, respectively.

Property and Equipment: Property and equipment are recorded at cost, including capitalized interest, and
depreciated over their estimated useful lives on a straight-line basis for financial statement purposes and
on accelerated methods for income tax purposes. Store properties are leased and improvements are
amortized over the shorter of their estimated useful lives or the initial term of the related lease, generally
over three to 20 years. Other annual rates used in computing depreciation for financial statement purposes
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approximate 3% for buildings and 10% to 33% for other fixtures and equipment. Amortization of assets
under capital leases is included in depreciation expense.

The carrying value of long-lived store assets is evaluated whenever changes in circumstances indicate the
carrying amount of such assets may not be recoverable. In performing such reviews for recoverability, the
Company compares the expected cash flows to the carrying value of long-lived assets for the applicable
stores. If the expected future cash flows are less than the carrying amount of such assets, the Company
recognizes an impairment loss for the difference between the carrying amount and the estimated fair
value. Expected future cash flows, which are estimated over the assets’ remaining useful lives, contain
estimates of sales and the impact those future sales will have upon cash flows. Future sales are estimated
based, in part, upon a projection of each store’s sales trend based on the actual sales of the past several
years. Additionally, each store’s future cash contribution is based upon the most recent year’s actual cash
contribution, but is adjusted based upon projected trends in sales and store operating costs. Fair value is
estimated using expected discounted future cash flows, with the discount rate approximating the
Company’s borrowing rate. Significant deterioration in the performance of the Company’s stores com-
pared to projections could result in significant additional asset impairments.

The carrying value of non-store long-lived assets is also evaluated whenever changes in circumstances
indicate the carrying amount of such assets may not be recoverable. Expected future cash flows, which are
estimated over each asset’s remaining useful life, contain estimates of future cash flows based on projected
trends in sales and operating costs. Fair value is estimated using expected discounted future cash flows,
with the discount rate approximating the Company’s borrowing rate.

Goodwill: Pursuant to the provisions of Statement of Financial Accounting Standards No. 142, “Goodwill
and Other Intangible Assets” (“FAS 142”), the Company’s goodwill is tested for impairment annually (or
more frequently if impairment indicators arise). Pursuant to FAS 142, a reporting unit is defined as an
operating segment or one level below an operating segment (a component), for which discrete financial
information is available and reviewed by management. The Company’s reporting units were identified as
the operating segments of Domestic Borders superstores and Waldenbooks Specialty Retail, and the
regional components of the International operating segment. The carrying amounts of the net assets of
the applicable reporting units (including goodwill) are compared to the estimated fair values of those
reporting units. Fair value is principally estimated using a discounted cash flow model which depends on,
among other factors, estimates of future sales and expense trends, liquidity and capitalization. The
discount rate used approximates the weighted average cost of capital of a hypothetical third party buyer.
Changes in any of the assumptions underlying these estimates may result in the future impairment of
goodwill.

If an impairment is detected due to the carrying value of the reporting unit being greater than the fair
value, FAS 142 requires that an analysis be completed to determine the amount of the goodwill impair-
ment. To determine the amount of the goodwill impairment, the fair value of the reporting unit is
allocated to each of the reporting unit’s assets and liabilities. The amount of fair value remaining (if any)
after this allocation is then compared to the recorded value of goodwill. If the remaining fair value exceeds
the recorded value of goodwill, no impairment exists. If, however, the remaining fair value is less than the
recorded value of goodwill, goodwill must be reduced to the amount of remaining fair value, with the
reduction being recorded as an expense on the statement of operations.

As of February 2, 2008, no impairment of goodwill existed.

Leases: All leases are reviewed for capital or operating classification at their inception under the guidance
of Statement of Financial Accounting Standards No. 13, “Accounting for Leases” (“FAS 13”), as amended.
The Company uses its incremental borrowing rate in the assessment of lease classification, and defines
initial lease term to include the construction build-out period, but to exclude lease extension period(s).
The Company conducts operations primarily under operating leases. For leases that contain rent
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escalations, the Company records the total rent payable during the lease term, as defined above, on a
straight-line basis over the term of the lease and records the difference between the rents paid and the
straight-line rent as a deferred rent liability, under “Other long-term liabilities” on the Company’s
consolidated balance sheets, totaling $143.3 and $140.4 as of February 2, 2008 and February 3, 2007,
respectively.

Landlord Allowances: The Company classifies landlord allowances as deferred rent liabilities, under “Other
long-term liabilities” on the Company’s consolidated balance sheets, totaling $123.0 and $119.2 as of
February 2, 2008 and February 3, 2007, respectively, in accordance with the provisions of FASB Technical
Bulletin No. 88-1, “Issues Relating to Accounting for Leases” (“FTB 88-1”), and as an operating activity on
the Company’s consolidated statements of cash flows. Also in accordance with the provisions of FTB 88-1,
the Company amortizes landlord allowances over the life of the initial lease term, and classifies this
amortization as a reduction of occupancy expense, included as a component of “Cost of merchandise sold
(includes occupancy)” in the Company’s consolidated statements of operations.

Financial Instruments: The recorded values of the Company’s financial instruments, which include accounts
receivable, accounts payable and indebtedness, approximate their fair values.

Pursuant to the provisions of Statement of Financial Accounting Standards No. 133, “Accounting For
Derivative Instruments and Hedging Activities” (“FAS 133”), as amended, the Company recognizes the fair
value of its derivatives on the consolidated balance sheets.

Accumulated Other Comprehensive Income (Loss): Accumulated other comprehensive income (loss) for the
Company includes exchange rate fluctuations. Disclosure of comprehensive income (loss) is incorporated
into the consolidated statements of stockholders’ equity for all years presented. Accumulated other
comprehensive income (loss) includes $42.4 and $28.5 for exchange rate fluctuations as of February 2,
2008 and February 3, 2007, respectively.

Revenue: Revenue is recognized, net of estimated returns, at the point of sale for all of the Company’s
segments. Revenue excludes sales taxes and any value-added taxes.

The Company, through its subsidiaries, has agreements with Amazon.com, Inc. (“Amazon”) to operate
Web sites utilizing the Borders.com and Waldenbooks.com URLs (the “Web Sites”). Under these agree-
ments, which expire in early 2008, Amazon is the merchant of record for all sales made through the Web
Sites, and determines all prices and other terms and conditions applicable to such sales. Amazon is
responsible for the fulfillment of all products sold through the Web Sites and retains all payments from
customers. The Company receives referral fees for products purchased through the Web Sites. The
agreements contain mutual indemnification provisions, including provisions that define between the
parties the responsibilities with respect to any liabilities for sales, use and similar taxes, including penalties
and interest, associated with products sold on the Web Sites. Currently, taxes are not collected with respect
to products sold on the Web Sites except in certain states.

Pre-Opening Costs: The Company expenses pre-opening costs as incurred in accordance with SOP 98-5,
“Reporting on the Costs of Start-Up Activities.”

Closing Costs: Pursuant to the provisions of Statement of Financial Accounting Standards No. 146,
“Accounting for Costs Associated with Exit or Disposal Activities” (“FAS 146”), the Company expenses
when incurred all amounts related to the discontinuance of operations of stores identified for closure.

Borders Rewards: The Company launched the Borders Rewards loyalty program during the first quarter of
2006. Membership in Borders Rewards is free, with no enrollment costs or annual fees. Five percent of all
qualifying purchases made by members throughout 2006 were credited to personal Holiday Savings
accounts, which were used on holiday purchases made from November 15, 2006 through January 31, 2007.
Beginning April 12, 2007, the Company replaced the program’s previous member benefits with Borders
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Bucks. Members can earn Borders Bucks in increments of $5 for each cumulative $150 they spend on
qualifying purchases in a calendar year at Borders and Waldenbooks stores nationwide. Borders Bucks
expire 30 days after receipt by the member if not redeemed. The Company accrues the full cost of all
rewards as they are earned by members. This cost is categorized as “Cost of merchandise sold” on the
consolidated statements of operations for the applicable periods.

Gift Cards: The Company sells gift cards to its customers and records a liability for the face value of all
certificates issued and unredeemed within the last 12 months. For certificates older than 12 months, the
Company records a liability for a portion of the certificates’ face value based upon historical redemption
trends, and records the related income as a component of “Other revenue” in the Company’s consolidated
statements of operations. The Company has included the liability for gift cards as a component of “Accrued
payroll and other liabilities” on its consolidated balance sheets, totaling $145.2 and $147.5 as of February 2,
2008 and February 3, 2007, respectively.

Advertising Costs: The Company expenses advertising costs as incurred, and recorded approximately
$35.8, $36.8 and $35.4 of gross advertising expenses in 2007, 2006 and 2005, respectively.

The Company receives payments and credits from vendors pursuant to co-operative advertising programs,
shared markdown programs, purchase volume incentive programs and magazine slotting programs.

Pursuant to co-operative advertising programs offered by vendors, the Company contracts with vendors to
promote merchandise for specified time periods. Pursuant to the provisions of Emerging Issues Task Force
Issue No. 02-16, “Accounting by a Customer (Including a Reseller) for Certain Consideration Received
from a Vendor” (“EITF 02-16”), which the Company adopted effective January 1, 2003, vendor consid-
eration which represents a reimbursement of specific, incremental, identifiable costs is included in the
“Selling, general and administrative” line on the consolidated statements of operations, along with the
related costs, in the period the promotion takes place. As a percentage of gross advertising expenses, such
consideration totaled approximately (58.7%), (55.8%) and (58.3%) in 2007, 2006, and 2005, respectively.
Consideration that exceeds such costs is classified as a reduction of the “Cost of merchandise sold” line on
the consolidated statements of operations. Additionally, the Company recorded $2.6 and $1.2 of vendor
consideration as a reduction to its inventory balance at 2007 and 2006, respectively.

The Company also receives credits from vendors pursuant to shared markdown programs, purchase
volume programs, and magazine slotting programs. Credits received pursuant to these programs are
classified in the “Cost of merchandise sold” line on the consolidated statements of operations, and are
recognized upon certain product volume thresholds being met or product placements occurring.

Advertising costs not part of the programs listed above are included in the “Selling, general and admin-
istrative” line of the consolidated statements of operations.

Income Taxes: Income taxes are accounted for in accordance with Statement of Financial Accounting
Standards No. 109, “Accounting for Income Taxes” (“FAS 109”). FAS 109 requires recognition of deferred
tax assets and liabilities for the expected future tax consequences of temporary differences between the
book carrying amounts and the tax basis of assets and liabilities. FAS 109 also requires that deferred tax
assets be reduced by a valuation allowance if it is more likely than not that some portion of or all of the
deferred tax asset will not be realized.

The Company also applies the requirements of FASB Interpretation No. 48, “Accounting for Uncertainty
in Income Taxes — an Interpretation of FASB Statement No. 109” (“FIN 48”). FIN 48 requires that the tax
effects of a position be recognized only if it is “more-likely-than-not” to be sustained based solely on its
technical merits as of the reporting date. The more-likely-than-not threshold represents a positive assertion
by management that a company is entitled to the economic benefits of a tax position. If a tax position is not
considered more-likely-than-not to be sustained based solely on its technical merits, no benefits of the
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position are to be recognized. Moreover, the more-likely-than-not threshold must continue to be met in
each reporting period to support continued recognition of a benefit.

The Company and its subsidiaries file separate foreign, state and local income tax returns and, accordingly,
provide for such income taxes on a separate company basis.

Equity-Based Compensation: Beginning in 2006, the Company accounted for equity-based compensation in
accordance with the provisions of Statement of Financial Accounting Standards No. 123 (revised 2004),
“Share-Based Payment” (“FAS 123(R)”). The Company adopted FAS 123(R) using the modified prospec-
tive method. Under the modified prospective method, compensation cost is recognized for all share-based
payments granted after the adoption of FAS 123(R) and for all awards granted to employees prior to the
adoption date of FAS 123(R) that remain unvested on the adoption date. Accordingly, no restatements
were made to prior periods. The Company records compensation cost for equity-based compensation in
the “Selling, general and administrative” line of the consolidated statements of operations.

Prior to 2006, the Company accounted for equity-based compensation under the guidance of Accounting
Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees” (“APB No. 25”). As
permitted, the Company had adopted the disclosure-only option of Statement of Financial Accounting
Standards No. 123, “Accounting for Stock Based Compensation” (“FAS 123”), as amended by Statement of
Financial Accounting Standards No. 148, “Accounting for Stock-Based Compensation — Transition and
Disclosure.” The following table illustrates the effect on net income and earnings per share if the Company
had applied the fair value recognition provisions of FAS 123 to stock-based employee compensation during
2005:

2005

Net income, as reported . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $101.0

Add: Stock-based employee compensation expense included in reported net income, net of

related tax effects . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.9

Deduct: Total stock-based employee compensation expense determined under fair value method
for all awards, net of tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.8

Pro forma net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100.1

Earnings per share:

Diluted — as reported . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1.42

Diluted — pro forma. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1.41

Basic — as reported . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1.45

Basic — pro forma . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1.43

See “Note 10 — Stock-Based Compensation Plans” for further discussion of the Company’s equity-based
compensation plans.

New Accounting Guidance: In September 2006, the FASB issued Statement of Financial Accounting
Standards No. 157, “Fair Value Measurements” (“FAS 157”). FAS 157 provides guidance for using fair
value to measure assets and liabilities and only applies when other standards require or permit the fair
value measurement of assets and liabilities. FAS 157 does not expand the use of fair value measurement.
FAS 157 is effective for fiscal years beginning after November 15, 2007. The Company does not expect the
adoption of FAS 157 to have a material impact on its consolidated financial position or results of
operations.
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In February 2007, the FASB issued Statement of Financial Accounting Standards No. 159, “The Fair Value
Option for Financial Assets and Financial Liabilities” (“FAS 159”). FAS 159 allows companies to elect to
measure certain assets and liabilities at fair value and is effective for fiscal years beginning after Novem-
ber 15, 2007. The Company does not expect the adoption of FAS 159 to have a material impact on its
consolidated financial position or results of operations.

In December 2007, the FASB issued Statement of Financial Accounting Standards No. 141 (revised 2007),
“Business Combinations” (“FAS 141(R)”). FAS 141(R) will significantly change the accounting for business
combinations in a number of areas, including the treatment of contingent consideration, contingencies,
acquisition costs, in-process research and development and restructuring costs. FAS 141(R) includes an
amendment to Statement of Financial Accounting Standards No. 109, “Accounting for Income Taxes.”
This statement is effective for fiscal years beginning after December 15, 2008. The Company does not
expect the adoption of FAS 141(R) to have a material impact on its consolidated financial position or
results of operations.

In December 2007, the FASB issued Statement of Financial Accounting Standards No. 160, “Noncontrol-
ling Interests in Consolidated Financial Statements, an amendment of ARB No. 51” (“FAS 160”). FAS 160
will revise the treatment of noncontrolling interests in consolidated balance sheets and consolidated
statements of income. Noncontrolling interests will become a part of stockholder’s equity in the consol-
idated balance sheets and consolidated income statements will report income attributable to the Company
and to noncontrolling interests separately. FAS 160 is effective for fiscal years beginning after December 15,
2008 and early adoption is prohibited. The Company does not expect the adoption of FAS 160 to have a
material impact on its consolidated financial position or results of operations.

Reclassifications: Certain prior year amounts have been reclassified to conform to current year
presentation.

NOTE 2 — WEIGHTED-AVERAGE SHARES OUTSTANDING

Weighted-average shares outstanding are calculated as follows (thousands):

2007 2006 2005

Weighted-average common shares outstanding — basic . . . . . . . . . . . . . . 58,742 61,940 69,785

Dilutive effect of employee stock options . . . . . . . . . . . . . . . . . . . . . . . . — — 1,303

Weighted-average common shares outstanding — diluted. . . . . . . . . . . . . 58,742 61,940 71,088

Unexercised employee stock options to purchase 0.3 million and 1.5 million shares as of February 2, 2008
and February 3, 2007 respectively were not included in the fiscal 2007 and fiscal 2006 weighted-average
shares outstanding calculation because to do so would have been antidilutive, due to the Company’s loss
from continuing operations. Unexercised employee stock options and unvested restricted share units to
purchase 3.6 million, 2.8 million, and 4.1 million common shares as of February 2, 2008, February 3, 2007,
and January 28, 2006, respectively, were not included in the weighted-average shares outstanding calcu-
lation because to do so would have been antidilutive, due to the exercise price of these shares exceeding
the Company’s share price at the end of the respective fiscal years.

NOTE 3 — ASSET IMPAIRMENTS AND OTHER WRITEDOWNS

Asset Impairments: In accordance with the provisions of FAS 144, “Accounting for the Impairment or
Disposal of Long-Lived Assets,” the Company evaluates the carrying values of long-lived assets whenever
changes in circumstances indicate the carrying amounts of such assets may not be recoverable. When an
indicator of impairment is present, the Company evaluates the recoverability of the affected assets.
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In 2007, assets of underperforming domestic Borders superstores were tested for impairment and as a
result, the Company recorded a charge of $5.5. The Waldenbooks Specialty Retail segment has experi-
enced declining sales and profits over the past several years. For the second year in a row, the segment
generated an operating loss in 2007, and the Company tested all assets of the segment for impairment. This
resulted in a fourth quarter 2007 charge of $0.7 related to underperforming Waldenbooks Specialty Retail
stores. In the International segment, the Company recorded an asset impairment charge of $0.5 related to
one Borders store in Puerto Rico.

In 2006, assets of underperforming domestic Borders superstores were tested for impairment and as a
result, the Company recorded a charge of $9.0. The Waldenbooks Specialty Retail segment has experi-
enced declining sales and profits over the past several years. For the first time in 2006, the segment
generated an operating loss, and the Company tested all assets of the segment for impairment. This
resulted in a fourth quarter 2006 charge of $10.1 related to underperforming Waldenbooks Specialty
Retail stores and a $34.3 charge related to Waldenbooks Specialty Retail’s merchandising system.

In 2005, the Company recorded a charge of $2.6 related to the impairment of certain long-lived assets
(primarily leasehold improvements, furniture, and fixtures), consisting of $2.1 related to underperform-
ing domestic Borders superstores and $0.5 related to underperforming Waldenbooks Specialty Retail
stores.

The charges taken for these impairments are categorized as “Asset impairments and other writedowns” on
the consolidated statements of operations.

Store Closings: In accordance with the provisions of FAS 146, “Accounting for Costs Associated with Exit or
Disposal Activities,” the Company expenses when incurred all amounts related to the discontinuance of
operations of stores identified for closure. These expenses typically pertain to inventory markdowns, asset
impairments, and store payroll and other costs. When the Company closes any of its stores, the inventory of
the closed stores is either returned to vendors or marked down and sold. Stores’ leasehold improvements,
furniture, fixtures and equipment are generally discarded or sold for nominal amounts.

Borders superstores closed during 2007 averaged approximately 25 employees per store and Waldenbooks
Specialty Retail stores closed during 2007 averaged between five to seven employees per store, who have
been or will be displaced by the closures, with the majority being transferred to other domestic Borders
superstore or Waldenbooks Specialty Retail locations. Those employees not transferred are eligible for
involuntary termination benefits, but the total amount of these benefits for the stores affected by the store
closures is not significant.

During 2007, the Company recorded a $6.4 charge for the closing costs of its stores, consisting of the
following: $5.6 related to the closure of 8 domestic Borders superstores, $0.7 related to the closure of 75
Waldenbooks Specialty Retail stores and $0.1 related to related to one Borders store in Australia which was
damaged by a flood but not closed. The charge for all segments consisted primarily of asset impairments.

During 2006, the Company recorded a $7.2 charge for the closing costs of its stores, consisting of the
following: $4.1 relating to the closure of five domestic Borders superstores, and $3.1 relating to the closure
of 124 Waldenbooks Specialty Retail stores. The charge for Borders consisted primarily of asset impair-
ments, and the charge for Waldenbooks Specialty Retail included $0.8 of asset impairments and $2.3 of
store payroll and other costs.

During 2005, the Company recorded a $2.3 charge for the closing costs of its stores, consisting of the
following: $1.0 relating to the closure of two Borders stores, and $1.3 relating to the closure of 50
Waldenbooks Specialty Retail stores (net of a $0.1 adjustment of the prior year reserve resulting from
actual costs differing from estimates). The charge for Borders consisted primarily of asset impairments,
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and the charge for Waldenbooks Specialty Retail included $0.4 of asset impairments and $0.9 of store
payroll and other costs.

Asset impairment and store payroll costs related to store closings are categorized as “Asset impairments and
other writedowns” on the consolidated statements of operations.

The following table summarizes the sales and operating loss for the domestic Borders superstores closed in
each of the following fiscal years:

2007 2006 2005

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $28.0 $ 6.9 $ 7.2

Operating loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3.8) (2.0) (2.2)

The following table summarizes the sales and operating loss for the Waldenbooks Specialty Retail stores
closed in each of the following fiscal years:

2007 2006 2005

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $37.1 $76.0 $25.9

Operating loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3.2) (4.9) (0.3)

NOTE 4 — PROPERTY AND EQUIPMENT

Property and equipment consists of the following:

2007 2006

Property and equipment

Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6.3 $ 6.3

Leasehold improvements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 628.0 583.0

Furniture and fixtures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,035.8 953.1

Construction in progress . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.5 21.7

1,681.6 1,564.1

Less — accumulated depreciation and amortization . . . . . . . . . . . . . . . . . . . . . (1,042.8) (959.9)

Property and equipment, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 638.8 $ 604.2
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NOTE 5 — INCOME TAXES

The income tax provision from continuing operations consists of the following:

2007 2006 2005

Current

Federal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(24.5) $ 3.8 $ 61.6

State and local . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3.5) 2.3 9.5

Foreign . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.3 11.5 2.7

Deferred

Federal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.5 (11.8) (11.9)

State and local . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.9 (7.6) (0.8)

Foreign . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.5 (6.4) (0.8)

Total income tax provision . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(17.8) $ (8.2) $ 60.3

A reconciliation of the federal statutory rate to the Company’s effective tax rate follows:

2007 2006 2005

Federal statutory rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(12.6) $(7.4) $54.9

State and local taxes, net of federal tax benefit . . . . . . . . . . . . . . . . . . . . . . . (2.6) (0.6) 5.6

Effect of foreign tax rates . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1.6) (5.6) 0.8

Foreign net operating loss impact . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1.3) 5.2 1.0

Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.3 0.2 (2.0)

Total income tax provision . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(17.8) $(8.2) $60.3

57

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
(dollars in millions except per share data)



Deferred tax assets and liabilities resulted from the following:

2007 2006

Deferred tax assets

Accruals and other current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8.9 $ 7.9

Deferred revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13.3 8.6

Other long-term liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.4 2.6

Deferred compensation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.3 2.0

Deferred rent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 57.7 59.3

State deferred tax assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.2 9.5

Foreign deferred tax assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18.1 13.5

Asset impairments and other writedowns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19.1 21.8

Valuation allowance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (6.5) (14.6)

Total deferred tax assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 126.5 110.6

Deferred tax liabilities

Inventory. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18.4 18.6

Property and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56.2 51.6

Foreign deferred tax liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.4 2.8

Total deferred tax liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80.0 73.0

Net deferred tax assets (liabilities) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 46.5 $ 37.6

The Company has tax net operating loss carryforwards from continuing operations in foreign jurisdictions
totaling $10.1 as of February 2, 2008, $18.1 as of February 3, 2007, and $18.7 as of January 28, 2006. These
losses have an indefinite carryforward period. The Company has established a valuation allowance to
reflect the uncertainty of realizing a portion of the benefits of these net operating losses and deferred
assets in foreign jurisdictions.

Consolidated domestic income (loss) from continuing operations before taxes was $(46.1) in 2007,
$(23.2) in 2006, and $172.4 in 2005. The corresponding amounts for foreign operations were $9.8 in 2007,
$2.0 in 2006 and $(15.6) in 2005.

With the exception of the Company’s Singapore subsidiary, undistributed earnings of foreign subsidiaries
are considered to be permanently reinvested outside the United States. Deferred U.S. income taxes are not
provided on undistributed earnings considered permanently reinvested. Cumulative foreign earnings
considered permanently reinvested totaled $52.5 as of February 2, 2008 and $53.6 as of February 3, 2007.

The Company adopted FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes — an
Interpretation of FASB Statement No. 109” (FIN 48), as amended, as of the beginning of the current fiscal
year. FIN 48 clarifies the accounting for uncertainty in income taxes recognized under FAS 109. Upon
adoption, the Company recognized an additional $4.2 liability for uncertain tax positions, which was
accounted for as a reduction to beginning retained earnings. The adoption of FIN 48 also resulted in the
reclassification of $7.2 from current taxes payable to non-current accrued liabilities, based upon man-
agement’s estimate of when these liabilities will be settled.
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As of the beginning of the year, total uncertain tax positions, adjusted for the impact of the adoption of
FIN 48, totaled $8.4. As of February 2, 2008 this balance increased to $18.9. The increase in the liability for
income taxes associated with uncertain tax positions of $10.5 relates to uncertainty with respect to
ultimately realizing the full benefit of certain foreign and domestic tax positions. This increase was
partially offset by the impact of audit settlements and statute of limitation expirations. These balances
represent the total amount of uncertain tax positions that, if recognized, would favorably affect the
effective tax rate.

The balance of unrecognized tax benefits we have provided are as follows:

Opening balance at February 4, 2007 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8.4

Additions to tax positions related to current year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.3

Additions to tax positions related to prior years . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.8

Reductions to tax positions related to current year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . —

Reductions to tax positions related to prior years . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3.2)

Reductions to tax positions related to settlements with tax authorities . . . . . . . . . . . . . . . . . . . . (0.1)

Reductions to tax positions related to lapse of statutory limitations . . . . . . . . . . . . . . . . . . . . . . (2.3)

Ending balance at February 2, 2008 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $18.9

The current year increase in unrecognized tax benefits is largely related to the impact of discontinued
operations. Although these unrecognized benefits originated as a result of discontinued operations, the
Company retains the associated liability. An estimate of the range of reasonably possible change in our
unrecognized tax benefits within 12 months of our fiscal year ended February 2, 2008 cannot be made at
this time.

The Company recognizes interest and penalties related to unrecognized tax benefits in its income tax
provision. For the year ended February 2, 2008, we recorded a net tax benefit of $0.8 for tax related interest
and penalties in the consolidated statement of operations. As of February 2, 2008, we recorded a liability of
$5.9 for the payment of tax related interest and penalties in the Company’s consolidated balance sheets.

A number of the Company’s tax returns remain subject to examination by taxing authorities. These
include federal tax returns for 2004 through 2006, tax returns in certain states for 1996 through 2006, and
tax returns in certain foreign jurisdictions for 1999 through 2006.

NOTE 6 — CONTINGENCIES

Litigation: Two former employees, individually and on behalf of a purported class consisting of all current
and former employees who work or worked as Inventory Managers or Sales Managers in Borders stores in
the State of California at any time from September 30, 2001 through the trial date, have filed an action
against the Company in the Superior Court of California for the County of San Francisco. The Complaint
alleges, among other things, that the individual plaintiffs and the purported class members were
improperly classified as exempt employees and that the Company violated the California Labor Code
and the California Business and Professions Code by failing to (i) pay required overtime, (ii) provide meal
periods, rest periods, and accurate itemized wage statements, (iii) keep accurate records of employees’
hours of work, and (iv) pay all compensation owed at the time of termination of employment to certain
members of the purported class. The relief sought includes damages, restitution, penalties, injunctive
relief, interest, costs, and attorneys’ fees and such other relief as the court deems proper. In February of
2008, the Superior Court for the State of California granted final approval of a settlement pursuant to
which the Company agreed to pay up to $3.5 to settle the matter. Based upon claims actually made by class
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members, the final settlement amount will be approximately $2.7. The Company categorized this charge as
“Selling, general and administrative expenses” on its consolidated statements of operations.

On October 29, 2002, Gary Gerlinger, individually and on behalf of all other similarly situated consumers
in the United States who, during the period from August 1, 2001 to the present, purchased books online
from either Amazon.com, Inc. (“Amazon”) or the Company, instituted an action against the Company and
Amazon in the United States District Court for the Northern District of California. The Complaint alleges
that the agreement pursuant to which an affiliate of Amazon operates Borders.com as a co-branded site
(the “Mirror Site”) violates federal anti-trust laws, California statutory law and the common law of unjust
enrichment. The Complaint seeks injunctive relief, damages, including treble damages or statutory
damages where applicable, attorneys fees, costs and disbursements, disgorgement of all sums obtained
by allegedly wrongful acts, interest and declaratory relief. On November 1, 2005, the Court granted the
Company’s Motion to Dismiss all of the remaining claims of the plaintiff. The anti-trust claims were
dismissed with prejudice, and the unfair competition claims were dismissed without prejudice. The
plaintiff has appealed the decision. The appeal was argued in the Ninth Circuit Court of Appeals on
November 8, 2007; the Court took it under submission and a decision is expected within the next few
months. The Company has not included any liability in its consolidated financial statements in connection
with this matter and has expensed as incurred all legal costs to date.

Certain states and private litigants have sought to impose sales or other tax collection efforts on out-of-
jurisdiction companies that engage in e-commerce. The Company and Amazon have been named as
defendants in actions filed by a private litigant on behalf of the state of Illinois under the state’s False
Claims Act relating to the failure to collect use taxes on Internet sales in Illinois for periods both before and
after the implementation of the Web Site Agreement. The Complaints seek judgments, jointly and
severally, against the defendants for, among other things, injunctive relief, treble the amount of damages
suffered by the state of Illinois as a result of the alleged violations of the defendants, penalties, costs and
expenses, including legal fees. Similar actions previously filed against the Company in Tennessee and
Nevada have been dismissed.

Although an adverse resolution of any of the matters described above could have a material adverse effect
on the results of the operations of the Company for the applicable period or periods, the Company does
not believe that these matters will have a material effect on its liquidity or financial position.

In addition to the matters described above, the Company is, from time to time, involved in or affected by
other litigation incidental to the conduct of its businesses.

NOTE 7 — DEBT

Credit Facility: The Company has a Multicurrency Revolving Credit Agreement, as amended (the “Credit
Agreement”), which expires in July 2011. The Credit Agreement provides for borrowings of up to
$1,125.0 million secured by eligible inventory and accounts receivable and related assets. Borrowings
under the Credit Agreement are limited to a specified percentage of eligible inventories and accounts
receivable and bear interest at a variable base rate plus the applicable increment or LIBOR plus the
applicable increment at the Company’s option. The Credit Agreement (i) includes a fixed charge coverage
ratio requirement of 1.1 to 1 that is applicable only if outstanding borrowings under the facility exceed
90% of permitted borrowings thereunder, (ii) contains covenants that limit, among other things, the
Company’s ability to incur indebtedness, grant liens, make investments, consolidate or merge or dispose of
assets, (iii) prohibits dividend payments and share repurchases that would result in borrowings under the
facility exceeding 90% of permitted borrowings thereunder, and (iv) contains default provisions that are
typical for this type of financing, including a cross default provision relating to other indebtedness of more
than $25.0 million. The Company had borrowings outstanding under the Credit Agreement (or a prior
agreement) of $547.3, $499.0 and $130.1 at February 2, 2008, February 3, 2007 and January 28, 2006,
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respectively, excluding any borrowings outstanding related to the Company’s recently disposed U.K. and
Ireland bookstore operations. The U.K. and Ireland bookstore operations had borrowings outstanding of
$40.6 and $23.4 at February 3, 2007 and January 28, 2006, respectively. The weighted average interest rate
in 2007 and 2006 was approximately 7.1% and 6.5%, respectively.

Debt of Consolidated VIEs: The Company includes the debt of two variable interest entities (“VIEs”),
consolidated pursuant to Financial Accounting Standards Board Interpretation No. 46R, “Consolidation
of Variable Interest Entities” (“FIN 46R”), in its consolidated balance sheets. Scheduled principal payments
of this debt as of February 2, 2008 total $0.2 in 2008, $0.2 in 2009, $0.2 in 2010, $0.2 in 2011, $0.3 in 2012,
$4.1 in all later years, and in the aggregate, total $5.2. See “Note 8 — Leases” for further discussion of the
Company’s consolidation of these VIEs.

As of February 2, 2008, the Company was in compliance with its debt covenants. The Company currently
does not meet the Credit Agreement’s fixed charge coverage ratio requirement; however, borrowings
under the Credit Agreement have not exceeded 90% of permitted borrowings. In April of 2008, the
Company amended its Credit Agreement. Pursuant to this amendment lenders (i) approved a loan to the
Company by Pershing Square Capital Management, L.P., as described below, (ii) permitted increased
borrowing availability until December 15, 2008, from 90% of permitted borrowings to 92.5%, (iii) until
December 15, 2008, made the fixed charge coverage ratio and the cash dominion event apply only if
outstanding borrowings under the facility exceed 92.5% of permitted borrowings, rather than 90%, and
(iv) increased the interest rate, commitment fees and letter of credit fees thereunder.

On April 9, 2008, the Company completed a financing agreement with Pershing Square Capital Man-
agement, L.P. (“Pershing Square”) on behalf of certain of its affiliated investment funds. Under the terms
of the agreement, Pershing Square has loaned $42.5 to the Company and will purchase, at the Company’s
discretion, certain of the Company’s international businesses pursuant to a $135.0 backstop purchase
commitment. The terms of the Pershing Square financing agreement have been approved by the lenders
under the Company’s current revolving credit facility, and the revolving credit facility has been amended
accordingly. See “Note 16 — Subsequent Event” for further information relating to the financing agree-
ment with Pershing Square.

NOTE 8 — LEASES

Operating Leases: The Company conducts operations primarily in leased facilities. Store leases are gen-
erally for initial terms of three to 20 years. Borders’ leases generally contain multiple three- to five-year
renewal options which allow Borders the option to extend the life of the leases up to 25 years beyond the
initial noncancellable term. Waldenbooks Specialty Retail’s leases generally do not contain renewal
options. Certain leases provide for additional rental payments based on a percentage of sales in excess
of a specified base. Also, certain leases provide for the payment by the Company of executory costs (taxes,
maintenance, and insurance).

Lease Commitments: Future minimum lease payments under operating leases at February 2, 2008 total
$340.3 in 2008, $321.0 in 2009, $301.3 in 2010, $286.1 in 2011, $277.4 in 2012, and $1,590.7 in all later
years, and in the aggregate, total $3,116.8.
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Rental Expenses: A summary of operating lease minimum and percentage rental expense, excluding
discontinued operations, follows:

2007 2006 2005

Minimum rentals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $362.7 $356.3 $331.6

Percentage rentals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30.4 23.7 19.0

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $393.1 $380.0 $350.6

Capitalized Leases: The Company, at times, accounts for certain items under capital leases. The Company
has no capitalized leases as of February 2, 2008.

Consolidated VIEs: The Company is the primary beneficiary of two variable interest entities (“VIEs”) due to
the Company’s guarantee of the debt of these entities. As a result, the Company consolidates these VIEs
and has recorded property and equipment, net of accumulated depreciation, of $4.9, long-term debt
(including current portion) of $5.2 and minority interest of $0.3 at February 2, 2008, and has recorded
property and equipment, net of accumulated depreciation, of $5.1, long-term debt (including current
portion) of $5.4 and minority interest of $0.3 at February 3, 2007.

NOTE 9 — EMPLOYEE BENEFIT PLANS

Employee Savings Plan: Employees of the Company who meet certain requirements as to age and service are
eligible to participate in the Company’s 401(K) Savings Plan. The Company’s expense related to this plan
was $4.0, $4.2, and $4.2 for 2007, 2006 and 2005, respectively.

NOTE 10 — STOCK-BASED COMPENSATION PLANS

2004 Long-Term Incentive Plan: The Company maintains the 2004 Long-Term Incentive Plan (the “2004
Plan”), pursuant to which the Company may grant stock-based awards to employees and non-employee
directors of the Company, including restricted shares and share units of its common stock and options to
purchase its common stock. The 2004 Plan was approved by shareholders in May 2004, and replaced all
prior stock-based benefit plans on a go-forward basis. Three million shares were authorized for the grant of
stock-based awards under the 2004 Plan (plus any shares forfeited or cancelled under the 2004 Plan or any
prior plan). At February 2, 2008, 4.7 million shares remained available for grant.

Under the 2004 Plan, the exercise price of options granted will not be less than the fair value of the
Company’s common stock at the date of grant. The plan provides for vesting periods as determined by the
Compensation Committee of the Company’s Board of Directors. The Company recognizes compensation
expense for options granted on a straight-line basis over the vesting period.

The Company’s senior management personnel are required to use 20%, and may use up to 100%, of their
annual incentive bonuses to purchase shares of the Company’s common stock, at a 20% to 40% discount
from the fair value. In addition, the Company’s senior management personnel may elect to make a one-
time purchase of such shares. These shares of common stock purchased under the 2004 Plan will generally
be restricted from sale or transfer for at least two and up to four years from date of purchase. Gains, if any,
vest over the same period of time.

The Company recognizes compensation expense for the discount on shares of common stock purchased
under the 2004 Plan (or prior plan). Such discounts are recognized as expense on a straight-line basis over
the period during which the shares are restricted from sale or transfer. The amount of expense deferred
related to these shares at February 2, 2008 totaled $0.2.

The Company grants performance-based share units of its common stock (“RSUs”) to its senior man-
agement personnel. RSUs vest in amounts based on the achievement of performance goals. The
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Compensation Committee of the Company’s Board of Directors establishes the RSU’s performance
criteria and vesting period. The Company also grants time-vested restricted stock and restricted share
units to its senior management personnel.

The Company previously recognized compensation expense for the RSUs granted under the 2004 Plan
using variable accounting, in accordance with the provisions of Accounting Principles Board Opinion
No. 25, “Accounting for Stock Issued to Employees” (“APB No. 25”). Under variable accounting, estimates
of compensation costs were recorded and updated each period until the measurement date, based on
changes in the Company’s share price and the estimated vesting period of the RSUs. Beginning in 2006,
the Company recognized compensation expense for the RSUs in accordance with the provisions of
Statement of Financial Accounting Standards No. 123 (revised 2004), “Share-Based Payment”
(“FAS 123(R)”). In accordance with FAS 123(R), the Company records compensation cost based on
the fair market value of the RSUs on the date of grant.

Employee Stock Purchase Plan: The Company maintained an employee stock purchase plan (the “Employee
Plan”), which allowed the Company’s associates not eligible under the 2004 Plan to purchase shares of the
Company’s common stock at a 15% discount from their fair market value. The Employee Plan expired as of
December 31, 2005.

A summary of the information relative to the Company’s stock option plans follows (number of shares in
thousands):

All Plans
Number

of Shares

Weighted-
Average

Exercise Price

Aggregate
Intrinsic

Value

Weighted-
Average

Contract Life

Outstanding at January 23, 2005 . . . . . . . . . . . . . . . 8,996 21.48

Granted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13 24.43

Exercised . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,737 14.85 $15.5

Forfeited. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 907 23.79

Outstanding at January 28, 2006 . . . . . . . . . . . . . . . 6,365 22.98

Granted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 531 18.59

Exercised . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,338 16.03 $ 9.7

Forfeited. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 717 24.34

Outstanding at February 3, 2007 . . . . . . . . . . . . . . . 4,841 24.22

Granted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,781 18.24

Exercised . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 173 16.43 $ 0.9

Forfeited. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,813 26.79

Outstanding at February 2, 2008 . . . . . . . . . . . . . . . 3,636 19.69 $71.6 4.3

Balance exercisable at

January 28, 2006 . . . . . . . . . . . . . . . . . . . . . . . . 5,752 23.20

February 3, 2007 . . . . . . . . . . . . . . . . . . . . . . . . 4,238 24.93

February 2, 2008 . . . . . . . . . . . . . . . . . . . . . . . . 1,666 21.71 $36.2 2.1

The weighted-average fair values of options at their grant date where the exercise price equals the market
price on the grant date were $3.66, $3.84, and $4.49 in 2007, 2006 and 2005, respectively.
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The Black-Scholes option valuation model was used to calculate the fair market value of the options at the
grant date. The following assumptions were used in the calculation:

2007 2006 2005

Risk-free interest rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.9-5.1% 4.7-5.1% 3.8-4.1%

Expected life . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3-5 years 3-5 years 3-5 years

Expected volatility . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25.3-29.7% 25.1-25.5% 25.6-27.6%

Expected dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.8-4.1% 1.6-2.3% 1.3-1.6%

Under FAS 123(R), the Company recognized $2.8, or $0.05 per share, net of $1.7 tax benefit, of stock-based
compensation expense related to stock options, and $2.8, or $0.05 per share, net of $1.7 tax benefit, of
stock-based compensation expense related to restricted stock and restricted stock unit grants and
employee stock purchases for the year ended February 2, 2008. As of February 2, 2008, unrecognized
compensation cost was $4.2 with a weighted-average future vesting period of 2.5 years related to stock
options and $3.9 with a weighted-average future vesting period of 2.3 years related to restricted stock and
restricted stock unit grants and employee stock purchases. The total fair value of shares vested was $0.4,
$0.0 and $0.0 for the years ended February 2, 2008, February 3, 2007 and January 28, 2006, respectively.
Stock-based compensation expense is included in “Selling, general and administrative expenses” on the
consolidated statements of operations. Upon adoption of FAS 123(R), the balance of $0.4 of deferred
compensation was charged to additional paid in capital.

The following table summarizes the information regarding stock options outstanding at February 2, 2008
(number of shares in thousands):

Range of
Exercise Prices

Number of
Shares

Weighted-Average
Remaining Life

Weighted-Average
Exercise Price

Number of
Shares

Weighted-Average
Exercise Price

Outstanding Exercisable

$10.23-$13.63 67 4.5 12.22 30 13.10

$13.64-$17.03 928 5.6 15.24 202 14.56

$17.04-$20.44 1,469 5.6 19.16 320 17.49

$20.45-$23.84 742 1.8 21.75 685 21.75

$23.85-$27.25 196 2.4 24.85 195 24.85

$27.26-$30.66 — — — — —

$30.67-$34.06 234 0.3 32.00 234 32.00
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A summary of the information relative to the Company’s granting of stock-based awards other than options
follows (number of shares in thousands):

Number of
Shares

Weighted-Average
Purchase Price

Weighted-Average
at Grant Date FMV

Stock purchased:

2004 Plan (or prior plan)

2005 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32 17.80 26.05

2006 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75 14.17 17.75

2007 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30 16.82 21.37

Employee plan

2005 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26 20.28 23.86

2006 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — — —

2007 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — — —

Stock and stock units issued:

Time-vested shares issued:

2004 Plan

2005 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50 — 23.96

2006 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 114 — 24.16

2007 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250 — 18.06

Performance-based stock units issued:

2004 Plan

2005 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 395 — 26.24

2006 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 405 — 23.59

2007 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 46 — 20.42

NOTE 11 — ACQUISITION OF PAPERCHASE PRODUCTS, LTD.

In July 2004, the Company invested cash of $24.1, including debt repayment of $4.1, in connection with an
increase in its 15% equity stake in Paperchase Products, Ltd. (“Paperchase”), a leading stationery retailer
in the United Kingdom, to 96.5%, which was allocated primarily to fixed assets, inventory and $22.4 of
goodwill. The Company also recorded minority interest of $1.0. The entire amount of initial goodwill was
subsequently impaired in 2006.

In 2007, the Company purchased an additional 0.5% interest in Paperchase from the minority owners for
cash consideration of $0.8, which was allocated primarily to inventory.

NOTE 12 — FINANCIAL INSTRUMENTS

The Company is subject to risk resulting from interest rate fluctuations, as interest on certain of the
Company’s borrowings is based on variable rates. The Company’s objective in managing its exposure to
interest rate fluctuations is to limit the impact of interest rate changes on earnings and cash flows and to
lower its overall borrowing costs. During 2005, the Company utilized two interest rate swaps to achieve this
objective, effectively converting a portion of its variable rate exposure to fixed interest rates. In accordance
with the provisions of FAS 133, the Company designated these interest rate swap agreements as cash flow
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hedges. These two interest rate swaps settled during the second quarter of 2005, and a cumulative loss was
realized, totaling less than $0.1.

A portion of the Company’s borrowings is based on a fixed interest rate. In August 2003, the Company
entered into an interest rate swap to convert the fixed rate, upon which the $50.0 of Notes were based, to a
variable rate based on LIBOR. In accordance with the provisions of FAS 133, the Company designated this
swap agreement as a fair market value hedge. Changes in the fair value of a derivative that is designated as,
and meets all the required criteria for, a fair market value hedge are recorded in the Company’s
consolidated statements of operations, as are changes in the fair value of the hedged debt. This fair
market value hedge settled during the second quarter of 2006.

The Company had no interest rate swaps in effect as of February 2, 2008 and February 3, 2007.

NOTE 13 — SEGMENT INFORMATION

The Company is organized based upon the following operating segments: domestic Borders superstores,
Waldenbooks Specialty Retail stores and International stores (including Borders and Paperchase stores).
Corporate consists of the unallocated portion of certain corporate governance and corporate incentive
costs. The accounting policies of the segments are the same as those described in the “Summary of
Significant Accounting Policies.” Transactions between segments, consisting principally of inventory
transfers, are recorded primarily at cost. The Company evaluates the performance of its segments and
allocates resources to them based on operating income and anticipated future contribution.

2007 2006 2005

Sales

Domestic Borders superstores . . . . . . . . . . . . . . . . . . . . . . . . . . $2,847.2 $2,750.0 $2,709.5

Waldenbooks Specialty Retail . . . . . . . . . . . . . . . . . . . . . . . . . . 562.8 663.9 744.8

International . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 364.8 269.9 221.4

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,774.8 $3,683.8 $3,675.7

Depreciation expense

Domestic Borders superstores . . . . . . . . . . . . . . . . . . . . . . . . . . $ 90.2 $ 86.7 $ 84.5

Waldenbooks Specialty Retail . . . . . . . . . . . . . . . . . . . . . . . . . . 7.7 20.9 18.2

International . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.0 8.2 6.9

Total depreciation expense . . . . . . . . . . . . . . . . . . . . . . . $ 109.9 $ 115.8 $ 109.6

Operating income (loss)

Domestic Borders superstores . . . . . . . . . . . . . . . . . . . . . . . . . . $ 30.6 $ 92.4 $ 174.1

Waldenbooks Specialty Retail . . . . . . . . . . . . . . . . . . . . . . . . . . (21.4) (78.0) 2.5

International . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.5 9.4 3.4

Corporate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (13.1) (15.3) (9.6)

Total operating income . . . . . . . . . . . . . . . . . . . . . . . . . $ 6.6 $ 8.5 $ 170.4
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2007 2006 2005

Total assets

Domestic Borders superstores . . . . . . . . . . . . . . . . . . . . . . . . . . $1,719.5 $1,714.6 $1,615.2

Waldenbooks Specialty Retail . . . . . . . . . . . . . . . . . . . . . . . . . . 264.9 322.3 345.8

International . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 241.8 182.6 140.9

Corporate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 76.5 128.4 134.7

Total assets of continuing operations . . . . . . . . . . . . . . . . $2,302.7 $2,347.9 $2,236.6

Discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 265.5 335.6

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,302.7 $2,613.4 $2,572.2

Capital expenditures

Domestic Borders superstores . . . . . . . . . . . . . . . . . . . . . . . . . . $ 103.6 $ 128.9 $ 98.1

Waldenbooks Specialty Retail . . . . . . . . . . . . . . . . . . . . . . . . . . 7.5 12.0 19.8

International . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20.7 18.9 11.8

Corporate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.9 15.6 32.5

Total capital expenditures . . . . . . . . . . . . . . . . . . . . . . . . $ 142.7 $ 175.4 $ 162.2

Total assets for the Corporate segment include certain corporate headquarters asset balances, which have
not been allocated to the other segments; however, depreciation expense associated with such assets has
been allocated to the other segments as follows:

2007 2006 2005

Domestic Borders superstores . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10.4 $12.9 $10.6

Waldenbooks Specialty Retail . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.1 6.1 4.9

International . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.2 0.3 0.2

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10.7 $19.3 $15.7

Long-lived assets by geographic area are as follows:

2007 2006 2005

Long-lived assets:

Domestic . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $714.5 $705.3 $688.4

International . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 82.2 58.0 39.7

Total long-lived assets of continuing operations . . . . . . . . . . . . . . . . $796.7 $763.3 $728.1

Discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 126.5 206.3

Total long-lived assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $796.7 $889.8 $934.4
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Sales by merchandise category are as follows:

2007 2006 2005

Sales

Books . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,496.1 $2,416.7 $2,429.0

Music . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 276.5 318.5 366.2

Video . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 268.4 248.6 232.9

Gifts & stationery. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300.0 259.5 211.5

Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 433.8 440.5 436.1

Total Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,774.8 $3,683.8 $3,675.7

NOTE 14 — DISCONTINUED OPERATIONS

On September 21, 2007, the Company sold its U.K. and Ireland bookstore operations to Bookshop Acquisitions
Ltd., a corporation formed by Risk Capital Partners, a private equity firm in the United Kingdom. The
consideration for the sale was: (i) cash of $20.4; (ii) the potential for up to an additional $20.4 of contingent
deferred consideration, which will be payable in whole or in part only if specified sales levels are achieved by the
U.K. and Ireland bookstore operations in future years; (iii) a 19.9% equity interest in Bookshop Acquisitions
Ltd., which is expected to be diluted to approximately seventeen percent (17%); and (iv) 7% loan notes of
approximately $3.4 which mature in 2017 or sooner upon the occurrence of certain events.

The sale agreement included all 41 Borders superstores located in the U.K. and the Borders superstore in
Ireland, as well as all 28 Books etc. stores. All assets and liabilities, with the exception of outstanding lease
guarantees relating to four stores, remained with the entities sold, which are now owned by Risk Capital
Partners. The maximum potential liability under these lease guarantees is approximately $193.2. The
leases provide for periodic rent reviews, which could increase the Company’s potential liability. One of the
applicable lease guaranty agreements provides that the guaranty will automatically terminate if Borders
U.K. Limited achieves a specified level of net assets. This potential limitation has not been considered in
calculating the maximum exposures set forth above. In addition, in the event of a default under the
primary leases and the landlord does not require the Company to take a new (replacement) lease, the
landlord would have an obligation to attempt to re-lease the premises, which could further reduce the
Company’s potential liability. The Company has recorded a contingent liability of approximately $5.8
based upon the likelihood that the Company will be required to perform under the guarantees.

Also under the terms of the sale agreement, the Company indemnified the U.K. and Ireland operations
from the tax liability, if any, imposed upon it as a result of the forgiveness of the portions of intercompany
indebtedness owing from the Company. The maximum potential liability is approximately $10.7, and the
Company has recorded a liability of approximately $4.4 based upon the likelihood that the Company will
be required to perform under the indemnification.

The Company did not record any amount related to the contingent deferred consideration of $20.4. The
Company will record this amount once the realization of such amount is resolved beyond a reasonable
doubt. The Company has attributed only a nominal value to its equity interest in Bookshop Acquisitions
Ltd. and to its 7% loan notes.

The disposal resulted in a loss of $125.7 for year ended February 2, 2008. The operation of the disposed
businesses resulted in a loss of $13.2 for year ended February 2, 2008, a loss of $138.3 for the year ended
February 3, 2007 and income of $4.5 for the year ended January 28, 2006.
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The financial results of the U.K. and Ireland operations included in discontinued operations were as
follows:

2007 2006 2005

Total revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 232.1 $ 389.9 $362.1

Income (loss) from operations of discontinued operations before income

tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (19.3) (148.0) 2.3

Income (loss) from operations of discontinued operations (net of

income tax benefit of $6.1, $9.7 and $2.2, respectively) . . . . . . . . . . (13.2) (138.3) 4.5

Income (loss) on disposal of discontinued operations (net of income tax

benefit of $5.8, $0.0, and $0.0 respectively) . . . . . . . . . . . . . . . . . . . (125.7) — —

Income (loss) from discontinued operations (net of income tax benefit

of $11.9, $9.7 and $2.2, respectively) . . . . . . . . . . . . . . . . . . . . . . . (138.9) (138.3) 4.5

February 3,
2007

Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 11.8

Merchandise inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 104.7

Accounts receivable and other current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22.5

Current assets of discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $139.0

Property and equipment (net of accumulated depreciation) . . . . . . . . . . . . . . . . . . . . . . . . . $103.5

Other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23.0

Noncurrent assets of discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $126.5

Short-term borrowings and current portion of long-term debt . . . . . . . . . . . . . . . . . . . . . . . $ 40.6

Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 39.4

Accrued payroll and other liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26.2

Other liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.7

Current liabilities of discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $117.9

Long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 55.1

Noncurrent liabilities of discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 55.1
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NOTE 15 — UNAUDITED QUARTERLY FINANCIAL DATA

Q1 Q2 Q3 Q4

Fiscal 2007

Total revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $798.7 $861.5 $ 813.6 $1,347.1

Gross margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 184.9 213.2 176.2 408.3

Income (loss) from continuing operations . . . . . . . . . . . . . . . . . . . . . . (29.1) (19.4) (41.7) 71.7

Loss from discontinued operations. . . . . . . . . . . . . . . . . . . . . . . . . . . (6.8) (5.7) (119.4) (7.0)

Net income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (35.9) (25.1) (161.1) 64.7

Diluted:

Income (loss) from continuing operations per common share . . . . . . . (0.50) (0.33) (0.71) 1.22

Loss from discontinued operations per common share . . . . . . . . . . . . (0.11) (0.10) (2.03) (0.12)

Net income (loss) per common share . . . . . . . . . . . . . . . . . . . . . . . (0.61) (0.43) (2.74) 1.10

Basic:

Income (loss) from continuing operations per common share . . . . . . . (0.50) (0.33) (0.71) 1.22

Loss from discontinued operations per common share . . . . . . . . . . . . (0.11) (0.10) (2.03) (0.12)

Net income (loss) per common share . . . . . . . . . . . . . . . . . . . . . . . (0.61) (0.43) (2.74) 1.10

Q1 Q2 Q3 Q4

Fiscal 2006

Total revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $790.4 $788.2 $771.0 $1,374.0

Gross margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 192.1 198.7 173.3 426.5

Income (loss) from continuing operations . . . . . . . . . . . . . . . . . . . . . . (14.1) (9.3) (34.4) 44.8

Loss from discontinued operations . . . . . . . . . . . . . . . . . . . . . . . . . . . (6.1) (9.1) (4.7) (118.4)

Net income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (20.2) (18.4) (39.1) (73.6)

Diluted:

Income (loss) from continuing operations per common share . . . . . . . (0.22) (0.15) (0.56) 0.74

Loss from discontinued operations per common share . . . . . . . . . . . . (0.09) (0.14) (0.08) (1.96)

Net income (loss) per common share . . . . . . . . . . . . . . . . . . . . . . . . (0.31) (0.29) (0.64) (1.22)

Basic:

Income (loss) from continuing operations per common share . . . . . . . (0.22) (0.15) (0.56) 0.76

Loss from discontinued operations per common share . . . . . . . . . . . . (0.09) (0.14) (0.08) (2.01)

Net income (loss) per common share . . . . . . . . . . . . . . . . . . . . . . . . (0.31) (0.29) (0.64) (1.25)

Earnings per share amounts for each quarter are required to be computed independently and may not
equal the amount computed for the total year.
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NOTE 16 — SUBSEQUENT EVENTS

On March 20, 2008, the Company announced that it would undergo a strategic alternative review process.
J.P. Morgan Securities Inc. and Merrill Lynch & Co. have been retained as the Company’s financial advisors
to assist in this process. The review will include the investigation of a wide range of alternatives including
the sale of the Company and/or certain divisions for the purpose of maximizing shareholder value.

On April 9, 2008, the Company completed a financing agreement with Pershing Square Capital Man-
agement, L.P. (“Pershing Square”) on behalf of certain of its affiliated investment funds. Under the terms
of the agreement, Pershing Square has loaned $42.5 to the Company and will purchase, at the Company’s
discretion, certain of the Company’s international businesses pursuant to a $135.0 backstop purchase
commitment. The terms of the Pershing Square financing agreement have been approved by the lenders
under the Company’s current revolving credit facility, and the revolving credit facility has been amended
accordingly. Based on current internal projections, the Company believes that the financing agreement
with Pershing Square will allow the Company to be fully funded during fiscal 2008, where absent these
measures, liquidity issues may otherwise have arisen during the year.

The financing agreement with Pershing Square consists of three main components:

1. A $42.5 million senior secured term loan maturing January 15, 2009 with an interest rate of
9.8% per annum. The term loan is secured by an indirect pledge of approximately 65% of the stock of
Paperchase Products Ltd. (“Paperchase”) pursuant to a Deed of Charge Over Shares. In the event that
Paperchase is sold, all proceeds from the sale are required to be used to prepay the term loan. The
representations, covenants and events of default therein are otherwise substantially identical to the
Company’s existing Multicurrency Revolving Credit Agreement (as amended, the “Credit Agree-
ment”), other than some relating to Paperchase. Such exceptions are not expected to interfere with
the operations of Paperchase or the Company in the ordinary course of business.

2. A backstop purchase offer that will give the Company the right but not the obligation, until
January 15, 2009, to require Pershing Square to purchase its Paperchase, Australia, New Zealand and
Singapore subsidiaries, as well as its approximately 17% interest in Bookshop Acquisitions, Inc.
(Borders U.K.) after the Company has pursued a sale process to maximize the value of those assets.
Pershing Square’s purchase obligation is at a price of $135.0 (less any debt attributable to those assets)
and on customary terms to be negotiated. Proceeds of any such purchase by Pershing Square are to be
first applied to repay amounts outstanding under the $42.5 term loan. Although the Company
believes that these businesses are worth substantially more than the backstop purchase offer price, the
relative certainty of this arrangement provides the Company with valuable flexibility to pursue
strategic alternatives. The Company has retained the right, in its sole discretion, to forego the sale
of these assets or to require Pershing Square to consummate the transaction. Pershing Square has no
right of first refusal or other preemptive right with respect to the sale of these businesses by the
Company to other parties.

3. The issuance to Pershing Square of 9.55 million warrants to purchase the Company’s common
stock at $7.00 per share. The Company is also required to issue an additional 5.15 million warrants to
Pershing Square if any of the following three conditions occurs: the Company requires Pershing
Square to purchase its international subsidiaries as described in (2) above, a definitive agreement
relating to certain business combinations involving the Company is not signed by October 1, 2008, or
the Company terminates the strategic alternatives process. The warrants will be cash-settled until the
issuance of the underlying shares is approved by the Company’s shareholders, and in certain other
circumstances. The warrants feature full anti-dilution protection, including preservation of the right
to convert into the same percentage of the fully-diluted shares of the Company’s common stock that
would be outstanding on a pro forma basis giving effect to the issuance of the shares underlying the
warrants at all times, and “full-ratchet” adjustment to the exercise price for future issuances (in each
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case, subject to certain exceptions), and adjustments to compensate for all dividends and
distributions.

For accounting purposes, the Company allocated the proceeds from the financing agreement with
Pershing Square between the senior secured term loan, the warrants, and the backstop purchase offer
based upon their relative fair market values. This will result in the recognition of a discount on the secured
term loan of approximately $7.2, which will be amortized to earnings over the term of the loan using the
effective interest method. The warrants will be recorded as liabilities at their fair market value of $40.8, with
subsequent changes in their fair market value to be recognized in earnings. An intangible asset in the
amount of approximately $35.6 related to the backstop purchase offer will also be recorded, and will be
expensed if it becomes probable that the backstop purchase offer will not be executed. If the backstop
purchase offer is executed, the intangible asset will be added to the carrying value of the related businesses,
and expensed upon sale.

In April of 2008, the Company also amended its Credit Agreement. Pursuant to this amendment lenders
(i) approved a loan to the Company by Pershing Square Capital Management, L.P., as described above,
(ii) permitted increased borrowing availability until December 15, 2008, from 90% of permitted borrow-
ings to 92.5%, (iii) until December 15, 2008, made the fixed charge coverage ratio and the cash dominion
event apply only if outstanding borrowings under the facility exceed 92.5% of permitted borrowings,
rather than 90%, and (iv) increased the interest rate, commitment fees and letter of credit fees thereunder.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
ON CONSOLIDATED FINANCIAL STATEMENTS

The Board of Directors and Stockholders of
Borders Group, Inc.

We have audited the accompanying consolidated balance sheets of Borders Group, Inc. and subsidiaries as
of February 2, 2008 and February 3, 2007, and the related consolidated statements of operations,
stockholders’ equity, and cash flows for each of the three years in the period ended February 2, 2008.
These financial statements are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements based on our audits.

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

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Borders Group, Inc. and subsidiaries as of February 2, 2008 and
February 3, 2007, and the consolidated results of their operations and their cash flows for each of the
three years in the period ended February 2, 2008, in conformity with U.S. generally accepted accounting
principles.

As discussed in Note 1 to the consolidated financial statements, in 2006 the Company adopted required
provisions of Financial Accounting Standards Board Statement No. 123(R), Share Based Payments and in
2007 the Company adopted required provisions of Financial Accounting Standards Board Interpretation
No. 48, Accounting for Uncertainty in Income Taxes.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), Borders Group, Inc.’s internal control over financial reporting as of February 2,
2008, based on criteria established in Internal Control — Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission and our report dated April 10, 2008 expressed
an unqualified opinion thereon.

/s/ Ernst & Young LLP

Detroit, Michigan
April 10, 2008
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

Not applicable.

Item 9A. Controls and Procedures

Controls and Procedures: The Company’s Chief Executive Officer and Chief Financial Officer have eval-
uated the effectiveness of the Company’s disclosure controls and procedures, as such term is defined in
Rules 13a-15(e) and 15d-15(e) under the Securities Exchange Act of 1934, as amended (the “Exchange
Act”), as of February 2, 2008 (the “Evaluation Date”). Based on such evaluation, such officers have
concluded that the Company’s controls and procedures were effective to ensure that information required
to be disclosed in this annual report is recorded, processed, summarized and reported within the time
periods specified in the SEC’s rules and forms, and that such information is accumulated and commu-
nicated to management, including the Company’s Chief Executive Officer (principal executive officer)
and Chief Financial Officer (principal financial officer), to allow timely decisions regarding required
disclosure.

Changes in Internal Control: There have been no changes in our internal control over financial reporting
that occurred in the last fiscal quarter that have materially affected, or are reasonably likely to materially
affect, our internal control over financial reporting.

Management’s Annual Report on Internal Control over Financial Reporting: Management is responsible for
establishing and maintaining adequate internal control over financial reporting (as defined in
Rule 13a-15(f) under the Securities Exchange Act of 1934, as amended). Management assessed the
effectiveness of the Company’s internal control over financial reporting as of February 2, 2008. In making
this assessment, management used the criteria set forth by the Committee of Sponsoring Organizations of
the Treadway Commission (“COSO”) in Internal Control — Integrated Framework. Based on this assessment,
management has concluded that, as of February 2, 2008, the Company’s internal control over financial
reporting was effective to provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with generally accepted
accounting principles. The Company’s independent registered public accounting firm, Ernst & Young
LLP, has issued an audit report on the Company’s effectiveness of internal control over financial reporting
as of February 2, 2008, which is included herein.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
ON INTERNAL CONTROL OVER FINANCIAL REPORTING

The Board of Directors and Stockholders of
Borders Group, Inc.

We have audited Borders Group, Inc’s internal control over financial reporting as of February 2, 2008
based on criteria established in Internal Control — Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (the COSO criteria). Borders Group, Inc.’s
management is responsible for maintaining effective internal control over financial reporting and for
its assessment of the effectiveness of internal control over financial reporting included in the accompa-
nying Management’s Annual Report on Internal Control Over Financial Reporting. Our responsibility is to
express an opinion on the Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over financial reporting,
assessing the risk that a material weakness exists, testing and evaluating the design and operating
effectiveness of internal control based on the assessed risk, and performing such other procedures as
we considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our
opinion.

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

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk
that controls may become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

In our opinion, Borders Group, Inc. maintained, in all material respects, effective internal control over
financial reporting as of February 2, 2008, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the consolidated balance sheets of Borders Group, Inc. as of February 2, 2008 and
February 3, 2007, and the related consolidated statements of operations, stockholders’ equity and cash
flows for each of the three years in the period ended February 2, 2008 and our report dated April 10, 2008
expressed an unqualified opinion thereon.

/s/ Ernst & Young LLP
Detroit, Michigan
April 10, 2008
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Item 9B. Other Information

On March 31, 2008, the Board of Directors of the Company adopted an amendment to the Company’s
2004 Long-Term Incentive Plan. The amendment to the Company’s 2004 Long-Term Incentive Plan is
attached as Exhibit 10.47 to this report and incorporated herein by reference.

PART III

Item 10. Directors, Executive Officers and Corporate Governance

Information regarding the executive officers of the Company required by this Item 10 is set forth in Item 1
of Part I herein under the caption “Executive Officers of the Company.”

Information pertaining to directors of the Company required by Item 10 is included under the caption
“Election of Directors” in the Company’s Proxy Statement related to its 2008 Annual Meeting of Stock-
holders, and is incorporated herein by reference. Information relating to compliance with Section 16(a) of
the Securities Exchange Act of 1934, as amended, is set forth in the Proxy Statement and incorporated
herein by reference.

Section 16(a) Beneficial Ownership Reporting Compliance

The information required by this section is incorporated herein by reference to the information under the
caption “Section 16(a) Beneficial Ownership Reporting Compliance” in the Proxy Statement related to its
2008 Annual Meeting of Stockholders.

Code of Ethics and Other Corporate Governance Information

Information regarding the Company’s Business Conduct Policy and its Code of Ethics Relating to Financial
Reporting, as well the names of the individuals determined by the Board of Directors to be “audit
committee financial experts,” is included in the “Election of Directors — Board of Directors Meetings and
Committees” and “Election of Directors — Corporate Governance” sections of the Company’s Proxy
Statement related to its 2008 Annual Meeting of Stockholders, and is incorporated herein by reference.

Item 11. Executive Compensation

The information required by this Item 11 is incorporated herein by reference to the information under the
captions “Executive Compensation” and “Compensation of Directors” in the Proxy Statement related to its
2008 Annual Meeting of Stockholders.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

The information required by this Item 12 is incorporated herein by reference to the information under the
heading “Beneficial Ownership of Common Stock” in the Proxy Statement related to its 2008 Annual
Meeting of Stockholders.

Item 13. Certain Relationships and Related Transactions and Director Independence

The information required by this Item 13 is incorporated by reference to the information under the
heading “Information Regarding the Board of Directors and Corporate Governance” in the Proxy
Statement related to its 2008 Annual Meeting of Stockholders.

Item 14: Principal Accounting Fees and Services

The information required by this Item 14 is incorporated herein by reference to the information under the
heading “Fees Paid to Independent Registered Public Accounting Firm” in the Proxy Statement related to
its 2008 Annual Meeting of Stockholders.
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PART IV

Item 15. Exhibits, Financial Statement Schedules

(a) 1. Our Consolidated Financial Statements are included in Part II, Item 8:

Page

Consolidated Statements of Operations for the fiscal years ended February 2, 2008, February 3, 2007 and

January 28, 2006 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45

Consolidated Balance Sheets as of February 2, 2008 and February 3, 2007 . . . . . . . . . . . . . . . . . . . . . . . 46

Consolidated Statements of Cash Flows for the fiscal years ended February 2, 2008, February 3, 2007 and

January 28, 2006 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 47

Consolidated Statements of Stockholders’ Equity for the fiscal years ended February 2, 2008, February 3,

2007 and January 28, 2006 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48

Notes to Consolidated Financial Statements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 49

Report of Independent Registered Public Accounting Firm . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 73

2. Financial Statement Schedules

All schedules for which provision is made in the applicable accounting regulation of the Securities and
Exchange Commission are not required under the related instructions or are inapplicable and therefore
have been omitted.

3. The following exhibits are filed herewith unless otherwise indicated:

Exhibit
Number Description

2.1(1) Agreement and plan of Merger dated as of April 8, 1997 between Michigan Borders Group, Inc. and

Borders Group, Inc.

3.1(3) Restated Articles of Incorporation of Borders Group, Inc.

3.2(20) Amendment to the Restated Articles of Incorporation of Borders Group, Inc.

3.3(5) Restated bylaws of Borders Group, Inc.

3.4(16) First Amendment to the Restated By laws of Borders Group, Inc.

3.5(20) Second Amendment to the Restated By laws of Borders Group, Inc.

3.6(23) Third Amendment to the Restated By laws of Borders Group, Inc.

3.7(24) Fourth Amendment to the Restated By laws of Borders Group, Inc.

4.1(27) Warrant and Registration Rights Agreement, dated as of April 9, 2008, among Borders Group, Inc. and

Computershare Inc. and Computershare Trust Company, N.A., as Warrant Agent.

4.2(27) Side Letter, dated as of April 9, 2008, between Pershing Square Capital Management, L.P. and Borders

Group, Inc.

10.1(11) Restated Borders Group, Inc. Annual Incentive Bonus Plan

10.2 First Amendment to the Restated Borders Group, Inc. Annual Incentive Bonus Plan dated as of March 31,

2008

10.3(7) Borders Group, Inc. 2004 Long-Term Incentive Plan

10.4(8) First Amendment to the Borders Group, Inc. 2004 Long Term Incentive Plan dated as of May 20, 2004
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Exhibit
Number Description

10.5(26) Second Amendment to the Borders Group, Inc. 2004 Long Term Incentive Plan dated as of March 30,
2007

10.6(1) Borders Group, Inc. Stock Option Plan

10.7(5) Amendment to the Borders Group, Inc. Stock Option Plan

10.8(2) Borders Group, Inc. Stock Option Plan for International Employees

10.9(3) 1998 Borders Group, Inc. Stock Option Plan

10.10(4) Amendment No. 1 to 1998 Borders Group, Inc. Stock Option Plan

10.11(9) Non-Qualified Deferred Compensation Plan

10.12(10) Restricted Share Unit Grant Agreement

10.13(12) Restricted Share Grant Agreement

10.14(14) 2006 Restricted Share Unit Grant Agreement

10.15(14) Summary of terms of fiscal 2006 compensation for non-employee directors and executive officers

10.16(18) Summary of terms of fiscal 2006 compensation for Mr. Lawrence I. Pollock related to his role as non-

executive chairman of the board of directors

10.17(13) Employment and Consultancy Agreement between Mr. Josefowicz and the Company

10.18(15) Revised Form of Severance Agreement for Executive Officers (other than Mr. Josefowicz)

10.19(16) Summary of Employment Agreement between Mr. Jones and the Company

10.20(16) Employment Agreement between Mr. Jones and the Company

10.21(25) Employment terms between Mr. Armstrong and the Company

10.22(25) Employment terms between Mr. Gruen and the Company

10.23(3) Participation Agreement dated as of December 1, 1998 by and among Borders Group, Inc., Borders, Inc.

and Parties thereto

10.24(5) Participation Agreement dated as of January 22, 2001 by and among Borders Group, Inc., Borders, Inc. and

Parties thereto

10.25(6) Participation Agreement dated as of November 15, 2002 by and among Borders Group, Inc., Borders, Inc.

and Parties thereto

10.26(8) Security Agreement dated as of July 30, 2004 among Borders Group, Inc., its subsidiaries and Parties

thereto

10.27(17) Second Amended and Restated Multicurrency Revolving Credit Agreement dated as of July 31, 2006

among Borders Group, Inc., its subsidiaries and Parties thereto

10.28(19) Amendment No. 1 to the Second Amended and Restated Multicurrency Revolving Credit Agreement dated

as of April 2, 2007, among the Company, its subsidiaries named therein and the lenders named therein

10.29(21) Amendment No. 2 to the Second Amended and Restated Multicurrency Revolving Credit Agreement dated

as of July 31, 2006 among Borders Group, Inc. its subsidiaries and Parties thereto

10.30(27) Amendment No. 3 to the Second Amended and Restated Multicurrency Revolving Credit Agreement

among Borders Group, Inc. its subsidiaries and Parties thereto

10.31(22) Deed of Tax Covenant between BGI (UK) limited and Bookshop Acquisitions Limited
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Exhibit
Number Description

10.32(22) Brand License Agreement between Borders Properties, Inc. and Borders (UK) Limited and Borders Books
Ireland Limited

10.33(22) Transitional Services Agreement between Borders International Services, Inc. and Borders (UK) Limited

and Borders Books Ireland Limited

10.34(22) Subscription and Shareholders Agreement between Bookshop Acquisitions Limited and, Luk Johnson and

BGI (UK) Limited

10.35(26) Commitment Letter from Pershing Square Capital Management, L.P. to Borders Group, Inc., dated as of

March 19, 2008

10.36(27) Purchase Offer Letter, dated as of April 9, 2008, between Pershing Square Capital Management, L.P. and

Borders Group, Inc.

10.37(27) Deed of Charge Over Shares between BGP (UK) Limited (as Chargor) and Pershing Square Capital

Management, L.P. (as Collateral Agent).

10.38(27) Senior Secured Credit Agreement among Borders Group, Inc. (the Borrower), Pershing Square Capital

Management, L.P. (as Administrative Agent and as Collateral Agent) and the lenders named therein, dated
as of April 9, 2008.

14.1(10) Code of Ethics Relating to Financial Reporting

14.2(10) Business Conduct Policy

21.1 Subsidiaries of Registrant

23.1 Consent of Ernst & Young LLP

31.1 Statement of George L. Jones, President and Chief Executive Officer of Borders Group, Inc. pursuant to

Section 302 of the Sarbanes-Oxley Act of 2002

31.2 Statement of Edward W. Wilhelm, Executive Vice President and Chief Financial Officer of Borders Group,

Inc. pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

32.1 Statement of George L. Jones, President and Chief Executive Officer of Borders Group, Inc. pursuant to

Section 906 of the Sarbanes-Oxley Act of 2002

32.2 Statement of Edward W. Wilhelm, Executive Vice President and Chief Financial Officer of Borders Group,

Inc. pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

(1) Incorporated by reference from the Company’s Proxy Statement dated April 9, 1997 of Borders Group, Inc. (File
No. 1-13740).

(2) Incorporated by reference from the Company’s Quarterly Report on Form 10-Q for the quarter ended July 26,
1998 (File No. 1-13740).

(3) Incorporated by reference from the Company’s Annual Report on Form 10-K for the year ended January 24, 1999
(File No. 1-13740).

(4) Incorporated by reference from the Company’s Quarterly Report on Form 10-Q for the quarter ended October 24,
1999 (File No. 1-13740).

(5) Incorporated by reference from the Company’s Annual Report on Form 10-K for the year ended January 28, 2001
(File No. 1-13740).

(6) Incorporated by reference from the Company’s Annual Report on Form 10-K for the year ended January 25, 2004
(Filed No. 1-13740).

(7) Incorporated by reference from the Company’s Proxy Statement dated April 18, 2004 (File No. 1-13740).
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(8) Incorporated by reference from the Company’s Quarterly Report on Form 10-Q for the quarter ended July 25,
2004 (File No. 1-13740).

(9) Incorporated by reference from the Company’s Current Report on Form 8-K dated November 5, 2004 (File
No. 1-13740).

(10) Incorporated by reference from the Company’s Current Report on Form 8-K dated March 16, 2005 (File
No. 1-13740).

(11) Incorporated by reference from the Company’s Proxy Statement dated April 18, 2005 (File No. 1-13740).

(12) Incorporated by reference from the Company’s Current Report on Form 8-K dated March 21, 2005 (File
No. 1-13740).

(13) Incorporated by reference from the Company’s Current Report on Form 8-K dated January 25, 2006 (File
No. 1-13740).

(14) Incorporated by reference from the Company’s Current Report on Form 8-K dated March 24, 2006 (File
No. 1-13740).

(15) Incorporated by reference from the Company’s Quarterly Report on Form 10-Q for the quarter ended April 29,
2006 (File No. 1-13740).

(16) Incorporated by reference from the Company’s Current Report on Form 8-K dated July 13, 2006 (File
No. 1-13740).

(17) Incorporated by reference from the Company’s Current Report on Form 8-K dated July 31, 2006 (File
No. 1-13740).

(18) Incorporated by reference from the Company’s Current Report on Form 8-K dated September 14, 2006 (File
No. 1-13740).

(19) Incorporated by reference from the Company’s Current Report on Form 8-K dated April 2, 2007 (File
No. 1-13740).

(20) Incorporated by reference from the Company’s Current Report on Form 8-K dated May 25, 2007 (File
No. 1-13740).

(21) Incorporated by reference from the Company’s Current Report on Form 8-K dated August 28, 2007 (File
No. 1-13740).

(22) Incorporated by reference from the Company’s Current Report on Form 8-K dated September 21, 2007 (File
No. 1-13740).

(23) Incorporated by reference from the Company’s Current Report on Form 8-K dated October 2, 2007 (File
No. 1-13740).

(24) Incorporated by reference from the Company’s Current Report on Form 8-K dated January 17, 2008 (File
No. 1-13740).

(25) Incorporated by reference from the Company’s Annual Report on Form 10-K for the year ended February 3, 2007
(Filed No. 1-13740).

(26) Incorporated by reference from the Company’s Current Report on Form 8-K dated March 19, 2008 (File
No. 1-13740).

(27) Incorporated by reference from the Company’s Current Report on Form 8-K dated April 9, 2008 (File
No. 1-13740).

(b) Financial Statement Exhibits:

See attached Exhibit Index.

(c) Financial Statement Schedules:

All schedules for which provision is made in the applicable accounting regulation of the Securities and
Exchange Commission are not required under the related instructions or are inapplicable and therefore
have been omitted.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant
has duly caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

BORDERS GROUP, INC.
(Registrant)

By: /s/ GEORGE L. JONES

George L. Jones
Chief Executive Officer and President

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Name Title Date

/s/ GEORGE L. JONES

George L. Jones
Chief Executive Officer and President April 14, 2008

/s/ EDWARD W. WILHELM

Edward W. Wilhelm
Executive Vice President and

Chief Financial Officer (Principal
Financial and Accounting Officer)

April 14, 2008

/s/ MICHAEL G. ARCHBOLD

Michael G. Archbold
Director April 14, 2008

/s/ DONALD G. CAMPBELL

Donald G. Campbell
Director April 14, 2008

/s/ JOEL J. COHEN

Joel J. Cohen
Director April 14, 2008

/s/ AMY B. LANE

Amy B. Lane
Director April 14, 2008

/s/ BRIAN T. LIGHT

Brian T. Light
Director April 14, 2008

/s/ VICTOR L. LUND

Victor L. Lund
Director April 14, 2008

/s/ DR. EDNA MEDFORD

Dr. Edna Medford
Director April 14, 2008

/s/ RICHARD MCGUIRE

Richard McGuire
Director April 14, 2008

/s/ LAWRENCE I. POLLOCK

Lawrence I. Pollock
Director, Non-Executive Chairman April 14, 2008

/s/ MICHAEL WEISS

Michael Weiss
Director April 14, 2008
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stockholders information

market price for common stock
The following table sets forth, for the fi scal quarters 
indicated, the high and low closing market prices for 
the Company’s Common Stock. As of March 25, 2008 
there were approximately 2,895 holders of record of 
the Company’s Common Stock. This number excludes 
individual stockholders holding stock under nominee 
security position listings.

corporate headquarters
Borders Group, Inc.
100 Phoenix Drive  
Ann Arbor, MI 48108  734.477.1100

independent registered 
public accounting fi rm
Ernst & Young, LLP 
777 Woodward Avenue, Suite 1000   
Detroit, MI 48226
313.628.7100

registrar and stock transfer agent
Computershare Trust Company, N.A.
P.O. Box 43069  
Providence, RI  02940­3069  
800.446.2617
www.computershare.com

common stock
The Company’s Common Stock trades on the 
New York Stock Exchange under the symbol BGP.

additional information
The Company has fi led with the Securities and Exchange Commission, as an exhibit to 
its Form 10-K Reports for fi scal 2006 and 2007, the Sarbanes-Oxley Act Section 302 
Certifi cations regarding the quality of the Company’s public disclosure. During 2007, 
Mr. Jones certifi ed to the New York Stock Exchange that he was not aware of any 
violation by the Company of any NYSE Corporate Governance Listing Standards. 

2007 high low

Q1 $22.34 $19.52

Q2 $23.41 $15.02

Q3 $16.32 $12.28

Q4 $13.88 $  9.21

2006 high low

Q1 $25.31 $23.60

Q2 $24.02 $17.31

Q3 $21.00 $18.50

Q4 $24.14 $20.49

safe harbor statement
This document contains forward-looking statements within the meaning of the Private Securities 
Litigation Reform Act of 1995. One can identify these forward-looking statements by the use 
of words such as “projects,” “expect,” “estimated,” “look toward,” “going forward,” “continu-
ing,” “planning,” “returning,” “guidance,” “goal,” “will,” “may,” “intend,” “anticipates,” and 
other words of similar meaning. One can also identify them by the fact that they do not relate 
strictly to historical or current facts. These statements are likely to address matters such as the 
company’s future fi nancial performance (including earnings per share growth, EBIT margins and 
inventory turns, liquidity, same-store sales growth, and anticipated capital expenditures and 
depreciation and amortization amounts), its exploration of strategic alternatives, its fi nancing 
agreement with Pershing Square and the benefi ts thereof, strategic plans and expected fi nanc-
ing and benefi ts relating to such plans (including steps to be taken to improve the performance 
of domestic superstores, the downsizing of the Waldenbooks Specialty Retail Segment and the 
development of a proprietary Web site). These statements are subject to risks and uncertainties 
that could cause actual results and plans to differ materially from those included in the com-
pany’s forward-looking statements. These risks and uncertainties include, but are not limited to, 
consumer demand for the company’s products, particularly during the holiday season, which is 
believed to be related to general economic and geopolitical conditions, competition and other 
factors; the availability of adequate capital to fund the company’s operations and to carry out 
its strategic plans; the performance of the company’s information technology systems and the 
development of improvements to the systems necessary to implement the company’s strategic 
plan, and, with respect to the exploration of strategic alternatives, including the sale of certain 
parts of the company or the sale of the entire company, the ability to attract interested 
third parties.

The company’s periodic reports fi led from time to time with the Securities and Exchange Com-
mission contain more detailed discussions of these and other risk factors that could cause actual 
results and plans to differ materially from those included in the forward-looking statements, and 
those discussions are incorporated herein by reference. The company does not undertake any 
obligation to update forward-looking statements.

annual meeting
Borders Group, Inc’s annual meeting of stockholders 
will be held on May 22, 2008, 11:30 a.m. local time at:  
The Ritz­Carlton, 300 Town Center Drive, 
Dearborn, MI  48126  phone 313.441.2000

stockholders’ inquiries 

For information about Borders Group, Inc. 
and its subsidiaries, including Annual Reports, 
Form 10­K and 10­Q documents, and other available 
fi nancial information, please send your request to:  

Borders Group, Inc.  Investor Relations  
100 Phoenix Drive  Ann Arbor, MI  48108  
phone 734.477.4549  fax 734.477.4131  
Information can also be obtained online 
by visiting www.bordersgroupinc.com
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