2001 2000 1999 1998
(in thousands, except
per share and store data)
Sales $1,388,032 $1,414,589 $1,358,132 $1,282,385
Change in total sales (1.9)% 4.2% 5.9% 124.5%
Change in comparable
store sales (2.7)% 0.2% 2.0% 3.7%
Net income (loss) $ 16,791 $ 40,150 $ 61,393 $ 61,010
Diluted earnings (loss)
per share $ 039 $ 0.83 1.15 1.14
Total assets 935,418 1,002,002 956,410 798,610
Shareholders’ equity 448,066 448,822 494,173 432,376
Total stores 902 984 967 988

The 2002 results contain charges related to the adoption of Statement of Financial Accounting Standard No. 142,
“Goodwill and Other Intangible Assets,” and Emerging Issues Task Force Statement No. 02-16, “Accounting by a

Customer (Including a Reseller) For Certain Consideration Received from a Vendor.”
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The following table sets forth selected income statement and balance sheet data for the five fiscal years ended February 1, 2003

from the Company’s audited consolidated financial statements. Each fiscal year of the Company consisted of 52 weeks, except

the fiscal year ended February 3, 2001, which consisted of 53 weeks. All share and per share amounts have been adjusted for

stock splits. The information should be read in conjunction with the Company’s audited consolidated financial statements and

related notes and other financial information included herein, including Item 7, “Management’s Discussion and Analysis of

Financial Condition and Results of Operations”

Fiscal Year Ended

February 1, February 2, February 3, January 29, January 30,
2003 2002 2001 2000 1999
(in thousands, except per share and store data)
INCOME STATEMENT DATA:
Sales $1,281,869 $1,388,032 $1,414,589 $1,358,132 $1,282,385
Cost of sales 815,071 935,256 917,354 858,588 796,311
Gross profit 466,798 452,776 497,235 499,544 486,074
Selling, general and administrative expenses 465,893 422,737 416,990 371,998 372,886
Camelot merger-related costs (1) — — — 25,473 —
Asset impairment charge and restructuring
charge (reversal), net (2 40,914 — — — 1,637
Income (loss) from operations (40,009) 30,039 80,245 102,073 111,651
Interest expense 2,349 2,477 3,128 3,496 4,989
Other expenses (income), net (1,231) (2,120) (6,543) (4,086) (2,221)
Income (loss) before income taxes and
cumulative effect of change in
accounting principle (41,127) 29,682 83,660 102,663 108,883
Income tax expense (benefit) (9,341) 12,891 43,510 41,270 47,873
Income (loss) before cumulative effect of
change in accounting principle (31,786) 16,791 40,150 61,393 61,010
Cumulative effect of change in accounting
principle, net of income taxes (13,684) — — — —
Net income (loss) $  (45,470) $ 16,791 $ 40,150 $ 61,393 $ 61,010
Basic earnings (loss) per share:
Earnings (loss) per share before the cumulative
effect of change in accounting principle $ (0.79) — — — —
Cumulative effect of change in
accounting principle $ (0.34) — — — —
Basic earnings (loss) per share $ (1.13) $ 0.40 $ 0.84 $ 1.17 $ 1.19
Weighted average number of shares
outstanding — basic 40,224 41,938 47,597 52,457 51,105
Diluted earnings (loss) per share:
Earnings (loss) per share before the cumulative
effect of change in accounting principle $ (0.79) — — — —
Cumulative effect of change in
accounting principle $ (0.34) — — — —
Diluted earnings (loss) per share $ (1.13) $ 0.39 $ 0.83 $ 1.15 $1.14
Weighted average number of shares
outstanding — diluted 40,224 42,553 48,498 53,354 53,530
Proforma accounts assuming new
accounting principle was applied retroactively:
Net income as reported — $ 16,791 $ 40,150 $ 61,393 $ 61,010
Proforma net income — $ 18,398 $ 38,687 $ 58,730 $ 58,167
Per share amounts:
Basic earnings per share as reported — $ 0.40 $ 0.84 $ 1.17 $ 19
Proforma basic earnings per share — $ 0.44 $ 0.81 $ 1.12 $ 14
Diluted earnings per share as reported — $ 0.39 $ 0.83 $ 1.15 $ 1.14
Proforma diluted earnings per share — $ 0.43 $ 0.80 $ 1.10 $ 09
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Fiscal Year Ended
February 1, February 2, February 3, January 29, January 30,
2003 2002 2001 2000 1999

(in thousands, except per share and store data)

BALANCE SHEET DATA: (at the end of the period)

Total assets $ 803,396 $ 935,418 $1,002,002 $ 956,410 $ 798,610
Current portion of long-term obligations 1,640 4,711 5,702 5,311 4,802
Long-term obligations 7.860 9,600 13,767 19,461 36,065
Shareholders’ equity 392,104 448,066 448,822 494,173 432,376

OPERATING DATA:
Store count (open at end of period):

Mall stores 650 686 755 723 741
Freestanding stores 205 216 229 244 247
Total stores 855 902 984 967 988
Comparable store sales increase/(decrease) (4) (5.0%) (2.7%) 0.2% 2.0% 3.7%
Total square footage (in thousands) 4,944 5,076 5,322 4,913 4,693

. The Camelot merger-related costs included the write-off of the book value of retired assets, professional fees associated with the completion of the merger, severance costs, joint proxy printing and distribution
costs, and regulatory filing fees.

~

. The Company recorded a non-cash goodwill impairment charge in fiscal 2002 related to Statement of Financial Accounting Standard (SFAS) No. 142, concerning the accounting for goodwill. For additional discussion
regarding the impairment charge, refer to Note 1 in Notes to the Consolidated Financial Statements in this Annual Report on Form 10-K. The asset impairment charge and restructuring charge (reversal), net, during
the year ended January 30, 1999, included an asset impairment charge of $3.7 million to write down the carrying amount of certain fixed assets at stores, primarily leasehold improvements, and the one-time
reversal of the remaining balance of $2.2 million in the store closing reserve originally established during the fiscal year ended February 3, 1996.

w

. The Company adopted guidance relating to the Financial Accounting Standards Board's Emerging Issues Task Force Statement No. 02-16, “"Accounting by a Customer (Including a Reseller) for Certain Consideration
Received from a Vendor’ effective as of the beginning of fiscal 2002, resulting in a one-time, non-cash, after-tax charge of $13.7 million, which was classified as a “cumulative effect of a change in accounting
principle” This new practice has the effect of increasing selling, general and administrative expenses and increasing gross profit. For additional discussion regarding the cumulative effect of the change in accounting
principle, refer to Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations — Selling, General and Administrative Expenses and to Note 2 in Notes to the Consolidated Financial
Statements in this Annual Report on Form 10-K.

IS

. A store is included in comparable store sales calculations at the beginning of its 13t full month of operation.



The following is an analysis of the Company’s results of
operations, liquidity and capital resources. To the extent
that such analysis contains statements which are not of a
historical nature, such statements are forward-looking
statements, which involve risks and uncertainties. These
risks include, but are not limited to, changes in the
competitive environment for the Company’s merchandise,
including the entry or exit of non-traditional retailers of the
Company’s merchandise to or from its markets; the release
by the music industry of an increased or decreased number
of “hit releases”; general economic factors in markets where
the Company’s merchandise is sold; and other factors
discussed in the Company’s filings with the Securities

and Exchange Commission.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The preparation of financial statements and related
disclosures in conformity with accounting principles
generally accepted in the United States requires that
management apply accounting policies and make estimates
and assumptions that affect results of operations and the
reported amounts of assets and liabilities in the financial
statements. Management continually evaluates its estimates
and judgments including those related to merchandise
inventory and return costs, store closing costs, impairment
of long-lived assets, goodwill, provision for income taxes, and
accounting for vendor allowances. Management bases its
estimates and judgments on historical experience and

other factors that are believed to be reasonable under the
circumstances. Actual results may differ from these estimates
under different assumptions or conditions. Note 1 of the
Notes to Consolidated Financial Statements includes a
summary of the significant accounting policies and methods
used by the Company in the preparation of its consolidated
financial statements. Management believes that of our
significant accounting policies, the following may involve

a higher degree of judgment or complexity:

Merchandise Inventory and Return Costs: Inventory is
stated at the lower of cost or market as determined by the
average cost method. Inventory valuation requires significant
judgment and estimates, including merchandise markdowns,
obsolescence and provision for inventory shrink. The
provision for inventory shrink is estimated as a percentage of
sales for the period from the last inventory date to the end of
the fiscal year. Such estimates are based on historical results
and trends, and the shrink results from the last physical
inventory. Physical inventories are taken at least annually for
all stores throughout the year, and inventory records are
adjusted accordingly. The Company records inventory
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markdowns and obsolescence based on current and
anticipated demand, customer preferences, and market
conditions. When a decision is made to permanently mark
down merchandise, the resulting gross margin reduction

is recognized in the period the markdown is recorded.

The Company is entitled to return merchandise purchased
from major vendors for credit against other purchases from
these vendors. These vendors often reduce the credit with a
merchandise return charge ranging from 0% to 20% of the
original merchandise purchase price depending on the type
of merchandise being returned. The Company records
merchandise return charges in cost of sales.

Store Closing Costs: Based on an overall analysis of

store performance and expected trends, management
periodically evaluates the closing of underperforming stores.
For exit activities related to store closings subsequent to
December 31, 2002, reserves are established at the time a
liability is incurred for the present value of any remaining
lease obligations, net of estimated sublease income, and other
exit costs, as prescribed by SFAS No. 146, “Accounting for
Costs Associated with Exit or Disposal Activities” For exit
activities prior to December 31, 2002, reserves are established
for store closing costs at the date of the Company’s
commitment to an exit plan in accordance with Emerging
Issues Task Force (“EITF”) Issue No. 94-3, “Liability
Recognition for Certain Employee Termination Benefits
and Other Costs to Exit an Activity (Including Certain
Costs Incurred in a Restructuring)”. Two key assumptions
in calculating the reserve include the time frame expected to
terminate lease agreements and estimations of other related
exit costs. If different assumptions were used regarding the
timing and potential termination costs, the resulting reserves
could vary from recorded amounts. Reserves are reviewed
periodically and adjusted when necessary.

Impairment of Long-Lived Assets: The Company accounts
for fixed assets and other long-lived assets in accordance
with the provisions of SFAS No. 144, “Accounting for the
Impairment or Disposal of Long-Lived Assets” SFAS

No. 144 requires that long-lived assets be reviewed for
impairment whenever events or changes in circumstances
indicate that the carrying amount of an asset may not be
recoverable. Recoverability of assets to be held and used is
measured by a comparison of the carrying amount of an
asset to undiscounted future net cash flows expected to be
generated by the asset over its remaining useful life. If the
carrying amount of an asset exceeds its estimated future cash
flows, an impairment charge is recognized by the amount
by which the carrying amount of the assets exceeds the fair
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value of the assets. Fair value is generally measured based
on discounted estimated future cash flows. SFAS No. 144
requires companies to separately report discontinued
operations and extends that reporting to a component of

an entity that either has been disposed of or is classified as
held for sale. Assets to be disposed of are reported at the
lower of the carrying amount or fair value less costs to sell.
The Company adopted SFAS No. 144 on February 3, 2002.
The adoption of SFAS No. 144 did not affect the Company’s
consolidated financial statements.

Prior to the adoption of SFAS No. 144, the Company
accounted for long-lived assets in accordance with SFAS
No. 121, “Accounting for Impairment of Long-Lived Assets
and for Long-Lived Assets to be Disposed Of.”

Goodwill: Goodwill represents the adjusted amount of
the cost of acquisitions in excess of fair value of net assets
acquired in purchase transactions. Effective February 3, 2002,
the Company adopted SFAS No. 142, “Goodwill and Other
Intangible Assets” Under the provisions of SFAS No. 142,
goodwill is no longer amortized. Rather, goodwill is now
subject to a periodic impairment test performed, at a
minimum, on an annual basis. If the carrying value of
goodwill exceeds its fair value, an impairment loss shall

be recognized. The Company does not have any other
intangible assets subject to the provisions of SFAS No. 142.

The Company tested goodwill pursuant to SFAS No. 142
as of the end of 2002 and determined that all of its recorded
goodwill was impaired. Accordingly a non-cash goodwill
impairment charge of $40.9 million was recorded in loss
from operations during the fourth quarter of 2002. This
impairment charge resulted from operating profits and cash
flows being lower than expected during the second half of
2002. Based on this trend, the earnings forecasts of the
Company were revised. Given the current retail music
industry conditions, including CD piracy, management
lowered its near-term expectations for its business resulting
in the impairment charge. The current fair values of the
Company’s reporting units were based on the present
expectations for these businesses. A discounted cash flow
model based upon the Company’s weighted average cost
of capital, and other widely accepted valuation techniques,
including market multiple analyses, were used to determine
the fair value of the Company’s reporting units for purposes
of testing goodwill impairment.

Prior to February 3, 2002, goodwill was amortized on a
straight-line basis over estimated useful lives ranging from
10 to 20 years. The amortization period was determined by

taking into consideration the following factors: the critical
market position and establishment of brand names; the
combined store mass; the amortization periods generally
used in the retail music business; the highly competitive
nature of the business including emerging forms of
competition; and the overall history of profitability of

the acquired businesses. Goodwill, as well as the related
amortization periods, were periodically evaluated to
determine whether events or circumstances warranted
adjustments to these amounts or useful lives. The Company
assessed the recoverability of goodwill using a cash flow
approach consistent with the Company’s analysis of
impairment of long-lived assets under SFAS No. 121.

Income Taxes: Income taxes are accounted for under the
asset and liability method. Deferred tax assets and liabilities
are recognized for the future tax consequences attributable to
differences between the financial statement carrying amounts
of existing assets and liabilities and their respective tax bases
and tax operating loss carryforwards. Deferred tax assets

and liabilities are measured using enacted tax rates expected
to apply to taxable income in the years in which those
temporary differences are expected to be recovered or settled.
The effect on deferred tax assets and liabilities of a change

in tax rates is recognized in the results of operations in the
period that includes the enactment date.

Accounting for income taxes requires management to make
estimates and judgments regarding interpretation of various
taxing jurisdictions, laws and regulations as well as the
ultimate realization of deferred tax assets. These estimates
and judgments include the generation of future taxable
income, viable tax planning strategies and support of tax
filings. Valuation allowances are recorded against deferred
tax assets if, based upon management’s estimates of
realizability, it is more likely than not that some portion

or all of these deferred tax assets will not be realized.

For additional discussion regarding income taxes, refer

to Note 6 in Notes to the Consolidated Financial
Statements in this Annual Report on Form 10-K.

Accounting for Vendor Allowances: In accordance

with guidance issued by the Financial Accounting
Standards Board’s (“FASB”) Emerging Issues Task Force in
March 2003 regarding the accounting for vendor allowances
(EITF No. 02-16), Accounting by a Customer (Including

a Reseller) for Certain Consideration Received from a Vendor,
vendor allowances are to be recognized as a reduction

in cost of goods sold, unless the allowance represents a
reimbursement of a specific, incremental and identifiable
cost incurred to sell the vendor’s products.
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In adopting the guidance of EITF No. 02-16, the Company changed its previous method of accounting for cooperative
advertising and other vendor allowances. This new practice will change the timing of recognizing allowances in net earnings
and will have the effect of reducing inventory and related cost of sales.

The Company adopted the new guidance related to this method of accounting for cooperative advertising and certain other
vendor allowances effective from the beginning of fiscal 2002, resulting in a one-time, non-cash charge of $13.7 million,
which is net of income taxes of $8.9 million, which was classified as a “cumulative effect of a change in accounting principle”
For additional discussion regarding the charge, refer to Note 2 in Notes to the Consolidated Financial Statements in this
Annual Report on Form 10-K.

RESULTS OF OPERATIONS
The following table sets forth, for the periods indicated, certain income (loss) and expense items as a percentage of sales:

Fiscal Year Ended

February 1, February 2, February 3,
2003 2002 2001
Sales 100.0% 100.0% 100.0%
Gross profit 36.4% 32.6% 35.2%
Selling, general and administrative expenses 36.3% 30.5% 29.5%
Goodwill impairment charge 3.2% — —
Income (loss) from operations (3.1)% 2.1% 5.7%
Interest expense 0.2% 0.2% 0.2%
Other expenses (income), net (0.1)% (0.2)% (0.4)%
Income (loss) before income taxes and
cumulative effect of change in accounting principle (3.2)% 2.1% 5.9%
Income tax expense (benefit) (0.7)% 0.9% 3.1%
Income (loss) before cumulative effect of
change in accounting principle (2.5)% 1.2% 2.8%
Cumulative effect of change in accounting principle,
net of income taxes (1.0)% — —
Net income (loss) (3.5)% 1.2% 2.8%
Change in comparable store sales (5.0)% (2.7)% 0.2%

Fiscal Year Ended February 1, 2003 (“2002”) Compared to Fiscal Year Ended February 2, 2002 (“2001")

Sales. The Company’s sales decreased $106.2 million, or 7.6%, from 2001. The decrease was attributable to a comparable store

sales decrease of 5.0% and a net reduction in the average number of stores open over the course of the year from 943 in 2001 to
878 in 2002.

For 2002, comparable store sales decreased 5.0% for mall stores and 4.6% for freestanding stores. By merchandise category,
comparable store sales decreased 16.8% in music, increased 19.9% in video, increased 37.3% in video games and increased

10.5% in other merchandise categories. The decrease in music reflected the impact of an industry wide decrease in CD sales.
The increase in comparable sales for video was driven by DVD sales and the increase in the games category was the result of the

devotion of more space to and expansion of the category.

Gross Profit. Gross profit for 2002 was $466.8 million compared to $452.8 million in 2001. The increase was primarily the
result of the reclassification of certain net vendor rebates of $48.3 million in accordance with guidance issued by FASB’s EITF
No. 02-16 (See Note 2 of Notes to the Consolidated Financial Statements). Without the effect of the reclassification of vendor
allowances, gross profit as a percentage of sales, was the same as last year at 32.6%. Including the reclassification of vendor
allowances, gross profit as a percentage of sales was 36.4% in 2002.

Selling, General and Administrative Expenses (“SG&A"). SG&A increased by $43.1 million in 2002 from $422.7 million
in 2001 and as a percentage of sales, SG&A increased to 36.3% in 2002 from 30.5% in 2001. The increase can be attributed to
the reclassification of certain net vendor rebates in accordance with guidance issued by FASB’s EITF No. 02-16 (See Note 2 of
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Notes to the Consolidated Financial Statements). The effect
of the reclassification of vendor rebates increased SG&A by
$49.9 million or 3.9% of sales in 2002. Furthermore, in

2002, the Company recorded charges of $5.5 million and
$3.8 million, for the write down of certain investments
deemed impaired.

Goodwill Impairment Charge. The Company performed
an annual review of its goodwill balances in accordance with
the provisions of SFAS No. 142 and determined that the
entire recorded goodwill of $40.9 million was impaired.

The impairment charge resulted from operating profits and
cash flows being lower than expected during the second

half of 2002. Based on this trend, the earnings forecasts

of the Company were revised. The current fair values of

the Company’s reporting units were based on the present
expectations for these businesses in light of recent sales trends
and the current business environment, including a slowdown
in the retail music industry. A discounted cash flow model
based upon the Company’s weighted average cost of capital,
and other widely accepted valuation techniques, including
market multiple analyses, were used to determine the fair
value of the Company’s reporting units for purposes of
testing goodwill impairment. Accordingly, the Company took
a non-cash impairment charge to operations of $40.9 million.
For additional discussion regarding the impairment charge,
refer to Note 1 in Notes to the Consolidated Financial
Statements in this Annual Report on Form 10-K.

Interest Expense. Interest expense was $2.3 million in
2002 and $2.5 million in 2001.

Other Expenses (Income), Net. Other income, net decreased
to $1.2 million in 2002 from $2.1 million in 2001. The decrease
was due to lower interest income due to lower average invested
cash balances during the year and lower interest rates.

Income Tax Expense (Benefit). For 2002, the Company
recorded an income tax benefit at an effective rate of 22.7%.
The effective income tax benefit rate for 2002 was adversely
impacted by an increase in the valuation allowance for
deferred taxes related to the goodwill impairment charge,
losses from investments and the realizability of state
operating loss carryforwards, as well as the Company’s loss
before income tax expense (benefit). See Note 6 of Notes

to the Consolidated Financial Statements for a reconciliation
of the federal statutory tax rate to the Company’s effective
income tax rate.

Cumulative Effect of Change in Accounting Principle.
The Company adopted a new method of accounting for
cooperative advertising and certain other vendor allowances

effective from the beginning of fiscal 2002 in accordance
with EITF No. 02-16, Accounting by a Customer (Including
a Reseller) for Certain Consideration Received from a Vendor,
resulting in a one-time, non-cash charge of $13.7 million,
which is net of income taxes of $8.9 million, which was
classified as a “cumulative effect of a change in accounting
principle” For additional discussion regarding the charge,
refer to Note 2 in Notes to the Consolidated Financial
Statements in this Annual Report on Form 10-K.

In adopting the guidance of EITF No. 02-16, the Company
changed its previous method of accounting for cooperative
advertising and other vendor allowances. This new practice
will change the timing of recognizing allowances in net
earnings and will have the effect of reducing inventory and
related cost of sales.

Net Income (Loss). The Company’s net loss was

$45.5 million including the effect of the one time, non-
cash charges relating to the cumulative effect of change

in accounting principle of $13.7 million and goodwill
impairment charge of $40.9 million as discussed above,
compared to a net income of $16.8 million in 2001. The
net loss in 2002 is attributable to lower sales, the write-off
of investments in two unconsolidated affiliates as discussed
above in SG&A, the non-cash goodwill impairment charge
and the cumulative effect of change in accounting principle.
For additional discussion regarding the impairment charge
and the non-cash charge arising from the cumulative effect
of change in accounting principle, refer to Notes 1 and 2,
respectively, in Notes to the Consolidated Financial
Statements in this Annual Report on Form 10-K..

Fiscal Year Ended February 2, 2002 (“2001”)
Compared to Fiscal Year Ended February 3, 2001 (“2000")

Sales. The Company’s sales decreased $26.6 million, or
1.9%, from 2000. Comparisons of 2001 and 2000 are affected
by an additional week of results in the 2000 reporting year.
The Company’s fiscal year ends on the Saturday nearest to
January 31, and therefore, a fifty-third week is added every
five or six years. The decrease was attributable to a decrease
in the number of weeks in the fiscal year, as the fifty-third
week in 2000 added estimated sales of $23.7 million. The
decrease was also attributable to a comparable store sales
decrease of 2.7% and a decrease of approximately 246,000
square feet of retail selling space through the closing of 101
stores, which was partially offset by the opening of 35 stores,

16 of which were relocations of existing stores.

For 2001, comparable store sales decreased 3.8% for
mall stores and increased 0.9% for freestanding stores.
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By merchandise category, comparable store sales decreased
12.7% in music, increased 35.3% in video, increased 75.9%

in video games and increased 11.8% in other merchandise
categories. The increase in comparable sales for video was
driven by DVD sales and the increase in comparable sales for
other merchandise categories was driven by electronics sales.
The decrease in music reflected the impact of an industry-
wide decrease in CD sales.

Gross Profit. Gross profit, as a percentage of sales, decreased
to 32.6% in 2001 from 35.2% in 2000 primarily as a result

of declining sales in the higher margin music categories,
increased sales in the lower margin DVD and video games
categories, and increased promotional pricing.

Selling, General and Administrative Expenses (“SG&A”).
SG&A, as a percentage of sales, increased to 30.5% in 2001
from 29.5% in 2000. The increase can be attributed to
increased spending on strategic initiatives including the
unified branding of mall stores and e-commerce
development. Total spending included in SG&A for

these initiatives was $15.9 million.

Interest Expense. Interest expense was $2.5 million in
2001 and $3.1 million in 2000.

Other Expenses (Income), Net. Other income, net
decreased to $2.1 million in 2001 from $6.5 million in 2000.
The decrease was due to lower interest income from lower
average cash balances during the year and lower interest

rates on invested balances.

Income Tax Expense. The effective income tax rate was
43.4% in 2001, as compared to 52.0% in 2000. Included in
income tax expense for 2000 was an $11.0 million charge,
resulting from a court decision which disallowed interest
expense deductions related to corporate-owned life insurance
policies. Excluding the charge, the Company’s effective tax
rate was 38.9% in 2000. The effective income tax rate for
2001 was adversely impacted by an increase in the valuation
allowance for deferred taxes related to losses from investments
as well as a decrease in the Company’s income before income
tax expense. See Note 6 of Notes to the Consolidated
Financial Statements for a reconciliation of the federal

statutory tax rate to the Company’s effective income tax rate.

Net Income. In 2001, the Company’s net income decreased
to $16.8 million, compared to a net income of $40.2 million
in 2000. The decrease in net income is attributable to lower
gross margins and higher SG&A expenses.

The fifty-third week in 2000 increased operating income
by an estimated $4.0 million and net income by an
estimated $2.5 million, or $0.05 per share.

LIQUIDITY AND CAPITAL RESOURCES

Liquidity and Capital Resources. The Company’s
primary sources of working capital are cash flows provided
by operations and borrowing capacity under its revolving
credit facility. The Company ended 2002 with cash balances
of approximately $197.0 million, compared to $254.9 million
at the end of 2001.

Cash used by operating activities were $1.8 million in 2002
compared to cash provided from operating activities of
$72.6 million in 2001. The decrease was due to a net loss in
2002 versus net income in 2001 and a reduction in inventory
of $8.4 million in 2002 versus a reduction of $66.6 million in
2001. Accounts payable leveraging (the percentage of
merchandise inventory financed by vendor credit terms,
e.g., accounts payable divided by merchandise inventory)
decreased to 86.5% as of February 1, 2003 compared with
92.6% as of February 2, 2002. The reduction in leverage

was due to the timing of merchandise purchases during

the year flowing the holiday merchandise into the chain
sooner, causing the payments to be due before year-end

versus after year-end as was the case in 2001.

Cash used in investing activities was $40.4 million in 2002,
as compared to $57.8 million in 2001. In 2002 and 2001, the
primary use of cash was $40.3 million and $51.1 million,
respectively, for the acquisition of fixed assets.

Cash used in financing activities was $15.8 million in 2002,
as compared to $24.9 million in 2001. In 2002 and 2001, the
primary use of cash was $11.3 million and $20.2 million,
respectively, to repurchase outstanding shares of the
Company’s Common Stock under programs authorized

by the Board of Directors. As of February 1, 2003, the
Company had purchased all of the 15 million shares
authorized by the Board of Directors under three separate

share repurchase programs of 5 million shares each.

The Company has a three-year, $100 million secured,
revolving credit facility with Congress Financial Corporation
that expires in July 2003, and thereafter renews on a year-to-
year basis, unless terminated by the bank or the Company
pursuant to provisions in the agreement. The revolving credit
facility contains certain restrictive provisions, including
provisions governing cash dividends and acquisitions, is
collateralized by merchandise inventory and has a minimum
net worth covenant. As of February 1, 2003 and February 2,
2002, the Company did not have any borrowings outstanding
under the facility, and $100 million was available. Interest
expense was $2.3 million in 2002, of which $1.8 million was
for capital leases. Interest expense was $2.5 million in 2001,
of which $2.1 million was for capital leases.
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The Company has a commitment from Congress Financial Corporation to extend the term of its existing $100 million credit facility
through July 2006, under the same terms and conditions, and expects to have a definitive agreement completed in May 2003.

Capital Expenditures. The majority of the Company’s capital expenditures in 2002 was for technology in the stores and
online to improve customer service. The investment included the installation of listening and viewing stations, and continued
enhancement of its Web site “fye.com” The investment in technology was $22 million. In 2001, the Company spent $12 million
on technology and $10 million on the rebranding of its mall stores. The remainder of the Company’s capital expenditures in
2002 was for new stores and the relocation of existing stores. The Company typically finances its capital expenditures through
cash generated from operations. The Company may also receive financing from landlords in the form of construction
allowances or rent concessions. Total capital expenditures were approximately $40.3 million in 2002.

In 2003, the Company plans to spend approximately $30.0 million, net of construction allowances, for additions to fixed assets.

Contractual Obligations and Commitments. As more fully discussed in Note 11 of Notes to the Consolidated Financial
Statements, the Company leases its Albany, NY distribution center and administrative offices under three capital lease
arrangements with its Chief Executive Officer and largest shareholder.

The following table summarizes the Company’s contractual obligations at February 1, 2003, and the effect that such obligations
are expected to have on liquidity and cash flows in future periods (in thousands).

Contractual 2004 - 2006 - 2008 and

Obligation 2003 2005 2007 Beyond Total
Operating lease obligations $108,425 $170,475 $125,740 $182,002 $6586,642
Capital lease obligations(!) 3,188 3,746 3,554 13,618 24,106
Total $111,613 $174,221 $129,294 $195,620 $610,748

(1) Includes $14.6 million in interest.

Seasonality. The Company’s business is highly seasonal, with the highest sales and earnings occurring in the fourth fiscal
quarter. See Note 12 of Notes to the Consolidated Financial Statements for quarterly financial highlights.

Recently Issued Accounting Pronouncements. In June 2001, the FASB issued SFAS No. 143, “Accounting for Asset
Retirement Obligations, which addresses financial accounting and reporting for obligations associated with the retirement
of tangible long-lived assets and the associated asset retirement costs. SFAS No. 143 requires the Company to record the fair
value of an asset retirement obligation that results from the acquisition, construction, development and/(or) normal use of the
assets as a liability in the period in which it is incurred if a reasonable estimate of fair value can be made. SFAS No. 143 also
requires the Company to record a corresponding asset which is depreciated over the life of the asset. Subsequent to the initial
measurement of the asset retirement obligation, the obligation is adjusted at the end of each period to reflect the passage of
time and changes in the estimated future cash flows underlying the obligation. The Company is required to adopt SFAS

No. 143 for the quarter ending May 3, 2003. The adoption of SFAS No. 143 is not expected to have a material effect on the
Company’s consolidated financial statements.

In June 2002, the FASB issued SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal Activities; which
addresses accounting for restructuring and similar costs. SFAS No. 146 nullifies previous accounting guidance, principally
EITF Issue No. 94-3. SFAS No. 146 requires that the liability for costs associated with an exit or disposal activity be
recognized when the liability is incurred. Under EITF Issue No. 94-3, a liability for an exit cost was recognized at the date of
the Company’s commitment to an exit plan. SFAS No. 146 also establishes that the liability should initially be measured and
recorded at fair value. Accordingly, SFAS No. 146 may affect the timing of recognizing future restructuring costs as well as the
amounts recognized. The Company was required to adopt the provisions of SFAS No. 146 for exit or disposal activities
initiated after December 31, 2002. The adoption of the provisions of SFAS No. 146 did not have a material impact on the
consolidated financial statements.

In November 2002, the FASB issued FASB Interpretation No. 45, “Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others, an interpretation of FASB Statements No. 5, 57, and 107



and a rescission of FASB Interpretation No. 34” (“FIN 457).
This Interpretation elaborates on the disclosures to be made by
a guarantor in its interim and annual financial statements
about its obligations under guarantees issued. The
Interpretation also clarifies that a guarantor is required to
recognize, at inception of a guarantee, a liability for the fair
value of the obligation undertaken. The initial recognition and
measurement provisions of FIN 45 are applicable to
guarantees issued or modified after December 31, 2002 and the
disclosure requirements are effective for financial statement
periods ending after December 15, 2002. To date, the
Company has not entered into any transactions whereby it has
guaranteed, either directly or indirectly, any indebtedness.
Management anticipates that the adoption of this
Interpretation will not have a material effect on the

Company’s consolidated financial statements.

In December 2002, the FASB issued SFAS No. 148,
“Accounting for Stock-Based Compensation — Transition and
Disclosure, an amendment of FASB Statement No. 123” to
provide alternative methods of transition for a voluntary
change to the fair value based method of accounting for
stock-based employee compensation. Additionally, SFAS
No. 148 amends the disclosure requirements of SFAS

No. 123 to require prominent disclosures in both the
annual and interim financial statements. Certain disclosure
modifications are required for fiscal years ending after
December 15, 2002 and are included in the notes to these

consolidated financial statements.

In March 2003, the EITF reached consensus on Issue

No. 02-16, Accounting by a Customer (Including a Reseller)
for Certain Consideration Received from a Vendor. According
to EITF No. 02-16, vendor allowances are to be recognized
as a reduction in cost of goods sold, unless the allowance
represents a reimbursement of a specific, incremental and
identifiable cost incurred to sell the vendor’s products.

In adopting the guidance of EITF No. 02-16, the Company
changed its previous method of accounting for cooperative
advertising and other vendor allowances. This new practice
will change the timing of recognizing allowances in net
earnings and will have the effect of reducing inventory and

related cost of sales.

The Company adopted the new guidance related to this
method of accounting for cooperative advertising and certain
other vendor allowances eftective from the beginning of
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fiscal 2002, resulting in a one-time, non-cash charge of
$13.7 million, which is net of income taxes of $8.9 million,
which was classified as a “cumulative effect of a change in
accounting principle’ For additional discussion regarding
the charge, refer to Note 2 in Notes to the Consolidated
Financial Statements in this Annual Report on Form 10-K.

In July 2001, the FASB issued SFAS No. 142, “Goodwill
and Other Intangible Assets” SFAS No. 142 requires that
goodwill and intangible assets with indefinite useful

lives no longer be amortized, but instead be tested for
impairment at least annually. SFAS No. 142 also requires
that intangible assets with definite useful lives be amortized
over their respective estimated useful lives to their estimated
residual values, and reviewed for impairment in accordance
with SFAS No. 121, “Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be
Disposed Of,” and subsequently, SFAS No. 144,
“Accounting for the Impairment or Disposal of
Long-Lived Assets” after its adoption.

The Company tested goodwill pursuant to SFAS No. 142

as of the end of 2002 and determined that all of its recorded
goodwill was impaired. Accordingly a non-cash goodwill
impairment charge of $40.9 million was recorded in loss from
operations during the fourth quarter of 2002. For additional
discussion regarding the impairment charge, refer to Note 1
in Notes to the Consolidated Financial Statements in this
Annual Report on Form 10-K. As of February 1, 2003, the
Company had no remaining unamortized goodwill after the
impairment charge or intangible assets which are subject to
the provisions of SFAS No. 142. Amortization expense
related to goodwill was $0, $2.9 million and $2.3 million

for 2002, 2001 and 2000, respectively. For additional
discussion regarding the accounting for goodwill, refer to
Note 1 in Notes to the Consolidated Financial Statements
in this Annual Report on Form 10-K.

Dividend Policy. The Company has never declared or paid
cash dividends on its Common Stock. The Company’s
credit agreement currently allows the Company to pay a
cash dividend once in each calendar year. These dividends
are restricted to ten percent of the most recent fiscal year’s
consolidated net income and can only be paid if; after any
payment of dividends, the Company maintains $25 million
of availability under the credit agreement. Any future
determination as to the payment of dividends would depend
upon capital requirements and limitations imposed by the
Company’s credit agreement and such other factors as the
Board of Directors may consider.
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February 1, February 2,
2003 2002
(in thousands)
ASSETS
CURRENT ASSETS
Cash and cash equivalents $197,050 $254,943
Accounts receivable 10,191 8,244
Merchandise inventory 378,005 409,067
Prepaid expenses and other 5,482 6,780
Deferred taxes 4,977
Total current assets 595,705 679,034
FIXED ASSETS, net 155,417 160,430
DEFERRED TAXES 40,667 32,977
GOODWILL — 40,914
OTHER ASSETS 11,607 22,063
TOTAL ASSETS $803,396 $935,418
LIABILITIES
CURRENT LIABILITIES
Accounts payable $326,959 $378,902
Income taxes payable 13,418 26,003
Accrued expenses and other 35,060 34,276
Deferred taxes — 6,160
Current portion of capital lease obligations 1,640 4,711
Total current liabilities 377,077 450,052
CAPITAL LEASE OBLIGATIONS, less current portion 7,860 9,600
OTHER LIABILITIES 26,355 27,800
TOTAL LIABILITIES 411,292 487,352
SHAREHOLDERS' EQUITY
Preferred stock ($0.01 par value; 5,000,000 shares authorized;
none issued) — —
Common stock ($0.01 par value; 200,000,000 shares authorized;
54,046,595 shares and 53,929,348 shares issued in 2002 and
2001, respectively) 540 539
Additional paid-in capital 287,402 286,767
Unearned compensation — restricted stock (116) (280)
Treasury stock at cost (15,105,432 and 12,884,752 shares in
2002 and 2001, respectively) (129,103) (117,811)
Retained earnings 233,381 278,851
TOTAL SHAREHOLDERS' EQUITY 392,104 448,066
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY $803,396 $935,418

See Notes to Consolidated Financial Statements.
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Fiscal Year Ended

February 1, February 2, February 3,
2003 2002 2001
(in thousands, except per share amounts)
Sales $1,281.869 $1,388,032 $1,414,589
Cost of sales 815,071 935,256 917,354
Gross profit 466,798 452,776 497,235
Selling, general and administrative expenses 465,893 422,737 416,990
Goodwill impairment charge 40,914 — —
Income (loss) from operations (40,009) 30,039 80,245
Interest expense 2,349 2,477 3,128
Other expense (income), net (1,231) (2,120) (6,543)
Income (loss) before income taxes and cumulative effect
of change in accounting principle (41,127) 29,682 83,660
Income tax expense (benefit) (9,341) 12,891 43,510
Income (loss) before the cumulative effect of change
in accounting principle (31.786) $ 16,791 $ 40,150
Cumulative effect of change in accounting principle,
net of income taxes (13,684) — —
NET INCOME (LOSS) $ (45,470) $ 16,791 $ 40,150
BASIC EARNINGS (LOSS) PER SHARE:
Earnings (loss) per share before the cumulative effect
of change in accounting principle $ (0.79) $ 0.40 $ 0.84
Cumulative effect of change in accounting principle $ (0.34) — —
Basic earnings (loss) per share $ (1.13) $ 0.40 $ 0.84
Weighted average number of common
shares outstanding — basic 40,224 41,938 47,597
DILUTED EARNINGS (LOSS) PER SHARE:
Earnings (Loss) per share before the cumulative effect
of change in accounting principle $ (0.79) $ 0.39 $ 0.83
Cumulative effect of change in accounting principle $ (0.34) — —
Diluted earnings (loss) per share $ (1.13) $ 0.39 $ 0.83
Weighted average number of common
shares outstanding — diluted 40,224 42,553 48,498
Proforma amounts assuming new accounting
principle was applied retroactively:
Net income as reported — $ 16,791 $ 40,150
Proforma net income — $ 18398 $ 38,687
Per share amounts:
Basic earnings per share as reported — $ 0.40 $ 0.84
Proforma basic earnings per share — $ 0.44 $ 0.81
Diluted earnings per share as reported — $ 0.39 $ 0.83
Proforma diluted earnings per share — $ 0.43 $ 0.80

See Notes to Consolidated Financial Statements.
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Unearned
Compen- Accum.
Additional sation Other Share-
Common Stock Paid in Stock  Treasury Comp. Retained holders’
Shares Amount Capital Plans Stock Loss Earnings Equity
(in thousands)
Balance as of January 29, 2000 53,426 $534  $283,932 $(348) $ (11,855) $ —  $221,910 $494,173
Comprehensive income:
Net Income — — — — — — 40,150
Unrealized loss on available
for sale securities — — — — — (1,482) —
Total comprehensive income 38,668
Issuance of treasury stock under
incentive stock programs — — 6 — 4 — — 10
Repurchase of shares of
treasury stock — — — — (85,728) — — (85,728)
Forfeiture of unearned
compensation — restricted stock (30) — (335) 335 — — — —
Amortization of unearned
compensation — restricted stock — — — 7 — — — 7
Issuance of director stock options — — 284 — — — — 284
Exercise of stock options and
related tax benefit 281 3 1,405 — — — — 1,408
Balance as of February 3, 2001 53,677 $537  $285,292 $ 6) $(97,579) $ (1.482) $262,060 $448,822
Comprehensive income:
Net Income — — — — — — 16,791
Unrealized loss on available
for sale securities — — — — — (518) —
Reclassification adjustment
for realized loss on available
for sale securities included in net
income for the period — — — — — 2,000 —
Total comprehensive income 18,273
Issuance of treasury stock under
incentive stock programs — — 4 — 4 — — 8
Repurchase of shares of
treasury stock — — — — (20,236) — — (20,236)
Issuance of restricted stock
under incentive stock programs 70 — 607 (607) — — — —
Forfeiture of unearned
compensation — restricted stock (25) — (205) 205 — — — —
Amortization of unearned
compensation — restricted stock — — — 128 — — — 128
Issuance of director stock options — — 150 — — — — 150
Exercise of stock options and
related tax benefit 207 2 919 — — — — 921
Balance as of February 2, 2002 53,929 $539  $286,767 $(280) $(117,811) — $278,851  $448,066
Net Loss — — — — — — (45,470)  (45,470)
Issuance of treasury stock
under incentive stock programs — — 8 — 9 — — 17
Repurchase of shares of
treasury stock — — — — (11,301) — — (11,301)
Amortization of unearned
compensation — restricted stock — — — 164 — — — 164
Issuance of director stock options — — 150 — — — — 150
Exercise of stock options and
related tax benefit 117 1 477 — — — — 478
Balance as of February 1, 2003 54,046 $540  $287,402 $(116) $(129,103) $ —  $233,381 $392,104

See Notes to Consolidated Financial Statements.
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Fiscal Year Ended

February 1, February 2, February 3,
2003 2002 2001

(in thousands)

OPERATING ACTIVITIES:
Net income (loss) $ (45,470) $ 16,791 $ 40,150
Adjustments to reconcile net income (loss) to
net cash provided (used) by operating activities:
Depreciation and amortization 42,476 42,335 38,433
Amortization of lease valuations, net (148) (543) (712)
Stock compensation programs 368 286 301
Loss on disposal of assets 2,834 3,720 2,546
Write-off of investment in unconsolidated affiliates 9,311 — 2,100
Goodwill impairment charge 40,914 — —
Realized loss on available for sale securities — 2,000 —
Deferred tax expense (benefit) (9,877) (1,731) (3,124)
Cumulative effect of change in accounting principle,
net of income taxes 13,684 — —
Changes in operating assets and liabilities,
net of effects of acquisitions:
Accounts receivable (2,447) 482 (2,753)
Merchandise inventory 8,428 66,680 (7,766)
Prepaid expenses and other 1,298 (1,009) (230)
Other assets 262 (1,765) 45
Accounts payable (51,943) (51,283) 74,525
Income taxes payable (12,399) (1,770) 6,777
Accrued expenses and other 784 (3,104) 4,612
Other liabilities 154 1,461 13,024
Net cash provided (used) by operating activities (1,771) 72,550 167,928
INVESTING ACTIVITIES:
Purchases of fixed assets (40,331) (51,056) (32,782)
Proceeds from sales of fixed assets 34 171 —
Acquisition of businesses, net of cash acquired — — (56,539)
Purchase of investments in unconsolidated affiliates (577) (7,481) (1,453)
Purchase of available for sale securities — — (2,000)
Disposal of videocassette rental inventory,
net of purchases 509 589 98
Net cash used by investing activities (40,365) (57,777) (92,676)
FINANCING ACTIVITIES:
Payments of capital lease obligations (4,711) (5,258) (5,303)
Payments for purchases of treasury stock (11,301) (20,236) (85,728)
Proceeds from exercise of stock options 255 580 837
Net cash used by financing activities (15,757) (24,914) (90,194)
Net decrease in cash and cash equivalents (57,893) (10,141) (14,942)
Cash and cash equivalents, beginning of year 254,943 265,084 280,026
Cash and cash equivalents, end of year $197,050 $254,943 $265,084
Supplemental disclosure of non-cash investing
and financing activities:
Issuance of treasury stock under incentive
stock programs $17 $8 $10
Issuance of restricted shares under restricted
stock plan — 402 —
Income tax benefit resulting from exercises of
stock options 186 341 571

See Notes to Consolidated Financial Statements.
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Notes to Consolidated
Financial Statements

Trans World Entertainment Corporation
and Subsidiaries

Note 1. Nature of Operations and Summary of
Significant Accounting Policies

Nature of Operations: Trans World Entertainment
Corporation and subsidiaries (“the Company”) is one of the
largest specialty retailers of music, videos and related products
in the United States. The Company operates a chain of retail
entertainment stores and an e-commerce site, fye.com, in a
single industry segment. As of February 1, 2003, the Company
operated 855 stores totaling approximately 4.9 million square
feet in 46 states, the District of Columbia, Commonwealth of
Puerto Rico and the U.S. Virgin Islands, with a majority of
the stores concentrated in the eastern half of the United
States. The Company’s business is seasonal in nature, with
the peak selling period being the holiday season in the
Company’s fourth fiscal quarter.

Basis of Presentation: The consolidated financial statements
consist of Trans World Entertainment Corporation, its wholly-
owned subsidiary, Record Town, Inc. (“Record Town”), and
Record Town’s subsidiaries, all of which are wholly-owned.
All significant intercompany accounts and transactions have
been eliminated.

Items Affecting Comparability: The Company’s fiscal year
is a 52- or 53-week period ending on the Saturday nearest to
January 31. Fiscal 2002, 2001, and 2000 ended February 1,
2003, February 2, 2002, and February 3, 2001, respectively,
and each fiscal year consisted of 52 weeks except for fiscal year
2000, which consisted of 53 weeks. The fifty-third week in
2000 increased sales by an estimated $23.7 million, operating
income by an estimated $4.0 million and net income by an
estimated $2.5 million, or $0.05 per share.

In March 2003, the FASB’s Emerging Issues Task Force issued
guidance regarding accounting for vendor allowances (EITF
No. 02-16), Accounting by a Customer (Including a Reseller) for
Certain Consideration Received from a Vendor. EITF No. 02-16
requires that vendor allowances be recognized as a reduction
in cost of goods sold, unless the allowance represents a
reimbursement of a specific, incremental and identifiable

cost incurred to sell the vendor’s products. In adopting the
guidance of EITF No. 02-16, the Company changed its
previous method of accounting for cooperative advertising
and other vendor allowances. The new practice will change
the timing of recognizing allowances in net earnings and will
have the eftect of reducing inventory and related cost of sales.
See Notes 2 and 12 of Notes to the Consolidated Financial
Statements for detailed discussion.

Revenue Recognition: The Company’s revenue is
primarily from retail sales of merchandise inventory. Revenue
is recognized at the point of sale. There are no provisions for
uncollectible amounts since payment is received at the time
of sale. Reductions of revenue for returns by customers are
generally provided at the point of return due to infrequency
and occurrence within short intervals of the sale and
immateriality to the consolidated financial statements.

Cash and Cash Equivalents: The Company considers all
highly liquid investments purchased with an original maturity
of three months or less to be cash equivalents.

Concentration of Credit Risks: The Company maintains
centralized cash management and investment programs
whereby excess cash balances are invested in short-term
funds and money market instruments considered to be

cash equivalents. The Company’s investment portfolio is
diversified and consists of short-term investment grade
securities consistent with its investment guidelines. These
guidelines include the provision that sufficient liquidity will
be maintained to meet anticipated cash flow needs. The
Company maintains cash and cash equivalents with various
financial institutions. At times, such amounts may exceed
the ED.I.C. limits. The Company limits the amount of
credit exposure with any one financial institution and
believes that no significant concentration of credit risk
exists with respect to cash investments.

Concentration of Business Risks: The Company
purchases inventory for its stores from approximately 860
suppliers, with approximately 60% of purchases being made
from five major suppliers. Historically, the Company has not
experienced difficulty in obtaining satisfactory sources of
supply, and management believes that it will retain access to
adequate sources of supply. However, a loss of a major supplier
could cause a loss of sales, which would have an adverse effect
on operating results and also result in a decrease in vendor
support for the Company’s advertising programs.

Investments in Unconsolidated Affiliates: Investments
in unconsolidated affiliates have been recorded on the cost
basis, with any decline in the market value below cost that
is deemed other than temporary charged to earnings.
Write-off of investments in unconsolidated affiliates for
other than temporary decline in market value amounted to
$9.3 million, $0, and $2.1 million for 2002, 2001 and 2000,
respectively, which is reflected in selling, general and



Note 1. Nature of Operations and Summary of
Significant Accounting Policies (continued)

administrative expenses in the consolidated statement of
operations. In 2002, the Company recorded charges of
$5.5 million and $3.8 million for the write down of certain
investments deemed impaired. In 2000, the Company
recorded a charge of $2.1 million to write down an
impaired investment.

Merchandise Inventory and Return Costs: Inventory

is stated at the lower of cost or market as determined by the
average cost method. A provision for inventory shrink is
estimated as a percentage of sales for the period from the
last inventory date to the end of the fiscal year. Such
estimates are based on historical results and trends, and

the shrink results from the last physical inventory.

Physical inventories are taken at least annually for all stores
throughout the year, and inventory records are adjusted
accordingly. The Company records inventory markdowns
and obsolescence based on current and anticipated demand,
customer preferences, and market conditions. When a
decision is made to permanently mark down merchandise,
the resulting gross margin reduction is recognized in the
period the markdown is recorded.

The Company is entitled to return merchandise purchased
from major vendors for credit against other purchases from
these vendors. These vendors often reduce the credit with
a merchandise return charge ranging from 0% to 20% of
the original merchandise purchase price depending on the
type of merchandise being returned. The Company records
merchandise return charges in cost of sales.

Fixed Assets and Depreciation: Fixed assets are recorded
at cost and depreciated or amortized over the estimated
useful life of the asset using the straight-line method. The
estimated useful lives are as follows:

Leaschold improvements  Lesser of estimated useful life
of the asset or the lease term
Furniture and Fixtures 3-7 years

Building 30 years

Major improvements and betterments to existing facilities
and equipment are capitalized. Expenditures for

maintenance and repairs are expensed as costs are incurred.
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A majority of the Company’s operating leases are ten years
in term. Amortization of capital lease assets is included in

depreciation and amortization expense.

Impairment of Long-Lived Assets: The Company
accounts for fixed assets and other long-lived assets in
accordance with the provisions of Statement of Financial
Accounting Standards (SFAS) No. 144, “Accounting for
the Impairment or Disposal of Long-Lived Assets” SFAS
No. 144 requires that long-lived assets be reviewed for
impairment whenever events or changes in circumstances
indicate that the carrying amount of an asset may not be
recoverable. Recoverability of assets to be held and used is
measured by a comparison of the carrying amount of an
asset to undiscounted future net cash flows expected to be
generated by the asset over its remaining useful life. If the
carrying amount of an asset exceeds its estimated future
cash flows, an impairment charge is recognized by the
amount by which the carrying amount of the assets exceeds
the fair value of the assets. Fair value is generally measured
based on discounted estimated future cash flows. SFAS
No. 144 requires companies to separately report
discontinued operations and extends that reporting to a
component of an entity that either has been disposed of
or is classified as held for sale. Assets to be disposed of are
reported at the lower of the carrying amount or fair value
less costs to sell. The Company adopted SFAS No. 144
on February 3, 2002. The adoption of SFAS No. 144 did

not affect the Company’s consolidated financial statements.

Prior to the adoption of SFAS No. 144, the Company
accounted for long-lived assets in accordance with SFAS

No. 121, “Accounting for Impairment of Long-Lived Assets
and for Long-Lived Assets to be Disposed Of.”

Goodwill: Goodwill represents the adjusted amount of

the cost of acquisitions in excess of fair value of net assets
acquired in purchase transactions. Effective February 3, 2002
the Company adopted SFAS No. 142, “Goodwill and Other
Intangible Assets” Under the provisions of SFAS No. 142,
goodwill is no longer amortized. Rather, goodwill is now
subject to a periodic impairment test performed, at a
minimum, on an annual basis. If the carrying value of
goodwill exceeds its fair value, an impairment loss shall

be recognized. The Company does not have any other
intangible assets subject to the provisions of SFAS No. 142.
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Note 1. Nature of Operations and Summary of Significant Accounting Policies (continued)

A reconciliation of reported net income (loss) adjusted to reflect adoption of SFAS No. 142 is provided below:

Fiscal Year
2002 2001 2000
(A ts in th ds, except per share amounts)

Reported net income (loss) $(45,470) $16,791 $40,150
Effect of goodwill amortization, net of income taxes — 2,037 1,601
Adjusted net income (loss) $(45,470) 18,828 41,751
Basic earnings (loss) per share:
Basic earnings (loss) per share as reported $ (1.13) $ 040 $ 084
Effect of goodwill amortization, net of income taxes — 0.05 0.04
Adjusted basic earnings (loss) per share $ (1.13) $ 0.45 $ 0.88
Diluted earnings (loss) per share:
Diluted earnings (loss) per share — reported $ (1.13) $ 0.39 $ 0.83
Effect of goodwill amortization, net of income taxes — 0.05 0.03
Adjusted diluted earnings (loss) per share $ (1.13) $ 044 $ 086

Amortization expenses related to goodwill were $0, $2.9 million and $2.3 million in 2002, 2001 and 2000, respectively.

The Company tested goodwill pursuant to SFAS No. 142 as of the end of 2002 and determined that all of its recorded
goodwill was impaired. Accordingly a non-cash goodwill impairment charge of $40.9 million was recorded in loss from
operations during the fourth quarter of 2002. This impairment charge resulted from operating profits and cash flows being
lower than expected during the second half of 2002. Based on this trend, the earnings forecasts of the Company were revised.
Given the current retail music industry conditions, including CD piracy, management lowered its near-term expectations for
its business resulting in the impairment charge. The current fair values of the Company’s reporting units were based on the
present expectations for these businesses. A discounted cash flow model based upon the Company’s weighted average cost of
capital, and other widely accepted valuation techniques, including market multiple analyses, were used to determine the fair
value of the Company’s reporting units for purposes of testing goodwill impairment.

Prior to February 3, 2002, goodwill was amortized on a straight-line basis over estimated useful lives ranging from 10 to 20
years. The amortization period was determined by taking into consideration the following factors: the critical market position
and establishment of brand names; the combined store mass; the amortization periods generally used in the retail music
business; the highly competitive nature of the business including emerging forms of competition; and the overall history of
profitability of the acquired businesses. Goodwill, as well as the related amortization periods, were periodically evaluated to
determine whether events or circumstances warranted adjustments to these amounts or useful lives. The Company assessed
the recoverability of goodwill using a cash flow approach consistent with the Company’s analysis of impairment of long-lived
assets under SFAS No. 121.



Note 1. Nature of Operations and Summary of
Significant Accounting Policies (continued)

Advertising Costs: In 2002, the Company adopted new
guidance issued by the Emerging Issues Task Force (“EITF”)
02-16, Accounting by a Customer (Including a Reseller) for
Certain Consideration Received from a Vendor, regarding
vendor allowances. See Note 2 of Notes to the Consolidated
Financial Statements. In 2002, $48.3 million of advertising
income was recognized in cost of sales in accordance

with the new guidance. Total advertising expense was

$18.8 million, $25.6 million, and $22.3 million in 2002,

2001 and 2000 respectively.

Store Closing Costs: Based on an overall analysis of

store performance and expected trends, management
periodically evaluates the closing of underperforming stores.
For exit activities related to store closings subsequent to
December 31, 2002, reserves are established at the time a
liability is incurred for the present value of any remaining
lease obligations, net of estimated sublease income, and
other exit costs, as prescribed by SFAS No. 146, “Accounting
for Costs Associated with Exit or Disposal Activities” For
exit activities prior to December 31, 2002, reserves are
established for store closing costs at the date of the Company’s
commitment to an exit plan in accordance with Emerging
Issues Task Force (“EITF”) Issue No. 94-3, “Liability
Recognition for Certain Employee Termination Benefits
and Other Costs to Exit an Activity (Including Certain
Costs Incurred in a Restructuring)”

Gift Certificates: The Company offers gift certificates for
sale in the form of gift cards. A deferred income account,
which is included in accrued expenses and other in the
consolidated balance sheet, is established for gift cards issued.
When gift cards are redeemed at the store level, revenue is
recorded and the related liability is reduced. Other accrued
expenses include employee obligations, obligations to
landlords and sales tax obligations.
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Income Taxes: Income taxes are accounted for under the
asset and liability method. Deferred tax assets and liabilities
are recognized for the future tax consequences attributable to
differences between the financial statement carrying amounts
of existing assets and liabilities and their respective tax bases,
and tax operating loss carryforwards. Deferred tax assets and
liabilities are measured using enacted tax rates expected to
apply to taxable income in the years in which those temporary
differences are expected to be recovered or settled. The effect
on deferred tax assets and liabilities of a change in tax rates

is recognized in the results of operations in the period that
includes the enactment date. Deferred tax assets are subject
to valuation allowances based upon management’s estimates
of realizability.

Comprehensive Income: The Company accounts for
comprehensive income in accordance with SFAS No. 130,
“Reporting Comprehensive Income?” SFAS No. 130 requires
only additional disclosures in the consolidated financial
statements; it does not affect the Company’s financial position
or results of operations. In 2002, the Company did not have
other items of comprehensive income as defined by SFAS
No. 130, and accordingly, comprehensive loss is equal

to net loss. Comprehensive income for 2001 and 2000
consists of net income and net unrealized losses on
available for sale securities and is presented in the
consolidated statements of shareholders’” equity.

Stock-Based Compensation: The Company applies the
intrinsic value-based method of accounting prescribed by
APB Opinion No. 25, “Accounting for Stock Issued to
Employees’, and related interpretations including FASB
Interpretation No. 44, “Accounting for Certain Transactions
Involving Stock Compensation — An Interpretation of APB
No. 25’] in accounting for its fixed plan stock options.
Under this method, compensation expense would be
recorded on the date of grant only if the current market
price of the underlying stock exceeded the exercise price.
Unearned compensation recognized for restricted stock
awards is shown as a separate component of shareholders’

equity and is amortized to expense over the vesting period
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Note 1. Nature of Operations and Summary of Significant Accounting Policies (continued)

of the stock award using the straight-line method. SFAS No. 123, “Accounting for Stock-Based Compensation), established
accounting and disclosure requirements using a fair value-based method of accounting for stock-based employee compensation
plans. As allowed by SFAS No. 123, the Company has elected to continue to apply the intrinsic value-based method of
accounting described above, and has adopted the disclosure requirements of SFAS No. 123. The following table illustrates

the effect on net income (loss) and earnings (loss) per share if the Company had applied the fair value recognition provisions
of SFAS No. 123 to stock-based employee compensation.

Fiscal Year
2002 2001 2000
(in thousands, except per share amounts)
Net income (loss), as reported $(45,470) $16,791 $40,150

Add: Stock-based employee compensation expense

included in reported net income (loss),

net of related tax effects 84 72 3
Deduct: Total stock-based employee compensation

expense determined under fair value based method

for all awards, net of related tax effects (4,036) (4,131) (4,784)
Proforma net income (loss) $(49,422) $12,732 $35,369
Earnings (loss) per share:

Basic — as reported $ (1.13) $ 0.40 $ 084
Basic— proforma $ (1.23) $ 0.30 $ 074
Diluted — as reported $ (1.13) $ 0.39 $ 0.83
Diluted - proforma $ (1.23) $ 0.30 $ 0.73

Investment Securities: Certain investments are categorized as available for sale securities in accordance with SFAS No. 115,
“Accounting for Certain Investments in Debt and Equity Securities] and are recorded at fair value based upon quoted market
prices. Unrealized gains and losses are excluded from earnings and reflected in sharcholders’ equity until realized. Realized
gains and losses for available for sale securities are included in earnings and are computed using the specific identification
method for determining the cost of securities sold. A decline in the market value of any available for sale security below cost
that is deemed other than temporary is charged to earnings, resulting in the establishment of a new cost basis for the security.

As of February 1, 2003 and February 2, 2002, the Company did not have any available for sale securities. As of February 3, 2001,
the gross unrealized losses on available for sale securities included as a component of shareholders’ equity was ($1.5 million).
Gross realized losses recognized in income during 2002, 2001 and 2000 were $0, $2.0 million and $0, respectively.

Earnings (Loss) Per Share: Basic carnings (loss) per share is calculated by dividing net income (loss) by the weighted
average common shares outstanding for the period. Diluted earnings per share is calculated by dividing net income by the
sum of the weighted average shares outstanding and additional common shares that would have been outstanding if the
dilutive potential common shares had been issued for the Company’s common stock options from the Company’s Stock
Option Plans (See Note 9 of Notes to the Consolidated Financial Statements).
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The following is a reconciliation of the basic weighted average number of shares outstanding to the diluted weighted average
number of shares outstanding:

and Subsidiaries

Fiscal Year
2002 2001 2000
(in thousands)
Weighted average common shares outstanding — basic 40,224 41,938 47,597
Dilutive effect of employee stock options — 615 901
Weighted average common shares outstanding — diluted 40,224 42,553 48,498
Antidilutive stock options 6,901 4,355 3,232

Antidilutive stock options outstanding for 2001 and 2000 were excluded from the computation of diluted earnings per share
because the exercise price of the options was greater than the average market price of the common shares during the period.
For 2002, all stock options outstanding were excluded from the computation of dilutive loss per share as the impact would
be antidilutive.

Fair Value of Financial Instruments: The carrying amounts reported in the consolidated balance sheets for cash and cash
equivalents, accounts receivable, accounts payable and other current liabilities approximate fair value because of the
immediate or short-term maturity of these financial instruments.

Recently Issued Accounting Pronouncements: In June 2001, the Financial Accounting Standards Board (“FASB”)
issued SFAS No. 143, “Accounting for Asset Retirement Obligations”, which addresses financial accounting and reporting
for obligations associated with the retirement of tangible long-lived assets and the associated asset retirement costs. SFAS
No. 143 requires the Company to record the fair value of an asset retirement obligation that results from the acquisition,
construction, development and/(or) normal use of the assets as a liability in the period in which it is incurred if a reasonable
estimate of fair value can be made. The standard also requires the Company to record a corresponding asset which is
depreciated over the life of the asset. Subsequent to the initial measurement of the asset retirement obligation, the obligation
is adjusted at the end of each period to reflect the passage of time and changes in the estimated future cash flows underlying
the obligation. The Company is required to adopt SFAS No. 143 for the quarter ending May 3, 2003. The adoption of SFAS
No. 143 is not expected to have a material effect on the Company’s consolidated financial statements.

In June 2002, the FASB issued SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal Activities”, which
addresses accounting for restructuring and similar costs. SFAS No. 146 nullifies previous accounting guidance, principally
EITF Issue No. 94-3. SFAS No. 146 requires that the liability for costs associated with an exit or disposal activity be
recognized when the liability is incurred. Under EITF Issue No. 94-3; a liability for an exit cost was recognized at the date
of the Company’s commitment to an exit plan. SFAS No. 146 also establishes that the liability should initially be measured
and recorded at fair value. Accordingly, SFAS No. 146 may affect the timing of recognizing future restructuring costs as well
as the amounts recognized. The Company is required to adopt the provisions of SFAS No. 146 for exit or disposal activities
initiated after December 31, 2002. The adoption of the provisions of SFAS No. 146 did not have a material impact on the
consolidated financial statements.
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Note 1. Nature of Operations and Summary of
Significant Accounting Policies (continued)

In November 2002, the FASB issued FASB Interpretation
No. 45, “Guarantor’s Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees of Indebtedness
of Others, an interpretation of FASB Statements No. 5, 57,
and 107 and a rescission of FASB Interpretation No. 34”
(“FIN 457). This Interpretation elaborates on the disclosures
to be made by a guarantor in its interim and annual financial
statements about its obligations under guarantees issued.
The Interpretation also clarifies that a guarantor is required
to recognize, at inception of a guarantee, a liability for the
fair value of the obligation undertaken. The initial
recognition and measurement provisions of FIN 45 are
applicable to guarantees issued or modified after December
31,2002 and the disclosure requirements are effective for
financial statement period ending after December 15, 2002.
To date, the Company has not entered into any transactions
whereby it has guaranteed, either directly or indirectly, any
indebtedness. Management anticipates that the adoption of
this Interpretation will not have a material effect on the
Company’s consolidated financial statements.

In December 2002, the FASB issued SFAS No. 148,
“Accounting for Stock-Based Compensation — Transition
and Disclosure, an amendment of FASB Statement No. 123”
to provide alternative methods of transition for a voluntary
change to the fair value based method of accounting for
stock-based employee compensation. Additionally, SFAS
No. 148 amends the disclosure requirements of SFAS

No. 123 to require prominent disclosures in both the
annual and interim financial statements. Certain of the
disclosure modifications are required for fiscal years ending
after December 15, 2002 and are included in the notes to
these consolidated financial statements.

In March 2003, the FASB’s Emerging Issues Task Force
issued guidance regarding accounting for vendor allowances
(EITF No. 02-16), Accounting by a Customer (Including

a Reseller) for Certain Consideration Received from a Vendor.
EITF No. 02-16 requires that vendor allowances be
recognized as a reduction in cost of goods sold, unless

the allowance represents a reimbursement of a specific,
incremental and identifiable cost incurred to sell the
vendor’s products. See Note 2 of Notes to the Consolidated
Financial Statements for detailed discussion.

Note 2. Cumulative Effect of Change in
Accounting Principle

In accordance with final guidance issued by the FASB’s
Emerging Issues Task Force in March 2003 regarding
accounting for vendor allowances (EITF No. 02-16),
Accounting by a Customer (Including a Reseller) for
Certain Consideration Received from a Vendor, vendor
allowances be recognized as a reduction in cost of goods
sold, unless the allowance represents a reimbursement of
a specific, incremental and identifiable cost incurred to
sell the vendor’s products.

In adopting the guidance of EITF No. 02-16, the Company
changed its previous method of accounting for cooperative
advertising and other vendor allowances. This new practice
will change the timing of recognizing allowances in net
earnings and will have the effect of reducing inventory and
related cost of sales.

The Company adopted the new guidance related to this
method of accounting for cooperative advertising and
certain other vendor allowances effective from the beginning
of fiscal 2002, resulting in a one-time, non-cash charge of
$13.7 million, which is net of income taxes of $8.9 million,
which was classified as a “cumulative effect of a change in
accounting principle” The Company restated its results for
the first three quarters of the year ended February 1, 2003,
as reflected in the Quarterly Financial Information in

Note 12 of Notes to the Consolidated Financial Statements.
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On October 30, 2000, the Company acquired certain assets and assumed certain liabilities and operating lease commitments

of 112 stores from Wax Works, Inc., a privately-held music and video retailer. The stores are located primarily in mall locations

throughout the Midwest and Southern United States. The acquisition was accounted for using the purchase method of

accounting. The Company paid $49.8 million, net of cash acquired, for the assets, including merchandise inventory, fixed

assets, leaschold interests and other related current assets. The Company recognized approximately $10.9 million in goodwill

related to the acquisition.

On August 11, 2000, the Company acquired a majority interest in SecondSpin Inc. for $4.2 million, net of cash acquired.

The acquisition was accounted for under the purchase method of accounting. SecondSpin Inc. operates on-line and in store

marketplaces for buying and selling of used CDs, videos and DVDs. SecondSpin Inc. operates six stores in California and

Colorado. In addition, the Company provided SecondSpin Inc. $2.5 million in the form of convertible debt to repay long-

term obligations under a recapitalization agreement with the other shareholders of SecondSpin Inc. The Company

recognized approximately $4.4 million in goodwill related to the acquisition.

Note 4. Fixed Assets

Fixed assets at year-end consist of the following:

February 1, February 2,
2003 2002

(in thousands)
Buildings $ 18,926 $ 18,926
Fixtures and equipment 193,943 215,792
Leasehold improvements 123,701 119,024
336,570 353,742
Allowances for depreciation and amortization (181,153) (193,312)
$ 155,417 $ 160,430

Depreciation and amortization expense related to the Company’s distribution center facility and equipment of $2.3 million,

$1.6 million and $1.6 million in 2002, 2001 and 2000, respectively, is included in cost of sales. All other depreciation and

amortization of fixed assets is included in selling, general and administrative expenses.

Depreciation and amortization of fixed assets is included in the condensed consolidated statements of operations as follows:

Fiscal Year
2002 2001 2000
(in thousands)
Cost of sales $ 2,318 $ 1,637 $ 1,637
Selling, general and administrative expenses $40,158 $37,839 $34,567
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Note 5. Debt

The Company has a three-year, $100 million secured, revolving credit facility with Congress Financial Corporation that
expires in July 2003, and thereafter renews on a year-to-year basis, unless terminated by the bank or the Company pursuant
to provisions in the agreement. The revolving credit facility contains certain restrictive provisions, including provisions
governing cash dividends and acquisitions, is collateralized by merchandise inventory and has a minimum net worth
covenant. As of February 1, 2003 and February 2, 2002, the Company did not have any borrowings outstanding under

the facility, and $100 million was available.

The Company has a commitment from Congress Financial Corporation to extend the term of its existing $100 million
credit facility through July 2006, under the same terms and conditions, and expects to have a definitive agreement
completed in May 2003.

During 2002, 2001, and 2000, the highest aggregate balances outstanding under the current and previous revolving credit
facilities were $34.9 million, $12.2 million, and $12.5 million, respectively. The weighted average interest rates during 2002,
2001, and 2000 based on average daily balances were 4.20%, 6.94%, and 9.50%, respectively. The Company did not have
any balances outstanding under the Company’s revolving credit agreements as of the end of 2002, 2001 and 2000.

Interest paid during 2002, 2001 and 2000 was approximately $2.3 million, $2.5 million and $3.1 million, respectively, the
majority of which related to capital leases.

Note 6. Income Taxes

Income tax expense (benefit) consists of the following:

Fiscal Year
2002 2001 2000
(in thousands)
Federal — current $(1,034) $12,161 $41,664
State — current 1,570 2,461 4,970
Deferred (9,877) (1,731) (3,124)
$(9,341) $12,891 $43,510

A reconciliation of the Company’s effective income tax rate with the Federal statutory rate is as follows:

Fiscal Year
2002 2001 2000
Federal statutory rate 35.0% 35.0% 35.0%
State income taxes, net of federal income tax effect 2.7% 1.5% 0.8%
Change in federal valuation allowance (5.1)% 6.7% 1.4%
Corporate-owned life insurance disallowance — — 13.1%
Goodwill impairment charge (See Note 1 of
Notes to the Consolidated Financial Statements) (9.8)% — —
Other (0.1)% 0.2% 1.7%
Effective income tax rate 22.7% 43.4% 52.0%

On October 16, 2000, the United States District Court for the District of Delaware issued an opinion in favor of the Internal
Revenue Service (“IRS”) in the case IRS vs. CM Holdings Inc., a wholly-owned subsidiary of the Company. The case was
brought against CM Holdings Inc. by the IRS to challenge the deduction of interest expense related to corporate-owned life
insurance policies held by Camelot Music, Inc., a subsidiary of CM Holdings Inc., for certain tax years that ended on or before
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February 1994. The court ruled that interest deductions on policy loans should not be allowed and the Company is responsible

for the taxes and related interest and penalties. As a result of the District Court decision, the Company accrued $11.0 million
during 2000, which is reflected in other (long-term) liabilities in the consolidated balance sheet as of February 1, 2003 and

February 2, 2002. The Company filed an appeal in response to the decision. On August 16, 2002, the Third Circuit Court of
Appeals affirmed the District Court’s decision. The Company has exhausted its right to appeal and discussions are currently

in process to settle this obligation.

Significant components of the Company’s deferred tax assets and liabilities are as follows:

February 1, February 2,
2003 2002
(in thousands)

CURRENT DEFERRED TAX ASSETS
Accrued expenses $ 962 $ 824
Accounts receivable 513 101
Inventory 3,459 —
Other 86 9
Total current deferred tax assets 5,020 934
CURRENT DEFERRED TAX LIABILITIES
Inventory — 7,068
Prepaid expenses 43 26
Total current deferred tax liabilities 43 7,094
Net current deferred tax asset (liability) $ 4977 $ (6,160)
NON-CURRENT DEFERRED TAX ASSETS
Fixed assets 15,498 19,692
Federal and state net operating loss carryforwards 13,733 9,160
Accrued rent 5,688 5,689
Capital leases 1,168 1,140
Losses on investments 5,373 3,120
Goodwill 8,652 —
Amortization of lease valuations and other assets 1,854 1,901
Retirement and compensation related accruals 1,656 1,361
Total non-current deferred tax assets before valuation allowance 53,622 42,063
Less: valuation allowance (12,855) (6,275)
Total non-current deferred tax assets $40,667 $35,788
NON-CURRENT DEFERRED TAX LIABILITY
Goodwill — 2,811
Total non-current deferred tax liabilities $ — $ 2,811
Net non-current deferred tax asset $40,667 $32,977
NET DEFERRED TAX ASSET $45,644 $26,817
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Note 6. Income Taxes (continued)

At February 1, 2003 and February 2, 2002, the Company had
gross deferred tax assets of $58.5 million and $43.0 million,
respectively, and gross deferred tax liabilities of $0 million
and $9.9 million, respectively. Included in the net deferred tax
asset as of February 1, 2003, is the deferred tax effect ($8,950)
related to the cumulative effect of change in accounting
principle (See Note 2 of Notes to the Consolidated Financial
Statements). The Company had a net operating loss
carryforward of $8.1 million for Federal income tax purposes
as of the end of 2002 and $195.6 million for state income tax
purposes as of the end of 2002 that expire at various times
through 2022 and are subject to certain limitations. The state
net operating loss carryforwards are also subject to various
business apportionment factors and multiple jurisdictional

requirements when utilized.

In assessing the propriety of deferred tax assets, management
considers whether it is more likely than not that some
portion or all of the deferred tax assets will not be realized.
The ultimate realization of deferred tax assets is dependent
upon the generation of future taxable income. Management
considers the scheduled reversal of deferred tax liabilities,
projected future taxable income and tax planning strategies
in making this assessment. Based upon the level of projected
future taxable income over the periods in which the deferred
tax assets are deductible, and tax planning strategies, the
valuation allowance was increased from $6.3 million to

$12.9 million, a level where management believes that it

is more likely than not that the tax benefit will be realized.
Of this increase in the valuation allowance, $2.9 million is
reflected as state income taxes, net of Federal income tax
benefit. The valuation allowance was increased to reserve for
deferred tax assets attributable to losses on investments and
net operating loss carryforwards. The amount of the deferred
tax asset considered realizable could be reduced if estimates
of future taxable income during the carryforward period

are reduced.

The Company paid income taxes, net of refunds, of
approximately $12.9 million, $16.4 million and $28.8 million
during 2002, 2001 and 2000, respectively.

Note 7. Commitments and Contingencies

On October 16, 2000, the United States District Court for
the District of Delaware issued an opinion in favor of the
Internal Revenue Service (“IRS”) in the case IRS vs. CM
Holdings Inc., a wholly-owned subsidiary of the Company.

The case was brought against CM Holdings Inc. by the IRS
to challenge the deduction of interest expense related to
corporate-owned life insurance policies held by Camelot
Music, Inc., a subsidiary of CM Holdings Inc., for certain
tax years that ended on or before February 1994. The court
ruled that interest deductions on policy loans should not be
allowed and the Company is responsible for the taxes and
related interest and penalties. As a result of the District
Court decision, the Company accrued $11.0 million during
2000, which is reflected in other (long-term) liabilities in the
consolidated balance sheet as of February 1, 2003 and
February 2, 2002. The Company filed an appeal in response
to the decision. On August 16, 2002, the Third Circuit Court
of Appeals athrmed the District Court’s decision. The
Company has exhausted its right to appeal and discussions

are currently in process to settle this obligation.

In the quarter ended August 3, 2002, the Company took a
charge of $0.8 million for the settlement of claims made by
the Attorneys General of 30 states for alleged anti-trust and
price-fixing violations. The claims were settled without the
admission of wrongdoing by the Company.

The Company was named in a lawsuit filed in the United
States District Court in the State of Florida that was filed
against a vendor the Company uses to produce its LVS
which are used in the Company’s stores. The suit alleges
the LVS infringes upon the plaintiff’s patents. On

March 20, 2003, Trans World Entertainment was

dismissed as a defendant in this suit.

On March 3, 2003, the Company filed a complaint in the
United States District Court in the Northern District of
New York against Fullplay Media Systems, Inc. (“Fullplay”).
The action by the Company was for breach of contract and
misappropriation of trade secrets against Fullplay in the
design and development of LVS. Under a non-disclosure
agreement entered into, Fullplay was obligated to keep
confidential the Company’s proprietary information
relating to the LVS and not make use whatsoever at any
time of such proprietary information except for purposes
related to Fullplay’s contractual obligations to develop the
LVS for the Company. On March 7, 2003, Fullplay filed

a complaint against the Company asserting breaches

of two other agreements between the parties. On

March 19, 2003, Fullplay filed a voluntary petition for a
Chapter 11 bankruptcy in the United States Bankruptey
Court for Western District of Washington. The effect of
the filing is that the Company’s suit against Fullplay in
the United States District in the Northern District of

New York has been stayed.
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Note 7. Commitments and Contingencies (continued)

The Company is subject to other legal proceedings and claims that have arisen in the ordinary course of its business and
have not been finally adjudicated. Although there can be no assurance as to the ultimate disposition of these matters, it

is management’s opinion, based upon the information available at this time, that the expected outcome of these matters,
individually or in the aggregate, will not have a material adverse effect on the results of operations and financial condition
of the Company.

Note 8. Leases

As more fully discussed in Note 10 of Notes to the Consolidated Financial Statements, the Company leases its Albany, NY
distribution center and administrative offices under three capital lease arrangements with its Chief Executive Officer and
largest shareholder. The Company also has a capital lease for its point-of-sale system.

Fixed asset amounts for capital leases, which are included in the fixed assets on the accompanying consolidated balance
sheets, are as follows:

February 3, February 2,
2003 2002

(in thousands)
Buildings $ 9,342 $ 9,342
Fixtures and equipment 24,746 26,163
34,088 35,505
Allowances for depreciation and amortization (23,504) (19,776)
$ 10,584 $ 15,729

The Company leases all of its stores under operating leases, many of which contain renewal options, for periods ranging from
five to twenty-five years, with the majority being ten years. Most leases also provide for payment of operating expenses and real

estate taxes. Some also provide for additional rent based on a percentage of sales.

Net rental expense was as follows:

Fiscal Year
2002 2001 2000
(in thousands)
Minimum rentals $118,256 $121,634 $118,029
Contingent rentals 1,297 1,911 2,372

$119,653 $123,545 $120,401
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Note 8. Leases (continued)

Future minimum rental payments required under all leases that have initial or remaining non-cancelable lease terms in excess

of one year at February 1, 2003 are as follows:

Operating Capital
Leases Leases
(in thousands)

2003 $108,425 $ 3,188
2004 93,990 1,873
2005 76,485 1,873
2006 67,255 1,800
2007 58,485 1,754
Thereafter 182,002 13,618
Total minimum payments required $586,642 $24,106
Less: amounts representing interest 14,606
Present value of minimum lease payments 9,500
Less: current portion 1,640
Long-term capital lease obligations $ 7.860

Interest rates on capital leases were between 6.0% to 22.0% per annum.

Note 9. Benefit Plans

401(k) Savings Plan

The Company offers a 401(k) Savings Plan to eligible employees meeting certain age and service requirements. This plan
permits participants to contribute up to 20% of their salary, including bonuses, up to the maximum allowable by Internal
Revenue Service regulations. Participants are immediately vested in their voluntary contributions plus actual earnings
thereon. Participant vesting of the Company’s matching and profit sharing contribution is based on the years of service
completed by the participant. Participants are fully vested upon the completion of four years of service. All participant
forfeitures of non-vested benefits are used to reduce the Company’s contributions in future years. Total expense related

to the Plan was $900,000, $921,000, and $943,000 in 2002, 2001, and 2000, respectively.

Stock Option Plans

The Company has five employee stock option plans, the 1986 Stock Option Plan, the 1994 Stock Option Plan, the

1998 Stock Option Plan, the 1999 Stock Option Plan, and the 2002 Stock Option Plan (the “Plans”). The Compensation
Committee of the Board of Directors may grant options to acquire shares of common stock to employees of the Company
at the fair market value of the common stock on the date of grant. Under the Plans, options generally become exercisable
commencing one year from the date of grant in increments of 25% per year with a maximum term of ten years. Options
authorized for issuance under the Plans totaled 14.8 million. As of February 1, 2003, of the options authorized for issuance
under the Plans, 6.6 million have been granted and are outstanding, 3.2 million of which were vested and exercisable.
Options available for future grants at February 2, 2002 and February 3, 2001 were 4.7 million and 2.0 million, respectively.

Under the terms of the Camelot merger agreement, all options issued under the Camelot 1998 Stock Option Plan (the
“Camelot Plan”) were converted to Trans World options. The Camelot Plan provided for the granting of either incentive
stock options or nonqualified stock options to purchase shares of the Company’s common stock. Vesting of the options was
originally over a four-year period with a maximum term of ten years. Based on the terms of the Camelot Plan, vesting was
accelerated based on the market performance of the Company’s common stock whereby 50% of the options vested on
March 13, 1998. The remaining 50% vested on April 22, 1999 in connection with the merger. At February 1, 2003, 68,400
options were outstanding and exercisable. The Company stopped issuing stock options under the Camelot Stock Option
Plan as of April 22, 1999.
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Note 9. Benefit Plans (continued)

The following table summarizes information about the stock options outstanding under the Plans and the Camelot Plan
as of February 1, 2003:

Outstanding Exercisable
Weighted Weighted
Average Average Average
Exercise Remaining Exercise Exercise
Price Range Shares Life Price Shares Price
$1.21-8% 267 740,360 4.1 $ 1.659 740,360 $ 1.659
268 - 533 378,914 4.1 4.13 371,914 4.15
534 - 8.00 180,000 9.1 7.46 0 0
8.01 - 10.67 2,633,412 8.7 8.45 269,944 8.94
10.68 - 13.33 2,083,500 6.0 11.26 1,427,800 11.11
13.34 - 16.00 478,475 6.1 15.18 199,158 15.09
16.01 - 18.67 225,263 4.8 17.80 225,263 17.80
$18.68 - $23.75 2,000 5.8 23.75 2,000 23.75
Total 6,621,924 6.6 $ 9.1 3,236,439 $ 8.67

The Company also has a stock option plan for non-employee directors (the “1990 Plan”). Options under this plan are granted
at an exercise price determined by the Compensation Committee of the Board of Directors. Under the 1990 Plan, options
generally become exercisable commencing one year from the date of grant in increments of 25% per year with a maximum
term of ten years. As of February 1, 2003, there were 750,000 options authorized for issuance and 274,000 options have been
granted and are outstanding, 235,875 of which were vested and exercisable. There are 349,937 shares of common stock
reserved for possible future option grants under the 1990 Plan.

Under the terms of the Camelot merger agreement, all options issued under the Camelot Outside Director Stock Option
Plan (the “Camelot Director Plan”) were converted to Trans World options. As of February 1, 2003, there were 4,750 options
outstanding and exercisable under the Camelot Director Plan. The Company no longer issues options under the Camelot
Director Plan.

The following table summarizes information about the stock options outstanding under the two Director Plans at
February 1, 2003:

Outstanding Exercisable
Weighted Weighted
Average Average Average
Exercise Remaining Exercise Exercise
Price Range Shares Life Price Shares Price
$ 119 - 8% 267 40,500 34 $1.72 40,500 $ 1.72
268 - 533 117,000 3.3 3.41 117,000 3.41
534 - 8.00 0 0 0 0 0
8.01 - 10.67 84,000 7.5 9.32 53,250 9.78
10.68 - 13.33 28,250 6.3 11.93 20,875 11.94
$13.34 - $15.12 9,000 5.2 15.12 9,000 15.12

Total 278,750 5.0 $ 6.19 240,625 $ 5.71
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Note 9. Benefit Plans (continued)

The following tables summarize activity under the Stock Option Plans:

Employee Stock Option Plans Director Stock Option Plans

Number of Option Weighted Number of Option Weighted

Shares Subject Price Range Average Shares Subject Price Range Average

To Option Per Share Exercise Price To Option Per Share Exercise Price

Balance January 29, 2000 5,064,387 $1.21 - $26.67 $ 944 285,500 $ 1.19-$15.12 $ 5.45
Granted 1,633,800 8.25- 12.06 10.34 58,716  0.00- 10.94 7.62
Exercised (269,673) 1.20- 10.92 3.12 (21,216) 0.00- 3.68 1.30
Canceled (1,427,310) 1.21- 26.67 11.47 (33,375) 3.36- 15.12 9.28
Balance February 3, 2001 5,011,204 $1.21-$23.75 $ 9.48 289,625 $ 1.18-$15.12 $ 4.95
Granted 1,175,700 8.18- 8.95 8.93 31,764 0.00- 895 4.23
Exercised (160,453) 1.21- 5.25 2.97 (47,139) 0.00- 6.27 2.37
Canceled (569,463) 3.96- 18.25 10.93 (1,500) 12.96- 15.12 14.58
Balance February 2, 2002 5,456,988 $1.21 - $23.75 $ 9.40 272,750 $ 1.18 - $15.12 $ 6.09
Granted 1,518,360 2.80- 8.02 7.92 33,708  0.00- 8.02 3.57
Exercised (89,539) 1.21- 5.00 2.23 (27,708) 0.00- 6.27 2.04
Canceled (263,875) 4.33- 18.33 10.72 0 0.00- 0.00 0.00
Balance February 1, 2003 6,621,924 $1.21-$23.75 $ 9.1 278,750 $1.18-%$15.12 $ 6.19

The per share weighted-average fair value of the stock options granted during 2002, 2001, and 2000 was $2.32, $2.68,
and $3.57, respectively, using the Black Scholes option pricing model, with the following weighted-average assumptions:

2002 — expected dividend yield 0.0%, risk-free interest rate of 3.01%, expected life of five years and stock volatility of 60%;
2001 — expected dividend yield 0.0%, risk-free interest rate of 4.40%, expected life of five years and stock volatility of 57%;
2000 — expected dividend yield 0.0%, risk-free interest rate of 5.20%, expected life of five years and stock volatility of 62%.

During 2002, 2001, and 2000, the Company recognized expenses of $150,000, $150,000, and $165,000, respectively,
for stock options issued to non-employee directors at an exercise price below the closing stock price on the date of grant.

Restricted Stock Plan
Under the 1990 Restricted Stock Plan, the Compensation Committee of the Board of Directors is authorized to grant

awards for up to 900,000 restricted shares of Common Stock to executive officers and other key employees of the Company.
The shares are issued as restricted stock and are held in the custody of the Company until all vesting restrictions are satisfied.

If conditions or terms under which an award is granted are not satisfied, the shares are forfeited. Shares begin to vest under

these grants after three years and are fully vested after five years, with vesting criteria that includes continuous employment

until applicable vesting dates have expired. As of February 1, 2003, a total of 325,000 shares have been granted, of which
195,000 of these shares had vested and 85,000 shares with an unamortized unearned compensation balance of $593,000,
had been forfeited. Unearned compensation is recorded at the date of award, based on the market value of the shares, and
is included as a separate component of shareholders’ equity and is amortized over the applicable vesting period. The
amount amortized to expense in 2002, 2001, and 2000, net of the impact of forfeitures, was approximately $164,000,
$128,000, and $7,000, respectively. As of February 1, 2003, outstanding awards and shares available for grant totaled
45,000 and 660,000, respectively.



Note 9. Benefit Plans (continued)

Supplemental Executive Retirement Plan

The Company maintains a non-qualified Supplemental
Executive Retirement Plan (“SERP”) for certain executive
officers of the Company. The SERP, which is unfunded,
provides eligible executives defined pension benefits that
supplement benefits under other retirement arrangements.
The annual benefit amount is based on salary at the time
of retirement and number of years of service. The Company
accounts for the SERP in accordance with the provisions of
SFAS No. 87, “Employers” Accounting for Pensions” For
2002, 2001, and 2000, net periodic pension costs recognized
under the plan totaled approximately $1,084,000, $488,000,
and $492,000, respectively. The accumulated benefit
obligation for the SERPE, which is included in accrued
expenses and other in the consolidated balance sheets,

was approximately $6.4 million and $6.0 million at
February 1, 2003 and February 2, 2002, respectively. The
accumulated benefit obligation and net periodic pension
costs are determined utilizing actuarial assumptions,
including a discount rate of 6.5% and 7% for 2002 and
2001, respectively. In addition, an intangible asset, which is
included in other assets in the consolidated balance sheets,
to reflect the excess of the accumulated benefit obligation
over the fair value of plan assets, net of accrued pension
costs, of approximately $3.2 million and $3.9 million was
recorded at February 1, 2003 and February 2, 2002, respectively.

Note 10. Shareholders’ Equity

On January 7, 2000, the Board of Directors approved a
stock repurchase plan authorizing the purchase of up to

5.0 million shares of the Company’s common stock. During
2000, the Board of Directors approved the repurchase of up
to an additional 10 million shares. As of February 1, 2003,
the Company had purchased all of the 15 million shares
authorized by the Board of Directors, at a total cost of
$128.7 million. As of February 1, 2003 and February 2, 2002,
the Company held 15,105,432 and 12,884,752 shares,
respectively, in treasury stock.
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Note 11. Related Party Transactions

The Company leases its 168,400 square foot distribution
center/office facility in Albany, New York from Robert J.
Higgins, its Chairman, Chief Executive Officer and largest
shareholder, under three capitalized leases that expire in the
year 2015. The original distribution center/office facility
was constructed in 1985.

Under the three capitalized leases, dated April 1, 1985,
November 1, 1989 and September 1, 1998 (the “Leases”),
the Company paid Mr. Higgins an annual rent of

$1.8 million in 2002 and $1.7 million in 2001 and 2000.
Pursuant to the terms of the lease agreement, effective
January 1, 2002, and every two years thereafter, rental
payments will increase in accordance with the biennial
increase in the Consumer Price Index. Under the terms
of the lease agreements, the Company is responsible for
property taxes, insurance and other operating costs with
respect to the premises. Mr. Higgins’ obligation for
principal and interest on his underlying indebtedness
relating to the real property is approximately $1.1 million
per year. None of the leases contains any real property
purchase option at the expiration of its term.

The Company leases one of its retail stores from Mr. Higgins
under a long-term lease and annual rent payments were
$40,000 in 2002, 2001, and 2000. Under the terms of the
lease, the Company pays property taxes, maintenance and
a contingent rental if a specified sales level is achieved.
During 2002, Mr. Higgins sold a store location which had
been previously leased by the Company. Prior to the sale,
the Company made rental payments of $20,000, $35,000
and $35,000 in 2002, 2001 and 2000 respectively. Total
additional charges for both store locations, including
contingent rent, were approximately $8,000, $11,100,

and $14,700 in 2002, 2001, and 2000, respectively.

The Company regularly utilizes privately chartered
aircraft owned or partially owned by Mr. Higgins. Under
an unwritten agreement with Quail Aero Services of
Syracuse, Inc., a corporation in which Mr. Higgins

holds a 47.5% share, the Company paid $70,000, $70,000,
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Note 11. Related Party Transactions (continued)

and $75,000 for chartered aircraft services in 2002, 2001,

and 2000, respectively. The Company also charters an aircraft
from Crystal Jet, a corporation wholly-owned by Mr. Higgins.
Payments to Crystal Jet aggregated $20,000, $91,000, and
$85,000 in 2002, 2001, and 2000, respectively. The Company
also charters an aircraft from Richmor Aviation, an
unaffiliated corporation that leases an aircraft owned by

Mr. Higgins. Payments to Richmor Aviation in 2002, 2001,
and 2000 were $209,000, $289,000, and $217,000, respectively.
The Company believes that the charter rates and terms are
as favorable to the Company as those generally available to

it from other commercial charters.

During 2000, the Company made loans aggregating
$443,000 and $258,000 to John J. Sullivan, the Company’s
Executive Vice President and Chief Financial Officer,

and Bruce J. Eisenberg, the Company’s Executive Vice
President — Real Estate, respectively. Interest rate on these
demand loans is the federal short term rate in effect under
section 1274(d) of the Internal Revenue Code, for the period
for which the amount of interest is being determined,
compounded semi-annually. The loans were in connection
with income taxes due on the vesting of restricted stock.
During the first half of 2002, the Company made interest
free loans totaling $100,000 to Fred L. Fox, the Company’s
Executive Vice President — Merchandising and Marketing.
The loan was in connection with relocation. The full
principal amount of the loans was outstanding as

of February 1, 2003.

Michael Solow, a member of the Company’s Board of
Directors, is a partner of the law firm Kaye Scholer LLE,
which rendered legal services to the Company in 2002 and
2001 for which the Company incurred fees of $161,000 and
$552,000 respectively. The Company did not utilize Kaye
Scholer LLP’s services prior to 2001.

Note 12. Quarterly Financial Information
(Unaudited)

The Company adopted a new method of accounting for
cooperative advertising and certain other vendor allowances
effective from the beginning of fiscal 2002 in accordance
with EITF No. 02-16, Accounting by a Customer (Including
a Reseller) for Certain Consideration Received from a Vendor,
resulting in a one-time, non-cash charge of $13.7 million,
net of income taxes of $8.9 million, which was classified as
a “cumulative effect of a change in accounting principle”
For additional discussion regarding the charge, refer to
Note 2 in Notes to the Consolidated Financial Statements.
The Company restated its results for the first three quarters
of the year ended February 1, 2003 in accordance with

the new guidance.
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Fiscal 2002 Quarter Ended
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2002 2/1/03 11/2/02 8/3/02 5/4/02
(in thousands, except per share amounts)

Sales $1,281,869 $483,689 $251,171 $267.530 $279.479
Gross profit as restated 466,798 173,473 91,097 98,414 103,814
Income (loss) before cumulative effect of

change in accounting principle as reported — — (14,059) (6,445) (6,332)
Effect of change in accounting principle,

net of income taxes — — (701) (558) 1,142
Income (loss) before cumulative effect of

change in accounting principle as restated (31,786) (4,833) (14,760) (7,003) (5,190)
Cumulative effect of change in

accounting principle, net of income taxes (13,684) — — (13,684)
Net income (loss) as restated (45,470) (4,833) (14,760) (7,003) (18,874)
Basic earnings per share, as reported — — $ (0.35) $ (0.16) $ (0.16)
Cumulative effect of change in

accounting principle, net of income taxes — — — — (0.34)
Effect of change in accounting principle,

net of income taxes — — (0.02) (0.01) 0.03
Basic earnings per share, as restated $ (1.13) $ (0.12) $ (0.37) $ (0.17) $ (0.47)
Diluted earnings per share, as reported — $ (0.35) $ (0.16) $ (0.16)
Cumulative effect of change in

accounting principle, net of income taxes — — — (0.34)
Effect of change in accounting principle,

net of taxes — (0.02) (0.01) 0.03
Diluted earnings per share, as restated $ (1.13) $ (0.12) $  (0.37) $ 17) $  (0.47)

Fiscal 2001 Quarter Ended
2001 2/2/02 11/3/01 8/4/01 5/5/01
(in thousands, except per share amounts)

Sales $1,388,032 $511,013 $273,361 $294,561 $309,097
Gross profit 452,776 162,109 88,885 98,667 103,115
Net income (loss) 16,791 34,512 (11,646) (3,998) (2,077)
Basic earnings (loss) per share $ 0.40 $ 083 $ (0.28) $  (0.10) $ (0.05)
Diluted earnings (loss) per share $ 0.39 $ 082 $ (0.28) $  (0.10) $ (0.05)
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Report of KPMG LLP
Independent Auditors

Trans World Entertainment Corporation

and Subsidiaries

The Board of Directors and Shareholders
Trans World Entertainment Corporation:

We have audited the accompanying consolidated balance sheets of Trans World Entertainment
Corporation and subsidiaries as of February 1, 2003 and February 2, 2002, and the related
consolidated statements of operations, sharcholders’ equity and cash flows for each of the fiscal
years in the three-year period ended February 1, 2003. These consolidated financial statements
are the responsibility of the Company’s management. Our responsibility is to express an opinion
on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United
States of America. 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 consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Trans World Entertainment Corporation and subsidiaries as of
February 1, 2003 and February 2, 2002, and the results of their operations and their cash flows for
cach of the fiscal years in the three-year period ended February 1, 2003, in conformity with
accounting principles generally accepted in the United States of America.

As discussed in notes 1 and 2 to the consolidated financial statements, the Company changed its
methods of accounting for goodwill and vendor allowances, respectively, effective February 3, 2002.

KPme LP

Albany, New York
March 20, 2003
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