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PART I
Item 1. Business
THE COMPANY

On May 15, 2001, Consolidated Stores Corporation, a Delaware corporation (“Consolidated (Delaware)”), was merged (the “Merger”) with and into Big Lots,
Inc., an Ohio corporation and a wholly-owned subsidiary of Consolidated (Delaware). Big Lots, Inc. was formed as a vehicle to effect the change of the state
of incorporation of Consolidated (Delaware) from Delaware to Ohio through the Merger. The Merger was approved by the stockholders of Consolidated
(Delaware) at the Annual Meeting of Stockholders held on May 15, 2001.

Each common share, par value $0.01 per share, of Consolidated (Delaware) was converted into one common share, par value $0.01 per share of Big Lots, Inc.
common shares automatically as a result of the Merger. By virtue of the Merger, Big Lots, Inc. has succeeded to all the business, properties, assets, and
liabilities of Consolidated (Delaware). Pursuant to Rule 12g-3(a) under the Securities Exchange Act of 1934, as amended, the Big Lots, Inc. common shares
are deemed to be registered under the Exchange Act.

Big Lots, Inc. was incorporated in Ohio in fiscal year 2001. Its principal executive offices are located at 300 Phillipi Road, Columbus, Ohio 43228, and its
telephone number is (614) 278-6800. All references herein to the “Company” are to Big Lots, Inc. and its subsidiaries. The Company manages its business on
the basis of one segment: broadline closeout retailing. At January 31, 2004, and February 1, 2003, all of the Company’s operations were located within the
United States of America.

The Company is the nation’s largest broadline closeout retailer. At January 31, 2004, the Company operated a total of 1,430 stores, 1,385 under the name Big
Lots, and 45 stores under the name Big Lots Furniture. The Company’s goal is to build upon its leadership position in broadline closeout retailing by
expanding its market presence in both existing and new markets. The Company believes that the combination of its strengths make it a low-cost value retailer
well-positioned for continued growth. The Company’s Web site is located at www.biglots.com. Wholesale operations are conducted through Big Lots
Wholesale, Consolidated International, Wisconsin Toy, and with online purchasing at www.biglotswholesale.com. The contents of the Company’s Web sites
are not part of this report.

CLOSEOUT RETAILING

Closeout retailers provide a service to manufacturers by purchasing excess product that generally results from production overruns, package changes,
discontinued products, or returns. Closeout retailers also take advantage of generally low prices in the off-season by buying and warehousing seasonal and
general merchandise for future sales. As a result of these lower costs of goods, closeout retailers can offer merchandise at prices lower to significantly lower
than those offered by traditional retailers.

The Company believes that recent trends in the retail industry are favorable to closeout retailers. These trends include consolidations within the retail industry
as well as further emphasis on just-in-time inventory processes, which management believes has resulted in a shift of greater inventory risk to manufacturers
and away from retailers. In addition, to maintain their market share in an increasingly competitive environment, management believes that manufacturers are
introducing new products and new packaging on a more frequent basis. The Company believes that these trends have helped make closeout retailers an
integral part of manufacturers’ overall capacity planning and production processes. As a result, management believes that manufacturers are increasingly
looking to closeout retailers, such as the Company, that can purchase large quantities of merchandise and can control the distribution and advertising of
specific products.

RETAIL OPERATIONS

The Company’s stores are known for their wide assortment of closeout merchandise. Certain core categories of merchandise are carried on a continual basis,
although the specific brand-names offered may change frequently. The Company’s stores also offer a small but consistent line of basic items, strengthening
their role as dependable, one-stop shops for everyday




Table of Contents

needs. In addition, the stores feature seasonal items for every major holiday, as well as a wide assortment of merchandise for the home, including furniture,
home décor, and domestics.

A large number of stores operate profitably in relative close proximity. For example, 536 of the total 1,430 stores operate in four states: California, Ohio,
Texas, and Florida. The Company believes that there are substantial opportunities to increase store counts in existing markets as well as to expand into new
markets.

WHOLESALE OPERATIONS

The Company also sells wholesale merchandise which is generally obtained through the same or shared opportunistic purchases of the retail operations.
Advertising of wholesale merchandise is conducted primarily at trade shows and by mailings to past and potential customers. Wholesale customers include a
wide and varied range of major national and regional retailers, as well as smaller retailers, manufacturers, distributors, and wholesalers.

Wholesale sales are recognized in accordance with the shipping terms agreed upon on the purchase order. Wholesale sales are predominantly recognized
under FOB origin where title and risk of loss pass to the buyer when the merchandise leaves the Company’s distribution facility. However, when the shipping
terms are FOB destination, recognition of sales revenue is delayed until completion of delivery to the designated location.

PURCHASING

An integral part of the Company’s business is the sourcing and purchasing of quality brand-name merchandise directly from manufacturers and other vendors
typically at prices substantially below those paid by traditional retailers. The Company believes that it has built strong relationships with many brand-name
manufacturers and has capitalized on its purchasing power in the closeout marketplace to source merchandise that provides exceptional value to customers.
The Company has the ability to source and purchase significant quantities of a manufacturer’s closeout merchandise in specific product categories and to
control distribution in accordance with vendor instructions, thus providing a high level of service and convenience to these manufacturers. The Company
supplements its traditional brand-name closeout purchases with various direct import and domestically sourced merchandise such as furniture, home décor,
and seasonal items. The Company expects its purchasing power will continue to enhance its ability to source quality closeout merchandise for all of its stores
at competitive prices.

The Company has a seasoned buying team with extensive closeout purchasing experience, which the Company believes has enabled it to develop successful

long-term relationships with many of the largest and most recognized consumer product manufacturers in the United States. As a result of these relationships
and the Company’s experience and reputation in the closeout industry, many manufacturers offer purchase opportunities to the Company prior to attempting

to dispose of their merchandise through other channels.

The Company’s merchandise is purchased from domestic and foreign suppliers that provide the Company with multiple sources for each product category. In
fiscal year 2003, the Company’s top ten vendors accounted for 14.1% of total purchases (at retail) with no one vendor accounting for more than 2.2% of the
aggregate.

The Company purchases approximately 25% of its products directly from overseas suppliers, and a significant amount of its domestically purchased
merchandise is also manufactured abroad. As a result, a significant portion of the Company’s merchandise supply is subject to certain risks including
increased import duties and more restrictive quotas, loss of “most favored nation” trading status, currency fluctuations, work stoppages, transportation delays,
economic uncertainties including inflation, foreign government regulations, political unrest, natural disasters, war, terrorism, and trade restrictions, including
retaliation by the United States against foreign practices. While the Company believes that alternative domestic and foreign sources could supply merchandise
to the Company, an interruption or delay in supply from the Company’s foreign sources, or the imposition of additional duties, taxes or other charges on these
imports, could have a material adverse effect on the Company’s financial condition, results of continuing operations, or liquidity.
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COMPETITIVE CONDITIONS

All aspects of the retailing industry are highly competitive. The Company competes with discount stores (such as Wal-Mart® and Target®), dollar stores,
deep discount drugstore chains, and other value-oriented specialty retailers. Certain of the Company’s competitors have greater financial, distribution,
marketing, and other resources than the Company.

The Company relies on buying opportunities from both existing and new sources, for which it competes with other retailers and wholesalers. The Company
believes that its management has long-standing relationships with its suppliers and is competitively positioned to continue to seek new sources in order to
maintain an adequate continuing supply of quality merchandise at attractive prices.

SEASONALITY

The Company has historically experienced, and expects to continue to experience, seasonal fluctuations, with a significant percentage of its net sales and
operating profit being realized in the fourth fiscal quarter. In addition, the Company’s quarterly results can be affected by the timing of new store openings
and store closings, the amount of sales contributed by new and existing stores, as well as the timing of store remodels, television and circular advertising, and
the timing of certain holidays. Furthermore, in anticipation of increased sales activity during the fourth fiscal quarter, the Company purchases substantial
amounts of inventory during the third fiscal quarter and hires a significant number of temporary employees to increase store staffing during the fourth fiscal
quarter.

The seasonality of the Company’s business also influences the Company’s demand for seasonal borrowings. In fiscal years 2003 and 2002, the Company
drew upon its credit facility in the third fiscal quarter and repaid the borrowings during the fourth fiscal quarter. During fiscal year 2003, the Company was
drawn on its credit facility for an 83 day period from September through early December.

ADVERTISING AND PROMOTION

The Company’s marketing program in fiscal year 2003 was designed to build awareness of the Big Lots brand creating an awareness of the broad range of
quality, brand-name merchandise available at closeout prices, which provide customers a unique shopping experience as well as value. The Company uses a
variety of marketing approaches through television, print, and radio to promote its stores to the public. These approaches may vary by market and by the time
of year. The Company promotes grand openings of its stores through a variety of promotions.

In the interest of expanding customer base and increasing the Company’s overall level of brand awareness, national television advertising began in

March 2003, featuring 25 weeks of coverage with all stores in all markets benefiting from television advertising for the first time in the Company’s history.
Prior to fiscal year 2003, the Company focused on local or spot television advertising and eventually reached a high of 850 stores, or approximately two-
thirds of the total store base, with television advertising coverage. In fiscal year 2004, the Company will launch a new series of nine 30-second national
television advertising commercials scheduled to run from mid-March through December 2004, covering all stores in all markets, the same as fiscal year 2003.
The new 30-second television commercials will continue to leverage the Company’s single brand and increase consumer brand awareness. The Company
expects results in new television markets to continue to outpace the balance of the stores, adding approximately one percent to the Company’s comparable
store sales, while generating selling and administrative expense leverage as television costs remain relatively flat to fiscal year 2003.

The marketing program also utilizes printed advertising circulars in all markets. In fiscal year 2003, the Company distributed approximately 46 million multi-
page circulars per week for 11 weeks in the first half of the fiscal year, and 37 million multi-page circulars for 14 weeks in the last half of the fiscal year. A
reduction in the number of circulars distributed in the last half of the fiscal year helped partially offset the additional costs of the national television
advertising campaign. The method of distribution included a combination of newspaper insertions and direct mail. These circulars are created by the
Company and are distributed regionally to take advantage of market differences caused by climate or other factors. The circulars generally feature 35 to 50
products that vary with each circular. In fiscal year 2004, the Company expects to distribute its circulars 25
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weeks of the year, the same as fiscal year 2003. In addition, store promotions including pre-recorded periodic loudspeaker announcements and in-store
signage emphasize special bargains and significant values offered to the customer.

Over the past five fiscal years, total advertising expense as a percent of total net sales has ranged from 2.5% to 2.8%. In fiscal year 2003, including costs
related to national television advertising, advertising expense as a percent of total net sales was 2.6%.

On May 16, 2001, the Company changed its name to Big Lots, Inc. and its ticker symbol to NYSE: BLI. The name change was approved at the Annual
Meeting of Stockholders on May 15, 2001. In conjunction with the Company’s initiative to change its name to Big Lots, Inc., and operate under one brand
name, 434 stores were converted during fiscal years 2001 and 2002, including 380 stores previously operating under the names Odd Lots, Mac Frugal’s, and
Pic ‘N’ Save, and 54 existing Big Lots stores located in conversion markets were remodeled. As of the end of fiscal year 2002, all stores were operating under
the Big Lots name. In connection with this conversion and remodeling process, the Company made certain improvements to the converted sites. The
improvements varied by location and included, among other things, painting, lighting retrofits, new signage (interior and exterior) and advertising, new
flooring, and updated restrooms. The cost of the improvements for conversion and remodeled stores was between $0.1 million and $0.2 million per store
during fiscal years 2001 through 2003. The Company believes that Big Lots is its most recognizable brand name, and this change offered numerous
opportunities to increase brand awareness among customers, suppliers, investors, and the general public. The Company believes the conversion also allowed
it to leverage television advertising and other expenses.

In August 2003, the Company finished the fiscal year 2003 remodel program by completing 211 stores. These remodels included similar improvements and
resulted in similar costs, on a per store basis, as those made to the conversion stores described above and, in addition, included new fixtures and a new
merchandise layout. Approximately 70% of the Company’s stores have either been remodeled in the past two and one half years or are new stores opened in
the past five years, and are consistent with current upgraded store standards.

In fiscal year 2004, the Company plans to remodel 68 stores in 12 markets. Additionally, the Company will add a closeout swing area to another 62 stores in
the same 12 markets. The closeout swing area is located at the front of the store and features the newest and most compelling brand-name closeout
merchandise the store has to offer. The selection can vary by store and items normally only last a few days before selling out or moving to their natural
location in the store. The Company expects store remodeling costs, on a per store basis, in fiscal year 2004 to be similar to prior year costs.

The Company utilizes trademarks, service marks, and other intangible assets in its retail operations. This intellectual property is generally owned by an
intellectual property protection subsidiary, which is wholly owned and is included in the consolidated results of the Company. The Company considers its
intellectual property to be among its most valuable assets and where applicable, has registered, or has applications pending, with the United States Patent and
Trademark Office. The Company believes that having distinctive intellectual property is an important factor in identifying the Company and distinguishing it
from others.

WAREHOUSE AND DISTRIBUTION

An important aspect of the Company’s purchasing strategy involves its ability to warehouse and distribute merchandise quickly and efficiently. The Company
positions its distribution network to enable quick turn of time-sensitive product as well as to provide long-term warehousing capabilities for off-season buys.
Substantially all of the merchandise sold by the Company is received and processed for retail sale, as necessary, and distributed to the retail locations from
Company operated warehouse and distribution facilities.

The Company’s furniture category has grown over the last 8 years to represent 12.1% of the Company’s net sales in fiscal year 2003. In an effort to further
expand this category’s offering nationally, the Company expects to lease a furniture distribution facility on the West Coast in fiscal year 2004.
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Finally, construction of the Company’s fifth distribution facility located in Durant, Oklahoma, was substantially completed in fiscal year 2003. The facility
began receiving merchandise in January 2004 and is expected to ship merchandise to 120 stores beginning in April 2004. Data pertaining to warehouse and
distribution facilities is described under Item 2. Properties, Warehouse and Distribution.

ASSOCIATES

At January 31, 2004, the Company had 47,249 active associates comprised of 18,591 full-time, and 28,658 part-time associates. Temporary associates hired
during the fall and winter holiday selling season increased the number of associates to a peak of 52,542 in fiscal year 2003. Approximately 60% of the
associates employed throughout the year are employed on a part-time basis. The relationship with associates is considered to be good, and the Company is not
a party to any labor agreements.

AVAILABLE INFORMATION

The Company makes available, free of charge, through its Web site (www.biglots.com under the “Investor Relations — Financial Information — SEC Filings”
caption), its Annual Report on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and amendments to those reports filed or
furnished pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of 1934, as amended, as soon as reasonably practicable after the Company files
such material with, or furnishes it to, the Securities and Exchange Commission (“SEC”).

In this Annual Report on Form 10-K, the Company incorporates by reference certain information from parts of its Proxy Statement for the 2004 Annual
Meeting of Shareholders. The SEC allows the Company to disclose important information by referring to it in that manner. Please refer to such information.

On or about April 8, 2004, the Company’s Proxy Statement for the 2004 Annual Meeting of Shareholders will be set forth on the Company’s Web site
(www.biglots.com) under the “Investor Relations — Financial Information — SEC Filings” caption.

Information relating to corporate governance of the Company, including: Corporate Governance Standards; charters of the Board’s Audit, Nominating and
Compensation, and Corporate Governance Committees; the Company’s Code of Business Conduct and Ethics, which is applicable to all of the Company’s
associates; the Company’s Code of Ethics for Financial Professionals, which is applicable to its Chief Executive Officer, Chief Administrative Officer, and all
other Senior Financial Officers (as that term is defined therein); Chief Executive Officer and Chief Financial Officer certifications; the means by which
shareholders may communicate with the Company’s Board; and transactions in the Company’s securities by its directors and executive officers; may be found
on the Company’s Web site (www.biglots.com) under the “Investor Relations - - Governance” caption. The Company will provide any of the foregoing
information without charge upon written request to the Company’s Corporate Secretary. The contents of the Company’s Web sites are not part of this report.

Item 2. Properties

RETAIL OPERATIONS

The Company’s stores are located predominantly in strip shopping centers throughout the United States. Approximately 98% of stores range in size from
10,000 to 50,000 gross square feet with an average store size of approximately 28,000 gross square feet, of which an average of 20,300 square feet is selling
square feet. In selecting suitable new store locations, the Company generally seeks retail space between 25,000 and 35,000 square feet in size. The average
cost to open a new store in a leased facility during fiscal year 2003 was approximately $720,000, including inventory.

With the exception of 54 owned store sites, all stores are leased. Store leases generally provide for fixed monthly rental payments plus the payment, in most
cases, of real estate taxes, common area maintenance, and property insurance. In some locations, the leases provide formulas requiring the payment of a
percentage of sales as additional rent. Such payments are generally only required when sales exceed a specified level. The typical lease is for an initial term of
five years with multiple
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five-year renewal options. Approximately 60 stores have sales termination clauses at specified levels. The following tables set forth store growth, store
location information, and store, office, and warehouse lease expirations, exclusive of month-to-month leases, at January 31, 2004.

STORE GROWTH

Fiscal Beginning of

Year Year Opened
1999V 1128 124
20001 1230 83
2001 1290 78
2002 1335 87
2003 1380 86

End of

Closed Year
22 1230
23 1290
33 1335
42 1380
36 1430

(1) Fiscal years 1999 and 2000 are exclusive of the KB Toys business which the Company divested pursuant to a Stock Purchase Agreement dated as of
December 7, 2000.

STORE LOCATIONS

Alabama 35 Maine 3 Ohio 135
Arizona 29 Maryland 12 Oklahoma 20
Arkansas 11 Massachusetts 11 Oregon 11
California 188 Michigan 46 Pennsylvania 55
Colorado 20 Minnesota 8 South Carolina 28
Connecticut 6 Mississippi 14 Tennessee 47
Delaware 2 Missouri 27 Texas 106
Florida 107 Montana 2 Utah 11
Georgia 63 Nebraska 4 Virginia 43
Idaho 5 Nevada 9 Washington 17
Mlinois 42 New Hampshire 6 West Virginia 24
Indiana 53 New Jersey 9 Wisconsin 18
Iowa 9 New Mexico 12 Wyoming 2
Kansas 11 New York 41

Kentucky 43 North Carolina 57 Total stores 1,430
Louisiana 25 North Dakota 3 Number of states 45
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STORE, OFFICE, and WAREHOUSE LEASE EXPIRATIONS

Fiscal Year

2004 168
2005 249
2006 270
2007 225
2008 229
Thereafter 295

Total 1,436

WAREHOUSE AND DISTRIBUTION

At January 31, 2004, the Company operated warehouse and distribution locations strategically placed across the United States totaling 9,987,000 square feet.
The Company’s primary warehouse and distribution facilities are owned and located in Ohio, California, Alabama, Oklahoma, and Pennsylvania. The
facilities utilize advanced warehouse management technology, which enables high accuracy and efficient product processing from vendors to the retail stores.
The combined output of the Company’s facilities is approximately 2.6 million cartons per week.

Statistics for warehouse and distribution facilities are presented below:

Square footage

State Owned Leased Total Owned Leased Total

(Square footage in thousands)

Ohio 2 2 4 3,559 731 4,290
California 1 1 2 1,423 271 1,694
Alabama 1 1 1,411 - 1,411
Oklahoma 1 - 1 1,297 - 1,297
Pennsylvania 1 = 1 1,295 = 1,295

Toul £ 32 FET Loz .67

Construction of the Company’s distribution facility located in Durant, Oklahoma, was substantially completed in fiscal year 2003. The selection of the Durant
site was based on the Company’s strategic plan for the existing store base and future growth. As necessary, the Company leases additional temporary
warehouse space throughout the year to support its warehousing requirements.

Item 3. Legal Proceedings

The Company and its subsidiaries are or may be subject to certain legal proceedings and claims that are incidental to their ordinary course of business. The
Company will record a liability related to its legal proceedings and claims when it has determined that it is probable that the Company will be obligated to pay
and the related amount can be reasonably estimated, and it will disclose the related facts in the footnotes to its financial statements, if material. If the
Company determines that either an obligation is probable or reasonably possible, the Company will, if material, disclose the nature of the loss contingency
and the estimated range of possible loss, or include a statement that no estimate of loss can be made.

The Company announced on August 20, 2003, that it reached a preliminary agreement to settle the Company’s two California class action lawsuits filed in the
Superior Court of San Bernardino County, California, relating to the calculation of earned
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overtime wages for certain former and current store managers and assistant store managers in that state. Each of the lawsuits was filed by plaintiffs who are
current or former store managers or assistant store managers on behalf of themselves and other similarly situated store managers and assistant store managers.
Final court approval of the proposed settlement was received on February 4, 2004. During the fourth quarter of fiscal year 2003, the Company adjusted the
total related charge to be $5.7 million (net of tax), $0.6 million lower than its original estimate which was recorded during the second quarter of fiscal year
2003. The Company does not expect this settlement to have a material impact on its financial condition, results of continuing operations, or liquidity going
forward.

The Company has announced on August 20, 2003, that it had reached a preliminary agreement to settle a national class action lawsuit relating to certain
advertising practices of KB Toys. The Court issued a final order approving the agreement during the fourth quarter of fiscal year 2003. The Company
contributed $2.1 million toward the settlement and accordingly, a charge of $1.2 million (net of tax) was recorded to discontinued operations in the third
quarter of fiscal year 2003.

On January 14, 2004, KB Acquisition Corporation and affiliated entities (collectively, “KB”) filed for bankruptcy protection pursuant to Chapter 11 of title 11
of the United States Code. KB acquired the KB Toys business from the Company pursuant to a Stock Purchase Agreement dated as of December 7, 2000 (the
“KB Stock Purchase Agreement”). The Company recorded a $3.7 million charge (net of tax) in the fourth quarter of fiscal 2003 related to the estimated
impact of the KB bankruptcy comprised of a $10.5 million benefit (net of tax) related to the partial charge-off of a $45 million aggregate principal amount
note and the write-off of the warrant issued in connection with the sale of the KB Toys business to KB, and a $14.3 million (net of tax) charge related to KB
store lease guarantee obligations (see KB Toys Matters and Litigation Charges in the Notes to the Consolidated Financial Statements for further discussion).

The Company is involved in other legal proceedings and claims arising in the ordinary course of business. The Company currently believes that such
proceedings and claims, both individually and in the aggregate, will be resolved without a material impact on its financial condition, results of continuing
operations, or liquidity. However, legal proceedings involve an element of uncertainty. Future developments could cause these proceedings or claims to have a
material adverse effect of the Company’s financial condition, results of continuing operations, or liquidity.

The Company is self-insured for certain losses relating to general liability, workers’ compensation, and employee medical benefit claims, and the Company
has purchased stop-loss coverage in order to limit significant exposure in these areas. Accrued insurance liabilities are actuarially determined based on claims
filed and estimates of claims incurred but not reported. With the exception of self-insured claims, taxes, the employment-related matter described above, the
lawsuit related to certain advertising practices of KB Toys, and the liabilities described above that relate to the KB bankruptcy, the Company has not recorded
any additional liabilities.

Item 4. Submission of Matters to a Vote of Security Holders
No matters were submitted to a vote of security holders during the fourth quarter of the fiscal year covered by this report.

10
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PART II
Item 5. Market for Registrant’s Common Equity and Related Shareholder Matters

The Company’s common shares are listed on the New York Stock Exchange (NYSE) under the symbol “BLI”. The following table reflects the high and low
sales price per share of common shares as quoted from the NYSE composite transactions for the fiscal period indicated.

Fiscal Year

2003 2002
High Low High Low
First Quarter $13.07 $ 9.92 $16.09 $10.48
Second Quarter 16.24 11.52 19.90 13.75
Third Quarter 18.39 14.13 19.18 11.83
Fourth Quarter 15.25 12.89 17.24 11.89

As of March 26, 2004, there were 1,351 registered holders of record of the Company’s common shares.

The Company has followed a policy of reinvesting earnings in the business and consequently has not paid any cash dividends. At the present time, no change
in this policy is under consideration by the Board of Directors. The payment of cash dividends in the future will be determined by the Board of Directors in
consideration of business conditions then existing, including the Company’s earnings, financial requirements and condition, opportunities for reinvesting
earnings, and other factors.

11
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Equity Compensation Plan Information

The following table provides certain information pertaining to the Company’s equity compensation plans at January 31, 2004:

Plan Category

Number of securities to
be issued upon exercise
of outstanding options,
warrants, and rights
(C)]

Weighted-average
exercise price of
outstanding options,
warrants, and rights

Number of securities remaining available
for future issuance under the equity
compensation plans (excluding securities
reflected in column (a))

()

Equity compensation plans approved by

security holders 10,724,916(1) $14.73 2,076,531(2)
Equity compensation plans not approved
by security holders - - _
Total 10,724,916 $14.73 2,076,531
(1) 10,724,916 shares are issuable upon exercise of outstanding options granted under each of the following plans:
Consolidated Stores Corporation Executive Stock Option and Stock Appreciation Rights Plan 705,646
Director Stock Option Plan 280,317
Big Lots, Inc. 1996 Performance Incentive Plan 9,738,953

(2) 2,076,531 shares available for issuance pursuant to stock option awards that could be granted in the future under each of the following plans:

Director Stock Option Plan 272,918
Big Lots, Inc. 1996 Performance Incentive Plan 1,803,613

12
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Item 6. Selected Financial Data

The statements of operations and the balance sheet data have been derived from the Big Lots, Inc. (the “Company”) Consolidated Financial Statements and
should be read in conjunction with Management’s Discussion and Analysis of Financial Condition and Results of Operations and the Consolidated Financial
Statements and related Notes included elsewhere herein.

Fiscal Years Ended (a)
January 31, February 1, February 2, February 3, January 29,
2004 2003 2002 2001 (b)(c) 2000 (c)

(In thousands, except per share amounts and store counts)
Net sales $4,174,383 $3,868,550 $3,433,321 $3,277,088 $2,933,690
Cost of sales 2,428,024 2,236,633 2,092,183 1,891,345 1,668,623
Gross profit 1,746,359 1,631,917 1,341,138 1,385,743 1,265,067
Selling and administrative expenses 1,616,031 1,485,265 1,368,397 1,200,277 1,095,453
Operating profit (loss) 130,328 146,652 (27,259) 185,466 169,614
Interest expense 16,443 20,954 20,489 23,557 16,692
Interest income (1,061) (843) (287) (610) (245)
Income (loss) from continuing operations before

income taxes 114,946 126,541 (47,461) 162,519 153,167
Income tax expense (benefit) 24,051 49,984 (18,747) 64,195 60,501
Income (loss) from continuing operations 90,895 76,557 (28,714) 98,324 92,666
(Loss) income from discontinued operations (9,720) - 8,480 (478,976) 3,444
Net income (loss) $ 81,175 $ 76,557 $ (20,234) $ (380,652) $ 96,110
Income (loss) per common share - basic:

Continuing operations $ .78 $ .66 $ (.25) $ .88 $ .84

Discontinued operations (.08) - .07 (4.30) .03

$ .70 $ .66 $ (.18) $ (3.42) $ .87

Income (loss) per common share - diluted:

Continuing operations $ .78 $ .66 $ (.25) $ .87 $ .82

Discontinued operations (-09) - .07 (4.26) .03

$ .69 $ .66 $ (.18) $ (3.39) $ .85

Weighted-average common shares outstanding:

Basic 116,757 115,865 113,660 111,432 110,360

Diluted 117,253 116,707 113,660 112,414 112,952
Balance sheet data:

Total assets $1,784,688 $1,641,761 $1,460,793 $1,526,966 $1,862,028

Working capital 704,014 657,624 557,741 717,143 472,080

Long-term obligations 204,000 204,000 204,000 268,000 50,000

Shareholders’ equity $1,116,060 $1,026,181 $ 927,533 $ 927,812 $1,300,062
Store data:

Total gross square footage 40,040 37,882 35,528 33,595 31,896

Total selling square footage 29,019 27,593 26,020 24,641 23,242

New stores opened 86 87 78 83 124

Stores closed 36 42 33 23 22

Stores open at end of year 1,430 1,380 1,335 1,290 1,230

(a) References throughout this document to fiscal years 2003, 2002, 2001, 2000, and 1999 refer to the fiscal years ended January 31, 2004, February 1,
2003, February 2, 2002, February 3, 2001, and January 29, 2000, respectively.

(b) The fiscal year ended February 3, 2001, is comprised of 53 weeks.
(c) Exclusive of the KB Toys business which the Company divested pursuant to a Stock Purchase Agreement dated as of December 7, 2000.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

CAUTIONARY STATEMENT CONCERNING FORWARD-LOOKING STATEMENTS FOR PURPOSES OF “SAFE HARBOR” PROVISIONS
OF THE SECURITIES LITIGATION REFORM ACT OF 1995

The Private Securities Litigation Reform Act of 1995 (the “Act”) provides a “safe harbor” for forward-looking statements to encourage companies to provide
prospective information, so long as those statements are identified as forward-looking and are accompanied by meaningful cautionary statements identifying
important factors that could cause actual results to differ materially from those discussed in the statement. The Company wishes to take advantage of the “safe
harbor” provisions of the Act.

This report, as well as other verbal or written statements or reports made by or on the behalf of the Company, may contain or may incorporate material by
reference which includes forward-looking statements within the meaning of the Act. By their nature, all forward-looking statements involve risks and
uncertainties. Statements, other than those based on historical facts, which address activities, events, or developments that the Company expects or anticipates
will or may occur in the future, including such things as future capital expenditures (including the amount and nature thereof), business strategy, expansion
and growth of the Company’s business and operations, future earnings, store openings and new market entries, anticipated inventory turn, and other similar
matters, as well as statements expressing optimism or pessimism about future operating results or events, are forward-looking statements, which are based
upon a number of assumptions concerning future conditions that may ultimately prove to be inaccurate. The words “believe,” “anticipate,” “project,” “plan,”
“expect,” “estimate,” “objective,” “forecast,” “goal,” “intend,” “will,” and similar expressions generally identify forward-looking statements. The forward-
looking statements are and will be based upon management’s then-current views and assumptions regarding future events and operating performance, and are
applicable only as of the dates of such statements. Although the Company believes the expectations expressed in forward-looking statements are based on
reasonable assumptions within the bounds of its knowledge of its business, actual events and results may materially differ from anticipated results described
in such statements.

2 2

2 2«

The Company’s ability to achieve the results contemplated by forward-looking statements are subject to a number of factors, any one, or a combination of,
which could materially affect the Company’s business, financial condition, or results of operations. These factors may include, but are not limited to:

» the Company’s ability to source and purchase merchandise on favorable terms;

« the ability to attract new customers and retain existing customers;

 the Company’s ability to establish effective advertising, marketing, and promotional programs;

» economic and weather conditions which affect buying patterns of the Company’s customers;

» changes in consumer spending and consumer debt levels;

« the Company’s ability to anticipate buying patterns and implement appropriate inventory strategies;

+ continued availability of capital and financing on favorable terms;

+ competitive pressures and pricing pressures, including competition from other retailers;

+ the Company’s ability to comply with the terms of its credit facilities (or obtain waivers for non-compliance);

* interest rate fluctuations and changes in the Company’s credit rating;

+ the creditworthiness of the purchaser of the Company’s former KB Toys business;

+ the Company’s indemnification and guarantee obligations with respect to more than 380 KB Toys store leases and other real property, some or all of
which may be rejected or materially modified in connection with the pending KB Toys bankruptcy proceedings, as well as other potential liabilities
arising out of the KB Toys bankruptcy;

« litigation risks and changes in laws and regulations, including changes in accounting standards and tax laws;

« transportation and distribution delays or interruptions that adversely impact the Company’s ability to receive and/or distribute inventory;

« the impact on transportation costs from the driver hours of service regulations adopted by the Federal Motor Carriers Safety Administration that
became effective in January 2004;

« the effect of fuel price fluctuations on the Company’s transportation costs;
« interruptions in suppliers’ businesses;
« the Company’s ability to achieve cost efficiencies and other benefits from various operational initiatives and
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technological enhancements;
« the costs, interruptions, and problems associated with the implementation of, or failure to implement, new or upgraded systems and technology;
« the effect of international freight rates on the Company’s profitability;
* delays and costs associated with building, opening, and modifying the Company’s distribution centers;
« the Company’s ability to secure suitable new store locations under favorable lease terms;
« the Company’s ability to successfully enter new markets;
* delays associated with constructing, opening, and operating new stores;
» the Company’s ability to attract and retain suitable employees; and

« other risks described from time to time in the Company’s filings with the Securities and Exchange Commission, in its press releases, and in other
communications.

The foregoing list is not exhaustive. There can be no assurances that the Company has correctly and completely identified, assessed, and accounted for all
factors that do or may affect its business, financial condition, or results of operations. Additional risks not presently known to the Company or that it believes
to be immaterial also may adversely impact the Company. Should any risks or uncertainties develop into actual events, these developments could have
material adverse effects on the Company’s business, financial condition, and results of operations. Consequently, all of the forward-looking statements are
qualified by these cautionary statements, and there can be no assurance that the results or developments anticipated by the Company will be realized or that
they will have the expected effects on the Company or its business or operations.

Readers are cautioned not to place undue reliance on forward-looking statements, which speak only as of the date thereof. The Company undertakes no
obligation to publicly release any revisions to the forward-looking statements contained in this report, or to update them to reflect events or circumstances
occurring after the date of this report, or to reflect the occurrence of unanticipated events. Readers are advised, however, to consult any further disclosures the
Company may make on related subjects in its public announcements and filings made with the Securities and Exchange Commission.

OVERVIEW

The discussion and analysis presented below should be read in conjunction with the Consolidated Financial Statements and related Notes included elsewhere
herein.

Business Operations

The Company is the nation’s largest broadline closeout retailer. At January 31, 2004, the Company operated a total of 1,430 stores, 1,385 stores under the
name Big Lots and 45 stores under the name Big Lots Furniture. The Company’s goal is to build upon its leadership position in broadline closeout retailing by
expanding its market presence in both existing and new markets. The Company believes that the combination of its strengths make it a low-cost value retailer
well-positioned for continued growth. The Company’s Web site is located at www.biglots.com. Wholesale operations are conducted through Big Lots
Wholesale, Consolidated International, Wisconsin Toy, and with online purchasing at www.biglotswholesale.com. The contents of the Company’s Web sites
are not part of this report.
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The following table compares components of the Consolidated Statements of Operations of the Company as a percentage of net sales. Results for fiscal years
2003 and 2001 include the impact of a net charge of $4.9 million (net of tax) and a $50.4 million (net of tax) charge, respectively (see KB Toys Matters and
Litigation Charges for fiscal year 2003, and 2001 Charge for fiscal year 2001 in the Notes to the Consolidated Financial Statements).

Fiscal Year

2003 2002 2001

Net sales 100.0% 100.0% 100.0%
Gross profit 41.8 42.2 39.1
Selling and administrative expenses 387 384 399
Operating profit (loss) 3.1 3.8 (.8)
Interest expense 4 5 .6
Interest income _ (9 (9 (09
Income (loss) from continuing operations before income taxes 2.8 3.3 1.4
Income tax expense (benefit) 6 13 _ ()
Income (loss) from continuing operations 2.2 2.0 (.8)
(Loss) income from discontinued operations (2 = 2
Net income (loss) 1.9% 2.0% (-6)%

L I I

The Company has historically experienced, and expects to continue to experience, seasonal fluctuations, with a significant percentage of its net sales and
operating profit being realized in the fourth fiscal quarter. In addition, the Company’s quarterly results can be affected by the timing of new store openings
and store closings, the amount of sales contributed by new and existing stores, as well as the timing of store remodels, television and circular advertising, and
the timing of certain holidays. Furthermore, in anticipation of increased sales activity during the fourth fiscal quarter, the Company purchases substantial
amounts of inventory during the third fiscal quarter and hires a significant number of temporary employees to increase store staffing during the fourth fiscal
quarter.

Store Remodels and Conversions

In conjunction with the Company’s initiative to change its name to Big Lots, Inc., and operate under one brand name, 434 stores were converted during fiscal
years 2001 and 2002, including 380 stores previously operating under the names Odd Lots, Mac Frugal’s, and Pic ‘N’ Save, and 54 existing Big Lots stores
located in conversion markets. As of the end of fiscal year 2002, all stores were operating under the Big Lots name.

In connection with this conversion and remodeling process, the Company made certain improvements to the converted sites. The improvements varied by
location and included, among other things, painting, lighting retrofits, new signage (interior and exterior) and advertising, new flooring, and updated
restrooms. The cost of the improvements for conversion and remodeled stores was between $0.1 million and $0.2 million per store during fiscal years 2001
through 2003. The Company believes that Big Lots is its most recognizable brand name, and this change offered numerous opportunities to increase brand
awareness among customers, suppliers, investors, and the general public. The Company believes the conversion also allowed it to leverage television
advertising and other expenses.

In August 2003, the Company finished the fiscal year 2003 remodel program by completing 211 stores. These remodels included similar improvements as
those made to the conversion stores described above and, in addition, included new fixtures and a new merchandise layout. Approximately 70% of the
Company’s stores have either been remodeled in the past two and one half years or are new stores opened in the past five years, and are consistent with
current upgraded store standards.
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In fiscal year 2004, the Company plans to remodel 68 stores in 12 markets. Additionally, the Company will add a closeout swing area to another 62 stores in
the same 12 markets. The closeout swing area is located at the front of the store and features the newest and most compelling brand-name closeout
merchandise the store has to offer. The selection can vary by store, and items normally only last a few days before selling out or moving to their natural
location in the store. The Company expects store remodeling costs, on a per store basis, in fiscal year 2004 to be similar to prior year costs.

Furniture and Distribution Facility Growth

The Company’s furniture category has grown over the last 8 years to represent 12.1% of the Company’s net sales in fiscal year 2003. In an effort to further
expand this category’s offering nationally, the Company expects to lease a furniture distribution facility on the West Coast in fiscal year 2004.

During fiscal year 2004, the Company expects to add a net of 219 furniture departments, ending the fiscal year with furniture departments in 74% of the
closeout stores, up from 61% at the close of fiscal year 2003. Additionally, the Company expects to expand existing furniture departments in approximately
147 stores where hanging apparel will be removed. Currently, approximately 416 stores have hanging apparel departments, and the Company will be exiting
this category in the second and third quarters of fiscal year 2004.

Finally, construction of the Company’s fifth distribution facility located in Durant, Oklahoma, was substantially completed in fiscal year 2003. The facility
began receiving merchandise in January 2004 and is expected to ship merchandise to 120 stores beginning in April 2004.

Other Matters

On August 22, 2001, the Company announced that its Board of Directors had unanimously voted to redeem the preferred stock rights issued under the
Company’s Rights Agreement. The redemption was a direct result of the Company’s redomestication into Ohio, as approved by its shareholders at the
Company’s 2001 Annual Meeting of Shareholders. At the 2000 Annual Meeting of Shareholders, a non-binding shareholder proposal passed seeking the
termination of the Company’s Rights Agreement. The Board of Directors believed that the statutory protections offered by the Company’s new state of
incorporation provided adequate safeguards to permit the Board of Directors and the Company’s shareholders to fully and fairly evaluate any takeover offer,
whether coercive or not. Accordingly, the Board of Directors found it to be in the best interest of the Company and its shareholders to redeem the preferred
stock rights issued under the Company’s Rights Agreement.

KB TOYS MATTERS AND LITIGATION CHARGES

On January 14, 2004, KB Acquisition Corporation and affiliated entities (collectively, “KB”) filed for bankruptcy protection pursuant to Chapter 11 of title 11
of the United States Code. KB acquired the KB Toys business from the Company pursuant to a Stock Purchase Agreement dated as of December 7, 2000, (the
“KB Stock Purchase Agreement”).

The Company has analyzed the information currently available regarding the effect of KB’s bankruptcy filing on the various, continuing rights and
obligations of the parties to the KB Stock Purchase Agreement, including: a) an outstanding note from Havens Corners Corporation, a subsidiary of KB
Acquisition Corporation and a party to the bankruptcy proceedings (“HCC”), to the Company, and an accompanying warrant to acquire common stock of KB
Holdings, Inc., the ultimate parent of KB (“KB Holdings”); b) the status of KB’s indemnification obligations to the Company with respect to guarantees of
KB store leases by the Company and guarantees (relating to lease and mortgage obligations) for which the Company has indemnification obligations arising
out of its 1996 acquisition of the KB Toys business; and c) the status of the Company’s and KB’s other indemnification obligations to each other with respect
to general liability claims, representations and warranties, litigation, and other payment obligations pursuant to the KB Stock Purchase Agreement. When and
to the extent the Company believes that a loss is probable and can be reasonably estimated, the Company will record a liability. As discussed below, the
Company recorded a $3.7 million charge (net of tax) in the fourth quarter of fiscal year 2003 related to the estimated impact of the KB bankruptcy comprised
of a $10.5 million benefit (net of tax) related to the partial charge-off of the HCC Note (defined below) and KB warrant and a $14.3 million (net of tax)
charge related to KB store lease guarantee obligations.

17




Table of Contents

In connection with the sale of the KB Toys business, the Company received $258 million in cash and a 10-year note from HCC in the aggregate principal
amount of $45 million. This note bears interest, on an in-kind basis, at the rate of 8% per annum (principal and interest together known as the “HCC Note™).
The Company also received a warrant to acquire up to 2.5% of the common stock of KB Holdings for a stated price per share. At the time of the sale (the
fourth quarter of fiscal year 2000), the Company evaluated the fair value of the HCC Note received as consideration in the transaction and recorded the HCC
Note at its then estimated fair value of $13 million. The estimated fair value of the HCC Note was based on several factors including fair market evaluations
obtained from independent financial advisors at the time of the sale, the Company’s knowledge of the underlying KB Toys business and industry, and the
risks inherent in receiving no cash payments until the HCC Note matured in 2010. During fiscal year 2002 and until KB’s bankruptcy filing, the Company
recorded the interest earned and accretion of the discount utilizing the effective interest rate method and provided necessary reserves against such amounts as
a result of its evaluations of the carrying value of the HCC Note. As of February 1, 2003, and February 2, 2002, the carrying value of the HCC Note was

$16 million. For tax purposes, the HCC Note was originally recorded at its face value of $45 million, and the Company incurred tax liability on the interest,
which accrued but was not payable. This resulted in the HCC Note having a tax basis that was greater than the carrying value on the Company’s books.

The HCC Note became immediately due and payable at the time of KB’s bankruptcy filing. The Company engaged an independent investment advisory firm
to assist the Company in estimating the fair value of the HCC Note and warrant for both book and tax purposes. As a result, the Company charged off a
portion of the HCC Note and wrote down the full value of the warrant resulting in a book value of the HCC Note of $7.3 million, and accordingly recorded a
net charge (before tax) to continuing operations in the fourth quarter of fiscal year 2003 in the amount of $9.6 million. In addition, as a result of the
bankruptcy filing and the partial charge-off, the Company recorded a tax benefit of $20.2 million in the fourth quarter of 2003. A substantial portion of this
tax benefit reflects the charge-off of the higher tax basis of the HCC Note (see the Income Taxes Note to the Consolidated Financial Statements for further
discussion).

When the Company acquired the KB Toys business from Melville Corporation (now known as CVS New York, Inc., and together with its subsidiaries
“CVS”) in May 1996, the Company provided, among other things, an indemnity to CVS with respect to any losses resulting from KB’s failure to pay all
monies due and owing under any KB lease or mortgage obligation guaranteed by CVS. While the Company controlled the KB Toys business, the Company
provided guarantees with respect to a limited number of additional store leases. As part of the KB sale, and in accordance with the terms of the KB Stock
Purchase Agreement, KB similarly indemnified the Company with respect to all lease and mortgage obligations, including those guaranteed by CVS and
those guaranteed by the Company. To the Company’s knowledge, the Company had guarantee or indemnification obligations, as of January 31, 2004, with
respect to: a) approximately 384 KB store leases; b) two distribution center leases; c) KB’s main office building lease; and d) a first mortgage on a
distribution center located in Pittsfield, Massachusetts (the “Pittsfield DC”), owned by Kay-Bee Toy & Hobby Shops, Inc., an affiliate of KB Acquisition
Corporation and a party to the bankruptcy proceedings.

In connection with the bankruptcy, KB is required to continue to make lease payments with respect to all leases except those that it rejects. If KB rejects a
lease that has been guaranteed by the Company or by CVS, because KB can reject its indemnification obligations to the Company, the Company could be
liable for all or a portion of the lease obligations with respect to the rejected leases, subject to many factors, including the landlord’s duty to mitigate, the
validity of the applicable guarantee and the like. On February 25, 2004, the Company announced that KB had rejected 389 store leases, of which the
Company believes it has guarantee or indemnification obligations relating to approximately 90 store leases affected by KB’s rejections.

The Company engaged an independent real estate valuation firm to assist it in the analysis of the Company’s potential liability with respect to the 90
guaranteed store leases. Based upon analysis of the information currently available, the Company recorded a charge to discontinued operations in the fourth
quarter of fiscal year 2003 in the amount of $14.3 million (net of a $9.7 million tax benefit) to reflect its best estimate of this loss contingency. The Company
intends to take an active role in limiting its potential liability with respect to KB store lease obligations. The Company is not aware of any additional
rejections of the remaining 294 store leases guaranteed by the Company, or a rejection of the two distribution center leases or the lease on KB’s main office
building. It is the Company’s belief that both distribution centers have been sublet by KB to unaffiliated third parties and that KB intends to retain the lease on
its main office building. Nevertheless, the Company is unable to
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determine at this time whether any additional liability will result from the remaining leases guaranteed by the Company or CVS that have not yet been
rejected by KB. If additional leases are rejected, any related charge would be to discontinued operations. Management does not believe that such a charge
would have a material adverse effect on the Company’s financial condition, results of continuing operations, or liquidity.

On March 10, 2004, the Company announced that it had received notice of a default relating to a first mortgage on the Pittsfield DC. As a result of KB’s
bankruptcy filing, the mortgage holder declared an event of default and claimed that the loan had become immediately due and payable (the “DC Note”). The
Company was informed that, as of January 14, 2004, the DC Note had an outstanding principal amount of approximately $6.3 million plus accrued interest of
approximately $21,000. Additionally, the mortgage holder has claimed that a make-whole premium of approximately $1.5 million is also due and payable.
The Company is reviewing its rights and obligations regarding the premium. The Company engaged an independent real estate valuation firm to assist it in
the analysis of the Company’s potential liability with respect to the DC Note. Based upon analysis of the information currently available, the Company
believes that the fair market value of the Pittsfield DC is between $6.2 million and $6.8 million. The Company intends to take an active role in limiting its
potential liability with respect to the DC Note. In the event the Company incurs a liability related to the Pittsfield DC, any related charge would be to
discontinued operations. Management does not believe that such a charge would have a material adverse effect on the Company’s financial condition, results
of continuing operations, or liquidity.

In addition to including KB’s indemnity of the Company with respect to lease and mortgage obligations, the KB Stock Purchase Agreement contains mutual
indemnifications of KB by the Company and of the Company by KB. These indemnifications relate primarily to losses arising out of general liability claims,
breached or inaccurate representations or warranties, shared litigation expenses, other payment obligations, and taxes. The Company continues to assess the
effect of the KB bankruptcy on such mutual indemnification obligations. However, because the KB bankruptcy is in its early stages, the Company has not
made any provision for loss contingencies with respect to any non-lease related indemnification obligations. At this time, Management does not believe that
such a charge would have a material adverse effect on the Company’s financial condition, results of continuing operations, or liquidity.

In another KB matter unrelated to the bankruptcy proceedings mentioned above, the Company announced on August 20, 2003, that it had reached a
preliminary agreement to settle a national class action lawsuit relating to certain advertising practices of KB Toys. The Court issued a final order approving
the agreement during the fourth quarter of fiscal year 2003. The Company contributed $2.1 million toward the settlement and accordingly, a charge of

$1.2 million (net of tax) was recorded to discontinued operations in the third quarter of fiscal year 2003.

During fiscal year 2003, the Internal Revenue Service (the “IRS”) concluded its field examination of the Company’s consolidated income tax returns for the
fiscal year 1997 through fiscal year 2000 cycle. The consolidated income tax returns for that cycle included the KB Toys business. In the fourth quarter of
fiscal year 2003, the fiscal year 1997 through fiscal year 2000 IRS examination cycle was substantially resolved when the congressional Joint Committee on
Taxation found no exception to the IRS field examination report (see the Income Taxes Note to the Consolidated Financial Statements for further discussion).
The Company has also received substantial resolution with the Appeals Division of the IRS related to a KB income tax matter for fiscal year 1996 in
conjunction with the Mac Frugal’s Bargains Close-outs, Inc. appeal (see the Income Taxes Note to the Consolidated Financial Statements for further
discussion). Discontinued operations also reflect the substantial resolution and closure of tax audit activity, the closing of the statute of limitations, and
changes in the expected outcome of tax contingencies related to KB state and local non-income tax matters. As a result of the substantial resolution and
closure of these items, the Company has reversed previously accrued income taxes of approximately $4.7 million, and sales and use taxes of approximately
$1.1 million related to discontinued operations.

For fiscal year 2003, the Company has recorded, related to KB Toys matters described above, charges to discontinued operations of $9.7 million (net of tax),
or $0.09 per diluted share, and a benefit to continuing operations of $10.5 million (net of tax), or $0.09 per diluted share. The KB Toys charges recorded to
discontinued operations represented: a) a $14.3 million (net of tax) charge related to KB store lease guarantee obligations; b) a $5.8 million (net of tax)
benefit related to the resolution and closure of KB state and local tax matters; and c) a $1.2 million (net of tax) charge related to certain advertising practices
of KB Toys. In another KB matter, the Company recorded to continuing operations a $10.5
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million (net of tax) benefit related to the partial charge-off of the HCC Note and the write-off of the KB warrant. Including the charge of $5.7 million (net of
tax) for the Company’s two California class action lawsuits recorded to continuing operations, KB Toys matters and litigation charges totaled $4.9 million
(net of tax).

The Company has, as part of the KB Stock Purchase Agreement, retained the responsibility for certain KB insurance claims incurred through the date of
closing of the sale on December 7, 2000. During fiscal year 2001, the Company determined that the estimate for the related insurance reserves exceeded the
expected liability. Accordingly, a portion of the insurance reserves established in connection with the sale of the KB Toys business were adjusted and
recorded as income from discontinued operations on the Company’s Statements of Operations. This adjustment resulted in $8.5 million (net of tax) of income
from discontinued operations in fiscal year 2001.

The following are the components of discontinued operations:

Fiscal Year
2003 2002 2001
(In thousands)
(Loss) income on disposal of KB Toys business, net of income tax
(benefit) expense of $(14,691), $(4,000), and $5,423 in 2003, 2002, and 2001,
respectively. $(9,720) $ - $8,480

The Company also announced on August 20, 2003, that it reached a preliminary agreement to settle the Company’s two California class action lawsuits
relating to the calculation of earned overtime wages for certain former and current store managers and assistant store managers in that state. Final court
approval of the proposed settlement was received February 4, 2004. During the fourth quarter of fiscal year 2003, the Company adjusted the total related
charge to $5.7 million (net of tax), $0.6 million lower than its original estimate recorded during the second quarter of fiscal year 2003. The Company does not
expect this settlement to have a material impact on its financial condition, results of continuing operations, or liquidity going forward.

2001 CHARGE

In fiscal year 2001, the Company recorded a charge of $50.4 million (net of tax), or $0.44 per diluted share. The charge represented: a) costs to modify the
Company’s product assortment and exit certain merchandise categories ($6.1 million net of tax), b) adjustments to the estimated capitalized freight costs
related to inbound imported inventories in response to better systems and information ($15.0 million net of tax), c) adjustments to inventory-related costs that
were identified as a result of the completion of a significant multiyear conversion to a detailed stock keeping unit inventory management system

($16.7 million net of tax), and d) changes in estimates and estimating methodology related to insurance reserves ($12.6 million net of tax). These charges are
included in the Company’s fiscal year 2001 financial statements.

FISCAL YEAR 2003 COMPARED TO FISCAL YEAR 2002
Net Sales

Net sales for the fiscal year ended January 31, 2004, increased 7.9% to $4,174.4 million compared to net sales of $3,868.6 million for fiscal year 2002. This
increase resulted from a comparable store sales increase of 3.4%, with the remaining increase driven primarily by sales from new stores that opened on or
after February 4, 2001, offset by store closings. The Company attributes its comparable store sales increase of 3.4% to an increase in the dollar value of the
average basket of 1.7% and an increase in the number of customer transactions of 1.7%.

Comparable store sales are calculated using all stores that have been open for at least two fiscal years as of the beginning of fiscal year 2003.

The Company believes the increase in the number of customer transactions and the increase in the dollar value of the average basket for fiscal year 2003 may
have resulted from several factors such as the launch of the Company’s first national television
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advertising campaign covering all 1,430 stores, more productive advertising circulars, the introduction of furniture departments in 157 stores over the prior
year, the allocation of additional square footage to 242 furniture departments in existing stores, and improved in-stock levels on everyday basic items.

In terms of product categories, sales growth in fiscal year 2003 was broad based with positive comparable store sales increases across most major categories
driven by gains in consumables, furniture, hardlines, and domestics, offset by declines in apparel and home décor.

The Company believes that future sales growth is dependent upon the increased number of customer transactions as well as increases in the dollar value of the
average basket. The following table summarizes comparable store sales increases as well as growth in customer transactions and the value of the average
basket:

Fiscal Year

2003 2002
Comparable store sales 3.4% 7.7%
Customer transactions 1.7% 2.8%
Value of the average basket 1.7% 4.9%

Gross Profit

Gross profit increased $114.5 million, or 7.0%, in fiscal year 2003 to $1,746.4 million from $1,631.9 million in fiscal year 2002. Gross profit as a percentage
of net sales was 41.8% in fiscal year 2003 compared to 42.2% in the previous year. The Company believes the 40 basis point decrease in the gross profit
percentage was driven by a reduction of 60 basis points in the initial markup of merchandise due to a combination of better than expected sales in lower
markup categories, such as consumables, and increased freight rates related to imported merchandise. Markdown reductions of 20 basis points over the
previous year partially offset the decline in initial markup.

Selling and Administrative Expenses

Selling and administrative expenses increased $130.7 million, or 8.8%, in fiscal year 2003 to $1,616.0 million from $1,485.3 million in fiscal year 2002. As a
percentage of net sales, selling and administrative expenses increased 30 basis points to 38.7% in fiscal year 2003 from 38.4% in fiscal year 2002.

The 30 basis point increase in the selling and administrative expense rate was primarily attributable to a partial charge-off (23 basis points) of the HCC Note
and the write-off of the KB warrant received at the time of the sale of the KB Toys business and a charge (22 basis points) to settle the California wage and
hour class action lawsuits (see KB Toys Matters and Litigation Charges in the Notes to the Consolidated Financial Statements). Excluding these items, the
selling and administrative rate reduction of 15 basis points was primarily attributable to the leveraging of fixed costs over a higher sales base and a reduced
bonus payout, partially offset by the impact of increased distribution and transportation costs and store payroll due to increased carton volume in departments
such as consumables which experienced higher sales volume and declining carton values.

Selling and administrative expenses increased over fiscal year 2002 primarily due to an increase in the number of stores, costs associated with higher levels of
sales and increased carton volume; national advertising costs; a partial charge-off of the HCC Note and the write-off of the KB warrant; and litigation charges.
The $130.7 million increase was primarily attributable to increased store payroll costs of $50.0 million, increased distribution and transportation costs of
$22.6 million, increased store occupancy related costs including rent and utilities of $22.2 million, a $9.9 million increase in advertising costs, a $9.6 million
partial charge-off of the HCC Note and the write-off of the KB warrant; and a $9.1 million charge for the California wage and hour class action lawsuits.

Distribution and transportation costs, which are included in selling and administrative expenses (see Summary of Significant Accounting Policies in the Notes
to the Consolidated Financial Statements), increased slightly by 15 basis points when compared to fiscal year 2002.
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Interest Expense

Interest expense, including the amortization of obligation issuance costs, was $16.4 million for fiscal year 2003 compared to $21.0 million for fiscal year
2002. As a percentage of net sales, interest expense decreased 10 basis points from 0.5% in fiscal year 2002 compared to 0.4% in fiscal year 2003. The
decrease was primarily due to the fiscal year 2003 capitalization of $3.7 million of interest related to construction costs for the new distribution facility in
Durant, Oklahoma. Interest expense for fiscal years 2003 and 2002 was primarily related to the $204.0 million senior notes with maturities ranging from four
to six years privately placed by the Company pursuant to the Note Purchase Agreement dated May 8, 2001, (“Senior Notes”) as well as the amortization of
obligation issuance costs (see Long-term Obligations in the Notes to the Consolidated Financial Statements).

Interest Income

Interest income increased slightly to $1.1 million in fiscal year 2003 compared to $0.8 million for fiscal year 2002. Interest income was generated by interest
earned on cash equivalents and short-term investments. Cash equivalents at January 31, 2004, and February 1, 2003, were $170.3 million and $143.8 million,
respectively.

Income Taxes

The effective income tax rate of the continuing operations of the Company was 20.9% for fiscal year 2003 compared to 39.5% for fiscal year 2002. The rate
decrease was primarily related to the reversal of a $15.0 million deferred tax asset valuation allowance related to the HCC Note and the reversal of $3.1
million of previously accrued federal and state taxes as the result of the substantial resolution and closure of several years of federal and state income tax
examinations. The Company anticipates the fiscal year 2004 effective income tax rate to fall within a range of 38.8% to 39.5%.

Discontinued Operations

See KB Toys Matters and Litigation Charges in the Notes to the Consolidated Financial Statements.
FISCAL YEAR 2002 COMPARED TO FISCAL YEAR 2001

Net Sales

Net sales increased to $3,868.6 million for fiscal year 2002 from $3,433.3 million for fiscal year 2001, an increase of $435.3 million, or 12.7%. This increase
resulted primarily from a comparable store sales increase of 7.7%, with the remaining increase driven primarily by sales from new stores that opened on or
after January 30, 2000, offset by store closings. The Company attributes its comparable store sales increase of 7.7% to an increase in the dollar value of the
average basket of 4.9% and an increase in the number of customer transactions of 2.8%.

Comparable store sales are calculated using all stores that have been open for at least two fiscal years as of the beginning of fiscal year 2002.

The Company believes the increase in the number of customer transactions and the increase in the dollar value of the average basket for fiscal year 2002 may
have resulted from several factors such as more reliable in-stock levels of consumables products, more productive advertising circulars, increased television
advertising spending, the opening of 434 conversion stores during fiscal years 2002 and 2001, and the introduction of furniture departments in 128 stores over
the prior year.

In terms of product categories, sales growth in fiscal year 2002 was broad-based with positive comparable store sales increases across most major categories
driven by gains in domestics, furniture, hardlines, consumables, toys, and home décor, offset by a decline in seasonal merchandise.
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The following table summarizes comparable store sales increases as well as growth in customer transactions and the value of the average basket:

Fiscal Year

2002 2001
Comparable store sales 7.7% 2.0%
Customer transactions 2.8% 3%
Value of the average basket 4.9% 1.7%

Gross Profit

Gross profit increased $290.8 million, or 21.7%, in fiscal year 2002 to $1,631.9 million from $1,341.1 million in fiscal year 2001. Gross profit as a percentage
of net sales was 42.2% in fiscal year 2002 compared to 39.1% in the previous year. Of the 310 basis point improvement in the gross profit percentage, 180
basis points were due to prior year’s results having been impacted by a charge of $37.8 million (net of tax) ($62.4 million before tax) (see 2001 Charge in the
Notes to the Consolidated Financial Statements for more information). The remaining 130 basis points of increase in the gross profit percentage was primarily
due to improvements in initial markup due to opportunistic buying conditions across most merchandise categories, partially offset by promotional markdowns
taken to clear seasonal inventory such as Christmas decorative merchandise.

Selling and Administrative Expenses

Selling and administrative expenses increased $116.9 million in fiscal year 2002 to $1,485.3 million from $1,368.4 million in fiscal year 2001. As a
percentage of net sales, selling and administrative expenses decreased to 38.4% in fiscal year 2002 from 39.9% in fiscal year 2001. Of the 150 basis point
improvement in the selling and administrative expense rate, 110 basis points were due to prior year’s results having been impacted by a $21.1 million (net of
tax) ($34.9 million before tax) charge resulting from a change in estimate relating to insurance reserves. The remaining 40 basis points of rate improvement in
fiscal year 2002 was primarily due to improving productivity in distribution, transportation, and store payroll, partially offset by the negative impact of
increased health insurance costs, as well as accelerating comparable sales on an expense base of which a large portion is fixed.

Selling and administrative expenses increased over fiscal year 2001 primarily due to an increase in the number of stores, costs associated with higher levels of
sales, and investment in store remodels. The $116.9 million increase was primarily attributable to an increase in store payroll of $40.8 million, increased store
occupancy related costs such as rent and utilities of $24.8 million, increased incentive compensation of $17.3 million due to improved operating results, and
an increase of $17.2 million in insurance expense primarily driven by health costs related to increased associate participation and medical inflation.

Distribution and transportation costs, which are included in selling and administrative expenses (see Summary of Significant Accounting Policies in the Notes
to the Consolidated Financial Statements), decreased as a percentage of sales 60 basis points when compared to fiscal year 2001. The reduction in distribution
and transportation costs as a percentage of sales was primarily due to productivity improvements and the leveraging of costs over a higher sales base.

Interest Expense

Interest expense, including the amortization of obligation issuance costs, was $21.0 million for fiscal year 2002 compared to $20.5 million for fiscal year
2001. As a percentage of net sales, interest expense for fiscal year 2002 declined slightly compared to fiscal year 2001.

The fiscal year 2002 interest primarily relates to the Company’s Senior Notes and the amortization of obligation issuance costs. The decrease in interest
expense over fiscal year 2001 was primarily due to lower average borrowings under the Company’s senior revolving Credit Agreement dated May 8, 2001
(“Revolving Credit Agreement”). This decrease was partially offset by fiscal year 2001 expense being favorably impacted in the first and second quarters by
the capitalization of $2.4 million of interest related to the Tremont, Pennsylvania, distribution facility. Additionally, the Senior Notes, which carry a higher
interest rate than the variable-priced Revolving Credit Agreement, were not in place until the second quarter of fiscal year 2001.
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Interest Income

Interest income increased to $0.8 million in fiscal year 2002 compared to $0.3 million for fiscal year 2001. Interest income was generated by interest earned
on cash equivalents and short-term investments. Cash equivalents at February 1, 2003, and February 2, 2002, were $143.8 million and $17.5 million,
respectively.

Income Taxes

The effective income tax rate of the Company was 39.5% in fiscal years 2002 and 2001.
Discontinued Operations

See KB Toys Matters and Litigation Charges in the Notes to the Consolidated Financial Statements.
CAPITAL RESOURCES AND LIQUIDITY

Revolving Credit Agreement

On May 8, 2001, the Company entered into the Revolving Credit Agreement with a group of financial institutions, which consisted of a $358.75 million
three-year revolving credit facility and a $153.75 million 364-day facility, renewable annually. The Revolving Credit Agreement replaced the Company’s
prior senior unsecured revolving credit facility (“Prior Revolver”) which, at the time of its replacement, consisted of a $500.0 million revolving credit facility
that was due to expire on May 6, 2002. The average interest rate under the Revolving Credit Agreement during fiscal years 2003 and 2002 was 2.4% and
3.0%, respectively.

The Revolving Credit Agreement contains customary affirmative and negative covenants, including financial covenants requiring the Company to maintain
specified fixed charge coverage and leverage ratios as well as a minimum level of net worth. The Company was in compliance with its financial covenants at
January 31, 2004.

On October 30, 2001, the financial covenants of the Revolving Credit Agreement were amended to provide the Company with increased operating flexibility.
On February 25, 2002, the Revolving Credit Agreement was amended to exclude the fiscal year 2001 charge (see 2001 Charge in the Notes to the
Consolidated Financial Statements) from the fixed charge coverage and leverage ratio financial covenant calculations. As part of the February 25, 2002,
amendments, the Company provided collateral, consisting principally of its inventories, as security for the Revolving Credit Agreement, and agreed to certain
changes in other terms.

The February 25, 2002, amendment to the Revolving Credit Agreement imposed certain limitations on the extent to which the Company may borrow under
the Revolving Credit Agreement. The Company’s borrowing base fluctuates at least quarterly based on the value of the Company’s inventory, as determined
in accordance with the Revolving Credit Agreement. On April 30, 2002, the Revolving Credit Agreement was further amended to increase the applicable
borrowing base factor. At January 31, 2004, the Company’s borrowing base was $280.5 million.

On May 8, 2002, the Company’s 364-day facility expired. This facility had not been used during the prior year and, accordingly, was not renewed. On

July 31, 2003, the Revolving Credit Agreement was further amended to extend the maturity one year to May 2005, and to reduce the size of the facility from
$358.75 million to $300.0 million to better match the facility size with the liquidity needs of the Company and minimize facility fees. The Company believes
that the $300.0 million revolving credit facility, combined with cash provided by operations and existing cash balances, provide sufficient liquidity to meet its
operating and seasonal borrowing needs.
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Senior Notes

The Senior Notes have maturities ranging from four to six years. Principal maturities of the Senior Notes are as follows:

(In thousands)

2004 $ —
2005 174,000
2006 15,000
2007 15,000
Long-term obligations $204,000

I

The Senior Notes currently carry a weighted-average yield of 8.21% and rank pari passu with the Company’s Revolving Credit Agreement. Proceeds from the
issue were used to pay down the Prior Revolver.

The Note Purchase Agreement and Senior Notes contain customary affirmative and negative covenants including financial covenants requiring the Company
to maintain specified fixed charge coverage and leverage ratios as well as a minimum level of net worth. The Company was in compliance with its financial
covenants at January 31, 2004.

On February 25, 2002, the Note Purchase Agreement was amended to exclude the fiscal year 2001 charge (see 2001 Charge in the Notes to the Consolidated
Financial Statements) from the fixed charge coverage and leverage ratio financial covenant calculations. As part of the February 25, 2002, amendment, the
Company provided collateral, consisting principally of its inventories, as security for the Senior Notes, and agreed to certain changes in other terms.

Liquidity

The primary sources of liquidity for the Company have been cash flows from operations, proceeds from the Senior Notes, and as necessary, borrowings under
the Revolving Credit Agreement. Working capital was $704.0 million, and the Company had no direct borrowings under the Revolving Credit Agreement at
January 31, 2004. The Company’s borrowing base at January 31, 2004, was $280.5 million. The borrowing base was reduced by outstanding letters of credit
totaling $44.8 million. As a result, $235.7 million was available under the Revolving Credit Agreement at January 31, 2004. The Company had invested
funds of $170.3 million at January 31, 2004.

During fiscal year 2003, the Company had average borrowings under the Revolving Credit Agreement of $10.8 million and peak borrowings of $76.8 million.
Additionally, the Company had average letters of credit outstanding of $35.7 million during fiscal year 2003. The amortization of obligation issuance costs is
included in interest expense in the statements of operations.

Cash flows from operating activities were $184.9 million during fiscal year 2003 and resulted primarily from net income adjusted for depreciation and
amortization totaling $172.8 million. An increase in inventories of $53.4 million over fiscal year 2002 was primarily due to increased receipts of furniture
merchandise substantially offset by an increase in accounts payable of $42.1 million.

Capital expenditures were $163.7 million in fiscal year 2003, $102.7 million in fiscal year 2002, and $107.6 million in fiscal year 2001. Capital expenditures
in fiscal year 2003 were primarily driven by the construction of the distribution facility in Durant, Oklahoma, remodeling of existing stores, and new store
openings. Capital expenditures in fiscal year 2002 were primarily driven by new store openings, investments in store remodels, and the commencement of the
construction of the distribution facility in Durant, Oklahoma. Capital expenditures in fiscal year 2001 were primarily driven by new store openings; additional
distribution facility capacity in Montgomery, Alabama, and Tremont, Pennsylvania; investments in store conversions and remodels; and the upgrade of the
warehouse management system in the Columbus, Ohio, distribution facility. Capital expenditure requirements in 2004 are anticipated to be approximately
$115 to $120 million, and will consist primarily of investments in approximately 90 new stores, store expansions, the reengineering of the Columbus, Ohio,
distribution facility, and the remodeling of 68 existing stores.
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Contractual Obligations

The following table summarizes payments due under the Company’s contractual obligations at January 31, 2004:

Payments Due by Period(1)

Less than More than
1 year 1 to 3 years 3 to 5 years 5 years Total

(In thousands)
Long-term debt obligations (2) $ — $189,000 $ 15,000 $ — $ 204,000
Capital lease obligations — — — — —
Operating lease obligations (3) (4) 260,033 422,062 253,985 180,742 1,116,822
Purchase obligations (4) (5) 721,726 235,724 105,851 145,916 1,209,217
Other long-term liabilities — — — — —

Total contractual obligations (6) $981,759 $846,786 $374,836 $326,658 $2,530,039

(1) The disclosure of contractual obligations in this table is based on assumptions and estimates that the Company believes to be reasonable as of the date
of this report. Those assumptions and estimates may prove to be inaccurate; consequently, the amounts provided in the table may differ materially from
those amounts that the Company ultimately incurs. Variables that may cause the stated amounts to vary from those actually incurred include, but are not
limited to: the termination of a contractual obligation prior to its stated or anticipated expiration; fees or damages incurred as a result of the premature
termination or breach of a contractual obligation; the acquisition of more or less services or goods under a contractual obligation than are anticipated by the
Company as of the date of this report; fluctuations in third party fees, governmental charges or market rates that the Company is obligated to pay under
contracts it has with certain vendors; and the exercise of renewal options under or the automatic renewal of contracts that provide for the same.

(2) Long-term debt obligations are limited to the Senior Notes. The table assumes that the Senior Notes are paid at maturity (see Long-term Obligations in
the Notes to the Consolidated Financial Statements for more information).

(3) Operating lease obligations include, among other items, leases for the Company’s retail stores, warehouse space, and offices. Many of the store lease
obligations require the Company to pay for common area maintenance, real estate taxes, and insurance. The Company has made certain assumptions and
estimates in order to account for its contractual obligations relative to common area maintenance, real estate taxes, and property insurance. The Company
estimates that future obligations for common area maintenance, real estate taxes, and property insurance are $57.6 million at January 31, 2004. Those
assumptions and estimates include, but are not limited to: extrapolation of historical data to estimate the Company’s future obligations; calculation of the
Company’s obligations based on per square foot averages where no historical data is available for a particular leasehold; and assumptions related to certain
increases over historical data where the Company’s obligation is a prorated share of all lessees’ obligations within a particular property (see Leases in the
Notes to the Consolidated Financial Statements for more information).

(4) For purposes of the operating lease and purchase obligation disclosures, the Company has assumed that it will make all payments scheduled or
reasonably estimated to be made under those obligations that have a determinable expiration date, and the Company disregarded the possibility that such
obligations may be prematurely terminated or extended, whether automatically by the terms of the obligation or by agreement of the Company and its
vendor, due to the speculative nature of premature termination or extension. Where an operating lease or purchase obligation is subject to a month-to-
month term or another automatically renewing term, the Company disclosed its minimum commitment under such obligation, e.g. one month in the case of
a month-to-month obligation and the then-current term in the case of another automatically renewing term, due to the uncertainty of the length of the
eventual term.

(5) Purchase obligations include outstanding purchase orders for retail merchandise issued in the ordinary course of the Company’s business that are
valued at $463.7 million, the entirety of which represents obligations due within one year of
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January 31, 2004. Purchase obligations also include a commitment for future inventory purchases totaling $359.8 million at January 31, 2004. While the
Company is not required to meet any periodic minimum purchase requirements under this commitment, for purposes of this tabular disclosure, the
Company has included the value of the purchases that it anticipates making during each of the reported periods, as purchases will count toward its
fulfillment of the aggregate obligation. The remaining $385.7 million is primarily related to distribution and transportation commitments and future
advertising services.

(6) The obligations disclosed in this table are exclusive of the contingent liabilities, guarantees, and indemnities related to KB Toys (see KB Toys Matters
and Litigation Charges in the Notes to the Consolidated Financial Statements for more information).

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The preparation of financial statements, in conformity with accounting principles generally accepted in the United States of America, requires management to
make estimates and assumptions about future events that affect the amounts reported in the financial statements and accompanying notes. Future events and
their effects cannot be determined with absolute certainty. Therefore, the determination of estimates requires the exercise of judgment.

The Company’s accounting policies and other disclosures required by accounting principles generally accepted in the United States of America are also
described in the Summary of Significant Accounting Policies in the Notes to the Consolidated Financial Statements. The items listed below are not intended
to be a comprehensive list of all the Company’s accounting policies. In many cases, the accounting treatment of a particular transaction is specifically dictated
by accounting principles generally accepted in the United States of America, with no need for management’s judgment in the principles’ application. There
are also areas in which management’s judgment in selecting any available alternative would not produce a materially different result. The Company has
certain critical accounting policies and accounting estimates, which are described below.

Merchandise inventories. Merchandise inventories are valued at the lower of cost or market using the average cost retail inventory method. Market is
determined based on the estimated net realizable value, which generally is the merchandise selling price. Under the retail inventory method, inventory is
segregated into departments of merchandise having similar characteristics, and is stated at its current retail selling value. Inventory retail values are converted
to a cost basis by applying specific average cost factors for each merchandise department. Cost factors represent the average cost-to-retail ratio for each
merchandise department based on beginning inventory and the fiscal year purchase activity. The retail inventory method requires management to make
judgments and contains estimates, such as the amount and timing of markdowns to clear unproductive or slow-moving inventory, which may impact the
ending inventory valuation and gross profit. These assumptions are based on historical experience and current information.

Factors considered in the determination of markdowns include current and anticipated demand, customer preferences, age of the merchandise, and seasonal
trends. When a decision is made to permanently mark down merchandise or a promotional markdown decision is made, the resulting gross profit reduction is
recognized in the period the markdown is recorded.

Shrinkage is estimated as a percentage of sales for the period from the last physical inventory date to the end of the fiscal year. Such estimates are based on
experience and the most recent physical inventory results. While it is not possible to quantify the impact from each cause of shrinkage, the Company has loss
prevention programs and policies that it believes will minimize shrinkage.

Due to the nature of the Company’s purchasing practices for closeout and deeply discounted merchandise, vendors and merchandise suppliers generally do
not offer the Company incentives such as slotting fees, cooperative advertising allowances, buy down agreements, or other forms of rebates that would
materially reduce its cost of sales.

Property and equipment. Depreciation and amortization are provided on the straight-line method over the estimated useful lives of the assets. Service lives
are principally forty years for buildings and from three to fifteen years for other property and equipment.
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Impairment. The Company has long-lived assets that consist primarily of property and equipment. The Company estimates useful lives on buildings and
equipment using assumptions based on historical data and industry trends. Impairment is recorded if the carrying value of the long-lived asset exceeds its
anticipated undiscounted future net cash flows. The Company’s assumptions related to estimates of future cash flows are based on historical results of cash
flows adjusted for management projections for future periods taking into account known conditions and planned future activities. The Company’s
assumptions regarding the fair value of its long-lived assets are based on the discounted future cash flows.

Insurance reserves. The Company is self-insured for certain losses relating to general liability, workers’ compensation, and employee medical benefit
claims, and the Company has purchased stop-loss coverage in order to limit significant exposure in these areas. Accrued insurance liabilities are based on
claims filed and estimates of claims incurred but not reported. Such amounts are determined by applying actuarially-based calculations taking into account
known trends and projections of future results. Actual claims experience can impact these calculations and, to the extent that subsequent claim costs vary
from estimates, future earnings could be impacted and the impact could be material.

Income taxes. The Company records income tax loss contingencies for estimates of the outcome or settlement of various asserted and unasserted income tax
contingencies including tax audits and administrative appeals. At any one point in time, many tax years may be in various stages of audit or appeals or could
be subject to audit by various taxing jurisdictions. This requires a periodic identification and evaluation of significant doubtful or controversial issues both
individually and collectively. The results of the audits, appeals, or expiration of the statute of limitations are reflected in the income tax contingency
calculations accordingly.

The Company has generated deferred tax assets due to temporary differences between the carrying amounts of assets and liabilities for financial reporting
purposes and the amounts used for income tax purposes. The Company has established a valuation allowance to reduce its deferred tax assets to the balance
that is more likely than not to be realized.

The effective income tax rate in any period may be materially impacted by the overall level of income (loss), the jurisdictional mix and magnitude of income
(loss), changes in the expected outcome or settlement of an income tax contingency, changes in the deferred tax valuation allowance, and adjustments of a
deferred tax liability or asset for enacted changes in tax laws or rates.

Pension liabilities. Pension and other retirement benefits, including all relevant assumptions required by accounting principles generally accepted in the
United States of America, are evaluated each year. Due to the technical nature of retirement accounting, outside actuaries are used to provide assistance in
calculating the estimated future obligations. Since there are many assumptions used to estimate future retirement benefits, differences between actual future
events and prior estimates and assumptions could result in adjustments to pension expense and obligations. Certain actuarial assumptions, such as the
discount rate and expected long-term rate of return, have a significant effect on the amounts reported for net periodic pension cost and the related benefit
obligations. The Company reviews external data and historical trends to help determine the discount rate and expected long-term rate of return. The
Company’s objective in selecting a discount rate is to identify the best estimate of the rate at which the benefit obligations would be settled on the
measurement date. In making this estimate, the Company reviews rates of return on high-quality, fixed-income investments currently available and expected
to be available during the period to maturity of the benefits. This process includes a review of the bonds available on the measurement date with a quality
rating of Aa or better. The discount rate used to determine the net periodic pension cost for fiscal year 2003 was 6.8%. A 0.5% increase in the discount rate
would reduce the net periodic pension cost by $0.2 million. A 0.5% reduction in the discount rate would increase the net periodic pension cost by

$0.5 million.

To develop the expected long-term rate of return on assets, the Company considered the historical returns and the future expectations for returns for each asset
class, as well as the current or anticipated future allocation of the pension portfolio. This resulted in the selection of the 9.0% long-term rate of return on
assets for fiscal year 2003. A 1.0% increase in the expected long-term rate of return would decrease the net periodic pension cost by $0.3 million. A 1.0%
decrease in the expected long-term rate of return would increase the net periodic pension cost by $0.3 million. The Company has reduced the expected long-
term rate of return on assets to 8.5% for fiscal year 2004.
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Legal obligations. In the normal course of business, the Company must make continuing estimates of potential future legal obligations and liabilities, which
require the use of management’s judgment on the outcome of various issues. Management may also use outside legal advice to assist in the estimating
process; however, the ultimate outcome of various legal issues could be materially different from management’s estimates and adjustments to income could
be required. The assumptions that are used by management are based on the requirements of Statement of Financial Accounting Standards (“SFAS”) No. 5,
“Accounting for Contingencies.” The Company will record a liability related to legal obligations when it has determined that it is probable that the Company
will be obligated to pay and the related amount can be reasonably estimated, and it will disclose the related facts in the footnotes to its financial statements, if
material. If the Company determines that either an obligation is probable or reasonably possible, the Company will, if material, disclose the nature of the loss
contingency and the estimated range of possible loss, or include a statement that no estimate of loss can be made. The Company makes these determinations
in consultation with its outside legal advisors.

Cost of sales. Cost of sales includes the cost of merchandise (including related inbound freight), markdowns, and inventory shrinkage, net of cash discounts
and rebates. The Company classifies purchasing and receiving costs, inspection costs, warehousing costs, internal transfer costs, and other distribution
network costs as selling and administrative expenses. Due to this classification, the Company’s gross profit rates may not be comparable to those of other
retailers that include costs related to their distribution network in cost of sales.

Selling and administrative expenses. The Company includes store expenses (such as payroll and occupancy costs), distribution and transportation costs,
advertising, buying, depreciation, insurance, and overhead costs in selling and administrative expenses.

Discontinued operations. At January 31, 2004, the reserve for discontinued operations includes management’s best estimate of the Company’s potential
liability under its guarantee of 90 store leases which have been rejected by KB as part of its bankruptcy proceeding. Management has utilized an independent
real estate valuation firm to assist in developing this estimate. Management will periodically update its estimate as information about the potential liability
becomes available. If KB rejects additional leases as its bankruptcy proceeds, management will estimate the additional potential liability and record any
charge as discontinued operations.

In addition, the KB Stock Purchase Agreement contains mutual indemnifications of KB by the Company and of the Company by KB. Management’s best
estimate of any potential liability resulting from such mutual indemnification obligations are recorded as discontinued operations at January 31, 2004.
Management will periodically update its estimate as information about any potential liability becomes available.

RECENT ACCOUNTING PRONOUNCEMENTS
Recent Accounting Pronouncements are discussed in the Summary of Significant Accounting Policies in the Notes to the Consolidated Financial Statements.
COMMITMENTS

Commitments are discussed in the Long-term Obligations, the Commitments and Contingencies, and the Leases Notes to the Consolidated Financial
Statements.
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Item 7A. Quantitative and Qualitative Disclosures About Market Risk

The Company is subject to market risk from exposure to changes in interest rates based on its financing, investing, and cash management activities. The
Company does not expect changes in interest rates in fiscal year 2004 to have a material effect on income or cash flows; however, there can be no assurances
that interest rates will not materially change. The Company does not believe that a hypothetical adverse change of 10% in interest rates would have a material
adverse effect on the Company’s capital resources, financial position, results of operations, or cash flows.

The Company continues to believe that it has, or, if necessary, has the ability to obtain, adequate resources to fund ongoing operating requirements, future
capital expenditures related to the expansion of existing businesses, development of new projects, and currently maturing obligations. Additionally,
management is not aware of any current trends, events, demands, commitments, or uncertainties which reasonably can be expected to have a material impact
on the Company’s capital resources, financial position, results of operations, or cash flows.
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Item 8. Financial Statements and Supplementary Data
INDEPENDENT AUDITORS’ REPORT
To the Board of Directors of Big Lots, Inc.:

We have audited the accompanying consolidated balance sheets of Big Lots, Inc. and subsidiaries as of January 31, 2004 and February 1, 2003, and the
related consolidated statements of operations, shareholders’ equity, and cash flows for each of the three fiscal years in the period ended January 31, 2004. Our
audits also included the financial statement schedule listed in the Index at Item 15(a)2. These consolidated financial statements and financial statement
schedule are the responsibility of the Company’s management. Our responsibility is to express an opinion on the consolidated financial statements and
financial statement schedule 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 consolidated financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the consolidated financial position of Big Lots, Inc. and
subsidiaries at January 31, 2004 and February 1, 2003, and the consolidated results of their operations and their cash flows for each of the three fiscal years in
the period ended January 31, 2004, in conformity with accounting principles generally accepted in the United States of America. Also, in our opinion, such
financial statement schedule, when considered in relation to the basic consolidated financial statements taken as a whole, presents fairly, in all material
respects, the information set forth therein.

Deloitte & Touche LLP
Dayton, Ohio
March 19, 2004
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BIG LOTS, INC. AND SUBSIDIARIES
Consolidated Statements of Operations
(In thousands, except per share amounts)

Net sales
Cost of sales

Gross profit

Selling and administrative expenses
Operating profit (loss)

Interest expense

Interest income

Income (loss) from continuing operations before income
taxes

Income tax expense (benefit)

Income (loss) from continuing operations

(Loss) income from discontinued operations

Net income (loss)

Income (loss) per common share - basic:
Continuing operations
Discontinued operations

Income (loss) per common share - diluted:
Continuing operations
Discontinued operations

Fiscal Year

2003 2002 2001
$4,174,383 $3,868,550 $3,433,321
2,428,024 2,236,633 2,092,183
1,746,359 1,631,917 1,341,138
1,616,031 1,485,265 1,368,397
130,328 146,652 (27,259)
16,443 20,954 20,489
(1,061) (843) (287)
114,946 126,541 (47,461)
24,051 49,984 (18,747)
90,895 76,557 (28,714)
(9,720) — 8,480
$ 81,175 $ 76,557 $ (20,234)
$ .78 $ .66 $ (.25)
(.08) — .07
$ 70 $ .66 $ (.18)
$ 78 $ .66 $ (.25)
(.09) — .07
$ 69 $ .66 $ (.18)

The accompanying Notes are an integral part of these Consolidated Financial Statements.
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BIG LOTS, INC. AND SUBSIDIARIES
Consolidated Balance Sheets
(In thousands, except par value)

January 31, 2004

February 1, 2003

ASSETS

Current assets:
Cash
Cash equivalents
Inventories
Deferred income taxes
Other current assets

Total current assets
Property and equipment - net

Deferred income taxes
Other assets
Total assets
LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:
Accounts payable
Accrued liabilities
Total current liabilities
Long-term obligations
Other liabilities
Commitments and contingencies
Shareholders’ equity:
Common shares - authorized 290,000 shares, $.01 par value;
issued 116,927 shares and 116,165 shares, respectively
Additional paid-in capital
Retained earnings
Total shareholders’ equity
Total liabilities and shareholders’ equity

The accompanying Notes are an integral part of these Consolidated Financial Statements.
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$ 20,928
170,300
829,569

82,406
64,397
1,167,600
605,527
422
11,139

$1,784,688

$ 161,884
301,702

463,586

204,000
1,042

1,169
466,740
648,151

1,116,060
$1,784,688

$ 23,193
143,815
776,210

61,221
63,582
1,068,021
532,900
17,766
23,074
$1,641,761
I

$ 119,813
290,584

410,397

204,000
1,183

1,162
458,043
566,976

1,026,181
$1,641,761
I
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BIG LOTS, INC. AND SUBSIDIARIES
Consolidated Statements of Shareholders’ Equity
(In thousands)

Common Shares Issued Additional
Paid-In Retained
Shares Amount Capital Earnings Total

Balance - February 3, 2001 112,079 $1,121 $416,038 $510,653 $ 927,812
Net loss — — — (20,234) (20,234)
Exercise of stock options 1,799 18 15,551 — 15,569
Employee benefits paid with common shares 520 5 5,519 — 5,524
Redemption of preferred stock rights — = (1,138) — (1,138)
Balance - February 2, 2002 114,398 1,144 435,970 490,419 927,533
Net income — — — 76,557 76,557
Exercise of stock options 1,323 13 17,436 — 17,449
Employee benefits paid with common shares 444 5 4,637 — 4,642
Balance - February 1, 2003 116,165 1,162 458,043 566,976 1,026,181
Net income — — — 81,175 81,175
Exercise of stock options 327 3 4,136 — 4,139
Employee benefits paid with common shares 435 4 4,561 — 4,565
Balance - January 31, 2004 116,927 $1,169 $466,740 $648,151 $1,116,060

I I N I I

The accompanying Notes are an integral part of these Consolidated Financial Statements.
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BIG LOTS, INC. AND SUBSIDIARIES
Consolidated Statements of Cash Flows
(In thousands)

Operating activities:

Net income (loss)

Adjustments to reconcile net income (loss) to net cash provided by
operating activities:
Loss (income) from discontinued operations
Depreciation and amortization
Deferred income taxes
Loss on sale of equipment
Employee benefits paid with common shares
Partial charge-off of HCC Note and write-off of KB warrant
Other
Change in assets and liabilities, excluding the effect of discontinued

operations

Net cash provided by operating activities

Investing activities:
Capital expenditures
Cash proceeds from sale of equipment
Other
Net cash used in investing activities
Financing activities:
Payment of long-term obligations
Proceeds from long-term obligations
Redemption of preferred stock rights
Proceeds from exercise of stock options
Bank and bond fees

Net cash provided by (used in) financing activities

Increase (decrease) in cash and cash equivalents
Cash and cash equivalents:
Beginning of year
End of year

Fiscal Year

2003 2002 2001
$ 81,175 $ 76,557 $  (20,234)
9,720 — (8,480)
91,634 85,327 70,137
(3,841) 50,021 (20,209)
2,471 1,056 3,103
4,565 4,642 5,525
9,598 — —
293 1,093 3,149
(10,705) 4,625 124,098
184,910 223,321 157,089
(163,718) (102,694) (107,561)
108 2,271 6,186
(324) 3,667 (63)
(163,934) (96,756) (101,438)
(305,000) (448,800) (2,149,800)
305,000 448,800 2,087,319
— — (1,138)
3,704 16,087 12,353
__(460) _ (4,466) _ (6224
3,244 11,621 (57,490)
24,220 138,186 (1,839)
167,008 28,822 30,661
$ 191,228 $ 167,008 $ 28,822

The accompanying Notes are an integral part of these Consolidated Financial Statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Description of Business

Big Lots, Inc. (the “Company™) is the nation’s largest broadline closeout retailer. At January 31, 2004, the Company operated a total of 1,430 stores, 1,385
stores under the name Big Lots, and 45 stores under the name Big Lots Furniture. The Company’s goal is to build upon its leadership position in broadline
closeout retailing by expanding its market presence in both existing and new markets. The Company believes that the combination of its strengths make it a
low-cost value retailer well-positioned for continued growth. The Company’s Web site is located at www.biglots.com. Wholesale operations are conducted
through Big Lots Wholesale, Consolidated International, Wisconsin Toy, and with online purchasing at www.biglotswholesale.com. The contents of the
Company’s Web sites are not part of this report.

Fiscal Year

The Company follows the concept of a 52-53 week fiscal year, which ends on the Saturday nearest to January 31. Fiscal years 2003, 2002, and 2001 were
comprised of 52 weeks.

Segment Reporting

The Company manages its business on the basis of one segment: broadline closeout retailing. At January 31, 2004, and February 1, 2003, all of the
Company’s operations were located within the United States of America.

Basis of Presentation

The Consolidated Financial Statements have been prepared in accordance with accounting principles generally accepted in the United States of America
(“GAAP”), and include the accounts of the Company and all of its subsidiaries. All significant intercompany transactions have been eliminated.

Management Estimates

The preparation of financial statements in conformity with GAAP requires management to make estimates and assumptions which affect reported amounts of
assets and liabilities, disclosure of significant contingent assets and liabilities at the date of the financial statements, and the reported amounts of revenues and
expenses during the reporting periods. Actual results could differ from those estimates.

Cash, Cash Equivalents, and Short-term Investments

Cash and cash equivalents consist of highly liquid investments which are unrestricted as to withdrawal or use and which have an original maturity of three
months or less. Cash equivalents are stated at cost, which approximates market value. When the intended holding period of a liquid investment exceeds three
months, the Company will classify the cash equivalent as a short-term investment. The Company’s policy is to invest in investment-grade instruments. The
Company had invested funds of $170.3 million at January 31, 2004.

Merchandise Inventories

Merchandise inventories are valued at the lower of cost or market using the average cost retail inventory method. Market is determined based on the estimated
net realizable value, which generally is the merchandise selling price. Under the retail inventory method, inventory is segregated into departments of
merchandise having similar characteristics, and is stated at its current retail selling value. Inventory retail values are converted to a cost basis by applying
specific average cost factors for each merchandise department. Cost factors represent the average cost-to-retail ratio for each merchandise department based
on beginning inventory and the fiscal year purchase activity. The retail inventory method requires management to make judgments and contains estimates,
such as the amount and timing of markdowns to clear unproductive or slow-moving inventory, which may impact the ending inventory valuation and gross
profit. These assumptions are based on historical experience and current information.
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Factors considered in the determination of markdowns include current and anticipated demand, customer preferences, age of the merchandise, and seasonal
trends. When a decision is made to permanently mark down merchandise or a promotional markdown decision is made, the resulting gross profit reduction is
recognized in the period the markdown is recorded.

Shrinkage is estimated as a percentage of sales for the period from the last physical inventory date to the end of the fiscal year. Such estimates are based on
experience and the most recent physical inventory results. While it is not possible to quantify the impact from each cause of shrinkage, the Company has loss
prevention programs and policies that it believes will minimize shrinkage.

Due to the nature of the Company’s purchasing practices for closeout and deeply discounted merchandise, vendors and merchandise suppliers generally do
not offer the Company incentives such as slotting fees, cooperative advertising allowances, buy down agreements, or other forms of rebates that would
materially reduce its cost of sales.

Intangible Assets

Trademarks, service marks, and other intangible assets are amortized on a straight-line basis over a period of fifteen years. Where there is an indication of
impairment, the Company evaluates the fair value and future benefits of the related intangible asset and the anticipated undiscounted future net cash flows
from the related intangible asset is calculated and compared to the carrying value. The Company’s assumptions related to estimates of future cash flows are
based on historical results of cash flows adjusted for management projections for future periods taking into account known conditions and planned future
activities. The Company’s assumptions regarding the fair value of its intangible assets are based on the discounted future cash flows. At January 31, 2004, the
value of the Company’s intangible assets was $0.55 million and the related accumulated amortization was $0.04 million.

Property and Equipment

Depreciation and amortization are provided on the straight-line method over the estimated useful lives of the assets. Service lives are principally forty years
for buildings and from three to fifteen years for other property and equipment.

Impairment

The Company has long-lived assets that consist primarily of property and equipment. The Company estimates useful lives on buildings and equipment using
assumptions based on historical data and industry trends. Impairment is recorded if the carrying value of the long-lived asset exceeds its anticipated
undiscounted future net cash flows. The Company’s assumptions related to estimates of future cash flows are based on historical results of cash flows
adjusted for management projections for future periods taking into account known conditions and planned future activities. The Company’s assumptions
regarding the fair value of its long-lived assets are based on the discounted future cash flows.

Computer Software Costs

The Company capitalizes certain computer software costs after the application development stage has been established. Capitalized computer software costs
are depreciated using the straight-line method over 5 years.

Stock Options

The Company measures compensation cost for stock options issued to employees and directors using the intrinsic value-based method of accounting in
accordance with Accounting Principles Board (“APB”) Opinion No. 25, “Accounting for Stock Issued to Employees.”
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If compensation cost for the Company’s stock options had been determined based on the fair value method under the Financial Accounting Standards Board
(“FASB”), Statement of Financial Accounting Standards (“SFAS”) No. 123 “Accounting for Stock-Based Compensation,” the Company’s net income
(loss) and net income (loss) per share would have been adjusted to the pro forma amounts as follows:

Fiscal Year

2003 2002 2001

(In thousands, except per share amounts)
Net income (loss):

As reported $81,175 $76,557 $(20,234)

Deduct: Total stock-based employee compensation expense determined

under fair value method for all awards, net of related tax effect 6,034 5,055 6,756

Pro forma $75,141 $71,502 $(26,990)
Income (loss) per common share - basic:

As reported $ .70 $ .66 $ (.18)

Pro forma $ .64 $ .62 $ (29
Income (loss) per common share - diluted:

As reported $ .69 $ .66 $ (18)

Pro forma $ 64 $ .61 $ (29

Income Taxes

The Company records income tax loss contingencies for estimates of the outcome or settlement of various asserted and unasserted income tax contingencies
including tax audits and administrative appeals. At any one point in time, many tax years may be in various stages of audit or appeals or could be subject to
audit by various taxing jurisdictions. This requires a periodic identification and evaluation of significant doubtful or controversial issues both individually and
collectively. The results of the audits, appeals, or expiration of the statute of limitations are reflected in the income tax contingency calculations accordingly.

The Company has generated deferred tax assets due to temporary differences between the carrying amounts of assets and liabilities for financial reporting
purposes and the amounts used for income tax purposes. The Company has established a valuation allowance to reduce its deferred tax assets to the balance
that is more likely than not to be realized.

The effective income tax rate in any period may be materially impacted by the overall level of income (loss), the jurisdictional mix and magnitude of income
(loss), changes in the expected outcome or settlement of an income tax contingency, changes in the deferred tax valuation allowance, and adjustments of a
deferred tax liability or asset for enacted changes in tax laws or rates.

Pension Liabilities

Pension and other retirement benefits, including all relevant assumptions required by GAAP, are evaluated each year. Due to the technical nature of retirement
accounting, outside actuaries are used to provide assistance in calculating the estimated future obligations. Since there are many assumptions used to estimate
future retirement benefits, differences between actual future events and prior estimates and assumptions could result in adjustments to pension expenses and
obligations. Certain actuarial assumptions, such as the discount rate and expected long-term rate of return, have a significant effect on the amounts reported
for net periodic pension cost and the related benefit obligations. The Company reviews external data and historical trends to help determine the discount rate
and expected long-term rate of return. The Company’s objective in selecting a discount rate is to identify the best estimate of the rate at which the benefit
obligations would be settled on the measurement date. In making this estimate, the Company reviews rates of return on high-quality, fixed-income
investments currently available and expected to be available during the period to maturity of the benefits. This process includes a review of the bonds
available on the measurement date with a quality rating of Aa or better. The discount rate used to determine the net periodic pension cost for fiscal year 2003
was 6.8%. A 0.5% increase in the discount rate would reduce the net periodic
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pension cost by $0.2 million. A 0.5% reduction in the discount rate would increase the net periodic pension cost by $0.5 million.

To develop the expected long-term rate of return on assets, the Company considered the historical returns and the future expectations for returns for each asset
class, as well as the current or anticipated future allocation of the pension portfolio. This resulted in the selection of the 9.0% long-term rate of return on
assets for fiscal year 2003. A one percent increase in the expected long-term rate of return would decrease the net periodic pension cost by $0.3 million. A one
percent decrease in the expected long-term rate of return would increase the net periodic pension cost by $0.3 million. The Company has reduced the
expected long-term rate of return on assets to 8.5% for fiscal year 2004.

Insurance Reserves

The Company is self-insured for certain losses relating to general liability, workers’ compensation, and employee medical benefit claims, and the Company
has purchased stop-loss coverage to limit significant exposure in these areas. Accrued insurance liabilities are based on claims filed and estimates of claims
incurred but not reported. Such amounts are determined by applying actuarially-based calculations taking into account known trends and projections of future
results. Actual claims experience can impact these calculations and, to the extent that subsequent claim costs vary from estimates, future earnings could be
impacted and the impact could be material.

Fair Value

The carrying value of cash equivalents, accounts receivable, accounts payable, and accrued expenses approximates fair value because of the relative short
maturity of these items. The fair value of the long-term obligations is estimated based on the quoted market prices for the sale of similar issues or on the
current rates offered to the Company for obligations of the same remaining maturities. The estimated fair value of the Company’s long-term obligations at
January 31, 2004, and February 1, 2003, were $218.0 million and $225.4 million, respectively, compared to the carrying value of $204.0 million.

Legal Obligations

In the normal course of business, the Company must make continuing estimates of potential future legal obligations and liabilities, which requires the use of
management’s judgment on the outcome of various issues. Management may also use outside legal advice to assist in the estimating process; however, the
ultimate outcome of various legal issues could be materially different from management’s estimates, and adjustments to income could be required. The
assumptions that are used by management are based on the requirements of SFAS No. 5, “Accounting for Contingencies.” The Company will record a
liability related to legal obligations when it has determined that it is probable that the Company will be obligated to pay and the related amount can be
reasonably estimated, and it will disclose the related facts in the footnotes to its financial statements, if material. If the Company determines that either an
obligation is probable or reasonably possible, the Company will, if material, disclose the nature of the loss contingency and the estimated range of possible
loss, or include a statement that no estimate of loss can be made. The Company makes these determinations in consultation with its outside legal advisors.

Revenue Recognition

The Company recognizes retail sales in its stores at the time the customer takes possession of merchandise. All sales are net of discounts and returns and
exclude sales tax. The reserve for retail merchandise returns is based on the Company’s prior experience.

Wholesale sales are recognized in accordance with the shipping terms agreed upon on the purchase order. Wholesale sales are predominantly recognized
under FOB origin where title and risk of loss pass to the buyer when the merchandise leaves the Company’s distribution facility. However, when the shipping
terms are FOB destination, recognition of sales revenue is delayed until completion of delivery to the designated location.

Other Comprehensive Income
The Company’s comprehensive income is equal to net income, as there are no items that qualify as other comprehensive income.
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Investments

Any unrealized gains or losses on equity securities classified as available-for-sale are recorded in other comprehensive income net of applicable income taxes.
At January 31, 2004, the Company held no available-for-sale equity securities.

Cost of Sales

Cost of sales includes the cost of merchandise (including related inbound freight), markdowns, and inventory shrinkage, net of cash discounts and rebates.
The Company classifies purchasing and receiving costs, inspection costs, warehousing costs, internal transfer costs, and other distribution network costs as
selling and administrative expenses. Due to this classification, the Company’s gross profit rates may not be comparable to those of other retailers that include
costs related to their distribution network in cost of sales.

Selling and Administrative Expenses

The Company includes store expenses (such as payroll and occupancy costs), distribution and transportation costs, advertising, buying, depreciation,
insurance, and overhead costs in selling and administrative expenses.

Advertising Expense

Advertising costs are expensed as incurred and consist primarily of print and television advertisements. Advertising expenditures were $106.7 million, $96.9
million, and $91.7 million for fiscal years 2003, 2002, and 2001, respectively.

Store Pre-opening Costs

Pre-opening costs related to new store openings are expensed as incurred.
Reclassification

Certain prior year amounts have been reclassified to conform to current year presentation.
Recent Accounting Pronouncements

In June 2001, the FASB issued SFAS No. 143, “Accounting for Asset Retirement Obligations.” SFAS No. 143 requires that an obligation associated with the
retirement of a tangible long-lived asset be recognized as a liability when incurred. Subsequent to initial measurement, an entity recognizes changes in the
amount of the liability resulting from the passage of time and revisions to either the timing or amount of estimated cash flows. SFAS No. 143 is effective for
financial statements issued for fiscal years beginning after June 15, 2002. This pronouncement was adopted in fiscal year 2003 and has no material impact on
the Company’s financial position, results of operations, or cash flows.

In July 2002, the FASB issued SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal Activities.” SFAS No. 146 requires companies to
recognize costs associated with exit or disposal activities when they are incurred rather than at the date of a commitment to an exit or disposal plan period.
SFAS No. 146 is required to be applied prospectively to exit or disposal activities initiated after December 31, 2002. The adoption of this pronouncement has
no material impact on the Company’s financial position, results of operations, or cash flows.

In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-Based Compensation—Transition and Disclosure.” SFAS No. 148 amends SFAS
No. 123, “Accounting for Stock-Based Compensation.” Although it does not require use of the fair value method of accounting for stock-based employee
compensation, it does provide alternative methods of transition. It also amends the disclosure provisions of SFAS No. 123 and APB No. 28, “Interim
Financial Reporting,” to require disclosure in the summary of significant accounting policies of the effects of an entity’s accounting policy with respect to
stock-based employee compensation on reported net income and earnings per share in annual and interim financial statements. SFAS No. 148’s amendment of
the transition and annual disclosure requirements is effective for fiscal years ending after December 15, 2002. The amendment of disclosure requirements of
APB No. 28 is effective for interim periods beginning after December 15, 2002. Although the Company has not changed to the fair value method, the
disclosure requirements of this pronouncement have been adopted.

In May 2003, the FASB issued SFAS No. 150, “Accounting for Certain Financial Instruments with Characteristics of both Liabilities and Equity.” SFAS
No. 150 requires companies to recognize certain financial instruments with characteristics of
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both liabilities and equity as either a liability or an asset. SFAS No. 150 is required to be applied prospectively to financial statements issued after June 15,
2003. The Company has no financial instruments with characteristics of both liabilities and equity.

In November 2002, the FASB issued Interpretation (“FIN”) No. 45, “Guarantor’s Accounting and Disclosure Requirements for Guarantees Including Indirect
Guarantees of Indebtedness of Others.” FIN No. 45 elaborates on the disclosures to be made by a guarantor in its interim and annual financial statements
about its obligations under certain guarantees that it has issued. It also clarifies that a guarantor is required to recognize, at the inception of a guarantee, a
liability for the fair value of the obligation undertaken in issuing the guarantee. The disclosure requirements in this interpretation are required for financial
statements for periods ending after December 15, 2002. The initial measurement provisions of the interpretation are applicable on a prospective basis for
guarantees issued or modified after December 31, 2002. The Company has adopted the provisions of this interpretation.

In January 2003, the FASB issued FIN No. 46, “Consolidation of Variable Interest Entities.” FIN No. 46 requires existing unconsolidated variable interest
entities to be consolidated by their primary beneficiaries if the entities do not effectively disperse risks among parties involved. The disclosure requirements
in this interpretation are required for financial statements for periods ending after June 15, 2003. Disclosures are to include variable interest entities created
after January 31, 2003, and variable interest entities in which an enterprise holds a variable interest that it acquired before February 1, 2003. The Company
has no material variable interest entities.

KB TOYS MATTERS AND LITIGATION CHARGES

On January 14, 2004, KB Acquisition Corporation and affiliated entities (collectively, “KB”) filed for bankruptcy protection pursuant to Chapter 11 of title 11
of the United States Code. KB acquired the KB Toys business from the Company pursuant to a Stock Purchase Agreement dated as of December 7, 2000, (the
“KB Stock Purchase Agreement”).

The Company has analyzed the information currently available regarding the effect of KB’s bankruptcy filing on the various, continuing rights and
obligations of the parties to the KB Stock Purchase Agreement, including: a) an outstanding note from Havens Corners Corporation, a subsidiary of KB
Acquisition Corporation and a party to the bankruptcy proceedings (“HCC”), to the Company, and an accompanying warrant to acquire common stock of KB
Holdings, Inc., the ultimate parent of KB (“KB Holdings”); b) the status of KB’s indemnification obligations to the Company with respect to guarantees of
KB store leases by the Company and guarantees (relating to lease and mortgage obligations) for which the Company has indemnification obligations arising
out of its 1996 acquisition of the KB Toys business; and c) the status of the Company’s and KB’s other indemnification obligations to each other with respect
to general liability claims, representations and warranties, litigation, and other payment obligations pursuant to the KB Stock Purchase Agreement. When and
to the extent the Company believes that a loss is probable and can be reasonably estimated, the Company will record a liability. As discussed below, the
Company recorded a $3.7 million charge (net of tax) in the fourth quarter of fiscal year 2003 related to the estimated impact of the KB bankruptcy comprised
of a $10.5 million benefit (net of tax) related to the partial charge-off of the HCC Note (defined below) and KB warrant and a $14.3 million (net of tax)
charge related to KB store lease guarantee obligations.

In connection with the sale of the KB Toys business, the Company received $258 million in cash and a 10-year note from HCC in the aggregate principal
amount of $45 million. This note bears interest, on an in-kind basis, at the rate of 8% per annum (principal and interest together known as the “HCC Note™).
The Company also received a warrant to acquire up to 2.5% of the common stock of KB Holdings for a stated price per share. At the time of the sale (the
fourth quarter of fiscal year 2000), the Company evaluated the fair value of the HCC Note received as consideration in the transaction and recorded the HCC
Note at its then estimated fair value of $13 million. The estimated fair value of the HCC Note was based on several factors including fair market evaluations
obtained from independent financial advisors at the time of the sale, the Company’s knowledge of the underlying KB Toys business and industry, and the
risks inherent in receiving no cash payments until the HCC Note matured in 2010. During fiscal year 2002 and until KB’s bankruptcy filing, the Company
recorded the interest earned and accretion of the discount utilizing the effective interest rate method and provided necessary reserves against such amounts as
a result of its evaluations of the carrying value of the HCC Note. As of February 1, 2003, and February 2, 2002, the carrying value of the HCC Note was

$16 million. For tax purposes, the HCC Note was originally recorded at its face value
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of $45 million, and the Company incurred tax liability on the interest, which accrued but was not payable. This resulted in the HCC Note having a tax basis
that was greater than the carrying value on the Company’s books.

The HCC Note became immediately due and payable at the time of KB’s bankruptcy filing. The Company engaged an independent investment advisory firm
to assist the Company in estimating the fair value of the HCC Note and warrant for both book and tax purposes. As a result, the Company charged off a
portion of the HCC Note and wrote down the full value of the warrant resulting in a book value of the HCC Note of $7.3 million, and accordingly recorded a
net charge (before tax) to continuing operations in the fourth quarter of fiscal year 2003 in the amount of $9.6 million. In addition, as a result of the
bankruptcy filing and the partial charge-off, the Company recorded a tax benefit of $20.2 million in the fourth quarter of 2003. A substantial portion of this
tax benefit reflects the charge-off of the higher tax basis of the HCC Note (see the Income Taxes Note to the Consolidated Financial Statements for further
discussion).

When the Company acquired the KB Toys business from Melville Corporation (now known as CVS New York, Inc., and together with its subsidiaries
“CVS”) in May 1996, the Company provided, among other things, an indemnity to CVS with respect to any losses resulting from KB’s failure to pay all
monies due and owing under any KB lease or mortgage obligation guaranteed by CVS. While the Company controlled the KB Toys business, the Company
provided guarantees with respect to a limited number of additional store leases. As part of the KB sale, and in accordance with the terms of the KB Stock
Purchase Agreement, KB similarly indemnified the Company with respect to all lease and mortgage obligations, including those guaranteed by CVS and
those guaranteed by the Company. To the Company’s knowledge, the Company had guarantee or indemnification obligations, as of January 31, 2004, with
respect to: a) approximately 384 KB store leases; b) two distribution center leases; c) KB’s main office building lease; and d) a first mortgage on a
distribution center located in Pittsfield, Massachusetts (the “Pittsfield DC”), owned by Kay-Bee Toy & Hobby Shops, Inc., an affiliate of KB Acquisition
Corporation and a party to the bankruptcy proceedings.

In connection with the bankruptcy, KB is required to continue to make lease payments with respect to all leases except those that it rejects. If KB rejects a
lease that has been guaranteed by the Company or by CVS, because KB can reject its indemnification obligations to the Company, the Company could be
liable for all or a portion of the lease obligations with respect to the rejected leases, subject to many factors, including the landlord’s duty to mitigate, the
validity of the applicable guarantee and the like. On February 25, 2004, the Company announced that KB had rejected 389 store leases, of which the
Company believes it has guarantee or indemnification obligations relating to approximately 90 store leases affected by KB’s rejections.

The Company engaged an independent real estate valuation firm to assist it in the analysis of the Company’s potential liability with respect to the 90
guaranteed store leases. Based upon analysis of the information currently available, the Company recorded a charge to discontinued operations in the fourth
quarter of fiscal year 2003 in the amount of $14.3 million (net of a $9.7 million tax benefit) to reflect its best estimate of this loss contingency. The Company
intends to take an active role in limiting its potential liability with respect to KB store lease obligations. The Company is not aware of any additional
rejections of the remaining 294 store leases guaranteed by the Company, or a rejection of the two distribution center leases or the lease on KB’s main office
building. It is the Company’s belief that both distribution centers have been sublet by KB to unaffiliated third parties and that KB intends to retain the lease on
its main office building. Nevertheless, the Company is unable to determine at this time whether any additional liability will result from the remaining leases
guaranteed by the Company or CVS that have not yet been rejected by KB. If additional leases are rejected, any related charge would be to discontinued
operations. Management does not believe that such a charge would have a material adverse effect on the Company’s financial condition, results of continuing
operations, or liquidity.

On March 10, 2004, the Company announced that it had received notice of a default relating to a first mortgage on the Pittsfield DC. As a result of KB’s
bankruptcy filing, the mortgage holder declared an event of default and claimed that the loan had become immediately due and payable (the “DC Note”). The
Company was informed that, as of January 14, 2004, the DC Note had an outstanding principal amount of approximately $6.3 million plus accrued interest of
approximately $21,000. Additionally, the mortgage holder has claimed that a make-whole premium of approximately $1.5 million is also due and payable.
The Company is reviewing its rights and obligations regarding the premium. The Company engaged an independent real estate valuation firm to assist it in
the analysis of the Company’s potential liability with respect to the DC Note. Based
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upon analysis of the information currently available, the Company believes that the fair market value of the Pittsfield DC is between $6.2 million and

$6.8 million. The Company intends to take an active role in limiting its potential liability with respect to the DC Note. In the event the Company incurs a
liability related to the Pittsfield DC, any related charge would be to discontinued operations. Management does not believe that such a charge would have a
material adverse effect on the Company’s financial condition, results of continuing operations, or liquidity.

In addition to including KB’s indemnity of the Company with respect to lease and mortgage obligations, the KB Stock Purchase Agreement contains mutual
indemnifications of KB by the Company and of the Company by KB. These indemnifications relate primarily to losses arising out of general liability claims,
breached or inaccurate representations or warranties, shared litigation expenses, other payment obligations, and taxes. The Company continues to assess the
effect of the KB bankruptcy on such mutual indemnification obligations. However, because the KB bankruptcy is in its early stages, the Company has not
made any provision for loss contingencies with respect to any non-lease related indemnification obligations. At this time, Management does not believe that
such a charge would have a material adverse effect on the Company’s financial condition, results of continuing operations, or liquidity.

In another KB matter unrelated to the bankruptcy proceedings mentioned above, the Company announced on August 20, 2003, that it had reached a
preliminary agreement to settle a national class action lawsuit relating to certain advertising practices of KB Toys. The Court issued a final order approving
the agreement during the fourth quarter of fiscal year 2003. The Company contributed $2.1 million toward the settlement and accordingly, a charge of

$1.2 million (net of tax) was recorded to discontinued operations in the third quarter of fiscal year 2003.

During fiscal year 2003, the Internal Revenue Service (the “IRS”) concluded its field examination of the Company’s consolidated income tax returns for the
fiscal year 1997 through fiscal year 2000 cycle. The consolidated income tax returns for that cycle included the KB Toys business. In the fourth quarter of
fiscal year 2003, the fiscal year 1997 through fiscal year 2000 IRS examination cycle was substantially resolved when the congressional Joint Committee on
Taxation found no exception to the IRS field examination report (see the Income Taxes Note to the Consolidated Financial Statements for further discussion).
The Company has also received substantial resolution with the Appeals Division of the IRS related to a KB income tax matter for fiscal year 1996 in
conjunction with the Mac Frugal’s Bargains Close-outs, Inc. appeal (see the Income Taxes Note to the Consolidated Financial Statements for further
discussion). Discontinued operations also reflect the substantial resolution and closure of tax audit activity, the closing of the statute of limitations, and
changes in the expected outcome of tax contingencies related to KB state and local non-income tax matters. As a result of the substantial resolution and
closure of these items, the Company has reversed previously accrued income taxes of approximately $4.7 million, and sales and use taxes of approximately
$1.1 million related to discontinued operations.

For fiscal year 2003, the Company has recorded, related to KB Toys matters described above, charges to discontinued operations of $9.7 million (net of tax),
or $0.09 per diluted share, and a benefit to continuing operations of $10.5 million (net of tax), or $0.09 per diluted share. The KB Toys charges recorded to
discontinued operations represented: a) a $14.3 million (net of tax) charge related to KB store lease guarantee obligations; b) a $5.8 million (net of tax)
benefit related to the resolution and closure of KB state and local tax matters; and c) a $1.2 million (net of tax) charge related to certain advertising practices
of KB Toys. In another KB matter, the Company recorded to continuing operations a $10.5 million (net of tax) benefit related to the partial charge-off of the
HCC Note and the write-off of the KB warrant. Including the charge of $5.7 million (net of tax) for the Company’s two California class action lawsuits
recorded to continuing operations, KB Toys matters and litigation charges totaled $4.9 million (net of tax).

The Company has, as part of the KB Stock Purchase Agreement, retained the responsibility for certain KB insurance claims incurred through the date of
closing of the sale on December 7, 2000. During fiscal year 2001, the Company determined that the estimate for the related insurance reserves exceeded the
expected liability. Accordingly, a portion of the insurance reserves established in connection with the sale of the KB Toys business were adjusted and
recorded as income from discontinued operations on the Company’s Statements of Operations. This adjustment resulted in $8.5 million (net of tax) of income
from discontinued operations in fiscal year 2001.
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The following are the components of discontinued operations:

Fiscal Year

2003 2002 2001
(In thousands)
(Loss) income on disposal of KB Toys business, net of income tax (benefit) expense of
$(14,691), $(4,000), and $5,423 in 2003, 2002, and 2001, respectively. $(9,720) $ - $8,480

The Company also announced on August 20, 2003, that it reached a preliminary agreement to settle the Company’s two California class action lawsuits
relating to the calculation of earned overtime wages for certain former and current store managers and assistant store managers in that state. Final court
approval of the proposed settlement was received February 4, 2004. During the fourth quarter of fiscal year 2003, the Company adjusted the total related
charge to $5.7 million (net of tax), $0.6 million lower than its original estimate recorded during the second quarter of fiscal year 2003. The Company does not
expect this settlement to have a material impact on its financial condition, results of continuing operations, or liquidity going forward.

2001 CHARGE

In fiscal year 2001, the Company recorded a charge of $50.4 million (net of tax), or $0.44 per diluted share. The charge represented: a) costs to modify the
Company’s product assortment and exit certain merchandise categories ($6.1 million net of tax), b) adjustments to the estimated capitalized freight costs
related to inbound imported inventories in response to better systems and information ($15.0 million net of tax), ¢) adjustments to inventory-related costs that
were identified as a result of the completion of a significant multiyear conversion to a detailed stock keeping unit inventory management system

($16.7 million net of tax), and d) changes in estimates and estimating methodology related to insurance reserves ($12.6 million net of tax). These charges are
included in the Company’s fiscal year 2001 financial statements.

LONG-TERM OBLIGATIONS

The long-term obligations at January 31, 2004, were $204.0 million. There were no direct borrowings under the Revolving Credit Agreement at January 31,
2004, and February 1, 2003. The Company’s borrowing base at January 31, 2004, was $280.5 million. The borrowing base was reduced by outstanding letters
of credit totaling $44.8 million. As a result, $235.7 million was available under the Revolving Credit Agreement at January 31, 2004.

Interest paid was $17.4 million in fiscal year 2003, $17.4 million in fiscal year 2002, and $19.1 million in fiscal year 2001, which includes capitalized interest
of $3.7 million, $0.1 million, and $2.4 million, respectively. The amortization of obligation issuance costs is included in interest expense in the Consolidated
Statements of Operations.

Revolving Credit Agreement

On May 8, 2001, the Company entered into the Revolving Credit Agreement with a group of financial institutions, which consisted of a $358.75 million
three-year revolving credit facility and a $153.75 million 364-day facility, renewable annually. The Revolving Credit Agreement replaced the Company’s
prior senior unsecured revolving credit facility (“Prior Revolver”) which, at the time of its replacement, consisted of a $500.0 million revolving credit facility
that was due to expire on May 6, 2002. The average interest rate under the Revolving Credit Agreement during fiscal years 2003 and 2002 was 2.4% and
3.0%, respectively.

The Revolving Credit Agreement contains customary affirmative and negative covenants, including financial covenants requiring the Company to maintain
specified fixed charge coverage and leverage ratios as well as a minimum level of net worth. The Company was in compliance with its financial covenants at
January 31, 2004.

On October 30, 2001, the financial covenants of the Revolving Credit Agreement were amended to provide the Company with increased operating flexibility.
On February 25, 2002, the Revolving Credit Agreement was amended to exclude the fiscal year 2001 charge (see 2001 Charge in the Notes to the
Consolidated Financial Statements) from the fixed charge coverage
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and leverage ratio financial covenant calculations. As part of the February 25, 2002, amendments, the Company provided collateral, consisting principally of
its inventories, as security for the Re