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PART I: FINANCIAL INFORMATION

Item 1. Financial Statements

Golfsmith International Holdings, Inc.

Consolidated Balance Sheets

ASSETS
Current assets:
Cash and cash equivalents
Receivables, net of allowances of $184,657 at July 2, 2005 and
$161,838 at January 1, 2005
Inventories, net of reserves of $2,305,049 at July 2, 2005 and
$1,385,650 at January 1, 2005
Prepaid and other current assets

Total current assets

Property and equipment:

Land and buildings

Equipment, furniture, fixtures and autos

Leasehold improvements and construction in progress

Less: accumulated depreciation
Net property and equipment

Goodwill
Tradename
Trademarks

Customer database, net of accumulated amortization of $1,038,646 at
July 2, 2005 and $849,801 at January 1, 2005

Debt issuance costs, net of accumulated amortization of $2,582,345 at
July 2, 2005 and $2,062,104 at January 1, 2005

Other long-term assets

Total assets

July 2,
2005
(Unaudited)
$ 5,774,190

2,128,519

80,678,386
7,521,379

96,102,474
21,160,229
17,903,021

18,241,007

57,304,257
(12,743,641)

44,560,616
41,634,525
11,158,000
14,483,175

2,360,559

5,275,370
490,273

$216,064,992

January 1,
2005

$ 14,786,748
854,555

54,197,532
6,405,525

76,244,360
21,133,430
15,174,320

15,247,612

51,555,362
(10,647,641)

40,907,721
41,634,525
11,158,000
14,483,175

2,549,404

5,795,611
368,285

$193,141,081
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Golfsmith International Holdings, Inc.
Consolidated Balance Sheets (continued)

July 2, January 1,
2005 2005
(Unaudited)
LIABILITIES AND STOCKHOLDERS EQUITY

Current liabilities:
Accounts payable $ 56,090,587 $ 37,218,275
Accrued expenses and other current liabilities 16,352,255 18,717,115
Line of credit 669,792
Total current liabilities 73,112,634 55,935,390
Long-term debt 81,087,926 79,808,033
Deferred rent 3,653,765 3,084,367
Total liabilities 157,854,325 138,827,790
Stockholders equity:
Common stock $.001 par value; 40,000,000 shares authorized;
21,594,597 shares issued and outstanding at July 2, 2005 and January 1,
2005, respectively 21,594 21,594
Restricted common stock units  $.001 par value; 755,935 shares issued
and outstanding at July 2, 2005 and January 1, 2005, respectively 756 756
Additional capital 60,288,607 60,288,607
Other comprehensive income 174,908 279,607
Accumulated deficit (2,275,198) (6,277,273)
Total stockholders equity 58,210,667 54,313,291
Total liabilities and stockholders equity $216,064,992 $193,141,081

See accompanying notes.
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Golfsmith International Holdings, Inc.
Consolidated Statements of Operations

(Unaudited)
Six Months Ended Three Months Ended
July 2, July 3, July 2, July 3,
2005 2004 2005 2004
Net revenues $166,451,893 $162,725,773 $102,493,511 $96,943,734
Cost of products sold 105,856,380 106,376,412 64,660,890 63,569,555
Gross profit 60,595,513 56,349,361 37,832,621 33,374,179
Selling, general and administrative 49,364,259 47,071,670 27,964,324 26,903,777
Store pre-opening expenses 1,403,519 382,198 886,762 52,960
Total operating expenses 50,767,778 47,453,868 28,851,086 26,956,737
Operating income 9,827,735 8,895,493 8,981,535 6,417,442
Interest expense (5,750,630) (5,596,567) (2,888,528) (2,801,162)
Interest income 62,960 4,525 45,520 3,794
Other income 31,090 27,749 8,492 25,315
Other expense (71,978) (46,173) (48,230) (33,0006)
Income before income taxes 4,099,177 3,285,027 6,098,789 3,612,383
Income tax expense 97,102) (1,222,794) 97,102) (1,347,189)
Net income $ 4,002,075 $ 2,062,233 $ 6,001,687 $ 2,265,194

See accompanying notes.

Table of Contents



Edgar Filing: GOLFSMITH INTERNATIONAL HOLDINGS INC - Form 10-Q

Table of Contents

Golfsmith International Holdings, Inc.
Consolidated Statements of Cash Flows
(Unaudited)

Operating Activities
Net income

Adjustments to reconcile net income to net cash provided by (used in)

operating activities:

Depreciation

Amortization of intangible assets

Amortization of debt issue costs and debt discount

Non-cash loss on write-off of property and equipment

(Gain) loss on sale of assets

Changes in operating assets and liabilities:
Accounts receivable

Inventories

Prepaid and other assets

Accounts payable

Accrued expenses and other current liabilities
Deferred rent

Net cash provided by (used in) operating activities
Investing Activities

Capital expenditures

Proceeds from sale of assets

Net cash used in investing activities

Financing Activities

Principal payments on lines of credit

Proceeds from lines of credit

Other

Net cash provided by (used in) financing activities
Effect of exchange rate changes on cash

Change in cash and cash equivalents

Cash and cash equivalents, beginning of period

Cash and cash equivalents, end of period

Six Months Ended
July 2, July 3,
2005 2004
4,002,075 $ 2,062,233
2,695,594 2,702,893
188,845 188,845
1,800,134 1,601,520
573,384 387,902
(11,500) 2,257
(1,273,964) (1,955,627)
(26,480,854) (9,257,135)
(1,237,842) (1,838,342)
18,872,312 14,319,896
(2,362,616) (486,192)
569,398 134,321
(2,665,034) 7,862,571
(6,924,915) (3,959,422)
11,500 5,000
(6,913,415) (3,954,422)
(3,285,699) (33,457,298)
3,955,491 32,040,259
(2,244) (3,235)
667,548 (1,420,274)
(101,657) 40,358
(9,012,558) 2,528,233
14,786,748 2,928,109

$ 5,774,190

$ 5,456,342
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Golfsmith International Holdings, Inc.
Consolidated Statements of Cash Flows (continued)

(Unaudited)
Six Months Ended
July 2, July 3,
2005 2004

Supplemental cash flow information:

Interest payments $3,959,165 $4,015,978
Tax payments $ 206,513 $ 163,898
See accompanying notes.
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GOLFSMITH INTERNATIONAL HOLDINGS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)
July 2, 2005
1. Nature of Business and Basis of Presentation
Description of Business

Golfsmith International Holdings, Inc. ( Holdings or the Company ), is a multi-channel, specialty retailer of golf and
tennis equipment and related apparel and accessories and a designer and marketer of golf equipment. The Company
offers golf equipment from leading manufacturers, including Callaway®, Cobra®, FootJoy®, Nike®, Ping®, Taylor
Made® and Titleist®. In addition, the Company offers its own proprietary brands, including Golfsmith®, Lynx®, Snake
Eyes®, Killer Bee®, Zevo®, GearForGolf ™ and GiftsForGolf ™., As of July 2, 2005, the company marketed its
products through 49 superstores as well as through its direct-to-consumer channels, which include its clubmaking and
consumer catalogs and its Internet site. The Company also operates the Harvey Penick Golf Academy, an instructional
school incorporating the techniques of the well-known golf instructor, the late Harvey Penick.

Basis of Presentation

The accompanying consolidated financial statements include the accounts of Golfsmith International Holdings, Inc.
and its wholly owned subsidiary Golfsmith International, Inc. ( Golfsmith ). Holdings has no operations nor does it
have any assets or liabilities other than its investment in its wholly owned subsidiary. Accordingly, these consolidated
financial statements represent the operations of Golfsmith and its subsidiaries. All significant inter-company accounts
and transactions have been eliminated in consolidation.

The accompanying unaudited interim consolidated financial statements have been prepared in accordance with
U.S. generally accepted accounting principles. As information in this report relates to interim financial information,
certain footnote disclosures have been condensed or omitted. In the Company s opinion, the unaudited interim
consolidated financial statements reflect all adjustments (consisting of only normal recurring adjustments) necessary
for a fair presentation of the Company s financial position, results of operations and cash flows for the periods
presented. These consolidated financial statements should be read in conjunction with the Company s audited
consolidated financial statements and notes thereto for the year ended January 1, 2005, included in the Company s
Annual Report on Form 10-K filed with the Securities and Exchange Commission on April 1, 2005. The results of
operations for the three and six month periods ended July 2, 2005 are not necessarily indicative of results that may be
expected for any other interim period or for the full fiscal year.

The balance sheet at January 1, 2005 has been derived from audited consolidated financial statements at that date
but does not include all of the information and footnotes required by accounting principles generally accepted in the
United States for complete financial statements. For further information, refer to the audited consolidated financial
statements and notes thereto for the fiscal year ended January 1, 2005 included in the Company s Annual Report on
Form 10-K filed with the Securities and Exchange Commission on April 1, 2005.

Revenue Subject to Seasonal Variations

The Company s business is seasonal. The Company s sales leading up to and during the warm weather golf season
and the Christmas holiday gift-giving season have historically contributed a higher percentage of the Company s
annual net revenues and annual net operating income than other periods in its fiscal year.

Fiscal Year

The Company s fiscal year ends on the Saturday closest to December 31. The three months ended July 2, 2005 and
July 3, 2004 both consist of thirteen weeks. The six months ended July 2, 2005 and July 3, 2004 both consist of
twenty-six weeks.

8
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GOLFSMITH INTERNATIONAL HOLDINGS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)
July 2, 2005
2. Stock-Based Compensation
The Company accounts for its stock-based compensation plans under Accounting Principles Board Opinion
No. 25, Accounting for Stock Issued to Employees, and related interpretations. The following table illustrates the effect
on net income, if the Company had applied the fair value recognition provisions of SFAS No. 123, Accounting for
Stock-Based Compensation, as amended by SFAS No. 148, Accounting for Stock-Based Compensation  Transition
and Disclosure, An Amendment of FASB Statement No. 123:

Six Months Ended Three Months Ended
July 2, 2005 July 3, 2004 July 2, 2005 July 3, 2004
Net income as reported $4,002,075 $2,062,233 $6,001,687 $2,265,194
Total stock-based compensation cost, net
of related tax effects included in the
determination of net income as reported
The stock-based employee compensation
cost, net of related tax effects, that would
have been included in the determination
of net income if the fair value based
method had been applied to all awards (116,541) (87,415) (56,370) (42,832)
Pro forma net income $3,885,534 $1,974,818 $5,945,317 $2,222.362

3. Long-Lived Assets

The Company accounts for the impairment or disposal of long-lived assets in accordance with Financial
Accounting Standards Board (FASB) Statement of Financial Accounting Standards (SFAS) No. 144, Accounting for
the Impairment of Long-Lived Assets, which requires long-lived assets, such as property and equipment, to be
evaluated for impairment whenever events or changes in circumstances indicate the carrying value of an asset may not
be recoverable. An impairment loss is recognized when estimated future undiscounted cash flows expected to result
from the use of the asset plus net proceeds expected from disposition of the asset, if any, are less than the carrying
value of the asset. When an impairment loss is recognized, the carrying amount of the asset is reduced to its estimated
fair value in the period in which the determination is made. Included in selling, general and administrative expenses
for the three and six months ended July 2, 2005 is a $0.6 million non-cash loss on the write-off of property and
equipment. The loss was primarily due to the remodeling of five stores and the modification of one store to a smaller
store layout, which resulted in certain assets having little or no future economic value. Included in selling, general and
administrative expenses for the three and six months ended July 3, 2004 is a $0.4 million non-cash loss on the
write-off of property and equipment. The loss was primarily due to an anticipated retail store relocation, which
resulted in certain assets having little or no future economic value.
4. Intangible Assets

The following is a summary of the Company s intangible assets that are subject to amortization:

July 2, January 1,
2005 2005
Customer database gross carrying amount $ 3,399,205 $3,399,205
Customer database accumulated amortization (1,038,646) (849,801)
Customer database net carrying amount $ 2,360,559 $2,549,404
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Amortization expense related to finite-lived intangible assets was $94,422 and $188,845 for each of the three and
six months ended July 2, 2005 and July 3, 2004, respectively, and is recorded in selling, general, and administration
expenses on the consolidated statements of operations.

5. Debt
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GOLFSMITH INTERNATIONAL HOLDINGS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)
July 2, 2005
Senior Secured Notes

On October 15, 2002, Golfsmith completed an offering of $93.75 million aggregate principal amount at maturity of
8.375% senior secured notes due in 2009 at a discount of 20%, or $18.75 million. The terms of the notes limit the
ability of Golfsmith to, among other things, incur additional indebtedness, dispose of assets, make acquisitions, make
other investments, pay dividends and make various other payments. The terms of the notes also contain certain other
covenants, including a restriction on capital expenditures. In March 2005, the indenture governing the notes was
amended to revise the definition of capital expenditure basket to increase by $5.0 million the limitation on capital
expenditures that may be made by Golfsmith or the guarantors of the notes during any given fiscal year. As of July 2,
2005, the Company believes it was in compliance with the covenants imposed by the indenture governing the notes.
Credit Facility

Golfsmith has a revolving senior credit facility with $12.5 million availability, subject to a required reserve of
$500,000. Borrowings under the credit facility are secured by substantially all of Golfsmith s assets, excluding real
property, equipment and proceeds thereof owned by Golfsmith, Holdings, or Golfsmith s subsidiaries, and all of
Golfsmith s stock and equivalent equity interest in any subsidiaries. Available amounts under the senior credit facility
are based on a borrowing base. The borrowing base is limited to 85% of the net amount of eligible receivables, as
defined in the credit agreement, plus the lesser of (i) 65% of the value of eligible inventory and (ii) 60% of the net
orderly liquidation value of eligible inventory, and minus $2.5 million, which is an availability block used to calculate
the borrowing base. At July 2, 2005, the Company had $0.7 million outstanding under the senior credit facility.

In March 2005, several financial covenants in the senior credit facility were amended. The limit on capital
expenditures in each fiscal year was increased to the greater of (a) one-third of Holdings EBITDA (as defined in the
senior credit facility) in the immediately preceding fiscal year and (b) the sum of: (i) $12.0 million, (ii) the amount, if
any, of the excess cash flow (as defined in the indenture to the senior secured notes) offer made and not accepted by
the holders of the senior secured notes during the immediately preceding fiscal year, and (iii) any amounts, up to an
aggregate of $1,000,000, previously permitted to be made as capital expenditures that have not previously been made
as capital expenditures. In addition, the covenants regarding minimum interest coverage ratios and minimum earnings
levels were removed for the fiscal period ending on or about September 30, 2004 and all fiscal periods thereafter.
Finally, the definition of borrowing base in the senior credit facility was amended to include an availability block of
$2.5 million, as used to calculate the borrowing base under the senior credit facility. As of July 2, 2005, the Company
believes it was in compliance with the covenants in the credit facility.

6. Guarantees

Holdings and all of Golfsmith s existing domestic subsidiaries fully and unconditionally guarantee, and all of
Golfsmith s future domestic subsidiaries will guarantee, both the senior secured notes issued by Golfsmith in
October 2002 and the senior credit facility. The senior secured notes mature in October 2009 with certain mandatory
redemption features. Interest payments are required on a semi-annual basis on the senior secured notes at an annual
interest rate of 8.375%. At July 2, 2005, there were $0.7 million in borrowings outstanding under the senior credit
facility and $81.1 million aggregate principal amount outstanding of the senior secured notes.

Holdings has no operations nor any assets or liabilities other than its investment in its wholly owned subsidiary
Golfsmith. Golfsmith has no independent operations nor any assets or liabilities other than its investments in its
wholly owned subsidiaries. Domestic subsidiaries of Golfsmith comprise all of Golfsmith s assets, liabilities and
operations. There are no restrictions on the transfer of funds between Holdings, Golfsmith and any of Golfsmith s
domestic subsidiaries. The guarantees of Holdings and all existing and future Golfsmith domestic subsidiaries of
Golfsmith s senior secured notes and senior credit facility are explicitly excluded from the initial recognition and initial
measurement requirements of FASB Interpretation No. 45 as it meets the definition of an intercompany guarantee.

The Company offers warranties to its customers depending on the specific product and terms of the goods
purchased. A typical warranty program requires that the Company replace defective products within a specified time
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period from the date of sale. The Company records warranty costs as they are incurred and historically such costs have
not been material. During the three and six months ended July 2, 2005 and July 3, 2004, respectively, no material
amounts have been accrued or paid relating to product warranties.
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GOLFSMITH INTERNATIONAL HOLDINGS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)
July 2, 2005
7. Accrued Expenses and Other Current Liabilities
The Company s accrued expenses and other current liabilities are comprised of the following at July 2, 2005 and
January 1, 2005, respectively:

July 2, 2005 January 1, 2005
Salaries and benefits $ 1,371,823 $ 1,791,931
Interest 2,638,729 2,647,670
Allowance for returns reserve 1,552,512 1,326,394
Gift certificates 5,961,424 7,521,148
Taxes 2,709,873 3,169,661
Other 2,117,894 2,260,311
Total $16,352,255 $18,717,115

8. Comprehensive Income
The Company s comprehensive income is composed of net income and translation adjustments. The following table
presents the calculation of comprehensive income:

Six Months Ended Three Months Ended
July 2, July 3, July 2, July 3,
2005 2004 2005 2004
Net income $4,002,075 $2,062,233 $6,001,687 $2,265,194
Translation adjustments (104,699) 40,358 (76,177) 2,518
Total comprehensive income $3,897,376 $2,102,591 $5,925,510 $2.,267,712

9. Recently Issued Accounting Standards

During fiscal year 2004, the Company adopted EITF 03-10, Application of Issue 02-16 by Resellers to Sales
Incentives Offered to Consumers by Manufacturers, which amends EITF 02-16. According to the amended guidance,
if certain criteria are met, consideration received by a reseller in the form of reimbursement from a vendor for
honoring the vendor s sales incentives offered directly to consumers (for example, manufacturers coupons) should not
be recorded as a reduction of the cost of the reseller s purchases from the vendor. The adoption of EITF 03-10 did not
impact the Company s financial condition, results of operations or cash flows.

In December 2004, the Financial Accounting Standards Board, or FASB, issued SFAS No. 123 (Revised),
Share-Based Payment (SFAS No. 123 (R)), which replaces SFAS No. 123 and supercedes Accounting Principles
Board (APB) No. 25, Accounting for Stock Issued to Employees. Under the new standard, companies will no longer be
able to account for share-based compensation transactions using the intrinsic method in accordance with APB No. 25.
Instead, companies will be required to account for such transactions using a fair-value method and recognize the
expense in the consolidated statement of income. SFAS 123(R) is effective as of the beginning of the first interim or
annual reporting period that begins after December 15, 2005. SFAS 123(R) applies to all awards granted after the
required effective date, but does not apply to awards granted in periods before the required effective date because the
Company uses the minimum value method, except if prior awards are modified, repurchased or cancelled after the
effective date. The Company will adopt SFAS No. 123(R) on January 1, 2006. The impact of the adoption of SFAS
123(R) cannot be predicted at this time because it will be depend on levels of share-based payments granted in the
future. However, valuation of employee stock options under SFAS 123(R) is similar to SFAS 123, with minor
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exceptions. For information about what the Company s reported results of operations would have been had the
Company adopted SFAS 123, see Note 2, Stock-Based Compensation .
11

Table of Contents

15



Edgar Filing: GOLFSMITH INTERNATIONAL HOLDINGS INC - Form 10-Q

Table of Contents

GOLFSMITH INTERNATIONAL HOLDINGS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)
July 2, 2005

In December 2004, the FASB issued SFAS 153, Exchanges of Nonmonetary Assets an amendment of APB
Opinion No. 29 (SFAS 153). The guidance in APB Opinion No. 29, Accounting for Nonmonetary Transactions, is
based on the principle that exchanges of nonmonetary assets should be measured based on the fair value of the assets
exchanged. The guidance in APB Opinion No. 29, however, included certain exceptions to that principle. SFAS 153
amends APB Opinion No. 29 to eliminate the exception for nonmonetary exchanges of similar productive assets and
replaces it with a general exception for exchanges of nonmonetary assets that do not have commercial substance. A
nonmonetary exchange has commercial substance if the future cash flows of the entity are expected to change
significantly as a result of the exchange. SFAS 153 is effective for nonmonetary asset exchanges in fiscal periods
beginning after June 15, 2005. The adoption of SFAS 153 is not expected to have a material impact on the Company s
financial condition, results of operations or cash flows.
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Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations
Overview

We are the parent company of Golfsmith International, Inc., or Golfsmith. We have no operations nor any assets or
liabilities other than our investment in our wholly owned subsidiary Golfsmith. The following discussion and analysis
of historical financial condition and results of operations is based on our financial condition and results of operations
for all periods presented.

We are a multi-channel, specialty retailer of golf and tennis equipment and related apparel and accessories and a
designer and marketer of golf equipment. We sell brand name golf equipment from the industry s leading
manufacturers including Callaway®, Cobra®, FootJoy®, Ping®, Nike®, Taylor Made® and Titleist® as well as our own
proprietary brands, Golfsmith®, Lynx®, Snake Eyes®, Killer Bee®, Zevo®, GearForGolf ™ and GiftsForGolf ™, We
sell through multiple distribution channels consisting of:

51 superstores;

regular mailings of our clubmakers catalogs, which offer golf club components, and our consumer catalogs,
which offer golf accessories, apparel and equipment; and

golfsmith.com, our online e-commerce website.

We also operate a clubmaker training program and are the exclusive operator of the Harvey Penick Golf Academy,
an instructional school incorporating the techniques of the well-known golf instructor, the late Harvey Penick.
Industry Trends

Sales of our products are affected by increases and declines within the golf industry as a whole. According to
national publications, the golf industry is a greater than $62 billion industry. We believe that increases and declines in
the golf industry result from changes in the overall economy, the number of golf participants, the number of rounds of
golf being played by these participants and the weather. According to a recent industry publication, golf had a base of
over 27 million participants in the United States as of the end of calendar year 2004. We believe that since 1998, the
overall worldwide premium golf club market has experienced only limited growth in dollar volume from year to year
and that from 1999 to 2004 there was no material increase in the number of rounds played. Golf Datatech has reported
that the number of golf rounds played in the United States declined 0.1% in 2004 as compared to 2003. In addition,
Golf Datatech has reported that the number of golf rounds played in the United States declined 1.3% during the six
months ended June 30, 2005 as compared to the same period in 2004. However, the rate of decline during the six
months ended June 30, 2005 was driven largely by comparable decline during the first quarter of calendar year 2005.
Golf Datatech has reported that the rate of growth in the number of rounds played decreased 7.6% in the three months
ended March 31, 2005 and then increased 1.0% in the three months ended June 30, 2005, in each case compared to the
corresponding period in 2004. We cannot assure you that a decline in the U.S. economy or a reduction in discretionary
consumer spending would not impede growth in the worldwide market for golf-related products, including our
products.

Superstores

Our superstores range in size from 8,000 to 33,000 square feet and average approximately 18,000 square feet. Our
superstores feature a wide selection of golf and tennis equipment, apparel and accessories from major brand
manufacturers and also serve as the primary outlet in the United States for our proprietary branded products. Our
superstores accounted for approximately 72.6% and 70.5% of our net revenues for the three and six months ended
July 2, 2005, respectively, and 70.0% and 67.4% of our net revenues for the three and six months ended July 3, 2004.
Changes in the revenues that we generate from our superstores are driven primarily by the number of stores in
operation and changes in comparable store sales. We had 49 and 42 superstores in operation as of July 2, 2005 and
July 3, 2004, respectively. We consider sales of a new store to be comparable commencing in the fourteenth month
after the store was opened or acquired. We consider sales of a relocated store to be comparable if the relocated store is
expected to serve a comparable customer base. We consider sales of superstores with modified layouts to be
comparable. We consider sales of stores that are closed to be comparable in the period leading up to closure if they
have met the qualifications of a comparable store and do not meet the qualifications to be classified as discontinued
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operations under Statement of Financial Accounting Standards (SFAS) No. 144, Accounting for the Impairment of
Long-Lived Assets.

We intend to selectively expand our existing store base in existing as well as new markets that fit our selection
criteria. We opened four superstores during the six months ended July 2, 2005, and we plan to open four superstores
during the remaining two quarters of fiscal 2005, one of which opened in July 2005 and one of which opened in
August 2005. We plan for all of the new
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stores built during fiscal 2005 to be in the mold of our smaller store layout, which generally range in size from 12,000
to 15,000 square feet. We closed one store during the six months ended July 2, 2005 due to the expiration of the lease
term. The new store that we opened during August 2005 is a non-comparable store that serves the same customer base
of the closed store. We expect to spend approximately $1.5 million to open each additional superstore, which includes
pre-opening expenses, capital expenditures and inventory costs.

We plan to modify select superstores to feature our fitting and training specialty services that provide the customer
with an experiential shopping experience that complements our product assortment. As of July 2, 2005, seven of our
superstores provided precision golf equipment fitting through an arrangement with Hot Stix Technologies, or Hotstix.
During the remaining two quarters of fiscal 2005, we plan to add or modify indoor hitting ranges in 12 existing
superstores as well as all planned new superstores to feature this precision golf equipment-fitting technology. In
addition, as of July 2, 2005, 22 of our superstores provided in-store golf lessons from a PGA professional through our
relationship with GolfTEC Learning Centers, or GolfTEC. During the remaining two quarters of fiscal 2005, we plan
to modify two of our existing superstores to accommodate in-store golf lessons through GolfTEC. We also plan to
provide in-store golf lessons through GolfTEC in the four new superstores which we plan to open in the remaining
two quarters of fiscal 2005, including the stores opened in July 2005 and August 2005.

We also plan to modify select superstores to feature expanded hitting bays, putting greens and short game areas
that provide the customer with an experiential shopping experience that complements our product assortment. We
updated three superstores to provide this enhanced customer shopping experience during the six months ended July 2,
2005. We further plan to continue to update and remodel existing superstores to provide a more consistent shopping
experience among our superstores. In addition, during the six months ended July 2, 2005, we updated 21 of our
existing and new stores to feature tennis equipment, apparel and accessories, which as of July 2, 2005, were featured
in 27 of our 49 stores. We modified one superstore to our smaller store layout during the six months ended July 2,
2005. We do not plan to modify any more of our superstores to the smaller store layout.
Specialty Services

Over the past few years we have implemented a number of new initiatives and product offerings such as our

Playability Guarantee program designed to ensure complete customer satisfaction with our customers purchase of golf

clubs; our Club Vantage program that provides the customer with separately-priced repair service on any club
purchase; the Golfsmith credit card which offers flexible payment options on any purchase; as described above, the
availability of in-store custom golf equipment fitting through Hot Stix, which complements our existing custom fitting
services and the availability of in-store golf lessons from a PGA professional through GolfTEC. We believe our
continued market expansion combined with these new initiatives have contributed to increased market presence and
brand recognition, as evidenced by the increase in our net revenues during the six months ended July 2, 2005
compared to the six months ended July 3, 2004. You should read the discussion of our revenue growth below in
Results of Operations.
Products

The majority of our sales are comprised of golf equipment, apparel and accessories from leading manufacturers,
including Callaway®, Cobra®, FootJoy®, Nike®, Ping®, Taylor Made® and Titleist®. We also sell proprietary brand
equipment, component, apparel and accessory products under the Golfsmith®, Lynx®, Snake Eyes®, Killer Bee®,
Zevo®, GearForGolf ™ and GiftsForGolf ™ product lines. These private label lines are included in all of our sales
distribution channels and generate higher gross profit margins than products we sell that are produced by other
manufacturers. Sales of our proprietary brands constituted approximately 16.4% and 16.7% of our net revenues for the
three and six months ended July 2, 2005, respectively, and approximately 18.6% and 18.9% of our net revenues for
the three and six months ended July 3, 2004, respectively.

We recognize revenue for retail sales at the time the customer takes possession of the merchandise and purchases
are paid for, primarily with either cash or a credit card. Catalog and e-commerce sales are recorded upon shipment of
merchandise. Revenue from the Harvey Penick Golf Academy instructional school is recognized at the time the
services are performed. Revenues from the sale of gift certificates are recorded upon the redemption of the gift
certificate for the purchase of tangible products at the time the customer takes possession of the merchandise.

Table of Contents 19



Edgar Filing: GOLFSMITH INTERNATIONAL HOLDINGS INC - Form 10-Q

Our business is seasonal. Our sales leading up to and during the warm weather golf season and the Christmas
holiday gift-giving season have historically contributed a higher percentage of our annual net revenues and annual net
operating income than other periods in our fiscal year. During fiscal 2004, the fiscal months of March through
September and December, which together comprised 36 weeks of our 52-week fiscal year, contributed over
three-quarters of our annual net revenues and substantially all of our annual operating income. You should read the
information set forth below under Additional Factors That May Affect Future Results for a discussion of the effects
and risks of the seasonality of our business.
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We capitalize inbound freight and vendor discounts into inventory upon receipt of inventory. These costs are then
subsequently included in cost of goods sold upon the sale of that inventory. Because some retailers exclude these costs
from cost of goods sold, and instead include them in a line item like selling and administrative expenses, our gross
margins may not be comparable to those of these other retailers.

Our fiscal year ends on the Saturday closest to December 31 and generally consists of 52 weeks, though
occasionally our fiscal years will consist of 53 weeks. Each quarter of each fiscal year generally consists of 13 weeks.
The three-month periods ended July 2, 2005 and July 3, 2004 each consisted of 13 weeks and the six-month periods
ended July 2, 2005 and July 3, 2004 each consisted of 26 weeks.

Critical Accounting Policies and Estimates

Management s discussion and analysis of financial condition and results of operations is based on our consolidated
financial statements, which have been prepared in accordance with accounting principles generally accepted in the
United States. The preparation of these financial statements requires us to make estimates and judgments that affect
the reported amounts of assets, liabilities, revenues and expenses and related disclosures of contingent assets and
liabilities. The estimates and assumptions are evaluated on an ongoing basis and are based on historical experience
and other various factors that are believed to be reasonable under the circumstances. Actual results may differ from
these estimates.

We believe the following critical accounting policies, as have been discussed with our audit committee, affect our
more significant judgments and estimates used in the preparation of our consolidated financial statements.

Inventory Valuation

Inventory value is presented as a current asset on our balance sheet and is a component of cost of products sold in
our statement of operations. It therefore has a significant impact on the amount of net income reported in any period.
Merchandise inventories are carried at the lower of cost or market. Cost is the sum of expenditures, both direct and
indirect, incurred to bring inventory to its existing condition and location. Cost is determined using the
weighted-average method. We estimate a reserve for damaged, obsolete, excess and slow-moving inventory and for
inventory shrinkage due to anticipated book-to-physical adjustments. We periodically review these reserves by
comparing them to on-hand quantities, historical and projected rates of sale, changes in selling price and inventory
cycle counts. Based on our historical results, using various methods of disposition, we estimate the price at which we
expect to sell this inventory to determine the potential loss if those items are later sold below cost. The carrying value
for inventories that are not expected to be sold at or above costs are then written down. A significant adjustment in
these estimates or in actual sales may have a material adverse impact on our net income. Shrink reserves are booked
on a monthly basis at 0.4% to 1.0% of net revenues depending on the distribution channel (direct-to-consumer channel
or retail channel) in which the sales occur. Inventory shrink expense recorded in the statements of operations was
0.80% of net revenues during the three and six months ended July 2, 2005, and 0.77% and 0.71% during the three and
six months ended July 3, 2004, respectively. Inventory shrink expense recorded is a result of physical inventory
counts made during these respective periods and reserve amounts recorded for periods outside of the physical
inventory count dates. These reserve amounts are based on management s estimates of shrink expense using historical
experience.

Long-lived Assets, Including Goodwill and Identifiable Intangible Assets

We account for the impairment or disposal of long-lived assets in accordance with SFAS No. 144, Accounting for
the Impairment of Long-Lived Assets, which requires long-lived assets, such as property and equipment, to be
evaluated for impairment whenever events or changes in circumstances indicate the carrying value of an asset may not
be recoverable. An impairment loss is recognized when estimated future undiscounted cash flows expected to result
from the use of the asset plus net proceeds expected from disposition of the asset, if any, are less than the carrying
value of the asset. When an impairment loss is recognized, the carrying amount of the asset is reduced to its estimated
fair value. Based on our analyses, included in selling, general and administrative expenses for the three and six months
ended July 2, 2005 is a $0.6 million non-cash loss on the write-off of property and equipment. The loss was primarily
due to the remodeling of five stores and the modification of one store to a smaller store layout, which resulted in
certain assets having little or no future economic value. In addition, included in selling, general and administrative
expenses for the three and six months ended July 3, 2004 is a $0.4 million non-cash loss on the write-off of property
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and equipment. The loss was primarily due to an anticipated retail store relocation, which resulted in certain assets
having little or no future economic value.
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Goodwill represents the excess purchase price over the fair value of net assets acquired, or net liabilities assumed,
in a business combination. In accordance with SFAS No. 142, Goodwill and Other Intangible Assets, we assess the
carrying value of our goodwill for indications of impairment annually, or more frequently if events or changes in
circumstances indicate that the carrying amount of goodwill or intangible asset may be impaired. The goodwill
impairment test is a two-step process. The first step of the impairment analysis compares the fair value of the
company or reporting unit to the net book value of the company or reporting unit. We allocate goodwill to one
enterprise-level reporting unit for impairment testing. In determining fair value, we utilize a blended approach and
calculate fair value based on discounted cash flow analysis and revenue and earnings multiples based on industry
comparables. Step two of the analysis compares the implied fair value of goodwill to its carrying amount. If the
carrying amount of goodwill exceeds its implied fair value, an impairment loss is recognized equal to that excess. We
perform our annual test for goodwill impairment on the first day of the fourth fiscal quarter of each year.

We test for possible impairment of intangible assets whenever events or changes in circumstances indicate that the
carrying amount of the asset is not recoverable based on management s projections of estimated future discounted cash
flows and other valuation methodologies. Factors that are considered by management in performing this assessment
include, but are not limited to, our performance relative to our projected or historical results, our intended use of the
assets and our strategy for our overall business, as well as industry and economic trends. In the event that the book
value of intangibles is determined to be impaired, such impairments are measured using a combination of a discounted
cash flow valuation, with a discount rate determined to be commensurate with the risk inherent in our current business
model, and other valuation methodologies. To the extent these future projections or our strategies change, our
estimates regarding impairment may differ from our current estimates.

Product Return Reserves

We reserve for product returns based on estimates of future sales returns related to our current period sales. We
analyze historical returns, current economic trends, current returns policies and changes in customer acceptance of our
products when evaluating the adequacy of the reserve for sales returns. Any significant increase in merchandise
returns that exceeds our estimates could adversely affect our operating results. In addition, we may be subject to risks
associated with defective products, including product liability. Our current and future products may contain defects,
which could subject us to higher defective product returns, product liability claims and product recalls. Because our
allowances are based on historical return rates, we cannot assure you that the introduction of new merchandise in our
stores or catalogs, the opening of new stores, the introduction of new catalogs, increased sales over the Internet,
changes in the merchandise mix or other factors will not cause actual returns to exceed return allowances. We book
reserves on a monthly basis at 1.8% to 10.8% of net revenues depending on the distribution channel in which the sales
occur. We routinely compare actual experience to current reserves and make any necessary adjustments.

Store Closure Costs

When we decide to close a store and meet the applicable accounting guidance criteria, we recognize an expense
related to the future net lease obligation and other expenses directly related to the discontinuance of operations in
accordance with SFAS No. 146, Accounting For Costs Associated With Exit or Disposal Activities. These charges
require us to make judgments about exit costs to be incurred for employee severance, lease terminations, inventory to
be disposed of, and other liabilities. The ability to obtain agreements with lessors, to terminate leases or to assign
leases to third parties can materially affect the accuracy of these estimates.

We closed one store during the six months ended July 2, 2005 due to the expiration of the lease term. There were
not any expenses associated with this closed store recorded in accordance with SFAS No. 146. We opened a new store
in August 2005 in order to serve the same customer base of the closed store. We did not close any stores in fiscal
2004. We do not currently have any plans to close any additional stores, although we regularly evaluate our stores and
the necessity to record expenses under SFAS No. 146.

Operating Leases

We lease stores under operating leases. Store lease agreements often include rent holidays, rent escalation clauses
and contingent rent provisions for percentage of sales in excess of specified levels. Most of our lease agreements
include renewal periods at our option. We recognize rent holiday periods and scheduled rent increases on a
straight-line basis over the lease term beginning with the date we take possession of the leased space. We record
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tenant improvement allowances and rent holidays as deferred rent liabilities on our consolidated balance sheets and
amortize the deferred rent over the term of the lease to rent expense on our consolidated statements of operations. We
record rent liabilities on our consolidated balance sheets for contingent percentage of sales lease provisions when we
determine that it is probable that the specified levels will be reached during the fiscal
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year. We record direct costs incurred to effect a lease in other long-term assets and amortize these costs on a
straight-line basis over the lease term beginning with the date we take possession of the leased space.
Deferred Tax Assets

A deferred income tax asset or liability is established for the expected future consequences resulting from
temporary differences in the financial reporting and tax bases of assets and liabilities. As of July 2, 2005, we recorded
a full valuation allowance against accumulated deferred tax assets of $4.3 million due to the uncertainties regarding
the realization of deferred tax assets primarily based on our cumulative loss position over the past three years. If we
begin to generate taxable income in a future period or if the facts and circumstances on which our estimates and
assumptions are based were to change, thereby impacting the likelihood of realizing the deferred tax assets, judgment
would have to be applied in determining the amount of valuation allowance no longer required. Reversal of all or a
part of this valuation allowance could have a significant positive impact on our net income in the period that it
becomes more likely than not that certain of our deferred tax assets will be realized.

Recently Issued Accounting Pronouncements

During fiscal year 2004, we adopted EITF 03-10, Application of Issue 02-16 by Resellers to Sales Incentives
Offered to Consumers by Manufacturers, which amends EITF 02-16. According to the amended guidance, if certain
criteria are met, consideration received by a reseller in the form of reimbursement from a vendor for honoring the
vendor s sales incentives offered directly to consumers (for example, manufacturers coupons) should not be recorded
as a reduction of the cost of the reseller s purchases from the vendor. The adoption of EITF 03-10 did not impact our
financial condition, results of operations or cash flows.

In December 2004, the FASB issued SFAS No. 123 (Revised), Share-Based Payment (SFAS No. 123 (R)), which
replaces SFAS No. 123 and supercedes Accounting Principles Board (APB) No. 25, Accounting for Stock Issued to
Employees. Under the new standard, companies will no longer be able to account for share-based compensation
transactions using the intrinsic method in accordance with APB No. 25. Instead, companies will be required to
account for such transactions using a fair-value method and recognize the expense in the consolidated statement of
income. SFAS 123(R) is effective as of the beginning of the first interim or annual reporting period that begins after
December 15, 2005. SFAS 123(R) applies to all awards granted after the required effective date, but does not apply to
awards granted in periods before the required effective date because we use the minimum value method, except if
prior awards are modified, repurchased or cancelled after the effective date. We will adopt SFAS No. 123(R) on
January 1, 2006. The impact of the adoption of SFAS 123(R) cannot be predicted at this time because it will depend
on levels of share-based payments granted in the future. However, valuation of employee stock options under SFAS
123(R) is similar to SFAS 123, with minor exceptions. For information about what our reported results of operations
would have been had we adopted SFAS 123, see the discussion in Note 2 to our unaudited consolidated financial
statements included in Part I, Item 1, Financial Statements.

In December 2004, the FASB issued SFAS 153, Exchanges of Nonmonetary Assets an amendment of APB
Opinion No. 29 (SFAS 153). The guidance in APB Opinion No. 29, Accounting for Nonmonetary Transactions, is
based on the principle that exchanges of nonmonetary assets should be measured based on the fair value of the assets
exchanged. The guidance in APB Opinion No. 29, however, included certain exceptions to that principle. SFAS 153
amends APB Opinion No. 29 to eliminate the exception for nonmonetary exchanges of similar productive assets and
replaces it with a general exception for exchanges of nonmonetary assets that do not have commercial substance. A
nonmonetary exchange has commercial substance if the future cash flows of the entity are expected to change
significantly as a result of the exchange. SFAS 153 is effective for nonmonetary asset exchanges in fiscal periods
beginning after June 15, 2005. We do not believe that the adoption of SFAS 153 will have a material impact on our
financial condition, results of operations or cash flows.

Results of Operations
Three Months Ended July 2, 2005 Compared to Three Months Ended July 3, 2004

We had net revenues of $102.5 million, operating income of $9.0 million and net income of $6.0 million in the
three months ended July 2, 2005 compared to net revenues of $96.9 million, operating income of $6.4 million and net
income of $2.3 million in the three months ended July 3, 2004.
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The $5.6 million increase in net revenues from the three months ended July 3, 2004 to the three months ended
July 2, 2005 was mostly comprised of a $6.9 million increase in non-comparable store net revenues offset by a
decrease in comparable store
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revenues of $0.4 million, or 0.5%, a decrease in direct-to-consumer channel revenues of $0.4 million, or 1.5%, and a
decrease in international revenues of $0.5 million, or 25.1%. In comparison, comparable store revenues for the three
months ended July 3, 2004 increased by $0.3 million, or 0.7%. We believe the decrease in comparable store net
revenues from the three months ended July 3, 2004 to the three months ended July 2, 2005 was due to increased
competition in select markets, offset by a 1.0% increase in the number of golf rounds played in the U.S. during the
three months ended June 30, 2005 as compared to the same period in 2004, as reported by Golf Datatech.
Non-comparable store net revenues primarily include revenues from eight stores in operation that were opened
subsequent to July 3, 2004 and three stores that became comparable during the quarter but which contributed

$1.0 million in non-comparable store net revenues during the quarter. The decrease in direct-to-consumer channel
revenues was primarily due to planned reductions in catalog circulation intended to improve direct-to-consumer
channel profitability. The decrease in international net revenues was primarily due to the sale of the rights to a
trademark in fiscal 2004. Sales of products using this trademark contributed approximately one-third of international
net revenues during the three months ended July 3, 2004 but did not contribute any international net revenues during
the three months ended July 2, 2005.

For the three months ended July 2, 2005, gross profit was $37.8 million, or 36.9% of net revenues, compared to
$33.4 million, or 34.4% of net revenues, for the three months ended July 3, 2004. Increased net revenues for the three
months ended July 2, 2005 compared to the three months ended July 3, 2004 led to higher gross profit for the three
months ended July 2, 2005. The increase in gross margin percentage was primarily due to increases in vendor
allowances, which resulted in higher margins, and to us realizing economies of scale due to continued retail store
growth, which has allowed us to purchase products in higher volumes with more favorable pricing.

Selling, general and administrative expenses increased $1.1 million to $28.0 million for the three months ended
July 2, 2005 from $26.9 million for the three months ended July 3, 2004. Increased selling, general and administrative
expenses for the three months ended July 2, 2005 compared to the three months ended July 3, 2004 resulted from an
increase in expenses of $2.6 million related to general operations for non-comparable retail stores, offset by a decrease
of $1.3 million related to general operations for existing retail stores and a decrease of $0.2 million related to general
operations for corporate and international expenses.

Store pre-opening costs include costs associated with hiring and training personnel, supplies and occupancy and
miscellaneous costs related to new store openings and are expensed as incurred. During the three months ended July 2,
2005, we incurred $0.9 million in store pre-opening expenses related to the opening of three new retail locations and
the opening of two new retail locations during the third fiscal quarter of 2005. During the three months ended July 3,
2004, we incurred $0.1 million in store pre-opening expenses related to residual costs from the opening of four new
retail locations during the first quarter of fiscal 2004.

Interest expense consists of costs related to Golfsmith s 8.375% senior secured notes and our senior credit facility
with a financial institution. Interest expense was $2.9 million and $2.8 million for the three months ended July 2, 2005
and July 3, 2004, respectively. For further discussion, see ~ Liquidity and Capital Resources Senior Secured Notes and

Liquidity and Capital Resources Credit Facility below.

We record income taxes, consisting of federal, state and foreign taxes, based on the effective rate expected for the
fiscal year. Actual results may differ from these estimates. We did not record federal income tax expense for the three
months ended July 2, 2005 due to a full valuation allowance being recorded. Income tax expense of $0.1 million
during the three months ended July 2, 2005 represents foreign income tax expense. Income tax expense was
$1.3 million, or 37.3% of pre-tax net income, for the three months ended July 3, 2004.

Six Months Ended July 2, 2005 Compared to Six Months Ended July 3, 2004

We had net revenues of $166.5 million, operating income of $9.8 million and net income of $4.0 million in the six
months ended July 2, 2005 compared to net revenues of $162.7 million, operating income of $8.9 million and net
income of $2.1 million in the six months ended July 3, 2004.

The $3.8 million increase in net revenues from the six months ended July 3, 2004 to the six months ended July 2,
2005 was mostly comprised of a $11.1 million increase in non-comparable store revenues offset by a decrease in
comparable store revenues of $3.6 million, or 3.4%, a decrease in direct-to-consumer channel revenues of
$2.6 million, or 5.4%, and a decrease in international revenues of $1.1 million, or 28.2%. In comparison, comparable
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store revenues for the six months ended July 3, 2004 increased by $6.4 million, or 8.7%. We believe the decrease in
comparable store net revenues from the six months ended July 3, 2004 to the six months ended July 2, 2005 was due
to increased competition in select markets and was influenced by the 1.3% decrease in the number of golf rounds
played in the U.S. during the six months ended June 30, 2005 as compared to the same period in 2004, as reported by
Golf Datatech. Non-comparable store net revenues primarily include revenues from eight stores in operation that were
opened subsequent to July 3, 2004 and five stores that became comparable during the six months ended July 2,
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2005, but which contributed $4.2 million in non-comparable store net revenues during the six months ended July 2,
2005. The decrease in direct-to-consumer channel revenues was primarily due to planned reductions in catalog
circulation intended to improve direct-to-consumer channel profitability. The decrease in international net revenues
was primarily due to the sale of the rights to a trademark in fiscal 2004. Sales of products using this trademark
contributed approximately one-third of international net revenues during the six months ended July 3, 2004 but did not
contribute any international net revenues during the six months ended July 2, 2005.

For the six months ended July 2, 2005, gross profit was $60.6 million, or 36.4% of net revenues, compared to
$56.3 million, or 34.6% of net revenues, for the six months ended July 3, 2004. Increased net revenues for the six
months ended July 2, 2005 compared to the six months ended July 3, 2004 led to higher gross profit for the six months
ended July 2, 2005. The increase in gross margin percentage was primarily due to increases in vendor allowances,
which resulted in higher margins, and to us realizing economies of scale due to continued retail store growth, which
has allowed us to purchase products in higher volumes with more favorable pricing.

Selling, general and administrative expenses increased $2.3 million to $49.4 million for the six months ended
July 2, 2005 from $47.1 million for the six months ended July 3, 2004. Increased selling, general and administrative
expenses for the six months ended July 2, 2005 compared to the six months ended July 3, 2004 resulted from an
increase in expenses of $4.7 million related to general operations for non-comparable retail stores and an increase of
$0.2 million related to general operations for corporate and international expenses, offset by a decrease of $2.6 million
related to general operations for existing retail stores.

Store pre-opening costs include costs associated with hiring and training personnel, supplies and occupancy and
miscellaneous costs related to new store openings and are expensed as incurred. During the six months ended July 2,
2005, we incurred $1.4 million in store pre-opening expenses related to the opening of four new retail locations and
the opening of two new retail locations during the third fiscal quarter of 2005. During the six months ended July 3,
2004, we incurred $0.4 million in store pre-opening expenses related to the opening of four new retail locations.

Interest expense consists of costs related to Golfsmith s 8.375% senior secured notes and our senior credit facility
with a financial institution. Interest expense was $5.8 million and $5.6 million for the six months ended July 2, 2005
and July 3, 2004, respectively. For further discussion, see  Liquidity and Capital Resources Senior Secured Notes and

Liquidity and Capital Resources Credit Facility below.

We record income taxes, consisting of federal, state and foreign taxes, based on the effective rate expected for the
fiscal year. Actual results may differ from these estimates. We did not record federal income tax expense for the six
months ended July 2, 2005 due to a full valuation allowance being recorded. Income tax expense of $0.1 million
during the six months ended July 2, 2005 represents foreign income tax expense. Income tax expense was
$1.2 million, or 37.2% of pre-tax net income, for the six months ended July 3, 2004.

Liquidity and Capital Resources
Cash Flows

As of July 2, 2005, we had $5.8 million in cash and cash equivalents, working capital of $23.0 million and
outstanding debt obligations of $81.8 million. We had $11.3 million in borrowing availability under our credit facility
as of July 2, 2005, after giving effect to required reserves of $500,000.

Operating activities

Net cash used in operating activities was $2.7 million for the six months ended July 2, 2005, compared to net cash
provided by operating activities of $7.9 million for the six months ended July 3, 2004.

The increase in net cash used in operating activities of $10.6 million from the six months ended July 3, 2004 to the
six months ended July 2, 2005 was principally due to an increase in cash outflow of $17.2 million for the purchase of
inventory, offset by a decrease in cash outflow of $4.5 million for payments of accounts payable and an increase in
our net income of $1.9 million. The increase in cash used in operating activities of $17.2 million related to inventory
was primarily the result of an increase in the number of retail superstores, from 42 stores as of July 3, 2004 to 49
stores as of July 2, 2005, and the related increase in inventory stock. Additionally, strategic initiatives to optimize
inventory levels in our retail locations combined with additive inventory for tennis product and apparel increased
inventory levels and the cash requirements t