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PART I -- FINANCIAL INFORMATION

Item 1. Financial Statements

GOTTSCHALKS INC. AND SUBSIDIARY

CONDENSED CONSOLIDATED BALANCE SHEETS (UNAUDITED - Note 1)

(In thousands of dollars)

ASSETS
CURRENT ASSETS:

Receivables, Nel ...ttt ittt enneeeneeeens
Merchandise inventories..........ouiuiiiiineennnn.

August 2, February 1, August 3,
2003 2003 2002

5,982 6,215 $ 2,554

- - 13,766

5,806 10,641 10,094

178,092 164,615 181,842

13,242 12,614 21,828
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Total current assetsS.......ccviiieennennn. 203,122 194,085 230,084
PROPERTY AND EQUIPMENT — NET......ituiiteieeeneennn. 134,531 139,888 149,497
GOODWILL — NET . ittt ittt ittt ettt e et et e e eeeeeennn 7,501 7,501 7,635
OTHER INTANGIBLES — NET .. ..ttt ittt titneeneeeneenns 677 658 8,684
OTHER LONG-TERM ASSETS. . ittt ittnttntnnennenneenenns 5,511 6,597 7,550
S 351,342 348,729 403,450
LIABILITIES AND STOCKHOLDERS' EQUITY
CURRENT LIABILITIES:
Trade accounts payable and
other current liabilities...........iuuuuuiunenn.. S 72,812 80,602 86,904
Revolving line of credit........ ... 16,439 28,845 21,660
Current portion of long-term obligations......... 4,340 4,689 4,441
Total current liabilities.................... 93,591 114,136 113,005
LONG-TERM OBLIGATIONS (less current portion):
Revolving line of credit........ ... 60,000 30,000 75,000
Notes and mortgage loans payable................. 36,527 37,454 38,066
Capitalized lease obligations............cvivin.. 6,541 7,643 7,986
103,068 75,097 121,052
DEFERRED INCOME TAXES AND OTHER LIABILITIES........ 30,105 31,183 34,145
SUBORDINATED NOTE PAYABLE TO AFFILIATE............. 22,160 21,989 21,817
COMMITMENTS AND CONTINGENCIES
STOCKHOLDERS " EQUITY . it ittt ittt et e et e et eeeeeeeeennn 102,418 106,324 113,431
$ 351,342 348,729 403,450

See notes to condensed consolidated financial statements.

GOTTSCHALKS INC. AND SUBSIDIARY

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS (UNAUDITED - Note 1)

(In thousands of dollars, except per share data)

Thirteen Weeks Ended

Twenty Six Weeks Ended

August 2, August 3, August 2, August 3,

2003 2002 2003 2002
Net SAleS . ittt ittt et e e e e e et et e $ 151,972 155,868 $ 292,591 305,428
Net Credif FevVeNUES. . u vttt it ttteeeeeeeeeeennns 588 1,891 2,063 4,361
Net leased department sales.......iiiiiiieeeennn 727 759 1,481 1,522
TOtaAl FeVENUES . « vttt ittt et eeeeeennnnnnnn 153,287 158,518 296,135 311,311

4



Costs and expenses:
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COST O SAlES .t i ittt ittt et e et e e e e e 97,749 101,069 190,877 199,560
Selling, general and administrative expenses.... 49,095 53,279 98,609 105,203
Depreciation and amortization................... 3,342 3,544 6,710 6,902
Store closure costs — net......... i 304 - 450 -
Gain on sale of stores........ciiiiiiiiiiiin. - (326) - (326)
Total costs and EXPensSeS......uuuweeeennnnennn 150,490 157,566 296,646 311,339
Operating income (lOSS) cvviiiii it iininnennennnn. 2,797 952 (511) (28)
Other (income) expense:
INtEerest EXPENSE . v i vttt ittt et ettt eteeenaeeenns 3,381 4,469 6,782 8,217
Miscellaneous income — Net......ieiweeinenenennnn (624) (53) (1,055) (434)
2,757 4,416 5,727 7,783
Income (loss) before income tax expense (benefit). 40 (3,464) (6,238) (7,811
Income tax expense (benefit).................. ... 15 (1,334) (2,277) (3,007)
Net 1ncome (LOSS) v vv it i it m it st e ittt eenennennan $ 25 $ (2,130) s (3,961) (4,804)
Net income (loss) per common share -
basic and diluted. ..... ittt et S 0.00 s (0.17) $ (0.31) (0.38

See notes to condensed consolidated financial statements.

GOTTSCHALKS INC. AND SUBSIDIARY
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (UNAUDITED - Note 1)

(In thousands of dollars)

OPERATING ACTIVITIES:

Adjustments:

Depreciation and amortization

Provision for credit losses
Net gain on sale of assets

Twenty-Six Weeks Ended

Other adjustments,

Changes in operating assets and liabilities:

Receivables
Merchandise

Inventories. .ottt e e

Other current and long-term assetsS......oieeeieeeeeeennn
Trade accounts payable. ...ttt ittt eeeeennn
Other current and long-term liabilities................

August 2, August 3,
2003 2002
(3,961) (4,804)

6,710 6,902
- 385

- (326)
(999) (854)
3,530 1,367
(12,806) (16,588)
21 (1,680)
(451) 19,744
137 (11,416)
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Net cash used in operating activities............... (7,819) (7,270)

INVESTING ACTIVITIES:
Available-for-sale securities (securitized receivables):

Y = o Bl ol == —— (161,524)
BBl o = = = - 173,980
Capital expendifUresS . vttt ittt ittt ettt e eeaeeennn (2,120) (3,947)
Proceeds from sale O0f SLOreS. ...ttt ittt ettt ieeeeennn —— 1,010
L 5o T o 253 108
Net cash provided by (used in) investing activities. (1,867) 9,627

FINANCING ACTIVITIES:

Net proceeds under revolving line of credit.................. 17,593 752
Net repayments under 2000-1 Series certificate............... —— (7,000)
Proceeds from long-term obligations............iiiiiiinennn. -= 19,700
Principal payments on long-term obligations.................. (2,207) (12,728)
Changes in cash management liability and other............... (5,933) (3,268)
Net cash provided by (used in) financing activities.. 9,453 (2,544)

DECREASE IN CASH. ittt ittt ettt ittt ettt ettt ettt ettt (233) (187)
CASH AT BEGINNING OF PERIOD. ...ttt it ittt ittt tnneeneeeneenneenns 6,215 2,741
CASH AT END OF PERIOD . i ittt ittt ittt ittt tnnteeeeeeeeeeennnnnnnes $ 5,982 § 2,554

See notes to condensed consolidated financial statements.

GOTTSCHALKS INC. AND SUBSIDIARY

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

Thirteen and Twenty-Six Weeks Ended August 2, 2003 and August 3, 2002

1. NATURE OF OPERATIONS AND BASIS OF PRESENTATION

Gottschalks Inc. and subsidiary (the "Company") is a regional department store chain based in Fresno, California. As
of the end of the second quarter of fiscal 2003, the Company operated 64 full-line Gottschalks department stores
located in six Western states, with 39 stores in California, 13 in Washington, 6 in Alaska, 2 in Oregon, 2 in Idaho and
2 in Nevada. The Company also operates eleven specialty stores, which carry a limited selection of merchandise. The
Company's department stores typically offer a wide range of better to moderate brand-name and private-label
merchandise for the entire family, including men's, women's, junior's and children's apparel; cosmetics, shoes, fine
jewelry and accessories; and home furnishings, including china, housewares, domestics, small electric appliances and
furniture (in selected locations). The majority of the Company's department stores range from 40,000 to 150,000 in
gross square feet, and are generally anchor tenants of regional shopping malls or strategically located strip centers.
The Company operates in one reportable operating segment.
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The accompanying unaudited condensed consolidated financial statements include the accounts of Gottschalks Inc.
and its wholly-owned subsidiary, Gottschalks Credit Receivables Corporation ("GCRC") (see Note 3). Such financial
statements have been prepared in accordance with accounting principles generally accepted in the United States of
America for interim financial information and the instructions to Form 10-Q and Article 10 of Regulation S-X.
Accordingly, they do not include all of the information and footnotes required by generally accepted accounting
principles for complete financial statements. In the opinion of management, all adjustments (consisting primarily of
normal recurring accruals) considered necessary for a fair presentation have been included. Operating results for the
twenty-six week period ended August 2, 2003 are not necessarily indicative of the results that may be expected for the
year ending January 31, 2004 ("fiscal 2003") due to the seasonal nature of the Company's business. These financial
statements should be read in conjunction with the Company's Annual Report on Form 10-K for the year ended
February 1, 2003 (the "2002 Annual Report on Form 10-K"). The condensed consolidated balance sheet at February 1,
2003 has been derived from the audited consolidated financial statements as of that date.

Certain prior year amounts have been reclassified to conform to the current year presentation.
2. RECENTLY ISSUED ACCOUNTING PRONOUNCEMENTS

In December 2002, the Financial Accounting Standards Board ("FASB") issued Statement of Financial Accounting
Standards ("SFAS") No. 148, "Accounting for Stock-Based Compensation - Transition and Disclosure.”" SFAS No.
148 amends SFAS No. 123, "Accounting for Stock-Based Compensation,” to provide alternative methods of transition
for a voluntary change to the fair value based method of accounting for stock-based employee compensation. In
addition, SFAS No. 148 requires expanded and more prominent disclosure in both annual and interim financial
statements about the methods of accounting for stock-based employee compensation and the effect of the method on
reported results.

The Company has not adopted a method under SFAS No. 148 to expense stock options but rather continues to apply
the recognition and measurement provisions of Accounting Principles Board ("APB") Opinion No. 25, "Accounting
for Stock Issued to Employees," and related interpretations in accounting for its stock-based employee compensation
plans. No stock-based employee compensation expense is reflected in the first half of fiscal 2003 or 2002 results of
operations as all options granted under those plans had an exercise price equal to the market value of the underlying
common stock at the date of grant. The following table illustrates the pro-forma effect on net loss and net loss per
share assuming the fair value recognition provisions of SFAS No. 123 would have been adopted for options granted
since fiscal 1995.

Thirteen Weeks
Ended

August 2, August 3, August 2

(In thousands of dollars, except per share data) 2003 2002 2003
Net income (1loSs) as reported. .. ...ttt eeneeeeeeeeeeennns S 25 $ (2,130) S (3,961)
Deduct: Total stock-based compensation expense

determined under fair value based method for

all awards, net of related tax effects...... ... (50) (88) (104)
Pro fOrmMa NEE 108 S vt ittt ittt ettt ettt ettt ettt ettt e S (25) S (2,218) S (4,065)
Net income (loss) per share (basic and diluted):

ST =Y o Yo X X =Y S 0.00 $ (0.17) $ (0.31)

e s e X 11 S 0.00 $ (0.17) S (0.32
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During 2002, the Emerging Issues Task Force reached a consensus on Issue No. 02-16, "Accounting by a Customer
(Including a Reseller) for Certain Consideration Received from a Vendor." Under the new guidance, if the
consideration received represents a payment for assets delivered to the vendor, it should be classified as revenue. If the
consideration is a reimbursement of a specific, incremental, identifiable cost incurred in selling the vendor's product,
the cost should be characterized as a reduction of that incurred cost. Generally, all other cash consideration received
from a vendor should be classified as a reduction of cost of sales. As required, the Company adopted this guidance in
the first quarter of 2003 and its adoption has had no material impact on the Company's sales, results of operations or
financial position.

3. SALE OF RECEIVABLES AND RECEIVABLES
Sale of Receivables

On January 31, 2003, pursuant to the terms of a Purchase and Sale Agreement between the Company and Household
Bank SB (N.A.) ("Household"), the Company sold substantially all of its private label credit card accounts and the
related accounts receivable to Household. In connection with the sale, on January 31, 2003 the Company entered into
two additional agreements with Household: an Interim Servicing Agreement (the "ISA") and a Credit Card Program
Agreement (the "CCA"). Under the terms of the ISA, the Company continued to service the credit card receivables
until Household assumed the servicing on May 14, 2003, as planned. Household compensated the Company for
providing the services during the interim servicing period. Net credit revenues for the thirteen and twenty-six weeks
ended August 2, 2003 includes $60,000 and $1,088,000, respectively, representing the excess of interim servicing
compensation over the direct servicing costs.

The CCA sets forth the terms and conditions under which Household will issue credit cards to the Company's
customers and pay the Company for sales made on the cards. Under the terms of the CCA, the Company is required to
perform certain duties, including the duties to process new account applications and receive in-store customer
payments on behalf of Household and remit such payments to Household. The CCA has a term of five (5) years and is
cancelable earlier by either party under certain circumstances. The CCA further provides the Company will be paid a
percentage of Net Cardholder Charges and a percentage of Other Revenue (each as defined in the CCA). Net credit
revenues for the thirteen and twenty-six weeks ended August 2, 2003 includes $508,000 and $1,105,000, respectively,
of revenues received under the CCA.

Receivables Securitization Program

Prior to the termination of its receivables securitization program on January 31, 2003, the Company conveyed all of its
accounts receivable arising under its private label customer credit cards on a daily basis to its wholly-owned
subsidiary, GCRC, which simultaneously conveyed to Gottschalks Credit Card Master Trust ("GCC Trust") those
receivables that met certain eligibility requirements of the securitization program. Receivables so conveyed to GCC
Trust were used as collateral for securities issued by GCC Trust to investors. GCC Trust was a qualified special
purpose entity under SFAS No. 140 and was not consolidated in the Company's financial statements. The transfers of
receivables under the program were accounted for as sales for financial reporting purposes under SFAS No. 140, and
as such, the transferred receivables were removed from the Company's balance sheet at the time of the transfer.
Securities issued under the program were issued by GCC Trust, and certain of the securities issued by GCC Trust
represented GCRC's retained interest in the receivables sold (the "GCRC Certificates"). GCRC also retained interests
in receivables that were ineligible for transfer to GCC Trust. The GCRC Certificates and these interests in ineligible
receivables were pledged as collateral under the Company's senior revolving credit facility (see Note 6) and a note
payable. Under the securitization program, monthly cash flows generated by the Company's credit card portfolio,
consisting of principal and interest collections, were first used to pay certain costs of the program, which included the
payment of principal (when required) and interest to the investors and to GCRC, and monthly servicing fees to the
Company. Excess cash flows generated from the portfolio were then available to fund additional purchases of newly
generated receivables, ultimately serving as a source of working capital financing for the Company.
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On March 1, 1999, GCC Trust issued a $53.0 million principal amount 7.66% Fixed Base Class A-1 Credit Card
Certificate (the "1999-1 Series Certificate") to a single investor through a private placement. Interest on the 1999-1
Series Certificate was earned by the certificate holder on a monthly basis at a fixed interest rate of 7.66% per annum.

On November 16, 2000, GCC Trust issued a Variable Base Class A-1 Credit Card Certificate (the "2000-1 Series
Certificate") in an aggregate principal amount of up to $24 million. Upon the expiration of the commitment period for
the original 2000-1 Series Certificate, GCC Trust issued two new 2000-1 Series Certificates on November 15, 2001 in
an aggregate principal amount of up to $20.0 million. The Company borrowed against the 2000-1 Series Certificates
on a revolving basis, similar to a revolving line of credit arrangement, and such borrowings bore interest at variable
rates equal to the one-month LIBOR rate plus 2.75%, with a minimum rate of 5.0% per annum. Borrowings against
the Series 2000-1 Certificates were limited to a specified percentage of the outstanding balance of receivables
underlying the certificates, and therefore varied depending on seasonal fluctuations in the underlying receivables.

All such securities were prepaid in full on January 31, 2003 in connection with the termination of the securitization
program and the sale to Household of the credit card accounts and accounts receivable.

4. MERCHANDISE INVENTORIES

Inventories, which consist of merchandise held for resale, are valued by the retail method and are stated at last-in,
first-out (LIFO) cost, which is not in excess of market value. The Company includes in inventory the capitalization of
certain indirect costs related to the purchasing, handling and storage of merchandise. Current cost, which
approximates replacement cost, under the first-in, first-out (FIFO) method was equal to the LIFO value of inventories
at February 1, 2003. A valuation of inventory under the LIFO method is presently made only at the end of each year
based on actual inventory levels and costs at that time. Since these factors are subject to variability beyond the control
of management, interim results of operations are subject to the final year-end LIFO inventory valuation adjustment.
Management does not currently anticipate that its year-end LIFO adjustment will materially affect the Company's
fiscal 2003 operating results.

5. TRADE ACCOUNTS PAYABLE AND OTHER CURRENT LIABILTIIES

Trade accounts payable and other current liabilities consist of the following:

August 2, February 1, August 3,

(In thousands of dollars) 2003 2003 2002
Trade accounts payable................. S 29,109 S 22,648 $ 43,199
ACCruUued EXPENSES . v v v e e et ennneeeeeennnns 18,671 23,010 18,228
Cash management liability.............. 9,183 15,005 10,518
Accrued payroll and related

liabilities.. oottt 7,320 7,179 6,603
Taxes, other than income taxes......... 7,888 12,115 6,299
Federal and state income taxes

pavable. .. .. e e e e e 12 16 2,057
Deferred income taxes payable.......... 629 629

S 72,812 S 80,602 S 86,904
6. DEBT

Senior Revolving Credit Facility
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The Company has a three-year senior revolving credit facility with General Electric Capital Corporation ("GE
Capital") as agent and lender, and three other lenders. The facility (the "GE facility") was finalized on February 1,
2002 and has been amended from time to time thereafter. The GE facility provides up to $165.0 million of working
capital financing through January 31, 2005, with $159.0 million provided under a Tranche A revolving credit facility
(including a $20.0 million letter of credit sub-facility) and the remaining $6.0 million provided through a fully funded
Tranche B facility. Borrowings under the facilities are limited to the lesser of specified percentages of (i) the cost of
eligible inventory and (ii) the net recovery value of the inventory, as determined by a monthly valuation performed by
an independent appraiser. Such borrowings are further limited by a requirement to maintain a minimum of $10.0
million of excess availability at all times, and other reserves that are in effect. As of August 2, 2003, outstanding
borrowings under the facility totaled $76.4 million and excess borrowing availability under the facility, after the
deduction of the minimum availability requirement and other reserves, totaled $20.3 million. Outstanding borrowings
under the facility that are not expected to be repaid within one year of the respective balance sheet dates, totaling
$60.0 million at August 2, 2003, $30.0 million at February 1, 2003 and $75.0 million at August 3, 2002, are classified
as long-term in the accompanying financial statements. Substantially all of the Company's assets, including its
merchandise inventories, are pledged to GE Capital under this facility.

Interest charged for amounts borrowed under the Tranche A revolving facility is currently at the prime rate plus 0.50%
per annum, or at the Company's option, at the applicable LIBOR interest rate plus 2.75% per annum. In addition, the
Company pays an unused commitment fee equal to 0.375% per annum on the average unused daily balance of the
Tranche A facility. Amounts borrowed under the Tranche B facility bear interest at prime plus 10.0%, or at the
Company's option, at LIBOR plus 12.0%. Beginning in fiscal 2003, the interest rate applicable to the Tranche A
facility may be adjusted upwards or downwards on a quarterly basis based on a pricing matrix which is tied to the
Company's Leverage Ratio (as defined in the agreement). Under the pricing matrix, the applicable interest rate can
range from a rate as low as prime or LIBOR plus 2.25%, to as high as prime plus 0.75%, or LIBOR plus 3.00%.

The GE facility contains restrictive financial and operating covenants, including the requirement to maintain a
minimum twelve-month trailing EBITDA and a minimum accounts payable to inventory ratio. Management believes
the Company was in compliance with all financial covenants applicable to the GE facility as of August 2, 2003.

Long-Term Financings

The Company's long-term debt and capital lease obligations consist of the following:

August 2, February 1, August 3,

(In thousands) 2003 2003 2002
Revolving line of credit............... S 60,000 30,000 75,000
9.39% mortgage loans payable, due 2010. 17,724 17,926 18,118
12.0% note payable, due 2005........... 13,720 14,200 14,680
Capital lease obligations.............. 9,127 10,613 10,792
Variable rate note payable, due 2005... 3,700 3,700 3,700
Other mortgage loans and notes payable. 3,137 3,347 3,203
107,408 79,786 125,493
Less current portion................... 4,340 4,689 4,441
S 103,068 $ 75,097 S 121,052

Substantially all of the Company's assets, including its merchandise inventories, are pledged as collateral under the
Company's various debt agreements. Certain of the Company's long-term debt agreements contain financial and other
restrictive covenants, as well as cross-default provisions. Accordingly, the failure to comply with these covenants, if

10
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not waived, would cause a cross-default under the majority of the Company's debt agreements. Management believes
the Company was in compliance with all such covenants as of August 2, 2003.

Subordinated Note Payable to Affiliate

The Company has a $22.2 million subordinated note payable to Harris, an affiliated company. The subordinated note,
which was discounted to an effective interest rate of 10% at issuance, bears interest at a fixed rate of 8% which
interest is payable semi-annually. The note was originally scheduled to mature August 20, 2003. Because the GE
facility prohibits payment of principal on the note, the note was automatically extended under its terms to mature
August 20, 2006.

7. STORE CLOSINGS

In fiscal 2001 the Company closed six of the 34 stores acquired from Lamonts Apparel, Inc. ("Lamonts") in July 2000.
In June and December 2002, the Company developed plans for the closure of another eight of the acquired stores.
These stores were determined to be either underperforming or inconsistent with the Company's long-term operating
strategy. Two of the latter eight stores were closed in each of June 2002, January 2003 and February 2003 and one
store was closed in each of March and June, 2003. In May, 2003, the Company developed plans for the closure of
another store and closed that store in July, 2003. The Company is currently operating 19 of the original 34 stores
acquired from Lamonts. However, certain of those stores have continued to perform below expectations.

In the event the Company is unable to improve the operating performance of the remaining underperforming stores,
the Company may consider the sale, sublease or closure of those stores in the future. In the past, the Company has
successfully improved the operating results and cash flows of certain other underperforming stores through a variety
of strategies, including revising the merchandise mix, changing store management, revising marketing strategies,
renegotiating lease agreements and reducing operating costs. However, there can be no assurance that these strategies
will improve the operating results and cash flows of those remaining underperforming stores, or that the Company
will be able to sell, sublease or close those stores in the event their performance does not improve. In addition, the
Company may incur certain costs and expenses in connection with the sale or closure of those locations that may not
be fully offset by sale proceeds, sublease income or favorable lease terminations.

As of August 2, 2003, the Company had a reserve for store closure costs totaling $456,000, which consisted primarily
of estimated future lease obligations for two of the store locations closed in fiscal 2001 and the five locations closed in
fiscal 2003. In the event the Company is not successful in selling or subleasing the two locations closed in fiscal 2001
as soon as management expects, additional reserves for store closure costs may be recorded. In addition, in the event
the Company decides to close additional store locations in fiscal 2003 or beyond, additional reserves for store closure
costs may be incurred.

8. WEIGHTED AVERAGE NUMBER OF SHARES

Options with an exercise price greater than the average market price of the Company's common stock during the
period, or outstanding in a period in which the Company reports a net loss, are excluded from the computation of the
weighted average number of shares on a diluted basis, as such options are anti-dilutive.

9. COMMITMENTS AND CONTINGENCIES
The Company is party to legal proceedings and claims which arise during the ordinary course of business. In the

opinion of management, the ultimate outcome of such litigation and claims are not expected to have a material adverse
effect on the Company's financial position or results of its operations.

11
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The Company presently has no commitments to open new stores in fiscal 2003. As of August 2, 2003, the Company
had issued a total of $9.8 million of standby letters of credit and documentary letters of credit totaling $5.9 million.
Management believes that the likelihood of any draws under the standby letters of credit is remote. Documentary
letters of credit are issued in the ordinary course of business to facilitate the purchase of merchandise from overseas
suppliers. The suppliers draw against the documentary letters of credit upon delivery of the merchandise.

Item 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

Following is management's discussion and analysis of significant factors which have affected the Company's financial
position and its results of operations for the periods presented in the accompanying condensed consolidated financial
statements. The Company's operating results, like those of most retailers, are subject to seasonal influences, with the
major portion of sales, gross margin and operating results realized during the fourth quarter of each fiscal year. These
factors may result in performance for the thirteen and twenty-six week periods ended August 2, 2003 (hereinafter
referred to as the "second quarter" and "first half" of fiscal 2003, respectively), which is not necessarily indicative of
performance for the remainder of the year.

Critical Accounting Policies

The Company's financial statements are based on the application of significant accounting policies, many of which
require management to make significant estimates and assumptions. Some of these significant accounting policies
involve a higher degree of judgment or complexity than its other accounting policies. The Company evaluates its
estimates on an ongoing basis, including those related to its revenue recognition policy, receivables under its
securitization program, the carrying value of its merchandise inventories, the adequacy of its store closure reserves,
and the valuation of its long-lived assets, including goodwill, and its deferred tax assets. The impact and associated
risks related to these policies on the Company's business operations are described more fully in the Company's 2002
Annual Report on Form 10-K.

Results of Operations

The following table sets forth the Company's Consolidated Statements of Operations as a percent of net
sales:

Second Quarter First Hal
2003 2002 2003
Net SaleS . ittt et e e e e e e e 100.0 % 100.0 % 100.0 %
Net credit revenNUEeS. .. ...ttt ittt eeeeeneenns 0.4 1.2 0.7
Net leased department sales.........ceueiueeeeennn 0.4 0.5 0.5
Total FEVENUES . i i ittt ittt et ettt eeeeeeeeeenns 100.8 101.7 101.2
Costs and expenses:
CosSt Of SAleS . i ittt ettt et e e et et e 64.3 64.8 65.2
Selling, general and administrative expenses.... 32.3 34.2 33.7
Depreciation and amortization................... 2.2 2.3 2.3
Store closure costs — net........iiiiiiiin.. 0.2 0.2
Gain on sale of stores....... ittt (0.2)
Total CcoOSts and EXPEeNSEeS . . vttt eneeneenns 99.0 101.1 101.4
Operating income (lOSS) « v v v vttt ineeeeeeeenneeeennn 1.8 0.6 (0.2)
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Other (income) expense:

Interest EXPENSE . v i ittt ittt ettt eaneeeeens 2.2 2.9 2.3
Miscellaneous income — net.............co.viu... (0.4) (0.3)
T 2. 2.0

Income (loss) before income tax expense (benefit). 0.0 (2.3) (2.2)
Income tax expense (benefit).......... ... ... 0.0 (0.9) (0.8)
Net AnCOME (1085)1rrrvrrreannenin e ee e 0.0%  (1.O)%  (L.4)%

Second Quarter of Fiscal 2003 Compared to Second Quarter of Fiscal 2002
Net Sales

Net sales decreased by approximately $3.9 million to $152.0 million in the second quarter of fiscal 2003 as compared
to $155.9 million in the second quarter of fiscal 2002, a decrease of 2.5%. This decrease is primarily due to store
closures. Comparable store sales for the second quarter of fiscal 2003, which includes sales for stores open for the full
period in both years, increased by 0.4% as compared to the second quarter of fiscal 2002.

The Company operated 64 department stores and 11 specialty stores as of the end of the second quarter of fiscal 2003,
as compared to 71 department stores and 13 specialty stores as of the end of the second quarter of fiscal 2002. While
no additional stores have been identified for closure, management may consider the closure of additional stores if
closure is determined to be financially advantageous to the Company.

Net Credit Revenues

As described more fully in Note 3 to the accompanying financial statements and in the Company's Annual Report on
Form 10-K, in January 2003, pursuant to the terms of a Purchase and Sale Agreement between the Company and
Household Bank SB (N.A.) ("Household"), the Company sold its private label credit card accounts and accounts
receivable to Household. In connection with the sale the Company entered into two additional agreements with
Household: an Interim Servicing Agreement (the "ISA") and a Credit Card Program Agreement (the "CCA"). Under
the terms of the ISA, the Company continued to service the credit card receivables until Household assumed their
servicing on May 14, 2003, as planned. Household compensated the Company for providing the services during the
interim servicing period. The CCA provides the Company will be paid a percentage of Net Cardholder Charges and a
percentage of Other Revenue (each as defined in the CCA). All amounts received under the CCA, including
amortization of prepaid program revenue, are reflected in the table below as service charge revenues. In connection
with the sale the Company also terminated its receivables securitization program.

Net credit revenues related to the Company's proprietary credit cards decreased by approximately $1.3 million, or
68.9%, in the second quarter of fiscal 2003 as compared to the second quarter of fiscal 2002. As a percent of net sales,
net credit revenues was 0.4% in the second quarter of fiscal 2003 as compared to 1.2% in the second quarter of fiscal
2002. Net credit revenues consist of the following:

Second Quarter

(In thousands of dollars) 2003 2002

13



Edgar Filing: GOTTSCHALKS INC - Form 10-Q

SEerviCe Charge TeVENUES . i v ittt it eeeeeeeneeeeeeeeeeneanneeeeeens $ 508 $ 4,281
Interim servicing compensation — net.......... i 60
Amortization of interest — only strip........c.c.ciiiiiiiiiiiii... (47)
Interest expense on securitized receivables ........... .00, (1,211)
Charge-offs on receivables sold and provision for
credit losses on receivables ineligible for sale ............. 67 (1,149)
Loss on sale of receivables. . vt ittt ittt et e e e e e (30)
$ 588 S 1,891

The interim servicing compensation amount represents servicing fees under the ISA attributable to general corporate
activities that were not offset by direct costs of servicing the portfolio during the interim period. These revenues
ceased at the end of the interim servicing period on May 14, 2003.

In connection with the sale of the receivables, on January 31, 2003 the Company recorded a $313,000 interest-only
strip that was being amortized over the estimated life of the underlying assets sold (approximately five months). The
interest-only strip represented the portion of the initial revenues under the CCA that was considered a residual interest
in the assets sold. As of August 2, 2003, the interest-only strip has been fully amortized.

Net .eased Department Revenues

Net rental income generated by the Company's various leased departments in the second quarter of fiscal 2003 was
virtually equal to the second quarter of fiscal 2002.

Leased department sales are presented net of the related costs for financial reporting purposes. Sales generated in the
Company's leased departments in the second quarter of fiscal 2003 consisted primarily of sales in the fine jewelry
departments and the beauty salons. Such leased department sales decreased by approximately $0.2 million, or 4.2%, to
$5.1 million in the second quarter of fiscal 2003 as compared to $5.3 million in the second quarter of fiscal 2002.

Cost of Sales

Cost of sales, which includes costs associated with the buying, handling and distribution of merchandise, decreased by
approximately $3.4 million to $97.7 million in the second quarter of fiscal 2003 as compared to $101.1 million in the
second quarter of fiscal 2002, a decrease of 3.3%. The dollar decrease is consistent with the decrease in sales volume.
The Company's gross margin percentage increased to 35.7% in the second quarter of fiscal 2003 as compared to
35.2% in the second quarter of fiscal 2002. The gross margin percentage for the second quarter of fiscal 2003 reflects
the effects of the implementation of a new merchandise replenishment system and improved inventory flow as
compared to the prior year.

Selling. General and Administrative Expenses

Selling, general and administrative expenses decreased by approximately $4.2 million to $49.1 million in the second
quarter of fiscal 2003 as compared to $53.3 million in the second quarter of fiscal 2002, a decrease of 7.9%. As a
percent of net sales, selling, general and administrative expenses decreased to 32.3% for the second quarter of fiscal
2003 as compared to 34.2% for the second quarter of fiscal 2002. The dollar decrease is primarily due to the effects of
store closures, the elimination of the in-house credit card operations in connection with the sale of receivables to
Household and cost reduction efforts initiated throughout all areas of the Company, particularly in the areas of payroll
and related fringe benefits, reduced advertising expenditures resulting from an increased reliance on more effective
targeted marketing efforts, and reduced communications costs. Such cost savings were partially offset by increased
professional fees and insurance costs.

14
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Depreciation and Amortization

Depreciation and amortization expense, which includes the amortization (accretion) of intangible assets other than
goodwill, decreased by approximately $0.2 million to $3.3 million in the second quarter of fiscal 2003 as compared to
$3.5 million in the second quarter of fiscal 2002, a decrease of 5.7%. As a percent of net sales, depreciation and
amortization expense decreased to 2.2% in the second quarter of fiscal 2003 as compared to 2.3% in the second
quarter of fiscal 2002.

Store Closures

Store closure costs, totaling $0.3 million in the second quarter of fiscal 2003, consist of estimated costs incurred in
connection with the closure of two stores in fiscal 2003. Such costs consist primarily of estimated lease termination
costs, and other incremental costs associated with the closure of the stores.

In July 2002, the Company sold two store leases and certain fixtures and equipment to The Bon, Inc., a division of
Federated Department Stores, Inc. for $1.0 million. The Company recognized a gain of $0.3 million from the sale.

Interest Expense

Interest expense, which includes the amortization of deferred financing costs, decreased by approximately $1.1
million to $3.4 million in the second quarter of fiscal 2003 as compared to $4.5 million in the second quarter of fiscal
2002, a decrease of 24.3%. As a percent of net sales, interest expense decreased to 2.2% in the second quarter of fiscal
2003 as compared to 2.9% in the second quarter of fiscal 2002. These decreases are primarily due to lower
outstanding borrowings on the Company's revolving credit facility as a result of the sale of the receivables to
Household. The weighted average interest rate applicable to the facility was (5.1% in the second quarter of fiscal 2003
as compared to 5.5% in the second quarter of fiscal 2002).

In fiscal 2002, interest expense related to securitized receivables is reflected as a reduction of net credit revenues and
is not included in interest expense for financial reporting purposes.

Miscellaneous Income - Net

Miscellaneous income, which includes the amortization of deferred income and other miscellaneous income and
expense amounts, increased by $0.6 million in the second quarter of fiscal 2003 as compared to the second quarter of
fiscal 2002. This increase was primarily due to an increase in the net income of the partnership which owns the
Company's corporate headquarters building. The Company has a 36% interest in the partnership and accounts for its
investment using the equity method of accounting.

Income Taxes

The Company's interim effective tax rates of 36.5% in the second quarter of fiscal 2003 and 38.5% in the second
quarter of fiscal 2002 represent the Company's best estimates of the annual effective tax rates for those fiscal years.

Net Income(I.oss)

As a result of the foregoing, the Company reported net income of approximately $25,000 in the second quarter of
fiscal 2003 as compared to a net loss of $2.1 million in the second quarter of 2002. On a per share basis (basic and
diluted), net income was $0.00 per share in the second quarter of 2003 as compared to a net loss of $0.17 per share in
the second quarter of 2002.

First Half of Fiscal 2003 Compared to First Half of Fiscal 2002
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Net Sales

Net sales decreased by approximately $12.8 million to $292.6 million in the first half of fiscal 2003 as compared to
$305.4 million in the first half of fiscal 2002, a decrease of 4.2%. This decrease is partially due to store closures.
Comparable store sales decreased by 1.7% in the first half of fiscal 2003 as compared to the same period of the prior
year.

Net Credit Revenues

As described more fully in Note 3 to the accompanying financial statements and in the Company's Annual Report on
Form 10-K, in January 2003, pursuant to the terms of a Purchase and Sale Agreement between the Company and
Household Bank SB (N.A.) ("Household"), the Company sold its private label credit card accounts and accounts
receivable to Household. In connection with the sale the Company entered into two additional agreements with
Household: an Interim Servicing Agreement (the "ISA") and a Credit Card Program Agreement (the "CCA"). Under
the terms of the ISA, the Company continued to service the credit card receivables until Household assumed their
servicing on May 14, 2003, as planned. Household compensated the Company for providing the services during the
interim servicing period. The CCA provides the Company will be paid a percentage of Net Cardholder Charges and a
percentage of Other Revenue (each as defined in the CCA). All amounts received under the CCA, including
amortization of prepaid program revenue, are reflected in the table below as service charge revenues. In connection
with the sale the Company also terminated its receivables securitization program.

Net credit revenues related to the Company's proprietary credit cards decreased by approximately $2.3 million, or
52.7%, in the first half of fiscal 2003 as compared to the first half of fiscal 2002. As a percent of net sales, net credit
revenues were 0.7% in the first half of fiscal 2003 as compared to 1.4% in the first half of fiscal 2002. Net credit
revenues consist of the following:

First Half

(In thousands of dollars) 2003 2002
SErvViCe Charge FeVENUES . @ i i it ittt ittt et et teeee e oneeeeeeeeaeens S 1,105 8,862
Interim servicing compensation — net......... i 1,088
Amortization of interest — only strip......c.c.iiii it (313)
Interest expense on securitized receivables ......... . .. (2,441)
Charge-offs on receivables sold (net of recoveries) and provision

for credit losses on receivables ineligible for sale ............ 183 (2,258)
Gain on sale o0f receivables. ...ttt ittt ittt e ettt 198

The interim servicing compensation amount represents servicing fees under the ISA attributable to general corporate
activities that were not offset by direct costs of servicing the portfolio during the interim period. These revenues
ceased at the end of the interim servicing period on May 14, 2003.

In connection with the sale of the receivables, on January 31, 2003 the Company recorded a $313,000 interest-only
strip that was amortized over the estimated life of the underlying assets sold (approximately five months). The

interest-only strip represented the portion of the initial revenues under the CCA that is considered a residual interest in
the assets sold. As of August 2, 2003, the interest-only strip has been fully amortized.

Net .eased Department Revenues

16



Edgar Filing: GOTTSCHALKS INC - Form 10-Q

Net rental income generated by the Company's various leased departments was $1.5 million in the first half of fiscal
2003, essentially equal to the first half of fiscal 2002.

Leased department sales are presented net of the related costs for financial reporting purposes. Sales generated in the
Company's leased departments in the first half of fiscal 2003 consisted primarily of sales in fine jewelry departments
and the beauty salons. Such leased department sales decreased by approximately $0.3 million, or 2.4%, to $10.3
million in the first half of fiscal 2003 as compared to $10.6 million in the first half of fiscal 2002.

Cost of Sales

Cost of sales, which includes costs associated with the buying, handling and distribution of merchandise, decreased by
approximately $8.7 million to $190.9 million in the first half of fiscal 2003 as compared to $199.6 million in the first
half of fiscal 2002, a decrease of 4.4%. The dollar decrease is consistent with the decrease in sales volume. The
Company's gross margin percentage increased to 34.8% in the first half of fiscal 2003 as compared to 34.7% in the
first half of fiscal 2002.

Selling. General and Administrative Expenses

Selling, general and administrative expenses decreased by approximately $6.6 million to $98.6 million in the first half
of fiscal 2003 as compared to $105.2 million in the first half of fiscal 2002, a decrease of 6.3%. As a percent of net
sales, selling, general and administrative expenses decreased to 33.7% in the first half of fiscal 2003 as compared to
34.4% in the first half of fiscal 2002. The dollar decrease is primarily due to the effects of store closures, the
elimination of the in-house credit card operations in connection with the sale of receivables to Household and cost
reduction efforts initiated throughout all areas of the Company, particularly in the areas of payroll and related fringe
benefits, reduced advertising expenditures resulting from an increased reliance on more effective targeted marketing
efforts, and reduced communications costs. Such cost savings were partially offset by increased professional fees and
insurance costs.

Depreciation and Amortization

Depreciation and amortization expense, which includes the amortization (accretion) of intangible assets other than
goodwill, decreased by approximately $0.2 million to $6.7 million in the first half of fiscal 2003 as compared to $6.9
million in the first half of fiscal 2002, a decrease of 2.8%. As a percent of net sales, depreciation and amortization
expense was 2.3% in both the first half of fiscal 2003 and the first half of fiscal 2002.

Store Closures

Store closure costs, totaling $0.45 million in the first half of fiscal 2003, consist of estimated costs incurred in
connection with the closure of five stores in fiscal 2003. Such costs consist primarily of estimated lease termination
costs, asset impairment charges and other incremental costs associated with the closure of the stores.

In July 2002, the Company sold two store leases and certain fixtures and equipment to The Bon, Inc., a division of
Federated Department Stores, Inc. for $1.0 million. The Company recognized a gain of $0.3 million from the sale.

Interest Expense

Interest expense, which includes the amortization of deferred financing costs, decreased by approximately $1.4
million to $6.8 million in the first half of fiscal 2003 as compared to $8.2 million in the first half of fiscal 2002, a
decrease of 17.5%. As a percent of net sales, interest expense decreased to 2.3% in the first half of fiscal 2003 as
compared to 2.7% in the first half of fiscal 2002. These decreases are primarily due to lower outstanding borrowings
on the Company's revolving credit facility as a result of the sale of the receivables to Household. The
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weighted-average interest rate applicable to the facility was 5.3% in the first half of fiscal 2003 as compared to 5.7%
in the first half of fiscal 2002.

In fiscal 2002, interest expense related to securitized receivables is reflected as a reduction of net credit revenues and
is not included in interest expense for financial reporting purposes.

Miscellaneous Income - Net

Miscellaneous income, which includes the amortization of deferred income and other miscellaneous income and
expense amounts, increased by $0.6 million in the first half of fiscal 2003 as compared to the first half of fiscal 2002.
This increase was primarily due to an increase in the net income of the partnership which owns the Company's
corporate headquarters building. The Company has a 36% interest in the partnership and accounts for its investment
using the equity method of accounting.

Income Taxes

The Company's interim effective tax rates of 36.5% in the first half of fiscal 2003 and 38.5% in the first half of fiscal
2002 represent the Company's best estimates of the annual effective tax rates for those fiscal years.

Net Loss

As a result of the foregoing, the Company's net loss was $4.0 million in the first half of fiscal 2003 as compared to
$4.8 million in the first half of fiscal 2002. On a per share basis (basic and diluted), the net loss was $0.31 per share in
the first half of fiscal 2003 as compared to $0.38 per share in the first half of fiscal 2002.

Liquidity and Capital Resources

The Company's working capital requirements are currently met through a combination of cash provided by operations,
borrowings under its senior revolving credit facility, short-term trade and factor credit and by proceeds from external
financings and sale transactions. As described more fully below and in Note 3 to the Condensed Consolidated
Financial Statements, on January 31, 2003 the Company sold its credit card accounts and accounts receivable to
Household. Proceeds from the sale were used to reduce the Company's debt and certain off-balance sheet obligations
by over $100 million. At the closing date, the Company's availability under its revolving credit facility increased by
approximately $30 million. The Company expects the availability improvement over the course of fiscal 2003 to range
from $22 million to $30 million compared to the prior year and based upon historical levels of accounts receivable. As
a result, the Company believes its liquidity position after the sale is substantially improved in comparison to the prior
year.

In addition to selling, subleasing or closing underperforming stores and reducing operating costs, recent efforts to
improve the Company's liquidity position have included the following, which are described more fully below: (1) the
sale of receivables to Household, (2) refinancing the Company's revolving credit facility, which was successfully
completed on February 1, 2002; (3) restoring trade and factor credit to normal levels; and (4) completing other
financing and sale transactions.

Sources of Liquidity

Sale of Receivables

As described more fully in the Company's 2002 Annual Report on Form 10-K, on January 31, 2003, pursuant to the
terms of a Purchase and Sale Agreement between the Company and Household, the Company sold substantially all of

its private label credit card accounts and the related accounts receivable to Household. The $102.8 million purchase
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price was paid in cash at closing, $100.3 million of which was allocated to the purchase of such credit card accounts
and receivables and $2.5 million of which comprised prepaid program revenue. Proceeds from the sale were used to
pay in full $73.2 million principal and accrued interest due to the Series 1999-1 and Series 2000-1 certificateholders
under the Company's accounts receivable securitization program plus $3.4 million in related prepayment penalties.
The remaining proceeds of $26.2 million and $3.8 million of cash remaining on deposit in certain bank accounts
relating to the securitization was released to the Company at closing. All of the $30 million released to the Company
was applied as a reduction of outstanding borrowings under the Company's revolving credit facility. As a result, the
Company's availability under the credit line increased by $30 million at the closing date. The Company expects the
ongoing availability improvement over the course of a year to range from $22 million to $30 million compared to the
prior year and based upon historical levels of accounts receivable.

Senior Secured Credit Facility

On February 1, 2002, the Company finalized a three- year senior revolving credit facility with General Electric Capital
Corporation ("GE Capital") as agent, and The CIT Group/Business Credit as syndication agent. This facility (the "GE
facility") replaced the Company's previous revolving credit facility which was scheduled to expire on March 31, 2002.
The GE facility provides up to $165.0 million of working capital financing through January 31, 2005, with $159.0
million of that facility provided under a Tranche A revolving credit facility (including a $20.0 million letter of credit
sub-facility) and the remaining $6.0 million provided through a fully funded Tranche B facility. Borrowings under the
facility are subject to a restrictive borrowing base equal to the lesser of specified percentages of (i) the cost of eligible
inventory and (ii) the net recoverable value of eligible inventory, as determined by a monthly valuation performed by
an independent appraiser. Such borrowings are further limited by a requirement to maintain a minimum of $10.0
million of excess availability at all times, and certain other reserves that are established by GE Capital. As of August
2, 2003, outstanding borrowings under the facility totaled $76.4 million and excess borrowing availability under the
facility, after the deduction of the minimum availability requirement and other reserves, totaled $20.3 million. The
Company classified a total of $60.0 million as of August 2, 2003, $30.0 million as of February 1, 2003 and $75.0
million as of August 3, 2002, as long-term in the accompanying financial statements, representing that portion of
outstanding borrowings under the facility which are not expected to be repaid within one year of the respective
balance sheet dates. The initial proceeds from the GE facility were used to repay all outstanding borrowings under the
previous revolving credit facility, including a prepayment penalty, and other transaction fees and costs. Substantially
all of the Company's assets, including its merchandise inventories, are pledged to GE Capital under this facility.

Interest charged on amounts borrowed under the Tranche A revolving facility is at the prime rate plus 0.50% per
annum (5.25% at August 2, 2003), or at the Company's option, at the applicable LIBOR rate plus 2.75% per annum
(4.59% at August 2, 2003). In addition, the Company pays an unused commitment fee equal to 0.375% per annum on
the average unused daily balance of the Tranche A facility. Amounts borrowed under the Tranche B facility bear
interest at prime plus 10.0%, or at the Company's option, at LIBOR plus 12.0%. Beginning in fiscal 2003, the interest
rate applicable to the Tranche A facility may be adjusted upwards or downwards on a quarterly basis based on a
pricing matrix which is tied to the Company's Leverage Ratio (as defined in the agreement). Under the pricing matrix,
the applicable interest rate can range from a rate as low as prime or LIBOR plus 2.25%, to as high as prime plus
0.75%, or LIBOR plus 3.00%.

The GE facility contains restrictive financial and operating covenants, including the requirement to maintain a
minimum twelve-month trailing EBITDA and the requirement to maintain a minimum accounts payable to inventory
ratio. In addition, the GE facility does not permit the repayment of the Subordinated Note on its scheduled maturity
date of August 20, 2003, which has resulted in the maturity of that note automatically being extended to August 20,
2006. Management believes the Company is in compliance with all restrictive financial and operating covenants
applicable to the GE facility as of August 2, 2003 and through the date of this report.

Trade Credit and Transactions with Affiliate
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The success of the Company's business is highly dependent upon the adequacy of trade credit offered by key factors
and vendors, the vendors' ability and willingness to sell it products at favorable prices and terms, and the willingness
of vendors to ship merchandise on a timely basis. Restrictions to the amount of trade credit granted by key factors and
vendors can adversely impact the volume of merchandise the Company is able to purchase. Any significant reduction
in the volume of merchandise the Company is able to purchase, or a prolonged disruption in the timing of when
merchandise is received, would have a material adverse affect on the Company's business, liquidity position, and
results of operations.

The Company began to experience a significant reduction in the level of unsecured credit offered by many of its
factors and vendors in late fiscal 2001. Following the finalization of the GE facility on February 1, 2002, the level of
unsecured credit offered by vendors increased, but unsecured credit granted by key factors, which can represent over
50% of total trade credit granted to the Company, remained restricted. Management negotiated the restoration of
partially secured credit lines with certain key factors by issuing standby letters of credit. Certain of those letters of
credit were collateralized by the Harris letter of credit, which is described below. The issuance of those letters of
credit reduced the Company's borrowing availability under the GE facility. In order to offset the majority of this
availability reduction, Harris, an affiliate of the Company, agreed to provide a short-term credit enhancement to the
GE facility under the terms of the Credit Facilitation Agreement ("CFA") entered into with the Company on February
22, 2002. During 2002, the CFA was amended three times to provide for extensions of the expiration date of the
Harris letter of credit. Under the terms of the third amendment to the CFA, the Harris letter of credit was cancelled
and the CFA was terminated as a result of the sale of receivables to Household.

Despite the increase in the amount of unsecured credit granted by the Company's vendors and factors since the
finalization of the GE facility in February 2002, such amounts remained below historical levels throughout fiscal
2002. Nevertheless, the Company was able to purchase an adequate level of merchandise to support its operations in
fiscal 2002. In addition, upon the completion of the receivables sale to Household, the Company's largest factor
significantly increased its unsecured credit line and substantially all of the Company's major unfactored suppliers
increased their credit lines to historical levels. The Company has also reduced the amount of outstanding factor letters
of credit and intends to negotiate further reductions and ultimately the elimination of all such letters of credit. The
Company has been able to purchase an adequate level of merchandise to support its operations in fiscal 2003 to date.

Nonetheless, there can be no assurance the Company will continue to receive an adequate level of key factor and
vendor trade credit to support its operations. Any significant reductions of trade and factor support may impair the
Company's ability to purchase an adequate level of merchandise to support its operations. The inability to purchase an
adequate level of merchandise would have a material adverse affect on the Company's business, liquidity position and
results of operations.

Other Financings

The Company entered into a $15.0 million three-year term loan with Kimco Capital Corp. on March 22, 2002.
Proceeds from the Kimco financing were used to repay previously existing mortgage loans on two store properties and
a term loan and to pay certain fees and costs associated with the transaction. The remaining $4.1 million was used to
reduce outstanding borrowings under the GE facility. On February 19, 2002, the Company also completed a $1.0
million, seven-year term loan financing of its corporate aircraft.

On May 24, 2002, the Company completed the financing of its ownership interest in the partnership that owns the
Company's corporate headquarters building. Proceeds from this transaction, totaling $3.7 million, were used to reduce
outstanding borrowings under the GE facility. The related note payable bears interest at a variable rate of prime plus
1.5% per annum, which is payable monthly. The $3.7 million principal portion of the note payable is due in full upon
maturity on May 24, 2005.
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The Company may consider various other sources of liquidity in the future, including but not limited to the issuance
of additional securities that might have a dilutive effect on existing shareholders or incurring additional indebtedness
which would increase the Company's leverage.

Uses of Liquidity

The Company's primary uses of liquidity are for working capital, debt service requirements and capital expenditures.
Capital expenditures in the first half of fiscal 2003, totaling $2.1 million, were primarily related to information system
enhancements and the renovation, refixturing, and expansion of certain existing locations. The Company presently has
no commitments or plans to open any stores in fiscal 2003.

As of August 2, 2003, the Company had issued a total of $9.8 million of standby letters of credit and documentary
letters of credit totaling $5.9 million. The standby letters of credit were issued to secure credit lines with key factors
and to provide collateral for a workers compensation insurance policy. The factor letters of credit currently expire at
the end of January, 2004. Management believes that the likelihood of any draws under the standby letters of credit is
remote. Documentary letters of credit are issued in the ordinary course of business to facilitate the purchase of
merchandise from overseas suppliers. The suppliers draw against the documentary letters of credit upon delivery of
the merchandise.

Subject to the previously described risks and uncertainties relative to the Company's sources of liquidity, management
currently believes that the described sources of liquidity, including cash generated by operations, liquidity provided by
the GE facility and other financial resources, including without limitation the factors described below, will be
adequate to meet the Company's planned cash requirements for the next twelve months. However, the Company's
actual results may differ from the expectations set forth in the preceding sentence. The Company's liquidity and
capital resources may be affected by a number of factors and risks (many of which are beyond the control of the
Company), including but not limited to the availability of adequate borrowing capacity and the ability to maintain
compliance with restrictive covenants contained in the Company's senior revolving credit facility and its other debt
obligations, adequate cash flows generated by operations and the adequacy of factor and trade credit. Because the
Company is already highly leveraged, the ability to obtain additional or alternative sources of financing in the future
for working capital, capital expenditures, new store openings, acquisitions and other general corporate purposes is
limited. If the estimates or assumptions relative to any one of these sources of liquidity are not realized, or if these
sources of liquidity are significantly reduced or eliminated, the Company's liquidity position, financial condition and
results of operations will be materially adversely affected.

Recently Issued Accounting Pronouncements

In December 2002, the Financial Accounting Standards Board ("FASB") issued Statement of Financial Accounting
Standards ("SFAS") No. 148, "Accounting for Stock-Based Compensation - Transition and Disclosure.”" SFAS No.
148 amends SFAS No. 123, "Accounting for Stock-Based Compensation,” to provide alternative methods of transition
for a voluntary change to the fair value based method of accounting for stock-based employee compensation. In
addition, SFAS No. 148 requires expanded and more prominent disclosure in both annual and interim financial
statements about the methods of accounting for stock-based employee compensation and the effect of the method on
reported results.

The Company has not adopted a method under SFAS No. 148 to expense stock options but rather continues to apply
the recognition and measurement provisions of Accounting Principles Board ("APB") Opinion No. 25, "Accounting
for Stock Issued to Employees," and related interpretations in accounting for its stock-based employee compensation
plans. No stock-based employee compensation expense is reflected in the first half of fiscal 2003 or 2002 results of
operations as all options granted under those plans had an exercise price equal to the market value of the underlying
common stock at the date of grant.
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During 2002, the Emerging Issues Task Force reached a consensus on Issue No. 02-16, "Accounting by a Customer
(Including a Reseller) for Certain Consideration Received from a Vendor." Under the new guidance, if the
consideration received represents a payment for assets delivered to the vendor, it should be classified as revenue. If the
consideration is a reimbursement of a specific, incremental, identifiable cost incurred in selling the vendor's product,
the cost should be characterized as a reduction of that incurred cost. Generally, all other cash consideration received
from a vendor should be classified as a reduction of cost of sales. As required, the Company adopted this guidance in
the first quarter of 2003 and its adoption had no material impact on the Company's sales, results of operations, cash
flows or financial position.

Safe Harbor Statement.

Certain statements contained in this Quarterly Report on Form 10-Q are forward-looking statements within the
meaning of Section 27A of the Securities Exchange Act of 1933 and Section 21E of the Securities Exchange Act of
1934 and the Company intends that such forward-looking statements be subject to the safe harbors created thereby.
These forward-looking statements include the plans and objectives of management for future operations and the future
economic performance of the Company that involve risks and uncertainties. In some instances, such statements may
be identified by the use of forward-looking terminology such as "may," "will," "expects," "believes," "intends,"
"projects,"” "forecasts," "plans,” "estimates," "anticipates," "continues," "targets," or similar terms, variations of such
terms or the negative of such terms. Such statements are based on management's current expectations and are subject
to a number of factors and uncertainties which could cause actual results to differ materially from those described in
the forward-looking statements, including, without limitation, the Company's ability to meet debt obligations and
adhere to the restrictions and covenants imposed under its various debt agreements; the timely receipt of merchandise
and the Company's ability to obtain adequate trade credit from its key factors and vendors; risks arising from general
economic and market conditions (including uncertainties arising from future acts of terrorism or war); the ability to
improve the sales, profitability and cash flows of the stores acquired from Lamonts Apparel, Inc., or to sell, sublease
or close those stores that continue to be underperforming; the ability to modify operations in order to minimize the
adverse impact of rising costs, including but not limited to health care, workers' compensation, property and casualty
insurance and utilities costs; the effects of seasonality and weather conditions, changing consumer trends and
preferences, competition, consumer credit, the Company's dependence on its key personnel and general labor
conditions, all of which are described in more detail under the caption "Risk Factors" in Item I. "Business" in
Gottschalks' 2002 Annual Report on Form 10-K and other reports filed by the Company with the Securities and
Exchange Commission. The forward-looking statements contained herein are based upon management's expectations
as of the date of this filing, and it should not be assumed that these statements will remain accurate as of any future
date. GOTTSCHALKS DOES NOT PRESENTLY INTEND TO UPDATE THESE STATEMENTS AND
UNDERTAKES NO DUTY TO ANY PERSON TO EFFECT ANY SUCH UPDATE UNDER ANY
CIRCUMSTANCES.

non

non "non non nn

Item 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

As described more fully in Part II, Item 7A of the Company's 2002 Annual Report on Form 10-K, the Company is
exposed to market risks in the normal course of business due to changes in interest rates on short-term borrowings
under its revolving line of credit and on certain of its long-term borrowing arrangements. Based on current market
conditions, management does not believe there has been a material change in the Company's exposure to interest rate
risks as described in that report.

Item 4. CONTROLS AND PROCEDURES

Within the 90 day period prior to the filing of this report, the Company carried out an evaluation, under the
supervision and with the participation of the Company's Chief Executive Officer and Chief Financial Officer, of the
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effectiveness of the Company's disclosure controls and procedures. Disclosure controls and procedures are designed to
ensure that information required to be disclosed in periodic reports filed or submitted under the Exchange Act of 1934
is recorded, processed, summarized and reported within the time periods specified in the Securities and Exchange
Commission's rules and forms. Based upon that evaluation, except as noted in the next paragraph, the Company's
Chief Executive Officer and Chief Financial Officer concluded that the disclosure controls and procedures are
effective. There have been no significant changes in the Company's internal controls or in other factors that could
significantly affect internal controls subsequent to the date of this evaluation.

During the fiscal 2002 financial reporting process, management, in consultation with the Company's independent
accountants, identified a deficiency in the Company's financial reporting systems and procedures relating to the
reconciliation of the accounts payable subsidiary ledgers to the general ledger. This deficiency constitutes a
"Reportable Condition" under standards established by the American Institute of Certified Public Accountants.
Management has initiated, with the assistance of outside consultants, the design, development and implementation of
processes and controls to address this deficiency, the completion of which has extended into fiscal 2003. Management
does not expect the final resolution of this matter will have a significant effect on the Company's financial position or
its results of operations.

PART II - OTHER INFORMATION

Item 2. CHANGES IN SECURITIES AND USE OF PROCEEDS

There were no sales of unregistered securities by the Company during the thirteen week period ended August 2, 2003.
The Company's senior revolving credit agreement with GE Capital prohibits the Company from paying dividends
without prior written consent from the lenders.

Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

On June 26, 2003, the Company held its 2003 Annual Meeting of Stockholders at which the following matter was
submitted to a vote of the Company's stockholders:

1. The stockholders voted for ten nominees for director, each for one-year terms. Each of the ten nominees was
elected. The results of the vote are as follows:

NOMINEE FOR DIRECTOR VOTES FOR VOTES WITHHELD
Joe Levy 11,434,888 803,243
James R. Famalette 11,932,375 305,756
Joseph J. Penbera 11,351,753 886,378
Sharon Levy 11,415,908 822,223
Max Gutmann 11,313,453 924,678
Frederick R. Ruiz 11,902,212 335,919
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0. James Woodward III 11,374,036 864,095
Thomas H. McPeters 11,492,635 745,496
Jorge Pont Sa nchez 11,969,066 269,065
James L. Czech 11,900,225 337,906

Item 6. EXHIBITS AND REPORTS ON FORM 8-K

(a) Exhibits

Exhibit
Number

31.1
31.2

32.1

Certification of President and Chief Executive Officer and Senior Vice President and Chief
Financial Officer Pursuant to 18 U.S.C. 1350, As Adopted Pursuant to 906 of the Sarbanes-Oxley
Act of 2002.
(b) The Company filed the following Current Reports on Form 8-K during the thirteen week period ended
2003:

August 2,

Exhibit Description

Section 302 Certification of Chief Executive Officer.

Section 302 Certification of Chief Financial Officer.

Current Report on Form 8-K dated May 2, 2003 describing pursuant to Item 9, Regulation FD
Disclosure, the issuance of a press release announcing the Company's audited financial results for the
fourth quarter and fiscal year ended February 1, 2003, and the filing of its fiscal 2002 Form 10-K with
the SEC.

Current Report on Form 8-K dated May 5, 2003 describing pursuant to Item 5, Other Events, the
issuance of a press release announcing a common stock repurchase program. This Form 8-K also
described the associated Seventh Amendment to Credit Agreement dated May 2, 2003 by and among
Gottschalks Inc., General Electric Capital Corporation, The CIT Group/Business Credit, LaSalle Retail
Finance and Foothill Capital Corporation.

Current Report on Form 8-K dated May 27, 2003 describing pursuant to Item 9, Regulation FD
Disclosure (Item 12. Disclosure of Results of Operations and Financial Condition) the issuance of a
press release announcing the Company's financial results for the thirteen week period ended May 3,
2003.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized.

Gottschalks Inc.
(Registrant)
September 10, 2003 By: [s/ James R. Famalette
James R. Famalette
(President and Chief Executive Officer)
September 10, 2003 By: [s/ Michael S. Geele
Michael S. Geele

(Senior Vice President and Chief Financial Officer)

EXHIBIT INDEX
Exhibit
Number Exhibit Description
31.1 Section 302 Certification of Chief Executive Officer.
31.2 Section 302 Certification of Chief Financial Officer.
32.1 Certification of President and Chief Executive Officer and Senior Vice President and Chief
Financial Officer Pursuant to 18 U.S.C. 1350, As Adopted Pursuant to 906 of the Sarbanes-Oxley

Act of 2002.
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