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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

þ Quarterly Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the Quarterly Period Ended September 27, 2008

OR

¨ Transition Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the Transition Period from                      to                     

Commission File Number: 001-31309

Phoenix Footwear Group, Inc.
(Exact Name of Registrant as Specified in its Charter)
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Delaware 15-0327010
(State or Other Jurisdiction of

Incorporation or Organization)

(I.R.S. Employer

Identification No.)
5840 El Camino Real, Suite 106

Carlsbad, California 92008
(Address of Principal Executive Offices) (Zip Code)

(760) 602-9688

(Registrant�s Telephone Number, Including Area Code)

None

(Former name, former address and former fiscal year, if changed since last report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.    Yes  þ    No  ¨

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See the definitions of �large accelerated filer,� �accelerated filer� and �smaller reporting company� in Rule 12b-2 of the Exchange Act.

Large accelerated filer  ¨ Accelerated filer  ¨ Non-accelerated filer  ¨ Smaller reporting company  þ
(Do not check if a smaller reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).    Yes  ¨    No  þ

Indicate the number of shares outstanding of each of the issuer�s classes of common stock, as of the latest practicable date.

Class Outstanding at October 24, 2008
Common Stock, $.01 par value per share 8,382,762 shares
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Part I � Financial Information

Item 1. Condensed Consolidated Financial Statements and Notes to Financial Statements
PHOENIX FOOTWEAR GROUP, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

(Unaudited)

(In thousands, except for per share and share data)

September 27,
2008

December 29,
2007

ASSETS
CURRENT ASSETS:
Cash and cash equivalents $ 472 $ 2,355
Accounts receivable (less allowances of $1,669 and $1,999 in 2008 and 2007, respectively) 15,259 14,323
Inventories (less provision of $1,393 and $2,321 in 2008 and 2007, respectively) 18,314 19,874
Notes receivable �  13,303
Other current assets 1,034 1,661
Income tax receivable 545 2,657

Total current assets 35,624 54,173
PROPERTY, PLANT AND EQUIPMENT, net 2,229 1,996
OTHER ASSETS:
Goodwill 5,850 5,850
Unamortizable intangibles 340 340
Intangible assets, net 4,813 5,268
Other assets, net 109 50

Total other assets 11,112 11,508

TOTAL ASSETS $ 48,965 $ 67,677

LIABILITIES AND STOCKHOLDERS� EQUITY
CURRENT LIABILITIES:
Notes payable, current $ 9,919 $ 22,666
Accounts payable 6,599 7,032
Accrued expenses 2,857 3,833
Other current liabilities 2,219 1,467
Income taxes payable 16 444

Total current liabilities 21,610 35,442
OTHER LIABILITIES:
Other long-term liabilities 684 1,127
Deferred income tax liability 21 21

Total other liabilities 705 1,148

Total liabilities 22,315 36,590
Commitments and contingencies (Note 8)
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STOCKHOLDERS� EQUITY:
Common stock, $0.01 par value � 50,000,000 shares authorized; 8,382,762 and 8,382,762 shares issued
and outstanding at September 27, 2008 and December 29, 2007, respectively 84 84
Additional paid-in-capital 46,073 46,161
Accumulated deficit (16,937) (12,380)
Accumulated other comprehensive earnings 73 168

29,293 34,033
Less: Treasury stock at cost, 217,000 and 338,000 shares at September 27, 2008 and December 29,
2007, respectively (2,643) (2,946)

Total stockholders� equity 26,650 31,087

TOTAL LIABILITIES AND STOCKHOLDERS� EQUITY $ 48,965 $ 67,677

The accompanying notes are an integral part of these condensed consolidated financial statements.

1
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PHOENIX FOOTWEAR GROUP, INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE EARNINGS (LOSS)

(Unaudited)

(In thousands, except per share data)

Three Months Ended Nine Months Ended
September 27,

2008
September 29,

2007
September 27,

2008
September 29,

2007
Net sales $ 18,669 $ 22,319 $ 58,591 $ 63,462
Cost of goods sold 12,538 16,738 38,456 42,878

Gross profit 6,131 5,581 20,135 20,584
Operating expenses:
Selling, general and administrative expense 7,999 8,337 24,762 25,522
Other (income) expense, net �  (30) (1,500) (28)

Total operating expenses 7,999 8,307 23,262 25,494

Operating loss (1,868) (2,726) (3,127) (4,910)
Interest expense, net 183 442 1,406 1,107

Loss before income taxes and discontinued operations (2,051) (3,168) (4,533) (6,017)
Income tax provision (benefit) 7 (1,391) 45 (2,579)

Loss before discontinued operations (2,058) (1,777) (4,578) (3,438)
(Loss) earnings from discontinued operations, net of tax (Note 3) (60) 12,839 21 13,985

Net (loss) earnings $ (2,118) $ 11,062 $ (4,557) $ 10,547

NET (LOSS) EARNINGS PER SHARE (Note 7)
Basic and diluted:
Continuing Operations $ (0.25) $ (0.22) $ (0.56) $ (0.43)
Discontinued Operations (0.01) 1.60 �  1.74

Net loss $ (0.26) $ 1.38 $ (0.56) $ 1.31

Weighted average shares outstanding used to calculate per share:
information:
Basic and diluted 8,166 8,045 8,136 8,026

Net (loss) earnings $ (2,118) $ 11,062 $ (4,557) $ 10,547
Other comprehensive earnings (loss), net of tax:
Foreign currency translation adjustments, net of income taxes of $0 for
the three and nine months ended September 27, 2008 and September 29,
2007 (81) 61 (95) 214

Comprehensive (loss) earnings $ (2,199) $ 11,123 $ (4,652) $ 10,761

The accompanying notes are an integral part of these condensed consolidated financial statements.
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PHOENIX FOOTWEAR GROUP, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(Unaudited)

(In thousands)

Nine Months Ended
September 27, 2008 September 29, 2007

CASH FLOWS FROM OPERATING ACTIVITIES:
Net earnings (loss) $ (4,557) $ 10,547
Adjustments to reconcile net loss to net cash used in operating activities:
Earnings from discontinued operations (21) (13,985)
Depreciation and amortization 887 1,122
Net provision for losses on accounts receivable (330) 240
Deferred income taxes �  44
Allocation of shares in defined contribution plan 128 400
Share-based compensation 9 85
Debt issuance cost amortization 782 493
Changes in assets and liabilities:
(Increase) decrease in:
Accounts receivable (606) (3,900)
Inventories, net 1,560 (1,842)
Other current assets (128) 155
Other non-current assets 50 8
Income taxes receivable 2,112 2,502
Increase (decrease) in:
Accounts payable (433) 1,192
Accrued expenses (941) 103
Other long-term liabilities (1,005) (399)
Income taxes payable (428) (101)

Net cash used in operating activities from continuing operations (2,921) (3,336)
Net cash provided by (used in) operating activities from discontinued operations 21 (112)

Net cash used in operating activities (2,900) (3,448)

CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of equipment (666) (339)
Proceeds from sale of discontinued operations 13,500 37,228

Net cash provided by investing activities from continuing operations 12,834 36,889
Net cash used in investing activities from discontinued operations �  (158)

Net cash provided by investing activities 12,834 36,731

CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from notes payable and line of credit 38,068 17,100
Repayments of notes payable and line of credit (49,698) (50,700)
Debt issuance costs (187) �  

Net cash used in financing activities (11,817) (33,600)
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NET DECREASE IN CASH AND CASH EQUIVALENTS (1,883) (317)
CASH AND CASH EQUIVALENTS � Beginning of period 2,355 752

CASH AND CASH EQUIVALENTS � End of period $ 472 $ 435

The accompanying notes are an integral part of these condensed consolidated financial statements.
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PHOENIX FOOTWEAR GROUP, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)

1. DESCRIPTION OF BUSINESS AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation

The accompanying unaudited condensed consolidated financial statements of Phoenix Footwear Group, Inc. (the �Company�) have been prepared
in accordance with accounting principles generally accepted in the United States of America for interim financial information and with the
instructions to Form 10-Q and Article 8 of Regulation S-X. Accordingly, they do not include all of the information and notes required by
accounting principles generally accepted in the United States of America for complete financial statements. In the opinion of management, all
adjustments which are of a normal recurring nature that are necessary for the fair presentation have been included in the accompanying financial
statements. These financial statements should be read in conjunction with the consolidated financial statements and notes included in the
Company�s Annual Report on Form 10-K filed with the Securities and Exchange Commission for the fiscal year ended December 29, 2007.
Amounts related to disclosures of December 29, 2007 balances within these interim statements were derived from the aforementioned 10-K. The
results of operations for the three and nine months ended September 27, 2008, or for any other interim period, are not necessarily indicative of
the results that may be expected for the full year.

Going Concern

The consolidated financial statements have been prepared assuming that the Company will continue as a going concern. As of December 29,
2007, the Company was not in compliance with the financial covenants under its credit agreement. The Company did not request a waiver for
the respective defaults as it was in the process of replacing the existing facility with a new lender. In June 2008, the Company entered into a
Credit and Security Agreement with Wells Fargo Bank, N.A. (�Wells Fargo�) for a three year revolving line of credit and letters of credit
collateralized by all of the Company�s assets and those of its subsidiaries. Under the facility, the Company can borrow up to $17.0 million
(subject to a borrowing base which includes eligible receivables and eligible inventory), which, subject to the satisfaction of certain conditions,
may be increased to $20.0 million. The credit facility also includes a $7.5 million letter of credit sub facility. As of September 27, 2008, the
Company was not in compliance with the financial covenant for income before taxes under its Credit and Security Agreement with Wells Fargo.
Additionally, we expect that we will not meet this financial covenant as of the end of fiscal 2008. We are presently in discussions with our bank
to obtain a waiver of this past default and amend future financial covenants. There can be no assurance when, or if, an amendment or waiver will
be provided. The accompanying financial statements do not include any adjustments relating to the recoverability and classification of asset
carrying amounts or the amount and classification of liabilities that might result should the Company be unable to continue as a going concern.

Principles of Consolidation

The consolidated financial statements consist of Phoenix Footwear Group, Inc. and its wholly-owned subsidiaries, Penobscot Shoe Company
(�Penobscot�), H.S. Trask & Co. (�H.S. Trask�), Chambers Belt Company (�Chambers�), PXG Canada, Inc. and Phoenix Delaware Acquisition
Company d/b/a Tommy Bahama Footwear (�Tommy Bahama�). All intercompany accounts and transactions have been eliminated in
consolidation.

Accounting Period

The Company operates on a fiscal year consisting of a 52- or 53-week period ending the Saturday nearest to December 31. The third quarters
consisted of the 13 weeks ended September 27, 2008 and September 29, 2007.

Reclassifications

Certain reclassifications have been made to the fiscal 2007 financial statements to conform to the classifications used in fiscal 2008. These
classifications have no effect on the reported net loss.
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2. INCOME TAXES
The Company accounts for income taxes under Statement of Financial Accounting Standards (�SFAS�) No. 109, Accounting for Income Taxes
(SFAS No. 109). SFAS No. 109 is an asset and liability approach that requires the recognition of deferred tax assets and liabilities for the
expected future tax consequences of events that have been recognized in the Company�s financial statements or tax returns. Income taxes are
provided on the earnings in the consolidated financial statements. Tax credits are recognized as a reduction to income taxes in the year the
credits are earned. The provision for income taxes is based on the current quarter activity of the various legal entities and jurisdictions in which
the Company operates. As such, the effective tax rate may vary from the customary relationship between income tax expense/(benefit) and
pre-tax accounting income/(loss). The Company�s effective tax rate may vary from period to period depending on, among other factors, the
geographic and business mix of taxable earnings and losses. The Company considers these factors and others, including its history of generating
taxable earnings, in assessing its ability to realize deferred tax assets. The effective tax rate for the quarter ended September 27, 2008 was near
0% due to a valuation allowance being placed on the tax effect of the Company�s net operating losses recorded during the period. The effective
tax rate from continuing operations for the quarter ended September 29, 2007 was 38% due to an increased effect on the annual tax rate from
permanent differences.

3. DISCONTINUED OPERATIONS
On July 2, 2007, the Company sold all of the outstanding capital stock of its wholly-owned subsidiary, Royal Robbins, to Kellwood Company
(�Kellwood�), a leading marketer of apparel and consumer soft goods headquartered in St. Louis, Missouri and, concurrently, PXG Canada sold
certain assets and assigned certain obligations of PXG Canada that related solely to PXG Canada�s business devoted to the purchasing,
marketing, distribution and sale of Royal Robbins branded products to Canadian Recreation Products, Inc. (�Canadian Recreation�), a
wholly-owned subsidiary of Kellwood.

On December 29, 2007, the Company sold all of the outstanding capital stock of its wholly-owned subsidiary, Altama, to Tactical Holdings, Inc.
(�Tactical�). At closing, the purchase price of $13.5 million was paid through the delivery of a promissory note and pledge security agreement. As
a result of the closing date working capital review performed by Tactical, the Company recorded a reserve for a working capital adjustment of
approximately $197,000 at December 29, 2007. Based on the results of the post-closing review, the closing date working capital adjustment was
adjusted down by approximately $81,000, to $116,000.

4

Edgar Filing: PHOENIX FOOTWEAR GROUP INC - Form 10-Q

Table of Contents 11



Table of Contents

Subsequent to the final working capital adjustment, the sale resulted in a gain, net of tax of approximately $519,000. In addition, Phoenix
Footwear and Tactical entered into a $1.5 million Transition Services Agreement for which the Company provided ongoing administrative and
other services through June 2008 to support new management with the operation of the Altama business. Payment in full on the note and the first
payment of $750,000 under the Transition Services Agreement were made on February 29, 2008. An additional payment of $500,000 under the
Transition Services Agreement was made on April 1, 2008 and the remaining payment of $250,000 was made on July 1, 2008. The sale of
Altama generated a pre-tax loss of approximately $6.9 million. The tax benefit generated by the capital loss from the sale of Altama was used to
offset the tax obligation generated by the capital gain from the sale of Royal Robbins. The tax benefit realized from the sale of Altama was
approximately $7.4 million resulting in a net after tax gain on the sale of approximately $519,000.

Pursuant to the acquisition terms, $3.0 million of the purchase price was deposited into an 18 month interest bearing escrow account to secure
our indemnification obligations to Tactical and was recorded as Restricted Cash. On September 15, 2008, the escrow account was released to the
Company and replaced with, for the remainder of the 18 months, a standby letter of credit. In October 2008, the Company had requested that
Tactical reduce the amount required to be posted under the letter of credit to secure the indemnification obligation. In connection with those
discussions, Tactical sought reimbursement of approximately $572,000 for employee liability related claims. On November 6, 2008, the
Company agreed to pay the indemnity claims in exchange for Tactical agreeing to reduce the letter of credit required to secure additional future
indemnity obligations to approximately $928,000. The reimbursement of approximately $572,000 will be recognized as expenses from
discontinued operations in the fourth quarter of fiscal 2008. Additionally, the Company and Tactical agreed that the Company could recover up
to $200,000 from the amount paid on the indemnity claims if it can demonstrate by June 29, 2009 that any of the indemnity claims had been
fully resolved prior to the consummation of the transactions contemplated by the sale transaction.

The results of the Royal Robbins business, previously included in the footwear segment, and the results of the Altama business, previously
included in the military boot segment, have been segregated from continuing operations and reported as discontinued operations in the
Consolidated Statements of Operations for the three and nine months ended September 29, 2007. In accordance with EITF 87-24, Allocation of
Interest to Discontinued Operations (EITF 87-24), interest expense incurred on the debt that was required to be repaid as a result of each sale
was allocated to discontinued operations for the periods presented and is included in cost of goods sold and operating expenses. During the three
and nine months ended September 27, 2008, interest expense allocated to discontinued operations was $0. During the three and nine months
ended September 29, 2007, interest expense allocated to discontinued operations was approximately $200,000 and $2.7 million, respectively.

The following table summarizes the results of the Royal Robbins and Altama businesses for the three and nine months ended September 29,
2007:

Three months ended
September 29,

2007
Nine months ended
September 29, 2007

(In thousands)
Net sales $ 3,657 $ 36,129
Cost of goods sold and operating expenses 4,649 35,282
Other income 22,544 22,540

Earnings before income taxes 21,552 23,387
Income tax expense 8,713 9,402

Earnings from discontinued operations $ 12,839 $ 13,985

4. INVENTORIES
The components of inventories as of September 27, 2008 and December 29, 2007, net of reserves, were:

September 27,
2008

December 29,
2007
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(In thousands)
Raw materials $ 1,559 $ 1,945
Work in process 742 249
Finished goods 16,013 17,680

$ 18,314 $ 19,874

5. INTANGIBLE ASSETS
Intangible assets consist of the following as of September 27, 2008 and December 29, 2007:

Useful Life
(Years) September 27, 2008 December 29, 2007

(In thousands)
Unamortizable:
Trademarks and tradenames �  $ 340 $ 340

Amortizing:
Customer lists 5-20 $ 5,464 $ 5,464
Covenant not to compete 2-5 2,025 2,025
Other 5 25 25
Less: Accumulated Amortization (2,701) (2,246)

Total $ 4,813 $ 5,268

Amortizable intangible assets with definite lives are amortized using the straight-line method over periods ranging from 2 to 20 years. During
the three and nine months ended September 27, 2008, aggregate amortization expense was approximately $150,000 and $455,000, respectively.
During the three and nine months ended September 29, 2007, aggregate amortization expense was approximately $225,000 and $676,000,
respectively.

5
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Amortization expense related to intangible assets at September 27, 2008 in each of the next five fiscal years and beyond is expected to be
incurred as follows:

(In thousands)
Remainder of 2008 $ 149
2009 596
2010 461
2011 326
2012 258
Thereafter 3,023

Total $ 4,813

6. ACCOUNTING FOR STOCK-BASED COMPENSATION
The Company has a 2001 Long-Term Incentive Plan (�2001 Plan�). Under the 2001 Plan, awards in the form of stock options, stock appreciation
rights or stock awards may be granted to employees and directors of the Company and persons who provide consulting or other services to the
Company deemed by the Board of Directors to be of substantial value to the Company. The Plan is administered by the compensation committee
of the Board of Directors. Total stock-based compensation expense recognized for the three and nine months ended September 27, 2008 and
September 29, 2007 was as follows:

The following table summarizes compensation costs related to the Company�s stock option-based compensation plans:

Three Months Ended Nine Months Ended
September 27, 2008 September 29, 2007 September 27, 2008 September 29, 2007

(In thousands)
Selling, general and administrative $ 2 $ 23 $ 9 $ 85

Pre-tax stock-based compensation expense 2 23 9 85
Income tax benefit �  �  �  7

Total stock-based compensation expense $ 2 $ 23 $ 9 $ 78

At September 27, 2008, the total compensation cost related to unvested stock-based awards granted to employees under the Company�s stock
award plans but not yet recognized, excluding performance-based awards, was approximately $27,000. This cost will be amortized using the
straight-line method over a weighted-average period of approximately 1.8 years and will be adjusted for subsequent changes in estimated
forfeitures.

In 2005, the Company began issuing stock rights which cliff vest based on either service or specifically defined performance criteria consisting
primarily of revenue, income and shareholder value targets. The performance-based stock rights expire generally within a three to five year
period if the performance or service criteria have not been met. These stock rights have an exercise price of $0.00. The Company deems stock
rights to be equivalent to a stock option for the purpose of calculating dilutive shares. The Company will recognize compensation expense based
on the fair value of the stock rights at the time of grant if and when vesting is considered probable.

The recognition of the cost of service-based stock rights will be amortized using the straight-line method over the requisite service period, net of
estimated forfeitures.

The recognition of compensation expense associated with performance-based grants requires judgment in assessing the probability of meeting
the performance milestones. This may result in significant expense recognition in the period in which the performance goals are met or when
achievement of the goals is deemed probable. At September 27, 2008, management has assessed the likelihood of meeting all of the performance
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conditions as less than probable. As such, no compensation expense has been recorded.

At September 27, 2008, outstanding stock-based awards consisted of the following:

Vested Unvested
(In thousands)

Service-based stock options 410 �  
Service-based stock rights �  25
Performance-based stock rights �  760

Total outstanding stock-based awards 410 785

6
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7. PER SHARE DATA
Basic net loss per share is computed by dividing net loss by the weighted average number of common shares outstanding for the period. Diluted
(loss) earnings per share is calculated by dividing net (loss) earnings and the effect of assumed conversions by the weighted average number of
common and, when applicable, potential common shares outstanding during the period. A reconciliation of the numerators and denominators of
basic and diluted (loss) earnings per share is presented below.

Three Months Ended Nine Months Ended
September 27, 2008 September 29, 2007 September 27, 2008 September 29, 2007

(In thousands, except per share data)
Basic net loss per share:
Net loss from continuing operations $ (2,058) $ (1,777) $ (4,578) $ (3,438)

Weighted average common shares outstanding 8,166 8,045 8,136 8,026
Basic net loss from continuing operations per share $ (0.25) $ (0.22) $ (0.56) $ (0.43)

Diluted net loss per share:
Net loss from continuing operations $ (2,058) $ (1,777) $ (4,578) $ (3,438)

Weighted average common shares outstanding 8,166 8,045 8,136 8,026
Effect of stock options, stock rights and warrants
outstanding �  �  �  �  

Weighted average common and potential common
shares outstanding 8,166 8,045 8,136 8,026
Diluted net loss from continuing operations per share $ (0.25) $ (0.22) $ (0.56) $ (0.43)

Options and stock rights to purchase shares of common stock granted under the 2001 Long-Term Incentive Plan (�2001 Plan�) which totaled
1.2 million and 1.4 million as of September 27, 2008 and September 29, 2007, respectively, were not included in the computation of diluted
earnings per share as the effect would be anti-dilutive.

In addition to shares outstanding held by the public, the Company�s defined contribution 401(k) savings plan held zero and approximately
121,000 shares as of September 27, 2008 and September 29, 2007, respectively, which were issued during 2001 in connection with the
termination of the Company�s defined benefit pension plan. These shares, while eligible to vote, were classified as treasury stock and therefore
were not deemed outstanding for the purpose of determining per share earnings until the time that such shares were allocated to employee
accounts. This allocation occurred over a seven-year period which commenced in 2002 and was completed in February 2008. During fiscal 2008
and fiscal 2007, approximately 121,000 shares were allocated each year to the defined contribution 401(k) savings plan.

In addition to the options and rights outstanding under the 2001 Long-Term Incentive Plan, the Company granted options to two separate major
stockholders in consideration for debt and debt guarantees. Options outstanding and exercisable under these arrangements totaled approximately
400,000 as of September 27, 2008 and September 29, 2007 and were not included in the computation of diluted earnings per share as the effect
would be anti-dilutive. These options were granted July 17, 1997, September 1, 1999 and on various dates during 2001 and have an exercise
price ranging from $1.75 to $2.38 per share and expire at various dates through June 2011.

In conjunction with the Company�s secondary offering completed July 19, 2004, the Company issued 50,000 warrants with an exercise price of
$15.00 to the managing underwriters. The warrants expire on July 18, 2009 and contain piggyback registration rights that expire seven years
from the closing of the offering. These warrants were excluded from the computation of diluted earnings per share as the effect would be
anti-dilutive.

8. COMMITMENTS AND CONTINGENCIES
On October 3, 2006, the Company notified the sellers under the purchase agreement for the acquisition of Tommy Bahama Footwear that it was
withholding payment of the $500,000 holdback that the Company maintained under the terms of the Agreement. The Company had previously
notified the sellers that certain acquired assets did not conform to the representations and warranties contained in the purchase agreement. The
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sellers have demanded payment of the holdback amount. The $500,000 is currently recorded in other current liabilities.

On September 10, 2007, the Company notified the American Red Cross that it was discontinuing participation under the license agreement
between the parties. The Company had entered into the license agreement with American Red Cross in April 2006 to use the Red Cross Emblem
in connection with the sales and marketing of footwear. In September 2007, the Company learned of certain litigation, in which the Company
has not been named as a party, challenging the power and authority of the American Red Cross to license commercial use of the Red Cross
Emblem. As a result of the claims alleged in that litigation, the Company made a decision to discontinue its participation under the license
agreement. In response to the Company�s notice, the American Red Cross has demanded payment of the remaining minimum royalty payments
which it claims under the license agreement of $362,500, plus interest. Although the Company continues to deny its liability for breach under
agreement, and intends to vigorously defend against claims initiated, management cannot predict the outcome of the dispute, and, therefore the
Company has accrued the minimum royalty payments remaining under the license agreement of $362,500.

The Company has various license agreements to manufacture and distribute products bearing certain trademarks or patents owned by various
entities. These agreements expire on various dates between 2009 and 2013. In accordance with these agreements, the Company incurs royalty
expenses based on percentages of net product sales. These royalty expenses are included in the Company�s cost of sales as incurred. The terms of
the various guarantees provide for no limitation to the maximum potential future payments under these agreements. Future minimum royalty
commitments under such license agreements at September 27, 2008 were approximately $10.6 million.

In the normal course of business, the Company is subject to legal proceedings, lawsuits and other claims. Such matters are subject to many
uncertainties and outcomes are not predictable with assurance. Consequently, the ultimate aggregate amount of

7
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monetary liability or financial impact with respect to these matters at September 27, 2008, cannot be ascertained. While these matters could
affect the Company�s operating results for any one quarter when resolved in future periods and while there can be no assurance with respect
thereto, management believes, with the advice of outside legal counsel, that after final disposition, any monetary liability or financial impact to
the Company from these matters would not be material to the Company�s consolidated financial condition, results of operations or cash flows.

9. DEBT
In June 2008, the Company entered into a Credit and Security Agreement with Wells Fargo Bank, N.A. (�Wells Fargo�) for a three year revolving
line of credit and letters of credit collateralized by all of the Company�s assets and those of its subsidiaries. Under the facility, the Company can
borrow up to $17.0 million (subject to a borrowing base which includes eligible receivables and eligible inventory), which, subject to the
satisfaction of certain conditions, may be increased to $20.0 million. The credit facility also includes a $7.5 million letter of credit sub facility.
The borrowings under the revolving line of credit bear interest at prime rate minus .25% or the applicable 30, 90, 180-day LIBOR plus 2.4%,
subject to certain minimums, and .25% downward adjustment if a required net income amount is earned by the Company for fiscal 2008.

Concurrently with the execution of the Credit and Security Agreement, the Company made an initial borrowing thereunder in the amount of
$11.2 million, which was used to pay in full the outstanding balances owed to the Company�s then lender, Manufacturers & Traders Trust
Company (�M&T�). The Company also terminated the underlying credit agreement, notes, security agreements and related instruments and
documents, but left in force a Letter of Credit Reimbursement Agreement between M&T and the Company. In connection with the pay off of the
M&T facility, the Company cash collateralized on a dollar-for-dollar basis four letters of credit previously issued by M&T. The Company
pledged the cash collateral account to M&T pursuant to a Pledge Account Agreement which the Company entered into with M&T. As of
September 27, 2008 there remains one Letter of Credit outstanding with M&T which were in the aggregate face amount of approximately $1.5
million. These letters of credit were drawn upon during the third quarter of fiscal 2008 and are no longer outstanding.

The agreement includes various financial and other covenants with which the Company has to comply in order to maintain borrowing
availability and avoid penalties, including an annual capital expenditure limitation and minimum net income requirements. Other covenants
include, but are not limited to, covenants limiting or restricting the Company�s ability to incur indebtedness, incur liens, enter into mergers or
consolidations, dispose of assets, make investments, pay dividends, enter into transactions with affiliates, or prepay certain indebtedness. The
credit and security agreement also contains customary events of default including, but not limited to, payment defaults, covenant defaults,
cross-defaults to other indebtedness, material judgment defaults, inaccuracy of representations and warranties, bankruptcy and insolvency
events, defects in Wells Fargo� security interest, change in control events, material adverse change and certain officers being convicted of
felonies. The occurrence of an event of default will increase the interest rate by 3.0% over the rate otherwise applicable and could result in the
acceleration of all obligations of the Company to Wells Fargo with respect to indebtedness, whether under the Credit and Security Agreement or
otherwise. As of September 27, 2008, the Company was not in compliance with the financial covenant for income before taxes under its Credit
and Security Agreement with Wells Fargo. We are presently in discussions with Wells Fargo to obtain a waiver of this past default. There can be
no assurance when, or if, an amendment or waiver will be provided.

Debt as of September 27, 2008 and December 29, 2007 consisted of the following:

September 27, 2008 December 29, 2007
(In thousands)

Credit and Security Agreement with Wells Fargo; collateralized by all of the
Company�s assets; interest payable monthly and bears a rate of Prime minus .25%
(stated rate of 4.75% at September 27, 2008) 9,919 �  
Revolving line of credit with M&T; secured by accounts receivable, inventory
and equipment; interest payable monthly and bears a rate of Prime plus 3.5%
(stated rate of 8.0% at December 29, 2007) �  22,666

Total 9,919 22,666
Less: current portion 9,919 22,666

Non-current portion $ �  $ �  

Edgar Filing: PHOENIX FOOTWEAR GROUP INC - Form 10-Q

Table of Contents 18



10. OTHER INCOME
For the three and nine months ended September 27, 2008, net other income totaled approximately $0 and $1.5 million, respectively. Other
income consisted of $1.5 million that the Company received in fees from Tactical in accordance with the Transition Services Agreement for
providing ongoing administrative and other services to the new management of Altama subsequent to the sale of the business in fiscal 2007. For
the three and nine months ended September 27, 2007, net other income totaled approximately $30,000 and $28,000, respectively.

11. SEGMENT INFORMATION
For the three and nine months ended September 27, 2008, the Company�s operating segments were classified into three segments: footwear,
premium footwear, and accessories. Through the acquisition of Chambers Belt in fiscal 2005, the Company added the accessories segment.
Through the acquisition of Tommy Bahama Footwear in fiscal 2005, the Company added the premium footwear segment. As the H.S. Trask
brand has a similar customer base and retail pricing structure to Tommy Bahama Footwear, the H.S. Trask brand was reclassified into the
premium footwear segment.

The footwear segment operation designs, develops and markets various moderately-priced branded dress and casual footwear, outsources
entirely the production of its products from foreign manufacturers located in Brazil and Asia and sells its products primarily through department
stores, national chain stores, independent specialty retailers, third-party catalog companies and directly to consumers over the Company�s internet
web sites. The premium footwear operation designs, develops and markets premium-priced branded dress and casual footwear, outsources
entirely the production of its products from foreign manufacturers primarily located in Brazil, Asia and Europe and sells its products primarily
through department stores, national chain stores, independent specialty
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retailers, third-party catalog companies and directly to consumers over the Company�s internet web sites. The accessory operation designs,
develops and markets branded belts and personal items, manufactures a portion of its product at a facility in California, outsources the
production of a portion of its product from foreign manufacturers in Mexico and Asia and sells its products primarily through department stores,
national chain stores and independent specialty retailers. Beginning January 1, 2006 the Company began selling its footwear and accessories
products through its wholly-owned Canadian subsidiary. In prior years, these products were sold through an independent Canadian distributor.
For the three and nine months ended September 27, 2008, the Company�s net sales in Canada were $604,000 and $1.6 million, respectively, and
for the three and nine months ended September 29, 2007, the Company�s net sales in Canada were $623,000 and $1.4 million, respectively.

On July 2, 2007, the Company sold all of the outstanding capital stock of its wholly-owned subsidiary, Royal Robbins, and on December 29,
2007, the Company sold all of the outstanding capital stock of its wholly-owned subsidiary, Altama. The results of the Royal Robbins business
previously included in the footwear and apparel segment, and the results of the Altama business, previously included in the military boot
segment, have been segregated from continuing operations and reported as discontinued operations in the Condensed Consolidated Statements of
Operations for all periods presented. In addition, the footwear and apparel segment has been renamed as the footwear segment.

Operating profits by business segment exclude allocated corporate interest expense and income taxes. Corporate general and administrative
expenses include expenses such as salaries and related expenses for executive management and support departments such as accounting,
information technology and human resources which benefit the entire corporation and are not segment specific.

The following table summarizes net sales to customers by operating segment that are 10% or greater.

Customer Concentration Summary
Three Months Ended Nine Months Ended

September 27, 2008 September 29, 2007 September 27, 2008 September 29, 2007
Premium Footwear:
Tommy Bahama Retail 27% 30% 21% 25%
Nordstrom 5% 5% 17% 6%
Accessories:
Wal-Mart 69% 62% 68% 64%

Net sales and operating income (loss) for the three and nine months ended September 27, 2008 and September 29, 2007 are as follows:

Three Months

Ended
September 29, 2008

Three Months

Ended
September 29, 2007

Nine Months

Ended
September 27, 2008

Nine Months

Ended
September 29, 2007

(In thousands)
Net Revenues
Footwear $ 7,371 $ 8,019 $ 20,622 $ 21,511
Premium Footwear 2,338 3,567 9,650 9,678
Accessories 8,960 10,733 28,319 32,273

$ 18,669 $ 22,319 $ 58,591 $ 63,462

Operating Income (loss)
Footwear $ 1,013 $ 226 $ 2,615 $ 2,740
Premium Footwear (1,698) (1,410) (3,171) (3,337)
Accessories 518 489 1,872 2,567
Reconciling Items(1) (1,701) (2,031) (4,443) (6,880)

$ (1,868) $ (2,726) $ (3,127) $ (4,910)
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(1) Represents corporate general and administrative expenses and other expense (income) not utilized by management in determining segment
profitability. Corporate general and administrative expenses include expenses such as salaries and related expenses for executive
management and support departments such as accounting, information technology and human resources which benefit the entire
corporation and are not segment specific. The decrease in these expenses during the three and nine months ended September 27, 2008 is
related to decreased selling, general and administrative expenses at the corporate level, in addition to $0 and $1.5 million in other income
which was recorded during the three and nine months ended September 27, 2008, respectively, related to the Transition Services
Agreement which provided for ongoing administrative and other services for the operating of the Altama business post-closing.

12. RELATED PARTIES
The Company provides raw materials, components and equipment utilized in manufacturing its product, to Maquiladora Chambers de Mexico,
S.A., a manufacturing company located in Sonora, Mexico. Maquiladora Chambers de Mexico, S.A. provides production related services to
convert these raw materials into finished goods for the Company. The Executive Vice President of Sales of the Company�s Chambers Belt brand,
who is a former principal of Chambers Belt prior to the Company�s 2005 acquisition of the brand, owns an equity interest in Maquiladora
Chambers de Mexico, S.A. As of September 27, 2008 and September 29, 2007, there was approximately $40,000 and $0, respectively, due from
Maquiladora Chambers de Mexico, S.A. During the three and nine months ended September 27, 2008, the Company purchased a total of
approximately $503,000 and $1.5 million, respectively, and for the three and nine months ended September 29, 2007, the Company purchased a
total of approximately $502,000 and $1.6 million, respectively, in production related services from Maquiladora Chambers de Mexico, S.A.
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13. ADOPTION OF RECENT ACCOUNTING PRONOUNCEMENTS
In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements (SFAS No. 157). SFAS No. 157 establishes a common
definition for fair value to be applied to US GAAP guidance requiring use of fair value, establishes a framework for measuring fair value, and
expands disclosure about such fair value measurements. This new standard provides guidance for using fair value to measure assets and
liabilities. The FASB believes the standard also responds to investors� requests for expanded information about the extent to which companies
measure assets and liabilities at fair value, the information used to measure fair value, and the effect of fair value measurements on earnings.
SFAS No. 157 applies whenever other standards require (or permit) assets or liabilities to be measured at fair value but does not expand the use
of fair value in any new circumstances. SFAS 157 is effective for fiscal years beginning after November 15, 2007 for financial assets and
liabilities, as well as for any other assets and liabilities that are carried at fair value on a recurring basis in financial statements. Certain aspects of
this Standard were effective at the beginning of the first quarter of fiscal 2008. In February 2008, the FASB issued FSP 157-2, Effective Date of
FASB Statement No. 157 , which permits a one-year deferral for the implementation of SFAS 157 with regard to non-financial assets and
liabilities that are not recognized or disclosed at fair value in the financial statements on a recurring basis (at least annually). The Company
elected to defer adoption of SFAS 157 for such items and does not anticipate that full adoption in fiscal 2009 will impact the Company�s results
of operations or financial condition.

In February 2007, the FASB issued SFAS No. 159, Fair Value Option for Financial Assets and Liabilities � Including an Amendment to FASB
Statement No. 115 (SFAS No. 159). SFAS No. 159 improves financial reporting by giving entities the opportunity to mitigate earnings volatility
by electing to measure related financial assets and liabilities at fair value rather than using different measurement attributes. Unrealized gains
and losses on items for which the fair value option has been elected should be reported in earnings. Upon initial adoption, differences between
the fair value and carrying amount should be included as a cumulative-effect adjustment to beginning retained earnings. SFAS 159 is effective
for fiscal years beginning after November 15, 2007. The Company adopted SFAS 159 on December 30, 2007. The adoption of SFAS 159 did
not have an impact on the Company�s financial statements.

14. SUBSEQUENT EVENTS
On December 29, 2007, the Company sold all of the outstanding capital stock of its wholly-owned subsidiary, Altama, to Tactical Holdings, Inc.
(�Tactical�). At closing, the purchase price of $13.5 million was paid through the delivery of a promissory note and pledge security agreement.
Pursuant to the acquisition terms, $3.0 million of the purchase price was deposited into an 18 month interest bearing escrow account to secure
our indemnification obligations to Tactical and was recorded as Restricted Cash. On September 15, 2008, the escrow account was released to the
Company and replaced with, for the remainder of the 18 months, a standby letter of credit. In October 2008, the Company had requested that
Tactical reduce the amount required to be posted under the letter of credit to secure the indemnification obligation. In connection with those
discussions, Tactical sought reimbursement of approximately $572,000 for employee liability related claims. On November 6, 2008, the
Company agreed to pay the indemnity claims in exchange for Tactical agreeing to reduce the letter of credit required to secure additional future
indemnity obligations to approximately $928,000. The reimbursement of approximately $572,000 will be recognized as expenses from
discontinued operations in the fourth quarter of fiscal 2008. Additionally, the Company and Tactical agreed that the Company could recover up
to $200,000 from the amount paid on the indemnity claims if it can demonstrate by June 29, 2009 that any of the indemnity claims had been
fully resolved prior to the consummation of the transactions contemplated by the sale transaction.
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Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations
The following discussion should be read in conjunction with the interim unaudited condensed consolidated financial statements contained in this
report, and Management�s Discussion and Analysis of Financial Condition and Results of Operations, the historical consolidated financial
statements and the related notes and the other financial information included in our Annual Report on Form 10-K filed with the Securities and
Exchange Commission (�SEC�) for the fiscal year ended December 29, 2007. This discussion contains forward-looking statements that involve
risks and uncertainties. Our actual results could differ materially from those anticipated in these forward-looking statements as a result of any
number of factors, including those set forth under �Cautionary Statement Concerning Forward-Looking Statements� and �Risk Factors�
below.

Our annual accounting period ends on the Saturday nearest to December 31. References to our �fiscal 2006� refer to our fiscal year ended
December 30, 2006, references to our � fiscal 2007 � refer to our fiscal year ended December 29, 2007, and references to our � fiscal 2008 �
refer to our fiscal year ending January 3, 2009.

Overview

We design, develop and market men�s and women�s footwear, belts, and accessories. The brands we own are Trotters®, SoftWalk ®, and H.S.
Trask ®, while our licenses include Tommy Bahama®, Wranglers and Riders.

Since 2000, we have developed and refined our portfolio of brands through a series of acquisitions and divestitures, including two divestitures
during fiscal 2007.

Our operations are comprised of three reportable segments: footwear, premium footwear, and accessories.

Our footwear segment includes our Trotter and SoftWalk brands. By emphasizing traditional style, quality and fit in this segment, we believe we
can better maintain a loyal consumer following that is less susceptible to fluctuations due to changing fashion trends and consumer preferences.
A significant number of these product styles carry over from year-to-year. In addition, our design and product development teams seek to create
and introduce new products and styles that complement these longstanding core products and are consistent with our brand positioning.

Our premium footwear segment consists of H.S. Trask and Tommy Bahama and emphasizes unique leathers, exceptional quality and comfort.
Tommy Bahama ® is a premier lifestyle brand for which we have the license to market footwear, hosiery and accessories.

In our accessories segment, we sell predominately products which are licensed. These exclusive license agreements include �Wrangler Hero ® ,�
�Timber Creek ® by Wrangler ®,� �Wrangler Jeans Co.®,� �Wrangler Outdoor Gear ®,� �Wrangler ®,� �Wrangler Rugged Wear ®,� �20X ®� and �Twenty X ®�.
The products are designed based on each brand�s respective lifestyle and price point.

During fiscal 2007, in an effort to enhance shareholder value, improve working capital, and focus on our core brands, we sold our Royal
Robbins and Altama divisions. The divestiture of these businesses generated combined gross proceeds of $53.0 million and an after-tax gain of
approximately $14.7 million. We have reported the results of our Royal Robbins and Altama businesses as discontinued operations for all
current and prior periods presented, pursuant to SFAS No. 144, Accounting for the Disposal of Long-Lived Assets.

On July 2, 2007, we sold our Royal Robbins division to Kellwood Company for a net cash purchase price of $37.2 million, with a resulting gain,
net of tax, of $14.3 million. As part of the transaction, we caused a $3.0 million standby letter of credit to be issued by our bank for Kellwood�s
benefit to partially fund indemnification payments. We are required to maintain the $3.0 million standby letter of credit for 18 months following
the closing, subject to reduction on the first anniversary of the closing to an amount equal to the greater of $1.5 million or the amount of all
unresolved indemnification claims made by Kellwood, if any. On July 2, 2008, the first anniversary of the sale of Royal Robbins, we were not
notified of any unresolved indemnification claims made by Kellwood, therefore the $3.0 million standby letter of credit was reduced to $1.5
million in accordance with the agreement.

On December 29, 2007, we sold all of the outstanding capital stock of our wholly-owned subsidiary, Altama, to Tactical Holdings, Inc. At
closing, the gross purchase price of $13.5 million was paid through the delivery of a promissory note which was paid in its entirety with
principal and interest on February 29, 2008. Pursuant to the acquisition terms, $3.0 million of this payment was deposited into an 18 month
interest bearing escrow account to secure our indemnification obligations to Tactical and was recorded as restricted cash. On September 15,
2008, the escrow account was released to the Company and replaced with a standby letter of credit. In October 2008, we had requested that
Tactical reduce the amount required to be posted under the letter of credit to secure the indemnification obligation. In connection with those
discussions, Tactical sought reimbursement of approximately $572,000 for employee liability related claims. On November 6, 2008, we agreed
to pay the indemnity claims in exchange for Tactical agreeing to reduce the letter of credit required to secure additional future indemnity

Edgar Filing: PHOENIX FOOTWEAR GROUP INC - Form 10-Q

Table of Contents 23



obligations to approximately $928,000. The reimbursement of approximately $572,000 will be recognized as expenses from discontinued
operations in the fourth quarter of fiscal 2008. Additionally, we and Tactical agreed that the Company could recover up to $200,000 from the
amount paid on the indemnity claims if it can demonstrate by June 29, 2009 that any of the indemnity claims had been fully resolved prior to the
consummation of the transactions contemplated by the sale transaction.

As a result of the post-closing review, the closing date working capital adjustment was adjusted down by approximately $81,000, to $116,000.
Subsequent to the final working capital adjustment, the sale resulted in a gain, net of tax of $519,000. The tax benefit included in this amount
was approximately $7.4 million. In addition to the aggregate cash consideration, we entered into a Transition Services Agreement with Tactical
providing for total payments to us in 2008 of $1.5 million in consideration for providing ongoing administrative and other services for the
operation of the Altama business post-closing.

We used the net proceeds from both the Royal Robbins and Altama sales (other than the amount deposited into escrow) to retire outstanding
bank debt. On June 16, 2008, we entered into a secured credit facility with a new lender, Wells Fargo Bank, N.A., or Wells Fargo. The facility
includes a three year revolving line of credit and letters of credit collateralized by all of our assets and those of our subsidiaries. Under the
facility we can borrow up to $17.0 million (subject to a borrowing base which includes eligible receivables and eligible inventory), which,
subject to the satisfaction of certain conditions, may be increased to $20.0 million. The credit facility also includes a $7.5 million letter of credit
sub facility. This new credit facility replaces our prior credit facility with Manufacturers & Traders Trust Company, or M&T. As of
September 27, 2008, we had $9.9 million of bank debt outstanding under our revolving line of credit. All payments on accounts receivable go
directly to the lender as a reduction of the debt. Although we expect that the reduction in the letter of credit posted for the Altama sale
indemnification obligations will help our availability under the line of credit, we are still in discussions with the bank to obtain a waiver of a past
financial covenant default and amend future financial covenants. We were in default of the financial covenant for income before taxes as of the
end of our third quarter and expect that we will not meet this financial covenant as of the end of fiscal 2008. There can be no assurance when, or
if, an amendment or waiver will be provided.

In October 2008, our Board of Directors formed a Special Committee of independent outside directors to consider strategic opportunities,
including proposals for the purchase of the Company or one or more of its divisions, in an effort to enhance stockholder value. The Special
Committee is authorized to negotiate on behalf of the Board of Directors and to consider, pursue and accept or reject any proposals received,
subject to required stockholder approval. James R. Riedman, our Chairman of the Board and largest stockholder, has expressed an interest in
forming a group to make a proposal to the Special Committee.

The Special Committee�s members include Steven DePerrior, Gregory Harden, John Kratzer and Fred Port. The Committee has retained BB&T
Capital Markets as its independent financial advisor to assist it in its work. The Committee has also retained independent legal counsel. The
Special Committee has not received a proposal of any kind as of the date of this report and there can be no assurance
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that any definitive offer will be made, that any definitive agreement will be executed or if a definitive offer is received, that any transaction will
be approved or consummated. The Special Committee does not intend to provide ongoing disclosure with respect to the progress of its work
unless a definitive agreement is approved and executed unless the Committee believes disclosure is otherwise appropriate.

Results of Operations

Fiscal Quarter Ended September 27, 2008 Compared to Fiscal Quarter Ended September 29, 2007

The following table sets forth selected consolidated operating results for each of the quarterly periods indicated, presented as a percentage of net
sales.

Three Months Ended
September 27, 2008 September 29, 2007 Increase (Decrease)

(In thousands)
Net sales $ 18,669 100% $ 22,319 100% $ (3,650) (16%)
Cost of goods sold(1) 12,538 67% 16,738 75% (4,200) (25%)

Gross profit 6,131 33% 5,581 25% 550 10%
Operating expenses:
Selling, general and administrative expense 7,999 43% 8,337 37% (338) (4%)
Other (income) expense, net �  �  % (30) �  % (30) (100%)

Total operating expenses 7,999 43% 8,307 37% (308) (4%)

Operating loss (1,868) (10%) (2,726) (12%) (858) (31%)
Interest expense, net 183 1% 442 2% (259) (59%)

Loss before income taxes and discontinued operations (2,051) (11%) (3,168) (14%) (1,117) (35%)
Income tax expense (benefit) 7 �  % (1,391) (6%) (1,398) *%

Loss before discontinued operations (2,058) (11%) (1,777) (8%) 281 16%
(Loss) earnings from discontinued operations (60) �  % 12,839 58% (12,899) *%

Net (loss) income $ (2,118) (11%) $ 11,062 50% $ (13,180) *%

(1) All costs incurred to bring finished products to our warehouse are included in cost of goods sold. These items include shipping and
handling costs, agent and broker fees, letter of credit fees, customs duty, inspection costs, inbound freight and internal transfer costs. Costs
associated with our own distribution and warehousing are recorded in selling, general and administrative expenses. Our gross margins may
not be comparable to others in the industry as some entities may record and classify these costs differently.

* Greater than 100%
Consolidated Net Sales from Continuing Operations

Consolidated net sales were approximately $18.7 million and $22.3 million for the third quarters of fiscal 2008 and 2007, respectively. Net sales
for our footwear, premium footwear and accessories segments decreased by 8%, 36% and 16%, respectively, from the same period in fiscal 2007
largely as a result of lower retail demand from the difficult economic environment.

Consolidated Gross Profit from Continuing Operations
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Consolidated gross profits were approximately $6.1 million and $5.6 million for the third quarters of fiscal 2008 and 2007, respectively. This
represents an increase of approximately $500,000, or 10% from the same period in fiscal 2007. Consolidated gross margins as a percentage of
sales were 33% and 25% for the third quarters of fiscal 2008 and 2007, respectively. Gross margin increased from the same period in fiscal 2007
in our footwear segment primarily due to higher per unit sales prices, decreased closeout sales and decreased air freight charges and in our
accessories segment due to improved efficiencies in the manufacturing operations that are resulting in reduced product costs.

Consolidated Operating Expenses from Continuing Operations

Consolidated selling, general and administrative expenses, or SG&A, were approximately $8.0 million, or 43% of net sales, and $8.3 million, or
37% of net sales, for the third quarters of fiscal 2008 and 2007, respectively. The increase in the percentage of net sales from the same period in
fiscal 2007, while the total expenses decreased slightly between the same periods, is primarily attributable to lower sales, offset by higher
absorption of corporate shared services subsequent to the divestiture of our Royal Robbins and Altama business units.

Consolidated Interest Expense, net, from Continuing Operations

Consolidated interest expense, net, was approximately $183,000 and $442,000 for the third quarters of fiscal 2008 and 2007, respectively. The
decrease in interest expense from the same period in fiscal 2007 is due to the lower debt balances. As of September 27, 2008 and September 29,
2007, the outstanding debt balances were approximately $9.9 million and $22.7 million, respectively.

Net Earnings from Discontinued Operations

Net loss from discontinued operations for the third quarter of fiscal 2008 was approximately $60,000 compared to net earnings from
discontinued operations of approximately $12.8 million for the third quarter of fiscal 2007. Net loss per share from discontinued operations was
$0.01 for the third quarter of fiscal 2008 and net earnings per share from discontinued operations was $1.60 for the third quarter of fiscal 2007.
Net earnings from discontinued operations for the third quarter of fiscal 2007 consisted primarily of the one-time after-tax gain from the sale of
Royal Robbins of approximately $14.0 million realized during the third quarter of fiscal 2007, offset by Altama�s after-tax operating loss of
approximately $1.2 million. Income tax expense and related effective tax rate for discontinued operations were approximately $8.7 million and
40%, respectively, for the third quarter of 2007.
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Footwear

Net Sales

Net sales were approximately $7.4 million and $8.0 million for the third quarters of fiscal 2008 and 2007, respectively. The decrease of
approximately $600,000, or 8%, from the same period in fiscal 2007 was primarily attributable to lower demand experienced in a difficult
economic environment.

Gross Profit

Gross profits were approximately $3.3 million and $2.3 million for the third quarters of fiscal 2008 and 2007, respectively. This represents an
increase of approximately $1.0 million, or 42% from the same period in fiscal 2007. Gross margins were 44% and 29% for the third quarters of
fiscal 2008 and 2007, respectively. Inventory write-offs and liquidation costs associated with the discontinuance of the American Red Cross
product line resulted in negative margins of approximately $525,000 during the third quarter of fiscal 2007 for this specific product line. The
remaining increase in gross margin is partially due to higher per unit sales prices along with decreased closeout sales and air freight charges.

Operating Expenses

SG&A expenses were approximately $2.2 million, or 30% of net sales, and $2.1 million, or 26% of net sales, for the third quarters of fiscal 2008
and 2007, respectively. The increase of approximately $100,000, or 5%, from the same period in fiscal 2007 is primarily attributable to higher
absorption of corporate shared services subsequent to the divestiture of our Royal Robbins and Altama business units.

Premium Footwear

Net Sales

Net sales were approximately $2.3 million and $3.6 million for the third quarters of fiscal 2008 and 2007, respectively. The decrease of
approximately $1.3 million, or 36%, from the same period in fiscal 2007 was primarily attributable to lower demand experienced in a difficult
economic environment across all distribution channels.

Gross Profit

Gross profits were approximately $300,000 and 600,000 for the third quarters of fiscal 2008 and 2007, respectively. This represents a decrease
of approximately $300,000, or 50% from the same period in fiscal 2007. Gross margins were 13% and 18% for the third quarters of fiscal 2008
and 2007, respectively. The decrease in gross margin is primarily due to the sales mix and an increase, as a percentage of sales, in minimum
Tommy Bahama royalty expenses.

Operating Expenses

SG&A expenses were approximately $2.0 million, or 85% of net sales, and $2.0 million, or 57% of net sales, for the third quarters of fiscal 2008
and 2007, respectively. The increase in the percentage of net sales from the same period in fiscal 2007, while the total expenses remained flat
between the same periods, is primarily attributable to lower sales, offset by higher absorption of corporate shared services subsequent to the
divestiture of our Royal Robbins and Altama business units.

Accessories Business

Net Sales

Net sales were approximately $9.0 million and $10.7 million for the third quarters of fiscal 2008 and 2007, respectively. The decrease of
approximately $1.7 million, or 16%, from the same period in fiscal 2007 was primarily attributable to lower demand experienced in a difficult
economic environment.

Gross Profit
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Gross profits were approximately $2.6 million for the third quarters of fiscal 2008 and 2007. Gross margins were 29% and 25% for the third
quarters of fiscal 2008 and 2007, respectively. The increase in gross margin as a percentage of sales from the same period in fiscal 2007 is due
primarily to improved efficiencies in the manufacturing operations that are resulting in reduced production costs.

Operating Expenses

SG&A expenses were approximately $2.1 million, or 23% of net sales, and $2.2 million, or 20% of net sales, for the third quarters of fiscal 2008
and 2007, respectively. The increase in the percentage of net sales from the same period in fiscal 2007, while the total expenses remained
relatively flat between the same periods, is primarily attributable to lower sales, offset by higher absorption of corporate shared services
subsequent to the divestiture of our Royal Robbins and Altama business units.
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Fiscal Nine Months Ended September 27, 2008 Compared to Fiscal Nine Months Ended September 29, 2007

The following table sets forth selected consolidated operating results for each of the nine month periods indicated, presented as a percentage of
net sales.

Nine Months Ended
September 27, 2008 September 29, 2007 Increase (Decrease)

(In thousands)
Net sales $ 58,591 100% $ 63,462 100% $ (4,871) (8%)
Cost of goods sold(1) 38,456 66% 42,878 68% (4,422) (10%)

Gross profit 20,135 34% 20,584 32% (449) (2%)
Operating expenses:
Selling, general and administrative expense 24,762 42% 25,522 40% (760) (3%)
Other (income) expense, net (1,500) (3%) (28) �  % 1,472 *%

Total operating expenses 23,262 39% 25,494 40% (2,232) (9%)

Operating loss (3,127) (5%) (4,910) (8%) (1,783) (36%)
Interest expense, net 1,406 2% 1,107 2% 299 27%

Loss before income taxes and discontinued operations (4,533) (8%) (6,017) (10%) (1,484) (25%)
Income tax expense (benefit) 45 �  % (2,579) (4%) (2,624) *%

Loss before discontinued operations (4,578) (8%) (3,438) (5%) (1,140) 33%
Earnings from discontinued operations 21 �  % 13,985 22% (13,964) (100%

Net loss $ (4,557) (8%) $ 10,547 (17%) $ (15,104) *%

(1) All costs incurred to bring finished products to our warehouse are included in cost of goods sold. These items include shipping and
handling costs, agent and broker fees, letter of credit fees, customs duty, inspection costs, inbound freight and internal transfer costs. Costs
associated with our own distribution and warehousing are recorded in selling, general and administrative expenses. Our gross margins may
not be comparable to others in the industry as some entities may record and classify these costs differently.

* Greater than 100%
Consolidated Net Sales from Continuing Operations

Consolidated net sales were approximately $58.6 million and $63.5 million for the first nine months of fiscal 2008 and 2007, respectively. Our
footwear, premium footwear and accessories segments decreased by 4%, 1% and 12%, respectively, from the same period in fiscal 2007 largely
as a result of lower retail demand from the difficult economic environment.

Consolidated Gross Profit from Continuing Operations

Consolidated gross profits were approximately $20.1 million and $20.6 million for the first nine months of fiscal 2008 and 2007, respectively.
Consolidated gross margins as a percentage of sales were 34% and 32% for the first nine months of fiscal 2008 and 2007, respectively. Gross
margin increased from the same period in fiscal 2007 in our footwear segment due to higher per unit sales prices along with decreased closeout
sales and air freight charges and in our accessories segment due to improved efficiencies in the manufacturing operations that are resulting in
reduced product costs.

Consolidated Operating Expenses from Continuing Operations
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Consolidated selling, general and administrative expenses, or SG&A, were approximately $24.8 million, or 42% of net sales, and $25.5 million,
or 40% of net sales, for the first nine months of fiscal 2008 and 2007, respectively. The increase in the percentage of net sales from the same
period in fiscal 2007, while the total expenses decreased slightly between the same periods, is primarily attributable to lower sales, offset by
higher absorption of corporate shared services subsequent to the divestiture of our Royal Robbins and Altama business units.

Consolidated �Other (income) expense, net� was $1.5 million in net income for the first nine months of fiscal 2008, compared to $28,000 in net
income for the first nine months of fiscal 2007. The fiscal 2008 income consisted of $1.5 million received from Tactical Holdings, Inc. in
accordance with the Transition Services Agreement we entered into, providing ongoing administrative and other services for continuing to
support the operations of the Altama business subsequent to our sale of the business in fiscal 2007.

Consolidated Interest Expense, net, from Continuing Operations

Consolidated interest expense, net, was approximately $1.4 million and $1.1 million for the first nine months of fiscal 2008 and 2007,
respectively. The increase in interest expense from the same period in fiscal 2007 is due to the write-off of approximately $620,000 of debt
issuance costs previously capitalized under our previous credit facility, which was replaced during the second quarter of fiscal 2008. This
increase is offset by reduced interest as a result of lower debt balances. As of September 27, 2008 and September 29, 2007, the outstanding debt
balances were approximately $9.9 million and $22.7 million, respectively.

Net Earnings from Discontinued Operations

Net earnings from discontinued operations for the first nine months of fiscal 2008 was approximately $21,000 compared to approximately $14.0
million for the first nine months of fiscal 2007. Net earnings per share from discontinued operations were $0 and $1.74 for the first nine months
of 2008 and 2007, respectively. Net earnings from discontinued operations for the first nine months of fiscal 2007 consisted primarily of the
after-tax gain from the sale of Royal Robbins of approximately $14.0 million realized during the year. Income tax expense and related effective
tax rate for discontinued operations were approximately $9.0 million and 40%, respectively, for the first nine months of 2007.
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Footwear

Net Sales

Net sales were approximately $20.6 million and $21.5 million for the first nine months of fiscal 2008 and 2007, respectively. The decrease of
approximately $900,000, or 4%, from the same period in fiscal 2007 was primarily attributable to lower demand experienced in a difficult
economic environment.

Gross Profit

Gross profits were approximately $8.8 million and $8.4 million for the first nine months of fiscal 2008 and 2007, respectively. This represents an
increase of approximately $400,000, or 5% from the same period in fiscal 2007. Gross margins were 43% and 39% for the first nine months of
fiscal 2008 and 2007, respectively. Inventory write-offs and liquidation costs associated with the discontinuance of the American Red Cross
product line resulted in negative margins of approximately $465,000 during the first nine months of fiscal 2007 for this specific product line.

Operating Expenses

SG&A expenses were approximately $6.2 million, or 30% of net sales, and $5.7 million, or 26% of net sales, for the first nine months of fiscal
2008 and 2007, respectively. The increase of approximately $500,000, or 9%, from the same period in fiscal 2007 is primarily attributable to
higher absorption of corporate shared services subsequent to the divestiture of our Royal Robbins and Altama business units.

Premium Footwear

Net Sales

Net sales were approximately $9.6 million and $9.7 million for the first nine months of fiscal 2008 and 2007, respectively. The decrease of
approximately $100,000, or 1%, from the same period in fiscal 2007 was a result of lower external internet and our own direct-to-consumer sales
in the third quarter of fiscal 2008 that offset net sales growth from the first two quarters of fiscal 2008 as compared to the same periods in 2007.

Gross Profit

Gross profits were approximately $2.8 million for the first nine months of fiscal 2008 and 2007. Gross margins were 29% for the first nine
months of fiscal 2008 and 2007. Slightly higher margins from our Tommy Bahama brand were offset by slightly lower margins from our H.S.
Trask brand during the first nine months of fiscal 2008.

Operating Expenses

SG&A expenses were approximately $5.9 million, or 61% of net sales, and $6.1 million, or 63% of net sales, for the first nine months of fiscal
2008 and 2007, respectively. The slight decrease in both the expenses and the percentage of net sales from the same period in fiscal 2007 is
primarily the result of investments in the redesign and development of product for our Tommy Bahama brand during fiscal 2007, offset slightly
by higher absorption of corporate shared services post divestiture of our Royal Robbins and Altama business units.

Accessories Business

Net Sales

Net sales were approximately $28.3 million and $32.3 million for the first nine months of fiscal 2008 and 2007, respectively. The decrease of
approximately $4.0 million, or 12%, from the same period in fiscal 2007 was primarily attributable to lower demand experienced in a difficult
economic environment.

Gross Profit

Gross profits were approximately $8.5 million and $9.4 million for the first nine months of fiscal 2008 and 2007, respectively. Gross margins as
a percentage of sales were 30% and 29% for the first nine months of fiscal 2008 and 2007, respectively. The slight increase in gross margin as a
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percentage of sales from the same period in fiscal 2007 is due primarily to improved efficiencies in the manufacturing operations that are
resulting in reduced product costs. The decrease in gross margin from the same period in fiscal 2007 is primarily due to sales pricing pressures
experienced in a difficult economic environment combined with a higher sales mix of licensed product which resulted in higher royalties as a
percent of sales.
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Operating Expenses

SG&A expenses were approximately $6.7 million, or 24% of net sales, and $6.8 million, or 21% of net sales, for the first nine months of fiscal
2008 and 2007, respectively. The increase in the percentage of net sales from the same period in fiscal 2007, while the total expenses remained
relatively flat between the same periods, is primarily attributable to lower sales, offset by higher absorption of corporate shared services
subsequent to the divestiture of our Royal Robbins and Altama business units.

Liquidity and Capital Resources

Our primary liquidity requirements include debt service, capital expenditures, working capital needs and financing for acquisitions. We have
historically met these liquidity needs with cash flows from operations, borrowings under our term loans and revolving credit facility and
issuances of shares of our common stock.

The consolidated financial statements have been prepared assuming that we will continue as a going concern. Our independent registered public
accounting firm issued a report, dated April 11, 2008, on our consolidated financial statements as of December 29, 2007 that included an
explanatory paragraph referring to our inability to meet the financial covenants under our bank credit agreement that raised substantial doubt
about our ability to continue as a going concern. The Company did not request a waiver for the respective default as it was in the process of
replacing the existing facility with a new lender. In June 2008, the Company entered into a Credit and Security Agreement with Wells Fargo
Bank, N.A. (�Wells Fargo�) for a three year revolving line of credit and letters of credit collateralized by all of the Company�s assets and those of
its subsidiaries. Under the facility, the Company can borrow up to $17.0 million (subject to a borrowing base which includes eligible receivables
and eligible inventory), which, subject to the satisfaction of
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certain conditions, may be increased to $20.0 million. The credit facility also includes a $7.5 million letter of credit sub facility. We were in
default of the financial covenant for income before taxes as of the end of our third quarter. Additionally, we expect that we will not meet this
financial covenant as of the end of fiscal 2008. We are presently in discussions with our bank to obtain a waiver of this past default and amend
future financial covenants. If we fail to obtain a waiver or amendment with respect to a default under our credit arrangement, our bank could,
among other things, declare our debt to be immediately due and payable. This could require us to either obtain a new credit facility or issue
equity securities. A new credit facility following acceleration would likely have higher interest rates and impose significant additional
restrictions and requirements on us. New securities issuances would dilute your stock ownership. There is no assurance that we will able to
obtain a waiver or amendment with respect to our current facility or obtain replacement financing or issue sufficient equity securities to
refinance our current bank debt. Additionally, our ability to amend this facility, obtain a replacement facility or access additional capital may be
made more difficult due to the current global financial crisis and its effect on the capital markets.

Based upon current and anticipated levels of operations and provided that there is no intervening acceleration of our bank indebtedness, we
believe we have sufficient liquidity from our cash flow from operations, and availability under our revolving credit facility, to meet our debt
service requirements and other projected cash needs for the next twelve months. All payments on accounts receivable go directly to the lender as
a reduction of the debt.

Bank Credit Agreement

In June 2008, we and our subsidiaries entered into a Credit and Security Agreement with Wells Fargo for a three year revolving line of credit
and letters of credit collateralized by all of our assets and those of our subsidiaries. Under the facility we can borrow up to $17.0 million (subject
to a borrowing base which includes eligible receivables and eligible inventory), which, subject to the satisfaction of certain conditions, may be
increased to $20.0 million. The credit facility also includes a $7.5 million letter of credit sub facility. The borrowings under the revolving line of
credit bear interest at prime rate minus .25% or the applicable 30, 90, 180-day LIBOR plus 2.4%, subject to certain minimums, and .25%
downward adjustment if a required net income amount is earned by the Company for fiscal 2008. At September 27, 2008, the available
borrowing capacity under the revolving line of credit, net of outstanding letters of credit was $1.1 million. All payments on accounts receivable
go directly to the lender as a reduction of the debt.

The agreement includes various financial and other covenants with which we have to comply in order to maintain borrowing availability and
avoid penalties, including an annual capital expenditure limitation and a minimum quarterly net income requirement. Other covenants include,
but are not limited to, covenants limiting or restricting the Company�s ability to incur indebtedness, incur liens, enter into mergers or
consolidations, dispose of assets, make investments, pay dividends, enter into transactions with affiliates, or prepay certain indebtedness. The
credit and security agreement also contains customary events of default including, but not limited to, payment defaults, covenant defaults,
cross-defaults to other indebtedness, material judgment defaults, inaccuracy of representations and warranties, bankruptcy and insolvency
events, defects in Wells Fargo�s security interest, change in control events, material adverse change and certain officers being convicted of
felonies. The occurrence of an event of default will increase the interest rate by 3.0% over the rate otherwise applicable and could result in the
acceleration of all obligations of the Company to Wells Fargo with respect to indebtedness, whether under the Credit and Security Agreement or
otherwise. We were in default of the financial covenant for income before taxes as of the end of our third quarter. Additionally, we expect that
we will not meet this financial covenant as of the end of fiscal 2008. We are presently in discussions with our bank to obtain a waiver of this past
default and amend future financial covenants.

Concurrently with the execution of the Credit and Security Agreement, we made an initial borrowing thereunder in the amount of $11.2 million,
which we used to pay in full the outstanding balances owed to our then lender, Manufacturers & Traders Trust Company (�M&T�). We also
terminated the underlying credit agreement, notes, security agreements and related instruments and documents, but left in force a Letter of Credit
Reimbursement Agreement between M&T and us. In connection with the pay off of the M&T facility, we cash collateralized on a
dollar-for-dollar basis four letters of credit previously issued by M&T which were in the aggregate face amount of $1.5 million. These letters of
credit were drawn upon during the third quarter of fiscal 2008 and are no longer outstanding.

Working Capital

Working capital at the end of the third quarter of fiscal 2008 of approximately $14.0 million reflects current assets of approximately $35.6
million in excess of current liabilities of approximately $21.6 million, compared to approximately $18.7 million of working capital at the end of
fiscal 2007.

Our current ratio, the relationship of current assets to current liabilities (adjusted to exclude the reclassification of long term debt at
December 29, 2007), was 1.6 at September 27, 2008, compared to 4.2 at December 29, 2007. Current assets decreased $18.5 million during the
nine months ended September 27, 2008, primarily due to the pay down of our debt following the sale of our Altama subsidiary. Accounts
receivable days sales outstanding from continuing operations was 83 days at the end of the third quarter of fiscal 2008 compared to 91 days for
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the prior year comparable period.

Our working capital varies from time to time as a result of the seasonal requirements of our brands, which have historically been heightened
during the first and third quarters, the timing of factory shipments, the need to increase inventories and support an in-stock position in
anticipation of customers� orders, and the timing of accounts receivable collections.

Changes in Cash Flow

The following table sets forth our change in cash flow:

Nine months ended
September 27, 2008 September 29, 2007

(In thousands)
Cash provided by (used in) Operating Activities $ (2,900) $ (3,448)
Cash provided by (used in) Investing Activities 12,834 36,731
Cash provided by (used in) Financing Activities (11,817) (33,600)

Net Increase (Decrease) in Cash $ (1,883) $ (317)

Cash Flows Used in Operations: During the first nine months of fiscal 2008 our net cash used in operating activities was approximately $2.9
million compared to $3.4 million used in operating activities during the comparable period of fiscal 2007. The net increase in cash provided by
operating activities during fiscal 2008, compared to fiscal 2007, was partially due to a net increase of approximately $133,000 in cash provided
by operating activities of discontinued operations. Net cash used in operating activities from continuing operations for the first nine months of
fiscal 2008 was approximately $2.9 million. This cash outflow was due to a
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$4.6 million net loss from continuing operations and a $2.8 million decrease in operating liabilities, offset by a $3.0 million decrease in
operating assets and $1.5 million of non-cash adjustments to reconcile net loss from continuing operations to net cash used in operating
activities.

Cash Flows Provided by Investing Activities: In the first nine months of fiscal 2008, our cash provided by investing activities totaled
approximately $12.8 million compared to $36.7 million provided by investing activities in the comparable period of fiscal 2007. During fiscal
2008, net cash provided by investing activities was due to the net proceeds of approximately $13.5 million received from the sale of Altama,
offset by approximately $670,000 in capital expenditures mostly related to an upgrade to our ERP system. During the comparable period of
fiscal 2007, cash provided by investing activities was due to the net proceeds of approximately $37.2 million received from the sale of Royal
Robbins, offset by approximately $340,000 in improvements at our manufacturing facility, enhancement of our e-commerce platform and
expenditures incurred in the integration of our operations across all brands.

Cash Flows Used in Financing Activities: For the first nine months of fiscal 2008, our net cash used in financing activities was approximately
$11.8 million compared to $33.6 million net cash used in financing activities for the comparable period of fiscal 2007. The net cash used in
fiscal 2008 was due to the repayment of amounts due on our line of credit, primarily made with the proceeds from the sale of Altama in
December 2007 received during fiscal 2008, offset by additional draws on the line of credit. The net cash used in fiscal 2007 was due to the
repayment of amounts due on our revolving line of credit, primarily made with the proceeds from the sale of Royal Robbins, offset by additional
draws on the line of credit.

Inflation

We believe that the relatively moderate rates of inflation in recent years have not had a significant impact on our net sales or profitability.

Off-Balance Sheet Arrangements

We have no off-balance sheet arrangements other than operating leases and minimum royalty payments. We do not believe that these operating
leases and minimum royalty payments are material to our current or future financial condition, results of operations, liquidity, capital resources
or capital expenditures.

Critical Accounting Policies

As of September 27, 2008, the Company�s consolidated critical accounting policies and estimates have not changed materially from those set
forth in the Annual Report on Form 10-K for the year ended December 29, 2007.

CAUTIONARY STATEMENT CONCERNING FORWARD-LOOKING STATEMENTS

This Quarterly Report on Form 10-Q and the Securities and Exchange Commission filings that are incorporated by reference into this report
contain �forward-looking statements� within the meaning of Section 27A of the Securities Act of 1933, as amended, or the Securities Act, and
Section 21E of the Securities Exchange Act of 1934, as amended, or the Exchange Act. We intend that these forward-looking statements be
subject to the safe harbors created by those sections.

These forward-looking statements include, but are not limited to, statements relating to our anticipated financial performance, business
prospects, new developments, new merchandising strategies and similar matters, our decision to explore a possible sale of the Company and
other strategic opportunities, our efforts to obtain a waiver of financial covenant defaults and/or statements preceded by, followed by or that
include the words �believes,� �could,� �expects,� �anticipates,� �estimates,� �intends,� �plans,� �projects,� �seeks,� or similar expressions. We have based these
forward-looking statements on our current expectations and projections about future events, based on the information currently available to us.
These forward-looking statements are subject to risks, uncertainties and assumptions, including those described under the heading �Risk Factors,�
below and in our Annual Report on Form 10-K for the fiscal year ended December 29, 2007, that may affect the operations, performance,
development and results of our business. You are cautioned not to place undue reliance on these forward-looking statements, which speak only
as of the date stated, or if no date is stated, as of the date of this Quarterly Report on Form 10-Q. We undertake no obligation to publicly update
or revise any forward-looking statements, whether as a result of new information, future events or any other reason except as required under
applicable law. In light of these risks, uncertainties and assumptions, the forward-looking events discussed in this Quarterly Report on Form
10-Q may not occur.

Investors should also be aware that while we do, from time to time, communicate with securities analysts, it is against our policy to disclose to
them any material non-public information or other confidential commercial information. Accordingly, investors should not assume that we agree
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Furthermore, we have a policy against publishing financial forecasts or projections issued by others or confirming financial forecasts, or
projections issued by others. Thus, to the extent that reports issued by securities analysts contain any projections, forecasts or opinions, such
reports are not the responsibility of the Company.

Item 4T. Controls and Procedures
Evaluation of Disclosure Controls and Procedures

The Company�s management has established disclosure controls and procedures designed to ensure that information required to be disclosed by
the Company in the reports that it files or submits under the Securities Exchange Act of 1934, as amended (the �Exchange Act�) is recorded,
processed, summarized and reported within time periods specified in the SEC rules and forms. Such disclosure controls and procedures include,
without limitation, controls and procedures designed to ensure that information required to be disclosed by the Company in the reports that it
files or submits under the Exchange Act is accumulated and communicated to the Company�s management to allow timely decisions regarding
required disclosure.

Based on management�s evaluation as of the end of the period covered by this report on Form 10-Q, the Company�s Chief Executive Officer and
Chief Financial Officer have concluded that the Company�s disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e)
promulgated under the Exchange Act) were effective as of the end of the period covered by this report on Form 10-Q.

There can be no assurance, however, that our disclosure controls and procedures will detect or uncover all failures of persons within the
Company and its consolidated subsidiaries to disclose material information otherwise required to be set forth in our periodic reports. There are
inherent limitations to the effectiveness of any system of disclosure controls and procedures, including the possibility of human error and the
circumvention or overriding of the controls and procedures.
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Accordingly, even effective disclosure controls and procedures can only provide reasonable, not absolute, assurance of achieving their control
objectives.

Changes in Internal Control Over Financial Reporting

During the third quarter of fiscal 2008, our wholly owned subsidiary, Chambers Belt Company, completed the implementation of our ABS
enterprise resource planning system. This change in information system platform for our financial and operational systems was part of our
project to upgrade ABS and unify all brands to a single enterprise resource planning system. ABS integrates our operational and financial
systems and expands the functionality of our financial reporting processes. Management believes the conversion and implementation of ABS
strengthened its existing internal control over financial reporting by automating the financial reporting process of the Chambers Belt Company
brands.

Other than the change mentioned above, no other changes in our internal control over financial reporting occurred during the third quarter of
fiscal 2008 that have materially affected, or are reasonably likely to materially affect, our internal control over financial reporting.

Part II � Other Information

Item 1. Legal Proceedings
From time to time we are involved with legal proceedings, claims and litigation arising in the ordinary course of business. As of the date of this
report we are not a party to any material pending legal proceedings.

Item 1A. Risk Factors
We have included in Part I, Item 1A of our Annual Report on Form 10-K for the year ended December 29, 2007 a description of certain risks
and uncertainties that could affect our business, future performance or financial condition (the �Risk Factors�). As of September 27, 2008, our risk
factors have not materially changed from those disclosed in our Annual Report on Form 10-K for the year ended December 29, 2007, except as
follows:

Defaults under our secured credit arrangement could result in a foreclosure on our assets by our bank.

We have secured a credit facility with our bank, Wells Fargo Bank, N.A., entered into in June 2008. Under the facility we can borrow up to $17
million (subject to a borrowing base which includes eligible receivables and eligible inventory), which, subject to the satisfaction of certain
conditions, may be increased to $20 million. The credit facility also includes a $7.5 million letter of credit sub facility. As of September 27,
2008, we had $9.9 million outstanding under this facility with $1.1 million of borrowing capacity. In the future, we may incur additional
indebtedness in connection with acquisitions or for other purposes.

All of our assets are pledged as collateral to secure our bank debt. Our credit facility includes a number of covenants, including financial
covenants. We were in default of the financial covenant for income before taxes as of the end of our third quarter. Additionally, we expect that
we will not meet this financial covenant as of the end of fiscal 2008. We are presently in discussions with our bank to obtain a waiver of this past
default. If we fail to obtain a waiver or amendment with respect to a default under our credit arrangement, our bank could, among other things,
declare our debt to be immediately due and payable. This could require us to either obtain a new credit facility or issue equity securities. A new
credit facility following acceleration would likely have higher interest rates and impose significant additional restrictions and requirements on
us. New securities issuances would dilute your stock ownership. There is no assurance that we will able to obtain a waiver or amendment with
respect to our current facility or obtain replacement financing or issue sufficient equity securities to refinance our current bank debt.
Additionally, our ability to amend this facility, obtain a replacement facility or access additional capital may be made more difficult due to the
current global financial crisis and its effect on the capital markets. If we are unable to pay off the facility, the bank could foreclose on our assets,
which may result in a complete loss of your investment.

The trading price for our common stock has been and may continue to be volatile.

The trading price of our common stock has been volatile and will likely continue to be volatile. The trading price of our common stock may
fluctuate widely in response to various factors, some of which are beyond our control. In addition, the stock market in general has experienced
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These broad market and industry factors and other general macroeconomic conditions unrelated to our financial performance may also affect our
stock price.
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Recent disruptions in the overall economy could lead to reduced consumer demand for our products and could lead to a reduction in our net
sales, and thus in our ability to obtain credit.

In addition to consumer fashion preferences, consumer-spending habits are affected by, among other things, prevailing economic conditions,
levels of employment, salaries and wage rates, consumer confidence and consumer perception of economic conditions. The consumer
environment has been particularly challenging over the last several quarters. The recent disruptions in the overall economy and financial markets
could further reduce consumer income, liquidity, credit and confidence in the economy, and result in further reductions in consumer spending.
Further deterioration of the consumer spending environment would be harmful to our financial position and results of operations, could
adversely affect our ability to comply with our covenants under our credit facility

Item 3. Default Upon Senior Securities
We were in default of the financial covenant for income before taxes as of the end of our third quarter under our credit facility agreement with
Wells Fargo Bank, N.A. We are presently in discussions with our bank to obtain a waiver of this past default. Nonetheless, there can be no
assurance that when, or if, an amendment or waiver will be provided.
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Item 6. Exhibits

10.1 Employment Agreement between Phoenix Footwear Group, Inc. and James R. Reidman dated August 6, 2008 (incorporated herein by
reference to Exhibit 10.1 to the Current Report on Form 8-K dated August 12, 2008 (SEC File No. 001-31309)*

10.2 Item 5.02 of the Current Report on Form 8-K dated September 24, 2008 (SEC File No. 001-31309) (describing the compensation
arrangement for P. Douglas Ford, Chief Financial Officer and Secretary) (incorporated herein by reference to Item 5.02 of the Current
Report on Form 8-K dated September 24, 2008)*

31.1 Certification of Cathy B. Taylor pursuant to Rule 13a-14(a) and 15d-14(a), as adopted pursuant to Section 302 of the Sarbanes-Oxley
Act of 2002

31.2 Certification of P. Douglas Ford pursuant to Rule 13a-14(a) and 15d-14(a), as adopted pursuant to Section 302 of the Sarbanes-Oxley
Act of 2002

32.1 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

* Management contract or compensatory plan or arrangement.
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SIGNATURES

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

PHOENIX FOOTWEAR GROUP, INC.

By: /S/ CATHY B. TAYLOR

Cathy B. Taylor

President and Chief Executive Officer

By: /S/ P. DOUGLAS FORD

P. Douglas Ford

Chief Financial Officer
Date: November 12, 2008
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EXHIBIT INDEX

10.1 Employment Agreement between Phoenix Footwear Group, Inc. and James R. Reidman dated August 6, 2008 (incorporated herein by
reference to Exhibit 10.1 to the Current Report on Form 8-K dated August 12, 2008 (SEC File No. 001-31309)*

10.2 Item 5.02 of the Current Report on Form 8-K dated September 24, 2008 (SEC File No. 001-31309) (describing the compensation
arrangement for P. Douglas Ford, Chief Financial Officer and Secretary) (incorporated herein by reference to Item 5.02 of the Current
Report on Form 8-K dated September 24, 2008)*

31.1 Certification of Cathy B. Taylor pursuant to Rule 13a-14(a) and 15d-14(a), as adopted pursuant to Section 302 of the Sarbanes-Oxley
Act of 2002

31.2 Certification of P. Douglas Ford pursuant to Rule 13a-14(a) and 15d-14(a), as adopted pursuant to Section 302 of the Sarbanes-Oxley
Act of 2002

32.1 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

* Management contract or compensatory plan or arrangement.

21

Edgar Filing: PHOENIX FOOTWEAR GROUP INC - Form 10-Q

Table of Contents 43


