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PART I. — FINANCIAL INFORMATION

Item 1. Financial Statements (Unaudited).

Shoe Pavilion, Inc.
Condensed Consolidated Balance Sheets
(Unaudited)

(In thousands, except share data)

September 29, December 30,
2007 2006
ASSETS
CURRENT ASSETS:
Cash and cash equivalents $ 467 $ 680
Accounts receivable, net 2,125 2,430
Income tax receivable 403 -
Inventories 64,856 62,636
Deferred income taxes 3,018 1,034
Prepaid expenses and other current assets 3,436 3,138
Total current assets 74,305 69,918
Property and equipment, net 16,700 14,413
Deferred income taxes - 2,353
Other assets 281 232
TOTAL $91,286 $86,916
L ;. |
LIABILITIES AND STOCKHOLDERS' EQUITY
CURRENT LIABILITIES:
Accounts payable $13,923 $9,753
Accrued expenses 5,607 4,678
Borrowings under credit agreement 29,538 21,223
Current portion of capitalized lease obligations 498 156
Total current liabilities 49,566 35,810
Deferred rent and other long-term liabilities 11,720 9,580
Long-term portion of capitalized lease obligations 1,255 368
Total liabilities 62,541 45,758
Commitments and contingencies (Note 9)
STOCKHOLDERS' EQUITY:
Preferred stock- $.001 par value; 1,000,000 shares authorized;

no shares issued and outstanding at September 29, 2007 and December 30, 2006 - -
Common stock- $.001 par value; 15,000,000 shares authorized;

9,542,331 (2007) and 9,538,552 (2006) shares issued and outstanding 10 10
Additional paid-in capital 30,378 30,069
Accumulated (deficit) earnings (1,643) 11,079

Total stockholders' equity 28,745 41,158

TOTAL $91,286 $ 86,916

L ;. |

See notes to condensed consolidated financial statements.
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Shoe Pavilion, Inc.
Condensed Consolidated Statements of Operations
(Unaudited)
(In thousands, except per share data)

Thirteen weeks ended

Thirty-nine weeks ended

September 29, September 30, September 29, September 30,
2007 2006 2007 2006

Net sales $37,313 $ 31,577 $ 110,550 $ 89,854
Cost of sales and related occupancy expenses 30,819 21,589 82,648 59,738
Asset impairment 1,708 - 1,708 -

Gross profit 4,786 9,988 26,194 30,116
Selling, general and administrative expenses 12,680 10,312 36,791 28,085

Operating (loss) income (7,894) (324) (10,597) 2,031
Interest expense, net (501) (188) (1,474) (468)
Other (expense) income 7 1 (19) -
(Loss) income from continuing operations before income taxes (8,402) (511) (12,090) 1,563
Income tax (expense) benefit (1,699) 207 (183) (631)
(Loss) income from continuing operations (10,101) (304) (12,273) 932
Discontinued operations, net of taxes (102) (14) (239) 37
Net (loss) income $(10,203) $ (318) $(12,512) $ 895
(Loss) earnings per share:
Basic:

(Loss) earnings from continuing operations (1.06) (0.03) (1.29) 0.11

Loss from discontinued operations 0.01) (0.00) (0.02) (0.01)

(Loss) earnings per share (1.07) (0.03) (1.31) 0.10
Diluted:

(Loss) earnings from continuing operations (1.06) (0.03) (1.29) 0.10

Loss from discontinued operations (0.01) (0.00) (0.02) (0.00)

(Loss) earnings per share (1.07) (0.03) (1.31) 0.10
Weighted average shares outstanding:
Basic 9,542 9,512 9,541 8,865
Diluted 9,542 9,512 9,541 8,948

See notes to condensed consolidated financial statements.
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Shoe Pavilion, Inc.

Condensed Consolidated Statements of Cash Flows

(Unaudited)
(In thousands)

Operating activities:
Net (loss) income
Adjustments to reconcile (loss) income to net cash
used in operating activities:
Depreciation and amortization
Loss on disposal of fixed assets
Asset impairment
Provision for bad debts
Share-based compensation
Tax benefit from exercise of stock options
Deferred income taxes, net of valuation allowance
Cancellation of registration rights agreement
Changes in operating assets and liabilities:
Accounts receivable
Income tax receivable
Inventories
Prepaid expenses and other assets
Accounts payable
Accrued expenses, deferred rent and other long-term liabilities

Net cash used in operating activities

Cash flows from investing activities:
Purchase of property and equipment

Cash flows from financing activities:
Proceeds from public offering of stock, net of underwriting discount of $864
Public offering of stock costs
Proceeds from the issuance of common stock warrants
Borrowings on credit facility
Repayments on credit facility
Exercise of stock options
Tax benefit from exercise of stock options
Principal payments on capital leases

Net cash provided by financing activities

Net (decrease) increase in cash and cash equivalents
Cash and cash equivalents, beginning of period

Cash and cash equivalents, end of period

Supplemental disclosures of cash flow information:
Cash paid for interest
Cash paid for income taxes

Supplemental disclosure of non-cash investing and financing activities:
Property and equipment in accrued expenses and accounts payable
Capital lease obligations incurred

Thirty-nine weeks ended

September
September 29, 30,
2007 2006
(As
Restated,
see Note 10)
$(12,512) $ 895
2,123 1,382
19 -
1,708 -
44 -
303 193
(6) -
369 -
- (70)
261 (1,498)
(397) -
(2,220) (26,583)
(347) (3,266)
4,056 13,959
2,905 2,391
(3,694) (12,633)
(4,640) (6,409)
- 13,191
- (767)
- 345
13,410 17,865
(5,095) (11,534)
- 24
6 36
(200) (40)
8,121 19,120
(213) 78
680 494
$ 467 $572
] |
$ 1,533 $ 362
$ 88 $2,352
$ 31 $ 1,055
$ 1,429 $-
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Issuance of warrants in connection with stock offering $- $ 377
See notes to condensed consolidated financial statements.
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Shoe Pavilion, Inc.
Notes to Condensed Consolidated Financial Statements
(Unaudited)

1. Basis of Presentation and Business Operations
Basis of Presentation

The accompanying unaudited condensed consolidated financial statements have been prepared from the records of
Shoe Pavilion, Inc. and subsidiary (the "Company" or "Shoe Pavilion, Inc.") 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. Accordingly, they do not include all information and footnotes in conformity with accounting principles
generally accepted in the United States of America ("GAAP") for complete financial statements and should be read in
conjunction with the audited consolidated financial statements and related notes contained in the Company's Annual
Report on Form 10-K for the year ended December 30, 2006 (the "2006 Annual Report") as filed with the Securities
and Exchange Commission ("SEC"). In the opinion of management, all adjustments (consisting of normal recurring
adjustments and accruals) considered necessary for a fair presentation of the results of operations for the periods
presented have been included in the interim report. Interim results are not necessarily indicative of results for the full
year. The financial data at December 30, 2006 presented herein is derived from the 2006 Annual Report.

Reclassification

Certain reclassifications have been made to the historical financial statements to conform to the current-year
presentation. The Company has reclassified deferred income taxes and other assets at December 30, 2006 to separate
balance sheet line items.

Estimates and Assumptions

The preparation of financial statements in conformity with GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets, liabilities, revenues and expenses. Actual results could differ
from those estimates. The Company's most significant areas of estimation and assumptions are:

® determination of the appropriate amount and timing of discounts to clear slow-moving inventory;
® estimation of future cash flows used to assess the recoverability of long-lived assets;

e estimation of expected customer merchandise returns;

e determination of the appropriate assumptions to use to estimate the fair value of stock-based compensation;
e estimation of its net deferred income tax asset valuation allowance; and

® estimation using actuarially determined methods of its self-insured claim losses under its worker's compensation plan.
Business Operations

The Company is an independent off-price footwear retailer with locations in the Western and Southwestern United
States. The Company offers a broad selection of quality designer label and branded footwear, typically at 20% to 60%
below regular department store prices, in a convenient self-service store format. The Company is positioned in the
market between discount stores and department stores.

In the first three quarters of fiscal year 2007, the Company incurred operating losses, negative cash flows from
operations and had an accumulated deficit at September 29, 2007. Historically, the Company's liquidity needs have
been met by cash flows from operations and available borrowings under the Company's revolving credit facility.
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Management believes that the existing revolving credit facility will be sufficient to fund currently anticipated cash
requirements for the next twelve months. At September 29, 2007, the Company had approximately $5.5 million
available under its revolving credit facility. If cash generated by operations does not result in a
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sufficient level of unused borrowing capacity, the Company's current operations and expansion plans could be
constrained by its ability to obtain funds under the terms of the Company's revolving credit facility. In such a case, the
Company would need to seek other financing alternatives with its bank or other sources.

The Company is changing its business model by adding consignment merchandise to its product offerings at all store
locations. The new business model will increase the product available to customers to include denim, sportswear,
accessories and fragrances. The Company signed consignment merchandise agreements for denim and fragrances in
September 2007 and October 2007, respectively. The Company began placing the new consignment merchandise of
denim, sportswear, accessories and fragrances in select stores in October 2007. The consignor is responsible for the
merchandise selection and pricing. The majority of the Company's sales will continue to be from its footwear
offerings. To free up floor space for the new consignment merchandise, the Company has begun a program of sales
discounts to reduce certain identified inventory in the stores. The Company currently intends to place the consignment
merchandise into all stores over the next fiscal year as floor space becomes available. All stores may not carry all
types of the consignment merchandise available. The Company initially expects to target stores with square footage
greater than 15,000 square feet and then expand into the smaller stores depending on their size. The Company expects
to include consignment inventory in each new store that is opened in the future. As a result of the expansion into
consignment merchandise, a greater percentage of store inventory will not be owned by the Company.

In the quarter ended September 29, 2007, the Company recorded a lower of cost or market adjustment of $2.3 million
based on the discounts planned to clear floor space for the new consignment merchandise. Although the Company
believes that at September 29, 2007, inventory levels and valuations are appropriate given current and anticipated
sales trends, there is always the possibility that future trends could require the Company to take further inventory
reductions therefore impacting the Company's lower of cost or market adjustments. In this regard, the Company
monitors its inventory levels closely and will take appropriate actions, including taking additional discounts as
necessary, to maintain the appropriate value of the Company's inventory. To better manage its inventories, the
Company has reduced its purchase commitments for the first quarter of fiscal year 2008 with the goal of reducing
inventories by 10% to 15%.

2. Recently Adopted Accounting Pronouncements

In February 2007, the Financial Accounting Standards Board ("FASB") issued Statements of Financial Accounting
Standards ("SFAS") No. 159, "The Fair Value Option for Financial Assets and Financial Liabilities - Including an
amendment of FASB Statement No. 115". SFAS No. 159 permits entities to choose to measure eligible items at fair
value at specified election dates and report unrealized gains and losses on items for which the fair value option has
been elected in earnings at each subsequent reporting date. SFAS No. 159 is effective for fiscal years beginning after
November 15, 2007. Management is currently evaluating the effect that adoption of this statement will have on the
Company's consolidated financial position and results of operations.

In September 2006, the FASB issued SFAS No. 157, "Fair Value Measurements". This statement clarifies the
definition of fair value, establishes a framework for measuring fair value, and expands the disclosures on fair value
measurements. SFAS No. 157 is effective for fiscal years beginning after November 15, 2007. The Company has not
determined the effect, if any, the adoption of this statement will have on the Company's consolidated financial position
and results of operations.

In June 2006, the Emerging Issues Task Force reached a consensus on Issue No. 06-3, "Disclosure Requirements for
Taxes Assessed by a Governmental Authority on Revenue-Producing Transactions." The consensus allows an entity to
choose between two acceptable alternatives based on their accounting policies for transactions in which the entity
collects taxes on behalf of a governmental authority, such as sales taxes. Under the gross method, taxes collected are
accounted for as a component of sales revenue with an offsetting expense recorded in the income statement.
Conversely, the net method allows a reduction to sales revenue. Entities should disclose the method selected pursuant
to Accounting Principles Board No. 22, "Disclosure of Accounting Policies." If such taxes are reported gross and are

11
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significant, entities should disclose the amount of those taxes. The guidance should be applied to financial reports
through retrospective application for all periods presented, if amounts are significant, for interim and annual reporting
beginning December 31, 2006. The Company adopted the guidance during the first

7
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quarter of fiscal year 2007 and consistent with its historical accounting policies the Company has presented sales net
of taxes collected.

3. Income Taxes

In January 2007, the Company adopted FASB Interpretation No. 48, "Accounting for Uncertainty in Income Taxes -
an Interpretation of FASB Statement No. 109" ("FIN 48"). FIN 48 prescribes a comprehensive model of how a
company should recognize, measure, present and disclose in its financial statements uncertain tax positions that the
company has taken or expects to take on a tax return. FIN 48 states that a tax benefit from an uncertain tax position
may be recognized if it is "more likely than not" that the position is sustainable, based upon its technical merits. The
tax benefit of a qualifying position is the largest amount of tax benefit that has greater than a 50% likelihood of being
realized upon the ultimate settlement with a taxing authority having full knowledge of all relevant information.

In connection with the Company's adoption of FIN 48, the Company recorded a net decrease in retained earnings and
recorded a liability for unrecognized tax benefits of $210,000. The liability relates to various tax accounting methods
for accrued liabilities. Future changes in the unrecognized tax benefit will have no impact on the effective tax rate.
During the third quarter of 2007, the Company increased its FIN 48 reserve by $46,000 related to accrued liabilities
including interest. The Company estimates that the unrecognized tax benefit will not change significantly within the
next twelve months. The Company classifies income tax penalties as part of selling, general and administrative
expense and interest as part of interest expense. Penalties and interest accrued upon adoption of FIN 48 are
immaterial. The following table summarizes the open tax years for each major jurisdiction:

Jurisdiction Open Tax Years
Federal 2004 - 2006
California 2003 - 2006

The Internal Revenue Service commenced an examination of the Company's U.S. income tax returns for the 2004 tax
year that is anticipated to be completed by the end of 2008. The Company does not believe the audit will result in any
material impact on its financial position.

Under Accounting Principles Board Opinion No. 28, "Interim Financial Reporting," the Company is required to adjust
its effective tax rate each quarter to be consistent with the estimated annual effective tax rate. The Company is also
required to record the tax impact of certain discrete items, unusual or infrequently occurring, including changes in
judgment about valuation allowances and effects of changes in tax laws or rates, in the interim period in which they
occur. In addition, jurisdictions with a projected loss for the year or a year-to-date loss where no tax benefit can be
recognized are excluded from the estimated annual effective tax rate. The impact of such an exclusion could result in a
higher or lower effective tax rate during a particular quarter, based upon the mix and timing of actual earnings versus
annual projections.

In accordance with SFAS No. 109, "Accounting for Income Taxes," the Company evaluates whether a valuation
allowance should be established against its deferred tax assets based on the consideration of all available evidence
using a "more likely than not" standard. In making such judgments, significant weight is given to evidence that can be
objectively verified. In the third quarter of fiscal year 2007, the Company recorded a charge to income tax expense of
approximately $4.8 million related to establishing a partial valuation allowance against its deferred income tax assets.
The Company's determination to record a valuation allowance was based on the recent history of cumulative losses
and losses expected in early future years. The remaining deferred income tax assets of $3.0 million at September 29,
2007 relate to federal taxes paid where refund claims are expected to be made for net operating losses that can be
carried back to prior years. In addition, the Company discontinued recording income tax benefits in the consolidated
financial statements until it is determined that it is more likely than not that the Company will generate sufficient
taxable income to realize its deferred income tax assets. The following table summarizes the components of deferred
income tax assets (liabilities):

13



Edgar Filing: SHOE PAVILION INC - Form 10-Q
8

14



Edgar Filing: SHOE PAVILION INC - Form 10-Q

September 29, December 30,
2007 2006

Current:
Uniform capitalization of inventory costs $ 655 $ 641
Accrued vacation 166 149
Inventory reserve 1,262 388
Prepaid expenses 94) (161)
State taxes (173) (69)
Stock options 232 78
Net operating loss 2,479 -
Other (14) 8

4,513 1,034
Less valuation allowance (1,495) -
Total current 3,018 1,034
Long Term:
Deferred state taxes 315) (160)
Basis difference in fixed assets 2,261 1,395
Deferred rent and tenant improvements 983 1,118
Net operating loss 449 -
Other 14 -

3,392 2,353
Less valuation allowance (3,392) -
Total long term - 2,353
Net current deferred tax assets $3,018 $ 3,387

4. (Loss) Earnings Per Share

Basic (loss) earnings per share is computed as net (loss) income divided by the weighted average number of common
shares outstanding for the period. Diluted (loss) earnings per share is computed as net (loss) income divided by the
weighted average number of common shares outstanding and potentially dilutive common equivalent shares
outstanding for the period. The following table summarizes the incremental shares from these potentially dilutive
securities, calculated using the treasury stock method.

Thirteen weeks ended Thirty-nine weeks ended
September 29, September 30, September 29, September 30,
2007 2006 2007 2006
Weighted average number of common shares: (in thousands) (in thousands)
Basic 9,542 9,512 9,541 8,865
Effect of dilutive securities-stock options - - - 83
Diluted 9,542 9,512 9,541 8,948

All outstanding options and warrants for the thirteen and thirty-nine weeks ended September 29, 2007, respectively,
were excluded from the computation of diluted earnings per share because their effect would have been anti-dilutive.

5. Stock Option Plans

15
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The Company has two share-based compensation plans: the Amended and Restated 1998 Equity Incentive Plan and
the Amended and Restated 1998 Non-Employee Director Stock Plan.

9
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A summary of the Company's stock option activity during the thirty-nine weeks ended September 29, 2007 is

presented in the following table:

Outstanding at December 31, 2006
Granted

Exercised

Forfeited or expired

Outstanding at September 29, 2007

Vested and expected to vest at September 29, 2007
Exercisable and vested at September 29, 2007

Weighted-
Average
Weighted- Remaining Aggregate
Average Contractual Intrinsic
Exercise Term Value
Options Price (years) (000)
596,500 $5.40
35,000 $2.98
(5,000) $1.58
(150,000) $7.05
476,500 $4.73 6.17 $205
|
445,446 $4.78 6.07 $182
288,038 $4.32 5.19 $ 156

The aggregate intrinsic value in the table above is before applicable income taxes and represents the amount optionees

would have received if all options had been exercised on the last business day of the period indicated, based on the

Company's average stock price for that day. As of September 29, 2007, total unrecognized stock-based compensation

expense related to nonvested stock options was approximately $392,300, which is expected to be recognized over a
weighted average period of approximately 1.54 years. During the thirteen weeks ended September 29, 2007, no
options were exercised. During the thirty-nine weeks ended September 29, 2007, the intrinsic value of options

exercised was $25,300.

A summary of the status of the Company's nonvested options as of December 31, 2006 and changes during the

thirty-nine weeks ended September 29, 2007, is presented below:

Nonvested at December 31, 2006
Granted

Vested

Forfeited

Nonvested at March 31, 2007

Nonvested at March 31, 2007
Granted

Vested

Forfeited

Nonvested at June 30, 2007

Nonvested at June 30, 2007
Granted

Vested

Forfeited

Weighted-
Average

Grant-Date

Shares Fair Value
377,775 $3.15
- $-
(70,451) $2.27
- $-
307,324 $3.35

I
307,324 $3.35
35,000 $1.70
(26,315) $3.67
(112,500) $3.71
203,509 $2.81
I

203,509 $2.81
- $-
(15,047) $3.46
- $-

17
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Nonvested at September 29, 2007 188,462

10

$2.76
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During the thirteen and thirty-nine weeks ended September 29, 2007, the total fair value of options vested was
$52,000 and $303,000, respectively.

The Company issues new shares of common stock upon the exercise of stock options.

As of September 29, 2007, there were 427,061 shares of common stock available for issuance pursuant to future stock
option grants.

Additional information regarding options outstanding as of September 29, 2007, is as follows:

Options Outstanding Options Exercisable
Weighted- Weighted- Weighted-
Average Average Average
Contractual Exercise Exercise
Range of Exercise
Prices Number Life (in years) Price Number Price
$1.03 - $1.55 102,500 6.3 $1.27 77,500 $1.27
$1.81 - $2.72 95,000 52 $1.99 67,500 $1.94
$3.21 - $4.82 33,000 8.8 $3.53 8,280 $4.10
$7.00 - $10.50 246,000 6.1 $7.39 134,758 $7.27
$1.03 - $10.50 476,500 6.2 $4.73 288,038 $4.32
I I

The following table illustrates the weighted-average assumptions used in the Black-Scholes option-pricing model for
options granted in each of the periods presented:

Thirty-nine weeks ended

September 29, September 30,

2007 2006
Expected volatility 66.10% 55.00%
Expected dividends None None
Expected term (in years) 4.5 3-4
Risk-free interest rate 5.04% 4.96% - 5.31%

6. Discontinued Operations

Strategic decisions to close stores or exit locations or activities are made at least annually. If stores or operating
activities to be closed or exited constitute components, as defined by Statements of Financial Accounting Standards
No. 144, "Accounting for the Impairment or Disposal of Long-Lived Assets," ("SFAS No. 144") and will not result in
a migration of customers and cash flows, these closures will be considered discontinued operations when the related
assets meet the criteria to be classified as held for sale, or at the cease-use date, whichever occurs first. The results of
operations of discontinued operations are presented, net of tax, as a separate component on the Condensed
Consolidated Statement of Operations.

In August 2007, the Company closed two underperforming stores located in Chino, California which had reached the
end of the initial lease term. In accordance with SFAS No. 144, the results of operations for the thirteen and
thirty-nine weeks ended September 29, 2007 and September 30, 2006, for the two closed Chino stores are classified as
discontinued operations as there were no migration of customers or cash flows. The results of operations for
discontinued stores includes only revenues generated from, and expenses directly associated with, the operation of
such stores and consists of the following:

19
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Thirteen weeks ended Thirty-nine weeks ended

September 29, September 30, September 29, September 30,

2007 2006 2007 2006
(in thousands) (in thousands)

Net sales $ 106 $201 $ 643 $615
Cost of sales and related occupancy expenses 149 160 670 479
Gross (loss) profit (43) 41 27 136
Selling, general and administrative expenses 57 64 208 198
Loss from discontinued operations before income (100) (23) (235) (62)
taxes

Income tax (expense) benefit 2) 9 4) 25
Net loss $ (102) $(14) $ (239) $(37)

7. Impairment Charges

Based on the criteria in SFAS No. 144, long-lived assets are reviewed for impairment when events occur or
circumstances exist that indicate the carrying amount of those assets may not be recoverable. The Company analyzes
the operating results of its stores and assesses the viability of under-performing stores to determine whether they
should be closed or whether their associated assets, including furniture, fixtures, equipment and leasehold
improvements, have been impaired. Based on an analysis of expected undiscounted cash flows over the remaining
term of the leases, the Company recognized approximately $1.7 million of noncash impairment charge during the
thirteen week period ended September 29, 2007, related to leasehold improvements at seven underperforming stores.
Fair value of the leasehold improvements was determined to be zero.

8. Legal Proceedings

As discussed in the Annual Report on Form 10-K for the year ended December 30, 2006, the Company is involved in
various routine legal proceedings incidental to the conduct of its normal business activities. Management does not
believe that any of these legal proceedings will have a material adverse impact on the business, financial condition or
results of operations, either due to the nature of the claims, or because management believes that such claims would
not exceed the limits of the Company's insurance coverage.

9. Commitments and Off-Balance Sheet Financing

The Company has signed non-cancelable lease agreements for fourteen stores to be opened in the next twelve to
eighteen months. Future minimum lease payments related to these new leases are as follows:

Lease Payments
(in thousands)

2008 $2,652
2009 5,350
2010 5,350
2011 5,350
2012 5,350
Thereafter 28,369

$52,421
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The Company has obtained documentary and standby letters of credit from Wells Fargo Retail Finance, LLC. These
letters of credit are used to guarantee payments to various third parties. The total of these letters of credit was
$480,000 at September 29, 2007. When the Company receives the related goods or services, the Company records the
liability. When the liability is paid, the related letters of credit are cancelled.

12
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10. Restatement of Consolidated Financial Statements

Subsequent to the issuance of the unaudited condensed consolidated financial statements for the thirty-nine weeks
ended September 30, 2006, the Company determined that accounts payable incurred in connection with property and
equipment expenditures represented a non- cash investing activity that should not have been reflected in the
condensed consolidated statements of cash flows until payment of the liabilities had been made. Additionally, the
Company determined that the change in other assets should be classified as an operating activity as opposed to an
investing activity, that the borrowings and repayments on the credit facility should be recorded on a gross basis, and
that the tax benefit from exercise of stock options should be reported separately from prepaid expenses and other
current assets. Accordingly, the Company restated the condensed consolidated statement of cash flows for the
thirty-nine weeks ended September 30, 2006 to reflect these reclassifications. The restatement had no effect on
previously issued condensed consolidated balance sheets or condensed consolidated statements of operations.
Following is a summary of the corrections:

Thirty-nine weeks ended September 30, 2006
Condensed Consolidated Statement of Cash Flows

As Previously

Reported Adjustment As Restated
(In thousands)

Cah flows from Operating Activities:
Tax benefit from exercise of stock options $- $ (36) $ (36)
Prepaid expenses and other current assets $ (3,336) $ 70 $ (3,266)
Accounts payable $ 13,944 $15 $ 13,959
Accrued expenses and deferred rent $ 2,264 $ 127 $2,391

Net cash used in operating activities $ (12,809) $176 $ (12,633)
Cah flows from Investing Activities:
Purchase of property and equipment $ (6,267) $(142) $ (6,409)
Other assets $34 $ (34 $-

Net cash used in investing activities $(6,233) $ (176) $ (6,409)
Cah flows from Financing Activities:
Borrowings on credit facility $ 6,331 $11,534 $17,865
Repayments on credit facility $- $(11,534) $(11,534)
Supplemental disclosure of non-cash
investing and financing activities:

Property and equipment in accrued

expenses and accounts payable $ 637 $418 $ 1,055
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Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations.

The accompanying Management's Discussion and Analysis of Financial Condition and Results of Operations gives
effect to the restatement of the condensed consolidated statement of cash flows discussed in Item 1 of this Form 10-Q.

This Quarterly Report on Form 10-Q contains statements that constitute forward-looking statements within the
meaning of Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of
1934, as amended. These forward-looking statements are made pursuant to the safe harbor provisions of the Private
Securities Litigation Reform Act of 1995. These forward-looking statements include statements relating to trends in,
or representing management's beliefs about, the Company's future strategies, operations and financial results, as well
as other statements including words such as "believe," "anticipate," "expect," "estimate," "predict," "intend," "plan,"
"project,” "will," "could," "may," "might" or any variations of such words or other words with similar meanings.
Forward-looking statements are made based upon management's current expectations and beliefs concerning trends
and future developments and their potential effects on the Company. However, caution should be taken not to place
undue reliance on any such forward-looking statements because such statements speak only as of the date when made
and may not prove to be accurate. The Company undertakes no obligation to publicly update or revise any
forward-looking statements, whether as a result of new information, future events or otherwise. These statements are
not guarantees of future performance and involve risks and uncertainties that are difficult to predict and could cause
actual results to differ materially from the Company's historical experience and its present expectations or projections.
These risks and uncertainties include, but are not limited to, the Company's recent acceleration of store openings in
new markets and the additional costs associated with such expansion, competitive pressures in the footwear industry,
changes in the level of consumer spending on or preferences in footwear merchandise, economic and other factors
affecting retail market conditions, the Company's ability to purchase attractive name brand merchandise at reasonable
discounts, the availability of desirable store locations as well as management's ability to negotiate acceptable lease
terms and maintain supplier and business relationships and open new stores in a timely manner. Other risks and
uncertainties include those described in this Report, in Part II, "Item 1A. Risk Factors" and elsewhere in the
Company's Annual Report on Form 10-K for the year ended December 30, 2006. Risk factors that could cause actual
results to differ materially from those expressed in any forward-looking statement made by the Company include, but
are not limited to:

"non nan nan nn

® the Company's ability to successfully introduce new product offerings in its stores that will contribute a margin at least comparable to
what footwear had generated in the vacated floor space;

e the Company's ability to enter into new consignment agreements and to maintain and renew existing consignment agreements;
e the Company's continued ability to access capital through cash flows from operations and its revolving credit facility;
e changes in consumer preferences or fashion trends that affect the sales or product margins of the Company's product offerings;

¢ the Company's ability to negotiate acceptable leases and to execute store openings and closings on schedule and at acceptable expense
levels;

e weakness in consumer demand for products sold by the Company, including weakness caused by the availability of consumer credit
and consumer confidence;

¢ changes in the timing of holidays or in the onset of seasonal weather affecting period to period sales comparisons;

¢ changes in the Company's relationships with vendors and other resources making it more difficult to obtain footwear and accessories
on favorable financial terms and conditions;
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e changes in business strategies by the Company's competitors in pricing and promotional discounts, entry of additional competitors into
the Company's markets, and other competitive factors; and

¢ the Company's recurring losses may lead to additional store closures.

The following should be read in conjunction with the Company's condensed consolidated financial statements and
related notes thereto provided under "Item 1-Financial Statements" above.

Overview

Shoe Pavilion is an independent off-price footwear retailer with locations in the Western and Southwestern United
States. As of September 29, 2007, it operated 113 stores in Washington, Oregon, California, Arizona, Nevada, Texas
and New Mexico. During the first nine months of fiscal year 2007, the Company opened eleven stores and closed six
stores. The Company was among the first footwear retailers on the West Coast to expand the off-price concept into the
branded footwear market. The Company offers a broad selection of quality designer label and branded footwear,
typically at 20% to 60% below regular department store prices, in a convenient self-service store format.

In the market, the Company is positioned between discount stores and department stores. Unlike discount stores, it
offers designer label and branded footwear that, in its opinion, has long-term customer appeal. As a result, the
Company appeals to quality, style and designer label-oriented customers with relatively higher spending power.
Unlike department stores, the Company's prices are designed to appeal to value-oriented consumers seeking quality
branded footwear typically found at department stores or branded retail outlets at higher everyday prices. Stores are
strategically located in strip malls, outlet centers, large format retail centers and downtown locations, frequently in
close proximity to other off-price apparel retailers that attract similar customers. On average, over 20,000 pairs of
shoes representing over 100 brands are displayed on the selling floor of most of its stores, compared to a significantly
smaller product offering at typical department stores. Mature stores are evaluated for remodeling based on each store's
age and competitive situation, as well as how much the landlord will contribute toward the required improvements.
Future store remodeling plans will depend upon several factors, including, but not limited to, general economic
conditions, competitive trends and the availability of adequate capital. The Company currently plans to open fourteen
new stores and close three stores at end of lease in fiscal year 2008.

In the first three quarters of fiscal year 2007, the Company incurred operating losses and negative cash flows from
operations and had an accumulated deficit at September 29, 2007. Historically, the Company's liquidity needs have
been met by cash flows from operations and available borrowings under the Company's revolving credit facility.
Management believes that the revolving credit facility will be sufficient to fund currently anticipated cash
requirements for the next twelve months. At September 29, 2007, the Company had approximately $5.5 million
available under its revolving credit facility. If cash generated by operations does not result in a sufficient level of
unused borrowing capacity, the Company's operations and expansion plans could be constrained by its ability to
obtain funds under the terms of the Company's revolving credit facility. In such a case, the Company would need to
seek other financing alternatives with its bank or other parties.

The Company is changing its business model by adding consignment merchandise to its product offerings at all store
locations. The new business model will increase the product available to customers to include denim, sportswear,
accessories and fragrances. The Company signed consignment merchandise agreements for denim and fragrances in
September 2007 and October 2007, respectively. The Company began placing the new consignment merchandise of
denim, sportswear, accessories and fragrances in select stores in October 2007. The consignor is responsible for the
merchandise selection and pricing. The majority of the Company's sales, approximately 80%-90%, will continue to be
from its footwear offering. To free up floor space for the new consignment merchandise, the Company has begun a
program of sales discounts to reduce certain identified inventory in the stores. The Company currently intends to place
the consignment merchandise into all stores over the next fiscal year as floor space becomes available. All stores may
not carry all types of the consignment merchandise available. The Company initially expects to target stores with a
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square footage greater than 15,000 square feet and then expand into the smaller stores depending on their size. The
Company expects to include consignment inventory in each new store that is opened in the future. As a result of the
expansion into consignment merchandise, a greater percentage of store inventory will not be owned by the Company.
In the quarter ended September 29, 2007, the Company
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recorded a lower of cost or market adjustment of approximately $2.3 million based on the discounts planned to clear
floor space for the new consignment merchandise.

Historically, the Company's growth strategy had focused on the Western United States, but now includes opening new
stores throughout the Southwestern United States as suitable locations are found. Future store openings are subject to
availability of satisfactory store locations based on local competitive conditions, site availability, costs related to
opening new stores, availability of capital and the Company's ability to acquire quality brand merchandising at
competitive prices. Over the last several years, the Company has focused on closing its smaller stores and replacing
them with larger stores in more attractive locations. The average square footage of these new stores has been and is
expected to continue to be approximately 15,000 to 21,000 square feet. The average square footage of new stores in
fiscal years 2005, 2006 and the first three quarters of 2007 were 15,000, 21,000 and 18,000 square feet, respectively.
The Company expects the average size of its stores to increase for the foreseeable future. The expansion into new
markets and states as well as the transition to larger format stores is expected to take a longer period of time for those
stores to achieve results in line with the Company's experience in existing mature markets.

Results of Operations
Thirteen Weeks Ended September 29, 2007 Compared to Thirteen Weeks Ended September 30, 2006.

The following table sets forth statements of income data and relative percentages of net sales for the thirteen week
period ended September 29, 2007 and thirteen week period ended September 30, 2006 (dollar amounts in thousands).

Thirteen weeks ended

September 29, September 30,
2007 2006
Dollar  Percentage
Amount Percent Amount  Percent Change Change
Net sales $37,313  100.0% $31,577 100.0% $5,736 18.2%
Cost of sales and related occupancy expenses 30,819 82.6% 21,589 68.4% 9,230 42.8%
Asset impairment 1,708 4.6% - 0.0% 1,708 n/a
Gross profit 4,786 12.8% 9,988 31.6% (5,202) (52.1%)
Selling, general and administrative expenses 12,680 34.0% 10,312 32.6% 2,368 23.0%
Operating loss (7,894) (21.2%) (324)  (1.0%) (7,570)  2,336.4%
Interest expense, net (501) (1.3%) (188) (0.6%) (313) 166.5%
Other (expense) income 7) (0.0%) 1 0.0% (8) (800.0%)
Loss from continuing operations before income taxes (8,402) (22.5%) 511) (1.6%) (7,891)  1,544.2%
Income tax (expense) benefit (1,699) (4.6%) 207 0.6% (1,906) (920.8%)
Loss from continuing operations (10,101)  (27.1%) (304) (1.0%) (9,797)  3,222.7%
Discontinued operations, net of taxes (102) (0.2%) (14) (0.0%) (88) 628.6%
Net loss $(10,203) (27.3%) $(318)  (1.0%) (9,885) 3,108.5%
I I

Net Sales

. Net sales are net of estimated returns and sales discounts. Net sales for the thirteen week period ended September 29, 2007 increased by 18.2%
or $5.7 million, to $37.3 million from $31.6 million in the thirteen week period ended September 30, 2006. The increase in net sales was due to
the addition of 27 new stores and a comparable store sales increase of 2.3% offset by nine closed stores and increased sales discounts.
Comparable store sales are based upon stores open at least 13 consecutive months. The following tables set forth sales data and relative
percentages of net sales for the thirteen week period ended September 29, 2007 and thirteen week period ended September 30, 2006 (dollar

27



amounts in thousands).

Edgar Filing: SHOE PAVILION INC - Form 10-Q

16

28



Edgar Filing: SHOE PAVILION INC - Form 10-Q

Thirteen weeks ended

September 29, September 30,
2007 2006
Dollar  Percentage
Amount  Percent Amount  Percent Change  Change
Comparable stores sales $ 28,960 77.6% $ 28,299 89.6% $ 661 2.3%
New stores sales 8,333 22.3% 2,196 6.9% 6,137 279.5%
Closed stores sales 147 0.4% 1,305 4.1% (1,158) (88.7%)
Returns reserve 21 - (22) - 1 (4.5%)
Total sales 37,419 100.3% 31,778  100.6% 5,641 17.8%
Less discontinued operations 106 0.3% 201 0.6% 95) (47.3%)
Net sales $37,313  100.0% $31,577 100.0% 5,736 18.2%
I I

Gross Profit

. Cost of sales includes landed merchandise and occupancy expenses. Gross profit for the thirteen week period ended September 29, 2007
decreased by 52.1%, or $5.2 million, to $4.8 million from $10.0 million in the thirteen week period ended September 30, 2006, primarily as a
result of recording an inventory lower of cost or market adjustment of $2.3 million, executed to clear floor space for the introduction of
consignment inventory and a $1.7 million noncash impairment charge related to leasehold improvements for seven underperforming stores. As a
percent of sales, gross profit decreased to 12.8% for the thirteen week period ended September 29, 2007 from 31.6% in the thirteen week period
ended September 30, 2006, due to the lower of cost or market inventory adjustment of 6.2%, the asset impairment charge of 4.6%, higher
occupancy expenses of 3.9% primarily related to new stores, and a reduction in selling margin of 4.2%, related to increased discounts.

Excluding the inventory lower of cost or market adjustment and asset impairment charge, gross profit for the thirteen
week period ended September 29, 2007 decreased by 12.0%, or $1.2 million, to $8.8 million from $10.0 million in the
thirteen week period ended September 30, 2006. As a percent of sales, gross profit decreased to 23.6% for the thirteen
week period ended September 29, 2007 from 31.6% in the thirteen week period ended September 30, 2006, due to
higher occupancy expenses of 3.9%, primarily related to new stores and a reduction in selling margin of 4.2%, related
to increased discounts.

Selling, General and Administrative Expenses.

Selling, general and administrative expenses for the thirteen week period ended September 29, 2007 increased by 23.0%, or $2.4 million, to
$12.7 million from $10.3 million in the thirteen week period ended September 30, 2006. The increase in selling, general and administrative
expenses is primarily attributable to additional stores. Non-store related expenses increased primarily due to additional corporate personnel and
Sarbanes-Oxley compliance. The $2.4 million increase is primarily from increases of $792,000 in store salaries, $282,000 in utilities, $221,000
in legal and accounting fees, $174,000 in corporate salaries, $153,000 in consulting fees, $136,000 in advertising, $121,000 in store services,
$108,000 in group insurance costs, $97,000 in freight expenses, $83,000 in credit card fees, $72,000 in payroll taxes, $59,000 in telephone,
$39,000 in waste disposal, $38,000 in store banners and $33,000 in store supplies. As a percent of sales, selling, general and administrative
expenses increased to 34.0% for the thirteen week period ended September 29, 2007 from 32.6% in the thirteen week period ended September
30, 2006. The increase as a percent of sales is primarily due to increases of 0.5% in legal and accounting fees, 0.4% in consulting fees and 0.4%
in utilities.

Interest Expense.

Interest expense for the thirteen week period ended September 29, 2007 increased by 166.5%, or $313,000, to $501,000 from $188,000 in the
thirteen week period ended September 30, 2006, due to a higher average interest rate and increased borrowings, primarily due to build-out costs
and working capital for new stores, under the Company's revolving credit facility during the thirteen week period ended September 29, 2007
compared to the thirteen week period ended September 30, 2006.

Income Tax (Expense) Benefit
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. A $1.7 million tax expense was recorded during the thirteen week period ended September 29, 2007 due to the establishment of a deferred

income tax valuation allowance of $4.8 million based on the recent history of cumulative losses and losses expected in early future years. The
expense related to the valuation allowance was partially offset by a $3.1 million tax benefit recognized from
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the loss incurred for the thirteen week period ended September 29, 2007 which the Company can carry back to prior
income tax returns.

Discontinued Operations.

Loss from discontinued operations, net of taxes, for the thirteen week period ended September 29, 2007 increased by 628.6%, or $88,000, to

$102,000 from $14,000 in the thirteen week period ended September 30, 2006, due to the continued declines in the operating performance of the
two closed stores located in Chino, California.

Store Activity.

The following table presents the change in store count for the thirteen week period ended September 29, 2007 and thirteen week period ended
September 30, 2006.

Thirteen weeks ended

September 29, September 30,
2007 2006
Beginning store count 108 96
Stores opened 7 7
Stores closed 2) 3)
Ending store count 113 100

Thirty-nine Weeks Ended September 29, 2007 Compared to Thirty-nine Weeks Ended September 30, 2006.

The following table sets forth statements of income data and relative percentages of net sales for the thirty-nine week

period ended September 29, 2007 and thirty-nine week period ended September 30, 2006 (dollar amounts in
thousands).

Thirty-nine weeks ended

September 29, September 30,
2007 2006
Dollar  Percentage
Amount  Percent Amount  Percent Change Change

Net sales $110,550 100.0% $89,854 100.0% $ 20,696 23.0%
Cost of sales and related occupancy expenses 82,648  74.8% 59,738  66.5% 22,910 38.4%
Asset impairment 1,708 1.5% - 0.0% 1,708 n/a
Gross profit 26,194  23.7% 30,116  33.5% (3,922) (13.0%)
Selling, general and administrative expenses 36,791 33.3% 28,085 31.2% 8,706 31.0%
Operating (loss) income (10,597)  (9.6%) 2,031 2.3% (12,628) (621.8%)
Interest expense, net (1,474)  (1.3%) (468)  (0.6%) (1,006) 215.0%
Other expense 19)  (0.0%) - 0.0% (19) n/a
(Loss) income from continuing operations before income taxes (12,090) (10.9%) 1,563 1.7% (13,653) (873.5%)
Income tax expense (183)  (0.2%) 631) (0.7%) 448 (71.0%)
(Loss) income from continuing operations (12,273) (11.1%) 932 1.0% (13,205) (1,416.8%)
Discontinued operations, net of taxes 239)  (0.2%) 37  (0.0%) (202) 545.9%
Net (loss) income $(12,512) (11.3%) $ 895 1.0% (13,407) (1,498.0%)
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Net Sales

. Net sales are net of estimated returns and sales discounts. Net sales for the thirty-nine week period ended September 29, 2007 increased by
23.0%, or $20.7 million, to $110.6 million from $89.9 million in the thirty-nine week period ended September 30, 2006. The increase in net
sales was due to the addition of 35 new stores and a comparable store sales increase of 2.8% offset by eleven closed stores and increased sales
discounts. Comparable store sales are based upon stores open at least 13 consecutive months. The following tables set forth sales data and
relative percentages of net sales for the thirty-nine week period ended September 29, 2007 and thirty-nine week period ended September 30,
2006 (dollar amounts in thousands).
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Thirty-nine weeks ended

September 29, September 30,
2007 2006
Dollar ~ Percentage
Amount Percent Amount  Percent Change Change
Comparable stores sales $ 82,785 75.0% $ 80,529 89.6% $ 2,256 2.8%
New stores sales 27,661 25.0% 6,463 7.2% 21,198 328.0%
Closed stores sales 705 0.6% 3,476 3.9% 2,771) (79.7%)
Returns reserve 42 - 1 - 41 4,100.0%
Total sales 111,193 100.6% 90,469  100.7% 20,724 22.9%
Less discontinued operations 643 0.6% 615 0.7% 28 4.6%
Net sales $ 110,550  100.0% $89,854  100.0% 20,696 23.0%
I I

Gross Profit

. Cost of sales includes landed merchandise and occupancy expenses. Gross profit for the thirty-nine week period ended September 29, 2007
decreased by 13.0%, or $3.9 million, to $26.2 million from $30.1 million in the thirty-nine week period ended September 30, 2006, primarily as
a result of recording an inventory lower of cost or market adjustment of $2.3 million, executed to clear floor space for the introduction of
consignment inventory and a $1.7 million noncash impairment charge related to leasehold improvements for seven underperforming stores. As a
percent of sales, gross profit decreased to 23.7% for the thirty-nine week period ended September 29, 2007 from 33.5% in the thirty-nine week
period ended September 30, 2006, due to the lower of cost or market inventory adjustment of 2.1%, the asset impairment charge of 1.5%, higher
occupancy expenses of 3.7% primarily related to new stores, and a reduction in selling margin of 2.5%, related to increased discounts.

Excluding the inventory lower of cost or market reserve and asset impairment charge, gross profit for the thirty-nine
week period ended September 29, 2007 increased by 0.3%, or $85,000, to $30.2 million from $30.1 million in the
thirty-nine week period ended September 30, 2006. As a percent of sales, gross profit decreased to 27.3% for the
thirty-nine week period ended September 29, 2007 from 33.5% in the thirty-nine week period ended September 30,
2006, due to higher occupancy expenses of 3.7%, primarily related to new stores and a reduction in selling margin of
2.5%, related to increased discounts.

Selling, General and Administrative Expenses.

Selling, general and administrative expenses for the thirty-nine week period ended September 29, 2007 increased by 31.0%, or $8.7 million, to
$36.8 million from $28.1 million in the

thirty-nine week period ended September 30, 2006. The increase in selling, general and administrative expenses is
primarily attributable to additional stores. Non-store related expenses increased primarily due to additional corporate
personnel and Sarbanes-Oxley compliance. The $8.7 million increase is primarily from increases of $2,752,000 in
store salaries, $1,061,000 in advertising, $728,000 in freight expenses, $663,000 in utilities, $411,000 in consulting
fees, $391,000 in credit card fees, $387,000 in corporate salaries, $263,000 in payroll taxes, $227,000 in store
supplies, $218,000 in store services, $212,000 in warehouse fees, $189,000 in group insurance costs, $182,000 in
computer support fees, $154,000 in legal and accounting fees, $147,000 in telephone, $143,000 in repairs and
maintenance, $117,000 in miscellaneous expenses, $111,000 in noncash stock compensation expense, $104,000 in
store banners, $94,000 in general insurance costs and $75,000 in waste disposal. As a percent of sales, selling, general
and administrative expenses increased to 33.3% for the thirty-nine week period ended September 29, 2007 from
31.2% in the thirty-nine week period ended September 30, 2006. The increase as a percent of sales is primarily due to
increases of 0.4% in consulting fees, 0.3% in store salaries, 0.3% in freight expenses, 0.3% in utilities and 0.2% in
store services.

Interest Expense.

33



Edgar Filing: SHOE PAVILION INC - Form 10-Q
Interest expense for the thirty-nine week period ended September 29, 2007 increased by 215.0%, or $1.0 million, to $1.5 million from $468,000
in the thirty-nine week period ended September 30, 2006, due to a higher average interest rate and increased borrowings, primarily due to

build-out costs and working capital for new stores, under the Company's revolving credit facility during the thirty-nine week period ended
September 29, 2007 compared to the thirty-nine week period ended September 30, 2006.

Income Tax Expense.

A $0.2 million tax expense was recorded during the thirty-nine week period ended September 29, 2007 due to the establishment of a deferred
income tax valuation allowance of $4.8 million to reflect the net
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deferred income tax assets at an amount that is more likely than not to be realized. The valuation allowance was
established due to the recent history of cumulative losses and losses expected in early future years. The recording of
the valuation allowance was partially offset by the current year benefit of the losses incurred in the thirty-nine week
period ended September 29, 2007.

Discontinued Operations.

Loss from discontinued operations, net of taxes, for the thirty-nine week period ended September 29, 2007 increased by 545.9%, or $202,000, to
$239,000 from $37,000 in the thirty-nine week period ended September 30, 2006, due to the continued declines in the operating performance of
the two closed stores located in Chino, California.

Store Activity.

The following table presents the change in store count for the thirty-nine week period ended September 29, 2007 and thirty-nine week period
ended September 30, 2006.

Thirty-nine weeks ended

September 29, September 30,
2007 2006
Beginning store count 108 89
Stores opened 11 15
Stores closed 6) 4)
Ending store count 113 100

Liquidity and Capital Resources

The primary capital requirements are for inventory, store expansion, relocation and remodeling. In March 2006, the
Company sold 2,000,000 shares of its common stock in a public offering and received $12.8 million in net proceeds
from the offering and the sale of warrants, net of expenses. Historically, the Company's liquidity needs have been met
by cash flows from operations, available borrowings under the Company's revolving credit facility and sales of
securities. Management believes that the revolving credit facility will be sufficient to fund currently anticipated cash
requirements for the next twelve months. The Company estimates that total average inventory in fiscal year 2008 will
be approximately $15.0 million lower than in fiscal year 2007. A portion of this reduction, approximately $6.1
million, will come from the reduction of inventory to provide floor space for the new consignment merchandise
offering. In addition, the Company estimates that it will reduce inventory levels for fiscal year 2008 through better
inventory management.

During the thirty-nine week period ended September 29, 2007, the Company opened three stores in California, three
stores in Texas, two stores in Arizona, one store in Nevada, one store in Washington and one store in New Mexico. To
open the eleven stores, build up inventories to support future store openings and supplement existing footwear
offerings, including seasonal styles, required an increase in inventory of $5.5 million, or $2.2 million, net of a $2.3
million inventory lower of cost or market reserve. A new 20,000 square foot store requires working capital of
approximately $650,000 and capital expenditures for build-out of approximately $185,000 (net of tenant allowances).
During the thirty-nine week period ended September 29, 2007, the Company closed six stores. The costs associated
with closing the six stores did not have a material impact on the Company's financial position.

Operating activities
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Cash used in operating activities was $3.7 million for the thirty-nine week period ended September 29, 2007,
compared to $12.6 million for the thirty-nine week period ended September 30, 2006. Cash used in operating
activities for the thirty-nine week period ended September 29, 2007 was primarily attributed to operating losses of
$12.5 million and a $2.2 million increase in inventory due to the opening of new stores and seasonal needs, net of a
$2.3 million inventory lower of cost or market adjustment. Cash used in operating activities for the thirty-nine week
period ended September 30, 2006 was primarily attributed to a $26.6 million increase in inventory due the opening of
new stores and seasonal needs, offset by a $14.0 million increase in accounts payable.
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Inventories at September 29, 2007 were $2.2 million higher than at December 30, 2006. The increase reflects higher
average inventory per store, seasonal needs and a net increase in stores operated, net of a $2.3 million inventory lower
of cost or market adjustment. The Company is aware that inventory levels and valuations may change due to current
and anticipated sales trends and that there is always the possibility that future trends could require the Company to
take further inventory lower of cost or market adjustments. In this regard, the Company monitors its inventory levels
closely and will take appropriate actions, including taking additional discounts, as necessary, to maintain the
appropriate value of the Company's inventory.

Investing activities

Cash used in investing activities was $4.6 million for the thirty-nine week period ended September 29, 2007 compared
to $6.4 million for the thirty-nine week period ended September 30, 2006. For the thirty-nine week periods ended
September 29, 2007 and September 30, 2006, cash used in investing activities consisted of capital expenditures for
furniture, fixtures and leasehold improvements for both new and relocated stores.

Future capital expenditures will depend primarily on the number of planned store openings, the number of existing
stores the Company remodels and the timing of these expenditures. The Company continuously evaluates its future
capital expenditure plans and adjusts planned expenditures, as necessary, based on business conditions. Because the
Company is able to identify locations, negotiate leases, and construct stores in a relatively short period of time, the
Company is able to maintain considerable flexibility in the timing and extent of its capital expenditures. The Company
currently plans to open four new stores in the fourth quarter of fiscal year 2007 with working capital of approximately
$2.2 million and capital expenditures for build-out of approximately $500,000 (net of tenant allowances). The
Company currently plans to open fourteen new stores in fiscal year 2008 and estimates capital expenditures of
approximately $2.2 million for the fourteen stores, excluding any amounts that may be reimbursed from landlords.

Financing activities

Cash provided by financing activities was $8.1 million for the thirty-nine week period ended September 29, 2007
compared to $19.1 million for the thirty-nine week period ended September 30, 2006. The primary source of cash was
a $13.4 million draw on the Company's revolving credit facility, or $8.3 million, net of $5.1 million in repayments.
For the thirty-nine week period ended September 30, 2006, the Company received $12.8 million (net of underwriting
discounts of $0.86 million and costs of $0.77 million) from the proceeds of its secondary public offering and from the
issuance of common stock warrants.

A revolving credit facility is maintained with Wells Fargo Retail Finance, LLC ("Lender") that provides for
borrowings of up to $40.0 million, which may be increased at the Company's option up to a maximum of $50.0
million. The revolving credit facility expires in April 2011. As of September 29, 2007, the Company was in
compliance with the financial covenants of its revolving credit facility. The Company believes its credit line with the
Lender is sufficient to fund operations for the foreseeable future and to meet seasonal fluctuations in cash flow
requirements. At September 29, 2007, the Company had approximately $5.5 million available under its revolving
credit facility. If cash generated by operations does not result in a sufficient level of unused borrowing capacity, the
Company's operations and expansion plans could be constrained by its ability to obtain funds under the terms of the
Company's revolving credit facility. In such a case, the Company would need to seek other financing alternatives with
its bank or other parties. For a detailed discussion, see Part I, Item 1A "Risk Factors - The covenants in our revolving
credit facility may impact our ability to access borrowings to fund our expansion" of the Company's Annual Report on
Form 10-K for the year ended December 30, 2006.

Seasonality and Quarterly Results

The business, measured in terms of net sales, is subject to seasonal fluctuations and trends. Historically, a higher
amount of the Company's net sales were, and may continue to be realized during the fourth quarter of the Company's
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fiscal year, which includes the winter holiday season. In addition, quarterly results are affected by the timing of the
opening of new stores, and the Company's rapid growth may conceal the impact of other seasonal influences. Because
of the seasonality of the Company's business, results for any quarter are not necessarily indicative of the results that
may be achieved for the full fiscal year.
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Critical Accounting Policies

The preparation of financial statements in accordance with accounting principles generally accepted in the United
States requires the appropriate application of certain accounting policies, many of which require the Company to make
estimates and assumptions about future events which affect the results of the Company's operations and the reported
value of assets and liabilities. Since future events and their impact cannot be determined with certainty, the actual
results may differ from the Company's estimates.

The Company believes that its application of accounting policies, and the estimates inherently required therein, are
reasonable. The Company constantly reevaluates these accounting policies and estimates, and adjustments are made
when facts and circumstances dictate a change. Historically, the Company has found its application of accounting
policies to be appropriate, and its actual results have not differed materially from those determined by using necessary
estimates. The Company believes that the following summarizes critical accounting policies which require significant
estimates and assumptions in the preparation of its consolidated financial statements. For more information regarding
the Company's critical accounting policies, see the discussion set forth in Part II, Item 7 of the Company's Annual
Report on Form 10-K for the year ended December 30, 2006.

Revenue Recognition.

The Company recognizes revenue at the time the products are received by the customers in accordance with the provisions of Staff Accounting
Bulletin ("SAB") No. 101, "Revenue Recognition in Financial Statements" as amended by SAB No. 104, "Revenue Recognition". Revenue is
recognized for store sales at the point at which the customer receives and pays for the merchandise at the register with either cash or credit card.

Discounts offered to customers consist primarily of point of sale markdowns and are recorded at the time of the
related sale as a reduction of revenue. Gift certificates sold are carried as a liability when sold and revenue is
recognized when the gift certificate is redeemed or when the likelihood of redemption becomes remote. Similarly,
customers may receive a store credit in exchange for returned goods. Store credits are carried as a liability until
redeemed or when the likelihood of redemption becomes remote.

Inventory Valuation.

Inventories are stated at the lower of average cost or market. The Company adjusts inventory based on historical experience and current
information in order to assure that inventory is recorded properly at the lower of average cost or market. Among the factors the Company
considers include current sell through, seasonality and length of time held in inventory. The amount ultimately realized from the sale of the
Company's inventories could differ materially from its estimates.

A lower of cost or market adjustment has been taken on selected slower moving inventory that the Company desires to
sell in order to make room for consignment merchandise as previously discussed. The Company expects to sell
through this inventory over the next few months. If the sales discounts are worse than anticipated, the Company may
record additional adjustments in subsequent quarters.

Long-lived Assets. Long-lived assets are reviewed for impairment whenever events or changes in circumstances
indicate that their carrying value may not be recoverable. Management evaluates the carrying value of assets
associated with stores which have been open at least 13 consecutive months. The Company records an impairment
charge to write down the assets to their estimated fair value if the carrying values of such assets exceed their related
expected undiscounted future cash flows. Management's estimates and assumptions used in the projections are subject
to a high degree of judgment and if actual results differ, additional losses may be recorded.

Self-insurance.

The Company records an estimated liability for the self-insured portion of the workers' compensation claims based on historical experience and
an evaluation of outstanding claims.
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Cost of Sales.

Cost of sales includes product costs, inbound freight, inventory shrinkage and store occupancy costs. It does not include purchasing,
warehousing, distribution costs and inter-store freight transportation, which are included in selling, general and administrative expenses. The
Company's gross margin may not be comparable to other retailers as some of these entities include purchasing, warehousing, distribution and
inter-store freight transportation expenses in cost of sales.
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Income Taxes. Under Accounting Principles Board Opinion No. 28, "Interim Financial Reporting," the Company is
required to adjust its effective tax rate each quarter to be consistent with the estimated annual effective tax rate. The
Company is also required to record the tax impact of certain discrete items, unusual or infrequently occurring,
including changes in judgment about valuation allowances and effects of changes in tax laws or rates, in the interim
period in which they occur. In addition, jurisdictions with a projected loss for the year or a year-to-date loss where no
tax benefit can be recognized are excluded from the estimated annual effective tax rate. The impact of such an
exclusion could result in a higher or lower effective tax rate during a particular quarter, based upon the mix and timing
of actual earnings versus annual projections.

In accordance with Statements of Financial Accounting Standards No. 109, "Accounting for Income Taxes," the
Company evaluates whether a valuation allowance should be established against its deferred tax assets based on the
consideration of all available evidence using a "more likely than not" standard. In making such judgments, significant
weight is given to evidence that can objectively verified. In the third quarter of fiscal year 2007, the Company
recorded a charge to income tax expense of $4.8 million related to establishing a partial valuation allowances against
its deferred tax assets. The determination to record a valuation allowance was based on the recent history of
cumulative losses and losses expected in early future years. In conducting its analysis, the Company utilized a
consistent approach which considers its current year loss, including an assessment of the degree to which any losses
were driven by items that are unusual in nature and incurred to improve future profitability. In addition, the Company
reviewed changes in near-term market conditions and any other factors arising during the period which may impact its
future operating results. The Company considered both positive and negative evidence in its analysis. The remaining
deferred income tax assets of $3.0 million at September 29, 2007 relate to federal taxes paid where refund claims are
expected to be made for net operating losses that can be carried back to prior years. In addition, the Company will
discontinue recording income tax benefits in the consolidated financial statements until it is determined that it is more
likely than not that the Company will generate sufficient taxable income to realize its remaining deferred income tax
assets.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

The Company's Annual Report on Form 10-K for the year ended December 30, 2006 includes a discussion of market
risk. There have been no material changes from the information reported in the Company's Annual Report on Form
10-K for the year ended December 30, 2006.

Item 4T. Controls and Procedures

The Company maintains a system of disclosure controls and procedures that are designed to provide reasonable
assurance that information required to be disclosed by the Company in its 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 the time periods specified in the SEC's rules and forms, and that such information is accumulated and
communicated to the Company's management, including the Chief Executive Officer and Chief Financial Officer, as
appropriate, to allow timely decisions regarding required disclosure.

During the preparation of its Quarterly Report on Form 10-Q for the quarterly period ended September 29, 2007, the
Company evaluated the effectiveness of its disclosure controls and procedures as of the end of the period covered by
this Report, under the supervision and with the participation of its management, pursuant to Rules 13a-15(e) and
15d-15(e) of the Exchange Act. Based on this evaluation, the Chief Executive Officer and Chief Financial Officer
concluded that, because of the material weaknesses in internal control over financial reporting described below and
the non-timely filing of the Company's quarterly report on Form 10-Q for the quarter ended September 29, 2007, the
Company's disclosure controls and procedures as defined in Rules 13a-15(e) and 15d-15(e) were not effective in
ensuring that information required to be included in its periodic SEC filings is recorded, processed, summarized and
reported within the time periods specified.
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Management identified the following material weaknesses in its internal control over financial reporting as of
September 29, 2007:

Material weakness related to the control environment -

The Company did not maintain a control environment that fully emphasized the establishment of, adherence to, or adequate communication
regarding appropriate internal
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control for all aspects of its operations. Specifically, the Company did not have adequate controls for the purposes of

establishing, maintaining and communicating its control environment due to the insufficient number of personnel and
lack of appropriate depth of knowledge, experience and training in the application of accounting principles generally

accepted in the United States of America ("US GAAP") in its accounting and finance function.

Material weakness related to preparation of account analysis, account summaries and account reconciliations -

In certain cases, inaccurate or incomplete account analyses, account summaries and account reconciliations were prepared during the quarter-end
financial closing and reporting process in the areas of inventory, fixed assets and income taxes. As a result, material adjustments were necessary
in order to present the Company's condensed consolidated financial statements for the thirty-nine weeks ended September 29, 2007 in
accordance with US GAAP.

There were no changes made in the Company's internal control over financial reporting, as such term is defined in
Rules 13a-15(f) and 15(d)-15(f) under the Exchange Act, during the period covered by this Report that have materially
affected, or are reasonably likely to materially affect, these controls subsequent to the date of the last evaluation.

On November 15, 2007, subsequent to the end of the period covered by this Report, the Company hired Michael
McHugh as its Executive Vice President and Chief Financial Officer. Mr. McHugh has over 35 years of finance and
accounting experience in retail and other corporate environments, working with both public and private companies.
Mr. McHugh will be responsible for the Company's accounting, finance, and financial reporting functions. The
Company believes that the hiring of Mr. McHugh will improve the effectiveness of its internal control over financial
reporting.
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PART II - OTHER INFORMATION

Item 1. Legal Proceedings.

As discussed in the Annual Report on Form 10-K for the year ended December 30. 2006, the Company is involved in
various routine legal proceedings incidental to the conduct of its normal business activities. Management does not

believe that any of these legal proceedings will have a material adverse impact on the business, financial condition or
results of operations, either due to the nature of the claims, or because management believes that such claims would
not exceed the limits of the Company's insurance coverage.

Item 1A. Risk Factors.

The Annual Report on Form 10-K for the year ended December 30, 2006 includes a detailed discussion of risk
factors. The information presented below updates and should be read in conjunction with the risk factors and
information disclosed in that Form 10-K.

If the Company is unable to reverse the recent trend of operating losses and negative cash flows from operations, its
available sources of liquidity may be unable to sustain its current operating and expansion plans.

Historically, the Company's liquidity needs have been met by cash flows from operations and available borrowings
under its revolving credit facility. The Company has experienced operating losses and negative cash flows from
operations during the first three quarters of fiscal 2007. Consequently, it has relied on its revolving credit facility to
fund certain expansion and operating costs. At September 29, 2007, the Company had approximately $5.5 million
available under its revolving credit facility. If cash generated from operations does not result in a sufficient level of
working capital, the Company's expansion and operating plans would be solely dependent on accessing funds under
the unused capacity of its revolving credit facility. Further borrowings or a reduction in the amount available under the
revolving credit facility would constrain expansion and operating activities. In such an instance, the Company would
need to reduce its operating costs and seek alternative funding, the nature and source of which has not been identified
and may not be available on acceptable terms, if at all. If the Company were unable to implement either or both of
these steps, its operations would be materially and adversely impacted.

If the Company is unable to successfully implement or maintain its new business model by adding consignment
merchandise to its product offerings, the Company's future operating results could be negatively impacted.

No assurance can be given that the Company will be successful in implementing or maintaining its new business
model in the future. No assurance can be given that the Company will be able to enter into new consignment
agreements and to maintain and renew existing consignment agreements. Furthermore, no assurance can be given that
introduction of new product offerings in its stores will contribute a margin at least comparable to what footwear had
generated in the vacated floor space. Any failure to successfully implement or maintain the Company's new business
model could have a material adverse effect on the Company's results of operations.

If the Company is unable to successfully sell the merchandise identified for the reduction of floor space for the new
consignment merchandise at the discounted prices, the Company's future operating results could be negatively
impacted.

No assurance can be given that the Company will be successful in selling the merchandise at the markdown prices in
the future and further inventory write-downs may be necessary. In addition, no assurance can be given that the floor

space for the new consignment merchandise will be available. Any failure to successfully implement or maintain the
Company's markdown strategy could have a material adverse effect on the Company's results of operations.
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If the Company is unable to successfully remediate its material weaknesses and maintain a control environment that
fully emphasizes the establishment of, adherence to, and adequate communication of appropriate internal control for
all aspects of its operations, the Company's financial reporting may not
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provide reasonable assurances regarding the reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with generally accepted accounting principles.

No assurances can be given that the Company will be able to remediate its material weaknesses to meet the deadline
imposed by the Sarbanes-Oxley Act for compliance with the requirements of Section 404. In addition, no assurances
can be given that the Company will be able to maintain the adequacy of its internal controls, as such standards are
modified, supplemented or amended from time to time. No assurances can be given that the Company is able to ensure
that it can conclude on an ongoing basis that it has effective design and operation of internal controls over financial
reporting in accordance with Section 404 of the Sarbanes-Oxley Act. Failure to achieve and maintain an effective
internal control environment could have a material adverse effect on its business.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds.

Not Applicable.

Item 3. Defaults Upon Senior Securities.

Not Applicable.

Item 4. Submission of Matters to a Vote of Security Holders.

Not Applicable.

Item 5. Other Information.

Not Applicable.

Item 6. Exhibits.

Exhibits:

31.1 Certification of the Company's Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley
Act 0of 2002. _PDF

31.2 Certification of the Company's Interim Chief Financial Officer pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002. _PDF

32.1 Certification of the Company's Chief Executive Officer pursuant to Section 906 of the Sarbanes-Oxley
Act 0of 2002. _PDF

32.2 Certification of the Company's Interim Chief Financial Officer pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002. _PDF
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized on November 23, 2007.

SHOE PAVILION,
INC., as Registrant

(st MICHAEL P.
MCHUGH

Michael P. McHugh
Executive Vice President
and Chief Financial
Officer

(Duly Authorized
Officer and
Principal Financial
Officer)
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