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2003 has provided much to celebrate both personally and professionally.
Kenneth Cole Productions marked its 20th anniversary in what has been a most
extraordinary and rewarding journey. We are growing more cohesive and focused
as a company each day, and this year was no exception. Our anniversary produced
exceptional synergies within the organization, with all of our divisions simultanecusly
delivering a timely, cohesive message to the consumer. After 20 years of sole
searching, we continue to remain forward focused.

In grand fashion, the marketing strategy for the Kenneth Cole New York
brand proved to be a very successful initiative. We delivered an extremely focused,
coordinated effort comprised of national and international advertising campaigns
shot by renowned photographer Richard Avedon, a book documenting the past 20
years, and a signature anniversary collection which crossed all product categories,
including the launch of a new fragrance, Black -Kenneth Cole for men. Suffice it to
say, the synchronized execution of the 20th anniversary celebration propelled the
brand's awareness and sales levels to an all time high.

Last year the Company recorded record revenue of $448 million and
diluted earmnings per share grew 25.2% to $1.59 from $1.27. We are pleased with the
Kenneth Cole New York businesses, the strong growth in our diffusion brands,
the upward trend in our consumer direct business and the continued success of our
variety of licensed product classifications. During a particularly strong 3rd quarter,
we established a quarterly dividend of $.075 and have recently raised it to $.12 per
share. Our balance sheet remains strong with over $111 million in cash and no
debt. In addition, we continue to implement cost reduction strategies, resulting in
a decrease in SG&A as a percentage of revenue. | am pleased with these results
and believe that we are well positioned to sustain this success, both in the near

term and for many years to come.



The momentum doesn’t stop at 20 however, as several aggressive
initiatives are planned for 2004. Criginally introduced as an exclusive 20th anniversary
offering, our Signature label has evolved into an ongoing collection, allowing us to
elevate our quality, price points and, hence, perception and presentation of the
Kenneth Cole New York brand. The same vitality that made our 20th anniversary
such a success is now being applied to all aspects of our business to ensure sus-
tained growth throughout 2004.

20 years in the making, Kenneth Cole Productions has become a greatly
diversified entity and has matured into a fully integrated lifestyle brand. | am
excited, proud and thankful and wish to take this opportunity to offer two decades’
worth of heartfelt gratitude to those responsible—our dedicated employees,
associates, vendors, shareholders and loyal customers. Looking back, { couldn't be
prouder of what we have achieved. And couldn't be more excited about what we

have yet to accomplish.

~Kenwner Cote
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LICENSING

Qur licensing business flourished this year, with royalties up 33.2% in
2003 vs. 2002. Our women's businesses achieved historical growth, with jewelry
remaining one of our best overall selling businesses, continued growth in watch
sales and record sell-through in our women's sportswear.

Our men’s business was equally impressive as we continued to trend up
while maintaining a prominent, contemporary brand identity. This trend will be
further supported with the reinvigoration of the Kenneth Cole Reaction brand for
Fall 2004. This effort will be heightened by the launch of a Kenneth Cole Reaction
fragrance for men, supported by a national print advertising campaign, to be
followed up by a Kenneth Cole Reaction fragrance for women in Spring 2005.

We entered into several new licensee agreements this past year,
enabling us to expand our department store distribution. We are already experiencing
much success with our men’s classification pant business, and we are just now
introducing women'’s swimwear, an exciting new classification for us. In addition, we
have entered into a new sunglass agreement, allowing us to increase our presence
internationally in this category.

Much of our success was bolstered by continued growth in our fragrance
business. In spring we launched Black -Kenneth Cole, a new fragrance for men.
Poised as a flanker, Black proved & huge success, exceeding all expectations and
quickly becomning one of the bast performing men’s fragrances, from introduction
through the holiday season. As we speak, we are eagerly awaiting the Spring 2004
launch of its counterpart, Black -Kenneth Cole for her. In less than two years, our
fragrances have established a strong relationship with an expanding customer base

and we anticipate continued success in this arena.




We have resisted temptation over the years to expand intermnationally,
feeling it was important to have a fully functioning and effective vertical model in
place, as well as sourcing expertise and the ability to offer full lifestyle brands to
both genders here at home before we could attempt to offer it to another market,
to another culture. After many years and tempered growth, we crossed several
borders in 2003.

Following an already successful formula, we continued our brand
expansion in Latin America with second stores in both Costa Rica and Panama,
as well as our first store in Honduras. We opened a freestanding store in Chile,
followed by two shop-in-shops there. The business climate in Mexico has greatly
improved and we've continued to maximize our exposure there with the opening of
several new shop-in-shops. In the UK, business continues to strengthen through our
distribution of handbags, footwear and luggage, and we lock forward to introducing
more classifications in the future.

In addition, we recently signed an agreement for the distribution of
apparel in Australia, starting with men's sportswear this upcoming fall. We continue
to be pleased with the growth across multiple categories domestically and globally

and will keep looking to carefully explore new opportunities.
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WHoLESALE

We are excited about the healthy strides we continue to make in our
wholesale business, with customers responding to color, fashion “newness” and
value in our product. The depth of our product offerings for both genders under
three different labels has enabled us to grow in a more systematic and controlled
manner. Still embracing a conservative approach, attention to inventory management
in every division was again critical to our success this year. This will remain our focus
in the future.

While proliferating the diversity of the brand, Kenneth Cole Reaction
continues to be a key player in the Department Stores’ assortments, offering the
young-minded consumer a viable designer akernative at the appropriate price and
value. We anticipate the aforementioned repackaging of Kenneth Cole Reaction to
have a profound effect on our wholesale business. In fact, we expect it to be one of
our most impactful initiatives of 2004 and a driving force for the future of the company.

2003 was an important year for our Kenneth Cole ladies’ footwear, as
the two-year strategy of refocusing this business was realized. We feel we are now
better able to deliver what the consumer is looking for, in terms of both trend and
value, and we see positive signs for continued growth here.

Capitalizing on a youthful trend, our licensing of the Bongo brand this
year has offered us the ogportunity to hit a new market segment with better “junior”
product that has a longer lifespan than most, all delivered how and where the
young consumer prefers to shop. We're also looking forward to an expansion in
women’s and children’s Bongo products in mid to late 2004.

We're proud to announce that Silver Technology, a Kenneth Cole New
York line extension that complements an active lifestyle, was recently introduced at
market to much acclaim. An artistic blend of sport and fashion with a metropolitan
feel, Silver Technology should integrate seamlessly within the brand—beginning
with men's footwear and sportswear.

We are more than pleased with both the progress and potential of our

wholesale business and lcok forward to building on our success for 2004.



ConsuMer DirecT

Our retail segment showed a strong resurgence in the 2nd half of 2003,
posting improved comps in the 4th quarter—a trend we have seen continue into
2004. Square footage was up 8% in 2003 vs. 2002, demonstrating a steady, conser-
vative growth. Amidst a still weakened economy, we remain committed to our ini-
tiative of lower inventories and controlled overhead.

We continually improve our ability to guickly identify and respond to
trends in the fashion retail market, which is crucial to the success of our business.
Although we followed a conservative retail growth plan, choosing to expand and
renovate only opportunistically, 2003 was successful in that we came to realize there
are a variety of alternative markets out there starving for our brands, Cincinnati
being a great example. In addition, we maximized each marketing initiative to the
fullest extent, reinforcing the same brand image at every level—from our retail
stores to our website and through our catalogs.

As a whole, we remain intensely focused on key improvements to further
strengthen the integrity of our infrastructure. Creating opportunities and developing
improvements in such areas as greater regional management and training
efficiency, enhanced customer service systems, and more sophisticated merchandise
planning are priorities in order to form a strong base for growth in 2004, and
beyond. Overall, we're pleased that retail has seen strong revenue growth and feel
confident that we've established a firm position from which to achieve further

increases in the year to come.
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M/}NA&EMENT’S D/S CUSS/OAN and analysis of financial condition and results of operations

The following discussion and analysis should be read in conjunction with
the consolidated financial statements and the notes thereto that appear

elsewhere in this Annual Report.

Overview

Kenneth Cole Productions, Inc., designs, sources and markets a broad
range of fashion footwear and handbags and, through license agree-
ments, designs and markets apparel and accessories under its Kenneth
Cole New York, Reaction Kenneth Cole and Unlisted brand names. During
2003, the Company added the Bongo trademark brand for footwear
through a license agreement. The Company's products are targeted to
appeal to fashion conscious consumers, reflecting a casual urban perspec-
tive and a lifestyle uniquely associated with Kenneth Cole.

The Company markets its products to more than 7,500 depart-
ment and specialty store locations, as well as through its Consumer
Direct business, which includes an expanding base of retail and outlet
stores, consumer catalogs and interactive websites, including on-line
e-commerce.

The popularity of the Kenneth Cole brand names among
consumers has enabled the Company to expand its product offerings
and channels of distribution through licensing agreements and offers

through these agreements a lifestyle collection of men's product

categories including tailored clothing, dress shirts, dress pants, sports-
wear, neckwear, briefcases, portfolios, jewelry, fragrance, belts, leather and
fabric outerwear, sunglasses, optical eyewear, watches, luggage, hosiery
and small leather goods. Women's product categories currently being
sold pursuant to license agreements include sportswear, small leather
goods, belts, scarves and wraps, hosiery, leather and fabric outerwear,
sunglasses, optical eyewear, watches, jewelry, fragrance, swimwear, and
luggage. In addition, the Company licenses boys' apparel under the
Reaction Kenneth Cole brand.

The Company recorded record revenues of $468.4 million for
the year ended December 31, 2003 and diluted earnings per share grew
25.2% to $1.59 from $1.27 year over year. The Company is pleased with its
Kenneth Cole New York business, strong growth in its diffusion brands,
upward trend in its Consumer Direct business and its continued success in
a wide variety of license product classifications. The Company's Balance,
Sheet remains strong with $171.1 million in cash and no debt at December
31, 2003. Additionally, the Company continues to implement cost reduc-
tion strategies, resulting in a decrease in selling, general and administra-
tive expenses as a percentage of revenue and established its quarterly
cash dividend during the third quarter of 2003. The Company is pleased
with the results and believes that it is well positioned, both in the near

term and for many years ahead.

Kenneth Cole Productions, inc. 15




MANASEMENT'S DISCUSSION

{continued)

Critical Accounting Policies and Estimates

General The Company's management’s discussion and analysis of its finan-
cial condition and results of operations are based upon the Company’s
consolidated financial statements, which have been prepared in accord-
ance with accounting principles generally accepted in the United States.
The preparation of these financial statements requires the Company to
make estimates and judgments that affect the reported amounts of assets,
liabilities, revenues and expenses, and related disclosure of contingent
assets and liabilities. On an ongoing basis, the Company evaluates its
estimates, including those related to customer programs and incentives,
product returns, bad debts, inventories, investments, income taxes,
financing operations, contingencies and litigation. The Company bases its
estimates on historical experience and on various other assumptions that
are believed to be reascnable under the circumstances, the results of
which form the basis for making judgments about the carrying values of
assets and liabilities that are not readily apparent from other sources.
Actual results may differ from these estimates under different assumptions
or conditions.

The Company believes the following critical accounting poli-
cies affect its more significant judgments and estimates used in the prepa-

ration of its consalidated financial statements.

Inventory The Company writes down its inventory for estimated obsoles-
cence equal to the difference between the cost of inventory and the
estimated market value based upon assumptions about future demand
and market conditions. If actual market conditions are less favorable than
those projected by management, additional inventory write-downs may

be required.

Sales Returns and Allowances The Company's ability to collect factor
chargebacks for deductions taken from its customers for returns, dis-
counts, and allowances as well as potential future customer deductions
is significant to its operations. The Company reserves against known
chargebacks as well as potential future customer deductions, based on a
combination of historical activity and current market conditions. Actual
results may differ from these estimates under different assumptions or

conditions, which may have a significant impact on the Company's results.

Allowance for Doubtful Accounts The Company maintains allowances for
doubtful accounts for estimated losses resulting from the inability of its
customers to make required payments. These customers include non-
factored accounts and credit card receivables from third-party service
providers. If the financial conditions of these customers were to dete-
riorate, resulting in an impairment of their ability to make payments,

additional allowances may be required.
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Income Taxes The Company is routinely under audit by federal, state, or
local authorities in the areas of income taxes. These audits include ques-
tioning the timing and amount of deductions and the allocation of income
among various tax jurisdictions. Based on its annual evaluations of tax
positions, the Company believes it has appropriately accrued for probable
exposures. To the extent the Company is required to pay amounts in
excess of recorded income tax liabilities, the Company's effective tax rate

in a given financial statement period could be materially impacted.

Litigation The Company is pericdically involved in various legal actions
arising in the normal course of business. Management is required to
assess the probability of any adverse judgements as well as the poten-
tial range of any losses. Management determines the required accruals
after a careful review of the facts of each significant legal action. The
Company's accruals may change in the future due to new developments in

these matters.

Contingencies In the ordinary course of business, the Company is involved
in and subject to compliance and regulatory reviews and audits by numer-
ous authorities, agencies and other governmental agents and entities
from various jurisdictions. The Company is required to assess the likeli-
hood of any adverse outcomes of these matters. A determination of

the amount of reserves required, if any, for these reviews are made after

careful analysis of each individual issue. The reserves may change in the
future due to new developments or final resolution in each matter, which

may have a significant impact on the Company’s results.

Results of Operations

The following table sets forth certain operating data of the Company as a

percentage of net revenues for the periods indicated below:

2003 2002 2001

Net sales 91.8% 934% 943 %
Royalty revenue 8.2 8.6 57
Net revenues 100.0 100.0 100.0
Cost of goods sold 55.2 54.3 56.0
Gross profit 44.8 457 440
Selling, general and administrative

expenses 337 35.2 37.6
Impairment of long-lived assets 0.2 1.1
Operating income 10.9 9.4 6.4
income before provision for income taxes 111 9.7 69
Provision for income taxes 4.1 37 26
Net incorme 7.0% 6.0% 4.3%

Year Ended December 31, 2003 Compared to Year Ended December 31, 2002
Net revenues increased $35.3 million, or 8.2% to $468.4 million in 2003

from $433.0 million in 2002. This increase is due to revenue increases in

Kenneth Cole Productions, Inc. 17




MANAEEMENT'S DISCUSSION

{continued)

each of the Company's business segments: Wholesale, Consumer Direct
and Licensing/International.

Wholesale net sales (excluding sales to the Consumer Direct
business segment) increased $16.9 million, or 7.1% to $253.5 million in
2003 from $236.6 million in 2002. This increase is attributable to improved
sales across the Company's footwear brands: Kenneth Cole New York,
Reaction Kenneth Cole and Urlisted and the additional sales of Bongo
licensed footwear, offset by a decline in the handbag business. The
footwear business increased sales from improved sell-thrus, but were
partially offset by the tightening of inventory levels by certain major
Company customers, while the Company commenced a major initiative to
reposition its handbag business. The associated distribution and mer-
chandising have resulted in creating the current short-term sales reduc-
tion. In the longer term, however, the Company believes these initiatives
will produce a stronger business and a cornerstone of the brands. The
Company believes its focus on improving product offerings, advertising
campaigns, marketing efforts, website, catalogs and growing retail
presence, combined with the marketing efforts of its licensees, will be
significant factors to strengthen and define its distinct brands, Kenneth
Cole New York, Reaction Kenneth Cole, Unlisted and Bongo, across all
product classifications, thereby increasing consumer demand for the

Company's brands in the future.

Net sales in the Company’s Consumer Direct segment
increased $8.5 million, or 5.1% to $175.6 million in 2003 from $167.1
million in 2002. Of the total increase, $7.5 million was attributable to new
store sales in 2003 plus that portion of 2003 sales for stores not open for
all of 2002, as well as an increase of $0.9 million or 0.6% in comparable
store sales. The remaining increase was primarily derived from additional
Internet sales. The Company believes the increase in comparable store
sales was a result of its efforts to adapt its product offerings to better
reflect current consumer demands, as well as a generzl improvement in
the economic climate. In an effort to maintain, solidify, and build on the
positive sales results, the Company will continue to analyze inventory,
focus on products and further scrutinize consumer trends.

Royalty revenue increased $9.5 million, or 33.2% to $38.2
milfion in 2003 from $28.7 million in 2002. The increase was primarily from
incremental minimum royalties from the Company's existing licensees,
most significantly women's apparel, new revenues from the Company’s
fragrance and women's jewelry licensees and payments related to the
transfer of the Company’s fragrance and sunglass licenses. Improved sales
from men’s apparel offset by decreases from accessory licensees, men’s
jewelry and small leather goods, added to increased royalty revenue. The
Company believes consumers look toward brands they know and feel are

compatible with their lifestyles; therefore, the synergies from its efforts to
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reinforce its brand identities through greater marketing efforts, by itself
and its licensees across alt product categories, will continue to strengthen
and define its brands to improve name recognition allowing growth in
sales both domestically and internationally through license partners.

Consolidated gross profit as a percentage of net revenues
decreased to 44.8% in 2003 from 45.7% in 2002. The decrease is primarily
due to lower margins in the Company's Wholesale segment, offset by a
greater portion of gross profit, as a percentage of net revenues, by the
licensing/international segment. The Wholesale gross margin percentage
eroded primarily as a result of poor sell-thrus from the restructuring initia-
tives in the handbag business and the weakened U.S. dollar compared to
the Euro, while licensing revenue, which has nominal associated cost of
goods, increased as a percentage of net revenues to 8.4% for the year
ended December 31, 2003 from 6.8% for the year ended December 31,
2002. The Wholesale segment, which operates at a lower gross profit level
than the Consumer Direct segment, decreased its percentage of net
revenue to 54.1% for the year ended December 31, 2003 from 54.6% for
the year ended December 31, 2002, while the Consumer Direct segment
as a percentage of net revenue decreased to 37.5% for the year ended
December 31, 2003 from 38.6% for the year ended December 31, 2002.
The Consumer Direct margin fell slightly compared to the year ended
December 31, 2002.

Selling, general and administrative expenses, including ship-
ping and warehousing ("SG&A"), increased $5.2 million, or 3.4% to $157.8
million {or 33.7% of net revenues) in 2003 from $152.6 million (or 35.2% of
net revenues) in 2002. The decrease as a percentage of net revenues is
primarily from the economies of scale over the Company’s fixed base of
general and administrative costs offset by higher labor costs within all
three segments. The decrease is further attributable to the continued
focus on the Company's on going cost-containment program.

The Company recorded an asset impairment charge of $1.2
million and $4.4 million for the year ended December 31, 2003 and
2002, respectively, for the Company's Lexington Avenue and Rockefeller
Center stores located in New York City. This asset impairment charge
equaled 0.2% of net revenues for the year end December 31, 2003 and
1.1% of net revenues for the year end December 31, 2002, is included
within operating income.

Interest and other income decreased to $0.8 million in 2003
from $1.1 million in 2002. The decrease is due to lower average short-term
interest rates.

The Company's effective tax rate decreased to 37.0% for the
year ended December 31, 2003 from 37.5% in the corresponding period
last year. The decrease is due to the relative level of earnings in the
various state and local taxing jurisdictions to which the Company’s

earnings are subject.
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MANAEEMENT'S DISCUSSION

{continued)

As a result of the foregoing, net income increased $6.5 million,
or 24.7% 1o $32.6 million (7.0% of net revenue) including an asset impair-
ment charge of $1.2 million for the year ended December 31, 2003 from
$26.1 million (6.0% of net revenue) including an asset impairment charge
of $4.4 million and a gain of $840,000 included in gross profit for the year
ended December 31, 2002.

Year Ended December 31, 2002 Compared to Year Ended December 31, 2001
Net revenues increased $45.1 million, or 11.6% to $433.0 million in 2002
from $387.9 miilion in 2001. This increase is due to revenue increases in
each of the Company’s business segments: Wholesale, Consumer Direct
and Licensing/International.

Wholesale net sales (excluding sales to the Consumer Direct
business segment) increased $37.7 million, or 18.9% to $236.6 million in
2002 from $199.0 million in 2001. This increase is attributable to improved
sales across the Company's footwear and handbag brands: Kenneth Cole
New York, Reaction Kenneth Cole and Unlisted. The highly competitive
consumer environment coupled with decreased consumer confidence has
led to a continued promotionally driven price sensitive marketplace. The
Company's primary brand, Kenneth Cole New York accompanied by its
diffusion brands, Reaction Kenneth Cole and Unlisted, has limited the

Company's exposure to reductions in sales through varying price point

ranges and multiple distribution channels. The Company believes its focus
on improving product offerings, advertising campaigns, marketing efforts,
website, catalogs and growing retail presence, combined with the market-
ing efforts of its licensees, will be significant factors to strengthen its three
distinct brands, Kenneth Cole New York, Reaction Kenneth Cole and
Unlisted across all product classifications, thereby increasing consumer
demand for the Company’s brands in the future.

Net sales in the Company’s Consumer Direct segment
increased $1.1 million, or .7% to $167.1 million in 2002 from $164.0 million
in 2001. Of the total increase, $11.3 million was attributable to new store
sales in 2002 plus that portion of 2002 sales for stores not open for all of
2001, which was offset by a decrease of $10.2 million in comparable store
sales and comparable catalog and Internet sales. The Company believes
the decrease in comparable store sales in the Consumer Direct segment is
due to the effects of a promotionally driven and highly competitive retail
store environment and less consumer spending due to the ongoing
Middle East tension, potential additional terrorist attacks and general
economic conditions. In an effort to overcome these challenges, the
Company continues to analyze inventory, focus on products and further
scrutinize consumer trends.

Royalty revenue increased $6.6 million, or 29.8% to $28.7

million in 2002 from $22.1 million in 2001. The increase primarily reflects
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revenues from the launch of the Company’s men's and women's fragrance
during the third quarter of 2002 and the launch of the Company's
children’s apparel line of products. Additional sales from men’s and
women's sportswear and accessory categories including neckwear,
watches, dress shirts and optical wear improved revenues offset by
decreases in men's and women's leather outerwear. The addition of
fragrance, through a worldwide launch and the initiation of children’s wear
into the marketplace, continued the Company’s strategic plan to grow
its global business through licensing partners. The Company believes
consumers look toward brands they know and feel comfortable with
as a lifestyle; therefore the synergies from its efforts to reinforce its brand
identities through greater marketing efforts, by itself and its licensees
across all product categories, will continue to propel licensee sales both
domestically and internationally.

Consclidated gross profit as a percentage of net revenues
increased to 45.7% in 2002 from 44.0% in 2001. The increase is attributable
to improvements across all three business segments: Wholesale,
Consumer Direct and Licensing/International. The primary increase is
attributable to the Wholesale segment volume increase and improved
gross profit percentage. The Wholesale segment, which operates at a
lower gross profit level than the Consumer Direct segment, increased its

percentage of net revenue to 54.6% for the year ended December 31,

2002 from 51.3% for the year ended December 31, 2001, while the
Consumer Direct segment as a percentage of net revenue decreased to
38.6% for the year ended December 31, 2002 from 42.8% for the year
ended December 31, 2001. Wholesale gross profit as a percentage of
sales increased primarily from Reaction Kenneth Cole branded footwear
and handbags from improved sell-thrus at retail and from well-managed
inventories. The increase in the Consumer Direct segment gross profit was
attributable to a reduction in markdowns compared with the highly com-
petitive promotionally driven retail environment after the September 11
tragedy and a gain of $860,000 recorded in the third quarter 2002. This
gain, included in gross profit, resulted from price adjustments on certain
products sold to the Kenneth Cole retail stores, after conducting audits of
certain licensees as part of the Company’s rotational licensee audit pro-
gram. Licensing revenue, which has nominal associated cost of goods,
increased as a percentage of net revenues to 6.8% for the year ended
December 31, 2002 from 5.9% for the year ended December 31, 2001.
Selling, general and administrative expenses, including ship-
ping and warehousing (“SG&A"), increased $6.7 million, or 4.6% to
$152.6 million (or 35.2% of net revenues) in 2002 from $145.9 million
{or 37.6% of net revenues) in 2001. The decrease as a percentage of net
revenues is primarily from the economies of scale over the Company’s

fixed base of general and administrative costs offset by rent and
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MANAEEMENT'S DISCUSSION

(continued)

labor costs within the Consumer Direct segment. The decrease is further
attributable to the continued focus on the Company’s cost-containment
program implemented at the end of 2001 in response to a challenging
economic environment that continues to persist.

The Company recorded a charge of $4.4 million during the
year ended December 31, 2002 due to a write-down of the leasehold
improvements associated with she Company’s flagship retail location at
Rockefeller Center in New York City. This charge, which represented 1.1%
of net revenues for the year ended December 31, 2002, is included within
operating income.

Interest and other income decreased to $1.1 million in 2002
from $2.1 million in 2001. The decrease is due to lower average short-term
interest rates.

The Company's effective tax rate decreased to 37.5% for the
year ended December 31, 2002 from 38.3% in the corresponding period
last year. The decrease is due to the relative level of eamings in the vari-
ous state and local taxing jurisdictions to which the Company’s earnings
are subject.

As a result of the foregoing, net income including an asset
impairment charge of $4.4 million and a gain included in gross profit of
$860,000 increased $9.5 million, or 57.3% to $26.1 million (6.0% of net rev-
enue) for the year ended December 31, 2002 from $16.6 million (4.3% of

net revenue) for the year ended December 31, 2001.

Liquidity and Capital Resources

The Company's cash requirements are generated primarily from working
capital needs, retail expansion, enhanced technology, and other corporate
activities. The Company primarily relies upon internally generated cash
flows from operations to finance its operations and growth; however, it
also has the ability to borrow up to $25.0 million under its line of credit
facility. Cash flows may vary from time to time as a result of seasonal
requirements of inventory, the timing of the delivery of merchandise to
customers and the level of accounts receivable and payable balances. At
December 31, 2003, working capital was $154.2 million compared to
$124.1 million at December 31, 2002.

Net cash provided by operating activities was $32.9 million
in 2003 compared to $33.4 million in 2002. This increase in 2003 was pri-
marily attributable to increased earnings offset by the timing of various
payables and receivables, as well as the increase in the Company's
deferred rent obligations and the reduction of amounts of long-lived
impaired assets.

Net cash used in investing activities was $9.5 million in 2003
compared to $7.3 million in 2002. Capital expenditures were approxi-
mately $9.5 million, $7.3 million and $10.6 million for 2003, 2002, and 2001,
respectively. Expenditures on furniture, fixtures, and leasehold improve-

ments for new retail store openings and expansions were $4.6 million,
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$3.9 million and $8.6 million in 2003, 2002, and 2001, respectively. The
remaining expenditures were primarily for leasehold improvements for the
renovation of the Company’s corporate headquarters and information
system enhancements.

Net cash used in financing activities was $3.8 million in 2003
compared to $3.5 million in 2002. This is principally attributable to the
Company's payment of cash dividends of approximately $3.3 million to
Class A and B Common Stock shareholders offset by stock option pro-
ceeds. Proceeds from stock-options exercised amount to $3.9 million and
$1.0 million for the year ended December 31, 2003 and 2002, respectively.
In addition, the Company purchased 200,000 shares of its Class A

Common Stock at an average price of $22.63 for the year ended
December 31, 2003 compared to 200,000 shares at an average price of
$22.81 for the year ended December 31, 2002. As of December 31, 2003,
the Company has 4,250,000 shares authorized for repurchase with 1,361,600
shares remaining from its buyback authorization.

The Company currently sells substantially all of its accounts
receivable to two factors without recourse. In circumstances where a
customer's account cannot be factored without recourse, the Company
may take other measures to reduce its credit exposure, which could
include requiring the customer to pay in advance, or to provide a letter of

credit covering the sales price of the merchandise ordered.

The Company's material obligations under contractual agreements, primarily commitments for future payments under operating lease agree-

ments as of December 31, 2003 are summarized as follows:

Payments Due by Period

Total 1 year or less 2-3 years 4-5 years After 5 years
Operating Leases and Other Obligations $203,462,000 $24,197,000 $47,077,000  $41,931,000 $90,257,000
Total Contractual Obligations $203,462,000  $24,197,000  $47,077,000 $41931,000  $90,257,000

In addition, the Company will incur approximately $11.0 million
in lease payments through 2014 with the execution of its new administra-

tive office lease signed in February 2004.

The Company currently has a line of credit, as amended, under
which up to $25.0 million is available to finance working capital require-

ments and letters of credit to finance the Company’s inventory purchases.
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MARNAEEMENT'S DISCUSSION

{continued)

Borrowings available under the line of credit are determined by a speci-
fied percentage of eligible accounts receivable and inventories and bear
interest at (i) the higher of The Bank of New York’s prime lending rate or
the Federal Funds rate plus 0.5% at the date of borrowing or (i) a negoti-
ated rate. In connection with the line of credit, the Company has agreed
to eliminate all the outstanding borrowings under the facility for at least
30 consecutive days during each calendar year. In addition, borrowings
under the line of credit are secured by certain receivables of the Company.
The Company had no outstanding advances during 2003 and 2002 under
this line of credit, however amounts available under the line were reduced
by $2.2 million open letters of credit and $2.8 million standby letters of
credit to $20.0 million at December 31, 2003.

During 2004, the Company anticipates opening or expanding
approximately 7 to 11 retail and outlet stores. These new and expanded
stores will require approximately $3.0 million in aggregate capital expen-
ditures and initial inventory requirements. The Company also anticipates
that it will require increased capital expenditures to support its growth
including an increase in its office space and enhancements to its infor-
maticn systems.

The Company has a 15-year lease expiring in 2015 for its cor-
porate headquarters in New York City providing approximately 119,500

square feet of office space. The Company has incurred approximately

$17.0 million in capital expenditures and expects to expend another
$3 million within the next year. During February 2004, the Company
entered into a 10-year lease for its administrative offices located in New
Jersey, for which it expects to incur $1.0 million in capital improvements
during 2004.

The Company believes that it will be able to satisfy its current
expected cash requirements for 2004, including requirements for its
retail expansion, corporate and administrative office build-outs, enhanced
information systems and the payments of its quarterly cash dividend,

primarily with cash flow from operations.

Exchange Rates

The Company routinely enters into forward exchange contracts for its
future purchases of inventory denominated in foreign currencies, primarily
the Euro. At December 31, 2003, forward exchange contracts with a
notional value totaling $9.5 million were outstanding with settlement
dates ranging from January 2004 through March 2004. Gains and losses
on forward exchange contracts that are used for hedges are accounted for
on the balance sheet as inventory and an adjustment to equity, and are
subsequently accounted for as part of the purchase price of the inventory
upon execution of the contract. At December 31, 2003, the unrealized

gain on these outstanding forward contracts is approximately $606,000,
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net of taxes. The Company expects to continue to routinely enter into
additional foreign exchange contracts throughout the year. While
the Company believes that its current procedures with respect to the
reduction of risk associated with currency exchange rate fluctuations are
adequate, there can be no assurance that such fluctuations will not
have a material adverse effect on the results of operations of the
Company in the future.

Inventory from contract manufacturers in the Far East and Brazil
are purchased in United States dollars and the recent changes of many of
these currencies against the United States dollar has not had any material
adverse impact on the Company. However, future purchase prices for the
Company's products may be impacted by fluctuations in the exchange
rate between the United States dollar and the local currencies of the con-
tract manufacturer, which may affect the Company's cost of goods in the
future. The Company does not believe the potential effects of such fluctu-

ations would have a material adverse effect on the Company.

Effects of Inflation

The Company does not believe that the relatively low rates of inflation
experienced over the last few years in the United States, where it primarily

competes, have had a significant effect on revenues or profitability.

Quantitative and Qualitative Disclosures about Market Risk

The Company does not believe it has a material exposure to market risk.
The Company is primarily exposed to currency exchange rate risks with
respect to its inventory transactions denominated in Euro. Business activi-
ties in various currencies expose the Company to the risk that the eventual
net dollar cash flows from transactions with foreign suppliers denominated
in foreign currencies may be adversely affected by changes in currency
rates. The Company manages these risks by utilizing foreign exchange
contracts. The Company does not enter into foreign currency transactions
for speculative purposes.

At December 31, 2003, the Company had forward exchange
contracts totaling with noticnal values $9.5 million, which resulted in an
unrealized gain of approximately $606,000, net of taxes. The Company's
earnings may also be affected by changes in short-term interest rates as a
result of borrowings under its line of credit facility. A two or less percent-
age point increase in interest rates affecting the Company's credit facility
would not have had a material effect on the Company’s 2003 and 2002

net income.
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selected F/NANC/ﬁ'/. 0/47_/4

The following selected financial data has been derived from the consolidated financial statements of the Company and should be read in
conjunction with the consolidated financial statements and notes thereto that appear elsewhere in this Annual Report and in "Management’s Discussion

and Analysis of Financial Condition and Results of Operations.” (Amounts, except for per share amounts, are in thousands.)

2003 2002 2001 2000 1999

Income Statement Data:

Net sales $430,101 $404,336 $345,809 $387,148 $298,262
Royalty revenue (2) 38,252 28,713 22116 21,616 14,955
Net revenue 468,353 433,049 387,925 408,767 313,217
Cost of goods sold 258,457 235,255 217,224 217,046 169,576
Gross profit (3) 209,896 197,794 170,704 191,721 143,241
Selling and general administrative expenses (1) 157,824 152,618 145,919 130,967 102,625
Impairment of long-lived assets 1,153 4,446

Operating income 50,919 40,730 24,785 60,754 40,616
Interest income, net 825 1,102 2,135 3,228 1,280
Income before provision for income taxes 51,744 41,832 26,920 63,982 41,896
Provision for income taxes 19,145 15,687 10,304 25,592 16,968
Net income 32,599 26,145 16,616 38,390 24,928
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1 2003 2002 2001 2000 1999

Earnings per share:

Basic $ 166 $ 133 $ 83 $ 187 $ 124
Diluted $ 159 $ 127 $ .80 $ 175 $ 1.8
Weighted average shares outstanding:
Basic 19,609 19,643 19,992 20,574 20,102
Diluted 20,486 20,590 20,745 21,892 21,059
2003 2002 2001 2000 1999

Balance Sheet Data:

Working capital $154,161 $124,103 $ 96,709 $103,768 $106,057
Cash 111,102 91,549 68,966 74,608 71,415
Inventory 44,851 43,724 30,753 42,361 39,553
Total assets 273,841 240,317 201,889 212,370 176,859
Total debt, including current maturities 171 383 576 758
Total shareholders’ equity 196,334 164,902 140,894 145,636 125,331

(1) Includes shipping and warehousing expenses
{2) Includes one-time payments related to the transfer of the Company's fragrance and sunglass licenses during 2003,
(3) Includes a gain of $860,000 for pricing differences discovered during the Company's rotational license audits during 2002.

Kenneth Cole Productions, Inc. 27







consolidated STA‘TEME:NTS OF /NCOME

Year Ended December 317, 2003 2002 2001
Net sales $430,101,000 $404,336,000 $365,809,000
Royalty revenue 38,252,000 28,713,000 22,116,000
Net revenue 468,353,000 433,049,000 387,925,000
Cost of goods sold 258,457,000 235,255,000 217,221,000
Gross profit 209,896,000 197,794,000 170,704,000
Selling, general, and administrative expenses 157,824,000 152,618,000 145,919,000
Impairment of long-lived assets 1,153,000 4,446,000
Operating income 50,919,000 40,730,000 24,785,000
Interest and other income, net 825,000 1,102,000 2,135,000
Income before provision for income taxes 51,744,000 41,832,000 26,920,000
Provision for income taxes 19,145,000 15,687,000 10,304,000
Net income $ 32,599,000 $ 26,145,000 $ 16,616,000
Earnings per share:

Basic $ 1.66 $ 1.33 83

Diluted $ 1.59 3 1.27 .80
Shares used to compute earnings per share:

Basic 19,609,000 19,643,000 19,992,000

Diluted 20,486,000 20,590,000 20,745,000

See accompanying notes to consolidated financial statements.
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consolidated @ALANCG'— SHEETS

December 31, 2003 2002
Assets
Current assets:
Cash and cash equivalents $111,102,000 $ 91,549,000
Due from factors 31,487,000 30,886,000
Accounts receivable, less allowance for doubtful accounts of $475,000 in 2003 and 2002 11,254,000 7,884,000
Inventories 44,851,000 43,724,000
Prepaid expenses and other current assets 1,343,000 1,074,000
Deferred taxes, net 2,063,000 2,900,000
Total current assets 202,100,000 178,017,000
Property and equipment—at cost, less accumulated depreciation and amortization 36,755,000 36,002,000
Other assets:
Deferred taxes, net 8,989,000 7,753,000
Deposits and sundry 7,614,000 6,490,000
Deferred compensation plans assets 18,383,000 12,055,000
Total other assets 34,986,000 26,298,000

Total assets

$273,841,000

$240,317,000

See accompanying notes to consolidated financial statements.
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December 31, 2003 2002

Liabilities and shareholders’ equity
Current liabilities:

Accounts payable $ 33,847,000 $ 33,634,000
Accrued expenses and other current liabilities 11,153,000 14,040,000
Income taxes payable 2,939,000 6,240,000
Total current liabilities 47,939,000 53,914,000
Accrued rent and other long-term liabilities 11,185,000 9,446,000
Deferred compensation plans liabilities 18,383,000 12,055,000

Commitments and contingencies

Shareholders’ equity:
Series A Convertible Preferred Stock, par value $1.00, 1,000,000 shares authorized, none outstanding
Class A Common Stock, par value $.01, 20,000,000 shares authorized, 14,534,791 and 13,921,817

issued in 2003 and 2002, respectively 145,000 - 139,000
Class B Convertible Common Stock, par value $.01, 9,000,000 shares authorized, 8,168,497 and
8,360,497 outstanding in 2003 and 2002, respectively 82,000 84,000
Additional paid-in capital 69,992,000 63,476,000
Accumulated other comprehensive income 751,000 654,000
Retained earnings 191,585,000 162,244,000
262,555,000 226,597,000
Class A Common Stock in treasury, at cost, 2,888,400 and 2,688,400 shares in 2003 and 2002, respectively (66,221,000) (61,695,000)
Total shareholders’ equity 196,334,000 164,902,000
Total liabilities and shareholders’ equity $273,841,000 $240,317,000

See accompanying notes to consolidated financial statements.
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consolidated STHATEMENTS OF CHANGES IN SHAREHO(LDERS' EQUITY

Class A Common Stock

Number of Shares

Amount

Balance at 12/31/00
Transition adjustment
Forward contracts, net of taxes of $696,000
Net income, net of taxes of $10,304,000
Translation adjustment
Foreign currency, net of taxes of $(12,000)
Forward contracts, net of taxes of $(665,000)
Comprehensive income
Exercise of stock options
Related tax benefit of $232,000
Issuance of Class A Stock for ESPP
Purchase of Class A Stock
Conversion of Class B to Class A ccmmon stock

13,479,088

37,422
20,074

90,000

$ 135,000

1,000

Balance at 12/31/01
Net income, net of taxes of $15,687,000
Translation adjustment
Foreign currency, net of taxes of $(73,000)
Forward contracts, net of taxes of $205,000
Comprehensive income
Exercise of stock options
Related tax benefit of $974,000
Issuance of Class A Stock for ESPP

Purchase of Class A stock
Conversion of Class B to Class A cemmon stock

13,626,534

142,952
14,681

137,600

136,000

2,000

1,000

Balance at 12/31/02
Net Income, net of taxes of $19,145,000
Translation adjustment
Foreign currency, net of taxes of $(69,000)
Forward contracts, net of taxes of $126,000

Comprehensive income

Exercise of stock options
Related tax benefit of $2,370,000
Issuance of Class A Stock for ESPP
Dividends paid on common stock
Purchase of Class A Stock
Conversion of Class B to Class A ccrnmon stock

13,921,817

408,358
12,606

192,000

139,000

4,000

2,000

Balance at 12/31/03

14,534,771

$145,000

See accompanying notes to consolidated financial statements.
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Class B Common Stock

Number of Shares

8,588,097

_ 190000)
8,498,097

(137,600)
8,360,497

(192,000)
8,168,497

~ Amount

$ 86,000

(1,000
85,000

(1,000)
84,000

(2,000)
$82,000

Additional Accumulated Other Treasury Stock
~ Paid-In Capital Comprehensive Income Retained Earnings Number of Shares ~ Amount - Total

$ 60,300,000 $ 403,000 $ 119,483,000 (1,506,700) $ (34,771,000  $ 145,636,000
1,122,000 1,122,000
16,616,000 16,616,000
(19,000) (19,000)
(1,072,000 {1,072,000)
16,647,000
619,000 619,000
354,000 354,000
(981,700) (22,362,000} (22,362,000)
61 ,72'73,0007 434,000 136,099,000 (2,488,400) (57,133,000 140,894,000
26,145,000 26,145,000
(121,000) (121,000)
341,000 341,000
26,365,000
1,994,000 1,996,000
209,000 209,000
(200,000) (4,562,000) (4,562,000)
63,476,000 654,000 162,244,000 (2,688,400 (2)1 ,695,000) 164,902,000
32,599,000 32,599,000
(118,000} (118,000}
215,000 215,000
32,696,000
6,304,000 6,308,000
212,000 212,000
(3,258,000) (3,258,000
{200,000} (4,526,000) (4,526,000
$69,992,000 $ 751,000 $191,585,000 (2,888,400 $(66,221,000)  $196,334,000
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consolidated STATEMENTS OF CASH FLOWS

2003 2002 2001
Cash flows from operating activities
Net income $ 32,599,000 $ 26,145,000 $ 16,616,000
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 7,604,000 7,307,000 8,313,000
Impairment of long-lived assets 1,153,000 4,446,000
Unrealized (gain) loss on deferred compensation plans (2,543,000) 1,526,000 519,000
Realized/Unrealized gain on marketable securities (133,000
Provision for doubtful accounts 262,000 244,000 808,000
Benefit for deferred taxes (399,000) (3,170,000) (2,799,000
Tax benefit from stock options 2,370,000 974,000 232,000
Changes in operating assets and liabilities:
Increase in due from factors (601,000) (2,597,000) (2,223,000
(Increase) decrease in accounts receivable (3,632,000) (1,397,000) 1,578,000
{increase) decrease in inventories (912,000) (12,630,000) 11,658,000
(Increase) decrease in prepaid expenses and other current assets (269,000) (201,000) 383,000
Increase in other assets and deferred compensation assets (4,909,000) (1,764,000) (4,241,000)
(Decrease) increase in income taxes payable (3,301,000) 3,991,000 (964,000)
Increase (decrease) in accounts payable 213,000 7,702,000 (8,756,000)
(Decrease) increase in accrued expenses and other current liabilities (2,812,000) 484,000 (1,245,000)
Increase in other non-current liabilities 8,067,000 2,345,000 5,419,000
Net cash provided by operating activities 32,890,000 33,405,000 25,165,000
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2003 2002 2001

Cash flows from investing activities

Acquisition of property and equipment, net $ (9,510,000) $ (7,268,000) $(10,598,000)
Proceeds from sale and purchase of marketable securities 1,624,000
Net cash used in investing activities (9,510,000) (7,268,000) (8,974,000
Cash flows from financing activities

Proceeds from exercise of stock options 3,938,000 1,022,000 387,000
Proceeds from issuance of stock from employee purchase plan 212,000 209,000 354,000
Principal payments of capital lease obligations {171,000} (212,000) (193,000)
Dividends paid to shareholders (3,258,000}

Purchase of treasury stock (4,526,000) (4,562,000) (22,362,000)
Net cash used in financing activities (3,805,000) (3,543,000) (21,814,000
Effect of exchange rate changes on cash (22,000) {11,000) (19,000)
Net increase (decrease) in cash and cash equivalents 19,553,000 22,583,000 (5,642,000)
Cash and cash equivalents, beginning of year 91,549,000 68,966,000 74,608,000
Cash and cash equivalents, end of year $111,102,000 $ 91,549,000 $ 68,966,000

Supplemental disclosures of cash flow information
Cash paid during the period for:
Interest $ 40,000 $ 35,000 $ 50,000
Income taxes $ 20,583,000 $ 14,757,000 $ 13,467,000

See accompanying notes to consolidated financial statements.
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NOTL:S to consolidated financial statements

A | SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

/ Description of business Kenneth Cole Productions, Inc.
and its subsidiaries (the "Company”) designs, sources and markets a
broad range of quality footwear and handbags, and through license
agreements, designs and markets men’s, women's and children’s apparel
and accessories under its Kenneth Cole New York, Reaction Kenneth Cole
and Unlisted brands for the fashion conscious consumer. During 2003, the
Company added the Bongo trademark for footwear through a license
agreement. The Company markets its products for sale to more than 7,500
department stores and specialty store locations in the United States and
in several foreign countries, through its retail and outlet store base, and its
interactive website. The Company also distributes consumer catalogs that
feature a variety of Kenneth Cole New York and Reaction Kenneth Cole

branded products.

2 Principles of consolidation The consolidated financial
statements include the accounts of Kenneth Cole Productions, Inc. and its
wholly owned subsidiaries. Intercompany transactions and balances have

been eliminated in consolidation.

3 Use of estimates The preparation of financial statements

in conformity with accounting principles generally accepted in the United

States requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities at the date of the financial statements, as
well as the reported amounts of revenues and expenses during the report-

ing period. Actual results could differ from those estimates.

¢ Cash and cash equivalents The Company considers all
highly liquid investments with an original maturity of three months or less

at the time of purchase to be cash equivalents.

$ Inventories Inventories, which consist of finished goods, are
stated at the lower of cost or fair market value. Cost is determined by the

first-in, first-out method.

& Property and equipment Property and equipment are
stated at cost less accumulated depreciation and amortization. Depre-
ciation and amortization is computed using the estimated useful lives
of the related assets ranging from three to seven years on a straight-
line basis. Leasehold 'improvements are amortized using the straight-line
method over the term of the related lease or the estimated useful life,
whichever is less.

The Company reviews long-lived assets for possible impair-

ment whenever events or changes in circumstances indicate that the
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NOTES

(continued)

carrying amount of an asset may not be recoverable as measured by
comparing the undiscounted future cash flows to the asset’s net book
value. Impaired assets are recorded at the lesser of their carrying value or

fair value. (See Note D.)

7 Income taxes The Company accounts for income taxes
using the liability method. Under this method, deferred income taxes
reflect the net tax effects of temporary differences between the carrying
amounts of assets and liabilities for financial reporting purposes and the

amounts used for income tax purposes.

2] Revenue recognition Wholesale revenues are recognized
at the time merchandise is shipped to customers. Retail store revenues are
recognized at the time of sale. Both wholesale and retail store revenues
are shown net of returns, discounts, and other allowances. The Company
has also entered into various trade name license agreements that provide
revenues based on minimum royalties and additional revenues based on
percentage of defined sales. Minimum royalty revenue is recognized on a
straight-line basis over each period, as defined in each license agreement.
Royalties exceeding the defined annual minimum amounts are recognized
as income during the period corresponding to the licensee’s net sales as

such amounts are exceeded.

b4 Advertising costs The Company incurred advertising
costs, including certain in-house marketing expenses of $16.8 million,
$18.1 million and $16.7 million for 2003, 2002 and 2001, respectively. The
Company records advertising expense concurrent with the first time

the advertising takes place.

/8 Stock-based compensation The Company measures
compensation expense for its stock-based compensation plans using the
intrinsic value method prescribed in Accounting Principles Board Opinion
No. 25, “"Accounting for Stock Issued to Employees” ("APB No. 25")
and related Interpretations. The Company has adopted disclosure only
provisions of Statement of Financial Accounting Standards No. 123,
“Accounting for Stock-Based Compensation” (“SFAS 123").

Pro forma disclosures, as required by Statement of Financial
Accounting Standards No. 148, “Accounting for Stock-Based Compen-
sation—Transition and Disclosure,” are computed as if the Company
recorded compensation expense based on the fair value for stock-based
awards or grants. The following pro forma information incfudes the effects

of the options discussed above.
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Year Ended
December 31, 2003 2002 2001
Net income, as reported $32,599,000  $26,145,000  $16,616,000
Deduct: Stock-based
employee compensation
expense determined
under fair value method,
net of related tax effects 2,855,000 2,506,000 2,485,000
Pro forma net income $29,744,000  $23,639,000  $14,131,000
Earnings per share:
Basic—as reported $ 166 % 133 % .83
Basic—pro forma $ 152 % 120§ 71
Diluted—as reported $ 159 % 127 % .80
Diluted—pro forma $ 145 % 115§ 68

The effects of applying SFAS 123 on this pro forma disclosure
may not be indicative of future results. SFAS 123 does not apply to grants
prior to 1995, and additional awards in future years may or may not

be granted.

!/ Derivative instruments and hedging activities The
Company uses derivative financial instruments to manage its risk asso-
ciated with movements in the Euro exchange rates through forward
exchange contracts to purchase inventory. The Company recognizes all
derivatives in inventory on the face of the balance sheet. Those derivatives

that are not hedges are adjusted to fair value through earnings. Hedged

derivatives, depending on their nature, are adjusted to inventory through an
offset to earnings or recognized in accumulated other comprehensive
income until the hedged inventory commitment is recognized in earnings
through the settlement of the Euro contract to complete the purchase of the

inventory and the Company’s ultimate sale of that inventory. (See Note G.)

/2 Shipping costs In accordance with Emerging Issues Task
Force Issue No. 00-10, “Accounting for Shipping and Handling Fees,” the
Company has included in sales amounts billed to customers for shipping
costs. The related cost incurred by the Company has been included in the

cost of goods line item on the face of the income statement.

/3 Exit or disposal activities In June 2002, the Financial
Accounting Standards Board issued SFAS No. 146, “Accounting for Costs
Associated with Exit or Disposal Activities” ("SFAS 146"). SFAS 146
requires companies to recognize costs associated with exit or disposal
activities when they are incurred rather than at the date of a commitment
to an exit or disposal plan. Examples of costs covered by SFAS 146 include
lease termination costs and certain employee severance costs that are
associated with a restructuring, discontinued operation, plant closing, or
other exit or disposal activity. SFAS 146 is to be applied prospectively to
exit or disposal activities initiated after December 31, 2002. The Company
adopted SFAS 146 on January 1, 2003, which had no effect on its consoli-

dated results of operations or financial position.
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NOTES

{continued)

/Y Reciassifications Certain amounts included in the 2002
and 2001 financial statements have been reclassified to conform to the

year-end 2003 presentation.

A ' DUE FROM FACTORS, LINE OF CREDIT FACILITY AND
ACCOUNTS RECEIVABLE

The Company sells substantially all of its accounts receivable to its factors,
without recourse, subject to credit limitations established by the factor
for each individual account. Certain accounts receivable in excess of
established limijts are factored with recourse. Included in amounts due
from factors at December 31, 2003 and 2002 is accounts receivable subject
to recourse totaling approximately $494,000 and $284,000, respectively.
The agreements with the factors provide for payment of a service fee on
receivables sold. ‘

At December 31, 2003 and 2002, the balance due from factors,
which includes chargebacks, is net of allowances for returns, discounts,
and other deductions of approximately $9,425,000 and $9,400,000, respec-
tively. The allowances are provided for known chargebacks reserved for,
but not written off the Company's financial records and for potential future
customer deductions based on management’s estimates.

The Company‘ has entered into a Line of Credit Facility (the
“Facility”) that, as amended, allows for uncommitted borrowings, letters

of credit and barker's acceptances subject to individual maximums and in

the aggregate, an amount not to exceed the lesser of $25,000,000 or a
“Borrowing Base.” The Borrowing Base is calculated on a specified per-
centage of eligible amounts due under factoring arrangements, eligible
non-factored accounts receivable, and eligible inventory. Borrowings
under the revolving loan portion of the Facility (“Advances”) are due on
demand. The Company may pay down and re-borrow at will under the
Facility. Advances bear interest at the Alternate Base Rate {defined as the
higher of the Prime Rate or the Federal Funds in effect at borrowing date
plus 1/2 of 19%) or the Note Rate (which will be agreed upon between the
lender and the Company). There were no outstanding advances under this
agreement at December 31, 2003, 2002 and 2001. Amounts available
under the Facility at December 31, 2003 were reduced by $2,779,000
of standby letters of credit and $2,237,000 in open letters of credit
to $19,984,000.

In connection with the line of credit, the Company has agreed
to eliminate all the outstanding advances under the Facility for at least
30 consecutive days during each calendar year. In addition, borrowings
under the line of credit are secured by certain assets of the Company.

In the ordinary course of business, the Company has accounts
receivable that are non-factored and are at the Company's risk. At
December 31, 2003 and 2002, the accounts receivable balance includes
allowance for doubtful accounts and consumer direct sales returns of

approximately $1,260,000 and $1,275,000, respectively. The allowance for

40  Kenneth Cole Productions, Inc.




doubtful accounts is provided for estimated losses resulting from the
inability of its customers to make required payments. These customers
include non-factored accounts and credit card receivables from third-party
service providers. The allowances provided for sales returns are for
potential future retail customer merchandise returns based on manage-

ment's estimates.

C . | PROPERTY AND EQUIPMENT

Property and equipment consist of the following:

December 31, 2003 2002

Property and equipment—at cost:
Furniture and fixtures $21,488,000  $19,015,000
Machinery and equipment 13,766,000 11,894,000
Leasehold improvements 47,815,000 38,430,000
Leased equipment under capital lease 967,000 967,000
79,036,000 70,306,000

Less accumulated depreciation
and amortization 42,281,000 34,304,000
Net property and equipment $36,755,000  $36,002,000

0. ‘ IMPAIRMENT OF LONG-LIVED ASSETS

Based upon current performance and the anticipated future outlook of

one of the Company's retail stores, the Company recorded a non-cash

asset impairment charge of $1,153,000 during the quarter ended
December 2003. The Company's management reviewed the store's esti-
mated undiscounted future cash flows and determined that the store’s
current value was not in excess of expected cash flows and therefore a
write-down to current value was required. The write-down of $1,153,000 of
the store’s leasehold improvements and furniture and fixtures to current
value was separately disclosed on the face of the consolidated statement
of income. The Company reviewed, recorded, and accounted for a similar
write-down of assets of approximately $4,446,000 to its Rockefeller Center
Flagship store located in New York City during the 3 months ended
September 30, 2002.

& . | ACCRUED EXPENSES AND OTHER LIABILITIES

Accrued expenses and other current liabilities consist of the following:

December 31, 2003 2002
Rent $ 485000 $ 487,000
Compensation 4,964,000 7,061,000
Customer credits 1,933,000 1,825,000
Deferred licensing income 2,795,000 2,299,000
Other 976,000 2,368,000
$11,153,000  $14,040,000

Kenneth Cole Productions, Inc. 41



NOTES

(continued)

F . | SEGMENT REPORTING

Kenneth Cole Productions, Inc. has three reportable segments: Whole-
sale, Consumer Direct, and Licensing/International. The Wholesale seg-
ment designs and sources a broad range of fashion footwear, handbags
and accessories and markets its products for sale to more than 7,500
department and specialty store locations and to the Company's Consumer
Direct segment. The Consumer Direct segment markets a broad selection
of the Company's branded products, including licensee products, for sale
directly to the consumer through its own channels of distribution, which
include full price retail stores, outlet stores, catalogs, and e-commerce (at
website addresses www.kennethcole.com and www.reactiononline.com.
The Licensing/International segment, through third-party licensee agree-
ments, has evolved the Company from a footwear resource to a diverse
lifestyle brand competing effectively in approximately 30 apparel and
accessories categories for both men and women. The Company maintains
control over quality, image and distribution of the licensees. This segment

primarily consists of royalties earned on licensee sales to third parties of

the Company's branded products and royalties earned on the purchase
and sale to foreign retailers or to consumers in foreign countries.

The Company’s reportable segments are business units that
offer products to overlapping consumers through different channels of
distribution. Each segment is managed separately, although planning,
implementation and results are reviewed internally by the executive
management committee.

The Company evaluates performance and allocates resources
based on profit or loss from each segment. The Wholesale segment is
evaluated on income from operations before income taxes. The Consumer
Direct segment is evaluated on profit or loss from operations before
unallocated corporate overhead and income taxes. The Licensing/
international segment is evaluated based on royalties earned and pretax
segment profit. The accounting policies of the reportable segments are
the same as those described in the summary of significant accounting
policies. Intersegment sales between the Wholesale and Consumer Direct

segment include a markup, which is eliminated in consolidation.
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Financial information of the Company's reportable segments is as follows:

Consumer Licensing/
Wholesale Direct International Totals

Year Ended December 31, 2003

Revenues $253,519 $175,577 $39,257 $468,353
Intersegment revenues 32,671 32,671
Interest income, net 825 825
Depreciation and amortization expense 2,696 4,893 15 7,604
Impairment of long-tived assets 1,153 1,153
Segment income (1)(3) 31,053 6,843 31,147 69,043
Segment assets 217,806 48,454 9,719 275,979
Expenditures for long-lived assets 4,854 4,584 72 9,510
Year Ended December 31, 2002

Revenues $ 236,615 §167,096 $29,338 §433,049
Intersegment revenues 30,525 30,525
Interest income, net 1,102 1,102
Depreciation and amortization expense 2,307 4,985 15 7,307
Impairment of long-lived assets 4,446 4,446
Segment income (1)(2) 30,713 5,430 21,663 57,806
Segment assets 188,807 49,017 4,459 242,283
Expenditures for long-lived assets 3,389 3,853 26 7,268
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Consumer Licensing/
Wholesale Direct International Totals

Year Ended December 31, 2001

Revenues $198,958 $165,950 $23,017 $387,925.
Intersegment revenues 31,470 31,470
tnterest income, net 2,135 2,135
Depreciation and amortization expense 2,958 5,165 8 8,131
Segment income (1) 22,478 4,352 16,270 43,100
Segment assets 147,834 52,374 3,394 203,602
Expenditures for long-lived assets 2,002 8,592 4 10,598

{1) Before elimination of intersegment profit, unallocated corporate overhead and provision for income taxes.
(2) Segment income for the Consumer Direct segment includes a gain of $860,000 from price adjustments on certain products sold to Kenneth Cole retail stores, discovered during rotational

licensee audits.
(3) Segment income for the Licensing/International segment includes one-time payments for the transfer of the Company's fragrance and sunglass license.

The reconciliation of the Company's reportable segment revenues, profit and loss, and assets are as follows:

2003 2002 2001
Revenues
Revenues for reportable segments $468,353  $433,049  $387,925
Intersegment revenues for reportable segments 32,671 30,525 31,470
Efimination of intersegment revenues (32,671) (30,525} (31,470
Total conseclidated revenues $468,353  $433,049  $387,925
Income
Total profit for reportable segments $ 69043 $ 57806 $ 43,100
Elimination &f intersegment profit (8,524) (7,615) (7,863)
Unallocated corporate overhead (8,775) (8,359) (8,317)
Total income befare provision for income taxes $ 51,744 $ 41,832 § 26,920
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2003 2002 2001
Assets
Total assets for reportable segments $275,979  $242,283  $203,602
Elimination of inventory profit in consolidation (2,138) (1,966} (1,713)
Total consolidated assets $273,841 $240,317  $201,889

Revenues from international customers are less than two per-

cent of the Company’s consolidated revenues.

& . ‘ FOREIGN CURRENCY TRANSACTIONS, DERIVATIVE
INSTRUMENTS AND HEDGING ACTIVITIES

The Company, in the normal course of business, routinely enters into for-
ward exchange contracts in anticipation of future purchases of inventory
denominated in foreign currencies. These forward exchange contracts are
used to hedge against the Company's exposure to changes in foreign
exchange rates to protect the purchase price of merchandise under such
commitments and are not held for the purpose of trading or speculation.
The Company has therefore classified these contracts as cash flow hedges.
The Company had forward exchange contracts of $9,500,000, $7,750,000
and $8,000,000 at December 31, 2003, 2002 and 2001, respectively. At
December 31, 2003, forward exchange contracts have maturity dates
through March 2004.

The Company recorded a transition adjustment gain of approx-
imately $1,122,000 in other comprehensive income to recognize at fair
value the derivatives that were designated as cash flow hedging instru-
ments upon adoption of SFAS 133 on January 1, 2001. All components
of the contracts are included in the measurement of the related hedge
effectiveness. The critical terms of the foreign exchange contracts are the
same as the underlying forecasted transactions; therefore, changes in the
fair value of the contracts should be highly effective in offsetting changes
in the expected cash flows from the forecasted transactions. No gains or
losses related to ineffectiveness of cash flow hedges were recognized in
earnings during 2003 and 2002. At December 31, 2003, the Company’s
notional $9,500,000 in forward exchange contracts resulted in an unreal-
ized gain of approximately $406,000, net of taxes, which was included as
an addition to other comprehensive income in the statement of changes
in shareholders' equity and an increase to inventory, the underlying expo-
sure on the balance sheet. The Company expects to reclassify all of the

unrealized gain from other comprehensive income into earnings within
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exchange contracts to purchase merchandise and the Company's ultimate
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The provision (benefit) for income taxes consists of the following:

December 31, 2003 2002 2001
sale of that merchandise. Current:
Federal $16,816,000  $16,850,000  $12,172,000
4. | INCOME TAXES State and local 2,587,000 1900000 1,000,000
Foreign 141,000 107,000 117,000
Significant items comprising the Company's deferred tax assets and liabil- 19,544,000 18,857,000 13,289,000
ities are as follows: Deferred:
Federal (368,000) (2,999,000) (2,750,000)
December 31, 2003 2002 State and local (31,000) (171,000} (235,000)
Deferred tax assets: {399,000) (3,170,000) (2,985,000)
Inventory allowances and capitelization $ 1,352,000 ¢ 932,000
Allowance for doubtful accounts and $19,145.00(L $15,687,000  $10,304,000
sales allowances 696,000 1,569,000
Deferred rent 3,771,000 3,223,000 The reconciliation of income tax computed at the U.S. federal
Deferred compensation 7,244,000 5,671,000 o
Asset impsirment 1 966 000 1 668,000 statutory tax rate to the effective income tax rate for 2003, 2002 and 2001
Other 38,000 356,000 is as follows:
15,067,000 13,419,000 2003 2002 2001
Deferred tax liabilities Federal income tax at statutory rate 35.0% 350% 350%
I ities: ’ o, o o
Depreciation (2,068,000) (1,459,000 State and local taxes, net of federal tax benefit| 2.0% 2.5% 3.3%
Undistributed foreign earnings (1,947,000) {1,307,000) 37.0% 375% 383%
(4,015,000) (2,766,000)
Net deferred tax assets $11,052,000 ) $10,653,000 /. I STOCK OPTION PLANS AND GRANTS

/ 1994 stock option plan The Company's 1994 incentive
Stock Option Plan, as amended (the "Plan"), authorizes the grant of
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options to employees for up to 4,800,000 shares of the Company’s Class A
Common Stock. Certain options granted under the Plan vest in one-third
increments in each of the first, second and third years following the date
of grant, while certain other options vest over five years. Options granted
under the "Plan” have ten-year terms. Non-employee Director options
granted have ten-year terms and vest 50% on the first anniversary of the
date of grant and become fully exercisable at the end of two years.

The Company has elected to continue to follow Accounting
Principles Board Opinion No. 25 (“APB 25"), in accounting for its employee
stock options. Under APB 25, when the exercise price of the Company's
employee stock options equals the market price of the underlying stock
on the date of grant, no compensation expense is recognized.

The fair value for these options was estimated at the date of
grant using a Black-Scholes option-pricing model with the following
weighted average assumptions for 2003, 2002 and 2001, respectively: risk-
free interest rate of 4.0%, 4.5% and 5.0%; expected volatility factors of
64.5%, 72.4% and 65.5% and expected lives of 5.0, 4.4 and 5.1 years.
Dividend yield assumptions were 1.38% for 2003 and 0.0% for 2002 and
2001. The weighted average fair value of options granted during 2003,
2002 and 2001 were $14.48, $16.31 and $10.85, respectively.

The Black-Scholes option valuation model was developed for
use in estimating the fair value of traded options, which have no vesting

restrictions and are fully transferable. [n addition, option valuation models

require the input of highly subjective assumptions including the expected
stock price volatility. As a result of the Company’s employee stock options
having characteristics significantly different from those of traded options,
and because changes in the subjective input assumptions can materially
affect the fair value estimate, in management'’s opinion, the existing mod-
els do not necessarily provide a reliable single measure of the fair value of
its employee stock options.

The following table summarizes all stock option transactions
from December 31, 2000 through December 31, 2003:

Weighted Average

Shares Exercise Price

Outstanding at December 31, 2000 1,811,045

Granted 1,083,550 $18.18

Exercised (37,503) $10.38

Forfeited {34,301) $20.68
Outstanding at December 31, 2001 2,822,791

Granted 73,650 $24.33

Exercised (97,952) $ 975

Forfeited (166,509) $22.18
Qutstanding at December 31, 2002 2,631,980

Granted 657,500 $23.33

Exercised (317,632 $11.68

Forfeited (41,929 $19.87
Outstanding at

December 31, 2003 2,929,919
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The following table summarizes information concerning currently outstanding and exercisable stock options at December 31, 2003:

Qutstanding Stock Options

Exercisable Stock Options

Weighted Average

Range of Qutstanding Remaining Weighted Average Exercisable Weighted Average
Exercise Prices Shares Contractual Life Exercise Price Shares Exercise Price

$ 4.00 to $12.00 531,496 2.89 years $10.06 531,496 $10.06
$12.01 to $24.00 1,588,457 7.36 years $18.28 557,795 $14.85
$24.01 to $36.00 809,966 6.59 years $27.56 431,560 $28.38

2 Stock option grants In 1994, the Board of Directors
granted non-transferable stock options to an officer of the Company, for
the purchase of 334,425 shares of Class A Common Stock at an exercise
price of $1.4583 per share. In 2000, 50,000 options were exercised and at
December 31, 2001 and 2000, 130,000 options were outstanding and exer-
cisable. During 2002, an additional 45,000 options were exercised leaving
85,000 options outstanding and exercisable at December 31, 2002. The
remaining 85,000 cptions were fully exercised during 2003.

J . | BENEFIT PLANS

/ 401¢k) plan The Company's 401(k} profit-sharing plan covers
all non-union employees, subject to certain minimum age and length of
service requirements who are permitted to contribute specified per-
centages of their salary up to the maximum permitted by the Internal

Revenue Service. The Company is obligated to make a matching

contribution and may make an additional discretionary contribution, as
defined. Contributions to the plan for the years ended December
31, 2003, 2002 and 2001 were approximately $268,000, $241,000 and
$267,000, respectively.

2 Deferred compensation plans The Kenneth Cole
Productions, Inc. Deferred Compensation Plan is a non-qualified plan
maintained primarily to provide deferred compensation benefits for a
select group of "highly compensated employees.” During 2002, the
Company added a second plan expanding the definition of "highly com-
pensated employees” to include additional Company management. The
Company'accounts for the investments in the deferred compensation
plans in accordance with SFAS 115, “Accounting for Certain Investments
in Debt and Equity Securities,” and such investments have been classified

as trading.
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In 2003, 2002 and 2001, the Company deposited $247,000,
$1,408,000 and $1,374,000, respectively, into Supplemental Executive
Retirement Plans ("SERP”) for certain key executives. The amounts have
been recorded in deposits and sundry on the face of the consolidated
balance sheets. These plans are non-qualified deferred compensation
plans. Benefits payable under these plans are based upon the perform-
ance of the individual directed investments from the Company's initial and
future contributions. Benefits earned under the SERP begin vesting after
3 years from issuance, and become 75% vested after 10 years and fully
vested upon the participant retiring at age 60 or later. In addition, SERP
participants are covered by life insurance through a portion of the
Company’s contribution. The value of these investments at December 31,
2003 and 2002 were $4,102,000 and $2,897,000, respectively, which the
Company accounts for in accordance with SFAS 115, “Accounting for
Certain Investments in Debt and Equity Securities,” and such investments
have been classified as trading. The unrealized gains and losses on the
investments were recorded as selling, general and administrative expense
within the accompanying statements of income as a general operating
expense. In addition, the Company has recorded an accumulated long-
term vested benefit obligation of approximately $1,200,000 and $965,000

at December 31, 2003 and 2002, respectively, within the accompanying

Consolidated Balance Sheets.

3 Employee stock purchase plan During 2000, the
Company established a qualified employee stock purchase plan (“ESPP”),
the terms of which allow for qualified employees (as defined) to partici-
pate in the purchase of designated shares of the Company’s Class A
Common Stock at a price equal to 85% of the lower of the closing price at
the beginning or end of each quarterly stock purchase period. On March
7, 2000, the Company filed with the Securities and Exchange Commission
Form S-8 registering 150,000 shares of Class A Common Stock for the
ESPP. For the year ended December 31, 2003, 2002, and 2001, employees
purchased 12,606, 14,681, and 20,074 shares, respectively. Total shares
purchased through December 31, 2003 were 54,013.

£ . | COMMITMENTS AND CONTINGENCIES

/ Operating leases The Company leases office, retail and
warehouse facilities under non-cancelable operating leases between

5 and 20 years with options to renew at varying terms. Future minimum
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lease payments for non-cancelable leases with initial terms of one year or

more consisted of the following at December 31, 2003:

2004 $ 23,627,000
2005 22,794,000
2006 21,623,000
2007 20,520,000
2008 19,891,000
Thereafter 90,257,000
Total minimurn cash payments $198,712,000

In addition, certain of these leases contain rent escalation pro-
visions and require additional percentage rent payments to be made.

Rent expense for the years ended December 31, 2003, 2002
and 20071 was $31,168,000, $29,062,000 and $26,997,000, respectively. Sub-
tenants rental income for 2003, 2002, and 2001 was $1,225,000, $967,000,
and $708,000, respectively. Future minimum rental income from sub-

tenants consists of the following:

2004 $ 847,000
2005 696,000
2006 696,000
Thereafter 0
Total minimum cash proceeds $2,23%,000

Future minimum rertal income from sub-tenants does not
include rent escalation and other charges that are subsequently passed

through to the sub-tenant.

2 Letters of credit At December 31, 2003 and 2002, the
Company was contingently liable for approximately $2,237,000 and
$1,345,000 of open letters of credit, respectively. In addition, at December
31, 2003 and 2002, the Company was contingently liable for approximately
$2,779,000 and $2,779,000 of standby letters of credit, respectively.

3 Concentrations In the normal course of business, the
Company sells to major department stores and specialty retailers and
believes that its broad customer base will mitigate the impact that
financial difficulties of any such retailers might have on the Company’s
operations. In 2003, 2002 and 2001, the Company had no customer
account for more than 10% of consolidated net sales.

The Company sources each of its product lines separately,
based on the individual design, styling and quality specifications of such
products. The Company primarily sources its products directly or indirectly
through manufacturers in Italy, Spain, Brazil, China and South Korea. The
Company attempts to limit the cancentration with any one manufacturer,
However, approximately 32% and 54% of total handbag purchases came
from one manufacturer in China during 2003 and 2002, respectively.
Approximately 36% and 40% of Kenneth Cole and Reaction Kenneth Cole
men’s footwear purchases were from one manufacturer in ltaly utitizing
many different factories during 2003 and 2002, respectively. Furthermore,
approximately 37% and 38% of Kenneth Cole ladies’ footwear was pur-

chased from one manufacturer in Italy during 2003 and 2002, respectively,
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while 57% and 42% of Reaction Kenneth Cole ladies’ footwear purchases
were sourced through one manufacturer in ltaly during 2003 and one
agent utilizing several different factories in Brazil in 2002, respectively. The
Company believes it has alternative manufacturing sources available to
meet its current and future production requirements in the event the
Company is required to change current manufacturers or current manufac-
turers are unavailable to fulfill the Company’s production needs.

At December 31, 2003, the Company had approximately 6% of
its employees covered under a collective bargaining agreement with a

local union.

4 Other The Company, from time to time, is a party to litigation
that arises in the normal course of its business operations. The Company
presently is not a party to any such litigation that would have a material

adverse effect on its business or operations.

/. | SHAREHOLDERS' EQUITY

/ Common stock Class A Common Shareholders are entitled
to one vote for each share held of record and Class B Common Share-
holders are entitled to ten votes for each share held of record. Each share
of Class B Common Stock is convertible into one share of Class A
Common Stock at the option of the Class B Shareholder. The Class A

Common Shareholders vote together with Class B Common Shareholders

on all matters subject to shareholder approval, except that Class A
Common Shareholders vote separately as a class to elect 25% of the
Board of Directors of the Company. Shares of neither class of Common

Stock have preemptive nor cumulative voting rights.

2 Preferred stock The Company's Certificate of Incorpora-
tion authorizes the issuance of 1,000,000 shares of preferred stock. The
preferred stock may be issued from time to time as determined by the
Board of Directors of the Company, without shareholder approval. Such
preferred stock may be issued in such series and with such preferences,
conversion or other rights, voting powers, restrictions, fimitations as to
dividends, qualifications or other provisions, as may be fixed by the Board

of Directors.

3 Common stock repurchase On February 21, 2001, the
Board of Directors of the Company authorized management to repur-
chase, from time to time, an additional 2,000,000 shares up to an aggre-
gate 4,250,000 shares of the Company's Class A Common Stock. As of
December 31, 2003, 2,888,400 shares were repurchased in the open mar-
ket at an aggregate price of $66,221,000, reducing the available shares
authorized for repurchase to 1,361,600. The repurchased shares have

been recorded as treasury stock.

¢ Dividends On July 29, 2003, the Board of Directors of the
Company declared a quarterly cash dividend of $0.075 per share payable
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September 18, 2003 to shareholders of record at the close of business on
August 28, 2003. Aggregate dividends in the amount of $1,476,000 were
paid out, approximately $861,000 and $615,000 to Class A and Class B
shareholders, respectively.

On October 28, 2003, the Board of Directors of the Company
declared a quarterly cash dividend of $0.09 per share payable on
December 17, 2003 to shareholders of record at the close of business on
November 25, 2003. Aggregate dividends in the amount of $1,782,000
were paid out, approximately $1,047,000 and $735,000 to Class A and

Class B shareholders, respectively.

M . | EARNINGS PER SHARE

The following is an analysis of the differences between basic and diluted
earnings per common share in accordance with Statement of Financial
Accounting Standards No. 128, “Earnings Per Share.”

For the Year Ended

December 31, 2003 2002 2001
Weighted average common

shares outstanding 19,609,000 19,643,000 19,992,000
Effect of dilutive securities:

Stock options 877,000 947,000 753,000
Weighted average common

shares outstanding and

common share equivalents 20,486,000 20,590,000 20,745,000

Dilutive securities, stock options, are determined under the
treasury stock method by calculating the assumed proceeds available to
repurchase stock using the weighted average shares outstanding for the

period. The calculation includes anti-dilutive shares.

A . | LICENSING AGREEMENTS

On May 1, 2003, the Company entered into an exclusive license agree-
ment with Candies, Inc. and its trademark holding company, IP Holdings,
LLC, {“Candies") to use the Bongo trademark in connection with world-
wide manufacture, sale and distribution of women’s, men'’s, and children’s
footwear. The Chief Executive Officer and Chairman of Candies is the
brother of the Company's Chief Executive Officer and Chairman. The ini-
tial term of the agreement is through December 31, 2007, with options to
renew through December 31, 2016 based upon the Company reaching
certain sales thresholds. During these periods, the Company is obligated
to pay Candies a percentage of net sales based upon the terms of the
agreement. The Company recorded approximately $632,000 in royalty and
advertising expense to Candies for the year ended December 31, 2003.

o. ‘ RELATED PARTY TRANSACTIONS

During 2002, the Board of Directors authorized a $600,000 contribution

payable to the Kenneth Cole Productions, Inc. Foundation, which was
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subsequently paid during the three months ended June 30, 2003. The
Kenneth Cole Productions, Inc. Foundation is & not-for-profit organization

that fosters programs to aid primarily in the fields of arts and culture,

education, and medical research.

£ . l QUARTERLY FINANCIAL DATA (UNAUDITED)

Summarized quarterly financial data for 2003 and 2002 appear below (in

thousands, except per share data):

First Second Third Fourth
Quarter Quarter Quarter Quarter
2003
Net sales $102,117  $88,096  $121,179  $118,709
Licensing revenue 8,007 8,832 10,887 10,526
Net revenues 110,124 96,928 132,066 129,235
Gross profit 47,582 43,991 57,624 60,699
Operating income 9,851 9,369 15,769 15,930
Net income 6,359 6,060 10,034 10,146
Earnings per
share—basic $ 033 ¢ 031 § 05t § 051
Earnings per
share—diluted $ 031 § 030 $§ 049 $ 049

First Second Third Fourth

Quarter  Quarter Quarter Quarter
2002
Net sales $87,290  $93,245  $115,325  $108,476
Licensing revenue - 5,621 6,005 8,195 8,892
Net revenues 92,911 99,250 123,520 117,368
Gross profit 43,764 46,093 54,221 53,716
Operating income 8,497 8,270 10,509 13,454
Net income 5,521 5,418 6,788 8,418

Earnings per share—basic ¢ 028 § 028 $ 034 § 043
Earnings per share—diluted § 027 § 026 $ 033 $ 041

& . | SUBSEQUENT EVENT

/ Dividend On February 26, 2004, the Board of Directors of the
Company declared a guarterly cash dividend of $0.12 per share payable
March 25, 2004 to shareholders of record at the close of business on
March 9, 2004.

2 Lease On February 24, 2004, the Company entered into a
ten-year lease that provided the Company with approximately 51,000
square feet of office space. The Company expects to move its adminis-
trative offices into this new location during the second calendar quarter
of 2004.
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report of INDEPENDENT AUDITORS

Board of Directors and Shareholders

Kenneth Cole Productions, Inc. and Subsidiaries

We have audited the accompanying consclidated balance
sheets of Kenneth Cole Productions, Inc. and subsidiaries as of December
31, 2003 and 2002, and the related consolidated statements of income,
changes in shareholders’ equity, and cash flows for each of the three years
in the period ended December 31, 2003, These financial statements are
the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing stand-
ards generally accepted in the United States. Those standards require
that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstate-
ment. An audit includes examining, on a test basis, evidence support-
ing the amounts and disclosures in the financial statements. An audit

also includes assessing the accounting principles used and significant

estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable
basis for our opinion.

In our opinion, the financial statements referred to above
present fairly, in all material respects, the consolidated financial position
of Kenneth Cole Productions, Inc. and subsidiaries at December 37,
2003 and 2002, and the consolidated results of their operations and their
cash flows for each of the three years in the period ended December 31,

2003, in conformity with accounting principles generally accepted in the

Gamett ¢ WLLP

United States.

New York, New York
February 20, 2004
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Mﬁ“/UAéE‘MENT’S ﬁESPONS/@/i/Ty for financial statements

The accompanying consolidated financial statements of
Kenneth Cole Praductions, Inc. presented in this report were prepared by
management, which is responsible for their integrity and objectivity. The
financial statements have been prepared in accordance with accounting
principles generally accepted in the United States. Some of the amounts
included in the consolidated financial information are necessarily based
on estimates and judgments of management.

The Company maintains accounting and related internal control
systemns designed to provide, among other things, reasonable assurance
that transactions are executed in accordance with management's authori-
zation and that they are recorded and reported properly. The control envi-
ronment is augmented by the Company’s internal audit function, which
performs audits and evaluates the adequacy of and the adherence to
these controls, policies and procedures. There are limitations inherent in
all systems of internal control based on the recognition that the costs of
such systems should be related to the benefits to be derived. We believe
the Company's systems provide this appropriate balance.

The consolidated financial statements have been audited by the

Company’s independent auditors, Ernst & Young LLP. Their primary role is

to render an independent professional opinion on the fairness of the finan-
cial statements taken as a whole. Their audit, which is performed in accord-
ance with auditing standards generally accepted in the United States,
includes an evaluation of the Company's accounting systems and internal
control sufficient to express their opinion on those financial statements.
The Audit Committee of the Board of Directors, which is com-
posed of independent directors who are financially literate, meets regu-
larly with management, internal auditors and the Company’s independent
accountants to review the results of their work and to satisfy itself that their
responsibilities are being properly discharged. The independent and
internal auditors have unrestricted access to the Audit Committee without

management present.
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Kenneth D. Cole
Chairman of the Board and
Chief Executive Officer

a ”’b/\
Stanley A. Mayer

Executive Vice President
and Chief Financial Officer
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Mﬁ'ﬁké—T for the registrant’s common equity, related shareholder matters, and issuer purchases of equity securities

The Company's Class A Common Stock is listed and traded
{trading symbol: KCP) on the New York Stock Exchange ("NYSE”). On
March 10, 2004, the closing sale price for the Class A Common Stock was
$32.15. The following table sets forth the high and low closing sale prices
for the Class A Common Stock for each quarterly period for 2002 and
2003, as reported on the NYSE Composite Tepe:

2002: High Low
First Quarter 2219 15.99
Second Quarter 3012 19.12
Third Quarter 27.94 20.30
Fourth Quarter 25.90 16.76
2003: High Low
First Quarter 26.57  21.56
Second Quarter 25.50 19.02
Third Quarter 29.21 19.25
Fourth Quarter 30.88  26.53

The number of shareholders of record of the Company’s
Class A Common Stock on March 10, 2004 was 64.

There were four holders of record of the Company's Class B
Common Stock on March 10, 2004. There is no established public trading
market for the Company’s Class B Common Stock.

On February 21, 2001, the Board of Directors of the Company
authorized management to repurchase, from time to time, an additional

2,000,000 shares up to an aggregate 4,250,000 shares of the Company's

Class A Common Stock. As of December 31, 2003, 2,888,400 shares were
repurchased in the open market at an aggregate price of $66,221,000,
reducing the available shares authorized for repurchase to 1,361,600. The

repurchased shares have been recorded as treasury stock.

Dividend Policy

The payment of any future dividends will be at the discretion of the
Company’s Board of Directors and will depend upon, among other
things, future earnings, cperations, capital requirements, proposed tax
legislation, the financial condition of the Company and general business
conditions.

During the third quarter 2003, the Company established a
quarterly dividend and paid a cash dividend of $0.075 per share on
September 18, 2003 to shareholders of record at the close of business on
August 28, 2003. During the fourth quarter 2003, the Company increased
the quarterly cash dividend to $0.09 per share and paid it on December
13, 2003 to shareholders of record at the close of business on November
25, 2003.

On February 26, 2004, the Board of Directors of the Company
declared and increased the quarterly cash dividend to $0.12 per share
payable on March 25, 2004 to shareholders of record at the close of
business on March ¢, 2004.
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CERTIFICAT /OMS pursuant to section 302 of the sarbanes-oxley act of 2002

|, Kenneth D. Cole, certify that:

/ | have reviewed this annual report of Kenneth Cole
Productions, Inc,;

2 Based on my knowledge, this annual report does not contain
any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances
under which such statements were made, not misleading with respect to
the period covered by this annual report;

3 Based on my knowledge, the financial statements, and other
financial information included in the report, fairly present in all material
respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this annual report;

4 The registrant’s other certifying officer and | are responsible
for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13(a)-15(e) and 15(d)-15(e)) for the regis-
trant and have:

# Designed such disclosure controls and procedures, or
caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others
within those entities, particularly during the period in which this report is
being prepared;

R Evaluated the effectiveness of the registrant’s disclosure
controls and procedures and presented in this report our conclusions
about the effectiveness of the disclosure controls and procedures, as

of the end of the period covered by this report based on such evalua-
tion; and

¢ Disclosed in this report any change in the registrant’s inter-
nal control over financial reporting that occurred during the registrant’s
most recent fiscal quarter that has materially affected, or is reasonably
likely to materiafly affect, the registrant’s internal control over financial
reporting; and

§  The registrant's other certifying officer and | have disclosed,
based on our most recent evaluation of internal conzrol over financial
reporting, to the registrant's auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent
function):

A All significant deficiencies and material weaknesses in the
design or operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

2 Any fraud, whether or not material, that involves manage-
ment or other employees who have a significant role in the registrant’s

internal control over financial reporting.

ol g

Kenneth D. Cole
Chief Executive Officer
Date: March 10, 2004
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I, Stanley A. Mayer, certify that:

/ | have reviewed this annual report of Kenneth Cole
Productions, Inc.;

2 Based on my knowledge, this annual report does not contain
any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances
under which such statements were made, not misleading with respect to
the period covered by this annual report;

3 Based on my knowledge, the financial statements, and other
financial information included in the report, fairly present in all material
respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this annual report;

4 The registrant’s other certifying officer and | are responsible
for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13(a)-15(g) and 15(d)-15(e)) for the regis-
trant and have:

A Designed such disclosure controls and procedures, or
caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others
within those entities, particularly during the period in which this report is
being prepared;

R Evaluated the effectiveness of the registrant's disclosure
controls and procedures and presented in this report our conclusions

about the effectiveness of the disclosure controls and procedures, as

of the end of the period covered by this report based on such evalua-
tion; and

¢ Disclosed in this report any change in the registrant's inter-
nal control over financial reporting that occurred during the registrant’s
most recent fiscal quarter that has materially affected, or is reasonably
likely to materially affect, the registrant’s internal control over financial
reporting; and

§~  The registrant’s other certifying officer and | have disclosed,
based on our most recent evaluation of internal control over financial
reporting, to the registrant’s auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent
function):

A All significant deficiencies and material weaknesses in the
design or operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to record,
process, summarize and report financial information; and

2 Any fraud, whether or not material, that involves manage-
ment or other employees who have a significant role in the registrant's
internal control over financial reporting.

& W’bf\
Stanley A. Mayer

Chief Financial Officer
Date: March 10, 2004
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Board of Directors

Kenneth D. Cole
Chairman of the Board and
Chief Executive Officer

Paul Blum
President

Stanley A. Mayer
Executive Vice President,
Chief Financial Officer,
Treasurer and Secretary

Robert C. Grayson*

President, Robert C. Grayson &
Associates, Inc.,

Partner, Berglass-Grayson

Denis F. Kelly*
Managing Partner,
Scura, Rise & Partners, LLC

Philip B. Miller*
Principal, Philip B. Miller Associates

*Members of the Audit Committee and
Compensation Committee

Executive Officers and
Senior Management

Kenneth Cole

Chairman and
Chief Executive Officer

Paul Blum
President

Michael J. Newman
Vice Chairman

Stanley A. Mayer
Executive Vice President,
Chief Financial Officer,
Treasurer and Secretary

Susan Q. Hudson
Senior Vice President of Wholesale

Lori Wagner
Senior Vice President of Marketing

Harry Kubetz
Senior Vice President of Operations

David Edelman
Senior Vice President of Finance

Michael F. Colosi
Corporate Vice President and
General Counsel

Michael DeVirgilio
Corporate Vice President of
Licensing

Ellen Rodriguez

Corporate Vice President of
International Licensing and
Strategic Planning

Corporate Headquarters

Kenneth Cole Productions, Inc.
603 West 50th Street
New York, New York 10019

Internet Addresses

www.kennethcole.com
www.reactiononline.com

Annual Meeting

The Annual Meeting of Shareholders
will be held at 10:00 a.m. Thursday,
May 27, 2004 at the Company’s
Administrative Offices, 2 Emerson
Lane, Secaucus, New Jersey 07094,

Class A Common Stock

Shares of the Company’s Class A
Common Stock are listed and traded
on the New York Stock Exchange
{trading symbol KCP).

Corporate Governance

The Company's Corporate Govern-
ance Guidelines will be available
through the Investor Relations
Corporate Governance Link Effective
May 27, 2004 on our website:
www.kennethcole.com

Independent Auditors

Ernst & Young LLP
5 Times Square
New York, New York 10036-6530

Transfer Agent

Bank of New Yaork
Shareholder Relations
Department-11E

P.O. Box 11258

Church Street Station

New York, New York 10286
http://stock. bankofny.com
1-800-524-4458

Information Requests

Copies of the Company's Annual
Report on Form 10-K as filed with
The Securities and Exchange
Commission are available free of
charge to shareholders either on
the Company's website or upon
request to:

Investor Relations

Kenneth Cole Productions, Inc.
2 Emerson Lane

Secaucus, New Jersey 07094
(201) 864-8080
investrelations@kcole.com
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