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Forward-Looking Statements

This Annual Report on Form 10-K (“Annual Report”) contains forward-looking statements within the meaning of Section 27A of the Securities
Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended. Such statements are not historical facts and
reflect our current views regarding matters such as operations and financial performance. In general, forward-looking statements are identified
by such words or phrases as “anticipates,” “believes,” “could,” “approximates,” “estimates,” “expects,” “may,” “intends,” “predicts,”
“projects,” “plans,” or “will” or the negative of those words or other terminology. Forward-looking statements involve inherent risks and
uncertainties; our actual results could differ materially from those expressed in our forward-looking statements. The risks and uncertainties,
either alone or in combination, that could cause our actual results to differ from those expressed in our forward-looking statements include, but
are not limited to, those that are referred to in Item 1A. “Risk Factors”. Other risks not presently known to us, or that we currently believe are:
immaterial, could also adversely affect our business, financial condition or results of operations. Forward-looking statements speak only as of
the date made, and we undertake no obligation to update or revise any forward-looking statement.

99 &

PART 1

Item 1. BUSINESS

General

LU T3

Hancock Fabrics, Inc., a Delaware corporation (“Hancock” or the “Company”, which may be referred to as “we”, “us” or “our”) was
incorporated in 1987 as a successor to the retail and wholesale fabric business of Hancock Textile Co Inc., a M1ss1ss1pp1 corporation and a.
wholly owned subsidiary of Lucky Stores, Inc., a Delaware corporation (“Lucky”).

Founded in 1957, we operated as a private company until 1972 when we were acquired by Lucky We became a publicly owned company as a.
result of the distribution of shares of common stock to the shareholders of Lucky on May 4, 1987.

The Company is one of the largest fabric retailers in the United States, with 2008 sales of $276 million. We are a specialty retailer committed
to serving creative enthusiasts with a complete selection of fashion and home decorating textiles, sewing accessories, needlecraft supplies and
sewing machines. We believe that providing a large assortment of fabric and other items, combined with expert in-store sewing advice,
provides us with a competitive advantage. We operated 263 stores in 37 states and an internet store located on our webs1te with the domain
name www.hancockfabrics.com as of January 31, 2009.

On March 21, 2007, the Company filed a voluntary petition for reorganization under Chapter 11 of the United States Bankruptcy Code, in the
United States Bankruptcy Court for the District of Delaware. On August 1, 2008 (the “Effective Date™), the Company s Plan of Reorganization
(the “Plan”) became effective and the Company emerged from bankruptcy protection.

As of the Effective Date, in general and except as otherwise provided under the Plan, the Company was discharged and released from all claims
and interests in accordance with the Plan. The Plan provides for payment in full in cash plus interest, as applicable, or reinstatement of allowed
administrative, secured, priority, and general unsecured claims in addition to the retention of ownershlp by holders of equity interest in the
Company. Therefore, there were no impaired classes of creditors or stockholders. :

On the Effective Date, the Company closed a $100.0 million senior revolving line of credit facility, as well as issued $20.0 million of floating
rate secured notes and warrants to purchase 9,500,000 shares of the common stock of the Company (See Note 8 to the accompanying
Consolidated Financial Statements).



AICPA Statement of Position 90-7 (“SOP 90-7"), Financial Reporting by Entities in Reorganization under the Bankruptcy Code, provides
financial reporting guidance for entities that are reorganizing under the Bankruptcy Code. The Company implemented this guidance for the
fiscal years ended February 2, 2008 and January 31, 2009. Per SOP 90-7, estimated claims are presented as Liabilities Subject to Compromise
due to the uncertainty of the eventual settlement amount. Due to the Plan becoming effective and the claims reconciliation process being
substantially complete, there is little uncertainty as to the total amount to be distributed under the Plan. As such, prepetition liabilities after the
Effective Date are no longer presented as subject to compromise (See Note 2 to the accompanying Consolidated Financial Statements).

Business Strategy

Our goal is to profitably expand our postion as the inspirational authority in fabric and sewing. The Company is transitioning from-a company
operating within the confines of reorganization to a company which is committed to increasing shareholder value. The following are certain
operating strategies which we are implementing to achieve our goals.

Expand our sales categories.

While our current merchandise assortment positions the Company as the leader in certain fabric categories, there are still other sub-categories
in which we are perceived as a preferred provider but not the authority. As we move forward, we will continue to expand our offerings in
categories we deem important to our customer while maintaining our leadership in the categories where we currently excel.

Increase comparable sales to existing customers.

Our retail associates historically have placed minimal emphasis on suggesting additional products and services to our customers. Our positive
same store sales during the previous year is a testament to the added focus our team has placed on increasing our average sales transaction. We
will continue to train and incentivize our retail team to drive positive comparable sales despite the general economic climate. :

Leverage our vendor relationships into superior partnerships.

Many of our vendor relationships have been cultivated by over fifty years of dealings. Our ultimate payment of all debts plus interest owed as a
result of our Chapter 11 proceedings only enhanced these associations. These long standing relationships will continue to be a strategic
advantage to Hancock going forward as we leverage greater vendor managed programs such as consigned inventory, and as we continue to be
the beneficiary of extended payment terms with higher discounts and increased rebate and allowance programs.

Provide centralized support throughout the organization.

As a result of the Company’s wholesale heritage, a decentralized structure was in place for over 50 years. Moving forward, management
continues to develop a series of best practices (“one best way”) in our stores and our corporate environment. These processes allow our store
personnel to become increasingly more efficient in operating our stores which provides them with incremental time to spend servicing our
customers. We have also experienced greater consistency across the Company as we benefit from centralized buying, merchandising and
marketing. This has also allowed us to see significant savings in operating costs and reductions in inventory levels as evidenced by achieving
operating income in fiscal year 2008 after three years of operating losses. We intend to continue to try to find operating cost savings.

Increase utilization of Information Technology to manage the business.

The initial transition to a retail information technology system began in fiscal year 2005. Over the last four years, significant improvements
have been made in both the quality and quantity of operating information to which we
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now have access. The Company is still trailing its peers in'our ability to harness this information into meaningful business intelligence. We will
continue to drive this evolution to include supply chain management and retail efficiencies, as we move forward. This.continuing
transformation will allow management to have a greater level of detailed information when making operating decisions.

Operatibns

Our stores offer a wide selection of apparel fabrics, home decorating products (which include drapery and uipholstery fabrics, and home accent
pieces), quilting materials, and notions (which include sewing aids and accessories such as zippers, buttons, threads, sewing machines and
patterns). ,

Our stores are primarily located in strip Nshobpi'ng centers._,During"2008, we closed 7 stores, opéﬁed 1 stpre; remodeled 63 stores and relocated 4
existing stores. . ' ‘ '

Merchandising/Marketing

> markets primarily consist of women who are creative

We principally serye the sewing, needle arts, and home decorating markets. These
enthusiasts, making clothing and gifts for their families and friends and decorating ;hei;__homes.

We offer our customers a wide selection of products at prices.that we believe are similar or lower than the prices charged by our competitors. In
addition to staple fabrics and notions for apparel, quilting, and home decoration, we provide a variety of seasonal and current fashion
merchandise.

We use promotional advertising; primarily direct mail and newspaper inserts, to reach our target customers. .

Distribution and Supply S , R
Our retail stores are served by our headquarters facility and 650,000 square foot warehouse and distribution facility in Baldwyn, Mississippi.

Contract trucking firms, common carriers and parcel delivery are used to deliver merchandise to our warehouse. These types of carriers are also
used to deliver merchandise from our warehouse and vendors to our retail stores. '

Bulk quantities of fabric are purchased from domestic:and foreign mills, fabric jobbers-and importers. We have no long—ferm contracts for the
purchase of merchandise and did not purchase more than 3% of .our merchandise from any one supplier during 2008. We purchased
approximately 13% of our merchandise from our top five suppliers in fiscal year 2008.

Competition

We are among the largest fabric retailers in the United States, serving our customers: in their quest for apparel and craft sewing, quilting, home
decorating, and other artistic undertakings. We compete nationally with one publicly traded company in the fabric retail industry, Jo-Ann
Stores, Inc. In addition, Wal-Mart Stores, Inc., the world’s largest retailer, has fabric departments in most store locations; however,
management understands that Wal-Mart plans to exclude cut fabric in most of its newly opened stores and will stop. selling cut fabric in some
of its existing stores. We also compete with a few smaller fabric chains and numerous independent fabric-stores. We compete on the basis of
price, selection, quality, service and location. We believe that our continued commitment to providing a large assortment of fabric and other
items that are affordable, complete, and unique, combined with the expert sewing advice available in each of our stores, provides us with a
competitive advantage in the industry. :



Information Technology

Hancock is committed to using information technology to improve operations and efficiency, and enhance the customer shopping experience.
Implementation of a point-of-sale (“POS”) system in our stores was completed in early 2005, providing us with detailed sales and gross margin
information at the stock keeping unit (“SKU”) level for the first time in the Company’s history. Such information can be used to better
understand and react to sales trends, evaluate advertising strategies, improve the allocation of merchandise to individual stores, and analyze the
results of merchandise programs that are being tested. In 2006, we began tracking inventory perpetually at the store level. Having access to this
new inventory information allows us to make more timely and efficient decisions for planning and replenishment. In 2008, wireless technology
was added to all stores, thereby improving productivity and accuracy of inventory. We will continue to add new applications to the wireless
system, further leveraging our investment. Our focus remains on inventory control, accuracy and labor reduction through efficient systems.

Service Mark

The Company has registered the service mark “Hancock Fabrics” with the United States Patent and Trademark Office.

Seasonality

Hancock’s business is seasonal Peak sales periods occur dunng the fall and pre-Easter weeks, while the lowest sales periods occur during the
summer months.

Employees

At January-31, 2009, we employed appr0x1mately 3, 800 people on a full-time and part-time basis. Appr0x1mate1y 3,400 work in our retail
stores. The remaining employees work in the Baldwyn headquarters, warehouse, and distribution facility. The Company has nio employees
covered under collective bargaining agreements. :

Government Regulation

The Company is subject to the Fair Labor Standards Act, which governs such matters as minimum wages, overtime and other workmg
conditions. A significant number of our employees are paid at rates related to federal and state minimum wages and, accordingly, any increase
in the minimum wage would affect our labor cost.

Environmental Law Compliance

Our operations are affected by federal, state and local env1ronmenta1 laws The Company makes every effort to.comply with any/all laws
deemed applicable. While we cannot predict with certainty future costs for environmental compliance, we do not believe they will have a
material effect on our earnings or our competitive position.

Available Information

The Company’s internet address is www.hancockfabrics.com. Our annual report on Form 10-K, quarterly reports on Form 10-Q, current
reports on Form 8-K and amendments to reports filed pursuant to Sections 13(a) and 15(d) of the Securities Exchange Act of 1934, as
amended, (“Exchange Act”) are made available free of charge on our website as soon as practicable after these documents-are filed with or
furnished to the Securities and Exchange Commission (“SEC”). We also provide copies of such filings free of charge upon request. This
information is also available from the SEC through their website, www.sec.gov, and for reading and copying at the SEC’s Public Reference
Room located at 100 F Street, NE, Washington, D.C. 20549-0102. The public may obtam information on the operation of the Public Reference
Room by calling the SEC at 1-800-SEC-0330.



Hancock’s Corporate Governance Guidelines, Code of Business Conduct and Ethics (including the Code of Business Conduct and Ethics for
our Chief Executive Officer and Senior Financial Officers), Audit Committee Charter, and Management Review and Compensation Committee
Charter are available free of charge on the Company’s website. We will also provide copies of these documents free of charge upon request.

We intend to provide disclosures regarding amendments to or waivers of a provision of our Code of Business Conduct and Ethics by disclosing
such information on our website within four business days following the amendment or waiver. .

Section 302 Certification

The Chief Executive Officer and Chief Fman01a1 Officer of Hancock filed the certifications required by Section 302 of the Sarbanes- Oxley Act
as exhibits to this Annual Report on Form 10-K for the fiscal year ended January 31, 2009.

Item 1A. RISK FACTORS

The following risk factors should be considered carefully in evaluating our business along with the other information contained in or
incorporated by reference into this Annual Report and the exhibits hereto.

We may be adversely affected by the general economic conditions and the current financial crisis.

Our performance and operating results are impacted by conditions in the U.S. and the world economy. The macro-economic environment has
been highly volatile due to a variety of factors, including but not limited to, the deterioration of the housing market, lack of credit availability,
unpredictable fuel and energy prices, volatile interest rates, inflation fears, unemployment concerns, increasing consumer debt, significant stock
market volatility and recession. These economic conditions impact levels of consumer spending, which have recently deteriorated significantly
and may remain depressed for the foreseeable future. Consumer purchases of discretionary items, including our merchandise, generally decline
during recessionary periods and other periods where disposable income is adversely affected. The downturn in the economy may: continue to
affect consumer purchases of our merchandise and adversely impact our results of operations and continued growth. In addition, the current
credit crisis is causing a significant negative impact on businesses around the world. The impact of this crisis on our major suppliers cannot be
predicted. The inability of key suppliers to access liquidity, or the insolvency of key suppliers, could lead to their failure to deliver our
merchandise. Any or all of these factors, as well as other unforeseen factors, could have a material adverse impact on consumer spendlng, our
availability to obtain financing, our results of operatlons, liquidity, financial condition and stock price. ’

Competitive changes could have a material adverse effect on our operations.

We are one of the largest fabric retailers in the United States and principally compete with only one national fabric/craft store chain, a few
small fabric chains and numerous independent fabric stores. In addition, Wal-Mart Stores, Inc., the world’s largest retailer, has a fabric
department in most store locations. Changes in our competltlve env1ronment could adversely impact our operating results. Such changes
include, but are not limited to, the following:

. liquidation of inventory in Hancock’s markets caused by a competitor’s store closings or need to dispose of inventory;
. new entrants into the retail fabric industry;
. expansion by existing competitors into our markets; and

. increasingly competitive pricing strategies.

Changes in customer demands could adversely affect our operating results for the year.

Our financial condition and operating results are dependent upon our ability to anticipate and respond ina tlmely manner to changlng customer
demands and preferences for our products. A miscalculation in the demands of our
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customers could result in a significant overstock of unpopular products which could lead to major inventory markdowns, resulting in negative
consequences to our operating results and cash flow. Likewise, a shortage of popular products could lead to negative operating results and cash
flow. ' ' o '

Interest rate increases could negatively impact profitability.

Our financing, investing, and cash management activities are subject to the market risk associated with changes in interest rates. Our
profitability could be negatively impacted from significant increases in interest rates.

There are risks associated with our common stock trading on the Pink Sheets.

The price of our stock is quoted through an Over-the-Counter (OTC) bulletin board. This has reduced the liquidity of our common stock and
consequently the ability of our stockholders and broker/dealers to purchase and sell our shares in an orderly manner or at all. Trading in our
common stock in this manner entails other risks. Due in part to the decreased trading price of our common stock and reduced analyst coverage,
the trading price of the Company’s common stock may change quickly, and brokers may not be able to execute trades as quickly as they could
when the common stock was listed on an exchange.

Significant changes in discount rates, actual investment return on pension assets, and other factors could affect our earnings, equity, and
pension contributions in future periods. \

Our earnings may be positively or negatively impacted by the amount of income or expense recorded for its qualified benefit pension plan.
Generally accepted accounting principles in the United States of America (GAAP) require that income or expense for the plan be calculated at
the annual measurement date using actuarial assumptions and calculations. These calculations reflect certain assumptions, the most significant
of which relate to the capital markets, interest rates and other economic conditions. Changes in key economic indicators can change the
assumptions. The most significant assumptions used to estimate pensionincome or expense for the year are the expected long-term rate of
return on plan assets and the interest rate. These assumptions, along with the actual value of assets at the measurement date, will drive the
pension income or expense for the year. In addition, at the measurement date, we must also reflect the funded status of the plan liabilities on the
balance sheet, which may result in a significant charge to equity through a reduction or increase to Accumulated Other Comprehensive Income.
Although GAAP expense and pension contributions are not directly related, the key economic factors that affect GAAP expense would also
likely affect the amount of cash we would contribute to the pension plan. Potential pension contributions include both mandatory amounts
required under federal law and discretionary contributions to improve a plan’s funded status. ' ‘

Business matters encountered by our suppliers may adversely impact our ability to meet our customers’ needs.

Many of our suppliers are small businesses that produce a limited number of items. Many of these businesses face cash flow issues, production
difficulties, quality control issues, and problems in delivering agreed-upon quantities on schedule because of their limited resources and lack of
financial flexibility. Failure of our key suppliers to withstand a downturn in economic conditions could have a material adverse effect on our
operating results.

We are vulnerable to risks associated with obtaining merchandise from foreign suppliers.

We rely on foreign suppliers for various products. In addition, some of our domestic suppliers manufacture their products overseas or purchase
them from foreign vendors. Political or financial instability, trade restrictions, tariffs, currency exchange rates, transport capacity -and costs and
other factors relating to foreign trade are beyond our control and could adversely impact our operating results.
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Transportation industry challenges and rising fuel costs may negatively impact our operating results.

Our products are delivered to our distribution center from vendors and from our distribution center to our stores by various means of
transportation. Our ability to furnish our stores with inventory in a timely manner could be adversely affected by labor or equipment shortages
in the transportation industry as well as long-term interruptions of service in the national and international transportation infrastructure. In
addition, labor shortages could lead to higher transportation costs. With our reliance on the trucking industry to deliver products to our
distribution center and our stores, our operating results could be adversely affected if we are unable to secure adequate trucking resources to
fulfill our delivery schedules to the stores. Increases in fuel prices may result in increases in our. transportation costs for distribution to our
stores, as well as our vendors’ transportation costs, which could affect our operating results. -

Delays or interruptions in the flow of merchandise through our distribution center could adversely impact our operating results.

Over 85% of our store shipments pass through our distribution center. The remainder of merchandise is drop-shipped by our vendors directly to
our store locations. Damage or interruption to the distribution center from factors such as fire, power loss, storm damage or unanticipated
supplier shipment delays could cause a disruption in our operations, The occurrence of unanticipated problems at our distribution center would
likely result in increased operating expenses and reduced sales that would negatively impact our operating results.

Changes in the labor market and in federal, state, or local regulations could have a negative impact on our business.

Our products are delivered to our customers at our retail stores by quality associates, many of whom are in entry level or part-time positions.
Attracting and retaining a large number of dependable and knowledgeable associates is vital to our success. External factors, such as
unemployment levels, prevailing wage rates, minimum wage legislation, workers compensation costs and changing demographics, affect our
ability to manage employee turnover and meet labor needs while controlling our costs. Our operations and financial performance could be
negatively impacted by changes that adversely affect our ability to attract and retain quality associates. '

Taxing authorities could disagree with our tax treatment of certain deductions or transactions, resulting in unexpected tax assessments.

The possibility exists that the Internal Revenue Service or other taxing authorities could audit ouf current or previously filed tax returns and
dispute our treatment of tax deductions or apportionment formulas, resulting in unexpected assessments. Depending on the timing and amount
of such assessments, they could have a material adverse effect on our results of operations, financial condition and liquidity.

Our current cash resources might not be sufficient to meet our expected near-term cash needs.

If we do not generate positive cash flow from operations, we would need to develop and implement alternative strategies. These alternative
strategies could include seeking improvements in working capital management, reducing or delaying capital expenditures, restructuring or
refinancing our indebtedness, seeking additional debt or financing, and selling assets. There can be no assurance that any of these strategies
could be implemented on satisfactory terms, on a timely basis, or at all. - '

Our ability to attract and retain skilled people important to our operations.

Our success depends in part on our ability to retain key executives and to attract and retain additional qualified personnel who have experience
in retail matters and in operating a company of our size and complexity. The unexpected loss of one or more of our key personnel could have a
material adverse effect on our business because of their skills, knowledge of our markets and products, years of industry experience and the
difficulty of promptly - ‘ ’



finding qualified replacements. We offer financial packages that are competitive within the industry to effectively compete in this area.

A disruption in the performance of our information systems could occur.

We depend on our management information systems for many aspects of our business, including effective transaction processing, inventory
management, purchasing, selling and shipping goods on a timely basis, and maintaining cost-efficient operations. The failure of our ’
information systems to perform as designed could disrupt our business and cause information to be lost or delayed, which could have a
negative impact on our business. Computer viruses, computer “hackers,” or other system failures could lead to operational problems with our
information systems. Our operations and financial performance could also be negatively impacted by costs and potential problems related to the
implementation of new or upgraded systems, or if we were unable to provide maintenance and support for our existing systems. i

A failure to adequately maintain the security of confidential information could have an adverse effect on our business.

We have become more dependent upon automated information technology processes, including use of the internet for conducting a portion of
our business. Information may be compromised through various means, including penetration of our network security and misappropriation of
confidential information. Failure to maintain the security of confidential information could result in deterioration in our employees’ and ;
customers’ confidence in us, and any breach in the security and integrity of other business information could put us at a competitive
disadvantage, resulting in a material adverse impact on our financial condition and results of operations.

Litigation developments and failure to comply with various laws and regulations could adversely affect our business operations and financial '
performance. ' .

We are involved in various litigation matters that arise in the ordinary course of our business, including liability claims. Litigation could

adversely affect our business operations and financial performance. Also, failure to comply with the various laws and regulations may result in '
damage to our reputation, civil and criminal liability, fines and penalties, increased cost of regulatory compliance, and restatements of financial
statements. :

We may not be able to maintain or negotiate favorable lease terms.

We lease substantially all of our store locations. The majority of our store leases contain provisions for base rent and a small number of store
leases contain provisions for base rent plus percentage rent based on sales in excess of an agreed upon minimum annual sales level. If we are
unable to renew, renegotiate or replace our store leases or enter into leases for new stores on favorable terms, our growth and profitability could
be harmed.

Other matters. .

The foregoing list of risk factors is not all inclusive. Other factors that are not known to us at this time and unanticipated events could édversely
affect our business.

Item 1B. UNRESOLVED STAFF COMMENTS

None.
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Item 2. PROPERTIES

As of January 31, 2009, the Company operated 263 stores in 37 states. (See Note 5 to the accompanying Consolidated Financial Statements for
a discussion of dispositions) The number of store locations in each state is shown in the following table:

State

South Dakota

Wisconsin

Year-end Stores

M Prior to 2005, stores that were relocated within the same market were treated as both an opening and a closing.
'The Company’s 263 retail stores average 14,336 square feet and are located principally in strip shopping centers.

With the exception of one owned location, the Company’s retail stores are leased. The original lease terms generally are 10 years in length and
most leases contain one or more renewal options, usually of five years in length. During fiscal 2009, 26 store leases are scheduled to expire.
We currently have negotiated or are in the process of negotiating renewals on certain leases.

The Company owns and operates a 650,000 square foot warehouse and distribution facility, a 28,000 square foot fixture manufacturing facility,
and an 80,000 square foot corporate headquarters facility in Baldwyn, Mississippi. These facilities, which are located on 64 acres of land, are
owned by the Company and serve as collateral under the Company’s credit facility.

Reference is made to the information contained in Note 9 to the accompanying Consolidated Financial Statements for information concerning

our long-term obligations under leases.
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Item 3. LEGAL PROCEEDINGS

On March 21, 2007, the Company and its affiliated debtors filed voluntary petitions for reorganization under Chapter 11 of the United States
Bankruptcy Code, in the United States Bankruptcy Court for the District of Delaware. The reorganization case is being administered under the
caption “In re Hancock Fabrics, Inc., et al., Case No. 07-10353 (BLS).” On June 10, 2008, the Company filed its joint plan of reorganization
(Docket No. 2746) (as modified and including all documents ancillary thereto, the “Plan”) and, thereafter, its related Court-approved notice of
plan confirmation hearing. On July 22, 2008, the Court entered an order confirming the Plan (Docket No. 2996). On August 1, 2008, the Plan
became effective, and the Company emerged from bankruptcy protection.

The Company is a party to several legal proceedings and claims. Although the outcome of such proceedings and claims cannot be determined
with certainty, we are of the opinion that it is unlikely that these proceedings and claims will have a material effect on the financial condition or
operating results of the Company.

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

No matters were submitted to a vote of security holders during the fourth quarter of the fiscal year ended January 31, 2009, through the
solicitation of proxies or otherwise.
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PARTII

Item 5. MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED STOCKHOLDER MATTERS AND ISSUER
’ PURCHASES OF EQUITY SECURITIES

Our common stock is quoted on the Overﬁthe-Counter (OTC) bulletm board quotation service under the symbel HKFI PK. Our stock is traded
through broker-to-broker transactions on what is commonly referred to as “Pink Sheets.” The following table sets forth the high and low.
closing pnces of our common stock for the year and during each quarter in 2007 and 2008, together with dividends. :

Cash
Dividend

Year Ended
February 2, 2008 : $3.88 $0.61 $—

G

’ ////Z/}/%//W

Third Quarter —

_ Pourth Quarter

Year Ended - : :
January 31, 2009 $1.85 $0.35 $—

As of January 31, 2009, there were 3,785 record holders of Hancock’s common stock.

The Company did not pay any cash dividends during 2008 or 2007. We have indefinitely suspended cash dividends in order to support our
operational needs. Future dividends will be determined by our Board of Directors, in its sole discretion, based on a number of factors including,
but not limited to, our results of operations, cash flows, capital requirements, and debt covenants.

See Part III, Item 12 for a description of our securities authorized for issuance under equity compensation plans. ‘
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Issuer Purchases of Equity Securities

This table provides information with respect to purchases by the Company of shares of its Common Stock during the year ended January 31,
2009:

Issuer Purchases of Equity Securities

FRE ) . ) Total Number of Maximum
Shares. Purchased as Number of Shares That
Total number of Average Price Part of Publicly May Yet Be Purchased
Shares Purchased (1) Paid Per Share = Announced Plans @ Under the Plans @

@ The number of shares purchased during the year includes 51,965 shares deemed surrendered to the Company to satisfy tax w1thh01d1ng
obhgatlons arising from the lapse of restrictions on shares.

@ In June of 2000, the Board of Directors authorized the repurchase of up to 2,000,000 shares of the Company’s Common Stock from time
to time when warranted by market conditions. There have been 1,756,437 shares purchased under this authorization through January 31,
2009. The shares discussed in footnote (1) are excluded from this column. The Company did not repurchase any shares during the fiscal
year ended January 31, 2009, other than insignificant odd-lot accounts.
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Item 6. SELECTED FINANCIAL DATA

Set forth below is selected financial information of the Company for each fiscal year in the 5-year period ended January 31, 2009. The
Company has adjusted the previously reported 2007, 2006, 2005 and 2004 Consolidated Balance Sheets, Consolidated Statements of Income,
Consolidated Statements of Shareholders’ Equity and Consolidated Statements of Cash Flows, in this Annual Report on Form 10-K to reflect
the change in accounting principle as described in Note 3 — “Retrospective Application of a Change in Accounting Principle” to the Company’s
consolidated financial statements contained in Item 8 of this Form 10-K.The selected financial data should be read in conjunction with the
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” and the Consolidated Financial Statements of the
Company and notes thereto which appear elsewhere in this Form 10-K.

(dollars in thousands except per share data and other data) 2008 2007 2006® 2005

Earnings (loss) from continuing operations before
income taxes
i

Asa M& . i i i i

As a percentage of average shareholders equity (22.3)% “42.3)% “E04Y% (12.9)% © 0.5%
Total assets ' $ 164,674 $ 185,084 $ 253918 $ 280,916 $ 291,699
Capital expenditures ,

Long-term indebtedness
Common shareholders’ equil
Current ratio

Per Share Data
Basic earmngs (loss) per share
Diluted earnings (loss) per sl
Cash dividends per share
Shareholders’ equity per shar

Other Data: )
Number of states
Number of stores ‘
Number of shareholders
Number of shares outstanding,
Comparable sales change @ \ - % . % 6 .
Total selling square footage 3, 232 194 3, 297 508 4 837 091 5,278,179 5,253,424

(1) Fiscal year 2006 contained 53 weeks while all other years presented contained 52 weeks.

(2) The comparable sales increase for 2008 included a 0.4% benefit from 5 store closing events. The comparable sales increase for 2007
included a 12.7% benefit from 134 store liquidations in connection with store closing events and 2006 included a benefit of 2.7% from 42
stores liquidated.
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Item 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion of our results of operations, financial condition and liquidity, and other matters should be read in conjunction with
our consolidated financial statements and notes related thereto included in Item 8, “Financial Statements and Supplementary Data” in this Form
10-K. These statements have been prepared in conformity with accounting principles generally accepted in the United States and require our
management to make estimates and assumptions that affect amounts reported and disclosed in the financial statements and related notes. Actual
results could differ from these estimates.

Overview

Hancock Fabrics, Inc. is a specialty retailer committed to serving creative enthusiasts with a complete selection of fashion and home decorating
textiles, sewing accessories, needlecraft supplies and sewing machines. We are one of the largest fabric retailers in the United States, operating
263 stores in 37 states as of January 31, 2009. Our stores present a broad selection of fabrics and notions used in apparel sewing, home
decorating and quilting projects. The stores average 14,336 total square feet, of which 12,290 are on the sales floor. During 2008, the average
annual sales per store were $1.0 m11110n

Fiscal 2008 and 2007 had 52 weeks versus 53 weeks in fiscal 2006. Net sales numbers for fiscal 2006 include this additional week however,
comparable sales calculations exclude the 53 week.

Significant financial items during f1scal 2008 include:

. Net sales for fiscal 2008 were $276.4 million compared with $276.3 million in fiscal 2007, and comparable sales increased 2.1%
compared with a 0.5% increase in the previous year.

. Our online sales for 2008, which are included in the comparable sales above, increased 22.8% to $4.2 million.
. Operating income increased by $7.1 million from a $4.0 million loss in 2007 to a $3.1 million profit in 2008.

. The net loss narrowed to $12.4 million, or $0.65 per share, in 2008 from $33.3 million, or $1.76 per share in 2007. This $12.4 million
loss for the year included $8.2 million of reorganization expenses and $2.2 million of interest expense related to bankruptcy claims.

J Inventories were reduced by over $10.1 million with the majority of this reduction occurnng in continuing stores.

. Cash totaling $24.4 million was generated from operations before reorganization activities including a $8.1 million federal tax refund
from previous operating loss carrybacks. /

. During 2008, we entered into a $100.0 million asset based credit facility with General Electric Capital Corporation. In addition, we
issued $20.0 million of subordinated debt and warrants to purchase 9,500,000 shares of common stock.
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We use a number of key performance measures to evaluate our financial performance, including the following::

Year Ended
2007 _ 2006

2008

Gross margin percentage 43.3% 42.6% 40.4%

Number of stores
Open at end of period® ' _ ’ ' v 263 269 403
. Comparable stores

Sales growth

Comparable retail outlets @ - 21% 0.5% 4.6)%
tage at year end (in thou s

Net sales per total square footage ‘ ‘ ‘ $ 74 $ 72 $ 74

(@ Open store count does not include the internet store.

@ A new store is included in the comparable sales computation immediately upon reaching its one-year anniversary. In those rare instances
where stores are either expanded or-down-sized, the store is not treated as a new store and, therefore, remains in the computation of
comparable sales. The comparable sales increase for 2008 excluded a 0.4% benefit from liquidation sales; 2007 excluded a 12.7% benefit
from 134 store liquidations in connection with store closing events and 2006 excluded a benefit of 2.7%. from 42 stores liquidated.

Results of Operations

The following table sets forth, for the periods indicated, selected statement of operations data expressed as a percentage of sales. This table
should be read in conjunction with the following discussion and with our Consolidated Financial Statements, including the related notes.

Fiscal Year
. 2008 2007 ‘ 2006
Cost of goods sold
Gross profit .~ =

Selling, general and administrative expense
Depreciation and amortizati
Operating income (loss)

Reorganization expense, net
Interest expense, net
Loss from continuing operatio
Income (taxes) benefit
Loss from discontinued operatio
Net loss
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Net Sales

- : Year Ended ~
January 31, February 2, February 3,
: ) 2008 2007
$262,449 2

(in thousands)
Current st
53rd week
Closed stor
E-Commerce

10412
3,386

| $776247

2007 and 2006. Comparable sales of these 262 stores were an increase of 1.8% in ﬁscal 2008 and an mcrease of 1.2% in f1sca1 2007. These
increases were driven by a 1 4% and 1 4% increase in average ucket and a 0 7% increase and a0. 3% decrease in transactions in fiscal 2008 and
2007, respectively. '

All three years presented 1nclude stores. which were closed dunng the year but did not quahfy for d15cont1nued operations. There were 7,10,
and 18 stores closed in 2008, 2007 and 2006, respectlvely, which d1d not qualify as discontinued operations.

The Company launched anew e- commerce platform in August 2008 whlch has prov1ded a con&derable increase 1n our e-commerce busmess _
Sales in fiscal 2008 were up 22. 8%.

Our merchandise mix has remained relatively constant over the last three years, as reflected in the table below:

" Year Ended

January 31, February 2, February 3,
- 200 2008 2007,
Apparel L e 290
Home De 24% 24%
Quilting/ 23% 239 ¢
24%

Notlons and Accessorles S

We anticipate a downward shift in home decorating as economic difficulties continue to limit the amount of discretionary income available to
purchase higher ticket fabrics required for decorating: This révenue mix is expected to shift to apparel fabrics and notions and accessories.

Gross Margin

Costs of goods sold include:
. the cost of merchandise
. inventory rebates and allowances including term discounts
J inventory shrinkage and valuation adjustments

. freight charges
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. costs associated with our sourcing operations, including payroll and related benefits
. costs associated with receiving, processing, and warehousing merchandise
The classification of these expenses varies across the retail industry.

Specific components of cost of goods sold over the previous three years are as follows:

(in thousands) . : 2008 % of Sales 2007 % of Sales 2006 % of Sales i

Merchandise cost $134,156 48.5% $138,375 50.1% $146,762 50.7%

Sourcing and warehousing 13,347 4.8% 10,567 3.8% 16,308 : 5.6%

We have seen reductions of 160 and 60 basis points in the direct cost of merchandise during 2008 and 2007,krespectively. This is a result of
increasing the amount of product sourced from overseas while continually expanding our vendor network domestically.

Freight expense has remained relatively constant despite the increase in fuel costs during the summer months of 2008. The efficiencies gained
within our shipping process are expected to continue to offset any increase in fuel costs going forward and could possibly reduce freight costs if
fuel pricing stabilizes.

Sourcing and warehousing costs for the Company vary based on both the levels of inventory received during any period and the inventory
balance at period end. These costs declined significantly in 2007 compared to 2006 due to the significant reduction in receipts in 2007 as the
Company completed the closure of 134 stores and experienced supply chain interruptions due to the bankruptcy proceedings. In 2008, we
returned to a more normalized level.

In total, our operational initiatives have resulted in an increase in gross margin of 70 basis points over 2007 and 290 basis points over 2006
levels. ’

Sales, General & Administrative Expenses
Sales, general & administrative expenses include:
. payroll and related benefits (for our store operations, field management, éhd corporate funéﬁohs)
. advertising |
. general and administrative expenses
. occupancy including rent, common area maintenance, taxes and insurance for our retail locations

. operating costs of our headquarter facilities

19



. other expense (income)

Specific components of sales, general & administrative expenses over the past three years include:

(1n thousands) . ) ] I 2008 i 7% pf Sales . 2007 % of’Sales o ‘2006 % of Sales

Total SG&A $112,106 : 40.6% $117,815 42.6% $141,339 48.8%

Retail Store Labor Costs — The Company continued to achieve greater savings in store labor costs during 2008. These savings were driven by
the conversion of the majority of our store associates to part-time with limited benefits. These benefits savings exceeded $1 million.

These costs for 2006 include approximately $3.5 million of additional labor which was required as part of the reinventory process associated
with the 2005 financial statement audit. These additional costs were eliminated in 2007 along with many of the less efficient stores that were
closed during the first quarter of 2007. Further reductions are anticipated in store labor in the next year as we implement additional corporate
oversight as well as leveraging our technology investment in store infrastructure.

\Advertising — Our advertising program shifted in 2008 to predominately direct mail and newspaper inserts. Prior to 2008, a significant amount
was spent on newspaper print advertising and television. We expect the 2008 levels of advertising costs to be a normalized amount going
forward for the retail store locations with an incremental increase to support our e-commerce business.

Store Occupancy — These costs are driven by the long term leases we enter into with the ownership and management of our retail locations.
We experienced some decline in 2007 due to the elimination of our underperforming stores in the first quarter. Many of these closed stores
were locations with higher levels of occupancy costs as a percentage of sales. The marginal increase in 2008 was a result of the exercising of
renewals of leases already in place. We are optimistic that these costs will not substantially increase going forward as we work with our real
estate partners in restructuring rents as a result of the economic environment in which we are operating.

Retail SG&A — Self-insured insurance claims declined significantly in 2008 compared to 2007 as the claims lag for claims related to the larger
store base in place in early 2007, expired. These savings constituted the majority of the savings in 2008,

The reductions achieved in 2007 in relation to 2006 consisted of $2.3 million of reduced third patty store inventory costs (2006 amounts
included the reinventory requlred for the 2005 ﬁnancml statement audit) and $2.6 million of expense reductions as a result of an emphasis on
expense controls.

These amounts for 2009 are expected to increase by 50 to 100 basis points as we continue to improve the customer experience in our stores.

Corporate SG&A — Our 2008 corporate costs were reduced by a retirement plan curtailment gain of $6.2 million. This gain was partially
offset by $0.4 million of additional impairment expense, $0.8 million of added administrative costs, and a $1.5 million reduction of gains from
disposal of assets over 2007. The significant reduction in.2007 from the previous period was driven by a $1.3 million reduction in payroll and
$3.4 million reduction in administrative costs provided by the restructuring and downsizing that occurred as a result of the
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bankruptcy. These expense reductions were combined with $2.5 million of profits from the disposal of assets and $3.3 million of savings in
professional fees due to the conclusion of the 2005 financial audit and reinventory.

We do not anticipate a significant curtailment gain during fiscal 2009 and as a result, these costs should be in line with 2008 amounts éxchiding
the curtailment. .

Reorganization Expenses, Net

(in thousands) 2008 % of Sales 2007 % of Sales 2006 % of Sales
Reorganziation expense, net ) $8,207 3.0% $14,939 5.4% $— 0.0%

Reorganization expenses are comprised of the cost of professional fees associated with our bankruptcy proceedings. These costs were
significant during the initial period of filing for bankruptcy protection during fiscal 2007 and during the time of emergence during 2008. There
are limited bankruptcy issues remaining and these costs are not expected to be significant going forward as compared to prior years.

Interest Expense, Net

(in thousands). - 2008 % of Sales 2007 % of Sales 2006 "% of Sales
Interest expense, net ‘ . $7,038 25% $5,320 : 1.9% $5,080 1.8%

The Company’s interest costs are driven by borrowings on our credit facilities. Our current credit facilities consist of both an asset based
facility and a subordinated debt facility. Interest expense for fiscal 2008 includes $2.2 million of interest costs. associated with the payment of
bankruptcy claims-and $1.2 million of bond discount amortization costs. Excluding this non-recurring item and non-cash:item, interest expense
for the period was $3.6 million, or 1.3% of sales. This significant reduction is caused by the receipt of an $8.1 miilion tax refund which was
utilized to reduce the debt outstanding and the current interest rate environment being at historical lows. The 2007 mterest costs were up due to
the costs associated w1th debtor in possession financing incurred in the initial bankruptcy proceedings.

Income Taxes

(in thousands) 2008 % of Sales 2007 % of Sales " 2006 % of Sales
Income (taxes) benefit '. $— 0.0% $(1,000) 0.4)% .. $3.854 . 1.3% -

No income tax expense or benefit was recognized during 2008 due to the Company’s substantial losses available to offset any taxablé income
and the recent loss incurred in 2008. Income tax expense was $1.0 million in 2007 compared to a benefit of $3.9 miltion in 2006. The expense
recognized in 2007 reflects the balance of a settlement agreed to in principle with the state of Mississippi, while 2006 includes a benefit:from

the elimination of a valuation allowance related to the deferred tax asset for stock compensation and an increase in the income tax receivables
related to certain state tax matters.

Loss from Discontinued Operations. .

(m thousands) k 2008 % of Sales 2007 % of Sales 2006 % of Sales
Loss from discountinued operatlons - $(186) 0.1)% $(7,991) 2.9Y% $(14,802) 4.9%

Loss from discontinued operations relates to the 26 stores closed in 2006 and 124 stores closed in 2007 which qualified as discontinued
operations. All of these store closures were part of a reorganization plan implemented prior to seeking bankruptcy protection.
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Liquidity and Capitai Résources

Hancock’s primary capital requirements are for the financing of inventories and, to a lesser extent, for capital expenditures relating to store
locations and its distribution facility. Funds for such purposes, prior to the Bankruptcy filing date, have historically been generated from
Hancock’s operations, short-term trade credit in the form of extended payment terms for inventory purchases extended by suppliers, and-
borrowings from commercial lenders.

We anticipate that we will be able to satlsfy our working capital requirements, planned capltal expendltures and debt service requ1rements with
available cash, proceeds from cash flows from operations, short-term trade credit, borrowings under our revolving credit facility and Other ‘
sources of financing. We expect to generate adequate cash flow from operating activities to sustain current levels of operations. '

We consolidate our daily cash receipts into a centralized account. Per our line of credit agreement (“Revolver”), all collected and avallable
funds, on a daily basis are applied to the outstandlng loan balance. We then determine our daily cash requirements and request those funds from
the Revolver availability. :

Hancock’s cash flow related information as of and for the past three fiscal years follows (dollars in thousands):

2008 ) 2007 - 2006

37

8, 623) (37,655)

Operating Activities

In fiscal 2008, net cash inflows provided by operating activities before reorganization activities decreased by $27.6 million compared to fiscal
2007. This decrease was primarily the result of the significant liquidations‘in 2007 which generated $54.0 million of cash from inventory
reductions as compared to $9.6 niiltion in 2008. Excluding the impact of inventory reductions, net cash provided by operating activities before
reorgamzatlon activities mcreased by $16 8 m11110n pnmanly due to a reduced net loss 1ncreased vendor payable support and a significant
income tax refund. o

The 8.9% decrease in our ending inventory balance from year-end 2007 to 2008 was primarily driven by a 6.8% reduction in the average
inventory per store. The remaining decrease was a result of the net change in store count that occurred. The cash inflows provided from
inventories in both 2007 and 2006 were proceeds from the store liquidations that occurred in those 'years. We anticipate additional inventory
reductions going forward as we heighten our focus on supply chain management.

Accounts payable at year-end 2008 increased $2.5 million from year-end 2007. Accounts payable asa percent of inventory was 20.6% at yéar-
end 2008, compared to 17.0% at year-end 2007, reflecting the return to pre-bankruptcy terms reestablished at the time of our exit from
bankruptcy.

An income tax refund in the amount of $8.1 m11110n was received in 2008 in addition to the $2.0 rmlhon received in 2007. We do not currently
anticipate any additional tax refunds. : :
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The Company also recognized a curtailment gain of $6.2 million in 2008 and $2.2 million in 2007. The gain realized in ’2008 was driven
primarily by amendments to our post retirement plans while the 2007 gain was a result of the reduction in force carned out during the
bankruptcy process :

Investmg Activities
Cash used for investing activities consists primarily of purchases and sales of property and equipment.

Capltal expendltures during 2008 consisted mostly of store remodels and relocations. These activities totaled approximately $7.0 million for
the year. The remaining amounts were utilized for additional information technology enhancements and general replacements in our
distribution center and corporate office.

Capital expenditures during 2007 included expenditures for the development and openingvof six new prototype stores and system upgrades.
These expenditures were substantially offset by sales of real property and fixtures from store closures.

In 2006, capital expenditures were at significantly lower amounts due to capital expenditures being made more on an “as-needed” basis. These
expenditures were partially offset by sales of surplus property. :

Management expects 2009 capital expenditures to range from $5 miltion to $10 million. This capital spending will be directed at initiatives
which support the Company’s current strategy.

Financing Activities

Cash used in financing activities for 2008 included net borrowings of $29.0 million which was utilized along with cash provided by operations
to pay $37.5 million of pre-petition liabilities and exit financing loan costs. Previous year activity consisted of a reduction in net borrowing of
$36.0 million which was provided mainly by inventory liquidations.

General

Hancock has indefinitely suspended its cash dividend in order to support the Company’s operational needs..Future dividends will be
determined by our Board of Directors, in its sole discretion, based on a number of factors including, but not limited to, our results of operations,
cash flows, capital requirements, and debt covenants: In addition, a decision has been made to discontinue treasury stock repurchases for the . -
foreseeable future, except for insignificant purchases from odd-lot shareholders and minor amounts surrendered by employees to satisfy tax
withholding obligations arising from the lapse of restrictions on shares of stock. :

Over the long term, Hancock’s liquidity will ultimately depend on centinuing a positive trend in cash flow from operating activities through
comparable sales increases, improved gross margin, and control of expenses. : :

Credit Facilities

The following should be read in conjunction with Note 8 to the accompanying Consolidated Financial Statements — Long Term Debt
. Obligations.

We have a $100.0 million five-year, secured revolving credit facility scheduled to expire in July 2013 (the “Revolver”). The level of
borrowings available is subject to a borrowing base computation, as defined in the Loan Agreement, which includes credit card receivables,
inventory, and real property. At the Company’s option, all loans under the Revolver bear interest at either (a) a floating interest rate plus the
applicable margins or (b) absent a default, a fixed interest rate for periods of one, two or three months equal to the reserve adjusted London
Interbank Offered Rate, or LIBOR, plus the applicable margins.
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The Revolver is collateralized by a fully perfected first priority security interest in all of the existing and after acquired real and personal,
tangible and intangible assets of the Company and precludes incurring significant additional debt obligations. '

As of January 31, 2009, the Company had outstanding borrowings under the Revolver of $32.6 million and outstanding letters of éredit of
$6.5 million. Additional amounts available to borrow at that time were $35.0 million. :

In addition to the Revolver, the Company issued $20.0 million of Floating Rate Secured Notes (the “Notes”) on August 1, 2008. Interest on the
Notes is payable quarterly at LIBOR plus 4.50%. Interest for the first four quarters may be paid by the issuance of additional notes and the
Company anticipates utilizing this option for all four quarters in order to conserve liquidity. If additional notes aré issued in lieu of interest, the
interest for the period will be equal to LIBOR plus 5.50%. The Notes mature 5 years from the date of issuance (August 1, 2013), are
subordinated to the Revolver, and are secured by a junior lien on all of the Company’s assets. Purchasers of the Notes received a detachable -
warrant to purchase a total of 9.5 million shares of common stock. The warrants were valued at $11.7 million at the time of issuance and were
recorded as a discount on notes payable under “Long term debt obligations.” As of January 31, 2009, the Note balance was $20.9 million and
the warrant discount on Notes Payable was $10.5 million. ' ‘

Since the Effective Date through January 31, 2007, the Company’s gross debt plus liabilities subject to compromise decreased by
approximately $25.8 million. SR ERTEERE R TR ‘

Off-Balance Sheet Arrangements

Hancock has no off-balance sheet financing arrangements. Hancock leasés its retail fabric store locations mainly under non-cancelable
operating leases. Four of the Company’s store leases qualified for capital lease treatment. Future payments under operating leases are
appropriately excluded from the Company’s balance sheet. Capital lease obligations are, however, reflected on the Company’s balance sheet.

Contractual Obligations and Commercial Commitments

The following table summarizes our future cash outflows resulting from contractual obligatiohs and commitments as of January 31, 2009. Note
references refer to the applicable footnotes to the accompanying Consolidated Financial Statements contained in Item 8 of this report:

Contractual Obligations (in thb.usan_ds)

B “Less - - : More
Note - o :.than 1 . 1.3 e 4-5 = than 5
Reference‘

19,956

17,991

M The calculation of interest on the Revolver and the Notes is dependent on the average borrowings during the year and a variable interest
rate. The interest rates on the Revolver and the Notes were approximately 2.05% and 6.67%, respectively, at January 31, 2009. Interest
payments are excluded from the table because of their subjectivity and the estimation required.

@ Our aggregate minimum lease payments represent operating lease commitments, which generally include non-cancelable leases for
property used in our operations, including sale/leaseback financings. Contingent rent in
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addition to minimum rent, which is typically based on a percentage of sales is not reﬂected in the minimum lease payment totals
Minimum payments are reﬂected net of expected sublease i mcome

©)  Capital lease obhgatlons 1nclude related interest.

Postretirement benefits other than penswns, SERP fundmg obhgatlons, store closmg reserves, asset retlrement obhgatlons antlclpated capital
expenditures, amounts included in other noncurrent liabilities for workers’ compensation and deferred compensation have been excluded from
the contractual obligations table because of the unknown varlables required to deternune spec1ﬁc payment amounts and dates.

The Company has no standby repurchase obhgatlons or guarantees of other entities’ debt

Critical Accountmg Policies and Esttmates

The prepatation of our consolidated financial statements in conformlty with GAAP requires us to make estimates and assumptions in applying
our critical accounting policies that affect the reported amounts of assets and liabilities and thé disclosure of contingent assets and liabilities at
the date of the consolidated financial statements and the reported amount of revenues and éxpenses during the reporting period. Slgmﬁcant
accounting policies employed by Hancock, including the use of estimates and assumptions, are presented in Notes to the accompanying .
Consolidated Financial Statements. We evaluate those estimates and assumptions on an ongoing basis based on historical experience and.on .
various other factors which we believe are reasonable under the circumstances.

Financial statement preparation and presentation is in accordance with AICPA Statement of Position 90-7, Financial Reporting by Entities in
Reorganization under the Bankruptcy Code pursuant to Chapter 11 proceedmgs and the subsequent emergence from bankruptcy on August 1,
2008. P ,

Hancock believes that estimates related to the f(')110wing areas’ ihVOIVe a higher degree of judgm'eﬁt and/or oomplexity:

[T “Oy i
w© R RIS

Inventories. The Company values inventory using the lower of welghted average cost or market method. Market prlce is generally based on
the current selling price of the merchandise. The Company regularly reviews inventories to determine if the carrying value of the inventory

- exceeds market value and the Company récords a reserve to rédiice the carrying value to its market price, as necessary. Historically, the
Company has rarely experienced significant 6ceurrences of obsolescerice or slow. inoving invéntory. However, future changes such as-
customer merchandise preference, unseasonable weather patterns, or business trends could cause the Company’s inventory to be exposed to
obsolescence or slow moving merchandise. As of January 31, 2009, the Company had recorded reserves-totaling $434,000.

Shrink expense is accrued as a percentage of merchandise sales based on historical shrink trends. The Company performs physical
inventories at the stores and distribution center throughout the year. The reserve for shrink represents an estimate for shrink for each of the
Company’s locations since the last physical inventory date through the reporting date. Estifhiates by location and in the aggregate are
impacted by internal and external factors and may vary srgmflcantly from actual results.

As with other retailers, it is not practical to perform phys1ca1 inventory counts for all stores on the last day of a period. Therefore certain
assumptions must be made in order to record cost of sales for the period-of time from each store’s most recent physical count to the end of
the period. For the periods between the date of the last physical count and the end of the applicable reporting period, the Company includes
these assumptions as it records cost of goods sold, including certain estimates for shrinkage of inventory due to theft, miscuts of fabric and
other matters. Thesé estimates are based on previous experience and could fluctuate from period to period and from actual results at the date
of the next physical inventory count.
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The Company capitalizes costs related to the acquisition, distribution and handling of inventory as well as duties and fees related to import
purchases of inventory as a component of inventory each period. In determining the amount of costs to be allocated to inventory each period,
the Company must estimate the amount of costs related:-to the inventory, based on inventory turnover ratios and the ratio of inventory
flowing through the warehouse. Changes in these estlmates from period-to-period could significantly change the reported amounts for
inventory and cost of goods sold.

Property and Equipment. Determining appropriate depreciable lives and reasonable assumptions for use in evaluation of the carrying
value of property and equipment requires judgment and estimates. Changes to those estimates could cause operating results to vary. The
Company utilizes the straight-line depreciation method over a variety of depreciable lives while land is not depreciated. Leasehold costs and
improvemnients are amortized over the lesser of their estimated useful lives or the remaining lease term as discussed in “Operating Leases”
below. Buildings and related improvements are amortized over 5-40 years, leasehold improvements over 5-15 years and fixtures and
equipment over 3-8 years. Generally, no estimated salvage value at the end of the useful life is considered. ,

Valuation of Long-Lived Assets. Hancock reviews the net realizable value of long-lived assets at the individual store level annually or
whenever events or changes in circumstances indicate impairment has occurred. If the undiscounted cash flows are less than the carrying
value, fair values based on the discounted cash flows of the estimated liquidation proceeds are compared to the carrying value to determine
the amount of the impairment loss to be recognized during that period. Due to demographic changes in some markets, which caused a
decline in sales and operating results during 2008, the Company assessed its long-lived assets and determined that certain of them were
impaired. As a result, the Company has recorded approximately $515,000 in non-cash impairment charges. Additional charges may be
necessary in the future due to changes in the estimated future cash flows. Impa:rment charges are 1ncluded in selling, general and
administrative expenses in the accompanying income statement.

Operating Leases. The Company leases stores under various operating leases. The operating leases may include rent holidays, rent
escalation clauses, contingent rent provisions for additional lease payments based on sales volume, and Company options for renewal. The
Company recognizes rent holiday periods and scheduled rent increases on a straight-line basis over the estimated lease term beginning with
the date of possession. Additionally, renewals and option periods reasonably assured of exercise due to economic penalties are included in
the estimated lease term. Liabilities for contingent rent are recorded when the Company determines that it is probable that the specified
levels will be reached during the fiscal year.

Often, the Company receives allowances from landlords. If the landlord is considered the primary beneficiary of the property, the portion of
the allowances attributable to the property owned by the landlord is considered to be a deferred rent liability, whereas the corresponding -
improvements by the Company are classified as prepaid rent in other noncurrent assets.

Revenue Recognition. Sales are recorded at the time customers provide a satisfactory form of payment and take ownership of the
merchandise. The Company allows customers to return merchandise under most circumstances. The reserve for returns was $126,000 at
January 31, 2009, and $128,000 at February 2, 2008, and is included in accrued liabilities in the accompanying consolidated balance sheet.
The reserve is estimated based on the Company’s prior experience of returns made by customers after period end.

Insurance Reserves. Workers’ compensation, general liability and employee medical insurance programs are largely self-insured. It is
Hancock’s policy to record its self-insurance liabilities using estimates of claims incurred but not yet reported or paid, based on historical
trends, severity factors and/or valuations provided by third-party actuaries. Actual results can vary from estimates for many reasons
including, among others, future inflation rates, claim settlement patterns, litigation trends and legal interpretations. .
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Store Closing Reserves. Store closing reserves include estimates of net lease obligations and other store closing costs. Hancock recognizes
store closing reserves at fair value in the period that the operating lease is considered legally terminated and a liability has been incurred in
accordance with the provisions of SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities. In determining fair
value, the Company: considers the contractual obligation of the lease less any estimated amounts of future sublease receipts which are
estimated at the time of closure and revised to reflect actual or revised estimates of the future receipts. Adjustments to store closing reserves
are made, as necessary, in the period that events or circumstances requiring such reserve adjustments occur, which may vary s1gn1ﬂcant1y
from period to period based on actual results.

Asset Retirement Obllgatlons. Obligations created as a result of certain lease requuements that.Hancock remove certain assets and restore
the properties to their original condition are recorded at the inception of the lease. The obligations are based on estimates of the actions to be
taken and the related costs. Adjustments are made when necessary to reflect actual or estimated results, including future lease requirements,
inflation or other changes to determine the estimated future costs. -

Pension and Postretirement Benefit Obligations. The value of assets and liabilities associated with pension and postretirement benefits is
determined on an actuarial basis. These values are affected by the fair value of plan assets, estimates of the expected return on plan assets,
assumed discount rates and estimated future compensation increases. Hancock determines the discount rates primarily based on the rates of
high quality, fixed income investments. Actual changes in the fair value of plan assets, differences between the actual return and the
expected return on plan assets and changes in the discount rate used affect the amount of pension expense recognized. Due to the freezing of
the retirement plan and changes made to the postretirement benefit plan during 2008, the Company recorded curtailment income of

$6.2 million for the year. As a result in the significant decline in the value of plan assets at the end of fiscal year 2008, the net pension
expense for 2009 is expected to increase by an estimated $2.2 million over the prior year.

Assumed health care cost trend rates have a significant effect on the amounts reported for the health care plans. A one- percentage point
change in the assumed health care trend rates would have the following effects (in thousands)

One-Percentage Point One-Percenmge Point

) ‘ ) R Increase Decrease
Effect on total service and interest costs ' $91 $(74)
. Effect on postretirement benefit obligation $97 $(84)

Our pension and postretirement plans are further described in Note 13 to the accompanymg Consolidated Financial Statements.

Goodwill. Goodwill represents the excess of the purchase price over the fair value of the net assets acquired. On at least an annual baS1s or
when events or changes in circumstances indicate impairment may have occurred, a two-step approach is used to test goodwill for
impairment. First, the fair value of Hancock’s reporting units are estimated using the discounted present value of future cash flows approach
and then compared with their carrying values. If the carrying value of a reporting unit exceeds its fair value, a second step is performed to
measure the amount of the impairment loss, if any. In the second step, the implied fair value of the goodwill is estimated as the fair value of
the reporting unit used in the first step less the fair values of all other net tangible and intangible assets of the reporting unit. If the carrying
amount of the goodwill exceeds its implied fair value, an impairment loss is recognized in an amount equal to that excess, not to exceed the
carrying amount of the goodwill. Each of the 38 remaining stores acquired in two separate transactions that resulted in the recognition of
goodwill represents a reporting unit. Due to a decline in operating results of certain stores, the Company performed an evaluation of
goodwill in 2008 which resulted in impairment charges of $187,000. The Company recorded the goodwill impairment charges by estimating
the fair value of the related reporting units using the present value of the related
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estimated cash flows. Additional charges may be required in the future based on changes in the fair value of reporting units and the annual
goodwill impairment evaluation performed in the fourth quarter of each fiscal year and updated when events arise indicating potential
impairment. Prior to the implementation of SFAS 142, Goodwill and Other Intangible Assets in fiscal year 2002, the Company amortized
goodwill. Accordingly, goodwill is presented net of accumulated amortization of $1.0 million: .

Deferred Income Taxes. The Company records deferred tax assets and liabilities for the expected future tax consequences of temporary
differences between the financial statement carrying amounts of existing assets and liabilities and their respective tax basis. The Company
then evaluates the net deferred tax asset, if any, for realization. Unless the Company determines that realization is “more likely than not”, a
valuation allowance against the net deferred tax asset is established through a provision to income tax expense or in some cases other
comprehensive income. Accordingly, the Company may be limited in its ability to recognize future benefits related to operating losses;
however, if the Company creates taxable income in the future, the Company may be able to reverse the valuation allowances resulting in a
decrease in income tax expense or other comprehensive income. : s ;

Deferred taxes are summarized in Note 10 to the accompanying Consolidated Financial Statements.

Stock-based Compensation. Prior to fiscal year 2006, in accordance with APB 25, the Company did not recognize compensation expense
for its outstanding stock options; however, the Company did (and still does) amortize and recognize compensation expense at fair value of
restricted stock awarded. Beginning in fiscal year 2006, the Company adopted Statement of Financial Accounting Standards, No. 123(R)
and began expensing the remaining portion of the fair value for any unvested stock options over the remaining service (vesting) period,
which resulted in $203,000 and $527,000 of additional stock compensation expense during 2008 and 2007, respectively. The amounts of
future stock compensation expense may vary based on the types of awards, vesting periods, estimated fair values of the awards using various
assumptions regarding future dividends, interest rates and volatility of the trading prices of the Company’s stock.

Related Party Transactions

As part of the Company’s issuance of Notes on August 1, 2008, certain members of the Official Committee of Equity Holders of Hancock
Fabrics, Inc. (the “Equity Committee”) who were “related persons” as defined in Item 404 of Regulation S-K, participated in a Backstop
Arrangement (“Backstop”) in which each party agreed to purchase all of the Notes not purchased by other purchasers during the offering. The
Backstop provided for an additional 3,750 warrants to purchase the Company’s common stock to be issued to -each participant. The related
parties purchased approximately $18.0 million of the $20.0 million dollar Note offering. The related parties debt is subordinate to the
Company’s revolving credit facility. See Note 17 in the accompanying Consolidated Financial Statements for details regarding each related
party Equity Committee member’s participation in the Backstop. The Company:has no other balances with any-other related parties, nor has it
had any material transactions with related parties during the fiscal years ended February 2, 2008 and February 3, 2007.

Effects of Inflation

Inflation in labor and occupancy costs could significantly affect Hancock’s operations. Many of Hancock’s employees are paid hourly rates
related to federal and state minimum wage requirements; accordingly, any increases in those requirements will affect Hancock. In addition,
payroll taxes, employee benefits, and other employee costs continue to increase. Health insurance costs, in particular, continue to rise at a high
rate in the United States each year, and highet employer contributions to Hancock’s pgnsi’oﬁ plan could be necessary if investmerit returns are
weak. Costs of leases for new store locations remain stable, but renewal costs of older leases continue to increase. Hancock believes the ‘
practice of maintaining adequate operating margins through a combination of price adjustments and cost controls, careful evaluation of
occupancy needs, and efficient purchasing practices are the most effective tools for coping with increased costs and expenses.
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Seasonality

Hancock’s business is seasonal. Peak sales periods occur during the fall and éarly spring weeks, while the lowest sales periods occur during the
summer. Working capital requirements needed to finance our operations fluctuate during the year and reach their highest levels during the
second and third fiscal quarters as we increase our inventory in preparation for our peak selling season during the fourth quarter.

Recent Accounting Pronouncements

Recent accountiyng pronouncements are discussed in Note 4 — Summary of Accounting Policies in the Notes to the Consolidated Financial
Statements. : :

Item 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK ‘

The Company did not hold derivative financial or commodity instruments at January 31, 2009.

Interest Rate Risk

The Company is exposed to financial market risks, including changes in interest rates. At the Company’s option, all loans under the Revolver
bear interest at either (a) a floating interest rate plus the applicable margins or (b) absent a default, a fixed interest rate for periods of one, two
or three months equal to the reserve adjusted London Interbank Offered Rate, or LIBOR, plus the applicable margins. As of January 31, 2009,
the Company had borrowings outstanding of approximately $32.6 million under the Revolver. If interest rates increased 100 basis points, the
Company’s annual interest expense would increase approximately $326,000, assuming borrowings under the Revolver of $32.6 million as
existed at January 31, 2009.

In addition to the Revolver, the Company issued $20.0 million of Floating Rate Secured Notes (the “Notes™) on August 1, 2008. Interest on the
Notes is payable quarterly at LIBOR plus 4.50%. Interest for the first four quarters may be paid by the issuance of additionat notes at a rate
equal to LIBOR plus 5.50%. The Notes mature 5 years from the date of issuance (August 1, 2013), are subordinated to the Revolver, and are
secured by a junior lien on all of the Company’s assets. Purchasers of the Notes also received a detachable warrant to purchase shares of
common stock. These warrants representing 9.5 million shares were issued in conjunction with the Notes, and are exercisable upon the date of
issuance (August 1, 2008) for $1.12 per share and terminate five years from the anniversary date of issuance (August 1, 2013). The warrants -
were valued at $11.7 million using the Black-Scholes option pricing model and were recorded as a discount on notes payable and will be
amortized to interest expense through the maturity date of the Notes. .

The Company elected to make a quarterly interest payment on the Notes by issuing additional notes which resulted in the capitalizétion of
$0.9 million of interest into the outstanding balance at January 31, 2009. If interest rates increased 100 basis points, the Company’s annual
interest expense would increase $209,000, assuming borrowings under the Notes of $20.9 million as existed at J anuary 31, 2009.

Foreign Currency Risk

Ali of the Company’s business is transacted in U.S. dollars and, accordingly, devaluation of the dollar against other currencies has increased
product costs altheugh this did not significantly impact 2008 results. As of January 31, 2009, the Company had no financial instruments
outstanding that were sensitive to changes in foreign currency rates.
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Item 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

INDEX TO CONSOLIDATED FINANCIAL STATEMENTS
- HANCOCK FABRICS, INC. - -

Consolidated Balance Sheets as of January 31, 2009 and February 2, 2008

Consolidated Statements of Operations for each of the three yeafs in the period ended January 31, 2009

Consolidated Statements of Shareholderé; Equity for éach of thé thi'ee veafs in the peﬁbd ende& J énuarvr 31, 2009

Consolidated Statements of Cash Flows for each of the three years in the period ended January 31, 2009

Notes to Consolidated Financial Statements
Report of Independent Registered Public Accounting Firm
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Hancock Fabrics, Inc.
Consolidated Balance Sheets

January 31, 2009 and February 2, 2008
t for sh: d

fa

Total assets T ' T $ 164,674 $ 185,084

Common stock, $.01 par value; 80,000,000 shares authorized; 33,084,570 and 32,601,483 issued and
19,716,303 and 19,285,235 outstanding, respectively

Total liabilities and sharéholders’ equity : $ 164,674 $ 185,084

See accompanying notes to consolidated financial statements.
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Hancock Fabrics, Inc.
Consolidated Statements of Operations

Years Ended January 31, 2009, February 2, 2008, and February 3, 2007 -
i r share amounts 2008 2007 2006

158,667 172,518

etloss T | ' $ (0.65) $ (1.76) $ (231

See accompanying notes fo consolidated financial statements.
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Hancock Fabrics, Inc. ’ ‘ T R
Consolidated Statements of Shareholders’ Equity st

Years Ended January 31, 2009, February 2, 2008, and February 3, 2007
(in thousands, except number of shares)

Additional Accumulated Other ) " Total
Common Stock . . Paid-in Retained Comprehensive . Treasury Stock . Deferred . .~ Shareholders’
Capital i Income (Loss) Shares Amount Compensation Equity

Benefit plans (including the
implementation of SFAS *

158 of $10,649), net of taxes
of $0

y

=

Tax benefit of stoc

(173)

FAS 158 measurement date
adjustment

Jenetit plans, net of taxcs of §6
Total hensive |

Cancellation of restricted stock
Stock compensation expense
Warrants issued with notes
Wamants exercised .| :
Issuance of shares for Directors’
FO0S e
Amertization of Directors’ fees
Purchases of treasury stock

See accompanying notes to consolidated financial statements.
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Hancock Fabrics, Inc.
Consolidated Statements of Cash Flows

Years Ended January 31, 2009, February 2, 2008, and February 3, 2007

Cash
Net loss

T

See accompanying notes to consolidated financial statements.



Notes to Consolidated Financial Statements
Note 1 — Description of Business

Hancock Fabrics, Inc. (“Hancock” or the “Company”) is a specialty retailer committed to serving creative enthusiasts with a complete selection
of fashion and home decorating textiles, sewing accessories, needlecraft supplies and sewing machines. As of January 31, 2009, Hancock
operated 263 stores in 37 states and an internet store under the domain name hancockfabrics.com. Hancock conducts business in one operating
business segment. ' ~

Note 2 — Proceedings under Chapter 11 and Related Financings

On March 21, 2007, the Company filed a voluntary petition for reorganization under Chapter 11 of the United States Bankruptcy Code (the
“Bankruptcy Code™), in the United States Bankruptcy Court for the District of Delaware (the “Court”) (Case No. 07-10353). The
reorganization case is being administered under the caption, “In re Hancock Fabrics, Inc., Case No. 07-10353.”

On June 10, 2008, the Company filed its joint plan of reorganization (Docket No. 2746) (as modified and including all documents ancillary
thereto, the “Plan”) and, thereafter, its related Court-approved notice of plan confirmation hearing. On July 22, 2008, the Court entered an order
confirming the Plan of Reorganization (Docket No. 2996). On August 1, 2008 (the “Effective Date”), the Plan became effective and the
Company emerged from bankruptcy protection. «

Treatment of Claims and Interest

The Plan provides for payment in full in cash plus interest, as applicable, or reinstatement of equity interest in the Company. Therefore, there
were no impaired classes of creditors or stockholders. o

Exit Financing

On the Effective Date, the Company closed a $100.0 million senior revolving line of credit facility, as well as issued $20.0 million of floating
rate secured notes and warrants to purchase 9,500,000 shares of the common stock of the Company (See Note 8). » :

Claims Resolution and Plan Distributions

The Company resolved a majority of the claims against it prior to the Effective Date through settlement or by Court order. The claims
resolution process continues for the few remaining unresolved claims and will continue until all claims are resolved. ‘

Accounting Impact

AICPA Statement of Position 90-7, “Financial Reporting by Entities in Reorganization under the Bankruptcy Code” (“SOP 90-7”) provides
financial reporting guidance for entities that are reorganizing under the Bankruptcy Code. This guidance was implemented in the
accompanying consolidated financial statements. Under this guidance, the Company was not required to adopt the “fresh-start reporting”
provisions of SOP 90-7 upon emergence from bankruptcy. Per SOP 90-7, estimated claims are presented as “Liabilities Subject to
Compromise” due to the uncertainty of the eventual settlement amount. Due to the Plan becoming effective and the claims reconciliation
process being substantially complete, there is little uncertainty as to the total amount to be distributed under the Plan. As such, prepetition
liabilities after the Effective Date are no longer presented as subject to compromise. The unpaid amounts are now classified as other pre-
petition obligations.
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Subsequent Distribution

During the fifty-two weeks ended January 31, 2009, the Company made cash distributions to creditors for allowed claim amounts totaling
approximately $36.3 million, which was funded from the revolving line of credit (See Note 8). There are approximately $2.8 million of pre-
petition obligations as of January 31, 2009 that have not been resolved.

Pre-petition obligations as of January 31, 2009 (in thousands):

Total pre-petition obligations $ 2,796

@ Amount represents claim checks that have been issued but remain outstanding as of January 31, 2009.

Liabilities subject to compromise as of February 2, 2008 (in thousands):'

Topal other 1iabi}ities

Note 3 — Retrospective Application of a Change in Accounting Principle

During the fourth quarter of 2008, the Company elected to change its method of valuing inventory to the weighted average cost (“WAC”)
method, whereas in all prior years inventory was valued using the last-in, first-out (LIFO) method. The Company has determined that the WAC
method of accounting for inventory is preferable as the method better reflects our inventory at current costs and enhances the comparability of
our financial statements by changing to the predominant method utilized in our industry. The Company has applied this change retrospectively
to the consolidated financial statements for the years 2007 and 2006 as defined within Statement of Financial Accounting Standards

(SFAS) No. 154: Accounting Changes and Error Corrections. Accordingly, the previously reported retained earnings as of February 2, 2008
increased by $36.4 million. The effect of the change on the previously reported Consolidated Statement of Operations, Consolidated Balance
Sheet, and Consolidated Statement of Cash Flows are reflected in the tables below (in thousands):
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Consolidated Statements of Operatlons for the fiscal year ended February 2, 2008 and February 3 2007

2007 . R 2007 i 2006 : : . .+ 2006
i As . . ‘ . v s . As
LIFO  previously ) LIFO ~ previously

As restated Adjustment

reported As restated Ad'ustrnent

Cost of goods sold 15 ‘ p172.518
Gross rgﬁt v 118,630 116,966
Operating loss

Loss from continuing operatlons (25,309) (1,050) (24,259) (28,833)

- (33,300)

$ (1.76) - $ (1.48) (2.31) __$ (245
$137,335 $ 36,382 $100,953 $170,635 $ 41,700 $128,935

The Retained earnings beginning of fiscal 2006 was $174,842 as previously reported and adjusted by $38,942 for the LIFO adJustment to
$213,784.

Consolidated Balance Sheet as of February 2, 2008

As prcviodsly

(m thousands)

$137,335 $ 36382  $ 100953

q -
* Total liabilities and shareholders’ equlty 185,084 - 36,382 . 148,702

Consolidated Stat‘ements of Cash Flow"s: fo;f the years ended February 2, 2008 and. February 3, 2007

12007 ‘ 2007 2006 - 2006
As As
LIFO- previously As LIFO previously
(in thousands) As restated Adjustment reported restated Ad'ustment
Cash flows from operating activiti . . .. .
Net loss $ (5,318) $(27,982) $(43,149) $ 2,758

Adjustments to reconcile net |
cash flows from operating acti . . : L
LIFO inventory reserve — 5,318 (5,318) — 2,758) _ 2,758

Net cash provided (used)
operating activities b
roanization acuvmes‘
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Note 4 — Summary of Significant Accounting Policies and Basis of Accounting

Consolidated Financial Statements include the accounts of Hancock and its wholly owned subsidiaries. All inter-company accounts and
transactions are eliminated. The Company maintains its financial records on a 52-53 week fiscal year ending on the Saturday closest to
January 31. Fiscal years 2008, 2007 and 2006, as used herein, refer to the years ended January 31, 2009, February 2, 2008, and February 3,
2007, respectively. The fiscal years 2008 and 2007 contained 52 weeks. Fiscal year 2006 contained 53 weeks. -

Financial Statement presentation is in accordance AICPA Statement of Position 90-7 (“SOP 90-7”), Financial Reporting by Entities in
Reorganization under the Bankruptcy Code, which provides financial reporting guidance for entities that are reorganizing under the Bankruptcy
Code. The Company implemented this guidance for the fiscal years ended February 2, 2008 and January 31, 2009. Per SOP 90-7, estimated
claims are presented as Liabilities Subject to Compromise due to the uncertainty of the.eventual settlement amount. Due to the Plan becoming:
effective and the claims reconciliation process being substantially complete, there is little uncertainty as to the total amount to be distributed
under the Plan. As such, prepetition liabilities after the Effective Date are no longer presented as subject to comprormse (See Note 2 to the
accompanying Consolidated Financial Statements). o

Discontinued operations are presented and accounted for in accordance with S‘tate’ment of Financial Accounting Standards (“SFAS™) No. 144,
Accounting for the Impairment and Disposal of Long-Lived Assets. When a qualifying component of the Company is disposed of or has been
classified as held for sale the operating results of that component are removed from continuing operations for all periods presented and
displayed as discontinued operations if: (a) elimination of the component’s operations and cash flows from the Company’s ongoing operations
has occurred (or will occur) and (b) significant continuing involvement by the Company in the component’s operations does not exist after the
disposal transaction. In determining whether elimination of the component’s operations and cash flows from the Company’s ongoing
operations has occurred (or will occur), the Company considers the generation of (or expected generation of) continuing cash flows. Actual or
expected continuing cash inflows or outflows result from activities involving the Company and the component. The effect of the existence of
any continuing cash flows has on the classification of the component as discontinued operations hinges on whether those continuing cash flows
are direct or indirect. Both the significance and nature of the continuing cash flows factor into our direct/indirect detérmination. Direct
continuing cash flows exist 1f there has been a significant migration of revenues (cash ‘inflows) or costs(cash outflows) from the component to
the Company. Also, direct contmumg cash flows exist if significant cash inflows or outflows result from the continuation‘of activities between -
the entity and the component. When determining the significance of: (a) revenues (cash inflows) or costs (cash outflows) resulting from
migration and (b) cash inflows or outflows resulting from the continuation of activities, the Company considers the cash inflows ‘and outflows
that would have been expected if the disposal did not take place and the cash inflows and outflows that are expected after the disposal takes
place. : » .

Our loss from dlscontmued operations consists of operating losses at closed stores that qualify for dlscontlnued operations under the
requirements of SFAS 144. We have not allocated interest expense to discontinued operations.

Use of estimates and assumptlons that affect the reported amount of assets and liabilities and disclosure of contingent assets and liabilities at
the date of the Consolidated Financial Statements and the reported amount of revenues and expenses during the reporting period is required by
management in the preparation of the Consolidated Financial Statements in accordance with accountmg principles generally accepted in the
United States of America. Actual results could differ from. those estimates.

Reclassification has been made by the Company in nettmg $2.2 million of deferred tax assets against deferred tax liabilities of the same
amount as of February 2, 2008, in the accompanying Consolidated Balance Sheets to conform to current year presentation.
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Revenue recognition occurs at the time of sale of merchandise to Hancock’s customers, in compliance with the Securities and Exchange
Commission Staff Accounting Bulletin No. 104, “Revenue Recognition in Financial Statements.” Sales include the sale of merchandise at the
Company’s retail stores .and internet store, net of sales taxes collected. The Company allows customers to return merchandise under most
circumstances. Sales returns were approximately $1.4 million in 2008, $1.9 million in 2007,.and $2:4 million in 2006. The reserve for returns
was $126,000 at January 31, 2009, and $128,000 at February 2, 2008, and is included in accrued liabilities in the accompanying consolidated
balance sheets. The reserve is estimated based on the Company’s prior experience of returns made by customers after period end of
merchandise sold prior to period end.

Proceeds received from the sale of gift cards are recorded as a liability and recognized as sales when redeemed by the holder. No revenue has
been recorded in any of the years presented for gift card breakage, which is the remaining unredeemed balance on gift cards for which the
likelihood of redemption by the customer is remote. The Company does not expect to record gift card breakage revenue until there is more
certainty regarding retailers’ ability to retain such amounts in light of consumer protection and state escheatment laws.

Cost of goods sold includes merchandise, freight, and handling and distribution costs.

Cash and cash equivalents include cash on hand, amounts due from banks, and overnight repurchase agreements, if any, having original
maturities of three months or less, and are reflected as such for purposes of reporting cash flows.

Receivables include amounts due from customers for the sale of merchandise and for receivables from financial institutions forcredit card
payments received for the sale of merchandise. Receivables are stated net of the allowance for doubtful accounts, which totaled $0 as of
January 31, 2009, and $56,000 as of February 2, 2008. The provision for doubtful accounts is included in selling, general and administrative
expenses and totaled $2,000, $0, and $5,000 for fiscal years 2008, 2007 and 2006, respectively. Generally, past due receivables are charged
interest and accounts are charged off against the allowance for doubtful accounts when deemed uncoltectible.

Inventories consist of fabrics, sewing notions, and patterns held for sale and are stated at the lower of cost or market cost is determined by the
weighted average cost method. The costs related to handling and distribution as well as freight, duties, and fees related to purchases of
inventories are capitalized into ending mventory, with the net change recorded as a component of costs of goods sold. At January 31, 2009 and
February 2, 2008, inventories included such capitalized costs for handling and distribution totaling $9.6 million and $9.5 million, respectively.
During fiscal 2008, 2007 and 2006, the Company included in cost of goods sold $11.8 million, $11.3 million and $13.5 million, respectively,
related to handling and distribution costs, and $2.3 million, $2.9 million and $2.4 million, respectively, related to depreciation and amortization
expense.

Hancock provides for slow-moving or obsolete inventories throughout the year by marking down 1mpacted inventory to its net realizable value.
In addition, Hancock records specific reserves when necessary to the extent that markdowns have not yet been reflected.. At January 31, 2009,
and February 2, 2008, the amount of such reserves totaled $434 000 and $344,000, respectively. During April 2006, the Company modified
agreements with two vendors. In connection with the new agreements, the Company recorded a charge of $5 7 mﬂhon in 2006 related to
continuing operations to reduce certain inventory to the net realizable value.

Vendor allowances and rebates are recorded as a reduction of the cost of i 1nventory and cost of goods sold.

Property and equipment are stated at cost less accumulated depreciation and amortization. Depreciation is computed by use of the straight-
line method over the estimated useful lives of buildings, fixtures and equipment. Leasehold costs and improvements are amortized over the
lesser of their estimated useful lives or the remaining lease term as discussed in “Operating leases” below. The depreciable lives are as follows:
buildings and improvements 5-40 years, leasehold improvements 5-15 years and fixtures and equipment 3-8 years.
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Assets under capital leases are amortized in accordance with the Conipany’s normal depreciation policy for owned assets or over the lease term
(regardless of renewal options), if shorter, and the charge to earnings is included in depreCIatlon expense in the Consolidated Financial
Statements.

Asset retirement obligations are created as a result of certain lease requirements that Hancock remove certain assets and restore the properties ‘
to their original condition. The obligations are recorded at the inception of the lease based on estimates of the actions to be taken and related.
costs. Adjustments are made when necessary to reflect actual results.

Long-lived asset impairment is assessed annually or when events or changes in circumstances indicate impairment may have occurred. The
assessment is performed at the individual store level by comparing the carrying value of the assets with their estimated-future undiscounted
cash flows in accordance with Statement on Financial Accounting Standards (“SFAS”) No. 144, Accounting for the Impairment and Disposal
of Long-Lived Assets. If the undiscounted cash flows are less than the carrying value, the discounted cash flows or comparable fair values are
compared to the carrying value to determine the amount of the impairment loss to be recognized during that period. Fair values are estimated
based on the discounted cash flows from the proceeds from the estimated liquidation values of the assets. During 2008, the Company evaluated
the carrying amounts of certain store related long-lived assets, primarily leasehold improvements, fixtures and equipment, and prepaid rent. The
net book value of long-lived assets other than goodwill, net of noncurrent liabilities, was $543,000 for stores deemed to be at least partially
impaired, and the Company recorded total impairment charges of $515,000 due to the declining operations of the related stores and the impact
on expected cash flows. During 2007, the net book value of long-lived assets other than goodwill, net of noncurrent liabilities, was $140,000
for stores deemed to be at least partially impaired, and the Company recorded total impairment charges of $70,000. At the end of fiscal 2006,
the net book value of long-lived assets other.than goodwill, net of noncurrent liabilities, was $1.4 million for stores deemed to be at least
partially impaired, and the Company recorded total impairment charges of $1.1 million. Impairment charges are 1ncluded in selling, general
~and administrative expense in the accompanying income statement.

Goodwill. Goodwill represents the excess of'the purchase price over the fair value of the net assets acquired. On at least an annual basis or .
when events or changes in circumstances indicate impairment may have occurred, a two-step.approach is used to test for impairment. First, the
fair value of Hancock’s reporting units are estimated using the discounted present value of future cash flows approach and then compared with
their carrying values. If the carrying value of a reporting unit exceeds its fair value, a second step is performed to méasure the amount of the
impairment loss, if any. In the second step, the implied fair value of the goodwill is estimated as the fair value of the reporting unit used in the
first step less the fair values of all other net tangible and intangible assets of the reporting unit. If the carrying amount of the goodwill exceeds
its implied fair value, an impairment loss'is recognized in an amount equal to that excess, not to exceed the carrying amount of the goodwill.
The fair value of the reporting unit is estimated using the discounted present value of future cash flows. Each of the stores acquired in two
separate transactions that resulted in the recognition of goodwill represents a reporting unit. Due to declining operating results and other
factors, the Company performed evaluations of goodwill in 2008 and 2007 which resulted in goodwill 1mpa1rment charges of $187,000 and
$200,000, respectively. Additional charges may be required in the future based on changes in the fair value of reporting units as determined by
the goodwill impairment evaluation that is performed annually and when events arise indicating potential impairment. Prior to the
implementation of SFAS 142, Goodwill and Other Intangible Assets, the Company amortized goodwﬂl Accordingly, goodwill is presented net
of accumulated amortization of $1.0 million. .

Accounts Payable, as of January 31, 2009 and February 2, 2008, includes '$3.5 million and $4.6 million, respectlvely of outstanding checks in
excess of cash deposits.

Self-insured reserves are recorded for the Company’s self-insured programs for general liability, employment practices, workers’ ,
compensation, and employee medical claims, although the Company maintains certain stop-loss coverage with third-party insurers to limit its
total liability exposure. A reserve for liabilities associated with these losses is established for claims filed and incurred but not yet reported
based upon the Company’s estimate of ultimate cost, which is calculated with consideration of analyses of historical data, severity factors,
and/or
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valuations provided by third-party actuaries. The Company monitors new claims and claim development as well as negative trends related to
the claims incurred, but not reported, in order to assess the adequacy of its insurance reserves. While the Company does not expect the amounts
ultimately paid to differ significantly from its estimates, the Company’s self-insurance reserves and corresponding expenses could be affected
if future claim experience differs significantly from h1stonca1 trends and actuarial assumptions.

Claims and Litigation. The Company evaluates clalms for damages and records its estimate of liabilities when such lLiabilities are considered
probable and an amount or range can be easily estimated.

Operating leases result in rent expense recorded on a straight-line basis over the expected life of the lease beginning. with the point at which
the Company obtains control and possession of the lease properties. The expected life of the lease includes the build-out period where no rent
payments are typically due under the terms of the lease; rent holidays; and available lease renewals and option periods. reasonably assured of
exercise due to economic penalties. Also, the leases often contain predetermined fixed escalations of the minimum rentals during the term of
the lease, which are also recorded on a straight-line basis over the expected life of the lease. The difference between the lease payment and rent
expense in any period is recorded as stepped rent accrual in accrued liabilities and other liabilities in the consolidated balance sheets.

The Company records tenant allowances from landlords as lease incentives, which are amortlzed as a reduction of rent expense over the
expected life of the lease. Furthermore improvements made by the Company as required by the lease agreements are capitalized by the
Comipany as prepaid rent expense and recorded as prepaid expenses and other noncurrent assets in the consohdated balance sheets and are
amortized into rent expense over the expected life of the lease.

Additionally, certain leases provide for contmgent rents.that are not measurable at inception. These contingent rents are primarily based on
sales volume in excess of a-predetermined level. These amounts are excluded from minimum rent and are included in the determination of total
rent expense when it is probable that the expense has been incurred and the amount is reasonably estimable.

Maintenance and repairs are charged to expense as incurred and major improvements are capitalized.

Advertising, 1nclud1ng production costs, is charged to expense in the penod in which advertising first takes place Advertising expense for
2008, 2007, and 2006, was $9.8 million, $14.3 million, and $l7 3 million, respectlvely

Pre-opening costs of new stores are.charged to expense as incurred.

Earnmgs per share is presented for basic and diluted earnings per share. Basic earnings per share excludes dilution and is computed by
dividing income available to common shareholders by the weighted-average number of common shares outstanding for the period, which
represent common shares outstanding, less treasury stock and nonvested restricted shares. Diluted earnings per share reflects the potential
dilution that could occur if securities or other contracts to issue common stock were exercised or converted into common stock or resulted in
the issuance of common stock that then shared in the earnings of Hancock. For the fiscal years 2008, 2007 and 2006, basic and diluted earnings
per share are the same because the Company is in a loss position and the effect of addltlonal securities or contracts to additional common stock
is ant1d11ut1ve

Financial instruments are evaluated using the following methods and assumptions to estimate the fair value of each class of financial
instruments: cash and receivables — the carrying amounts approximate fair value because of the short maturity of those instruments; long-term
debt — the carrying amounts approximate fair value because of the variable interest rates. Throughout the periods presented, Hancock did not
have any financial derivative instruments outstanding.

Income taxes are recorded using the asset and liability method. Under this method, deferred tax assets and hablhtles are recogmzed for the
expected future tax consequences of temporary differences between the financial statement carrying amounts of existing assets and liabilities
and their respectlve tax basis. The Company also
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recognizes future tax benefits associated with tax loss and credit carry-forwards as deferred tax assets. Hancock’s deferred tax assets are
reduced by a valuation allowance when, in the opinion of management, it is “more likely than not” that some portion or all of the deferred tax .
assets will not be realized. Deferred tax assets and liabilities are measured using enacted tax rates in effect for the year in which the Company
expects to recover or settle the temporary differences. The effect of a change in tax rates on deferred taxes is recognized in the period that the
change is enacted. :

Uncertain Tax Positions are accounted for beginning the first day of fiscal 2007 (February 4, 2007) under the provisions of Financial -
Accounting Standards Board (FASB) Interpretatibn No. 48 (“FIN 48”), Accounting for Uncertainty in Income Taxes. This interpretation -
clarifies the accounting for uncertainty in income taxes recognized in an enterprise’s financial statements in accordance with SFAS No. 109
and prescribes a minimum recognition threshold of more-likely-than-not to be sustained upon examination that a tax position must meet before
being recognized in the financial statements. Under FIN 48, the impact of an uncertain income tax position on the income tax return must be
recognized at the largest amount that is more-likely-than-not to be sustained upon audit by the relevant taxing authority. An uncertain income
tax position will not be recognized if it has less than a 50% likelihood of being sustained. Additionally, FIN 48 provides guidance on de-
recognition, measurement, classification, interest and penalties, accounting in interim periods, disclosure, and transition. The adoption of FIN -
_48 in fiscal 2007 had no impact on the Company’s financial position or results of operation for 2007 or 2008.

Stock Based Compensation, effective beginning January 29, 2006, are accounted for under the provisions of Statement of Financial
Accounting Standards No. 123(revised 2004), “Share-Based Payment” (“SFAS 123(R)”), using the modified prospective application transition
method. Under this method, compensation cost is recognized, beginning January 29, 2006, based on the requirements of SFAS 123(R) for all
share-based payments granted after the effective date, and based on Statement of Financial Accounting Standards No. 123, “Accounting for
Stock-Based Compensation” (“SFAS 123), for all awards granted to employees prior to January 29, 2006, that remain unvested on the
effective date. Prior to January 29, 2006, we applied Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to
Employees” (“APB 25”) and related interpretations in accounting for our employee stock benefit plans. We adopted the disclosure-only
provisions of SFAS 123 and accordingly, prior to January 29, 2006, no compensation cost was recognized for stock options granted under the
plans because the exercise prices for options.granted were equal to the quoted market prices on the option grant dates and all option grants were
to employees or directors. The Company previously reflected forfeitures of stock awards as they occurred; however, SFAS 123(R) requires
estimates of forfeitures in determining the fair value of grants, which upon adoption of SFAS 123(R) at January 29, 2006, led the Company to
record a cumulative effect for the accounting change totaling $0.5 mrlhon Results for prior periods have not been restated for the adoption of
SFAS 123(R). : , : «

See Note 13 to the accompanying Consolidated Financial Statements for the key assumptions utilized to determine the fair value of-options.

Prior to the adoption of SFAS 123(R), restricted stock was recorded as a contra equity account for the total fair value of the shares awarded and
is amortized into expense over the vesting perrod

The Company grants share-based compensation awards with terms that accelerate vesting upon retrrernent Prior to the adoptlon of SFAS 123 ,
(R), the Company recognized compensation expense for these awards over the stated vesting period with adjustments recorded upon retirement
or forfeiture. Upon the adoption of SFAS 123(R), the impact of these adjustments is estimated and expensed over the expected vesting period.

Comprehensive income and the components of accumulated comprehensive income include net earnmgs (loss) and the changes in minimum
pension liabilities, net of taxes.

Treasury stock is repurchased periodically by Hancock. These treasury stock transactions are recorded using the cost method.

42



Concentration of Credit Risk. Financial instruments which potentially subject Hancock to concentrations of risk are primarily cash and cash
equivalents and trade and other receivables. Hancock places its cash and cash equivalents in various insured depository institutions which
limits the amount of credit exposure to any one institution. Occasionally our cash deposits with financial institutions exceed federally insured
amounts. As of January 31, 2009, and February 2, 2008, our cash deposits exceeded federally insured amounts by $1.1 million, and

$1.7 million, respectively.

In the ordinary course of business, Hancock extends credit to certain parties which are unsecured; however, Hancock has not historically had-
significant losses on the realization of such assets.

Recent Accounting Pronouncements :

In September 2006, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 157, Fair Value Measurements (“SFAS 157”). This
Standard defines fair value, establishes a framework for measuring fair value in generally accepted accounting principles and expands
disclosures about fair value measurements. SFAS 157 was effective for fiscal years beginning after November 15, 2007, for financial assets and
liabilities, as well as for any other assets and liabilities that are carried at fair value on a recurring basis in financial statements. Certain aspects
of this Standard were effective at the beginning of the first quarter of 2008 and had no impact on the Company. In November 2007, the FASB
provided a one year deferral for the implementation of SFAS 157 for other nonfinancial assets and liabilities. We do not anticipate that the
adoption of the deferred portion of SFAS 157 will have a material impact on our financial condition, results of operations, or cash flow.

In September 2006, the FASB issued SFAS No. 158, Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans —
An Amendment of FASB Statements No. 87, 88, 106, and 132R (“SFAS 158”). SFAS 158 requires a plan sponsor to (a) recognize in its
statement of financial position an asset for a plan’s overfunded status or a liability for a plan’s underfunded status; (b) measure a plan’s assets
and its obligations that determine its funded status as of the end of the employer’s fiscal year; and (c) recognize changes in the funded status of
a defined benefit postretirement plan in the year in which the changes occur. Such changes will be reported as other comprehensive income
(loss). The requirement to recognize the funded status of a benefit plan and the disclosure requirements were effective for the Company as of
the end of its fiscal year ended February 3, 2007. The Company sponsors a fully-funded defined benefit pension plan, SERP, and an unfunded
postretirement health and life plan (“OPEB”). Information relating to the defined benefit pension and postretirement health and life plans are.
provided in Note 13. The requirement to measure plan assets and benefit obligations as of the date of the employer’s fiscal year end statement
of financial position is effective for fiscal years ending after December 15, 2008. The implementation of SFAS 158 did not have a material
impact on the financial statements for the fiscal year ended January 31, 2009.

In April 2008, the FASB issued FSP FAS 142-3, Determination of the Useful Lifée of Intangible Assets. FSP FAS 142-3 amends the factors that
should be considered in developing renewal or extension assumptions used to determine the useful life of a recognized intangible asset under
SFAS 142, Goodwill and Other Intangible Assets. The intent of the position is to improve the consistency between the useful life of a
recognized intangible asset under SFAS 142 and the period of expected cash flows used to measure the fair value of the asset under SFAS
141R, Business Combinations , and other U.S. generally accepted accounting principles. The provisions of FSP FAS 142-3 are effective for
fiscal years beginning after December 15, 2008, and interim periods within those fiscal years. Early adoption is prohibited. We are currently
evaluating the requirements of FSP FAS 142-3 and have not yet determined the impact on our consolidated financial statements.

In May 2008, the FASB issued SFAS No. 162, “The Hierarchy of Generally Accepted Accounting Principles” (“SFAS 162”). SFAS 162
identifies the sources of accounting principles to be used in the preparation of financial statements of nongovernmental entities that are
presented in conformity with generally accepted accounting principles (GAAP) in the United States (the GAAP hierarchy). This Statement is
effective on November 15, 2008. h
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The Company currently adheres to the hierarchy of GAAP as presented in SFAS No. 162 and does not expect its adoption will have a material
impact on its consolidated results of operations and financial condition. '

Several other new accounting standards became effective during the periods presented or will be effective subsequent to January 31, 2009.
None of these new standards had or is expected to have a significant impact on Hancock’s Consolidated Financial Statements.

Note 5 — Discontinued Operations

During 2008 the Company closed 7 stores, none of which qualified for discontinued operations treatment in accordance with the provisions
SFAS 144. The results of operations for the 124 stores closed in 2007 and the 26 stores that qualified for discontinued operations during 2006
are presented separately in the accompanying statement of operations for all periods presented. Significant components of our results of
discontinued operations consisted of the following for the years presented:

Discontinued Operations (in thousands, except per share amounts)

' Per Common Share
Net Eamings Net Earnings
Basic Diluted

Sales Gross Profit

! il /’%ﬂ
- (186) $ (0.01) $ (Q.Ol)

i R
$61,158 ‘ $ 16?498 $  (3,723) $ (0.20) $ (0.20)

Discontinued operations, as restated $61,158 $ 12,230 $  (7,991) $ (0.42) $ (0.42)

As originally reported $86,605  $ 34,415 $ (15651) $ (0.84) $ (0.84)

Discontinued operations, as restated $86,695 $ 35,263 $ (14,803) $ (0.79) $ (0.79)
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Note 6 — Property and Equipment (in thousands)
Property and Equipment consists of the following:

2008
$25801

Buildings and improve:
Leasehold improvemen
Fixtures and equipment
Assets held for sale’

Acéumﬁlated depre‘:c‘l‘at;pn anc
Land e
Total $43,683
The Company recorded $4.4 million, $3. 8 million, and $3.2 million of deprematlon expense for continuing operations for the years ended
January 31, 2009, February 2, 2008, and February 3, 2007, respectively.

Assets held under capital leases amounted to $3.6. million and $3.6 million as of January 31, 2009 and February 2, 2008, respectively.
Accumulated depreciation related to these assets at January 31, 2009 and February 2, 2008 totaled $481,000 and $314,000, respectively.
Related depreciation expense amounted to $167,000 and $203,000, and $205,000 for the years ended January 31, 2009, February 2, 2008 and
February 3, 2007, respectively.

Note 7 — Accrued Liabilities ( in thousands)

Accrued liabilities consist of the followmg

2008 2007

Payroll and benefits
Property taxes
Workers® compensatw; :
Gift card /
Medical ¢l
Postretirement benefits other than
Pension and SERP lLabilitie:
Sales taxes )
Accrued accounting, legal, an
Accrued store closmg

Other -

$ 14,813 $ 14,354

Note 8 — Long-Term Debt Obligations

On August 1, 2008, the Company and General Electric Capital Corporation (along with certain of its affiliates, “GE Capital”) entered into a
financing arrangement whereby GE Capital provided the Company with a revolving line of credit (the “Revolver”) in the maximum amount of
$100.0 million (the “Maximum Amount”). The Maximum Amount includes a letter of credit sub-facility (the “Sub-Facility”) of up to

$20.0 million. There are no financial covenants. The Company is however, precluded from incurring significant additional debt obligations.
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The Revolver has a 60-month term. At the Company’s option, all loans under the Revolver bear interest at either (a) a floating interest rate plus
the applicable margins or (b) absent a default, a fixed interest rate for periods of one, two or three months equal to the reserve adjusted London
Interbank Offered Rate, or LIBOR, plus the applicable margins. The applicable margins initially ranged from 0.0% to 2.375%, depending on
the nature of the borrowing under the Revolver. Starting on January 1, 2009, the applicable margins are subject to adjustment (up or down)
prospectively, for three calendar month periods based on the Company’s average excess availability under the Revolver. :

The Revolver is collateralized by a fully perfected first priority security interest in all of the existing and after acquired real and personal,
tangible and intangible assets of the Company. As of January 31, 2009, the Company had outstanding borrowings under the Revolver of
$32.6 million and amounts available to borrow of $35.0 million.

At January 31, 2009, Hancock had commitments under the above credit facility of $176,000, under documentary letters of credit, which
support purchase orders for merchandise. Hancock also has a standby letter of credit to guarantee payment of potential insurance claims. This
letter of credit amounted to $6.3 million as of January 31, 2009.

In addition to the Revolver, the Company issued $20.0 million of Floating Rate Secured Notes (the “Notes”) on August 1, 2008. The Notes
were offered pursuant to a prospectus dated June 17, 2008, to shareholders of common stock. The non-convertible notes had a $1,000 purchase
price. Interest on the Notes is payable quarterly at LIBOR plus 4.50%. Interest for the first four quarters may be paid by the issuance of
additional notes. If additional notes are issued in lieu of interest, the interest for the period will be equal to LIBOR plus 5.50%. The Notes
mature 5 years from the date of issuance (August 1, 2013), are subordinated to the Revolver, and are secured by a junior lien on all of the
Company’s assets. Purchasers of the Notes also received a detachable warrant to purchase shares of common stock. These warrants
representing 9.5 million shares were issued in conjunction with the Notes, and are exercisable upon the date of issuance (August 1, 2008) for
$1.12 per share and terminate 5 years from the date of issuance (August 1, 2013). The warrants were valued at $11.7 million using the Black-
Scholes option pricing model (term of 4 years, risk-free interest rate of 3.75%, expected volatility of 72%, and 0% dividend) and were recorded
as a discount on notes payable and will be amortized to interest expense through the maturity date of the Notes.

The Company elected to make a quarterly interest payment on the Notes by issuing additional notes which resulted in the capitalization of
$0.9 million of interest into the outstanding balance at January 31, 2009.

From March 22, 2007 through August 1, 2008, the Company operated under a $105.0 million “debtor-in-possession” financing arrangement
(the “Senior Secured Revolving Credit Facility” or “DIP Credit Facility”) with Wachovia Bank, N.A. The DIP Credit Facility called for
$105.0 million maximum credit. There were minimum levels of availability that were required to be maintained, which had the effect of .
limiting the amount that could be borrowed to less than $105.0 million. Also, the level of borrowings was subject to a borrowing base as _
defined in the agreement. The DIP Credit Facility was collateralized by a first priority perfected collateral interest in and liens upon all of the
Company’s present and future assets. The DIP Credit Facility was allowed to be used for letters of credit up to an aggregate amount of

$25.0 million. This agreement provided for an unused line fee of 0.25% to 0.35%.

At February 2, 2008, Hancock had outstanding borrowings of approximately $6.1 million, under the DIP Credit Facility.

At February 2, 2008, Hancock had commitments under the above credit facility of $0.7 million, under documentary and standby letters of
credit, which support purchase orders for merchandise. Hancock also has a standby letter of credit to guarantee payment of potential future
workers’ compensation claims. This letter of credit amounted to $5.8 million as of February 2, 2008.
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Additional financing beginning on June 15, 2007, was included in a definitive agreement (the “Loan Agreement”) with another lender for an
additional loan of up to $17.5 million. ' - -

The Loan Agreement provided for a term loan facility in the aggregate principal amount of up to $17.5 million.l The Compariy used the
proceeds of the loans made under the Loan Agreement for general working capital purposes and to pay fees and expenses related to the Loan
Agreement. As of February 2, 2008, $17.5 million was outstanding under the Loan Agreement. ‘

" Both the DIP Credit Facility and the Loan Agreement were repaid and terminated on August 1, 2008.

Note 9 — Long-Term Leases

Hancock leases its retail fabric store locations mainly under non-cancelable operating leases expiring at various dates through 2024. Fourf of the
Company’s stores qualify for capital lease treatment. Two of the leases expire in 2020; the others expire in 2016 and 2021.

Rent expense consists of the following (in thousands):

Additional rent based on sales : - $ 163 $ 92 $ 79

Insurance $ 354 $ 298 $ 588

The amounts shown in the minimum rental table below reflect only future minimum rent payments required under existing store operating
leases and income from non-cancelable sublease rentals. In addition to those obligations, certain of Hancock’s store operating leases require
payment of pass-through costs such as common area maintenance, taxes, and insurance. : : ‘
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Future minimum rental payments under all operating and capital leases as of January 31; 2009 are as follows (in thousands):

Operating Leases Leases
Sublease ’
Rentals

Fiscal Year nts

2012 ‘ 12,519 (171) 472

Thereafter o 17,296 (219) 2,903 *
lease payments (income)

Note 10 — Income Taxes

The components of income tax expense (benefit) are as follows (in thousands):
2008 ) 2007 2006 .

Federal

Total currently payable (refundable) $ -~ $ 1,000 $ (2,989)

Continuing operations expense (benefit)

ms (benefit)

$ — $ 1,000 $ (3,854)

*  Includes adjustment in 2006 for valuation allowance related to stock compensation expense of $403,000.

Deferred income taxes.are provided in recognition of temporary differences in reporting certain revenues and expenses for financial statement
and income tax purposes. R : ' ‘ '
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A reconciliation of the statutory federal income tax rate to the effective tax rate is as follows:

2008 2007 2006

S

ederal incom
State inco

me ‘taXes net of federal income tax effect
‘cher permanent differences

Valuation allowance

E

The deferred tax assets are comprised of the following (in thousands):

L

.

e

—
L ZW%%

S

2.836 o
(7986) (15.924)
Wiy 48D

Valuation allowance

A valuation allowance is provided when it is more likely than not that some portion of the deferred tax assets will not be realized. The
Company established a 100% valuation allowance due to the uncertainty of realizing future tax benefits from its net operating loss :
carryforwards and other deferred tax assets. At January 31, 2009, the Company had useable net operating loss carryforwards of approximately
$63.9 million for federal and $113.2 million for state income tax purposes, available to offset future taxable income expiring through 2026 and
2016, respectively. The net change in the valuation allowance during the year ended January 31, 2009 was an increase of approximately

$12.3 million due to the increase in the net deferred tax asset resulting primarily from an increase in pension liability and conversion of
inventory valuation from LIFO to weighted average cost. Upon conversation from the LIFO method of accounting for tax purposes, the
Company is obligated to recognize the accumulated LIFO inventory reserve of approximately $36.4 million into taxable income equally over a
four year period beginning in fiscal 2008.-The Company recognizes its pension and other post retirements benefit liabilities as a deferred tax
asset but since the realization of such tax benefit is contingent upon the future payment of such amounts, a full valuation allowance is
established for these deferred tax assets. o -

Internal Revenue Code Section 382 places a limitation (the “Section 382 Limitation™) on the amount of taxable income which can be offset by
net operating loss carryforwards after a change in control (generally greater than a 50% change in ownership) of a loss corporation. Generally,
after a control change, a loss corporation cannot deduct operating loss carryforwards in excess of the Section 382 Limitation. The Company
does not currently believe they are subject to any Section 382 limitations.

The Company adopted FIN 48 effective February 4, 2007. In accordance with FIN 48, the Company elected to classify interest and penalties as
a component of tax expense. The Company recognized no material adjustment in the lability for unrecognized income tax benefits as a result
of the implementation of FIN 48. At its adoption date of February 4, 2007, the Company had $0.5 million of unrecognized tax benefits which -
was reclassified from accrued liabilities and had no impact on beginning retained earnings. During the fourth quarter of fiscal 2007 the
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Company recorded an additional $1.0 million of tax expense related to a Mississippi tax settlement. The $1.5 million was paid in fiscal 2008.
At January 31, 2009 the Company had no unrecognized tax differences which should have impacted the effective tax rate in fiscal 2008. No’
interest and penalties were included in the balance sheet or statement of operations as of or for the year ended January 31, 2009: As of
January 31, 2009 the Company files tax returns with the Federal government and approximately 37 different states, there currently are no tax
audits in process. The Company believes that as part of its emergence from Chapter 11 they are substantially protected against any tax claims
made prior to the bankruptcy filing.

Note 11 — Other Liabilities

Other Liabilities consisted of the following (in thousands):

- 2008 2007
Long-term workers’ compensation and deferred compensation L 8 40661
Long-term stepped rent accrual 1,862

Ot s Sl i e
$ 8,098

Note 12 — Shareholders’ Interest

Authorized Capital. Hancock’s authorized capital includes five million shares of $.01 par value preferred stock, none of which have been
issued. " ' '

Commoeon Stock Purchase Rights. Hancock has entered into a Common Stock Purchase Rights Agreement, as amended (the “Rights
Agreement”), with Continental Stock Transfer & Trust Company as Rights Agent. The Rights Agreement, in certain circumstances, would
permit shareholders to purchase common stock at prices which would be substantially below market value. These circumstances include the
earlier of (i) the tenth day after an announcement that a person or group has acquired beneficial ownership of 20% or more of Hancock’s -
shares, with certain exceptions such as a tender offer that is approved by a majority of Hancock’s Board of Directors, or (ii) the tenth day, or
such later date as set by Hancock’s Board of Directors, after a person or group commences, or announces its intention to commence, a tender or
exchange offer, the consummation of which would result in beneficial ownership of 30% or more of Hancock’s shares. The Rights Agreement
was amended on December 9, 2003, to include a three-year independent director evaluation provision (the “TIDE Provision”). The TIDE
provision requires an independent committee of the Company’s Board of Directors to review the Rights Agreement every three years and
evaluate whether the Rights Agreement still is in the best interest of the Company and its shareholders.

Stock Repurchase Plan. In prior years and continuing in fiscat 2008, Hancock has repurchased approximately 13 million shares. As of
January 31, 2009, 243,563 shares are available for repurchase under the most recent authorization.

In 2005, Hancock adopted the 2005 Stock Compensation Plan for Non-Employee Directors (the “2005 Plan”) which allows eligible directors to
elect to receive all or a portion of their quarterly director fee in shares of common stock. The 2005 Plan, which will expire on June 30, 2010,
unless sooner terminated by the Board, authorized the issuance of up to 100,000 shares of common stock, which may be authorized and
unissued or shares reacquired and not reserved for any other purpose. As of January 31, 2009, all of the shares available in the 2005 Plan had
been issued.
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Warrants. In August 2008, Hancock issued 23,750 warrants which entitle the holder to purchase Common Stock of the Company. The
warrants were issued in conjunction with the $20.0 million of Notes (See Note 8) and are detachable from the related note. Each warrant
entitles the holder to purchase 400 shares at an exercise price of $1.12 and have an expiration date of August 1, 2013. As of January 31, 2009,
warrants entitling the purchase of an aggregate 9,485,600 shares are outstanding.

Note 13 — Employee Benefit Plans

The Company’s stock based compensation consists of compensation for stock options and restricted stock. Total cost for stock based
compensation included in net income was $1.0 million, $1.4 million, and $2.7 million for 2008, 2007, and 2006, respectively.

Stock Options. In 1996, Hancock adopted the 1996 Stock Option Plan (the “1996 Plan”) which authorized the granting of options to
employees for up to 2,000,000 shares of common stock at an exercise price of no less than 50% of fair market value on the date the options are
granted. The exercise price of all options granted under this Plan has equaled the fair market value on the grant dates. The employee stock
options granted under the 1996 Plan vest ratably over a period of not less than two years and expire ten years after the date of grant. The 1996
Plan expired on September 30, 2001 and prohibited grants after the expiration date. :

In 2001, Hancock adopted the 2001 Stock Incentive Plan (the “2001 Plan”) which authorized the granting of options or restricted stock to key
employees for up to 2,800,000 shares of common stock in total. In 2005, the 2001 Plan was amended to increase the aggregate number of
shares authorized for issuance by 350,000 shares. Additionally, the 2001 Plan was amended and restated pursuant to the Company’s Plan of
Reorganization, approved on August 1, 2008, to increase the aggregate number of shares authorized for issuance by 3,150,000, to award each
non-employee director installed pursuant to the Plan of Reorganization 50,000 shares of restricted stock, to allow non-employee directors to
receive restricted stock and stock options, and to allow directors to elect to receive fees as restricted shares instead of cash. Under the 2001
Plan, as amended and restated, the total shares available for issuance is 6,300,000. The options granted under the 2001 Plan, as amended and
restated, can have an exercise price of no less than 100% of fair market value on the date the options are granted, vest 25% upon the first
anniversary of the grant date and 1/36%™ per month over the next three years, and expire seven years from the grant date. Restricted stock issued
under the 2001 Plan can vest no sooner than 50% upon the first anniversary and 25% upon the second and third anniversary. In March 2006,
the 2001 Plan was amended by the Long-Term Incentive Compensation Restricted Stock Program, which provides for shares to be issued
without restriction upon achieving predetermined performance goals. As of January 31, 2009, a total of 3,675,963 shares remain available for
grant under the 2001 Plan.

In 2004, Hancock adopted the 2004 Special Stock Plan (the “2004 Plan”) which authorizes the granting of options or restricted stock to key
employees and directors for up to 200,000 shares of common stock in total, with no more than 100,000 of those shares being allocated to
restricted stock. The options granted under the 2004 Plan can have an exercise price of no less than 100% of fair market value on the date the
options are granted. Options and restricted stock issued under the 2004 Plan can vest no sooner than 25% per year, and options expire ten years
after the date of grant. As of January 31, 2009, all of the restricted shares available in the 2004 Plan have been issued and the options
previously granted under the 2004 Plan have been cancelled.

On August 7, 2008, the Management Review and Compensation Committee cancelled all or a portion of the outstanding stock options of 49
employees. These cancelled options were below the current market price and the Company issued replacement grants in an amount determined
by the employees’ current position in the Company. The replacement grants were issued from the 2001 Stock Incentive Plan, as amended and
restated, and had an incremental value of $532,000.
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A summary of stock option activity in the plans for the years ended January 31, 2009, February 2, 2008, and February 3, 2007 follows:

2008 2007 2006
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise

Options Price Options Price Options Price

Granted 950,500 $ 1.52 108,500 $ 1.63 126,000 $ 3.63

Exercised — $ — — $ — — $ —

Exercisable at end of year 321,200 $12.13 890,825 $12.20 1,394,025 $12.25

The weighted average remalmng contractual life is 6.06 years for all outstanding options and 3.92 years for all exerc1sab1e options at
January 31, 2009.

The welghted average grant- -date fair value of optlons granted durmg 2008, 2007, and 2006 was $0.79, $0.93, and $1.91, respectively. The fair
value of each option grant is estimated on the date of the grant using the Black-Scholes option pricing model with the following weighted-
average assumptions for 2008, 2007, and 2006, respectively: dividend yields of 0%, 0% and 0%; average expected volatlhty of 0.68, 0.54, and
10.47; risk-free interest rates of 3.11%, 4.22% and 4.77%; and an average expected life of 4.84 years in 2008, 6.25 years in 2007, and 6.25 years
in 2006.

The foilowing is a summary of the methodology applied to develop each assumption:.

Expected Volatility — This is a measure of the amount by which a price has fluctuated or is expected to fluctuate. The Company uses actual
historical changes in the market value of our stock to calculate expected price volatility because management believes that this is the best
indicator of future volatility. The Company calculates daily market value changes from the date of grant over a past period representative of the
expected life of the options to determine volatility. An increase in the expected volatility will increase compensation expense.

Risk-free Interest Rate — This is the yield of a U.S. Treasury zero-coupon bond issue effective at the grant date with a remaining term equal to
the expected life of the option. An increase in the risk-free interest rate will increase compensation expense.

Expected Lives — This is the period of time over which the options granted are expécted to remain outstanding and is based on the simplified
method as outlined in Staff Accounting Bulletin 107. An increase in the expected life will increase compensation expense.

Dividend Yield — This is based on the anticipatéd dividend yield over the expected life of the option. An increase in the dividend yield will
decrease compensation expense.

Forfeiture Rate — This is the estimated percentage of options granted that are expected to be forfeited or cancelled before becoming fully
vested. This estimate is based on historical experience. An increase in the forfeiture rate will decrease compensation expense.
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A summary of the outstanding and exercisable options as of January 31, 2009 follows:

Options Qutstanding : Options Exercisable
Weighted Weighted Weighted
Number Average Average Number Average
Range of Outstanding Remaining Exercise Exercisable Exercise
i i Lif i 1/31/2009 Price

E

$8810$120
$1.3010 $1.57

$ 1.66

$4.26 to $7.49

$156wSi210 . . . B4
$12.20 to $18.09 ‘ 139,400 139,400 $16.92
$04010 51809

Restricted Stock. On December 6, 1995, Hancock adopted the 1995 Restricted Stock Plan to provide for the issuance of restricted stock
awards to employees. The aggregate number of shares that may be issued or reserved for issuance pursuant to the 1995 Restricted Stock Plan
shall not exceed. 1,000,000 shares. The 2001 Stock Incentive Plan, as amended and restated, authorized the granting of up to 6,300,000 shares
of restricted stock or stock options. The 2004 Special Stock Plan authorized the granting of up to 100,000 shares of restricted stock. During
2008, 2007, and 2006, restricted shares totaling 496,687, 58,000, and 148,500, respectively, were issued to directors, officers and key ,
employees under the Plans. Compensation expense related torestricted shares issued is recognized over the period for which restrictions apply.

A summary of the status of the Entity’s nonvested restricted shares as of January 31, 2009, and changes during the ye'ar‘ended J aﬁuary 31,
2009, is presented below: . - ‘ :

Weighted-
Average
Grant-Date
Nonvested Shares Shares Fair Value

Nonvested shares at February 2, 2008
Granted . :

Mested
Forfeited .
Nonvested shares at January 31, 2609

As of January 31, 2009, there was $0.9 million of total unrecognized compensation cost related to nonvested share-based compensation
arrangements granted under the Plans. That cost is expected to be recognized over a weighted-average period of 1.3 years. The total fair value
of shares vested during the years ended January 31, 2009, February 2, 2008, and February 3, 2007 was $1.4 million, $1.3 million and

$0.6 million respectively. : I ' ’

Defined Benefit Plans

Effective February 3, 2007, the Company began recognizing the funded status of its defined benefit plans in accordance with SFAS No. 158.
SFAS No. 158 requires the Company to display the net over-or-under funded position of a defined benefit plan as an asset or liability, with any
unrecognized prior service costs, transition obligations, or actuarial gains/losses reported as a component of accumulated other comprehensive
income in stockholders’ equity. Prior to February 3, 2007, the Company had accounted for its defined benefit plans
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according to the provisions of SFAS No. 106, Employers’ Accounting for Postretirement Benefits Other than Pensions and SFAS No. 87,
Employer’s Accounting for Pensions.

Retirement Plans. Hancock has maintained a noncontributory qualified defined benefit retirement plan and an unfunded nonqualified

" Supplemental Retirement Benefit Plan (“SERP”) that affords certain benefits that cannot be provided by the qualified plan. Together, these
plans provided eligible full-time employees with pension and disability benefits based primarily on years of service and employee
compensation. Both plans were frozen effective December 31, 2008, thereafter participants will not accrue additional benefits for service.
Hancock used its fiscal year end as the measurement date in 2008, and December 31 in all prior years for its retirement plans. The change in
measurement date had no material effect.

During 2004, employees under the age of 40 were transitioned from the defined benefit plan into the 401(k) Plan and employees age 40 or ¢
older were given a choice between continuing to accrue pension benefits or participating in the 401(k) Plan. Full-time employees hired after
December 31, 2004, are eligible only for the 401(k) Plan. Employees who were riot eligible or chose not to participate in the defined benefit
plan received an annual 401(k) contribution of 3% and a match of employee contributions up to 2% for 2005, 2006 and 2007. The Company
chose not to make a discretionary contribution for 2008. During 2008, the Company recognized $234,000 of expense for its 401(k) match.

Changes in Projected Benefit Obligation and Fair Value of Plan Assets (in thousands)

Retirement Plan SERP

Beneﬁt obhgatlon at beglnmng of year
Service cost -
Interest cost
Bemofispad .
Plan expenses paid
Actvarialloss (pain).
Liability (gain) loss due to curtallment v

Benefit obligation atend of year =

Change in plan assets
Fair value of planassets at beginning of year
Actual return on plan assets

Amounts recog
Curtent liabilitie
Non-current liabilities

Net Liability at end of year

ized in the consolidated balance sheets

Amounts recognized in accumulated other comprehenswe income
Prior service credit ~
Net actuarial (gain) loss

Total

54



Funded Status

The funded status and the amounts recognized in Hancock’s consolidated balance sheet for the retirement plans based on an actuarial valuation
were as follows (in thousands): .

Retirement Plan SERP
i 2008 2007 2008 2007
Funded status $(20,924) $ (4,205) $ (856) $ (1,072)

Recorded Pension Liability

In accordance with SFAS No. 87, Employers’ Accounting for Pensions, a liability was required in 2008 and 2007 as the accumulated benefit
obligation exceeded the fair value of pension plan assets for both plans as of the measurement date. The liability, totaling $27.1 million and
$11.1 million at January 31, 2009, and February 2, 2008, respectively, was recorded as Accumulated Other Comprehensive Loss and because
such entry had no cash impact, it is not reflected in the consolidated statement of cash flows.

Components of Net Periodic Benefit Cost (in thousands)

Retirement Plan ' SERP
20 7 2007 2006

2008

Cu;téilmént: gam 7
Net periodic benefit c

Other Changes in Plan Assets and Benefit Obligation
Recognized in Other Comprehensive Income (in thousands)

Retirement Plan SERP
08
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Accumulated Benefit Obligation

The accumulated benefit obligation for the retirement plan was $66.5 million and $71.1 million at the measurement dates of January 31, 2009,
and February 2, 2008, respectively. The accumulated benefit obligation for the SERP was $0.9 million and $1.1 million at January 31, 2009,
and February 2, 2008, respectively.

Assumptions

Weighted-average actuarial assumptions used in the period-end valuations to determine benefit obligations were as follows:

Retirement Plan SERP ’
2008 2007 2008 2007
Discount rate 7.55% 6.55% 7.46% 6.55%
Rate of increase in compensation levels N/A 2.50% N/A 2.50%

Weighted-average actuarial assumptions used in the period-end valuations to determine net periodic benefit cost were as follows:

The expected long-term rate of return on plan assets reflects Hancock’s expectations of long-term average rates of return on funds invested to
provide for benefits included in the projected benefit obligation. In developing the expected long-term rate of return assumption, Hancock
evaluated input from the Company’s third party. actuarial and investment firms and considered other factors including inflation, interest rates,
peer data and historical returns.

Plan Assets

Hancock’s retirement plan weighted-average asset and target allocations were as follows:

Percentage of Plan Assets
January 31, February 2, Target
2009 2008 Allocation

Hancock invests in a diversified portfolio of equity and fixed income securities designed to maximize returns while minimizing risk associated
with return volatility. Risk tolerance is established through careful consideration of plan liabilities, plan funded status, and the Company’s
financial condition. Investment risk is measured and monitored on an ongoing basis through quarterly investment portfolio reviews, annual
liability measurements, and periodic asset/liability studies. In addition, the target asset allocation is periodically reviewed and adjusted, as
appropriate.
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Contributions

Hancock currently estimates a required contribution of $0.7 million to the retirement plan during 2009. This estimate is based on many
assumptions, includes asset values, actual rates of return on plan assets, assumed discount rates, projected census data, and recently passed
legislation regarding funding requirements. Accordingly, actual contribution amounts could vary greatly from the estimated amounts.

Contributions to the SERP are made as benefits are paid.

Estimated Future Benefit Payments (in thousands)

Retirement
Plan

Years 2014 through 2018 - 28,870

Postretirement Benefit Plan. Hancock maintained a postretirement medical/dental/life insurance plan for all full-time employees and retirees
hired-before January 1, 2003. Eligibility for the plan is limited to employees completing 15 years of credited service while being eligible for the
Company’s employee medical benefit program. The Company currently contributes to the plan as benefits are paid. Effective December 31,
2008, Hancock revised its policy respecting postretirement benefits. Retirees, that are Medicare eligible, no longer receive medical benefits and
all eligible present or future retirees must pay the estimated cost of medical/dental/life insurance coverage prov1ded by the Company Hancock
used its fiscal year end as the measurement date for its postretirement benefit plan for 2008 and December 31 for all prior years.

Changes in Accumulated Postretirement Benefit Obligation (in thousands)

2008 . 2007
Change in benef‘ t nbhgatm

$ 2,469 $8.729

Current benefit obhgatlon ate
Non-current benefit obligation

Funded Status

The Company currently contributes to the plan as benefits are paid. The funded status and the amounts recognized in Hancock’s consolidated
balance sheets for other postretirement benefits based on an actuarial valuation were as follows (in thousands):

2008 2007
Funded status ' $ (2,469) $ (8,729)
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Components of Net Periodic Benefit Cost (in thousands)

2008 ) 2007 2006

Net periodic postretirement costs (gain) . $ (6,070) $ (2,692 692) $ - (524)

L

Other Changes in Plan Assets and Benefit Obligation
Recognized in Other Comprehensive Income (in thousands)

Net actuarial gain - —
Prior service credit arising durmg measurement perlod
Curfailmént — recognition of priot service eredit

Reversal of amortization — net actuarial loss
Reversal of amortization :
Total recognized in other comprehenswe income ’ . ' o ' : $

Assumptions

Weighted-average actuarial assumptions used in the period-end valuations to determine benefit obligations were as follows:

2008 2007

Discount rate 7.52% 6.55%
Rate of increase in compensation levels 2.50% 2.50%

Weighted-average actuarial assumptions used in the period-end valuations to determine net periodic benefit cost were as follows:

2008 2007 2006

Discountrate =
Expected return on plan assets
Rate of increase in compensation levels
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Assumed Health Care Cost Trend Rates

2008 2007
Employees Employees Employees Employees

under age 65 age 65 or older under age 65 age 65 or older

Assumed health care cost trend rates have a significant effect on the amounts reported for the health care plans. A one-percentage point change
in the assumed health care trend rates would have the following effects (in thousands):

One-Percentage Point One-Percentage Point

Increase Decrease
Effect on total service and interest costs $91 $(74)

Effect on postretirement benefit obligation $97 $(84)

Contributions

Hancock currently contributes to the plan as medical and dental benefits are paid. The Company expects to continue to do so in 2009 for all
eligible, present or future retirees, that elect to pay the estimated cost of medical/dental/life insurance coverage provided by the Company.
Claims paid in 2008, 2007, and 2006, net of employee contributions, totaled $579,000, $388,000, and $392,000, respectively. Such claims
include, in the case of postretirement life benefits, actual claims paid by a life insurance company and, in the case of medical and dental
benefits, actual claims paid by the Company on a self-insured basis.

Estimated Future Benefit Payments (in thousartds )

Net
Pa ents
2009
2010
2011 - ... ...
2012 : 215

Years 2014 through 2018 ‘ 1,006

Note 14 — Commitments and Contingencies -
The Company has no standby repurchase obligations or guarantees of other entities’ debt.

The Company is a party to several legal proceedings and claims. Although the outcome of such proceedings and claims cannot be determined
with certainty, we are of the opinion that it is unlikely that these proceedings and claims will have a material effect on the financial condition or
operating results of the Company.

Note 15 — Reserve for Store Closings

The reserve for store closings is based on estimates of net lease obligations and other store closing costs. The reserve was increased by
$1.6 million in 2006 and $4.5 million in 2007 due to store closings and changes in prospects for sub-leasing properties. The reserve was
decreased approximately $1.8 million in 2008 primarily due to the process of negotiating bankruptcy claims.

59



The 2007 and 2008 activity in the reserve is as follows (in thousands):

Addition to (reduction in) reserve

Payments

Note 16 — Asset Retirement Obligations

The Company has adopted the provisions of SFAS No. 143, Accounting for Asset Retirement Obligations (“SFAS No. 143”). SFAS No. 143
requires the capitalization of any retirement obligation costs as part of the carrying amount of the long-lived asset and the subsequent allocation
of the total expense to future periods using a systematic and rational method. The Company has determined that certain leases require that the
premises be returned to its original condition upon lease termination. As a result, the Company will incur costs, primarily related to the removal
of signage from its retail stores, at the lease termination. SFAS No. 143 requires that these costs be recorded at their fair value at lease
inception.

?

At January 31, 2009 and February 2, 2008, the Company had a liability pertaining to the asset retirement obligation in noncurrent liabilities on
its consolidated balance sheet. The following is a reconciliation of the beginning and ending carrying amount of the Company’s asset
retirement obligations (in thousands):

Fiscal Year
2008 2007

Related capitalized property and equipment, net of accumulated depreciation $ 55 $ 69

Note 17 — Related Party Transactions

As part of the Company’s issuance of Notes on August 1, 2008, certain members of the Official Committee of Equity Holders of Hancock
Fabrics, Inc. (the “Equity Committee™) who were “related persons” as defined in Item 404 of Regulation S-K, participated in a Backstop
Arrangement (“Backstop”) in which each party agreed to purchase all of the Notes not purchased by other purchasers during the offering. The
Backstop provided for an additional 3,750 warrants to purchase the Company’s common stock to be issued to each participant. The Notes
purchased and the warrants issued to each related person are detailed below:

Carl E Berg — Non-Executive Chairman of the Board of Hancock Fabrics, Inc.

$7.503.000 -

Shareholder’s shares u‘hderlymg warrants: ,648,000
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Nikos Hecht — Beneficial owner of more than 10% of the Company’s common stock through either controlling or majority. interest and/or-
controlling investment management in the following entities (Sopris Capital Advisors, LLC; Sopris Partners Series A, Sopris Capital, LLC;
Aspen Advisors LLC; EnterAspen Ltd.; The Richmond Fund LP)

‘Sihareholder’s shares undeﬂ;mg warrants: , 3,736, 400

The Company has no other balances with related parties, nor has it had any material transactions with related partles durmg the ﬁscal years
ended February 2, 2008 and February 3, 2007 respectively.
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REPORT OF INDEPENDENT REGISTERED PUBLIC A€COUNTING FIRM

To the Board of Directors and
Stockholders of Hancock Fabrics, Inc.

We have audited the accompanying consolidated balance sheets of Hancock Fabrics, Inc. (a Delaware Corporation) (the “Company”) as of
January 31, 2009 and February 2, 2008, and the related statements of operations, shareholders’ equity, and cash flows for the years ended
Janhuary 31, 2009, February 2, 2008 and February 3, 2007. Our audits also included the financial statement schedule listed in the Index to the
Annual Report on Form 10-K at Part IV, Item 15(a) 2 as of January 31, 2009 and February 2, 2008 and for the years ended January 31, 2009,
February 2, 2008 and February 3, 2007. These consolidated financial statements and financial statement schedules are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (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
misstatement. The Company is not required to have, nor were we engaged to perform, an audit of its internal control over financial reporting.
Our audit included consideration of internal control over, financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the company’s internal control over financial reporting.
Accordmgly, we express no such opinion. An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements, 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 consolidated financial statements referred to above present fairly, in all matenal respects, the financial position of the
Company as of January 31, 2009 and February 2, 2008, and the results of their operations and their cash flows for the years ended January 31,
2009, February 2, 2008 and February 3, 2007 in conformity with accounting principles generally accepted in the United States of America.
Also, in our opinion, the information presented in the related financial statement schedule as of January 31, 2009 and February 2, 2008 and for
the years ended January 31, 2009, February 2, 2008 and February 3, 2007, when considered in relation to the basic consolidated ﬁnancml
statements taken as a ‘whole, presents fairly, in all material respects the information set forth therein.

As discussed in Note 3 to the consolidated financial statements, the Company changed its method of accounting for inventory costing from the
last-in, first-out method to the weighted average cost method as of January 31, 2009, and applied this change retrospectively in accordance with
Statement of Financial Accounting Standards (SFAS) No. 154, Accounting Changes and Error Corrections.

As discussed in Note 4 to the consolidated financial statérhents the Company adopted the provisions of Financial Accounting Standards Board
(FASB) Interpretation No. 48, Accounting for Uncertainty in Income Taxes-An Interpretation of FASB Statement No. 109, effective February 4,
2007.

As discussed in Note 13 to the consolidated financial statements, the Company changed its method of accounting for pension plans and adopted
the provisions of SFAS No. 158, Employer’s Accounting for Defined Benefit Pension and Other Post Retirement Plans-An Amendment of
FASB Statements 87, 88, 106 and 132(R), as of February 3, 2007.

/s/ Burr, Pilger & Mayer LLP
San Francisco, California
April 8, 2009
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QUARTERLY FINANCIAL DATA (unaudited).
Years ended January 31, 2009 and February 2, 2008
(in thousands, except per share amounts)

First Second Third Fourth
Quarter Quarter Quarter : Quarter
2008® 2008@ - 2008@ 2008

Gross profit v 28,569 27,707 30,355 32,948

Depreciation and amortization 1,013 1,117 1,141 1,138

B

Interest expense " ' . 989 3577 - 851 1,621

(5,859)

Netcarnings (loss) h 3317 $(10882) 5 (21)  § 4459

First Second Third Fourth
Quarter - Quarter Quarter Quarter
2007® 2007® 2007@ . 2007®

Gross profit ) 29,856 24,199 © 31,373 32,152

Depreciation and amortization 742 1,034 ' 874 1,165

Interest expense 2,044 1,133

Loss from continuing operations, net of tax (5,780) 6,527) (5,837) (7,165)

Net loss

$ (5,52§) $(14,934) $ (5,837 $ .(7,000)

(1) Per share amounts are based on average shares outstanding during each quarter and may not add to the total for the year.

(2) Restated to reflect the Company’s change in acconting principle related to inventory. (See Note 3 to the consolidated financial
statements)
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Item 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL DISCLOSURE

None..

Item 9A. CONTROLS AND PROCEDURES
Disclosure Controls and Procedures

The Company maintains disclosure controls and procedures that are designed to ensure that information required to be disclosed in the reports
filed or submitted under the Exchange Act is recorded, processed, summarized, and reported within the time periods specified in the SEC’s
rules and forms and that such information is accumylated and corpn}unicated to tile Company’s management, including the President and Chief
Executive Officer (principal executive officer) and Senior Vice President and Chief Financial Officer (principal finaneial officer), as
appropriate, to allow timely decisions regarding the required disclosures. o : :

As of the end of the period covered by this report (January 31, 2009), the Company’s management, under the supervision and with the
participation of the Company’s President and Chief Executive Officer (principal executive officer) and Senior Vice President and Chief
Financial Officer (principal financial officer), performed an evaluation of the effectiveness of our disclosure controls and procedures (as such
term is defined in the Rules 13a-15(e) and 15d-15(e) under the Exchange Act). Based upon this evaluation and as a result of the remediation -
activities completed during 2008, the Company’s principal executive officer and principal financial officer, concluded that the Company’s
disclosure controls and procedures were effective as of January 31, 2009.

Remediation and Changes in Internal Controls

The Company reported one material weakness in internal control over financial reporting in its Form 10-K for the fiscal year ended February 2,
2008. This material weakness was the result of the Company not maintaining a sufficient complement of personnel with a level of financial
reporting expertise that is commensurate with the Company’s financial reporting requirements. The lack of sufficient personnel resulted in a
number of internal control deficiencies that were identified as significant. Management took the following actions to remediate the material
weakness:

. Hired a new Senior Vice President and Chief Financial Officer in February 2008 to supplement the existing financial executive team.

. Continues the engagement of a third party accounting and consulting firm to assist with accounting and disclosure matters related to
the financial reporting and accounting requirements.

J Realigned internal resources to improve the staffing and knoWledge of the financial reporting and accounting functions under the
direction of a new corporate controller.

. Improved segregation of duties within the accounting and IT departments including improved access and change management controls
over accounting and other electronic systems that could impact the financial information.

Other than as described above, there have not been any other changes in our internal control over financial reporting in the twelve months
ended January 31, 2009, which have materially affected, or are reasonably likely to materially affect, our internal control over financial
reporting.

Management’s Annual Report on Internal Control Over Financial Reporting

Management of the Company is responsible for establishing and maintaining adequate internal control over financial reporting (as defined in
Rules 13a-15(f) and 15d-15(f) under the Exchange Act). The Company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with GAAP. Internal control over financial reporting includes those policies and procedures that (i) pertain to the
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maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the Company;
(ii) prov1de reasonable assurance that transactions are recorded as nécessary to permit preparation of financial statements in accordance with
GAAP, and that receipts and expenditures of the Company are being made only in accordance with authorizations of management and directors
of the Company; and (iii) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition
of the Company’s assets that could have a material effect on the interim or annual Consolidated Financial Statements:

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any
evaluation of effectiveness to future periods are subject to the risk that controls may become 1nadequate because of changes in conditions, or
that the degree of compliance with the policies or procedures may deteriorate.

Hancock’s management conducted an assessment of the effectiveness of the Company’s internal control over f1nanc1a1 reporting as of :
January 31, 2009. In making this assessment, management used the criteria established in Internal Control — Integrated Framework issued by
~ the Committee of Sponsoring Organizations of the Treadway Commission (“COSO”). . o

This annual report does not include an attestation report of the Company’s registered public accounting firm regarding internal control over
financial reporting. Management’s report was not subject to attestation by the Company’s registered public accounting firm pursuant to
temporary rules of the Securities and Exchange Commission that permit the Company to provide only management’s report in thls annual
report. Lo

Item 9B. OTHER INFORMATION

None.
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PART III
ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

The information required by this Item is incorporated by reference to the Proxy Statement for our Annual Meeting of Stockholders.

ITEM 11. EXECUTIVE COMPENSATION

The information required by this Item is incorporated by reference to the Proxy Statement for our Annual Meeting of Stockholders.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED -
STOCKHOLDER MATTERS

From time to time our directors, executive officers and other insiders may adopt stock trading plans pursuant to Rule: 10b5-1(c) promulgated by
the Securities and Exchange Comimnission under the Securities Exchange Act of 1934, as amended.

The remainder of the information required by this Item is incorporated by reference to the Proxy Statement for our Annual Meeting of
Stockholders. ‘ .

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS AND DIRECTOR INDEPENDENCE

The information required by this Item is incorporated by reference to the Proxy Statement for our Annual Meeting of Stockholders.

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

The information required by this Item is incorporated by reference to the Proxy Statement for our Annual Meeting of Stockholders.
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PART IV
Item 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES .°
(a) (1) Financial Statements

The Consolidated Financial Statements of the Company are set forth in Item 8 of this Report as listed on the Index to Consolidated
Financial Statements on page 31 of this Report. ’

(a) (2) Financial Statement Schedules
Schedule IT — Valuation and qualifying accounts. (see page 105 of this Report)

All other schedules are omitted because they are not apphcable or are not requ1red or because the required 1nformat10n is mcluded in the
.Consolidated Financial Statements or notes-thereto. . : ‘

(a) (3) Exhibits
31 a Amended and Restated Certificate of Incofperation :
32 a Amemded and Restated By-Laws : E e G e o 1
41 b a Amendment No. 2, dated March 20, 2006, to the Amended and Restated Rights Agreement
42 ba Amended and Restated Rights Agreement with Continental Stock Transfer & Trust Company as amended through
March; 20, 2006 , - :
43 ¢ Specimen representing the Common Stock, par value $0.01 per share, of Hancock Farics, Inc.
44 ¢ Indenture between Hancock Fabrics, Inc. and Deutsche Bank National Trust Company
45 ¢ Master Warrant Agreement between Hancock Fabrics, Inc. and Continental Stock Transfer & Trust Company
4.6 c Specimen representing the Floating Rate Secured notes of Hancock Fabrics, Inc.
47 c Specimen representihg the Warrants of Hancock Fabrics, Inc.
48 ¢ Form of Subscription Certificate for Rights
10.1 d Form of Indemnification Agreement, dated June 8, 1995, for each of Don L. Fruge’ and Donna L. Weaver
10.2 * Form of Indemnification Agreements with members of Hancock Fabrics, Inc.’s Board of Directors; Carl E. Berg, Sam P.

Cortez, Steven D. Scheiwe, and Harry D. Schulman; and named Executive Officers; Jane F. Aggers, Robert W. Driskell,
Linda Gail Moore, William A. Sheffield, Jr., Joseph S. Borberly, and Larry D. Fair; dated August 1, 2008

10.3 da Form of Agreements (deferred compensation) with Larry D. Fair and William A. Sheffield, Jr., dated June 13, 1996
105 e a Supplemental Retirement Plan, as amended

106 da 1996 Stock Option Plan

10.7 £ Indemnification Agreement for Roger T. Knox, dated June 21, 1999

108 ga& Amended and Restated 2001 Stock Incentive Plan

10.10 * & Employment Agreement with Jane F. Aggers, effective as of August 1, 2008

10.111 » 2004 Special Stock Plan

10.12h Form of Idemnification Agreement, dated September 23, 2004 for Wellford L. Sanders, Jr. and Bernard J. Wein, dated

June 10, 2004.

10.13 * Loan and Security Agreement (“GE Credit Facility”), dated August 1, 2008, by and among Hancock Fabrics, Inc., HF
Merchandising Inc., Hancock Fabrics of MI, Inc., hancockfabrics.com, Inc., Hancock Fabrics, LLC, as Borrowers; HF
Enterprises, Inc. and HF Resources, Inc. as Guarantors; General Electric Capital Corporation, as Agent, Issuing Bank and
Syndication Agent; and GE Capital Markets, Inc., as Sole Lead Arranger, Manager and Bookrunner
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10.14 *

10.15 *

10.16 *

10.17 *

10.18 * +

10.19 * +

1025k &
10.26 * &
10.27 ¢
10.28 * &
10.29 * &
18.1 *
21 %
231 *
311 *
312 *

32 %

Pledge and Security Agreement (Corporations), dated August 1, 2008 by Hancock Fabrics, Inc., HF Merchandising Inc.,
Hancock Fabrics of MI, Inc., hancockfabrics.com, Hancock Fabrics, LLC, HF Enterprlses Inc and HF Resources, Inc., to
and in favor of General Electrlc Capital Corporation, in its capacity as agent -

Pledge and Security Agreement (LLCs), dated August 1, 2008 by Hancock Fabrics, Inc., HF Merchandising Inc., Hancock
Fabrics of MI, Inc., hancockfabrics.com, Hancock Fabrics, LLC, HF Enterprises, Inc. and HF Resources, Inc., to and in
favor of General Electric Capital Corporation, in its capacity as agent

Trademark Collateral Assignment and Security Agreement, dated August 1, 2008, by and among Hancock Fabrics, Inc., HF
Merchandising Inc., Hancock Fabrics of MI, Inc., hancockfabrics.com, Hancock Fabrics, LLC, HF Enterprises, Inc. and HF
Resources, Inc. and General Electric Capital Corporation, in its capacity as agent

Guarantee, dated August 1, 2008, by Hancock Fabrics, Inc., HF Merchandising Inc., Hancock Fabrics of MI, Inc.,
hancockfabrics.com, Hancock Fabrics, LLC, HF Enterprises, Inc. and HF Resources, Inc. in favor of General Electric
Capital Corporation, in its capacity as agent

Deposit Account Control Agreement, dated August 1, 2008, by and among BancorpSouth Bank, Hancock Fabrics, Inc. and
General Electric Capital Corporation, in its capacity as agent

Deposit Account Control Agreement (Elavon Account), dated August 1, 2008 by and among BancorpSouth Bank, Hancock
Fabrics, Inc. and General Electric Capital Corporation, in its capacity as agent

Form of Amendments to the Deferred Compensation Agreements for Larry D. Fair and William A. Sheffield, Jr.
Form of Amendments to the Deferred Compensation Agreements for Larry D. Fair and William A. Sheffield, Jr.
Subscription Agent Agreement, dated June 17, 2008 between Hancock Fabrics, Inc. and Wunderlich Securities, Inc.
Form of Change in Control Agreement (VP)

Form of Change in Control Agreement (SVP)

Preferability Letter from Burr, Pilger & Mayer LLP — an Independent Registered Public Accounting Firm
Subsidiaries of the Registrant.

Consent of Burr, Pilger & Mayer LLP — an Independent Registered Public Accounting Firm

Certification of Chief Executive Officer.

Certification of Chief Financial Officer.

Certification of Chief Executive Officer and Chief Financial Officer Pursuant to 18 U.S.C. Section 1350.

* Filed herewith.
+  Information redacted pursuant to a confidential treatment request. Omitted portions have been filed separately with the SEC.

Incorporated by reference to (Commission file number for Section 13 reports is 001-9482):

= T O “ " c N = i

-

Form 8-K filed July 31, 2008

Form 8-K filed Marc 26, 2006

Form S-1/A filed June 19, 2008
Form 10-K filed April 22, 1997
Form 10-K filed April 25, 1995
Form 10-K filed April 27, 2000
Form 10-Q filed September 15, 2008
Form 10-K filed April 15, 2005
Form S-8 filed April 15, 2005
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i Form 8-K filed December 9, 2005
k  Form 10-K filed April 17, 2008 , N
a Denctes management contract or compensatory plan or arrangement.
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SIGNATURES

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

HANCOCK FABRICS, INC.

By /s/ Jane F. Aggers
Jane F. Aggers
President, Director and Chief Executive Officer
(Principal Executive Officer)
April 9,2009

By /s/ Robert W. Driskell
Robert W. Driskell
Senior Vice President and Chief Financial Officer

(Principal Financial and Accounting Officer)
April 9, 2009
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Pursuant to the requirements of the Securities and Exchange Act of 1934, this report has been signed below by the following persons on behalf
of the registrant and in the capacities and on the dates indicated.

Signature Date

/s/ Jane F. Aggers ' April 9, 2009
Jane F. Aggers

President, Director and Chief Executive Officer

(Principal Executive Officer)

/s/ Robert W. Driskell April 9, 2009
Robert W. Driskell

Senior Vice President and Chief Financial Officer

(Principal Financial and Accounting Officer)

/s/ Carl E. Berg April 9, 2009

Carl E. Berg
Director

/s/ Sam P. Cortez April 9, 2009
Sam P. Cortez
Director

/s/ Steven D. Scheiwe April 9, 2009

Steven D. Scheiwe
Director

/s/ Harry D. Schulman ; April 9, 2009
Harry D. Schulman
Director
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