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PART I - FINANCIAL INFORMATION
BASSETT FURNITURE INDUSTRIES, INCORPORATED AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS AND RETAINED EARNINGS
FOR THE PERIODS ENDED AUGUST 27, 2005 AND AUGUST 28, 2004 – UNAUDITED

(In thousands except per share data)
 
Item 1. Financial Statements
 

   

Nine Months Ended

  

Quarter Ended

 

   

August 27, 2005

  

August 28, 2004

  

August 27, 2005

  

August 28, 2004

 
Net sales   $ 246,557  $ 235,508  $ 82,743  $ 78,585 
Cost of sales    177,644   175,332   57,276   58,495 
      

Gross profit    68,913   60,176   25,467   20,090 

Selling, general and administrative    64,005   57,289   23,517   19,009 
Gain on sale of property, net    —     (3,890)  —     —   
Restructuring and impaired asset charges    4,204   4,060   1,739   1,220 
      

Operating income (loss)    704   2,717   211   (139)

Other income, net    6,115   4,499   2,307   1,585 
      
Income before income tax provision    6,819   7,216   2,518   1,446 

Income tax provision    (1,522)  (1,876)  (632)  (318)
      
Net income   $ 5,297  $ 5,340  $ 1,886  $ 1,128 

Retained earnings-beginning of period    158,341   159,488   157,043   159,031 
Cash dividends    (7,071)  (7,007)  (2,362)  (2,338)
      
Retained earnings-end of period   $ 156,567  $ 157,821  $ 156,567  $ 157,821 

      
Basic earnings per share   $ 0.45  $ 0.46  $ 0.16  $ 0.10 

      
Diluted earnings per share   $ 0.44  $ 0.45  $ 0.16  $ 0.10 

      
Dividends per share   $ 0.60  $ 0.60  $ 0.20  $ 0.20 

      
 
The accompanying notes to condensed consolidated financial statements are an integral part of the condensed consolidated financial statements.
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PART I – FINANCIAL INFORMATION – CONTINUED
BASSETT FURNITURE INDUSTRIES, INCORPORATED AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS
AUGUST 27, 2005 AND NOVEMBER 27, 2004

(In thousands)
 

   

(Unaudited)
August 27, 2005

  

November 27, 2004

Assets         
Current assets         

Cash and cash equivalents   $ 5,057  $ 4,022
Accounts receivable, net    42,182   40,507
Inventories, net    49,827   47,285
Assets held for sale, net    1,213   2,753
Deferred income taxes    3,410   4,130
Other current assets    3,878   3,980

     
Total current assets    105,567   102,677
     
Property and equipment         

Cost    154,339   147,708
Less accumulated depreciation    114,380   107,465

     
Property and equipment, net    39,959   40,243
     
Investments    77,321   73,520
Retail real estate, net    55,989   53,085
Notes receivable, net    14,186   14,642
Other, net    17,855   13,199
     
Total other assets    165,351   154,446
     
Total assets   $ 310,877  $ 297,366

     
Liabilities and Stockholders’ Equity         
Current liabilities         

Accounts payable   $ 19,968  $ 19,948
Accrued liabilities    25,944   18,601

     
Total current liabilities    45,912   38,549
     
Long-term liabilities         

Employee benefits    9,215   9,423
Long-term debt    6,318   —  
Real estate notes payable    15,261   15,604
Distributions in excess of affiliate earnings    13,729   12,578

     
Total long-term liabilities    44,523   37,605
     
Commitments and Contingencies         
Stockholders’ equity         

Common stock    58,989   58,680
Retained earnings    156,567   158,341
Additional paid-in-capital    2,100   1,373
Accumulated other comprehensive income - unrealized holding gains, net of income tax    2,786   2,818

     
Total stockholders’ equity    220,442   221,212
     
Total liabilities and stockholders’ equity   $ 310,877  $ 297,366

     
 
The accompanying notes to condensed consolidated financial statements are an integral part of the condensed consolidated financial statements.
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PART I – FINANCIAL INFORMATION – CONTINUED
BASSETT FURNITURE INDUSTRIES, INCORPORATED AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE PERIODS ENDED AUGUST 27, 2005 AND AUGUST 28, 2004 – UNAUDITED

(In thousands)
 

   

Nine Months Ended

 

   

August 27, 2005

  

August 28, 2004

 
Net income   $ 5,297  $ 5,340 
Adjustments to reconcile net income to net cash provided by operating activities:          

Depreciation and amortization    7,043   7,534 
Equity in undistributed income of investments    (8,027)  (6,817)
Provision for write-down of impaired assets    4,204   2,353 
Net gain from sale of property and equipment    —     (3,890)
Net gains from sales of investments    (908)  (1,215)
Provision for losses on trade accounts receivable    1,809   900 
Deferred income taxes    (328)  360 
Changes in employee benefit liabilities    (208)  (295)
Changes in operating assets and liabilities, exclusive of assets and liabilities impacted by business

combinations          
Accounts receivable, net    (10,780)  (1,632)
Inventories, net    3,895   (7,822)
Other current assets    340   (341)
Notes receivable, net    (1,917)  (105)
Accounts payable and accrued liabilities    1,370   3,234 

    
Net cash provided by (used in) operating activities    1,790   (2,396)

    
Investing activities:          

Purchases of property and equipment    (2,739)  (3,262)
Purchases of retail real estate    (4,474)  (5,938)
Proceeds from sales of property and equipment    1,613   8,342 
Proceeds from sales of investments    11,407   10,726 
Purchases of investments    (9,815)  (17,021)
Dividends from an affiliate    5,623   5,623 
Acquisition of retail licensee stores, net of cash acquired (1)    67   —   
Other, net    232   1,099 

    
Net cash provided by (used in) investing activities    1,914   (431)

    
Financing activities:          

Borrowings under revolving credit arrangement    4,000   —   
Repayments of real estate notes payable    (581)  (105)
Issuance of common stock, net    983   1,857 
Repurchases of common stock    —     (772)
Cash dividends    (7,071)  (7,007)

    
Net cash used in financing activities    (2,669)  (6,027)

    
Net change in cash and cash equivalents    1,035   (8,854)

Cash and cash equivalents, beginning of period    4,022   15,181 
    
Cash and cash equivalents, end of period   $ 5,057  $ 6,327 

    

(1) See Note 9 for a summary of the non-cash portion of these transactions
 
The accompanying notes to condensed consolidated financial statements are an integral part of the condensed consolidated financial statements.
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BASSETT FURNITURE INDUSTRIES, INCORPORATED AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS-UNAUDITED

AUGUST 27, 2005
(Dollars in thousands except share and per share data)

 
Note 1. Basis of Presentation:
 The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with the instructions to Form 10-Q and do not
include all of the information and footnotes required by accounting principles generally accepted in the United States for complete financial statements. In our
opinion, all adjustments (consisting of normal recurring accruals) considered necessary for a fair presentation have been included.
 
The condensed consolidated financial statements include the accounts of Bassett Furniture Industries, Incorporated (“Bassett”, “we”, “our”, “the Company”) and
our majority owned subsidiaries of which we have operating control. The equity method of accounting is used for our investments in affiliated companies in
which we exercise significant influence but do not maintain control, unless consolidated pursuant to Financial Accounting Standards Board (“FASB”) Revised
Interpretation No. 46 “Consolidation of Variable Interest Entities” (“FIN46R”).
 
Note 2. Interim Financial Presentation
 All intercompany accounts and transactions have been eliminated in the consolidated financial statements. The results of operations for the three and nine months
ended August 27, 2005 are not necessarily indicative of results for the fiscal year. It is suggested that the interim consolidated financial statements be read in
conjunction with the consolidated financial statements and accompanying notes included in our Annual Report on Form 10-K for the year ended November 27,
2004.
 
Certain amounts in the 2004 financial statements have been reclassified to more closely conform with the 2005 presentation.
 
Note 3. Stock-Based Compensation:
 We have elected to continue to account for stock options granted to employees and directors under APB Opinion No. 25 and are required to provide pro forma
disclosures of what net income and earnings per share would have been had we adopted the fair value method for recognition purposes under SFAS No. 123.
 
For the periods ended August 27, 2005 and August 28, 2004, the effect on earnings per share would be as follows:
 

   

Quarter Ended

  

Nine Months Ended

 

   

August 27, 2005

  

August 28, 2004

  

August 27, 2005

  

August 28, 2004

 
Net income:                  

As reported   $ 1,886  $ 1,128  $ 5,297  $ 5,340 
Less: pro forma expense, net of tax, related to stock options    (4)  (414)  (46)  (889)

      
Pro forma net income   $ 1,882  $ 714  $ 5,251  $ 4,451 

Earnings per share:                  
As reported                  

Basic   $ 0.16  $ 0.10  $ 0.45  $ 0.46 
Diluted    0.16   0.10   0.44   0.45 

Pro forma                  
Basic    0.16   0.06   0.45   0.38 
Diluted    0.16   0.06   0.44   0.38 

 
The pro forma results reflect amortization of the fair value of stock options over the vesting period.
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BASSETT FURNITURE INDUSTRIES INCORPORATED AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS-UNAUDITED

AUGUST 27, 2005
(Dollars in thousands except share and per share data)

 
Note 4. Inventories:
 Inventories are valued at the lower of cost or market. Cost is determined for domestic furniture inventories using the last-in, first-out (LIFO) method. The costs
for imported inventories are determined using the first-in, first-out (FIFO) method. Our 2005 inventories include the inventories consolidated through the
acquisitions of our retail licensee stores in Dallas, Atlanta, and Upstate New York (Note 9). During the third quarter and first nine months of 2005, we liquidated
certain LIFO inventories which decreased cost of sales by approximately $300 and $1,000, respectively. In 2004, we did not liquidate any LIFO inventories.
 

   

August 27, 2005

  

November 27, 2004

 
Finished goods   $ 35,420  $ 35,893 
Work in process    1,964   2,171 
Raw materials and supplies    14,790   17,874 
Retail merchandise    14,702   8,285 
    
Total inventories on FIFO method    66,876   64,223 
LIFO adjustment    (17,049)  (16,938)
    
Total inventories, net   $ 49,827  $ 47,285 

    
 
Note 5. Unconsolidated Affiliated Companies:
 The International Home Furnishings Center (“IHFC”) owns and leases out floor space in a showroom facility in High Point, North Carolina. We owned 46.9% of
IHFC at August 27, 2005 and August 28, 2004 and accounted for the investment using the equity method since we do not maintain operating control of IHFC.
Our investment reflects a credit balance of $13,729 and $12,578 at August 27, 2005 and November 27, 2004, respectively, which is reflected in the liabilities
section in the accompanying consolidated balance sheets as “distributions in excess of affiliate earnings.” We have concluded, based on the leases that tenants
must sign with IHFC and based on historical earnings that IHFC will generate future earnings in excess of the amounts recorded in the accompanying balance
sheets. Based on current and expected future earnings of IHFC, we believe the market value of this investment is positive and substantially greater than its
negative book value of $13,729 at August 27, 2005. We recorded income from IHFC of $4,472 and $4,152 in the first nine months of 2005 and 2004,
respectively. In the third quarter of 2005 we recorded income of $1,506 compared to $1,304 in the third quarter of 2004. Additionally, we received dividends of
$5,623 in the first nine months of 2005 and 2004 and dividends of $3,280 and $2,343 from IHFC in the third quarter of 2005 and 2004, respectively. Summarized
unaudited income statement information for IHFC for their first nine months of 2005 and 2004, respectively, is as follows:
 

   

2005

  

2004

Revenue   $32,607  $31,283
Operating income    20,070   18,952
Net income    9,544   8,863

 
Note 6. Real Estate Notes Payable:
 We have mortgages on five real estate properties utilized by Bassett Furniture Direct (BFD) stores totaling $15,711. These notes payable mature over the next six
to seven years and have interest rates ranging from 7.89% to 9.18%. The current portion of these notes, $450 at August 27, 2005, has been included as a current
liability in accrued liabilities in the accompanying condensed consolidated balance sheet. These mortgages are collateralized by the respective properties with net
book value of $19,098.
 

7 of 27



Table of Contents

BASSETT FURNITURE INDUSTRIES, INCORPORATED AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS-UNAUDITED

AUGUST 27, 2005
(Dollars in thousands except share and per share data)

 
Note 7. Long-Term Debt:
 We have a $40,000 revolving credit facility which is secured by substantially all of our receivables and inventories. Borrowings under the facility, which matures
November 30, 2006, totaled $4,000 at August 27, 2005 and $0 at November 27, 2004. The interest rate on this facility was 5.03% at August 27, 2005, based on
LIBOR plus 1.5%. Additionally, through our acquisition of retail licensee stores in Dallas, and Atlanta we assumed $2,414 of long-term debt, of which $96 has
since been repaid (Note 9).
 
Note 8. Comprehensive Income:
 For the quarters ended August 27, 2005 and August 28, 2004, total comprehensive income, net of tax, was $1,873 and $863, respectively. Included in total
comprehensive income for each quarter was net income of $1,886 and $1,128, and unrealized holding losses, net of tax, of $13 and $265, respectively.
 
For the nine months ended August 27, 2005 and August 28, 2004, total comprehensive income, net of tax, was $5,265 and $5,198, respectively. Included in total
comprehensive income for each nine month period was net income of $5,297 and $5,340, and unrealized holding losses, net of tax, of $32 and $142, respectively.
 
Note 9. Acquisition of Retail Licensee Stores:
 On August 1, 2005, we acquired 100% ownership in our BFD licensee in Upstate, NY (“BFD-UNY”). On August 26, 2005, we acquired an additional 36%
interest in our BFD licensee in Atlanta, Georgia (“BFD-Atlanta”) bringing our total ownership interest to 66%. We accounted for these transactions using the
purchase method of accounting. As such, as of the end of our third quarter, we have consolidated BFD-UNY’s and BFD-Atlanta’s financial position into our
condensed consolidated balance sheet. BFD-UNY operates two BFD stores in Rochester, NY and one store in Buffalo, NY. BFD-Atlanta operates four BFD
stores in the greater Atlanta, Ga. metropolitan area.
 
The cash purchase price for these two transactions was $250. The net liabilities assumed is estimated to be $1,489, and includes $2,221 of inventories, net of
inter-company profit elimination and other assets, net of recorded reserves. We are in the process of receiving third-party evaluations of certain identifiable
intangible assets, valuing certain liabilities and performing other opening balance sheet procedures; thus the allocation of the purchase price is subject to
refinement. In conjunction with these transactions, we recorded $1,739 of impaired asset charges related to the difference in the cash purchase price and the total
fair market value of net liabilities assumed. The difference primarily relates to impairments of a portion of goodwill created through the transactions.
 
The following table summarizes the estimated fair market values of the assets acquired and liabilities assumed at date of acquisition which have been
consolidated into our financial position.
 

Current Assets   $ 2,885 
Property, plant and equipment    601 
Goodwill and identifiable intangibles    900 
Other assets    2,530 
   

Total assets acquired    6,916 
   
Current Liabilities    4,045 
Long-term debt    4,360 
   

Total liabilities assumed    8,405 
   

Net liabilities assumed   $(1,489)

   
 
As the BFD-UNY transaction was completed on August 1, 2005, our results of operations included BFD-UNY’s results of operations for the month of August.
The BFD-Atlanta transaction was completed on August 26, 2005, so our results of operations do not include the results of operations of BFD-Atlanta. Beginning
in the fourth quarter of 2005 our consolidated results of operations will include BFD-Atlanta’s results of operations.
 
During the second quarter of 2005, we acquired a 76% ownership interest in our Dallas, TX metropolitan area BFD store operation (“BFD-Dallas”). We
accounted for this transaction using the purchase method of accounting. As such, as of the end of our second quarter, we have consolidated BFD-Dallas’ financial
position into our condensed consolidated balance sheet. BFD-Dallas operates eight BFD stores in the greater Dallas, TX metropolitan area.
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BASSETT FURNITURE INDUSTRIES, INCORPORATED AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS-UNAUDITED

AUGUST 27, 2005
(Dollars in thousands except share and per share data)

 
The purchase price was $3,300, which includes $800 of cash and $2,500 of notes receivable converted to equity. The net assets acquired (net of recorded reserves)
was estimated to be $835 and included $3,553 of inventories, net of inter-company profit elimination. We are in the process of receiving third-party evaluations of
certain identifiable intangible assets, valuing certain liabilities and performing other opening balance sheet procedures; thus the allocation of the purchase price is
subject to refinement. In conjunction with this transaction, we recorded $2,465 of impaired asset charge for the difference in the purchase price and the fair
market value of net assets acquired net of recorded reserves. The difference primarily relates to an impairment of a portion of goodwill created through the
transaction. We have revised this disclosure from previous disclosures to better present this transaction.
 
The following table summarizes the estimated fair market values of the assets acquired and liabilities assumed at date of acquisition which have been
consolidated into our financial position.
 

Current Assets   $4,807
Property, plant and equipment    1,780
Goodwill and identifiable intangibles    1,940
Other assets    162
   

Total assets acquired    8,689
   
Current Liabilities    3,319
Long-term debt    4,535
   

Total liabilities assumed    7,854
   

Net assets acquired   $ 835

   
 
Our consolidated results of operations for the third quarter 2005 include the results of operations of BFD-Dallas.
 
The following unaudited pro forma financial information for 2005 and 2004 is presented to illustrate the estimated effect of the 2005 acquisitions of BFD-Dallas
and BFD-Atlanta as if the transactions had occurred as of the beginning of each period presented below which includes an impairment charge in each period to
consolidate these two entities. The pro forma results do not include the acquisition of BFD-UNY as complete and accurate financial information was not available
for those periods. The pro forma information primarily includes sales net of elimination of inter-company sales, cost of sales and profit. The pro forma financial
information is not necessarily indicative of the results of operations as they would have been had the transactions been effected on the assumed date nor is it
necessarily indicative of future results.
 

   

Nine months Ended
August 27, 2005

Pro Forma

  

Nine months Ended
August 28, 2004

Pro Forma

  

Quarter Ended
August 27, 2005

Pro Forma

  

Quarter Ended
August 28, 2004

Pro Forma

 
Net sales   $ 255,860  $ 249,744  $ 84,048  $ 82,724 
         
Net income (loss)   $ 5,161  $ 3,272  $ 1,866  $ (537)

         
Diluted earnings (loss) per share   $ 0.43  $ 0.28  $ 0.16  $ (0.05)
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BASSETT FURNITURE INDUSTRIES, INCORPORATED AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS-UNAUDITED

AUGUST 27, 2005
(Dollars in thousands except share and per share data)

 
Note 10. Contingencies:
 We are involved in various legal and environmental matters, which arise in the normal course of business. Although the final outcome of these matters cannot be
determined, based on the facts presently known, we believe that the final resolution of these matters will not have a material adverse effect on our financial
position or future results of operations.
 
We lease land and buildings used in the operation of our Bassett-owned retail stores and in the operation of independent and partnership licensee BFD stores. We
also lease showroom space from IHFC at the market rate. Lease terms range from three to 15 years and generally have renewal options of between five and 15
years. We had obligations of $86,524 and $47,171 at August 27, 2005 and November 27, 2004, respectively, for future minimum lease payments under non-
cancelable operating leases having remaining terms in excess of one year. Obligations at August 27, 2005 include assumption of approximately $24,714 of BFD-
Dallas’ and BFD-UNY’s lease obligations. Additionally, we entered into lease commitments on five new BFD stores opened in 2005.
 
As part of the expansion strategy for our BFD program, we have guaranteed certain lease obligations of licensee operators. Lease guarantees range from one to
ten years. We were contingently liable under licensee lease obligation guarantees in the amount of $17,283 and $25,394 at August 27, 2005 and November 27,
2004, respectively. Currently, we have also guaranteed one real estate obligation for $737 and $804 and one warehouse lease obligation for $1,976 and $2,902, at
August 27, 2005 and November 27, 2004, respectively.
 
We have also guaranteed loans to certain of our BFD licensees to finance initial inventory packages for those stores. The total contingent liabilities with respect to
these loan guarantees as of August 27, 2005 and November 27, 2004 were $10,158 and $14,534, respectively.
 
In the event of default by an independent dealer under the guaranteed lease or loan, we believe that the risk of loss is mitigated through a combination of options
that include, but are not limited to, arranging for a replacement dealer, liquidating the collateral, and pursuing payment under the personal guarantees of the
independent dealer. The proceeds of the above options are expected to cover the estimated amount of our future payments under the guarantee obligations, net of
recorded reserves. The fair value of lease guarantees (an estimate of the cost to the Company to perform on these guarantees) at August 27, 2005 and November
27, 2004 were $721 and $770, respectively, and are recorded in accrued liabilities in the accompanying balance sheets.
 
Note 11. Recent Accounting Pronouncements
 SFAS No. 123 (Revised 2004), “Share-Based Payment”, issued in December 2004, is a revision of FASB Statement 123, “Accounting for Stock-Based
Compensation” and supersedes APB Opinion No. 25, “Accounting for Stock Issued to Employees,” and its related implementation guidance. The Statement
focuses primarily on accounting for transactions in which an entity obtains employee services in share-based payment transactions. SFAS No. 123 (Revised 2004)
requires a public entity to measure the cost of employee services received in exchange for an award of equity instruments based on the grant-date fair value of the
award (with limited exceptions). That cost will be recognized over the period during which an employee is required to provide service in exchange for the award.
This statement is effective as of the beginning of the first annual reporting period that begins after June 15, 2005 and we will adopt the standard in the first quarter
of fiscal 2006. Although we have not completed our assessment, we believe the impact on our consolidated financial position or results of operations will not be
material given the small number of unvested stock options currently outstanding.
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BASSETT FURNITURE INDUSTRIES, INCORPORATED AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS-UNAUDITED

AUGUST 27, 2005
(Dollars in thousands except share and per share data)

 
Note 12. Earnings per share:
 The following reconciles basic and diluted earnings per share:
 

   

Net Income

  

Weighted Average
Shares

  

Earnings
per share

 
For the quarter ended August 27, 2005             

Net income   $ 1,886  11,802,832  $ 0.16 
Add effect of dilutive securities:             

Options    —    140,268   —   
       
Diluted earnings per share   $ 1,886  11,943,100  $ 0.16 

       
For the quarter ended August 28, 2004             

Net income   $ 1,128  11,685,217  $ 0.10 
Add effect of dilutive securities:             

Options    —    164,906   —   
       
Diluted earnings per share   $ 1,128  11,850,123  $ 0.10 

       
For the nine months ended August 27, 2005             

Net income   $ 5,297  11,777,505  $ 0.45 
Add effect of dilutive securities:             

Options    —    143,761   (0.01)
       
Diluted earnings per share   $ 5,297  11,921,266  $ 0.44 

       
For the nine months ended August 28, 2004             

Net income   $ 5,340  11,676,706  $ 0.46 
Add effect of dilutive securities:             

Options    —    174,858   (0.01)
       
Diluted earnings per share   $ 5,340  11,851,564  $ 0.45 

       
 
Common stock equivalent shares are excluded from the computations if their effect is anti-dilutive. The effect of stock options is not included in the diluted
computation for periods in which losses occur because to do so would be anti-dilutive. Options to purchase 1.4 million and 1.6 million shares of common stock
were outstanding during the first nine months of 2005 and 2004, respectively, which could potentially dilute basic EPS in the future. In 2005, approximately
748,000 of these stock options were excluded from the computation of diluted earnings per share due to their antidilutive effect.
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PART I-FINANCIAL INFORMATION-CONTINUED
BASSETT FURNITURE INDUSTRIES, INCORPORATED AND SUBSIDIARIES

AUGUST 27, 2005
(Dollars in thousands except share and per share data)

 
Note 13. Segment Information:
 Our primary business is wholesale home furnishings. The wholesale home furnishings business is involved principally in the design, manufacture, sale and
distribution of furniture products to a network of Bassett Furniture Direct stores (independently-owned stores, Bassett-owned retail stores, and partnership
licensees) and independent furniture retailers and department stores.
 
Our wood segment is engaged in the manufacture and sourcing of casegoods products, primarily bedroom, dining room, home entertainment, occasional and
juvenile furniture. Our upholstery segment is involved in the manufacture and sourcing of upholstered frames and cut upholstery items having a variety of frame
and fabric options.
 
Our “other” business segment consists of a contemporary furniture business, real estate for non-Company-owned BFD stores and corporate selling, general and
administrative expenses, which are included to reconcile segment information to the consolidated financial statements.
 
Our retail segment currently consists of 27 Bassett-owned stores in North Carolina, South Carolina, Texas, Georgia, and New York. This includes 8 stores
operated by BFD-Dallas which were acquired on May 28, 2005 and whose results of operations began to be included in our third quarter results of operations.
This also includes 3 stores operated by BFD-UNY which were acquired on August 1, 2005, and whose results of operations for the month of August are included
in our results of operations and 4 stores operated by BFD-Atlanta which were acquired on August 27, 2005 and therefore, whose results of operations are not
included in our results of operations but will begin to be included in our results of operations in our fourth quarter. During our third quarter, we sold our two
stores in Las Vegas to an independent dealer for approximately net book value. The 2004 first nine months’ retail segment consisted of 12 stores in North
Carolina, Nevada, and Texas. Our retail segment includes the revenues, expenses, retail real estate and capital expenditures directly utilized by these stores.
 
Inter-Company profit elimination includes both the elimination of sales and profit in inventory. Inventory profit elimination reflects the embedded wholesale
profit in the Company-owned store inventory that has not been realized. These profits will be recorded when merchandise is shipped to the retail customer.
Additionally, when we acquire retail licensee stores, the expense to eliminate the embedded wholesale profit in their inventory is included as part of the charge to
consolidate these entities.
 
Operating income by business segment is defined as sales less direct operating costs and expenses. Identifiable assets are those assets used exclusively in the
operations of each business segment. Identifiable assets for our wood, upholstery and retail segments consist primarily of inventories, retail real estate and
property, plant and equipment.
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Segment information for the periods ended August 27, 2005 and August 28, 2004 was as follows:
 

   

Net Sales

  

Operating
Income (loss)

  

Identifiable
Assets

  

Depreciation
and

amortization

  

Capital
Expenditures

Quarter ended August 27, 2005                     
Wood   $ 42,688  $ 5,901  $ 60,804  $ 677  $ 175
Upholstery    28,596   4,401   17,448   219   286
Other    2,007   (7,858)  177,580   1,055   595
         
Wholesale    73,291   2,444   255,832   1,951   1,056
Retail    19,890   (205)  55,045   436   657
Inter-Company Elimination    (10,438)  (289)  —     —     —  
Impaired asset charge    —     (1,739)  —     —     —  
         
Consolidated   $ 82,743  $ 211  $310,877  $ 2,387  $ 1,713

         
Quarter ended August 28, 2004                     
Wood   $ 44,624  $ 5,167  $ 63,412  $ 840  $ 519
Upholstery    25,572   3,392   18,381   225   373
Other    1,954   (7,547)  175,498   1,307   255
         
Wholesale    72,150   1,012   257,291   2,372   1,147
Retail    12,301   238   42,544   203   2,697
Inter-Company Elimination    (5,866)  (169)      —     —  
Restructuring    —     (1,220)      —     —  
         
Consolidated   $ 78,585  $ (139) $299,835  $ 2,575  $ 3,844

         

   

Net Sales

  

Operating
Income (loss)

  

Identifiable
Assets

  

Depreciation
and

amortization

  

Capital
Expenditures

Nine months ended August 27, 2005                     
Wood   $133,124  $ 18,103  $ 60,804  $ 2,050  $ 898
Upholstery    85,366   11,856   17,448   678   971
Other    5,655   (24,447)  177,580   3,304   4,344
         
Wholesale    224,145   5,512   255,832   6,032   6,213
Retail    46,652   (75)  55,045   1,011   1,000
Inter-Company Elimination    (24,240)  (529)  —     —     —  
Impaired asset charge    —     (4,204)  —     —     —  
         
Consolidated   $246,557  $ 704  $310,877  $ 7,043  $ 7,213

         
Nine months ended August 28, 2004                     
Wood   $132,794  $ 14,576  $ 63,412  $ 2,393  $ 1,297
Upholstery    76,430   10,230   18,381   701   841
Other    6,663   (22,075)  175,498   3,964   3,011
         
Wholesale    215,887   2,731   257,291   7,058   5,149
Retail    36,773   188   42,544   476   4,051
Inter-Company Elimination    (17,152)  (32)      —     —  
Gain and restructurings, net    —     (170)      —     —  
         
Consolidated   $235,508  $ 2,717  $299,835  $ 7,534  $ 9,200
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Note 14. Subsequent Event:
 Subsequent to quarter end, the Company announced plans to cease operations at our wood manufacturing facility in Mt. Airy, N.C. and plans to move production
of certain products from the Mt. Airy facility to our wood facility in Bassett, Va., with the remaining product being imported. At current product demand levels,
we expect savings from reduced labor and fixed operating expenses of $4.0 to $5.0 million annually once this transition is complete. In connection with the
closing of the Mt. Airy facility, we will record a fourth quarter pre-tax restructuring and impairment charge of approximately $2.0 to $3.0 million or $0.10 to
$0.16 per share after tax, approximately half of which is asset impairment of primarily machinery and equipment and half is employee termination and benefit
related costs.
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Item 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS
 Overview
 Bassett Furniture Industries, Incorporated, based in Bassett, Va., is a leading manufacturer, marketer and retailer of branded home furnishings. Bassett’s products,
designed to provide quality, style and value, are sold through Bassett Furniture Direct ® stores (BFDs), At Home with Bassett ® galleries, and other furniture
stores. Bassettbaby ® products, primarily cribs and casegoods, are sold through specialty stores and mass merchants.
 
The inception and growth of our Bassett Furniture Direct (BFD) store program, which began in 1997, entailed not only the creation of a new prototype store, but
also includes an internal, cultural transformation aimed at refocusing Company practices and strategies to the ultimate end user, our consumer. The strategy also
focused on restyling the Bassett lines and suites with accessories. Bassett Furniture Direct acts as both a furniture design center and a moderate price point leader
- two characteristics that combined with custom product and quick delivery offer what the Company believes to be a unique selling proposition in the furniture
industry.
 
The furniture industry continues to experience rapid change. The change has been precipitated by both the growth of imported furniture (which has included
downward pressure on retail prices) and reductions in traditional channels of distribution. We embraced these changes through our BFD program and by reducing
our domestic production of product that can be more efficiently sourced overseas. We strive to provide our customers with home furnishings at competitive prices
and, with that goal in mind, will continue to evaluate the cost effectiveness of domestic production on a product by product basis. Approximately 33% of our
year-to-date wholesale sales are of imported product compared to 27% in 2004. We define imported product as fully finished product sourced from overseas. Our
domestic product includes certain products that contain components which are also sourced from overseas. We continue to believe that a blended strategy
including domestically produced products primarily of a custom-order nature combined with sourcing of major collections provides the best value and quality of
products to our customers. We expect that overall operating margins will be positively impacted through sourcing more products overseas as our mix of domestic
versus imported product approaches a 50/50 mix over the next two years.
 
Our retail strategy is currently focused on continuing to improve the profitability, operations and customer experience at our 127 store BFD network. A major
component of this strategy involves our growing group of Company owned stores. During 2005, we acquired a total of 15 BFD stores located in Dallas, Atlanta,
and Upstate New York. We believe a strong, core Company owned retail division provides us the first-hand experience, immediate feedback and training program
that is vitally important to the success of our entire BFD network. Although we do not have any more retail acquisitions planned for our fourth quarter of 2005,
pursuit of this strategy will enable our retail division to acquire and operate additional BFD stores as viable opportunities arise to strengthen our retail division.
Our corporate internal organizational and financial strength combined with our 27 Company owned stores provide the scale, best practices and resources needed
to drive uniformity throughout our BFD program and drive the improvement needed in our recently acquired retail licensee stores.
 
Continual improvements to the retail program are being made through improved product, new advertising and better delivery, service and training. We expect
licensees to open between 10 and 20 new stores per year over the next several years. While interest in our BFD program remains strong, we continue to be more
selective in approving new licensees and remain focused on improving the profitability of our current licensee and Company owned stores.
 
An increasingly important component of our retail strategy and our balance sheet is real estate. We expect to continue to invest in high quality retail real estate as
the BFD store program continues to expand, and may, on a selective basis, continue to provide various forms of assistance to procure retail real estate for
licensees of BFD stores with a focus on lease/sub-lease arrangements or short-term lease guarantees.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (continued)
 
We intend to execute these strategies in such a way as to preserve our investments while simultaneously minimizing the need for borrowed funds. Maintenance of
a strong balance sheet is a stated management goal and vital to our retail growth strategy. The BFD program entails key business risks, including the realization of
receivables and the coverage of contingent liabilities. We have established decision criteria and business disciplines aimed at minimizing potential losses from
these risks.
 
Two key components of our balance sheet are our investments in IHFC (Note 5) and the Bassett Industries Alternative Asset Fund (BIAAF), a limited partnership
(See Item 3, Market Risk, for a discussion of BIAAF.)
 
In fiscal 2005, we have had two primary areas of focus: one, to work to improve the profitability of licensed BFD stores in part by refining and promoting more
uniform business practices, and two, to improve the financial performance of our domestic wood operations.
 
Critical Accounting Policies
 Our consolidated financial statements have been prepared in conformity with accounting principles generally accepted in the United States of America which
requires that certain estimates and assumptions be made that affect the amounts and disclosures reported in those financial statements and the related
accompanying notes. Actual results could differ from these estimates and assumptions. We use our best judgment in valuing these estimates and may, as
warranted, solicit external advice. Estimates are based on current facts and circumstances, prior experience and other assumptions believed to be reasonable. The
following critical accounting policies, some of which are impacted significantly by judgments, assumptions and estimates, affect our consolidated financial
statements.
 
Consolidation – The consolidated financial statements include the accounts of Bassett Furniture Industries, Incorporated and its majority-owned subsidiaries for
whom we have operating control. We also consolidate variable interest entities for which we are the primary beneficiary.
 
Impairment of Long-Lived Assets - We periodically evaluate whether events or circumstances have occurred that indicate long-lived assets may not be
recoverable or that the remaining useful life may warrant revision. When such events or circumstances are present, we assess the recoverability of long-lived
assets by determining whether the carrying value will be recovered through the expected undiscounted future cash flows resulting from the use of the asset. In the
event the sum of the expected undiscounted future cash flows is less than the carrying value of the asset, an impairment loss equal to the excess of the asset’s
carrying value over its fair value is recorded.
 
Allowance for Accounts and Notes Receivable - The BFD program entails key business risks, including the realization of receivables. We have established
decision criteria and business disciplines aimed at minimizing potential losses from this risk. We maintain an allowance for doubtful accounts for estimated losses
resulting from the inability of our customers to make required payments. The allowance for doubtful accounts is based on a review of specifically identified
accounts and notes receivable in addition to an overall aging analysis. Judgments are made with respect to the collectibility of accounts receivable based on
historical experience and current economic trends. Because of varied historical experiences, differing economic conditions in various parts of the country and
uncertainties with retail business conditions, additional allowances may be required.
 
Inventories - Inventories are stated at the lower of cost or market. Cost is determined for domestic furniture inventories using the last-in, first-out method. The
cost of imported inventories is determined on a first-in, first-out basis. We estimate an inventory reserve for excess quantities and obsolete items based on specific
identification and historical write-offs, taking into account future demand and market conditions. If actual demand or market conditions in the future are less
favorable than those estimated, additional inventory write-downs may be required.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (continued)
 
Investments – Investments are marked-to-market and recorded at their fair value. Unrealized holding gains and losses, net of the related income tax effect, on
available-for-sale securities are excluded from income and are reported as other comprehensive income in stockholders’ equity. Realized gains and losses are
included in income and are determined using the specific identification method for ascertaining the cost of securities sold.
 
Retail Licensee Store Acquisitions – The Company accounts for the acquisition of retail licensee stores and related assets in accordance with SFAS No. 141,
“Business Combinations”, which requires application of the purchase method for all business combinations. Accounting for these transactions as purchase
business combinations requires the allocation of purchase price paid to the assets acquired and liabilities assumed based on their fair values as of the date of the
acquisition. The amount paid in excess of the fair value of net assets acquired, net of reserves, is accounted for as goodwill. We evaluate goodwill and intangible
assets at the time of acquisition and annually for potential impairment.
 
Revenue Recognition – Revenue is recognized when the risks and rewards of ownership and title to the product have transferred to the buyer. This occurs upon
the shipment of goods to independent dealers and in the case of Bassett-owned retail stores, upon delivery to the customer. Our wholesale terms vary from 30 to
60 days. An estimate for returns and allowances has been provided in recorded sales.
 
Loss Reserves – We have a number of other potential loss exposures incurred in the ordinary course of business such as environmental claims, product liability,
lease and loan guarantees, litigation, restructuring charges, and the recoverability of deferred income tax benefits. Establishing loss reserves for these matters
requires estimates and judgments with regard to maximum risk exposure and ultimate liability or realization. As a result, these estimates and judgments are often
developed with the assistance of appropriate advisors, and are based on current understanding of the underlying facts and circumstances. Because of uncertainties
related to the ultimate outcome of these matters or the possibility of changes in the underlying facts and circumstances, additional charges related to these issues
could be required in the future.
 
Results of Operations – Periods ended August 27, 2005 compared with the periods ended August 28, 2004
 In the first nine months of 2005, we have acquired 15 BFD stores from licensees. This has and will continue to have a significant effect on our results of
operations. Our consolidated net sales include revenue recognized at the retail level from our Company owned stores and revenue recognized at the wholesale
level for sales to our non-company owned BFD stores and other customers. Retail operations typically carry higher gross margins and higher S,G&A expenses
related to occupancy, advertising, delivery and commissions.
 
In the first nine months of 2005, we had net sales of $246,557 which was an increase of 4.7% from $235,508 of net sales reported in the first nine months of
2004. Sales for the third quarter of 2005 were $82,743 which was an increase of 5.3% from the $78,585 of net sales reported in the third quarter of 2004. The
increase for the nine months and third quarter was primarily the result of growth in shipments into the BFD channel, higher retail sales by BFD-Carolinas (four
company-owned stores in North and South Carolina) and the inclusion of BFD-Dallas for our third quarter. These increases were partially offset by the attrition in
sales to traditional independent furniture stores. Overall business levels for the third quarter and September of 2005 have remained relatively stable. However,
retail conditions may get tougher in our fourth quarter given concerns over rising energy prices and decreasing consumer confidence.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (continued)
 
We have continued our drive to open BFD stores. The BFD store network consisted of 127 BFD stores at August 27, 2005 and 107 BFD stores at August 28,
2004, which included licensees opening 16 additional stores in the first nine months of 2005 and closing five stores. The BFD stores accounted for 67% and 58%
of our wholesale sales for the first nine months of 2005 and 2004, respectively.
 
We have continued to experience increased demand for Bassettbaby® brand products, especially with the three largest Bassettbaby® customers, Babies R Us,
Burlington Coat Factory and Target. We have continued to develop new products in this category as an important means of introducing the Bassett brand to
younger consumers.
 
Gross margin; selling, general and administrative (S,G&A) expenses; and operating income as a percentage of net sales were as follows for the periods ended
August 27, 2005, and August 28, 2004:
 

   

Thirteen Weeks Ended

  

Thirty-Nine Weeks Ended

 

   

August 27, 2005

  

August 28, 2004

  

August 27, 2005

  

August 28, 2004

 
Gross margin   30.8%  25.6%  28.0%  25.6%
S,G&A   (28.4)%  (24.2)%  (26.0)%  (24.3)%
Gain on sale of property, net   n/a  n/a  n/a  1.7%
Restructuring and impaired fixed asset charges   (2.1)%  (1.6)%  (1.7)%  (1.7)%
Operating income   0.3%  (0.2)%  0.3%  1.2%
 
Gross margin increased significantly in the third quarter and slightly in the first nine months of 2005 as compared to the same periods of 2004. This was primarily
attributable to the inclusion of BFD-Dallas’ results in our consolidated results beginning in our third quarter and increased retail sales volumes by BFD-Carolinas
in both periods of 2005 as compared to the respective periods of 2004. Additionally, increased sales of imported product within both our Wood and Upholstery
Divisions led to improved margins. This was partially offset by slightly reduced gross margins on wood products domestically manufactured due to moderately
higher raw material costs.
 
S,G&A expenses were 28.4% of sales for the third quarter of 2005 and 24.2% for sales for the third quarter of 2004, respectively. Our total S,G&A spending
increased from $19,009 in the third quarter of 2004 to $23,517 in the third quarter of 2005. S,G&A expenses were 26.0% of sales for the first nine months of
2005 and 24.3% for the first nine months of 2004. Our total S,G&A spending increased from $57,289 in the first nine months of 2004 to $64,005 in the first nine
months of 2005. These increases in S,G&A spending are primarily due to the inclusion of BFD-Dallas’ results in our consolidated results beginning in our third
quarter and increases in marketing costs related to the introduction of The Elway Home Collection and the West End Collection and an increase in the allowance
for doubtful accounts. These expenses are not allocated to specific business segments and are included in the increase in the spending of our “other” business
segment. We continue to closely monitor discretionary spending in all of our divisions and search for opportunities to reduce costs.
 
During the third quarter of 2005, we consummated two transactions to acquire seven BFD stores. At the beginning of August, we acquired 100% of BFD-UNY, a
three store operation in Upstate NY. At the end of August, we acquired an additional 36% ownership interest in BFD-Atlanta, a four store operation in Atlanta,
Ga., bringing our total ownership percentage to 66%. We accounted for these transactions using the purchase method of accounting. In conjunction with these
transactions, we recorded impaired asset charges of $1,739 primarily related to an impairment of a portion of goodwill created through the transaction (Note 9).
As a result of these transactions, as of the end of July, we have consolidated BFD-UNY’s financial position into our condensed consolidated balance sheet and
began including their results of operations in August. As of the end of our third quarter, we have consolidated BFD-Atlanta’s financial position into our
condensed consolidated balance sheet and will begin consolidating their results of operations in our fourth quarter.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (continued)
 
At the end of the second quarter of 2005, we acquired a 76% ownership interest in BFD-Dallas. BFD-Dallas operates eight BFD stores in the greater Dallas, TX
metro area. We accounted for this transaction using the purchase method of accounting. In conjunction with this transaction, we recorded an impaired asset charge
of $2,465 primarily related to an impairment of a portion of goodwill created through the transaction (Note 9). As a result of this transaction, as of the end of our
second quarter, we consolidated BFD-Dallas’ financial position into our condensed consolidated balance sheet and began consolidating BFD-Dallas’ results of
operations in our third quarter.
 
During the third quarter of 2004, we announced the closing of our Macon, Ga. wood manufacturing facility. The land and building are held for sale and are
expected to be sold for an amount greater than net book value. Restructuring charges of $1,220 were accrued at the end of the third quarter of 2004 primarily for
severance and employee benefits with a small portion of the charge relating to impairment of certain machinery and equipment.
 
During the fourth quarter of 2003, we consummated a transaction to sell our former California upholstery manufacturing facility to a third party. The transaction
was consummated through a short-term note issued to us which matured in February 2004. We deferred the recognition of the gain on this transaction until the
proceeds were received due to the nature of the financing of the transaction. We recorded a $2,583 note receivable, net of the deferred gain, in other current assets
in the November 29, 2003 balance sheet. During the first quarter of 2004, we received the proceeds from this transaction and recognized a $3,890 gain.
 
During the first quarter of 2004, we announced that we would close our Hiddenite, NC upholstery manufacturing plant, included in our Upholstery segment, and
consolidate production into our Newton, NC facility. Also, during the first quarter, we restructured portions of the operations of our Macon, Ga. wood
manufacturing plant and made plans to sell certain non-core assets. Restructuring charges of $2,840 were accrued at the end of the first quarter of 2004 which
primarily related to the impairment of certain fixed assets and severance and employee benefits.
 
Our overall operating income for all periods presented has been impacted by the various retail consolidations, plant closing or plant dispositions. Excluding these
charges and gain for all respective periods, our operating income increased slightly in 2005, primarily as a result of the growth of imported products within our
Wood and Upholstery Divisions.
 
Other income, net, was $2,307 and $1,585 for the third quarter of 2005 and 2004, respectively, and $6,115 and $4,499 for the first nine months of 2005 and 2004,
respectively. Included in other income are our regular investment earnings, earnings or losses from unconsolidated affiliated companies and earnings or losses
from real estate net of interest expense primarily related to long-term borrowings and employee retirement obligations. Other income increased in the first nine
months and third quarter of 2005 largely due to the solid performance of IHFC and the Bassett Industries Alternative Asset Fund. Other income is expected to
continue to be an integral component of our future earnings.
 
The effective tax provision rate was 25.1% and 22.0% in the third quarters of 2005 and 2004, respectively. The effective tax provision rate was 22.3% and 26.0%
in the first nine months of 2005 and 2004, respectively. The effective tax provision rates for all periods are lower than the statutory federal income tax provision
rate due principally to dividend received deductions from our investment in IHFC.
 
For the third quarter of 2005, net income was $1,886 or $.16 per diluted share, compared to net income of $1,128 or $.10 per diluted share for the third quarter of
2004. For the first nine months of 2005, net income was $5,297 or $.44 per diluted share, compared to net income of $5,340 or $.45 per diluted share for the first
nine months of 2004.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (continued)
 
Segment Information
 The following is a discussion of operating results for each of our business segments. Our corporate spending is not allocated to our operating business segments
but is included in the “other” category to reconcile segment information to the consolidated financial statements. We define contribution to profit and overhead as
gross profit less direct divisional operating expenses, but excluding any allocation of corporate overhead expenses, interest expense, or income taxes.
 
As we continue our transition towards becoming a more retail oriented company, we have re-organized our operating segments to be more product and
merchandising focused and accordingly have adjusted our segment disclosures and analysis.
 

   

Quarter Ended

  

Nine Months Ended

 

   

August 27, 2005

  

August 28, 2004

  

August 27, 2005

  

August 28, 2004

 
Wood Division                  
Net sales   $ 42,688  $ 44,624  $ 133,124  $ 132,794 
Contribution to profit and overhead   $ 5,901  $ 5,167  $ 18,103  $ 14,576 
Contribution to profit and overhead as a % of net sales    13.8%  11.6%  13.6%  11.0%
 
Wood Division net sales decreased from the third quarter of 2004 to the third quarter of 2005 yet have experienced an increase in the first nine months of 2005 as
compared to the first nine months of 2004. The decrease for the third quarter reflects a continued shift in sales from traditional furniture retailers which
historically have carried a relatively higher percentage of wood products. The sales of our Bassettbaby® brand products have increased, especially those sales to
the three largest Bassettbaby® customers, Babies R Us, Burlington Coat Factory and Target. Based on planned new product introductions, a continued shift to
imported products and recent successes of key collections, we expect improvement in sales and contribution to profit and overhead from our Wood Division.
Imported products accounted for 44% of our total wood sales for the third quarter of 2005 as compared to 33% in the third quarter of 2004.
 
Wood Division contribution to profit and overhead as a percentage of net sales increased in the first nine months and third quarter of 2005 as compared to the
same periods of 2004 as we experienced a better mix of imported product offset in part by increases in raw material costs and production inefficiencies related to
the introduction of new products manufactured domestically. In an effort to further improve profitability in this segment, we have introduced new products (an
imported bedroom collection and a domestically manufactured custom bedroom collection), opened more BFD stores and are repositioning the division through
cost reduction initiatives. We also remain focused on reducing labor and raw material spending.
 
Subsequent to the end of our third quarter of 2005, we decided to close our wood manufacturing facility in Mt. Airy, NC (see Note 14). This decision was
primarily driven by reduced demand for domestically produced product, leaving our two large wood plants (Bassett, Va. and Mt. Airy, NC) with less than full
capacity. Through the closing of our Mt. Airy facility, production of certain products will be shifted to our Bassett, Va. facility while other products will be
imported. Based on current product demand, we believe these actions will result in fixed cost savings of between $4.0 and $5.0 million annually. Based on recent
performance and the evolution of our product line, we will continue to examine our Wood Division cost structure and the relative mix of domestically
manufactured and imported products.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (continued)
 

   

Quarter Ended

  

Nine Months Ended

 

   

August 27, 2005

  

August 28, 2004

  

August 27, 2005

  

August 28, 2004

 
Upholstery Division                  
Net sales   $ 28,596  $ 25,572  $ 85,366  $ 76,430 
Contribution to profit and overhead   $ 4,401  $ 3,392  $ 11,856  $ 10,230 
Contribution to profit and overhead as a % of net sales    15.4%  13.3%  13.9%  13.4%
 
Net sales for the Upholstery Division increased by 11.8% and 11.7% for the first nine months and third quarter of 2005, respectively, compared to the same
periods of 2004. Our upholstery products are experiencing a greater sales percentage in our BFD stores relative to the percentage shipped to traditional furniture
stores. This is primarily attributable to our custom upholstery design center in each BFD store. As the number of BFD stores increase, we expect upholstery sales
and contribution to profit and overhead to increase. Additionally, the division’s product offerings have been bolstered by products with more contemporary styling
at better price points including certain imported leather products. We continue to offer a quick ship delivery program for certain dealers that guarantees delivery
of furniture to the customer within thirty days. We also have experienced growth in our imported leather and motion products due to new products being
introduced over the past twelve months. Imported leather products accounted for 22% of our total upholstery sales for the third quarter of 2005 as compared to
17% in the third quarter of 2004.
 
Contribution to profit and overhead increased slightly in the first nine months and significantly in the third quarter of 2005 as compared to the same periods of
2004 due to increased sales volumes and a better mix of imported product.
 

   

Quarter Ended

  

Nine Months Ended

   

August 27, 2005

  

August 28, 2004

  

August 27, 2005

  

August 28, 2004

Retail Division                 
Net sales   $ 19,890  $ 12,301  $ 46,652  $ 36,773
Contribution to profit and overhead   $ (205) $ 238  $ (75) $ 188
 
Our Retail Division continues to undergo significant changes primarily due to our 2005 acquisitions of retail licensee stores in Dallas, Atlanta and Upstate New
York. Our Retail Division now includes 27 BFD stores. During our third quarter of 2005, we sold two stores in Las Vegas, NV to an independent licensee for
approximately net book value. Stores acquired in 2005 negatively impacted contribution to profit and overhead by approximately $400 for both the nine months
and quarter ended August 27, 2005.
 
Net sales for the Retail division increased by $7,589 from the third quarter of 2004 to the third quarter of 2005 and by $9,879 from the first nine months of 2004
to the first nine months of 2005. The year-to-date and quarter increases were primarily due to sales improvements in stores due to higher average tickets and
better sales closing ratios and having additional stores operating in 2005 as compared to 2004 which included our retail licensee store acquisitions, a new store in
San Antonio, TX (December 2004) and a new store in Greenville, SC (January 2005).
 
Contribution to profit and overhead remained near break-even despite business conditions continuing to be fairly tough at retail, especially in certain parts of the
country including Texas. In 2005, our two new stores negatively impacted contribution to profit and overhead by approximately $200 due primarily to start-up
and transition costs related to these two stores. Discretionary spending has been closely monitored including a shift in advertising methods which has reduced our
advertising costs.
 
During 2005, we acquired 15 BFD stores from independent licensees. We continue to evaluate and make changes to these operations. We expect these stores to
incur total pre-tax losses of between $400 and $600 in the fourth quarter of fiscal 2005 while organizational changes, margin improvement plans and expense
reductions are implemented. For 2006, we expect these stores to approach break-even levels.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (continued)
 
Liquidity and Capital Resources
 Our August 27, 2005 balance sheet, with a sizeable investment portfolio and relatively minimal borrowings on our credit facility, remains strong and continues to
bolster our retail growth strategy. Our primary sources of funds have been our cash flow from operations, our investment portfolio and a bank credit facility.
Additional sources of cash for the first nine months of fiscal 2005 were proceeds from the sale of our former upholstery facility in Hiddenite, NC and dividends
received from an affiliate. The primary uses of cash were increases in accounts receivable, purchases of retail real estate and cash dividends.
 
The current ratio as of August 27, 2005, and November 27, 2004, respectively, was 2.30 to 1 and 2.66 to 1. Working capital at August 27, 2005 was $59,655
compared to $64,128 at November 27, 2004.
 
Cash provided by operating activities was $1,790 for the nine months ended August 27, 2005, compared to cash used in operating activities of $2,396 for the nine
months ended August 28, 2004. The improvement in cash provided by operating activities in 2005 was primarily the result of decreases in domestic wood
inventories in 2005 as compared to increases in domestic wood inventories in 2004. This decrease was partially offset by increases in accounts receivable in 2005
due to the timing of shipments in the third quarter and the payment patterns of BFD licensees.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (continued)
 
Net cash provided by investing activities was $1,914 for the nine months ended August 27, 2005. We invested a net $2,739 in manufacturing related property and
equipment in the first nine months of 2005. We also invested $4,474 in additional retail real estate related to the expansion of our BFD program. In the first nine
months of 2005, we finalized the sale of our former upholstery plant in Hiddenite, NC. Based on planned needs for additional funds, we also liquidated
approximately $1.6 million of certain investments in the first nine months of 2005. Both purchases and proceeds from the sales of investments relate primarily to
the active management of a portion of our overall investment portfolio. During the year, marketable securities are bought and sold generating proceeds, purchases
and gains.
 
Dividends from an affiliate represent cash distributions from our investment in IHFC. Our investment in IHFC reflects a credit balance and is shown in the
liabilities section of our balance sheet as distributions in excess of affiliate earnings. Based on current and expected future earnings of IHFC, we believe that the
market value of this investment is positive and substantially greater than its current negative book value. The financial statements of IHFC are included in our
Annual Report on Form 10-K.
 
Net cash used in financing activities was $2,669 in the first nine months of 2005 as compared to net cash used of $6,027 for the first nine months of 2004. In the
first nine months of 2005, we borrowed $4,000 from our bank credit facility primarily to fund capital spending and retail real estate. In the first nine months of
2005 and 2004, we received $983 and $1,857, respectively, from employee exercises of stock options. We also continued to pay our quarterly dividend of $.20 per
share in both 2004 and 2005.
 
Our consolidated financial statements are prepared on the basis of historical cost and are not intended to show the impact of inflation or changing prices. We do
not believe that inflation has had a material impact on our profitability during the periods covered under this filing. In the past, we have generally been able to
increase prices or make other adjustments to offset increases in operating costs and effectively manage our working capital.
 
Off-Balance Sheet Arrangements
 We utilize stand-by letters of credit in the procurement of certain goods in the normal course of business. We lease land and buildings that are primarily used in
the operation of BFD stores. We have guaranteed certain lease obligations of licensee operators of the BFD stores, as part of our retail expansion strategy. We also
have guaranteed loans of certain of our BFD dealers to finance initial inventory packages for these stores. See Note 10 to our Condensed Consolidated Financial
Statement for further discussion of operating leases, lease guarantees and loan guarantees, including descriptions of the terms of such commitments and methods
used to mitigate risks associated with these arrangements.
 
Contingencies
 We are involved in various legal and environmental matters, which arise in the normal course of business. Although the final outcome of these matters cannot be
determined, based on the facts presently known, it is our opinion that the final resolution of these matters will not have a material adverse effect on our financial
position or future results of operations.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (continued)
 
Item 3. Quantitative and Qualitative Disclosure About Market Risk:
 We are exposed to market risk for changes in market prices of our various types of investments. Our investments include marketable securities and an investment
partnership. These investments are expected to be utilized to support our retail growth strategy and potential acquisitions. We do not use these securities for
trading purposes and are not party to any leveraged derivatives.
 
Our marketable securities portfolio, which totaled $26,496 at August 27, 2005, is diversified among nine different money managers and over twenty different
medium to large capitalization interests. Although there are no maturity dates for our equity investments, we have plans to liquidate our current marketable
securities portfolio on a scheduled basis over the next three to six years. Maturity dates on other investments in the portfolio range from one to six years.
 
The Bassett Industries Alternative Asset Fund L.P (BIAAF) was organized under the Delaware Revised Uniform Limited Partnership Act and commenced
operations on July 1, 1998. Private Advisors, L.L.C. is the general partner (the General Partner) of BIAAF. We and the General Partner are currently the only two
partners. The objective of BIAAF is to achieve consistent positive returns, while attempting to reduce risk and volatility, by placing its capital with a variety of
hedge funds and experienced portfolio managers. Such hedge funds and portfolio managers employ a variety of trading styles or strategies, including, but not
limited to, convertible arbitrage, merger or risk arbitrage, distressed debt, long/short equity, multi-strategy and other market-neutral strategies. The General
Partner has discretion to make all investment and trading decisions, including the selection of investment managers. The General Partner selects portfolio
managers on the basis of various criteria, including, among other things, the manager’s investment performance during various time periods and market cycles,
the fund’s infrastructure, and the manager’s reputation, experience, training and investment philosophy. In general, the General Partner requires that each portfolio
manager have a substantial personal investment in the investment program. Our investment in BIAAF, which totaled $50,825 at August 27, 2005, includes
investments in various other private limited partnerships, which contain contractual commitments with elements of market risk. These contractual commitments,
which include fixed-income securities and derivatives, may involve future settlements, which give rise to both market and credit risk. The investment
partnership’s exposure to market risk is determined by a number of factors, including the size, composition, and diversification of positions held, volatility of
interest rates, market currency rates, and liquidity. Risks to these funds arise from possible adverse changes in the market value of such interests and the potential
inability of counterparties to perform under the terms of the contracts. However, the risk to BIAAF is limited to the amount of BIAAF’s investment in each of the
funds.
 
We account for our investments by marking them to market value each month based on the net asset values provided by the General Partner. The hedge funds and
portfolio managers provide the General Partner with estimated net asset values on a monthly basis that represent the amount the partnership would receive if it
were to liquidate its investments in the invested funds. The partnership may redeem part of its investments as of the end of each quarter or calendar year, with no
less than 45 days prior written notice.
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Item 4. Controls and Procedures:
 The Company’s principal executive officer and principal financial officer have evaluated the Company’s disclosure controls and procedures (as defined in
Exchange Act Rule 13a-15(e)) as of the end of the period covered by this Quarterly Report on Form 10-Q. Based upon their evaluation, the principal executive
officer and principal financial officer concluded that the Company’s disclosure controls and procedures are effective at a reasonable assurance level. There has
been no change in the Company’s internal control over financial reporting during the Company’s most recent fiscal quarter that has materially affected, or is
reasonably likely to materially affect, the Company’s internal control over financial reporting.
 
During the second quarter of 2005, we learned of an alleged theft of significant quantities of finished products over a number of years from our Mt. Airy, NC
wood manufacturing facility. While the cumulative amount of the alleged theft may have been substantial, the related losses were reported in cost of sales for each
respective period and discovery of this alleged theft has not resulted in changes to any previously reported results, therefore, we do not consider this event to be a
material weakness in our internal control over financial reporting. We have filed an employee theft insurance claim to recover certain of these losses. We are
cooperating with local and state law enforcement authorities in their investigation into these matters. The Company has taken steps to strengthen its internal
controls over inventories and material utilization at Mt. Airy and its other manufacturing facilities.
 
Safe-harbor, forward-looking statements:
 The discussion in items 2 and 3 above contains certain forward-looking statements within the meaning of the Private Securities Litigation Reform Act of 1995
with respect to the financial condition, results of operations and business of Bassett Furniture Industries, Incorporated and subsidiaries. Such forward-looking
statements are identified by use of forward-looking words such as “anticipates”, “believes”, “plans”, “estimates”, “expects”, and “intends” or words or phrases
of similar expression. These forward-looking statements involve certain risks and uncertainties. No assurance can be given that any such matters will be realized.
Important factors that could cause actual results to differ materially from those contemplated by such forward-looking statements include:
 •  competitive conditions in the home furnishings industry
 •  general economic conditions
 •  overall consumer demand for home furnishings
 •  BFD store openings
 •  BFD store closings and the profitability of BFD stores (independent licensees, Bassett-owned retail stores and partnership licensees)
 •  fluctuations in the cost and availability of raw materials, labor and sourced products (including foam and certain petroleum based products)
 •  results of marketing and advertising campaigns
 •  information and technology advances
 •  ability to execute new global sourcing strategies
 •  performance of our investment portfolio
 •  future tax legislation, or regulatory or judicial positions
 •  ability to efficiently manage the import supply chain to minimize business interruption
 •  effects of profit improvement initiatives in our wood division
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Item 2. Unregistered Sales of Equity Securities and Use of Proceeds:
 

   

Total Number of
Shares Purchased

  

Avg Price
Paid

  

Total Number of Shares
Purchased as Part of

Publicly Announced Plans or
Programs (1)

  

Maximum Number (or
Approximate Dollar Value) of

Shares that May Yet Be
Purchased Under the Plans

or Programs (1)

May 29 - July 2, 2005   —    n/a  —    $ 9,420,639
July 3 - July 30, 2005   —    n/a  —    $ 9,420,639
July 31 - August 27, 2005   —    n/a  —    $ 9,420,639

(1) The Company’s Board of Directors has authorized the repurchase of up to $40,000,000 in Company stock. This repurchase plan was announced on June 23,
1998.

 
Item 4. Submission of Matters to a Vote of Security Holders:
 None.
 
Item 6. Exhibits:
 Exhibit 31a – Chief Executive Officer’s certification pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
 Exhibit 31b – Chief Financial Officer’s certification pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
 Exhibit 32a – Chief Executive Officer’s certification pursuant to 18 U.S.C. 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
 Exhibit 32b – Chief Financial Officer’s certification pursuant to 18 U.S.C. 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
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SIGNATURES
 
Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this Report to be signed on its behalf by the undersigned
thereunto duly authorized.
 
BASSETT FURNITURE INDUSTRIES, INCORPORATED

/s/ Robert H. Spilman, Jr.

Robert H. Spilman Jr., President and Chief Executive Officer
October 6, 2005

/s/ Barry C. Safrit

Barry C. Safrit, Vice President and Chief Financial Officer
October 6, 2005
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Exhibit 31a
 

CERTIFICATIONS
 
I, Robert H. Spilman, Jr., certify that:
 1. I have reviewed this quarterly report on Form 10-Q of Bassett Furniture Industries, Incorporated;
 2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the

statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;
 3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial

condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;
 4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange

Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the
registrant and have:

 

 
a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure

that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this report is being prepared; and

 

 
b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our supervision,

to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles; and

 
 

c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness
of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

 

 
d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal

quarter (the registrant’s fourth quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting;

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

 
 

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

 
 

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over
financial reporting.

 
October 6, 2005
 
/s/ Robert H. Spilman, Jr

Robert H. Spilman, Jr.
President and Chief Executive Officer



Exhibit 31b
 

CERTIFICATIONS
 
I, Barry C. Safrit, certify that:
 1. I have reviewed this quarterly report on Form 10-Q of Bassett Furniture Industries, Incorporated;
 2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the

statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;
 3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial

condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;
 4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange

Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the
registrant and have:

 

 
e) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure

that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this report is being prepared; and

 

 
f) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our supervision,

to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles; and

 
 

g) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness
of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

 

 
h) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal

quarter (the registrant’s fourth quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting;

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

 
 

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

 
 

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over
financial reporting.

 
October 6, 2005
 
/s/ Barry C. Safrit

Barry C. Safrit
Vice President, Chief Financial Officer



Exhibit 32a
 

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO SECTION 906
OF THE SARBANES-OXLEY ACT OF 2002

 
In connection with the Quarterly Report of Bassett Furniture Industries, Incorporated (the “Company”) on Form 10-Q for the period ending August 27, 2005, as
filed with the Securities and Exchange Commission on the date hereof (the “Report”), I Robert H. Spilman, Jr., Chief Executive Officer of the Company, certify,
pursuant to 18 U.S.C. ss.1350, as adopted pursuant to ss.906 of the Sarbanes-Oxley Act of 2002, that:
 
 1. The Report fully complies with the requirements of Sections 13(a) or 15(d) of the Securities Exchange Act of 1934; and
 
 2. The information contained in the report fairly presents, in all material respects, the financial condition and results of operations of the Company.
 
/s/ Robert H. Spilman, Jr

Robert H. Spilman, Jr.
President and Chief Executive Officer
 
A signed original of this written statement required by Section 906 has been provided to Bassett Furniture Industries, Incorporated and will be retained by Bassett
Furniture Industries, Incorporated and furnished to the Securities and Exchange Commission or its staff upon request.



Exhibit 32b
 

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO SECTION 906
OF THE SARBANES-OXLEY ACT OF 2002

 
In connection with the Quarterly Report of Bassett Furniture Industries, Incorporated (the “Company”) on Form 10-Q for the period ending August 27, 2005, as
filed with the Securities and Exchange Commission on the date hereof (the “Report”), I Barry C. Safrit, Chief Financial Officer of the Company, certify, pursuant
to 18 U.S.C. ss.1350, as adopted pursuant to ss.906 of the Sarbanes-Oxley Act of 2002, that:
 
 1. The Report fully complies with the requirements of Sections 13(a) or 15(d) of the Securities Exchange Act of 1934; and
 
 2. The information contained in the report fairly presents, in all material respects, the financial condition and results of operations of the Company.
 
/s/ Barry C. Safrit

Barry C. Safrit
Vice President, Chief Financial Officer
 
A signed original of this written statement required by Section 906 has been provided to Bassett Furniture Industries, Incorporated and will be retained by Bassett
Furniture Industries, Incorporated and furnished to the Securities and Exchange Commission or its staff upon request.


