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PART I

Item 1.  Business

This Annual Report on Form 10-K, including the following discussion, contains forward-looking statements within the meaning of the Private
Securities Litigation Reform Act of 1995 that involve substantial risks and uncertainties. See also �Item 1A. Risk Factors� and �Item 7.
Management�s Discussion and Analysis of Financial Condition and Results of Operations.� We disclaim any intent or obligation to update any
forward-looking statements.

Potential Sale of the Company

On February 5, 2006, The J. Jill Group, Inc. (�J. Jill�) entered into an Agreement and Plan of Merger (the �Merger Agreement�) with The
Talbots, Inc., (�Talbots�) and Jack Merger Sub, Inc., a wholly owned subsidiary of Talbots (�Merger Sub�). Pursuant to the Merger Agreement,
Talbots will acquire J. Jill in a taxable all-cash transaction whereby Merger Sub will merge with and into J. Jill (the �Merger�). J. Jill will continue
as the corporation surviving the Merger and will become a wholly owned subsidiary of Talbots. The Merger Agreement provides, upon
consummation of the Merger, for our stockholders to receive $24.05 in cash, without interest, for each share of common stock of J. Jill. Options
outstanding under J. Jill�s stock option plans, whether or not exercisable or vested, will be cancelled as of the effective time of the Merger.
Holders of options will be entitled to receive a cash payment (less required tax withholdings) equal to the excess, if any, of  $24.05 over the
exercise price of each such option, multiplied by the amount of shares covered by each such option. The Merger Agreement is subject to
adoption by J. Jill�s stockholders, as well as the satisfaction or waiver of other conditions, including, among others, the expiration or termination
of applicable waiting periods under the Hart-Scott-Rodino Antitrust Improvements Act of 1976, as amended. The Merger Agreement contains
certain termination rights and provides that, upon the termination of the Merger Agreement under specified circumstances, J. Jill will be required
to pay Talbots a termination fee of $18.0 million.

The Company

We are a multi-channel specialty retailer of women�s apparel, including accessories and footwear. We currently have two reportable business
segments, retail and direct. The retail segment markets merchandise through our retail stores. The direct segment markets merchandise through
our catalogs and website. For more information about our reportable business segments, see �Note L� to the accompanying consolidated financial
statements.

Our Business Strategy

Our strategic mission is to build J. Jill into a premier national brand by offering sophisticated casual apparel designed to appeal to active,
affluent women age 35 and older through our integrated multi-channel operating platform. Our current growth strategy is based primarily on our
retail store initiative. During fiscal 2005, we opened 42 retail stores and ended the fiscal year with 192 retail stores in 35 states. In 2006, we
expect to continue our retail segment growth by opening 40 additional retail stores. We believe there is a total market potential for 300 to 500 of
our retail stores throughout the United States. Our direct segment performance continued to decline in fiscal 2005 primarily as a result of poor
customer response to our merchandise offerings and cannibalization from our retail stores. We are currently working to improve the overall
appeal and productivity of our catalogs by refocusing our attention on our core customer. Over the past two years, we have tested different
catalog layouts, models and copy formats in an attempt to broaden the appeal of our catalogs. The response to these initiatives has been
lackluster, and we are now returning to the overall creative approach that worked for us in the early 2000�s. We are also increasing the
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penetration of extended sizes, shoes and accessories in our catalogs and replacing certain multi-channel product offerings with catalog-only
product offerings that specifically target our catalog customer.

The J. Jill Brand

Our target customers are active, affluent women age 35 or older. We offer our customers a broad range of apparel in a wide range of sizes. Our
brand tenets attempt to reflect our core customers� beliefs and needs�comfort, individuality, artistic simplicity, a woman�s version of femininity and
social responsibility. Our creative approach aims to capture and communicate these brand tenets consistently and clearly across all of our
distribution channels. We seek to differentiate our brand through the use of lifestyle photography that depicts women with whom our core
customers can identify�women with graceful confidence, women with strong connections to friends, family and community and women who are
alluring yet real.

Brand Marketing

In fiscal 2005, we hired a branding agency to assist us with market positioning and establishing specific brand-enhancing opportunities for J. Jill.
We conducted extensive consumer and market research based on three primary metrics: quantitative consumer segmentation, qualitative
consumer insights and competitive positioning. In October 2005, we hired a new Chief Marketing Officer who worked closely with our branding
agency to analyze the research results and develop a brand platform to guide our strategic marketing decisions. Our newly articulated brand
platform provides a concise description of what our brand stands for, who our customer is and how we meet her needs and desires. In 2006 we
plan to develop a communication strategy that will promote the core signature, look and voice of the J. Jill brand.

Merchandising, Design and Product Development

Our merchandising, design and product development goal is to offer trend relevant, sophisticated casual clothing and complementary accessories
and footwear that appeal to our target customer. We design, develop and oversee the execution of virtually all of our apparel offerings in-house.
Our apparel is manufactured domestically and abroad. Our apparel styles are offered in a broad assortment of sizes including misses�, petite�s,
women�s and tall�s in our catalogs and on our website and misses� and petite�s in our retail stores. Although third party vendors continue to design
accessories and outerwear styles for us with our input, over the past two years we have increased the level of our in-house accessory design and
development. The only third party brand name products we offer are in jewelry, socks, gift items (e.g., books, candles, etc.) and footwear.

Over the past two years we have been in a merchandising transition and during this time we endeavored to broaden the appeal of the J. Jill brand
by standardizing our fits, improving the quality of our apparel, increasing the penetration of color and novelty in our assortment and becoming
more contemporary in our design elements. While we believe we have achieved success with respect to improving the quality and fit of our
apparel, some of the changes we made with respect to color, novelty and silhouette negatively impacted our performance over the past two
years. In hindsight, we believe that some of our color choices, our increased use of bold embellishments and our migration toward a narrower fit
were not appropriate for, and ultimately decreased the desirability of our product offerings to, our customer. At the same time, the merchandise
changes we made did not attract the number of new customers we expected them to.  As a result, our direct business has declined significantly in
the past two years and our retail store productivity has not increased to the level we expected.
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We are taking several steps in the merchandising and design areas to modify our strategy and adjust our merchandise offerings in the future, the
most important of which is refocusing our attention to our core customer. In this regard, we intend to:

•  Return to neutral, subtle, wardrobe-building colors that are appropriate year around;

•  Feature relaxed, forgiving styling that is body aware but not form-fitting;

•  Adjust styling details to be more subtle, feminine and appropriate to our core customer;

•  Feature dyed-to-match head-to-toe dressing; and

•  Provide versatile multi-purpose items and cozy, comforting materials.

Sourcing and Product Integrity

Our sourcing and product integrity strategy is based on building key strategic relationships with our supply chain vendors. We seek to create
these strategic relationships by providing a clear set of product standards and compliance requirements as well as the technical support and
training that our vendors need in order to deliver the best possible quality. Over the past two years we have built a sourcing team that has been
key to driving significant improvements in the quality of our merchandise. We have also diversified our vendor base to minimize our
concentration risk in China and Hong Kong and to increase competition among our vendors. In fiscal 2005, we did not purchase more than 10%
of our inventory directly from any one vendor.

Retail Business

Our retail business is our primary growth vehicle. We plan to continue to roll out new retail stores in lifestyle centers and mall locations
throughout the United States. In 2006, we expect to open 40 additional retail stores. Excluding our four misses�/petite combination stores, our
stores range in size from 2,400 to 6,100 square feet. Our current real estate strategy is to focus primarily on locations approximately 2,800 to
3,300 square feet in size. Recently we have shifted our focus away from malls and toward lifestyle centers as locations of choice for new stores.
At December 31, 2005, 69% of our retail stores were located in malls and 31% in lifestyle centers or street locations.  We expect over 70% of
our 2006 retail store openings to be in lifestyle centers. It generally takes two to three months to construct one of our retail stores. Our current
prototype for a standard store provides for a total gross store build out cost of approximately $700,000 less $400,000 in expected landlord
allowances. We look for locations where the economics can deliver an 18-month payback and a 70% term return on net investment.

The intranet site at the concierge desk in our retail stores continues to play a pivotal role in ensuring that our retail customers have access to
virtually all products that we currently offer. This service generated roughly 8% of total retail net sales in fiscal 2005, enabling us not only to
provide superior customer service but also to capture incremental sales.

Direct Business�Catalog and Internet

In fiscal 2005, we circulated approximately 55.6 million catalogs and increased our customer e-mail addresses to 1.3 million. In recent years, an
increasing percentage of our direct business has been derived from our website. In fiscal 2005, internet sales represented 51.2% of total direct
segment net sales. The internet is a more cost effective way of taking orders as well as a powerful overstock liquidation tool. Our circulation
strategy has historically focused on mailing to customers who had already purchased from us and acquiring new customers through targeted
prospecting. Our current goal is to circulate at breakeven or above (that is, to increase circulation only to the point where the incremental
projected net sales are at least equal to the incremental costs associated with mailing additional catalogs).  Pursuit of this goal in

5

Edgar Filing: J JILL GROUP INC - Form 10-K

6



fiscal 2005, led to significantly reduced prospecting circulation, as the declining profitability of the direct business that we have experienced
during our merchandizing transition reduced the breakeven point.

We acquire lists of prospective customers by renting or exchanging lists with database cooperatives and other sources, including direct
competitors. The most productive prospects tend to come from the customer lists of other women�s apparel catalogs. To determine which
prospective customers will receive a particular catalog mailing, we analyze available information concerning such prospects and, to the extent
possible, use the same type of statistical modeling techniques used to target mailings to our own customers.

Cross-Channel Customer Database

We maintain all of our catalog, internet, intranet and retail customer and transaction data in our multi-channel customer database. This
cross-channel customer database contains detailed purchasing information and certain demographic information about our customers, e-mail
addresses and the names and addresses of individuals who have requested catalogs from us. This database enables us to see how our customers
use our various channels to shop.

We currently capture customer information for 100% of our catalog, internet and intranet customers and roughly 75% of our retail store
customers. At December 31, 2005, our database contained approximately 5.0 million individual customer names, of which 1.8 million were
customers who had placed a catalog, internet or intranet order with us or made a retail store purchase from us within the previous 12 months.
Since we are currently capturing only a portion of our retail store customer information we believe this buyer count is somewhat understated.

Private Label Credit Card

We offer our own private label credit card. A third party administrator bears the credit risk associated with the credit card without recourse to us.
The card can be used in any of our distribution channels. We believe that customers who use the card tend to purchase more frequently and tend
to have a larger average order size than those who do not. At December 31, 2005, there were 836,000 J. Jill credit card holders.

All of our card holders are automatically enrolled in our customer loyalty program called �Take 5.� The program entitles a customer to a 10%
discount on her first purchase with the card and a 5% discount on any purchases made with the card thereafter. The financial impact of the 5%
discount is offset somewhat by lower credit card processing fees on the J. Jill card versus all other accepted credit cards.

J. Jill credit card holders are also invited to periodic customer appreciation events. These events are designed to increase store sales and provide
added benefits to our existing loyal customers such as one-on-one wardrobing tips and individualized sales assistance. During these special
events, customers also receive an additional discount on their purchases. During fiscal 2005, we hosted over 600 of these events.

Inventory Management

Our inventory management strategy is to maintain flexibility in deploying inventory across all distribution channels while maintaining
appropriate in-stock positions in the retail channel and appropriate levels of fulfillment in the catalog and internet channels. We use a centralized
warehouse management system, under which all merchandise is received, processed and distributed through our operations, fulfillment and
distribution center in Tilton, New Hampshire (the �Tilton facility�). Merchandise received at the Tilton facility is allocated to either retail or direct.
Retail merchandise is subsequently assigned to individual retail stores, packed for delivery and shipped to the stores. We ship merchandise to
our retail stores virtually every week. Direct segment receipts are used to fulfill orders and the remainder is put into assigned locations awaiting
future customer orders. We believe that our
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centralized warehousing system as well as our ability to sell our products through multiple distribution channels allows us to take better
advantage of sales trends and to liquidate overstocks more efficiently.

Our inventory management process begins with pre-season merchandise planning. In-season inventory management in retail includes the weekly
allocation and replenishment process and the management of markdowns, sell-through and clearance of monthly merchandise flows. In direct,
we offer certain overstocked items to our customers at the time they place orders for other merchandise in an attempt to increase sales of the
overstocked items. We also plan several sales events throughout the year including periodic value-priced offerings in our full price catalogs,
sales catalogs and package inserts. We also use our website and outbound e-mail capabilities to liquidate overstocked items. Finally,
end-of-season overstocks are sold through our outlet stores, and to a lesser degree through inventory liquidators. We have eight outlet stores that
are used solely for the purpose of liquidating overstocks. In 2006, we plan to open six additional outlet stores.

Unconditional Merchandise Guarantee

We offer an unconditional merchandise guarantee. If a customer is not completely satisfied with any item for any reason, the customer may
return it through any of our distribution channels for a merchandise exchange or a full refund. We believe that our return rates are consistent
with industry standards for comparable merchandise. Return trends for both the retail and direct channels are closely monitored to identify any
product quality or fit issues. Returned merchandise is inspected carefully and, unless damaged, is cleaned, repackaged if necessary and returned
to inventory.

Seasonality and Quarterly Fluctuations

We expect there to be fluctuations in our net sales from quarter to quarter, with the highest net sales generally coming in the second and fourth
quarters of our fiscal year and the lowest in the first and third quarters. See �Note M� for selected quarterly financial data, including information
regarding our quarterly net sales. As our retail segment becomes a greater portion of our overall business, our business is becoming more
seasonal. Our retail store rollout plan is expected to materially impact year-over-year comparisons of our net sales. Also, January is included in
our first fiscal quarter, but is included in the fourth fiscal quarter for many other retailers. Because January is a month that traditionally involves
significant promotional pricing, this difference needs to be taken into account when making comparisons of our financial performance for
interim periods with that of other retailers.

Information Systems and Technology

Our information systems consist of a full range of retail, financial and merchandising systems, including order management, warehouse
management, sales reporting, merchandise reporting, inventory planning, allocation, forecasting and control, human resource management,
accounts payable, purchasing and general ledger systems. We seek to protect company sensitive information on our servers from unauthorized
access by using industry standard network security systems and monitoring procedures in addition to anti-virus and firewall protection. We use
encryption technology to assist us in protecting sensitive customer information.

We believe that our ability to capture and analyze operational and financial data and relevant information about our customers and their
purchasing history is critical to our success. In fiscal 2005, we announced our plan to invest approximately $7.0 million on three key systems to
support our future growth�a product life-cycle management system (�PLM�), an inventory management and planning system and a corporate data
warehouse. The PLM implementation began in fiscal 2005 and will continue into 2006 and 2007. The merchandise
management module of the inventory management and planning system is expected to be implemented in 2006. The
first phase of the corporate data warehouse implementation is
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currently scheduled for 2006. We spent $2.3 million in fiscal 2005 on these initiatives and we expect to spend approximately $1.6 million on
these systems in 2006.

In addition to our in-house data processing and information systems resources, we also use several third party vendors for key services such as
website hosting, network monitoring, list management, gift card and credit card administration and approval.

Community Outreach

We are committed to establishing long-term relationships with nonprofit community-based organizations that serve women and children in need.
Profits from the sale of selected items as well as direct company contributions to the J. Jill Compassion Fund at the Boston Foundation are used
to support the work that these organizations do to improve the lives of women and children. Through contributions to the Compassion Fund, as
well as direct donations to selected organizations, we donated approximately $475,000 in fiscal 2005. In addition, we provide all of our full-time
employees with the opportunity to directly support their communities by allowing them to use one paid work-day per year to participate in a
volunteer service activity. We believe it is important to show our commitment to the communities in which we live.

Competition

The women�s apparel market is highly competitive. We compete with other direct marketers, specialty apparel and accessory retailers and
traditional department store retailers. Our retail initiative has exposed us to additional competitors. The perceived growth opportunities within
the women�s apparel market has encouraged the entry of many new competitors, including a few large, well known and established specialty
retailers, as well as increased competition from existing competitors. Many of our competitors are considerably larger and have substantially
greater financial, marketing and other resources. We believe that we compete principally on the basis of the lifestyle element of the J. Jill brand.

Employees

As of March 10, 2006, we employed approximately 3,400 individuals, of whom approximately 1,600 were full-time (those employees scheduled
to work 30 hours or more per week). None of our employees are represented by a union. We consider our employee relations to be good.

Trademarks and Service Marks

We have registered various trademarks and service marks with the United States Patent and Trademark Office, including �J. Jill.� The J. Jill
trademark is a key component of our brand building strategy.

Information Available on our Website

Our corporate internet address is www.jjill.com. Our website provides a link to a third party website through which our annual, quarterly and
current reports, amendments to those reports, as well as other documents we file electronically with the Securities and Exchange Commission
(�SEC�) are available free of charge. We believe these reports are made available as soon as reasonably practicable after we electronically file
them with, or furnish them to, the SEC. We do not provide any information directly to the third party website, and we do not check its accuracy.
Copies of these reports can also be obtained from the SEC�s website at www.sec.gov.
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Item 1A.  Risk Factors

Potential Sale of the Company

For additional information with respect to the potential Merger with Talbots, see �Item 1. Business.�

A significant delay in consummating or a failure to consummate the proposed Merger with Talbots could have a material adverse effect on
our stock price and operating results.

If the proposed Merger with Talbots is not completed, it could have a material adverse effect on our stock price. In addition, any significant
delay in consummating the Merger could have a material adverse effect on our operating results, adversely affect our vendor and customer
relationships and would likely lead to significant diversion of management and employee attention and potential employee attrition.

Expenses related to the proposed Merger with Talbots are significant and will adversely affect our operating results in 2006.

We have incurred and expect to incur significant expenses in connection with the proposed Merger with Talbots, including legal and investment
banker fees and retention bonus expenses. We expect these costs to have an adverse effect on our operating results in 2006.

Restrictions on the conduct of our business prior to the completion of the proposed Merger with Talbots may have a negative impact on our
operating results.

We have agreed to certain restrictions on the conduct of our business in connection with the proposed Merger with Talbots, that require us to
conduct our business only in the ordinary course, subject to specific limitations. These restrictions may delay or prevent us from undertaking
business opportunities that may arise pending completion of the transaction.

Our future success depends on our ability to produce a merchandise assortment that resonates with our target customer.

Over the past two years we have been in a merchandising transition and during this time we endeavored to broaden the appeal of the J. Jill brand
by standardizing our fits, improving the quality of our apparel, increasing the penetration of color and novelty in our assortment and becoming
more contemporary in our design elements. While we believe we have achieved success with respect to improving the quality and fit of our
apparel, some of the changes we made with respect to color, novelty and silhouette negatively impacted our performance over the past two
years. At the same time, the merchandise changes we made did not attract the number of new customers we expected them to. We are taking
several steps in the merchandising and design areas to modify our strategy and adjust our merchandise offerings, but there can be no assurance
that we will be able to produce a merchandise assortment that resonates with our target customer.

Our ability to increase our overall profitability will depend upon our ability to successfully grow our retail business while, at the same time,
stabilizing and improving our direct segment�s performance.

Our current growth strategy is based primarily on our retail store initiative. During fiscal 2005 we opened 42 retail stores and we expect to
continue our retail segment growth by opening an additional 40 retail stores in 2006. There can be no assurance, however, that we will be able to
manage this growth effectively, and if we are unsuccessful in doing so, our business and financial condition will be adversely affected. In
addition, during the past two years our direct segment performance has declined primarily as a result of poor customer response to our
merchandise offerings and cannibalization from our retail stores. Although we are taking steps to stabilize and improve the direct segment�s
performance, there can be no assurance that our direct business will not continue to be negatively affected as our retail business grows or
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that the steps we are taking to stabilize and improve the direct segment�s performance will result in increased direct segment sales and
profitability.

Our future success will depend upon our ability to build brand awareness and the effectiveness of our brand development and marketing
programs.

Our future success will depend upon our ability to effectively define, evolve and promote the J. Jill brand.  In fiscal 2005, we made significant
investments in the area of brand development and marketing. We hired a branding agency to assist us with market positioning and establishing
specific brand-enhancing opportunities for J. Jill. We also hired a new Chief Marketing Officer. While we believe that our investments in this
area will help to build brand awareness and attract new customers, we can provide no assurance that these investments will result in increased
sales or profitability in the future.

Our overseas merchandise purchasing strategy makes us vulnerable to a number of risks.

We purchase a significant portion of our merchandise directly from foreign sources. Approximately 86% of the merchandise we
purchased in fiscal 2005 was purchased directly from foreign sources, primarily located in China. Any event causing a
disruption in manufacturing or imports from the countries from which we currently source goods, or the imposition of
additional import restrictions (particularly with respect to China), could have a material adverse effect on our
operations.

We seek to enforce a code of conduct that sets guidelines for our vendors regarding employment practices such as wages and benefits, health and
safety, working hours and working age, and for environmental, ethical and legal matters. Although we believe we are allocating appropriate
resources to monitor for compliance with our standards, if we or an outside third party discovers that any of our vendors is engaged in practices
that materially violate our vendor code of conduct or other generally accepted social responsibility standards, our sales could be materially
affected by any resulting negative publicity.

The loss of either of our two primary buying agents could disrupt our operations.

We place significant reliance on our relationship with two foreign buying agents. We believe that this concentration risk is mitigated by the fact
that these buying agents purchase our inventory directly from a variety of foreign vendors. During fiscal 2005, we did not purchase more than
10% of our inventory directly from any one vendor. However, we did purchase approximately 80% of our imported inventory through these two
buying agents during fiscal 2005. Although we could purchase inventory through alternative buying agents or directly from vendors, loss of
these buying agents could disrupt our operations.

The women�s apparel market is highly competitive.

We are in a highly competitive market. The perceived growth opportunities within the women�s apparel market has encouraged the entry of many
new competitors, including a few large, well known and established specialty retailers, as well as increased competition from existing
competitors. Many of our competitors are considerably larger and have substantially greater financial, marketing and other resources, and we can
provide no assurance that we will be able to compete successfully with them in the future.

Our success depends on our ability to respond to changes in customer demands and fashion trends in a timely manner.

We have historically experienced fluctuations in customer response to our merchandise assortments. Our future success depends on our ability to
consistently anticipate, assess and react to the changing demands of our customer. If we fail to anticipate fashion trends, select the right
merchandise assortment,
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maintain appropriate inventory levels and creatively present merchandise in a way that is appealing to our customer on a consistent basis, our
sales could decline significantly, and we could then be required to mark down certain merchandise to significantly lower prices to sell excess
inventory, which would result in lower gross margins. As a private label merchandiser, we assume certain risks, including long product lead
times and high initial purchase commitments, that amplify the consequences of any miscalculation that we might make in anticipating fashion
trends or interpreting them for our customer. We can provide no assurance that we will be able to identify and offer merchandise that appeals to
our customer.

Our direct business is subject to a number of risks and uncertainties.

The operation of our direct business presents a number of risks and uncertainties, including the following:

•  The preparation of our catalogs requires long lead times and, as a result, our ability to make adjustments based on
customer response is limited. Any miscalculations in catalog layout, model selection, copy format or merchandising
selections could cause reduced demand and lower net sales;

•  Each edition of a catalog requires substantial investments in layout and design, paper, printing, postage and
inventory prior to mailing which are all costs that cannot be adjusted for a particular mailing in response to the actual
performance of the catalog;

•  The operation of our direct business is dependent on our ability to prepare catalogs in a timely manner. Any delay
in the completion or delivery of a catalog could cause customers to forego or defer purchases from us;

•  Some of our catalog marketing programs rely on prospect mailings and as a result involve risks not present in
mailings to our existing customers, including potentially lower and less predictable response rates and the possibility
that third parties who provide customer lists may stop making them available; and

•  The operation of our direct business is dependent on our ability to maintain the efficient and uninterrupted
operation of our order taking and fulfillment operations and our website. Disruptions or slowdowns in these areas
could result in a reduction in net sales as well as increased administrative and order processing costs.

There can be no assurance that we will be able to successfully address the risks that the operation of our direct business entails.

Our retail business is subject to a number of risks and uncertainties.

The operation of retail stores presents a number of risks and uncertainties, including the following:

•  We are required to make long-term financial commitments when leasing retail store locations;

•  We make substantial investments in store design, leasehold improvements and other areas prior to the opening of
each store, and thereafter, we must continue to maintain our store facilities;

•  Our retail store assets and personnel are substantially under the control of individual store management. We rely
on our store managers to ensure that our assets are secure, our store employees are properly trained and managed and
our stores are operating effectively. If we are unable to effectively manage our retail stores, our sales could decline
and our assets could be inadequately safeguarded; and

•  The success of our individual stores may depend significantly on the success of the shopping malls or lifestyle
centers in which they are located.
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There can be no assurance that we will be able to successfully address the risks that the operation of retail stores entails.

Our sales tax collection policy may expose us to certain risks.

Prior to the merger of our retail subsidiary and our catalog/internet subsidiary in July 2003, our catalog/internet subsidiary collected sales tax on
our catalog and internet sales only in Massachusetts. Since the time of the merger, we have been collecting sales tax on our catalog and internet
sales in states where we have stores. Many states have attempted to require that out-of-state direct marketers and internet retailers collect sales
taxes on sales of products shipped to their residents, but the legality of the imposition of such taxes is unsettled. Although we believe that we
have collected sales tax where we are required to do so under existing law, state tax authorities may disagree.

Our operating results fluctuate.

Our annual and quarterly operating results have fluctuated, and we expect these fluctuations to continue. Among the factors that may cause our
operating results to fluctuate are customer response to merchandise offerings, the timing of the rollout of our new retail stores, seasonal
variations in sales, the timing and size of catalog mailings, the costs of producing and mailing catalogs, the timing of merchandise receipts, the
level of merchandise returns, changes in merchandise mix and presentation, and unanticipated operating costs and other factors beyond our
control, such as general economic conditions and actions of competitors.

Our current expense levels are based in part on our expectations of future net sales and, as a result, net income for a given period could be
disproportionately affected by any reduction in net sales for that period. In addition, our retail store business is more seasonal than our direct
business.

As a result of all of these factors, we believe that period-to-period comparisons of our historical and future results will not necessarily be
meaningful and should not be relied on as an indication of future performance.

Item 1B.  Unresolved Staff Comments

Not applicable.

Item 2.  Properties

The following table sets forth certain information relating to our facilities at December 31, 2005:

Location
Square
Footage Function

Type of
Interest (1)

Lease
Termination

Tilton, New Hampshire 573,000  (2) Operations, Fulfillment  & Owned �
(approx. 360 acres) Distribution Center
Quincy, Massachusetts 96,000 Corporate Offices Leased 10/31/09�12/31/09
192 Retail stores in 35 states 2,400�7,000 Retail store space Leased 1/31/10�1/31/16
Eight Outlet stores in seven states 3,000�4,400 Outlet store space Leased 6/30/06�1/31/16

(1)          The Tilton facility is owned by Birch Pond Realty Corporation, a wholly owned subsidiary of The J. Jill Group, Inc. (See �Note E� to the accompanying
consolidated financial statements.)

(2)          Includes approximately 152,000 square feet of mezzanine space.

Between December 31, 2005 and March 10, 2006, we entered into leases for eight additional retail stores, each having lease termination dates
between 2017 and 2018.

12

Edgar Filing: J JILL GROUP INC - Form 10-K

14



Item 3.  Legal Proceedings

In August 2003, a Complaint was served on The Birch Pond Group, Inc. (a subsidiary of The J. Jill Group, Inc. which was later converted into,
and is now known as, J. Jill, LLC) in a civil action filed in the California Superior Court, Riverside County, against The Birch Pond Group, Inc.
and certain fictitiously named and unknown defendants who allegedly were operating J. Jill stores within the State of California. This action,
allegedly on behalf of a class of salaried and non-salaried store workers, alleged, among other things, violations of various provisions of the
California Labor Code and related regulations regarding meal periods, rest periods and coerced patronage, and unfair competition. In April 2005,
the parties executed a settlement agreement and the Court certified a class (for settlement purposes only) and preliminarily approved the
settlement agreement. In September 2005, the Court approved the settlement agreement and entered an order and final judgment. In
November 2005, we made payments of claims to class members as well as attorney�s fees, costs and class representative enhancements. In
December 2005, we filed with the Court and served on class counsel written certification of settlement administration. On February 10, 2006,
class counsel filed with the Court and served us an acknowledgement of full satisfaction of judgment.

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

No matters were submitted to a vote of our security holders during the fourth quarter of fiscal 2005.
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PART II

Item 5.  Market for Registrant�s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities

Our common stock is traded on The NASDAQ Stock Market  (�NASDAQ�) under the symbol �JILL.�  As of March 10, 2006, the number of holders
of record of our common stock was 576.

The following table sets forth, for the periods indicated, the high and low sale prices for our common stock as reported by NASDAQ:

High Low
Fiscal 2005:
Quarter ended December 31, 2005 $ 19.50 $ 12.16
Quarter ended September 24, 2005 19.50 13.25
Quarter ended June 25, 2005 16.00 12.05
Quarter ended March 26, 2005 16.15 11.50

Fiscal 2004:
Quarter ended December 25, 2004 $ 20.20 $ 15.10
Quarter ended September 25, 2004 24.72 15.14
Quarter ended June 26, 2004 24.85 19.36
Quarter ended March 27, 2004 20.01 12.25

We have never declared or paid any cash dividends on our common stock. We currently intend to retain any earnings for use in the operation and
expansion of our business and, therefore, do not anticipate paying any cash dividends in the foreseeable future.
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Item 6.  Selected Consolidated Financial Data

Our selected consolidated statement of operations and balance sheet data have been derived from our consolidated financial statements for the
periods indicated and should be read in conjunction with the discussion under �Item 7. Management�s Discussion and Analysis of Financial
Condition and Results of Operations� and our consolidated financial statements and footnotes.

Our fiscal year ends on the last Saturday in December. The 12 months ended December 31, 2005 (�fiscal 2005�) was a 53-week fiscal year. In a
53-week fiscal year, three of the quarters are 13-week periods, and one is a 14-week period. The fourth quarter of fiscal 2005 was a 14-week
period. The 12 months ended December 25, 2004 (�fiscal 2004�), December 27, 2003 (�fiscal 2003�), December 28, 2002 (�fiscal 2002�) and
December 29, 2001 (�fiscal 2001�) were 52-week fiscal years.

During fiscal 2002, we effected a three-for-two stock split in the form of a stock dividend paid on June 28, 2002 to shareholders of record on
June 14, 2002. All share and per share data have been adjusted for the stock split.

Twelve Months Ended
Dec. 31, Dec. 25, Dec. 27, Dec. 28, Dec. 29,
2005 2004 2003 2002 2001
(53 weeks)
(in thousands, except per share and selected operating data)

Consolidated Statement of Operations
Data:
Net sales $ 449,712 $ 434,867 $ 376,904 $ 347,574 $ 287,043
Income before taxes 2,729 15,002 11,898 31,187 21,849
Net income 1,514 8,706 7,025 18,434 12,672
Earnings per share (diluted) $ 0.07 $ 0.42 $ 0.35 $ 0.92 $ 0.68
Weighted average shares outstanding
(diluted) 20,536 20,546 20,060 20,096 18,697
Consolidated Balance Sheet Data:
Total assets $ 287,475 $ 282,696 $ 253,970 $ 228,260 $ 180,968
Working capital 85,558 89,603 77,946 73,224 54,345
Long-term debt, less current portion 9,395 10,431 12,236 13,802 15,590
Total stockholders� equity $ 168,121 $ 164,057 $ 151,079 $ 143,128 $ 111,442
Selected Operating Data:
Retail: (1)
Stores open:
Beginning of period 150 122 88 51 22
End of period 192 150 122 88 51
Weighted average stores open (2) 164 131 100 66 32
Weighted average square footage (3) 705,600 594,000 472,500 323,800 164,600
Comparable store sales (4) (1.2 )% 11.1 % n/a n/a n/a
Direct:
Circulation: (5)
Catalogs (in thousands) 55,600 71,500 73,100 77,800 62,200
Square inches (in millions) 348,400 426,800 503,100 497,200 407,400
Other:
Total 12-month buyers (6) 1,842,000 1,799,000 n/a n/a n/a
J. Jill credit card holders 836,000 713,000 576,000 433,000 307,000
E-mail addresses 1,310,000 1,180,000 867,000 718,000 740,000
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(1)  Retail information relates to our retail stores only and does not include data for our outlet stores.

(2)  Weighted average stores open refers to the number of retail stores open during the period weighted for the
number of days that each store was open during the period.

(3)  Weighted average square footage refers to the square footage of retail stores open during the period weighted
for the number of days that each store was open during the period.

(4)  Comparable store sales (�comparable store sales�), a retail operating statistic, is calculated for retail stores that
have been open for at least one full fiscal year. Retail stores that have been renovated or the size of which has
materially increased or decreased are not considered in the comparable store sales calculation until they have been in
operation as a renovated or resized store for at least one full fiscal year. The calculation of comparable store sales
excludes certain amounts included in the calculation of net sales, such as accruals for returns allowances and certain
other items. The comparable store sales calculation for fiscal 2005 compares the 53 weeks ended December 31, 2005
to the 53 weeks ended January 1, 2005. Before the first quarter of fiscal 2004 we did not disclose comparable store
sales, as we did not believe that we had a significant retail store base. Accordingly, no comparable stores sales
percentage is reported in the table above for periods preceding fiscal 2004.

(5)  In order to more closely match net sales to circulation, we calculate circulation on a percentage of completion
basis. Catalog circulation takes into account the total number of catalogs mailed during all periods and our estimate of
the expected sales life of each catalog edition. Square inches circulated also takes into account the page count and
page size of the catalogs circulated during the period. Catalog circulation and square inches circulated statistics do not
include catalogs mailed to retail-only customers.

(6)  The term �Total 12-month buyers� represents customers identified by our multi-channel database as having
placed a catalog, internet or intranet order with us or made a retail store purchase from us within the previous 12
months. We currently capture customer information for roughly 75% of our retail store customers and, accordingly,
we believe this buyer count is somewhat understated. In the periods preceding fiscal 2004, the 12-month buyer
statistic generally did not include retail store customers. For fiscal 2003, fiscal 2002 and fiscal 2001, the 12-month
buyer counts as historically presented were 998,000, 1,055,000 and 1,017,000, respectively.
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Item 7.  Management�s Discussion and Analysis of Financial Condition and Results of Operations

This Annual Report on Form 10-K, including the following discussion, contains forward-looking statements within the meaning of the Private
Securities Litigation Reform Act of 1995 that involve substantial risks and uncertainties. For this purpose, any statements contained herein that
are not statements of historical fact may be deemed to be forward-looking statements. Without limiting the generality of the foregoing, the words
�projected,� �anticipated,� �planned,� �expected� and similar expressions are intended to identify forward-looking statements. In particular,
statements regarding future financial targets or trends are forward-looking statements. Forward-looking statements are not guarantees of our
future financial performance, and undue reliance should not be placed on them. Our actual results, performance or achievements may differ
significantly from the results, performance and achievements discussed in or implied by the forward-looking statements. Factors that could
cause such a difference include material changes to J. Jill�s business or prospects, in consumer spending, fashion trends or consumer
preferences, or in general political, economic, business or capital market conditions and other risks and uncertainties, including but not limited
to the other factors that are detailed in �Item 1A. Risk Factors.�   We disclaim any intent or obligation to update any forward-looking
statements.

The following discussion and analysis of our financial condition and results of operations is based upon the accompanying consolidated financial
statements, which have been prepared in accordance with accounting principles generally accepted in the United States of America and should
be read in conjunction with those financial statements and footnotes.

We are a multi-channel specialty retailer of women�s apparel, including accessories and footwear. We currently have two reportable business
segments, retail and direct. The retail segment markets merchandise through our retail stores. The direct segment markets merchandise through
our catalogs and website. For more information about our reportable business segments, see �Note L� to the accompanying consolidated financial
statements.

Fiscal Year

Our fiscal year ends on the last Saturday in December.  The 12 months ended December 31, 2005 (�fiscal 2005�) was a 53-week fiscal year. In a
53-week fiscal year, three of the quarters are 13-week periods, and one is a 14-week period. The fourth quarter of fiscal 2005 was a 14-week
period.  The 12 months ended December 25, 2004 (�fiscal 2004�) and December 27, 2003 (�fiscal 2003�) were 52-week fiscal years.

Potential Sale of the Company

On February 5, 2006, The J. Jill Group, Inc., (�J. Jill�) entered into an Agreement and Plan of Merger (the �Merger Agreement�) with The
Talbots, Inc., (�Talbots�) and Jack Merger Sub, Inc., a wholly owned subsidiary of Talbots (�Merger Sub�). Pursuant to the Merger Agreement,
Talbots will acquire J. Jill in a taxable all-cash transaction whereby Merger Sub will merge with and into J. Jill (the �Merger�). J. Jill will continue
as the corporation surviving the Merger and will become a wholly owned subsidiary of Talbots. The Merger Agreement provides, upon
consummation of the Merger, for our stockholders to receive $24.05 in cash, without interest, for each share of common stock of J. Jill. Options
outstanding under J. Jill�s stock option plans, whether or not exercisable or vested, will be cancelled as of the effective time of the Merger.
Holders of options will be entitled to receive a cash payment (less required tax withholdings) equal to the excess, if any, of $24.05 over the
exercise price of each such option, multiplied by the amount of shares covered by each such option. The Merger Agreement is subject to
adoption by J. Jill�s stockholders,  as well as the satisfaction or waiver of other conditions, including, among others, the expiration or termination
of applicable waiting periods under the Hart-Scott-Rodino Antitrust Improvements Act of 1976, as amended. The Merger Agreement contains
certain termination rights and
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provides that, upon the termination of the Merger Agreement under specified circumstances, J. Jill will be required to pay Talbots a termination
fee of $18.0 million.

Fiscal 2005 Overview

Fiscal 2005 was a challenging year for us. We generated operating income of $2.6 million, or 0.6% of net sales, in fiscal 2005 compared to
$15.3 million, or 3.5% of net sales, in fiscal 2004. Net income for fiscal 2005 was $1.5 million, or $0.07 per diluted share, compared to $8.7
million, or $0.42 per diluted share, for fiscal 2004.

We attribute our disappointing results primarily to customer dissatisfaction with our merchandise offerings. Over the past two years we have
been in a merchandising transition and during this time we have endeavored to broaden the appeal of the J. Jill brand by standardizing our fits,
improving the quality of our apparel, increasing the penetration of color and novelty in our assortment and becoming more contemporary in our
design elements. While we believe we have achieved success with respect to improving the quality and fit of our apparel, some of the changes
we made with respect to color, novelty and silhouette negatively impacted our performance over the past two years. In hindsight, we believe that
some of our color choices, our increased use of bold embellishments and our migration toward a narrower fit were not appropriate for, and
ultimately decreased the desirability of our product offerings to, our core customer. At the same time, the merchandise changes we made did not
attract the number of new customers we expected them to. As a result, our direct business has declined significantly in the past two years and our
retail store productivity has not increased to the level we expected.

Direct segment net sales decreased by 16.3% during fiscal 2005, as an 18.4% decrease in square inches circulated failed to generate the levels of
sales productivity we expected. Retail segment net sales increased by 18.4% during fiscal 2005 primarily as a result of opening stores.
Comparable store sales decreased by 1.2% during fiscal 2005. In response to weaker than expected customer response to our merchandise
offerings we increased promotional activity and markdowns, both of which negatively affected our gross margin. As a percentage of net sales
our gross margin decreased by 2.3 percentage points to 33.7% during fiscal 2005 from 36.0% during fiscal 2004. The weak top-line and lower
gross margin, combined with the de-leveraging of certain fixed costs over a modest 3.4% increase in overall net sales, resulted in disappointing
financial results in fiscal 2005.

Our direct business in particular experienced a significant decrease in its top line and a corresponding decrease in its contribution in fiscal 2005.
Over the past two years, we have tested different catalog layouts, models and copy formats in an attempt to broaden the appeal of our catalogs.
The response to these initiatives has been lackluster, and we are now returning to the overall creative approach that worked for us in the early
2000�s. We are also increasing the penetration of extended sizes, shoes and accessories in our catalogs and replacing certain multi-channel
product offerings with catalog-only product offerings that specifically target our catalog customer.

We are taking several steps in the merchandising and design areas to modify our strategy and adjust our merchandise offerings in the future, the
most important of which is refocusing our attention on our core customer. In this regard, we intend to return to neutral, subtle, wardrobe-building
colors and relaxed, forgiving styling. While we remain optimistic about our opportunities for success in 2006, achieving our goals will
ultimately depend on our ability to produce a merchandise assortment that resonates with our target customer.

Due to the long lead times associated with developing and producing private label apparel, the changes we have begun to make to our
merchandise will appear gradually within our assortment. Until our merchandise offerings are adjusted, we expect our customers to react to our
product offerings in much the same way as they did in fiscal 2005. In the interim, we are making immediate changes to our merchandising and
marketing strategies, particularly in our catalogs, and we expect those changes to help mitigate some
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of the trends we experienced in fiscal 2005. To date in 2006 our business in both segments has been weak with sales through February trending
below last year in the direct segment and below last year on a per store basis in the retail segment. In addition, we have incurred and expect to
continue to incur significant expenses in connection with the proposed Merger with Talbots, including legal and investment banker fees and
retention bonus expenses. We expect these costs to have an adverse effect on our operating results in 2006.

Results of Operations

The following table presents our consolidated statements of operations expressed as a percentage of net sales:

Twelve Months Ended
December 31,
2005

December 25,
2004

December 27,
2003

Net sales 100.0 % 100.0 % 100.0 %
Cost of products and merchandising 66.3 64.0 66.4
Gross margin 33.7 36.0 33.6
Selling, general and administrative expenses 33.1 32.5 30.2
Operating income 0.6 3.5 3.4
Interest income 0.2 0.2 0.1
Interest expense 0.2 0.3 0.3
Interest, net � 0.1 0.2
Income before taxes 0.6 3.4 3.2
Income tax provision 0.3 1.4 1.3
Net income 0.3 % 2.0 % 1.9 %

The following table summarizes net sales by segment (in thousands):

Twelve Months Ended
December 31,
2005

December 25, 
2004

December 27,
2003

(53 weeks)
Retail $ 282,751 $ 238,776 $ 176,762
Direct 159,978 191,074 194,993
Other (1) 6,983 5,017 5,149
Total net sales $ 449,712 $ 434,867 $ 376,904

(1)  Other represents outlet store net sales.

Comparison of Fiscal 2005 to Fiscal 2004

Net sales increased by $14.8 million, or 3.4%, to $449.7 million during fiscal 2005 from $434.9 million during fiscal 2004. Retail segment net
sales increased by $44.0 million, or 18.4%, during fiscal 2005 primarily as a result of opening stores. The weighted average square footage of
retail stores open during the year increased by 18.8% in fiscal 2005 but retail segment sales productivity, as measured by net sales per weighted
average square foot, decreased by 0.3%. During fiscal 2005, we opened 42 retail stores and ended the year with 192 retail stores. Comparable
store sales decreased by 1.2% during fiscal 2005. Direct segment net sales decreased by $31.1 million, or 16.3%, during fiscal 2005, as an 18.4%
decrease in square inches circulated failed to generate the levels of sales productivity we expected. Direct segment sales productivity, as
measured by net sales per 1,000 square inches circulated, increased by a modest 2.6%. Internet sales represented 51.2% of total direct segment
net sales during fiscal 2005 compared to 42.2% during fiscal 2004. The increase in internet net sales is primarily attributable to the increased use
of out-
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bound e-mails and cross-channel marketing. We expect internet net sales to represent an increasing portion of our total direct business over time.
We expect most of our future growth to come from our retail segment.

Gross margin represents net sales less cost of products and merchandising. Cost of products and merchandising consists primarily of product
costs (e.g., product development, sourcing, merchandising, inventory control and inventory acquisition costs and inventory markdowns) and
operating costs (e.g., occupancy and depreciation costs for our retail stores, order processing costs and distribution facility costs). As a
percentage of net sales, gross margin decreased to 33.7% during fiscal 2005 from 36.0% during fiscal 2004. This decrease was attributable to a
1.6 percentage point increase in product costs and a 0.7 percentage point increase in operating costs, both as a percentage of net sales. Product
costs as a percentage of net sales increased primarily as a result of increased promotional activity, higher inventory markdowns and a shift in the
mix of sales toward off price. These factors were only partially offset by the positive impact of higher initial mark-ups. The increase in operating
costs as a percentage of net sales was primarily attributable to the de-leveraging effect of higher retail segment operating costs associated with
our retail store rollout over a disproportionately smaller increase in total company net sales partially offset by the leveraging effect of lower
direct segment operating costs over increased total company net sales.  Additionally, gross margin as a percentage of net sales was negatively
affected by the shift in the mix of our business toward retail and the fact that retail segment gross margin is currently lower as a percentage of
net sales than direct segment gross margin. We expect the differences between our retail and direct segment cost structures to continue until we
are able to increase the overall productivity and profitability of our retail stores.

Selling, general and administrative expenses consist primarily of retail store selling costs, costs to produce, print and distribute catalogs, and
website and corporate administrative costs. As a percentage of net sales, selling, general and administrative expenses increased to 33.1% during
fiscal 2005 from 32.5% during fiscal 2004. This increase was attributable to a 0.8 percentage point increase in selling expenses partially offset
by a 0.2 percentage point decrease in general and administrative expenses, both as a percentage of net sales. The increase in selling expenses as a
percentage of net sales was primarily attributable to the de-leveraging effect of higher retail segment selling expenses primarily associated with
our retail store rollout over a disproportionately smaller increase in total company net sales partially offset by the leveraging effect of lower
direct segment selling expenses over increased total company net sales.  Additionally, selling expenses as a percentage of net sales was
negatively affected by the shift in the mix of our business toward retail and the fact that retail segment selling expenses are currently higher as a
percentage of net sales than direct segment selling expenses. We expect the differences between our retail and direct segment cost structures to
continue until we are able to increase the overall productivity and profitability of our retail stores. General and administrative expenses as a
percentage of net sales decreased primarily as a result of decreased spending on performance bonuses and professional fees partially offset by
increased employee-related costs, together representing a $0.4 million year-over-year decrease in expenses.  Professional fees include expenses
totaling $0.9 million associated with our decision in early December to explore strategic alternatives to enhance shareholder value.

Comparison of Fiscal 2004 to Fiscal 2003

Net sales increased by $58.0 million, or 15.4%, to $434.9 million during fiscal 2004 from $376.9 million during fiscal 2003 primarily as a result
of increased store count and higher sales productivity in both segments partially offset by lower circulation in our direct segment.  Retail
segment net sales increased by $62.0 million, or 35.1%, during fiscal 2004. This increase is attributable to a 25.7% increase in the weighted
average square footage of retail stores open during the year and a 7.5% increase in retail segment sales productivity. During fiscal 2004, we
opened 28 retail stores and ended the year with 150 retail stores. Comparable store sales increased by 11.1% during fiscal 2004. Direct segment
net sales decreased by
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$3.9 million, or 2.0%, during fiscal 2004, as square inches circulated decreased by 15.2% while direct segment sales productivity increased by
15.5%. The increases in the sales productivity of the retail and direct segments during fiscal 2004 are primarily attributable to the positive
customer reaction to our spring season merchandise. In addition, direct segment sales productivity was also positively affected by planned
page count reductions and lower customer return rates. Internet net sales represented 42.2% of total direct segment net sales during fiscal 2004
compared to 35.4% during fiscal 2003. The increase in internet net sales is primarily attributable to the increased use of out-bound e-mails and
cross-channel marketing.

As a percentage of net sales, gross margin increased to 36.0% during fiscal 2004 from 33.6% during fiscal 2003. This increase was attributable
to a 1.6 percentage point decrease in product costs and a 0.8 percentage point decrease in operating costs, both as a percentage of net sales.
Product costs as a percentage of net sales decreased primarily as a result of lower inventory markdowns and a shift in the mix of sales toward
full price, particularly in our retail segment. The decrease in operating costs as a percentage of net sales was attributable to the leveraging effect
of an 11.4% increase in operating expenses over a 15.4% year-over-year increase in net sales. These factors were partially offset by the shift in
the mix of our business toward retail and the fact that retail segment operating costs are higher as a percentage of net sales than direct segment
operating costs.

As a percentage of net sales, selling, general and administrative expenses increased to 32.5% during fiscal 2004 from 30.2% during fiscal 2003.
This increase was attributable to a 0.7 percentage point increase in selling expenses and a 1.6 percentage point increase in general and
administrative expenses, both as a percentage of net sales. The increase in selling expenses as a percentage of net sales was attributable to the
de-leveraging effect of higher retail segment selling expenses, including a significant increase in costs associated with mailing catalogs to
retail-only customers, over a disproportionately smaller increase in total company net sales partially offset by the leveraging effect of lower
direct segment selling expenses over increased total company net sales. In addition, selling expenses as a percentage of net sales was negatively
affected by the shift in the mix of our business toward retail and the fact that retail segment selling expenses are higher as a percentage of net
sales than direct segment selling expenses. General and administrative expenses as a percentage of net sales increased primarily as a result of
increased spending on professional fees and employee-related costs, together representing a $7.5 million year-over-year increase in expenses. In
fiscal 2004, professional fees incurred in connection with our efforts to comply with the Sarbanes-Oxley Act, excluding independent registered
accounting firm fees of approximately $0.7 million, totaled approximately $1.7 million. In addition, during fiscal 2004 we incurred consulting
and legal fees of approximately $0.9 million in connection with the implementation of changes in our operating structure.

Income Taxes

We provide for income taxes at an effective tax rate that includes the full federal and state statutory tax rates. Our effective tax rates for fiscal
2005, fiscal 2004 and fiscal 2003, were 44.5%, 42.0% and 41.0%, respectively. Our effective tax rate for fiscal 2005 was negatively affected as a
result of, among other things, the taxable income levels in certain states given our organizational structure. Our effective tax rate for fiscal 2005
was positively affected by municipal interest received on our marketable securities which is exempt from federal taxation. Our effective tax rate
for fiscal 2004 was negatively affected by an increase in the projected amount of non-deductible expenses and a valuation allowance that we
established at December 25, 2004 for $0.2 million. This valuation allowance relates to certain state net operating loss carryforwards where we
believe that it is more likely than not that the associated tax benefit will not be realized. The effective tax rate for fiscal 2003 includes the impact
of the reversal of a $0.1 million valuation allowance.
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Segment Discussion and Analysis

For a summary of our business segments and related accounting, see �Note L� to the accompanying consolidated financial statements.

The following table provides a reconciliation of segment contribution to operating income (in thousands):

Twelve Months Ended
December 31,
2005

December 25,
2004

December 27,
2003

(53 weeks)
Retail segment contribution $ 16,398 $ 19,736 $ 3,621
Direct segment contribution 36,915 44,059 45,267
Other (1) (17,935 ) (16,040 ) (13,817 )
General and administrative expenses (32,762 ) (32,419 ) (22,434 )
Operating income $ 2,616 $ 15,336 $ 12,637

(1)  Other represents unallocated shared-service costs and outlet store revenues and expenses.

Segment Comparison of Fiscal 2005 to Fiscal 2004

Retail segment contribution

The retail segment�s contribution as a percentage of segment net sales decreased by 2.5 percentage points in fiscal 2005 compared to fiscal 2004.
This decrease was attributable to a 1.3 percentage point increase in product costs and a 1.2 percentage point increase in selling expenses, both as
a percentage of net sales. Segment operating expenses as a percentage of net sales were flat to last year. Segment product costs as a percentage
of net sales increased primarily as a result of higher inventory markdowns and increased promotional activity partially offset by higher initial
mark-ups. Segment selling expenses as a percentage of net sales increased primarily as a result of higher advertising and in-store visual
presentation costs and increased employee-related expenses.

Direct segment contribution

The direct segment�s contribution as a percentage of segment net sales remained flat at 23.1% during both fiscal 2005 and fiscal 2004. A 0.7
percentage point increase in operating costs was offset by a 0.7 percentage point decrease in selling expenses, both as a percentage of net sales.
Segment product costs as a percentage of net sales remained flat to last year primarily as a result of a shift in the mix of sales toward off price
being offset by higher initial mark-ups. Segment operating costs as a percentage of net sales increased primarily as a result of inefficiencies in
order processing (e.g. order taking and fulfillment expenses) and the de-leveraging of these costs over lower segment net sales. Segment selling
expenses as a percentage of net sales decreased primarily as a result of increased sales productivity.

Other

Other net expenses increased by $1.9 million during fiscal 2005 compared to fiscal 2004, primarily as a result of increased product development
and merchandising expenses, higher unallocated distribution facility and depreciation costs and lower outlet store contribution, together
representing a $2.4 million increase in expenses. These factors were partially offset by a $0.5 million decrease in performance bonus expense.
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General and administrative expenses

Please see our discussion of general and administrative expenses under the heading �Comparison of Fiscal 2005 to Fiscal 2004� above.

Segment Comparison of Fiscal 2004 to Fiscal 2003

Retail segment contribution

The retail segment�s contribution as a percentage of segment net sales increased by 6.2 percentage points in fiscal 2004 compared to fiscal 2003.
This increase was attributable to a 6.0 percentage point decrease in product costs and a 1.8 percentage point decrease in operating costs partially
offset by a 1.6 percentage point increase in selling expenses, all as a percentage of net sales.  Segment product costs as a percentage of net sales
decreased primarily as a result of a shift in the mix of sales toward full price and lower inventory markdowns. Segment operating costs as a
percentage of net sales decreased primarily as a result of the positive leverage on fixed operating costs such as occupancy and depreciation that
comes from higher sales productivity per square foot.  Segment selling expenses as a percentage of net sales increased primarily as a result of
higher advertising costs, including costs associated with catalogs mailed to retail-only customers, and in-store visual costs. Advertising and
visual costs more than doubled in fiscal 2004 as compared to fiscal 2003.

Direct segment contribution

The direct segment�s contribution as a percentage of segment net sales decreased by 0.2 percentage points in fiscal 2004 compared to fiscal 2003.
This decrease was attributable to a 0.8 percentage point increase in product costs and a 0.3 percentage point increase in operating costs partially
offset by a 0.9 percentage point decrease in selling expenses, all as a percentage of net sales. Segment product costs as a percentage of net sales
increased primarily as a result of deeper discounting of our off price offerings partially offset by lower inventory markdowns. Segment operating
costs as a percentage of net sales increased primarily as a result of higher order processing costs (e.g., order taking and fulfillment expenses).
Segment selling expenses as a percentage of net sales decreased primarily as a result of the leveraging of lower catalog costs over net sales.
Catalog costs were lower during fiscal 2004 as compared to fiscal 2003 primarily as a result of planned page count reductions.

Other

Other net expenses increased by $2.2 million during fiscal 2004 compared to fiscal 2003, primarily as a result of a $3.4 million increase in
product development and merchandising expenses partially offset by a $1.3 million decrease in depreciation primarily associated with certain
fully depreciated systems and equipment.

General and administrative expenses

Please see our discussion of general and administrative expenses under the heading �Comparison of Fiscal 2004 to Fiscal 2003� above.

Seasonality and Quarterly Fluctuations

We expect there to be fluctuations in our net sales from quarter to quarter, with the highest net sales generally coming in the second and fourth
quarters of our fiscal year and the lowest in the first and third quarters. See �Note M� for selected quarterly financial data, including information
regarding our quarterly net sales. As our retail segment becomes a greater portion of our overall business, our business is becoming more
seasonal. Our retail store rollout plan is expected to materially impact year-over-year
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comparisons of our net sales. Also, January is included in our first fiscal quarter, but is included in the fourth fiscal quarter for many other
retailers. Because January is a month that traditionally involves significant promotional pricing, this difference needs to be taken into account
when making comparisons of our financial performance for interim periods with that of other retailers.

Liquidity and Capital Resources

Our principal working capital needs arise from the need to support costs incurred in advance of revenue generation, primarily inventory
acquisition, catalog development, production and mailing costs. We have two selling seasons that correspond to the fashion seasons. The spring
season begins in January and ends in July. The fall season begins in July and ends in January. Our capital investment needs arise from initiatives
intended to support our growth, including our retail store rollout and improvements to our physical and operating infrastructure. During fiscal
2005, we funded our working capital and capital investment needs with cash generated from operations and cash on hand.

Cash and cash equivalents (�cash�) increased by $3.7 million during fiscal 2005 and decreased by $27.3 million during fiscal 2004. The following
table summarizes the changes in cash by major component (in thousands):

Twelve Months Ended
December 31,
2005

December 25,
2004

(53 weeks)
Net cash generated from operations $ 31,950 $ 35,461
Net proceeds from (investments in) marketable securities 9,262 (34,246 )
Investments in property and equipment (36,020 ) (28,784 )
Other (1,458 ) 248
Increase (decrease) in cash $ 3,734 $ (27,321 )

During fiscal 2005 and fiscal 2004, the primary sources of cash from operations were net income before depreciation and amortization,
additional deferred credits from landlords and higher amounts accrued. In fiscal 2005, the primary use of cash from operations related to
decreases in accounts payable. In fiscal 2004, the primary use of cash from operations related to increases in inventory.

At December 31, 2005 and December 25, 2004, the aggregate fair value of our marketable securities was $24.2 million and $34.1 million,
respectively. Our marketable securities consist primarily of investments in municipal debt securities. We intend to maintain a liquid portfolio
consisting primarily of fixed-income securities.

Accounts receivable balances at December 31, 2005 were 21.4%, or $4.0 million, lower than at December 25, 2004 primarily as a result of a
decrease in receivables associated with our deferred billing program. At December 31, 2005 and December 25, 2004, there were $4.8 million
and $8.8 million, respectively, of trade receivables outstanding related to our deferred billing program. For a summary of our deferred billing
program and related accounting, see �Note B� to the accompanying consolidated financial statements.

Inventory at December 31, 2005 was 4.6%, or $1.7 million, lower than at December 25, 2004 largely as a result of lower retail segment
inventory per store and lower direct segment inventory balances associated with the decrease in the size of the direct business since fiscal 2004.
These decreases in inventory more than offset the increase associated with the 42 new retail stores and three outlet stores opened since
December 25, 2004. Retail segment inventory per store was 22.5% lower at December 31, 2005 than at December 25, 2004, primarily as a result
of the extra week of selling in fiscal 2005 which was a 53-week fiscal year, a more conservative inventory purchasing strategy with respect to
the fall season and future spring season inventory and
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the timing of transfers of overstocked retail store inventory to outlet store inventory. Retail segment inventory turns decreased by 6.8% to 4.1
times per year during fiscal 2005 from 4.4 times per year during fiscal 2004. Retail segment inventory per square foot at December 31, 2005 was
slightly lower compared to last December.

A summary of our inventory balances follows (in thousands):

December 31,
2005

December 25,
2004

Retail $ 21,718 $ 21,892
Direct 11,185 13,759
Other (1) 1,659 561
Total $ 34,562 $ 36,212

(1)  Other consists of inventory related to outlet stores.

Accounts payable balances at December 31, 2005 were 58.9%, or $10.3 million, lower than at December 25, 2004 primarily due to lower
amounts of outstanding checks being classified as accounts payable at December 31, 2005 than at December 25, 2004. We also had lower
amounts payable for inventory at December 31, 2005 compared to December 25, 2004.

Accrued expenses at December 31, 2005 were 18.5%, or $5.0 million, higher than at December 25, 2004 primarily as a result of increased
amounts accrued for deferred compensation, income taxes, our retail store rollout and associated expenses, gift cards and employee-related
expenses.

Deferred credits from landlords and other at December 31, 2005 were 22.9%, or $10.8 million, higher than at December 25, 2004 primarily as a
result of opening additional retail stores. See �Note B and Note K� to the accompanying consolidated financial statements for additional
information.

At December 31, 2005 we had 192 retail stores and eight outlet stores open. During fiscal 2005 we opened 42 retail stores and three outlet stores.
We currently plan to open an additional 40 retail stores and six outlet stores in 2006. The initial net cash requirements related to our retail store
rollout are significant and are primarily comprised of leasehold improvements, net of landlord allowances, and initial inventory acquisition costs.
Construction commitments are typically made one to six months in advance of a new retail store opening and actual construction typically
begins two to three months before the store opens. The initial net cash requirements for opening a new retail store are currently estimated at an
average of approximately $0.4 million per store.

In fiscal 2005, we announced our plan to invest approximately $7.0 million on three key systems to support our future growth�a product life-cycle
management system (�PLM�), an inventory management and planning system and a corporate data warehouse. The PLM implementation
began in fiscal 2005 and will continue into 2006 and 2007. The merchandise management module of the inventory
management and planning system is expected to be implemented in 2006. The first phase of the corporate data
warehouse implementation is currently scheduled for 2006. We spent $2.3 million in fiscal 2005 on these initiatives
and we expect to spend approximately $1.6 million on these systems in 2006.
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The following table summarizes our contractual obligations, aggregated by type, at December 31, 2005 (in thousands):

Payments Due By Period (1)

Total
Less than
1 Year 1-3 Years 3-5 Years

More than
5 Years

Operating lease obligations (2) $ 251,886 $ 31,266 $ 70,246 $ 68,038 $ 82,336
Long-term debt obligations (3) 10,431 1,036 959 8,436 �
Fixed future interest payments on debt (4) 2,249 718 1,326 205 �
Inventory purchase obligations (5) 106,836 106,836 � � �
Non-inventory purchase obligations (6) 26,565 22,652 3,913 � �
Total (7) $ 397,967 $ 162,508 $ 76,444 $ 76,679 $ 82,336

(1)  The amounts set forth in the �Less than 1 Year� column represent amounts to be paid in 2006, the �1-3 Years�
column represents amounts to be paid in 2007 and 2008, the �3-5 Years� column represents amounts to be paid in 2009
and 2010 and the �More than 5 Years� column represents amounts to be paid after 2010.

(2)  See �Note K� to the accompanying consolidated financial statements.

(3)  Does not include interest payments. See the accompanying consolidated statement of operations for our gross
interest expense for the last three fiscal years. See �Note E� to the accompanying consolidated financial statements for a
summary of our long-term debt outstanding at December 31, 2005 and December 25, 2004. The weighted average
interest rate for amounts outstanding under our credit facilities during fiscal 2005 and fiscal 2004 was 7.04% and
6.83% per annum, respectively. Cash paid for interest during fiscal 2005 and fiscal 2004 was $0.8 million and $0.9
million, respectively.

(4)  Represents future fixed interest payments under our real estate and equipment loans.

(5)  Represents amounts to be paid under agreements to purchase inventory that are enforceable and legally binding
and that specify all significant terms at December 31, 2005.

(6)  Represents amounts to be paid under agreements that are enforceable and legally binding and that specify all
significant terms at December 31, 2005. Amounts include, but are not limited to (i) obligations relating to retail store
construction or other property and equipment; (ii) obligations relating to goods or services ordered in the ordinary
course of business; (iii) obligations arising as a result of minimum service level provisions in certain contracts;
(iv) obligations where an early termination penalty might be assessed in the event of early termination of the contract;
and (v) obligations under certain employment agreements.

(7)  Contingent obligations including (i) amounts that might become due as a result of the proposed Merger with
Talbots, including, but not limited to, investment banker fees and amounts payable under a separation agreement with
a former executive; (ii) amounts that might become due under change in-control severance arrangements with certain
executives; and (iii) amounts that may become due under contracts or open purchase orders that are dependent on
future period volume, are not included in the table.

For a summary of our credit facilities at December 31, 2005 see �Note E� to the accompanying consolidated financial statements. We were in
compliance with the covenants associated with our credit facilities as of and for the fiscal years ended December 31, 2005, December 25, 2004
and December 27, 2003.

Our sources of cash include cash on hand, our investments in marketable securities, available borrowing capacity under our Revolving Credit
Facility of $20.0 million as of December 31, 2005 and anticipated cash flow from operations. Our principal uses of cash include cash required to
support current operations as well as investments in infrastructure and our retail store rollout. Based on current operating
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conditions, we believe we have sufficient sources of cash to execute our operating plans and fund our planned operating and systems
infrastructure investments, capital expenditures and commitments for the foreseeable future. Should current operating conditions deteriorate, we
believe we have some flexibility to adjust our mid-to-long-term operating plans, including our retail store rollout and our catalog circulation
strategies.

Critical Accounting Policies

In the normal course of business, we record inventory markdowns associated with our overstocked merchandise. We look at past and projected
sales performance and inventory on hand and on order when calculating an expected level of overstocks. Based on the estimated level of
overstocks and the estimated net realizable amount of the overstocks, we record inventory markdowns in order to state our inventory at the lower
of cost or market. We have internal and external liquidation vehicles that we utilize to liquidate our overstocks. Internal channels, including sales
catalogs, price reductions in the retail stores and our eight outlet stores generally require lower markdowns and are considered first. After the
internal capacity is exceeded, external channels are considered. External channels include discount marketers and inventory liquidators. If the
cumulative write-downs associated with inventory markdowns are not accurate our gross margin and inventory balances may be overstated or
understated.

We record accruals for estimated product returns for direct segment sales using the following process. First, we determine an appropriate return
rate for each current catalog. In doing so, we consider a number of factors, including prior years� and prior seasons� return rates for comparable J.
Jill catalogs and internet offerings, trends in return rates from season to season and within the current season and applicable operational factors.
Once a return rate is determined, it is monitored and updated periodically as appropriate to reflect changes in underlying assumptions based on
actual experience. The return rate is used to calculate an appropriate returns allowance for the applicable catalog or internet offering for the
applicable period. We also provide a returns allowance for retail segment sales. We provide this allowance based on projected merchandise
returns, taking into consideration historical experience and other factors. These returns allowances are recorded as a reduction to net sales for the
estimated retail value of the projected merchandise returns and as a reduction to cost of products for the corresponding cost amount. If our
estimated returns allowances are not accurate, our returns reserves may be understated or overstated, resulting in an overstatement or
understatement, respectively, of net sales and net income.

We incur costs to produce, print and distribute our catalogs (�catalog costs�). Catalog costs in our direct segment are considered direct response
advertising and as such are capitalized as incurred and amortized over the expected sales life of each catalog, which is generally a period not
exceeding six months. Creative costs for a season, which will benefit multiple catalogs, are allocated to each catalog taking into consideration
relative catalog size and circulation. The amortization of our direct segment catalog costs is meant to match revenues with expenses. The
expected sales life of each catalog is determined based on a detailed marketing forecast, which considers historical experience for similar
catalogs as well as current sales trends. These forecasts are updated frequently during the most active period of selling for each catalog to
determine the expected total sales for the catalog. We monitor changes to the forecast and adjust the amortization period accordingly. If our
calculation of the amortization period is incorrect, it could result in a mismatch of revenues and expenses in a particular period. Catalog costs in
our retail segment are considered advertising and as such are expensed as incurred.

We periodically consider whether there has been a permanent impairment in the value of our long-lived assets, primarily property and
equipment. We evaluate various factors after a start-up phase, including current and projected future operating results and the undiscounted cash
flows for the underperforming long-lived assets. We then compare the carrying amount of the asset to the estimated future undiscounted cash
flows expected to result from use of the asset. To the extent that the estimated future undiscounted cash flows are less than the carrying amount
of the asset, the asset is written down to its estimated fair market value and an impairment loss is recognized. The value of impaired long-lived
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assets may be subject to further write-downs based on changes in these factors. Any adjustments to the value of our long-lived assets are
included in either cost of products and merchandising or selling, general and administrative expenses depending on where depreciation related to
that asset has been historically recorded. If our estimate of the future undiscounted cash flows expected to result from the use of the asset is
incorrect, the carrying value of our long-lived assets may be overstated or understated.

We make certain judgments and interpretations with respect to enacted tax laws and other published guidance in determining our effective tax
rate and in identifying and valuing our deferred tax assets and liabilities. If our judgments or interpretations are incorrect with respect to certain
permanent differences between the tax and book treatment of certain income and expenses, it could result in an understatement or overstatement
of our effective tax rate resulting in an overstatement or understatement, respectively, of our net income. In addition, if our judgments or
interpretations are incorrect with respect to certain temporary differences between the tax and book treatment of certain income and expenses or
if our judgment as to the realizability of our net deferred tax assets is incorrect, the value of our deferred tax assets and liabilities could be
overstated or understated.

Recent Accounting Standards

For a summary of our recent accounting pronouncements, see �Note B� to the accompanying consolidated financial statements.

Item 7A.  Quantitative and Qualitative Disclosures about Market Risk

Our objective in managing our long-term exposure to interest rate and foreign currency rate changes is to limit any material impact of the
changes on cash flows and earnings and to lower our overall borrowing costs. To achieve our objectives, we periodically identify these risks and
manage them through our regular operating and financing activities. These activities include periodic refinancing of debt obligations to increase
availability while minimizing financing costs, considering fixed and variable rate debt positions and periodic review of the return on investment
of our marketable securities portfolio.  Marketable securities investments are subject to interest rate and credit risks. Changes in interest rates
may affect our operating results. We currently invest in highly liquid, interest bearing instruments, primarily municipal debt securities. Our
investments include securities with a minimum credit rating of A1 by Moody�s and A+ by Standard and Poor and no individual investment in the
portfolio, except investments in U.S. Treasury and federal agency securities, is greater than 10% of the total portfolio, so potential losses on
individual securities is minimized. Our investment policy limits interest rate risk by requiring the investment portfolio to be structured such that
securities mature to meet cash requirements for ongoing operations, thereby avoiding the need to sell securities on the open market prior to
maturity. In addition, operating funds are invested primarily in shorter-term securities, money market mutual funds, or similar investment pools.
We do not currently use derivative financial instruments. We have calculated the effect of a 10% change in interest rates over a month for both
our debt obligations and our marketable securities investments and determined the effect to be immaterial. We do not foresee any significant
changes in the management of foreign currency or interest rate exposures or in the strategies we employ to manage such exposures in the near
future.

We have established a trust in connection with our deferred compensation plans. The trust assets are invested in corporate owned life insurance
in a manner that is designed to approximate the measurement designations of the participants in the plans, for both vested and unvested balances.
Investments are exposed to various risks, such as interest rate, market and credit risks. Due to the level of risk associated with certain
investments, it is at least reasonably possible that changes in the values of these investments will occur in the near term and that such changes
will also impact participant deferred compensation balances based on the measurement designations made by the participants in the plans.
Changes in value of the trust assets are intended to mirror changes in the value of the participants� deferred compensation accounts.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
The J. Jill Group, Inc.:

We have completed integrated audits of The J. Jill Group, Inc.�s 2005 and 2004 consolidated financial statements and of its internal control over
financial reporting as of December 31, 2005, and an audit of its 2003 consolidated financial statements in accordance with the standards of the
Public Company Accounting Oversight Board (United States). Our opinions, based on our audits, are presented below.

Consolidated financial statements and financial statement schedule

In our opinion, the consolidated financial statements listed in the index appearing under Item 8 present fairly, in all material
respects, the financial position of The J. Jill Group, Inc. and its subsidiaries at December 31, 2005 and December 25,
2004, and the results of their operations and their cash flows for each of the three years in the period ended
December 31, 2005 in conformity with accounting principles generally accepted in the United States of America. In
addition, in our opinion, the financial statement schedule listed in the index appearing under Item 8 presents fairly, in
all material respects, the information set forth therein when read in conjunction with the related consolidated financial
statements. These financial statements and financial statement schedule are the responsibility of the Company�s
management. Our responsibility is to express an opinion on these financial statements and financial statement
schedule based on our audits. We conducted our audits of these statements 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. An audit
of financial statements 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, and
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

Internal control over financial reporting

Also, in our opinion, management�s assessment, included in Management�s Report on Internal Control Over Financial Reporting appearing under
Item 9A, that the Company maintained effective internal control over financial reporting as of December 31, 2005, based on criteria
established in Internal Control�Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO), is fairly stated, in all material respects, based on those criteria. Furthermore, in our
opinion, the Company maintained, in all material respects, effective internal control over financial reporting as of
December 31, 2005, based on criteria established in Internal Control�Integrated Framework issued by the COSO. The
Company�s management is responsible for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our responsibility is to express opinions on
management�s assessment and on the effectiveness of the Company�s internal control over financial reporting based on
our audit. We conducted our audit of internal control over financial reporting 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 effective internal control over financial reporting was maintained
in all material respects. An audit of internal control over financial reporting includes obtaining an understanding of
internal control over financial reporting, evaluating management�s assessment, testing and evaluating the design and
operating effectiveness of internal control, and performing such other procedures as we consider necessary in the
circumstances. We believe that our audit provides a reasonable basis for our opinions.
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A 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 generally accepted accounting principles. A
company�s internal control over financial reporting includes those policies and procedures that (i) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide reasonable assurance
that transactions are recorded as necessary to permit preparation of financial statements in accordance with generally accepted accounting
principles, 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 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 inadequate because of changes in conditions, or that
the degree of compliance with the policies or procedures may deteriorate.

/s/ PricewaterhouseCoopers LLP

Boston, Massachusetts
March 15, 2006
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THE J. JILL GROUP, INC.
CONSOLIDATED BALANCE SHEETS
(in thousands, except share and per share amounts)

December 31,
2005

December 25,
2004

ASSETS
Current assets:
Cash and cash equivalents $ 35,700 $ 31,966
Cash held in escrow 1,342 872
Marketable securities 24,228 34,062
Accounts receivable, net 14,595 18,579
Inventory 34,562 36,212
Prepaid catalog expenses 4,306 3,894
Deferred income taxes 10,312 9,761
Other current assets 7,486 8,237
Total current assets 132,531 143,583
Property and equipment, net 148,100 133,972
Other non-current assets 6,844 5,141
Total assets $ 287,475 $ 282,696

LIABILITIES AND STOCKHOLDERS� EQUITY
Current liabilities:
Accounts payable $ 7,210 $ 17,523
Accrued expenses 32,169 27,158
Accrued customer returns 6,558 7,494
Current portion of long-term debt 1,036 1,805
Total current liabilities 46,973 53,980
Long-term debt, less current portion 9,395 10,431
Deferred credits from landlords and other 58,223 47,387
Deferred income taxes 4,763 6,841
Commitments and contingencies
Stockholders� equity:
Special preferred stock (par value $0.01) 1,000,000 shares authorized � �
Common stock (par value $0.01) 30,000,000 shares authorized, 20,354,196 and 20,109,789
shares issued and outstanding as of December 31, 2005 and December 25, 2004, respectively 204 201
Additional paid-in capital 115,082 112,508
Accumulated other comprehensive loss (116 ) (89 )
Retained earnings 52,951 51,437
Total stockholders� equity 168,121 164,057
Total liabilities and stockholders� equity $ 287,475 $ 282,696

The accompanying notes are an integral part of the consolidated financial statements.
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THE J. JILL GROUP, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share data)

Twelve Months Ended
December 31,
2005

December 25,
2004

December 27,
2003

(53 weeks)
Net sales $ 449,712 $ 434,867 $ 376,904
Cost of products and merchandising 297,971 278,410 250,248
Gross margin 151,741 156,457 126,656
Selling, general and administrative expenses 149,125 141,121 114,019
Operating income 2,616 15,336 12,637
Interest income 1,069 716 460
Interest expense 956 1,050 1,199
Interest (income) expense, net (113 ) 334 739
Income before taxes 2,729 15,002 11,898
Income tax provision 1,215 6,296 4,873
Net income $ 1,514 $ 8,706 $ 7,025
Earnings per share:
Basic $ 0.07 $ 0.43 $ 0.36
Diluted $ 0.07 $ 0.42 $ 0.35
Weighted average shares outstanding:
Basic 20,241 20,019 19,585
Diluted 20,536 20,546 20,060

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

33

Edgar Filing: J JILL GROUP INC - Form 10-K

36



THE J. JILL GROUP, INC.

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS� EQUITY

(in thousands, except share amounts)

Accumulated
Additional Other Total

Common Paid-In Retained Comprehensive Stockholders�
Shares Stock Capital Earnings Loss Equity

Balance at December 28, 2002 19,495,411 $ 195 $ 107,227 $ 35,706 $ � $ 143,128
Net income � � � 7,025 � 7,025
Exercise of stock options 131,901 2 500 � � 502
Tax benefit from exercise of stock
options � � 56 � � 56
Stock granted under employee stock
purchase plan 30,991 0 368 � � 368
Balance at December 27, 2003 19,658,303 197 108,151 42,731 � 151,079
Net income � � � 8,706 � 8,706
Unrealized loss on marketable securities,
net of tax � � � � (89 ) (89 )
Comprehensive income 8,617
Exercise of stock options 415,224 4 2,746 � � 2,750
Tax benefit from exercise of stock
options � � 1,219 � � 1,219
Stock granted under employee stock
purchase plan 36,262 0 392 � � 392
Balance at December 25, 2004 20,109,789 201 112,508 51,437 (89 ) 164,057
Net income (53 weeks) � � � 1,514 � 1,514
Unrealized loss on marketable securities,
net of tax � � � � (27 ) (27 )
Comprehensive income 1,487
Exercise of stock options 177,750 2 1,385 � � 1,387
Tax benefit from exercise of stock
options � � 404 � � 404
Stock granted under employee stock
purchase plan 66,657 1 785 � � 786
Balance at December 31, 2005 20,354,196 $ 204 $ 115,082 $ 52,951 $ (116 ) $ 168,121

The accompanying notes are an integral part of the consolidated financial statements.
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THE J. JILL GROUP, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

Twelve Months Ended
December 31, December 25, December 27,
2005 2004 2003
(53 weeks)

Cash flows provided by operating activities:
Net income $ 1,514 $ 8,706 $ 7,025
Adjustments to reconcile net income to net cash provided by operating
activities:
Depreciation and amortization 22,755 18,663 16,131
Deferred income taxes (2,555 ) 1,396 1,298
Gain on trust assets (477 ) (388 ) (374 )
Loss on disposal of property and equipment 567 388 �
Changes in assets and liabilities:
Decrease in accounts receivable, net 3,984 55 2,683
Decrease (increase) in inventory 1,650 (8,081 ) 5,867
(Increase) decrease in prepaid catalog expenses (412 ) 212 (24 )
Decrease (increase) in other assets 878 (1,220 ) (578 )
(Decrease) increase in accounts payable (10,417 ) 2,340 2,318
Increase in accrued expenses 4,563 5,863 3,367
(Decrease) increase in accrued customer returns (936 ) 205 (39 )
Increase in deferred credits from landlords and other 10,836 7,322 13,065
Net cash provided by operating activities 31,950 35,461 50,739
Cash flows used in investing activities:
Additions to property and equipment (36,020 ) (28,784 ) (34,265 )
Purchases of marketable securities (31,875 ) (34,246 ) �
Sales of marketable securities 8,701 � �
Maturities of marketable securities 32,436 � �
Investment in trust assets (1,356 ) (1,099 ) (898 )
Increase in cash held in escrow (470 ) (89 ) (245 )
Net cash used in investing activities (28,584 ) (64,218 ) (35,408 )
Cash flows provided by (used in) financing activities:
Payments of debt borrowings (1,805 ) (1,706 ) (1,648 )
Proceeds from stock transactions 2,173 3,142 870
Net cash provided by (used in) financing activities 368 1,436 (778 )
Net increase (decrease) in cash and cash equivalents 3,734 (27,321 ) 14,553
Cash and cash equivalents at:
Beginning of period 31,966 59,287 44,734
End of period $ 35,700 $ 31,966 $ 59,287
Supplemental information:
Non-cash investing activities:
Property and equipment costs accrued, not paid $ 1,873 $ 917 $ 1,033
Cash paid for interest $ 806 $ 905 $ 1,065
Cash paid for income taxes $ 216 $ 4,959 $ 6,836

The accompanying notes are an integral part of the consolidated financial statements.
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A.   Nature of business:

The J. Jill Group, Inc. (together with its wholly owned consolidated subsidiaries, the �Company� or �J. Jill�), is a multi-channel specialty retailer of
women�s apparel, including accessories and footwear, that markets its products through its retail stores, catalogs and website jjill.com.

B.   Summary of significant accounting policies:

Principles of consolidation

The consolidated financial statements include the accounts of The J. Jill Group, Inc. and its wholly owned consolidated subsidiaries.
Intercompany balances and transactions have been eliminated. Beginning as of the close of business on December 25, 2004, the Company
realigned its organizational structure in response to various operational changes in its business. This realignment resulted in, among other things,
the Company�s retail/direct subsidiary, The Birch Pond Group, Inc., a wholly owned subsidiary, being converted into J. Jill, LLC.

Translation adjustments

The financial statements of the Company�s foreign operations have been translated into U.S. dollars. All balance sheet accounts have been
translated using the exchange rate in effect at the applicable balance sheet date. Income statement amounts have been translated using average
exchange rates in effect during the applicable fiscal year. The gains and losses resulting from the changes in exchange rates are insignificant for
all periods presented.

Fiscal year

The Company�s fiscal year ends on the last Saturday in December. The 12 months ended December 31, 2005 (�fiscal 2005�) was a 53-week fiscal
year. In a 53-week fiscal year, three of the quarters are 13-week periods, and one is a 14-week period. The fourth quarter of fiscal 2005 was a
14-week period. The 12 months ended December 25, 2004 (�fiscal 2004�) and December 27, 2003 (�fiscal 2003�) were 52-week fiscal years.

Cash and cash equivalents

Cash and cash equivalents consist of cash on deposit in banks and may also include cash invested in money market mutual funds, overnight
repurchase agreements, debt securities and U.S. Treasury and federal agency securities. The Company considers all highly liquid instruments,
including certificates of deposit with remaining maturity at time of purchase of three months or less, to be cash equivalents.

Cash held in escrow

Cash held in escrow primarily consists of amounts Birch Pond Realty Corporation, a wholly owned subsidiary of The J. Jill Group, Inc., is
required to keep in escrow associated with the outstanding loan on the Company�s operations, fulfillment and distribution center in Tilton, New
Hampshire (the �Tilton facility�). These amounts will be used to pay for real estate taxes, insurance and certain repairs and replacements related to
the Tilton facility.
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Marketable securities

The Company�s marketable securities consist primarily of investments in municipal debt securities. The Company intends to maintain a liquid
portfolio and accordingly, all marketable securities are classified as available-for-sale and reported at their fair value. Unrealized gains and
losses are included in accumulated other comprehensive income, a separate component of stockholders� equity. Unrealized gains and losses are
added to or deducted from net income, respectively, in arriving at comprehensive income (loss) for financial reporting purposes. There were no
realized gains or losses on marketable securities during fiscal 2005 or fiscal 2004. The Company did not have any investments in marketable
securities in fiscal 2003. The Company�s marketable securities are exposed to interest rate and credit risks. See �Risks and uncertainties.�

A summary of the contractual maturities of available-for-sale securities follows (in thousands):

Fair Market Value
December 31, December 25,
2005 2004

Due within one year $ 16,674 $ 18,259
Due between one and three years 7,554 13,803
Due after 10 years (1) � 2,000
Total $ 24,228 $ 34,062

(1)  Marketable securities within this category contained put provisions that allowed the security to be put every 35
days.

Accounts receivable and allowance for doubtful accounts

A summary of the Company�s accounts receivable follows (in thousands):

December 31, December 25,
2005 2004

Deferred billing $ 4,810 $ 8,785
Landlord allowances 6,416 5,802
Other 3,679 4,398
Total accounts receivable 14,905 18,985
Less: allowances (310 ) (406 )
Accounts receivable, net $ 14,595 $ 18,579

The Company�s trade accounts receivable relate primarily to credit card sales to individuals and are recorded at the invoiced amount. These
receivables do not bear interest. The allowance for doubtful accounts relates primarily to credit card bad debt associated with the Company�s
deferred billing program, list rental receivables and checks received from customers. The allowance for doubtful accounts is the Company�s best
estimate of probable uncollectible amounts or losses in its existing accounts receivable. The Company determines the allowance for doubtful
accounts based on the historical write-off experience by type of receivable and other factors. Delinquent amounts are reviewed individually and
account balances are charged off against the allowance when the Company determines that it is probable that the receivable will not be
recovered. Write-offs, net of recoveries, were approximately $163,000, $246,000 and
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$409,000 in fiscal 2005, fiscal 2004 and fiscal 2003, respectively. The Company does not have any off balance sheet exposure related to its
accounts receivable.

The Company�s deferred billing program provides its customers with the option of deferring payment for their purchases. The deferral period is
generally 60 to 90 days. For deferred billing offered on the Company�s private label credit card, the Company typically receives cash from the
sale within four business days from the date of purchase. For deferred billing offered on major credit cards, the Company receives cash after the
deferral period expires, net of any returns or adjustments processed during the deferral period. The Company does not bear the credit risk
associated with its private label credit card. The Company is exposed to credit risk during the deferral period for its deferred billing programs
that relate to major credit cards.

Inventory

Inventory, consisting of merchandise for sale, is stated at the lower of cost, as determined by the weighted average cost method, or market, based
on estimated net realizable value.

Property and equipment

Property and equipment are stated at cost. Depreciation expense is computed using the straight-line method over the estimated useful lives of the
assets, which are 30 years for buildings and one to seven years for computers, computer software, equipment, furniture and fixtures.
Improvements to leased premises are amortized on a straight-line basis over the shorter of their estimated useful life or the lease term.
Depreciation periods related to improvements made to leased property do not exceed the lease term. Maintenance and repairs are charged to
expense as incurred. Upon retirement or sale, the cost of the assets disposed of and the related accumulated depreciation are removed from the
accounts and any resulting gain or loss is credited or charged to income.

The Company capitalizes certain costs related to the development or purchase of internal-use software and amortizes these costs over the
estimated useful life of the software. The Company expenses costs related to the preliminary project stage and the
post-implementation/operation stage of internal-use software development projects including research and planning costs.

Long-lived assets

The Company periodically considers whether there has been a permanent impairment in the value of its long-lived assets, primarily property and
equipment. The Company evaluates various factors after a start-up phase, including current and projected future operating results and the
undiscounted cash flows for the underperforming long-lived assets. The Company then compares the carrying amount of the asset to the
estimated future undiscounted cash flows expected to result from use of the asset. To the extent that the estimated future undiscounted cash
flows are less than the carrying amount of the asset, the asset is permanently written down to its estimated fair market value and an impairment
loss is recognized. The value of impaired long-lived assets may be subject to further write-downs based on subsequent changes in these factors.
At December 31, 2005, the Company determined, based on its evaluations, that certain long-lived assets were impaired. The Company recorded
a charge to reduce the carrying value of these assets. The charge is included in cost of products and merchandising and is immaterial to the
Company�s consolidated financial statements. At December 25, 2004, the Company determined, based on its evaluations, that the carrying value
of its long-lived assets was appropriate.
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Fair value of financial instruments

The Company periodically assesses the fair value of its financial instruments. The fair values of cash and cash equivalents, accounts receivable
and accounts payable at December 31, 2005 and December 25, 2004 approximate their carrying values. The fair value of the Company�s
long-term debt, including current maturities, at December 31, 2005 and December 25, 2004 was approximately $10,622,000 and $13,198,000,
respectively. The Company�s marketable securities are reported at fair value.

Deferred credits from landlords

Deferred credits from landlords consists of step rent and allowances from landlords primarily related to the Company�s retail store leases. Step
rent represents the difference between actual operating lease payments due and straight-line rent expense, which is recorded by the Company
over the term of the lease, including the build-out period. This amount is recorded as a deferred credit in the early years of the lease, when cash
payments are generally lower than straight-line rent expense, and reduced in the later years of the lease when payments begin to exceed the
straight-line expense. Landlord allowances are generally comprised of amounts promised to the Company by landlords in the form of cash or
rent abatements. These allowances are part of the negotiated terms of the lease. In situations where cash is to be received, the Company records a
receivable for the full amount of the allowance when certain performance criteria articulated in the lease are met, typically when the store opens,
and a liability is concurrently established. This deferred credit from landlords is amortized into income (through lower rent expense) over the
term (including the pre-opening build-out period) of the applicable lease and the receivable is reduced as amounts are received from the
landlord. The liability for unamortized landlord allowances, including current portion, was $48,908,000 and $39,507,000 at December 31, 2005
and December 25, 2004, respectively.

Accounting for stock-based compensation

The Company discloses stock-based compensation information in accordance with Financial Accounting Standard Board (�FASB�) issued
Statement No. 148 (�SFAS 148�), �Accounting for Stock-Based Compensation�Transition and Disclosure�an amendment of FASB Statement
No. 123� and FASB issued Statement No. 123 (�SFAS 123�), �Accounting for Stock-Based Compensation.�   The Company has elected to
continue to account for its stock-based plans under Accounting Principles Board Opinion No. 25, �Accounting for Stock Issued to Employees,�
as well as to provide disclosure of stock-based compensation as outlined in SFAS 123, as amended by SFAS 148. No compensation expense has
been recognized related to the Company�s stock-based plans.
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In December 2004, the FASB issued Statement No. 123R (�SFAS 123R�), �Share-Based Payment,� a revision of SFAS 123. As a result, the pro
forma disclosures previously permitted under SFAS 123 will no longer be an alternative to financial statement recognition. The Company is
required to adopt SFAS 123R in the first quarter of 2006. See �Recent accounting standards.� In April 2005, the Securities and Exchange
Commission (�SEC�) announced the adoption of a new rule that amended the compliance date for SFAS 123R. The SEC�s rule requires companies
to implement SFAS 123R by the beginning of the first fiscal year beginning after June 15, 2005. Accordingly, the Company intends to adopt
SFAS 123R in the first quarter of 2006. The Company is currently evaluating the provisions of SFAS 123R. The adoption of this standard is
expected to have a material effect on the Company�s consolidated financial statements; however, based on the Company�s current projections, the
Company expects the compensation expense to be recognized in 2006 as a result of the adoption of SFAS 123R to be significantly less than the
pro forma amounts historically disclosed in the notes to its consolidated financial statements. Many of the stock options that will be outstanding
as of the first quarter of 2006 will be fully vested at that time and accordingly, will not result in compensation expense going forward.

At December 31, 2005, the Company had three stock-based plans: the Amended and Restated 2001 Incentive and Non-Statutory Stock Option
Plan (the �2001 Stock Option Plan�), the Amended and Restated 1993 Incentive and Nonqualified Stock Option Plan (the �1993 Stock Option Plan�)
together (the �stock option plans�) and the Second Amended and Restated 1998 Employee Stock Purchase Plan (the �Employee Stock Purchase
Plan�).

The Company uses the Black-Scholes option pricing model to estimate the fair value at the date of grant of stock options granted under the stock
option plans and stock purchase rights associated with the Employee Stock Purchase Plan. A summary of the assumptions used for stock option
grants and stock purchase right grants follows:

Twelve Months Ended
December 31, December 25, December 27,
2005 2004 2003

Stock option plans:
Dividend yield 0.0 % 0.0 % 0.0 %
Expected volatility 51.4 % 61.5 % 75.0 %
Risk free interest rate 3.8 % 3.0 % 2.1 %
Expected lives 2.7 years   (1) 3.3 years 3.9 years
Employee Stock Purchase Plan:
Dividend yield 0.0 % 0.0 % 0.0 %
Expected volatility 49.0 % 50.0 % 75.0 %
Risk free interest rate 2.8 % 1.0 % 1.3 %
Expected lives 1.0 year 1.0 year 1.0 year

(1)  Certain stock option grants during fiscal 2005 were vested in full at the time of grant, which decreases the
assumption with respect to the expected life of those grants.
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A reconciliation of net income, as reported in the consolidated statements of operations, to pro forma net income including compensation
expense, net of tax, for the Company�s stock-based plans as calculated in accordance with the provisions of SFAS 123, as amended by SFAS
148, as well as a comparison of as reported and pro forma basic and diluted earnings per share (�EPS�) follows (in thousands, except per share
data):

Twelve Months Ended
December 31, December 25, December 27,
2005 (1) 2004 (2) 2003
(53 weeks)

Net income (loss):
As reported $ 1,514 $ 8,706 $ 7,025
Compensation expense, net of related tax benefit (3) (3,316 ) (6,500 ) (5,117 )
Pro forma (4) $ (1,802 ) $ 2,206 $ 1,908
Earnings (loss) per share:
Basic
As reported $ 0.07 $ 0.43 $ 0.36
Pro forma (4) (0.09 ) 0.11 0.10
Diluted
As reported 0.07 0.42 0.35
Pro forma (4) $ (0.09 ) $ 0.11 $ 0.10

(1)  In June 2005, the Company granted 200,000 stock options to certain members of management that were vested
in full at the time of grant. These grants were given in lieu of annual salary increases.

(2)  In December 2004, the Company granted 270,000 stock options to certain members of management in
exchange for their entering into agreements regarding the protection of the Company�s property. These agreements
include provisions relating to the protection of confidential information and intellectual property and covenants not to
compete with the Company or solicit the Company�s employees. These options were vested in full at the time of grant.

(3)  Compensation expense is net of a related tax benefit of $1,323,000, $3,825,000 and $2,775,000 for fiscal 2005,
fiscal 2004 and fiscal 2003, respectively.

(4)  All pro forma disclosures include the effects of all options granted after June 24, 1995.

The effects on pro forma net income (loss) and pro forma EPS of the estimated stock-based compensation expense, net of tax, calculated using
the fair value of stock options and stock purchase rights in accordance with the Black-Scholes option pricing model for fiscal 2005, fiscal 2004
and fiscal 2003 are not necessarily representative of the effects on the Company�s results of operations in the future. In addition, the
compensation expense estimates utilize an option pricing model developed for traded options with relatively short lives. The Company�s stock
option grants typically have a contractual life of up to ten years and are not transferable. Therefore, the actual fair value of a stock option grant
may be different from the Company�s estimates. The Company believes that its estimates incorporate all relevant information and represent a
reasonable approximation in light of the difficulties involved in valuing non-traded stock options.
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A summary of the weighted average fair value of stock option grants and the average fair value of stock purchase right grants follows:

Twelve Months Ended
December 31, December 25, December 27,
2005 2004 2003

Fair value of stock option grants $ 5.04 $ 7.89 $ 8.38
Fair value of stock purchase right grants $ 4.21 $ 4.22 $ 5.66

Revenue recognition

The Company recognizes sales and the related cost of products at the time the products are received by customers. The Company�s customers
may return purchased items for an exchange or refund. The Company provides a returns allowance based on projected merchandise returns,
taking into consideration historical experience and other factors. The returns allowance is recorded as a reduction to net sales for the estimated
retail value of the projected merchandise returns and as a reduction to cost of products for the corresponding cost amount. From time to time, the
Company offers marketing promotions that may involve multiple purchases by the customer whereby, as a result of their first purchase, the
customer receives a coupon for a specified discount on their next purchase. In these cases, revenue is deferred at the time of the first purchase for
the estimated discount amount and recognized when the second purchase is made or the promotional period ends. Shipping and processing fees
charged to the customer are recognized at the time the products are received by the customer and are included in net sales. The cost of shipping
and processing customer orders is recognized at the time the products are received by the customer and is included in cost of products and
merchandising. Sales taxes are excluded from net sales.

Pre-opening costs

Pre-opening costs for the Company�s new stores include costs incurred prior to store opening including payroll and training costs and rent
expense. Pre-opening costs mainly associated with payroll and training are expensed as incurred and included in selling, general and
administrative expenses. These costs totaled $2,029,000, $1,458,000 and $1,546,000 during fiscal 2005, fiscal 2004 and fiscal 2003,
respectively. Pre-opening rent expense is included in cost of products and merchandising and totaled $752,000, $493,000 and $692,000 during
fiscal 2005, fiscal 2004 and fiscal 2003, respectively.

Selling expenses

Selling expenses consist primarily of the costs to produce, print and distribute catalogs (�catalog costs�), retail store selling and administrative
costs (primarily salaries and benefits) and other marketing department costs. Costs associated with the Company�s website are also included in
selling expenses. Catalog costs in the direct segment are considered direct response advertising and as such are capitalized as incurred and
amortized over the expected sales life of each catalog, which is generally a period not exceeding six months. Creative and production costs
associated with the Company�s website are also considered direct response advertising and as such are capitalized as incurred and amortized over
the applicable selling season, which is generally a period not exceeding six months. Catalog costs in the retail segment are considered
advertising and as such are expensed as incurred.  Advertising expense, excluding catalog costs for the direct segment and in-store visual
presentation and signage costs, totaled $8,833,000, $5,976,000 and $1,726,000 during fiscal 2005, fiscal 2004 and fiscal 2003, respectively.
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Advertising arrangements

The Company periodically enters into arrangements with certain national magazine publishers whereby the Company includes magazine
subscription cards in its catalog mailings in exchange for advertising credits or discounts on advertising. The arrangements vary by publisher.
The advertising credits recorded by the Company related to these arrangements were $2,336,000, $849,000 and $500,000 during fiscal 2005,
fiscal 2004 and fiscal 2003, respectively, and are included as a reduction to selling expenses. The other arrangements provide discounts on
advertising resulting in lower advertising costs. At December 31, 2005 and December 25, 2004, the net accrued credits receivable related to
these arrangements was $534,000 and $21,000, respectively.

Use of estimates

The preparation of financial statements in conformity with generally accepted accounting principles (�GAAP�) requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities and the disclosure of contingent assets and liabilities at the
date of the applicable balance sheet and the reported amounts of revenues and expenses during the applicable reporting period. The Company�s
significant estimates include those associated with cumulative write-downs associated with inventory markdowns, reserves for expected
customer returns, catalog costs, valuation allowances related to deferred tax assets and write-downs associated with long-lived asset
impairments. Actual results could differ from estimates made by management.

Risks and uncertainties

The Company has evaluated its operations to determine whether any risks and uncertainties exist that could severely impact its operations in the
near term. The potential near term risks that the Company identified include, but are not limited to, the following: the Company�s ability to
produce a merchandise assortment that has broad customer appeal; the Company�s ability to successfully grow its retail business while, at the
same time, stabilizing and improving its direct segment�s performance; the Company�s ability to build brand awareness and the effectiveness of its
brand development and marketing programs; the Company�s ability to respond to changes in customer demands and fashion trends in a timely
manner; the customary risks associated with purchasing inventory abroad including any event causing a disruption in manufacturing or imports
from the countries from which the Company currently sources goods, or the imposition of additional import restrictions (particularly with
respect to China); the Company�s reliance on its relationship with two foreign buying agents; changes in competition in the women�s apparel
industry;  the potential for fixed asset impairments resulting from underperforming long-lived assets; the ability of the Company to have
sufficient liquidity to meet its future operating lease and other cash flow obligations; and changes in, or the failure to comply with, federal and
state tax and other government regulations.

The Company�s financial instruments, which potentially subject the Company to interest rate and credit risks, consist principally of cash and
marketable securities investments. The Company maintains cash, cash equivalents and marketable securities with various financial institutions.
Changes in interest rates may affect the Company�s operating results. The Company currently invests in highly liquid, interest bearing
instruments, primarily municipal debt securities. The Company�s investments include securities with a minimum credit rating of A1 by Moody�s
and A+ by Standard and Poor and no individual investment in the portfolio, except investments in U.S. Treasury and federal agency securities, is
greater than 10% of the total portfolio, so potential losses on individual securities is minimized. The Company�s investment policy limits interest
rate risk by requiring the investment portfolio to be structured such that
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securities mature to meet cash requirements for ongoing operations, thereby avoiding the need to sell securities on the open market prior to
maturity. In addition, operating funds are invested primarily in shorter-term securities, money market mutual funds, or similar investment pools.

The Company sells both domestically produced and imported merchandise. The Company places significant reliance on its relationship with two
foreign buying agents. The Company believes that this concentration risk is mitigated by the fact that these buying agents purchase the
Company�s inventory directly from a variety of foreign vendors. During fiscal 2005 and fiscal 2004, the Company did not purchase more than
10% of its inventory directly from any one vendor. However, it did purchase approximately 80% and 73% of its imported inventory through
these two buying agents during fiscal 2005 and fiscal 2004, respectively. Although the Company could purchase this inventory through
alternative buying agents or directly from vendors, loss of these buying agents could disrupt the Company�s operations.

Approximately 86% and 78% of the merchandise received in fiscal 2005 and fiscal 2004, respectively, was purchased directly from foreign
sources, primarily located in China. In addition, goods purchased from domestic vendors are often sourced abroad by such vendors. The
Company believes that its combined foreign purchases, including direct purchases and indirect purchases through domestic vendors, totaled
roughly 97% and 92% of its total purchases during fiscal 2005 and fiscal 2004, respectively.

Statement of operations classifications

Cost of products and merchandising consists primarily of product costs (e.g., product development, sourcing, merchandising, inventory control
and inventory acquisition costs and inventory markdowns) and operating costs (e.g., occupancy and depreciation costs for the Company�s retail
stores, order processing costs and distribution facility costs). Selling, general and administrative expenses consist primarily of retail store selling
costs, costs to produce, print and distribute catalogs, and website and corporate administrative costs.

Reclassifications

Certain amounts in the prior year financial statements and related notes have been reclassified to conform to the fiscal 2005 presentation.
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Recent accounting standards

In October 2005, the FASB issued Staff Position No. FAS 13-1 (�FSP FAS 13-1), �Accounting for Rental Costs Incurred during a Construction
Period,� a position on FASB issued Statement No. 13, �Accounting for Leases.�  FSP FAS 13-1 clarifies that rental costs associated with a ground
or building operating lease that are incurred during a construction period shall be recognized as rental expense and these rental costs should be
included in income from continuing operations during the construction period. FSP FAS 13-1 is effective for the first reporting period beginning
after December 15, 2005. The application of this position is not expected to have a material impact on the Company�s consolidated financial
statements.

In May 2005, the FASB issued Statement No. 154 (�SFAS 154�), �Accounting Changes and Error Corrections,� a replacement of APB Opinion
No. 20, �Accounting Changes,� and FASB issued Statement No. 3, �Reporting Accounting Changes in Interim Financial Statements.�  SFAS 154
requires retrospective application to prior period financial statements of changes in accounting principle, unless it is impracticable to determine
either the period-specific effects or the cumulative effect of the change.  This statement requires that retrospective application of a change in
accounting principle be limited to the direct effects of a change. SFAS 154 is effective for accounting changes and corrections of errors made in
fiscal years beginning after December 15, 2005.

In March 2005, the FASB issued Interpretation No. 47 (�FIN 47�), �Accounting for Conditional Asset Retirement Obligations,� an interpretation
of FASB issued Statement No. 143, �Accounting for Asset Retirement Obligations.�  FIN 47 states that a conditional asset retirement obligation
is a legal obligation to perform an asset retirement activity in which the timing or method of settlement are conditional on a future event that
may or may not be within the control of the entity. FIN 47 is effective no later than the end of fiscal years ending after December 15, 2005.
Retrospective application for interim financial information is permitted but is not required. The adoption of this interpretation did not have a
material impact on the Company�s consolidated financial statements.

In November 2004, the FASB issued Statement No. 151 (�SFAS 151�), �Inventory Costs.� SFAS 151 amends the guidance in Accounting Research
Bulletin No. 43, �Inventory Pricing,� to clarify the accounting for abnormal amounts of idle facility expense, freight, handling costs, and wasted
material (spoilage). SFAS 151 requires that those items be recognized as current-period charges and that the allocation of fixed production
overhead to the cost of converting work in process to finished goods be based on the normal capacity of the production facilities. This statement
is effective for inventory costs incurred during fiscal years beginning after June 15, 2005. The adoption of this statement is not expected to have
a material impact on the Company�s consolidated financial statements.
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C.   Property and equipment:

A summary of property and equipment follows (in thousands):

December 31, December 25,
2005 2004

Land and building $ 29,447 $ 29,358
Equipment 41,792 35,740
Furniture, fixtures and leasehold improvements 163,926 136,112
Construction in progress 4,076 2,286
Total property and equipment 239,241 203,496
Less accumulated depreciation and amortization (91,141 ) (69,524 )
Property and equipment, net $ 148,100 $ 133,972

Construction in progress is primarily comprised of furniture, fixtures and equipment related to unopened retail stores and costs incurred related
to the implementation of certain systems. The net book value of capitalized software included in property and equipment totaled $3,746,000 and
$1,197,000 at December 31, 2005 and December 25, 2004, respectively. The Company incurred depreciation expense of $854,000, $773,000
and $801,000 related to capitalized software during fiscal 2005, fiscal 2004 and fiscal 2003, respectively.

D.   Accrued expenses:

A summary of the significant components of accrued expenses follows (in thousands):

December 31, December 25,
2005 2004

Gift certificates $ 7,053 $ 6,108
Deferred compensation 5,060 3,845
Employee-related 4,729 3,302
Taxes 4,030 2,905
Other (1) 11,297 10,998
Total accrued expenses $ 32,169 $ 27,158

(1)  Other consists primarily of amounts accrued for professional fees, insurance and customer refunds in process,
which are individually less than 5% of current liabilities.

E.   Debt:

The Company�s credit facilities at December 31, 2005 consisted of (i) a $70,000,000 revolving credit facility (the �Revolving Credit Facility�);
(ii) a real estate loan (the �Tilton Facility Loan�); and (iii) an equipment loan (the �Equipment Loan�).
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A summary of outstanding long-term debt follows (in thousands):

December 31, December 25,
2005 2004

Tilton Facility Loan $ 9,825 $ 10,224
Equipment Loan 606 2,012
Total long-term debt 10,431 12,236
Less current maturities (1,036 ) (1,805 )
Long-term debt, less current portion $ 9,395 $ 10,431

At December 31, 2005, the aggregate principal amounts of long-term debt maturing in the next four fiscal years were as follows (in thousands):

Fiscal 2006 $ 1,036
Fiscal 2007 463
Fiscal 2008 496
Fiscal 2009 8,436
Total $ 10,431

On December 30, 2005, the Company amended the Revolving Credit Facility primarily to increase the total amount available to $70,000,000,
extend its termination date to June 1, 2007, modify certain lending conditions and covenants and add a change of control as an event of default.
The amount available under the Revolving Credit Facility is reduced by outstanding borrowings and outstanding letters of credit. Outstanding
borrowings may not exceed $20,000,000. Letters of credit are primarily used to procure inventory from foreign vendors. The Revolving Credit
Facility is collateralized by substantially all of the personal property, both tangible and intangible, of the Company. Outstanding borrowings bear
interest at an annual rate equal to the prime lending rate announced by one of the participating banks or the LIBOR lending rate plus 1.75% per
annum. At December 31, 2005, the Revolving Credit Facility bore interest at 7.25% per annum. There were no outstanding borrowings on the
Revolving Credit Facility at December 31, 2005 or December 25, 2004. Outstanding letters of credit totaled $33,816,000 and $40,647,000 at
December 31, 2005 and December 25, 2004, respectively. Availability under the Revolving Credit Facility at December 31, 2005 and
December 25, 2004 was $36,184,000 and $19,353,000, respectively, subject in each case to the borrowing cap. Outstanding letters of credit do
not bear interest. The Company is required to pay a commitment fee of ¼ of 1% per annum on the unused portion of the Revolving Credit
Facility.

The Tilton Facility Loan is collateralized by a mortgage lien on the Tilton facility. The Tilton facility is owned by Birch Pond Realty
Corporation, a wholly owned subsidiary of The J. Jill Group, Inc., and leased to The J. Jill Group, Inc. Payments of principal and interest on the
Tilton Facility Loan, a 10-year loan, are due monthly, based on a 20-year amortization, with a balloon payment of the remaining balance payable
on April 1, 2009. The interest rate on the Tilton Facility Loan is fixed at 7.30% per annum.

The Equipment Loan is collateralized by substantially all of the Company�s materials handling equipment. The maturity date of the Equipment
Loan is May 1, 2006 and payments of principal and interest are due monthly. The interest rate on the Equipment Loan is fixed at 5.00% per
annum.
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THE J. JILL GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

The Company�s credit facilities contain various lending conditions and covenants including restrictions on permitted liens. In the case of the
Revolving Credit Facility, these conditions and covenants include certain financial coverage calculations and ratios, including (i) indebtedness
and outstanding letter of credit balance to tangible net worth; (ii) hard current assets to current liabilities; (iii) debt service coverage;
(iv) indebtedness, outstanding letter of credit balance and net present value of operating leases to tangible net worth; and (v) minimum annual
net profit or net loss. As part of the amendment dated December 30, 2005, the minimum annual net profit covenant was amended to permit a net
loss after tax benefit of up to $2,000,000 for the fiscal year ending December 31, 2005. Thereafter, the covenant requires a minimum annual net
profit after tax of one dollar. Additionally, the amendment modified certain other lending conditions and covenants including the covenant
relating to the ratio of indebtedness, outstanding letter of credit balance and net present value of operating leases to tangible net worth. These
modifications are effective for the calculation for the year ended December 31, 2005. The manner of making these calculations and computing
these ratios is defined by the provisions of the Fifth Amended and Restated Loan Agreement, as amended, which is part of the Revolving Credit
Facility. The Company was in compliance with the covenants associated with its credit facilities as of and for the fiscal years ended
December 31, 2005, December 25, 2004 and December 27, 2003.

The weighted average interest rate for amounts outstanding under the Company�s credit facilities during fiscal 2005, fiscal 2004 and fiscal 2003
was 7.04%, 6.83% and 7.01% per annum, respectively.

F.   Stockholders� equity:

Common stock

The Company has 30,000,000 shares of common stock, $0.01 par value per share, authorized.

Special preferred stock

The Company has 1,000,000 shares of special preferred stock, $0.01 par value per share, authorized. The Company�s Board of Directors has
discretion to determine the rights and preferences of the special preferred stock. No special preferred stock was outstanding at December 31,
2005 or December 25, 2004.

48

Edgar Filing: J JILL GROUP INC - Form 10-K

51



THE J. JILL GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Earnings per share

A reconciliation of the numerators and denominators of the basic and diluted EPS computations follows (in thousands, except per share data):

Twelve Months Ended
December 31, December 25, December 27,
2005 2004 2003
(53 weeks)

Numerator:
Net income $ 1,514 $ 8,706 $ 7,025
Denominator (shares):
Basic weighted average shares outstanding 20,241 20,019 19,585
Assumed issuance of shares under stock option plans and Employee Stock
Purchase Plan 295 527 475
Diluted weighted average shares outstanding 20,536 20,546 20,060
Earnings per share:
Basic $ 0.07 $ 0.43 $ 0.36
Diluted $ 0.07 $ 0.42 $ 0.35

Of the options outstanding at the end of fiscal 2005, fiscal 2004 and fiscal 2003, options to purchase 1,872,350, 1,558,000 and 1,886,000 shares
of common stock, respectively, were excluded from the computation of diluted EPS on the basis that such options were antidilutive.

G.   Stock-based plans:

Stock option plans

The Company�s option plans authorize (i) the grant of options to purchase common stock intended to qualify as incentive stock options as defined
in Section 422 of the Internal Revenue Code of 1986, as amended, and (ii) the grant of options that do not so qualify. At December 31, 2005, the
1993 Stock Option Plan and the 2001 Stock Option Plan authorized the issuance of options to purchase up to 3,600,000 and 3,250,000 shares of
common stock, respectively. The Compensation Committee of the Board of Directors administers the option plans and, within certain limits, has
discretion to determine the terms and conditions of options granted under the option plans. The 2001 Stock Option Plan provides for the
automatic grant of options to purchase a specified number of shares to directors who are not employees (�Non-employee Directors�). Options
granted to Non-employee Directors are typically vested in full at the time of grant. The maximum term of options granted under the option plans
are ten years. Options granted to employees typically vest over a period of three years. No additional options may be granted under the 1993
Stock Option Plan. The 2001 Stock Option Plan had 40,009 shares available for issuance as of December 31, 2005.
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A summary of the number of shares of common stock for which outstanding options were exercisable under each of the option plans follows:

1993 Stock Option Plan 2001 Stock Option Plan
Number Wtd. Avg. Number Wtd. Avg.
Exercisable Exercise Price Exercisable Exercise Price

December 31, 2005 348,211 $ 8.81 2,651,358 $ 16.94
December 25, 2004 498,890 $ 9.03 1,979,292 $ 16.62
December 27, 2003 807,403 $ 7.91 1,004,775 $ 14.72

A summary of the activity related to the shares of common stock covered by outstanding options under each of the option plans follows:

1993 Stock Option Plan 2001 Stock Option Plan
Exercise Wtd. Avg. Exercise Wtd. Avg.

Number Price Exercise Number Price Exercise
of Shares Per Share Price of Shares Per Share Price

Balance at December 28, 2002 920,946 $ 1.39-14.23 $ 7.41 2,163,550 $
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