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SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-Q

(Mark one)
1%} QUARTERLY REPORT PURSUANT TO SECTION 13 GR 15(d)
QF THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended September 30, 2004

or

(] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission file number: 0283104

JAKKS Pacific, Inc.

(Exact name of registrant as specified in its charter)

Delaware
(Stare or other jurisdiction of
incorporation or organization)

22619 Pacific Coast Highway
Malibu, California

(Address of principal executive offices)

Registrant’s telephone number, including area code:

(310) 4567799

954527222
(LR.S. Emplover
fdentification No.}

90263
{Zip Code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15{d) of the Securities Exchange Act of 1934
during the preceding 12 mosths (or for such shorter period that the registrant was required te file such reports), and (2) has been subject © such filing

reguirements for the past 90 days.  Yes No O

Indicate by a check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Exchange Act}.

The number of shares outstanding of the issuer’s common stock is 26,231,706 (as of November 9, 2004).

Yes 4 No O
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INDEX TO QUARTERLY REPORT ON FORM 10-Q
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BPISCLOSURE REGARDING FORWARD-LOOXKING STATEMENTS

"This report includes “forward-looking statements™ within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities
Exchange Act of 1934, For example, staternents included in this repost regarding owr financial position, business strategy and other plans and objectives for
future operalions, and assumptions and predictions about futare product demand, supply, manufacturing, costs, marketing and pricing factors are all
forward—looking statements. When we use words tike “intend,” “anticipate,” “believe,” “estimate,” “plan” or “expect,” we are making forward-looking
statements, We beiieve that the assumptions and expectations reflected in such forward—looking statements are reasonable, based on information available to us
on the date hereof, but we cannot assure you that these assumptions and expectations will prove to have been carrect or that we will take any action that we may

presently be planning, We are nol undertzking to publicly update or revise any forward—looking statement if we obtain new information or upon the occurrence
of future events or otherwise.
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JAKKS PACIFIC, INC. AND SUBSIDIARIES

COMNDENSED CONSOLHATED BALANCE SHEETS

December 31, 2083 September 30, 2004

(In thowsands, except share amoanis)
{*) ) {Unaudited}
Cmrem assets
CCash and cash equivalents 50 7T I S D T s T T B I8, 18 e T B3 796
Marketable securities 10,345 20,001
T Acolmts receivable; net of allowances for uncalkect:bie accouﬁts of ¥7, 877 and: A R T R I R RUT RIS S
CUUB6,243, respectively . o CEHTIRE, I e e e 129040 T
Inventory, net of reserves for potu,m:al product obsolescence of $5, 025 and
$5,509, respectively _ _ 44,400 49,315
Prepaid expenses and other current 4ssels - T L LT U IGT6R s R R 2T RT

Total current assets 284,808 358,23¢

Office furpiture and equipfient: ) ¥10 rinin E RS 6,863 P T 7 R
Molds and woling o R . o8
Léasehold improvements (50 0 b n s Dl i T L T S R R B A0

Total _ _ _ 43473 N 44,632
{ess dccumalated deprecistion and ambrtization |7 07 0 U T n 0 T e RIS S e I B TBG

Property and eqmpment net 11,722 11,846
Envgstment R JOmt ventuie 20 50 T T T T L e e OO s e T S e R
Goodwill, net ) 206,952 ‘292 179
Traddmarks, met- 77 T e TRl e TR e e e L T L SR8 T TS
Intangibies and other, et 13,217 12,553

o Total assets R S e R e S 364 e A G 6RO BT

_ LiABILI’I‘IES AND STOCKHOLDER EQUITY _ _
Ciirpent iabilities S L e T e e T T T T R
Accounts payable and accruedexpenses ) S o S 5(] 168 R 1 A 00 ) v
* Tiiciriie tixes payable i < U e b R e e gl e e s
Current portion of long tetm ciebt 19 —

rFetalcurrent libilities 05 d iy s B iSO TEE AT T e P A
Long term debt, net of current pomnn o o 98,042 98,000
Deferted fieome faxes I T R e D T e e

Totat liabilities 151,414 238,896

Stockliblders” bauity. B T
Preferred stock, $. GOl par va]ue 5 (}0{) OOG shares auzhos'lzed ml outstandmg L e
; j;"_:Comm(}n stack, 3004 par-valizg; 100,000,000 dhates suthorized; 24:366,940 L i
A7 And26:231,706 shares msaedandoutswndmg,respectwely i _' R R S T SRR 25
_Addmonal paid-in capital o _ _ _ 45218 _ 275,624 .
0 Retained: edrmings S T s R R e e 8GR e IR M
Accumulated compr chenmvc loss : {349) (432

{ Ttal stockbolders® equity 1 IEE T I L e g g e L s

Total liabilities and stockhaolders’ equity $537,364 $689,868

{*y  Derived from andited financial statements

See accompanying notes to condensed consolidated financial statements.
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JAKKS PACIFIC, INC, AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

For the Three and Nine Months Ended September 30, 2003 and 2004 (Unaudited)

Metgales
Cost of sales

Gross profit:

Seiling, general and admlmstratlve expenses o

Recali Coss’

Income from operations
Profit fron joint Ventire
Intesest, net

ncome Befone provision fopincormd (axes i

Provision for income faxes

Netineome . -
Eamings per share — basic

Earnings per share S0 diluted 700

Filed 07/07/2006 Page 6 of 31
Three Months Ended Nine Months Ended
September 30, September 34,
083 2004 2003 2004

FEURO0A087 L S 06083 B Lo B R
54,082 124 282 139,784 235915

36206 T S LR0N L O T R8s
24348 51,004 65,428 107,781
STO0Y S e e 200ﬂ.‘: S
12578 30797 24,146 45,768

e CEOLEy L 303 CLZIsY
923 785 794 1,954

B Ry B LS OB
3022 10,370

RS0 Ty RN e EE R ol S 18738 S4TI9
$ 040 $ 091 $ 135

B Ok TR )R g T3y

(in thousands, excepl per share data)

See accompanying notes to condensed consolidated financial statements.
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JAKKS PACTFIC, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

For the Three and Nine Months Ended September 30, 2003 and 2004 (Unandited)

Three Months Ended Nine Months Ended
September 30, September 38,

2003 2004 2002 2004

(In thousands)

Netineome - -d i non RN Ty e MU ol T ML C R TR 1 8 e SR R o [
Other comprebensive loss (income), net of fax:

-5 Foretgn currency. trang Jation adjustmient 0 0l L R L D e B e T s R T L
Comprehensive income $9,570 $23 877 $18,738 $34,616

See notes to condensed conselidated financial statements.
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JAKKS PACIFIC, INC, AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

For the Nine Months Ended September 30, 2003 and 2004 (Unaundited)

CASH FLOWS FROM OPERATING ACTIVITIES! . -
Net income

Ad_]ustmems 0 reconcﬂﬁ net ;ncome tc ‘et cash. provxcied i)y R

~operating activitiess 5
Depreciation and amortization

- i Compensation adjustment: forrepriced stock Opiion grants

Loss on disposal of property and equipment
. Earnéd compensation fromi restricted stock grants
Change in operating assets and llabxhnes
Ci Acchuntd receivable GiaiE
Inventory

* Prepiaid expenses. and other clirfefit agsns b i s

~ Investment in joint venture )
rAccounts pavable and aceiiied: expenses St
Income taxes payable

o Total adjosements S
Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Cash paid for net assets acqu;red net of cash acquued
“Purchdse of property and equipment :
‘Other assels
o Net purchase of imarketabic securitics :
Repayment of notes receivable from officers

“Nebcash ised By investingg dctivities. 700

CASH FLOWS FROM FINANCING ACTIVITIES
“Proceeds from stock options and wairants exercised
Repurchase of comon shares
“Repaytient of 1ong derm debis
Net proceeds from issuance of convert:b]e notes payable

" Metcash-provided by fmanding activities i i

Net increase in cash and cash equivalents N
Cashand cash equivalents; beginoing of period b o

Cash and cash equivalents, end of period

Suppiemenial disclosive of.cash Howinformation:. 0 L0

Cash paid during the peﬂod for o
“Incothe taxes LR

Interest

Non cash investing and financing activity:

On June 10, 2004, the Company issued 749,005 shares of its common stock valued at approximately $14.9 million in connection with the acquisition of
Play Along.

Filed 07/07/2006 Page 8 of 31
Nine Months Enged
September 38,
2003 2004
(ln thnuszmds) .
3 18738 $ 34719
' 6,'}43 '7,'212__
SEBE ARE
— 5¢
CUET28,6RA) T (B 08Y
(hres) o LA6s
GEBATY (RIS
4278 4832
5,888 0nI AT 5688
3,362 7,380
O P B S S T K Y
15,624 86,370
: (2’1{53)’ G ”(6'3,05'3'_)_ :
SAR0A2Y L AS68)
(653} (2,137)
IRB2IY L gy
1,113 —
SEAROTIY e T AasY
SRR R gl
(4221) o
gy ST
94,366
e
g4422 13614
1Dy R RE L S by
$132,834 $131,796

See accornpanyiag notes to condensed consolidated financial statements.
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JAKKS PACIFIC, INC. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

{Unaudited)
September 30, 2004

Note I — Basis of Presentation

The accompanying 2003 and 2004 unaudited interim condensed consolidated financial statements inciuded herein have been prepared by the Company,
witheut audit, pursuant to the rules and regulations of the Secwities and Exchange Commission (the “SEC™). Certain information and footnote disclosures
normally included in financial statements prepared in accordance with accounting principles generally accepted in the United States of America have been
copdensed or omitted parsuant to such rules and regulations. However, the Company believes that the disciosures are adequate (o prevent the information
presented from being misleading. These financial statements should be read in conjunction with the financial statements and the notes thereto included in our
Form 10-X, whick contains financial information for the three vears in the period ended December 31, 2003.

The information provided in this report reflects all adjustments (consisting solely of normal recurring acesuals) that are, in the opinion of management,

necessary to present fairly the resulis of operations for this period. The results for this period are not necessarily indicative of the results to be expected for the
full year,

The condensed censolidated financial statemenis include the accounts of JAKKS Pacific, Inc. and ifs wholly—owned subsidiaries.

The retail toy industry is mherently seasonal. Generally, in the past, the Company’s sales have been highest during the third and fourth quarters, and
cellections for those sales have been highest during the succeeding fourth and first fiscal quarters. Sales of writing instrument products are likewise seasonal with
sales highest during the second and third quarters, as are the Company’s Go Fly a Kite, Fuanoodle and Storm ouwtdoor products, which are largely sold in the first
and second quarters. The Company’s working capital needs have been highest during the third and fourth quarters.

While the Company has taken steps to level sales over the entire year, sales are expected fo remain heavily influenced by the seasonality of its toy products.
The resuit of these seasonal patterns is that operating results and demand for working capitat may vary significantly by guarter. Orders placed with the Company
for shipment are cancelable until the date of shipment. The combination of seasonal demand and the potential for order cancellation makes accurate forecasting
of future sales difficult and causes the Company to believe that backlog may not be an accurate indicator of its future sales, Similarly, financial results for a
particular quarter may not be indicative of results for the entire year.

Basic earnings per share has been computed using the weighted average number of commen shares, Diluted eamings per share has been computed using the

weighted average nurnber of common shares and common share equivalents (which consist of warrants, options, and convertible debt 1o the extent they are
dilugive}.

Note 2 — Business Segments and Geographic Data

The Company is a worldwide producer and marketer of children’s toys and related products, principaliy engaged in the design, development, production and
nwrketing of traditional toys, inciuding boys’ action figures, vehicles and playsets, craft and activity products, writing instruments, compounds, girls’ toys, piush,
consfruction toys, and infant and greschool toys. The Company’s reportable segments are North America Toys, [nternational and Other.

The North America Toys segment, which includes the United States and Canada, and the International toy segment, which includes sales to non-North
American markets, inchade the design, development, production and marketing of children’s toys and related products. The Company also has an additional
segment classified as Other, which sells various products to the specialty markets in the United States.

6
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JAKKS PACIFIC, INC, AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
{Unauadited)

Segment performance is measured at the operating income level. All sales are made to external customers, and general corporate expenses have been

attributed 1o the North America Toy segment, which is a dominant segment. Segment assets are comprised of a1l assets, net of applicable reserves and
allowances.

Resulis are not necessarily those that would be achieved were each segment an unaffiliated business emterprise. Information by segment and & reconciliation
10 reporied amounts for ihe three and nine months ended September 30, 2003 and 2004 are as follows (in thousands):

Three Months Ended Nine Manths Ended
September 3, September 30,
2003 2004 2003 2004
North America Toys. . $7"‘3 MG: . $]85 645 . .81974928 $35{) 832
Enternationals =00 SO 0 v B i R L v e T e T SR L
Other 86 168
ETS00308 1 S TBI06 R s 8RB A 3R%404
S — ] S
Three Menths Ended Nine Months Ended
Seplember 36, September 30,
2003 2004 2003 2064
Qperating Income, o0 it SRR
Nerth America Toys 10,188 7 .
International S STERG i
Other i
RdameT
A
September 30,
2003 2004

Assets i
North Amenca 'Foys $438,198 $62I 452
ritemnatibnat LS ETLTE6 :
Other

47

LENRSA00Y]

P

The following tables present information about the Company by geographic area as of September 30, 2003 and 2004 and for the three and nine months

ended September 30, 2003 and 2004 (in thousands):

CEEROReR

September 30,
2003 2604
Loig-lived Assets = e
United States $ 382 580 $289,784 B
Hong:Keng:: e : i
Europe
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Tabt

JAKKS PACIFIC, INC, AND SUBSIBDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(Unaudited)
Three Menths Ended Ninte Months Ended
September 30, Sepiember 3,
2003 2004 23 2004

Net Sales by Geographic Area: s ST L CE,
United States $73,156  $177,568 $196,693  $340,083
Burogpe 5 0 s e e e e e LR S B9 28007 200086
Canada ) 1,135 8,164 3,535 10,936
Hong Kong ' - s L T e el s 152360 L B2 2469
Other 750 4,233 2,191 6,980

90,308 206,083 T BT 38R R38R0 6l

Note 3 — Inventories

Net inventories include the ex—~factory cost of goods, in—bound freighit and duty and are stated at the lower of cost {first—in, first-out) or market and consist
of the foliowing {in thousands):

December 31, Septesber 30,
20413 2004
Deposits and Fw taterials {5000 D n el e e g PR B SR R
Finished goods 43,367 46,002
U AdA00 0 T R 40318

Note 4 — Convertible Senior Notes

Pursuant to the terms of a Purchase Agreement, dated June 9, 2003, the Company sold an aggregate of $98 miltion of 4.623% Convertibie Senior Notes due
June 135, 2023 and reccived net proceeds from the issuance of these convertible notes payable of approximately $94.4 million. The holders of the notes may
cenvert the notes into shares of the Company’s commen stock at any time at an initial conversior: price of $20.00 per share, subject to certain circurnstances
described in the notes. The Company pays cash mterest on the notes at an annual rate of 4.025% of the principal atrount at issuance, from the issue date o
June 13, 2010, payable on June 15 and December 15 of each year, with the first payment having been made on December 15, 2003, After June 15, 2019, the
Company will not pay cash interest on the notes, At maturity, on June 15, 2023, the Company will redeem the aotes at their accreted principal amount, which
will be equal 10 $1,811.95 (181.195%) per $1.000 principal amount at issuance.

The Company may redeem the notes at its option in whole or in part begioning on June 15, 2010, at 100% of their accreted principal amoum plus accrued
and unpaid ingerest (including contingent interest and additional amounts), if any, payable in cash. Holders of the notes may also require the Company to
repurchase zll or part of their notes ont June 15, 2010, for cash, at a repurchase price of 100% of the principal amount per note plus accrued and unpaid interest
(including contingent interest and additional amounts), if any. Holders of the notes may also require the Company to repurchase all or pari of their notes on
June 15, 2013 and June 15, 2018 at a repurchase price of 100% of the accreted principal amount per note plus accrued and unpaid interest (including contingent

interest and additional amounts), if any. Any repurchases at June 15, 2013 and June 15, 2018 may be paid in cash, in shares of common stock or a combination of
cash and shares of common stock,
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JAKKS PACIFIC, INC. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCEAL STATEMENTS ~ (Continued)

(Unaondited)

Note 5 e Credit Facility

In Octeber 2001, the Company and alt of its domestic subsidizries jointly and severally secured a syndicated line of credit totaling $50 million with 2
consortium of basks led by Bank of America, N.A. (“Line of Credit™). In June 2803, the Company and the banks amended the loan agreements governing the
Line of Credit (the “Loan Agreements”), pursuant to which amendment (i) the banks suspended certain of the Company’s covenants under the Loan Agreements,
including those that probibited us from consunymating the Convertible Senior Notes offering (See Note 4) witkout the banks’ consent, and (3) the banks’
obfigations to extend credit under the Line of Credit were simulaneously suspended. There had never been any outstanding borrowings under the Line of Credit
sirce its inception. On August 6, 2004, the Company and all of its domestic subsidiaries notified Bank of America that it was terminating the Line of Credit
{uader which there were no outstanding borrowings} effective August 13, 2004, The original maturity date of the Line of Credit was October 10, 2004.

Note 6 — Earnings Per Share

The following table is a reconciliation of the weighted average shares used in the computation of basic and diluted eamings per share for the periods
presented {in thousands, except per share data}:

Three Months Ended September 30,

2003 2004
Weighted Weighted
Average Average
Tacome Shares Per—Share Income Shares Per-Share
Eamlngs pefghafembasw LR S e ke _. :'__:'.:E._ f i et e
Income available to common stockholde:ls 24,177 50,40 $23,8i0 26,167 50.91

Effettofdilitive seourinics S N
Options, warrants and convemble debt — 452

Eatrings pér shire - dilited SRR
Income available to common siockholders
plus assumed exercises $9,570 24,629 $0.39 $23,810 27,019 $0.88

i ———— — \— ————— a—

Nine Months Ended September 30,

2003 2004
Weighted Weighted
Average Average
Income Shares Per-Share Income Shares Per—Share

Earrings: per shate = badi e
Income availabie to common stockholders

Bifectafdilidive seeuritiey !
Options, warrants and cnnvamble de

Earaings per share - dilulegds i
Income available to common slockhﬂld.ers
plus assumed exercises $18,738 24,716 $0.76 534,719 26,343 $1.32




ase 7:04-cv-08223-KMK  Document 162-3  Filed 07/07/2006 Page 13 of 31

JAKKS PACIFIC, INC, AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS — (Continned)

{Unaodited)

Note 7 - Commaon Sfock and Preferred Stock

The Company has 105,000,000 authorized shares of stock consisting of 100,000,000 shares of $.001 par value common stock and 5,000,000 shares of
§.001 par value preferred stock.

On June 10, 2004, the Company issued 749,003 shares of its common stock valued at $14.9 million in connection with the acqaisition of the assets of Play
Aleng, Inc., Play Along {Hong Kong) Limited and PA Distribution, Inc. (collectively, “Play Along™).

in Febroary 2003, the Company’s Board of Directors approved a buyback of up to $20 miltion of our common stock. During 2003, the Company

repurchased and retired 554,500 shares of its common stock at an aggregate cost of approximately $6.1 million. There were no commen stock repurchases during
the nine menths ended September 30, 2004,

Note 8 — Acquisitions

On June 16, 2064, the Company purchased substantially ali of the assets and assumed certain liabilities of Play Along. The total purchase price of
$83.7 million consisted of cash paid in the amount of $70.8 million and the issuance of 749,003 shares of the Company common stock valued at $14.9 million
and resulied in goodwill of $83.9 milkor. In addition, the Conipany agreed to pay an earn—-out of up to $10.0 millien per year for the three calendar years
following the acquisition up fo an aggregate amount of $30.0 million based on the achievement of certain financial performance criteria which will be recorded
as goodwill when and if earned. Play Along designs and produces traditional toys, which it distributes domesticaily and internationally. This acquisition expands
cur product offerings in the pre-school area and brings new prodact development and marketing talent to the Compasy. The Company’s results of operations
have included Play Along from the date of acquisition. In accordance with FASB Statement of Financial Accounting Standards No. 141 “Business
Combinations™ ("SFAS 1417, the allocation of the purchase price is based on studies and valuations that are currenily being performed and is expected to he
completed in the fourth quarter of 2004,

The total amount of goodwiil from the Play Along acquisition is expected (o be deductible for income tax purposes. The tofal purchase price was aliocated to
the estimated fair value of assels acquired and liabilities assumed, as set forth in the following table (in thousands):

Fliay Along
Curentass e Achaived: £ e e e

Property and eqmpment ﬂet )
Otherassets: !

Liabilities assum d . (22 424)
Goodwill: % Sgygsg
Purchase Price % 85,086

In May 2003, the Company purchased the preduet lines, and related assets and assumed certain liabilities from P&M Products USA, Inc. and an affiliated
United Kiogdom company, P&M Products Liniited, (collectively “P&M?™). The total purchase price of approximately $22.0 million consisted of cash paid i the
armount of $20.7 million aad liabitities of $0.6 miilion and resulted in goodwiil of $16.2 million. Additionally, the patent for Blopen, one of P&M's significant
praduct lines, was purchased for $1.8 million in cash in a separate ransaction with the patent owner that previously licensed Biopen to P&M. This acquisition
expanded the product offerings in the Company’s activities category. The Company’s results of operations have included P&M from the date of acquisition.

14
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Table
JAKKS PACIFIC, INC, AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
{Unaudited)

The total amount of goodwill from the P&M acquisition is expected to be deductible for income tax purposes, The total purchase price was aliocated to the
estimated fair value of assets acquired and liabilities assumed, as set forth in the following table (in thousands):

P&M
Current asdels acaquared il iy HERUSIAN
Property and ec;ulpmem net ] 17
Oither assets o : B B e
Liabilities assumed (633)
Goodwillo iy 6L
Purchase Frice $20,767

The following imaudited pre forma information represents the Company's consalidated resulis of operations as if the acquisitions of Play Along and P&M
had occurred on Januaary 1, 2003 and after giving effect to certain adjsstments including the elimination of certain general and administrative expenses and other
income and expense items not attributable to on-going operations, interest expease, and related tax effects. Such pro forma information does not purport to be

indicative of operating results that would have been reported had the aequisitions of Play Along and P&M occurred on January 1, 2003 or future operating
results.

Three Months Ended Nine Months Ended
September 30, September 3,

on3 2004 2003 2004

(ln thousands, excepi per shan: data)

Net Sales

UBISBOTS
Met income

Earnings pérshare —bagicl T hn i hi

Weighted average shares cutstanding — basic

Weighted average shares and equivalents
outstanding - diluted 25,378 27,019 25,465 26,785

Note 9 «— Stock Optien Plans

In December 2002, the FASB issued Statement of Financial Accounting Standards No. 148 “Accounting for Stock—Based Compensation — Transition and
Disclosure an Amendment of FASB Statement No. 1237 (“SFAS 1487). SFAS 148 amends Statersent of Financial Accounting Standards No. 123, Accounsing
for Stock—Based Compensation (“SFAS 123™), to provide alternative methods of transition for an entity that voluntarity changes to the fair vaiue based method
of accounting for stock—based employee compensation, it also amends the disclosure provisions of that Statement to requize prominent disclosure about the
effects on reported net income of an entity’s accounting policy decisions with respect to stock—based employes compensation, Finally, SFAS 148 amends APB
Opinion No. 28, Interim Financial Reporting, to require disclosure about those effects in interim financial information.

At September 30, 2004, the Company had stock-based employee compensation plans and accounted for those plans under the recognition and measurement

prineiples of APB Gpiion No. 25, Accounting for Stock Issued to Employees, and related Interpretations. No stock-based employee compensation cost is
refiected in
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
{Unaudited)
net incorne, a8 alf options granted under these plans had an exercise price equal to the market value of the underlying commeon stock on the date of grant.
However, certain options had been repriced in October 2000 resulting in compensation adjustments, which have been reflected in ret income. The following

table illustrates the effect on net income and earnings per share if the Company had applied the fair value recognition provisions of SFAS 123, to stock-based
employee compensation.

In 2003 and 2004, the fair value of each employee option grant was estimated on the date of grant using the Black-Scholes option-pricing model with the
following assumptions used: risk—free rate of interest of 4%; dividend yield of 0%, with volatility of 138%; and expected lives of five years.

Three Months Nine Months
Ended September 34, Ended September 36,

2003 26804 2003 2004

. 3] theusands, except per share dala}
Net income; agreported - e S e BB TR B 187387 s L
Add(deduct): Stock-based empieyee compemanon expense mcluded in
reported net income, et of related tax effects
Deduct “Potal stock—based emplayes compeniation expense dete:mmed amder

Laos @9y 5857

 fair value method for all awards, net of related tax effects A aTe 526)
Pro forma net income $8,155 $23,872 $15,63% $36,750
BTG er Share: - e T e S T L R
Basic — as reported $ 040 $ 09 $ 077
Basic == pro forma CEETOOY SR e
Diluted — as reporied § 039 5 088 5 076 $ 132
Diilited e profatma, 15 T AL R R T S e e L S OB e BRI 08 L R B

Note 10 — Marketable Securities

At September 3C, 2004, marketable securities were categorized as available for sale and related unrealized holding gains or losses were included 2s a
component of stockholders” equity. At December 31, 2003 and September 30, 2004, cost approximated fair market value.

Note 11 — Receni Accounting Pronouncements

In January 2003 and as revised in December 2003, FASB issued FASE Interpreiation No. 46, “Consolidation of Variable Interest Entities” (“Interpretation
46") and FASE Interpretation No. 40R. Interpretations 46 and 40R require companies with a variable interest in a variable interest entity to apply this guidance as
of the beginning of the fisst reporting period after December 15, 2003, If applicable, the application of the guidance could resull in the consolidation of a variable
interest ensity. Intexpretations 46 and 46R are not applicable to the Company, as it is ot the beneficiary of any variable interest entities.

Atits meeting on Septemsber 30, 2004, the Emerging lssues Task Force (EFTF) reached a final consensus that the dilutive effect of contingent convertible
debt instruments must be inclided in dilutive eamnings per share regardless of whether the riggering contingency has been satisfied. This consensus, EITF Issue
(48, requires application on a retroactive basis and restatement of prior period earnings per share, The final consensus, subject to approval by the FASB, is
expected to be effective for periods ending after December 13, 2004, Had this consensus been in effect at September 30, 2004 and September 30, 2003, the
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Company’s dituted earnings per share would have been $0.77 and $0.35 for the respective quarters and $1.20 and $6.70 for the respective nine months then
ended.

Note 12 — Subsequent Events

On October 19, 2004, the Company was named as a defendant in a lawsuit commenced by World Wrestling Estertainment, Inc. (“WWE") n the
1.8, Districi Court for the Southern District of New York eoncerning its toy licenses with WWE and the video game livense between WWE and the joint venture
company operated by THQ, Inc. (“THQ™) and the Company. Further named as defendants were THQ, the joint venture, certain of the Company’s foreiga
subsidiaries, Jack Friedman (the Company’s Chairman and Chief Executive Officer). Stephen Berman (the Company’s Chief Operating Officer, President and

Secretary and a member of the Company’s Board of Directors), Joel Bennett (the Company’s Chief Financial Officer), Stanley Shenker and Associates, Inc., Bell
Licensing, LLC, Ssankey Shenker and fames Bell.

WWE is seeking treble, punitive and other damages {(including disgorgement of profits) in an undisclosed amount and a deciaration that the video game
Ticense with the joint venture and an amendment to the Company’s toy licenses with WWE are void and unenforceable. The lawsuit alieges violations by the
defendants of the Racketeer Influenced and Corrupt Organization Act (“RICO”) and the anti-bribery provisions of the Robinson-Patman Act, and various claims
under state law. WWE has slated in its poblicly—filed documents that it intends for the toy and video game licenses to continue during the pendency of the
litigation.

The Company’s toy licenses with the WWE commenced in 1995 and are scheduled fo expire in 2009. The joint venture’s license with the WWE commenced
in 1998 and is scheduled to expire in 2009 (subject to the joint venture’s right to extend that license for an additional five years).

The Company believes that the WWE's claims are without merit and it intends to defend vigorously against them,

On November 3, 2004, a class action lawsuit was filed in the United States District Court for the Southern District of New York. According 0 plainiffs’
counsel, the complaint alleges that defendants issued positive statements concerning increasing sales of JAKKS' WWE licensed products and that these
statements were false and misleading Because WWE was contending that the WWE hcenses had been obtained through a pattern of ¢omnercial bribery, that
JAKKS' relationship with the WWE was being negatively impacted by the WWE’s contentions and that there was an increased risk that the WWE would either
seek modification or nullification of the ficensing agreements with JAKKS. The plaintiffs in the class are described as purchasers of the Company’s common
stock between February 17, 2604 and October 19, 2004

The lawsuit seeks compensatory and other damages in an undisclosed amount, aileging violations of Section 10(b} of the Securities Exchange Act of 1934

(the *“Exchange Act™) and Rule 10b-5 promuligated thereunder by each of the defendants (namely the Company and Messrs, Friedman, Berman and Bennett),
and violations of Section 20{a} of the Exchange Act by Messrs. Friedman, Berman and Bennett.

The Company believes that on November 8, 2004 a second lawsuit secking class action status was filed against the Company in the United States District
Coart for the Southern District of New York on behalf of all persons who purchased the Company’s securities between February 17, 2004 and October 19, 2604.
Although the Company has not yet received a copy of the complaint in such action, it believes the lawsuit is seeking to represent the same class of purchasers of
the Company’s common stock with respect to the same subject matter as is involved in the November 5, 2004 class action.

The Company believes that the claims underlying both of the class actions are without merit and intends to defend vigorously against them.
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JAKKS PACIFIC, INC. ANI} SUBSIDIARIES

Item 2. Management’s Discussion and Analysis of Firancial Condition and Results of Operations

The following discussion and analysis of financial condition and results of operations should be read together with our Condensed Consolidated Financigi
Statements and Notes thereto which appear elsewhere herein.

Recent Developrnents

In May 2003, we purchased the product lines and related assets and assumed certain liabilities from P&M Products USA, kg, and an affiliated United
Kingdom company, P&M Produets Limited, (collectively, “P&M™). The total purchase price of approximately $22.0 million consisted of cash paid in the amount
of $20.7 million and Habilities of $0.6 million and resulted in goodwitt of $16.2 miliion. Additionally, the patent for Blopen, one of P&M's significant product
lines, was purchased for $1.8 mitlion in cash in a separate transaction with the patent owner that previously licensed Blopen to P&M. This acquisition expanded
the product offerings in our activigies category, Qur results of operations have included P&M from the date of acquisition,

On June 10, 2004, we purchased substantially all of the assets and assumed certain liabilities from Play Along. The total purchase price of $85.7 million
consisted of cash paid in the amount of $70.8 million and the issuance of 742,005 shares of our common stock valued at $14.9 million and resulted in goodwill of
$83.9 mitlien, In addition, we agreed 1o pay an earn~out of up to $10.0 million per year for the three calendar years following the acquisition up to an aggregate
amaunt of $30,0 million based on the achievement of certain financial performance criteria which will be recorded as goodwill when and if earned. Play Along
designs and produces traditional toys, which it distributes dornestically and internationally, This acquisition expands our product offerings in the pre—school area
and brings new product development and marketing tajeat o us. In accerdance with FASB Statement of Financial Accounting Standards No. 141 “Business
Combinations” {“SFAS 1417}, the allocation of the purchase price is based on studies and valuations that are currently being performed and is expected to be
compieted in the fourth quarter of 2004, Our resulis of operations have included Play Along from the date of acquisition.

On August 6, 2004, we notified Bank of America that we were terminaiing the Line of Credit (under which there were no outstanding borrowings) effective
August 13, 2004, The original maturity date of the credit facility was Qctober 10, 2004,

Or October 19, 2004, we were named as defendants in a lawsuit commenced by World Wrestling Entertainment, Inc. (“WWE"} in the U.8. District Court
for the Southern District of New York concerning our toy licenses with WWE and the video game license between WWE and the joint veniure company operated
by THQ, Inc. (“THQ) and us. Further named as defendants were THAQ, the joint venture, certain of our foreign subsidiaries, Jack Friedman (our Chairman and
Chief Executive Officer), Stephen Berman {cur Chief Operating Officer, President and Secretary and a member of our Board of Directors), Joel Bennett {our
Chief Financial Officer), Stanley Shenker and Associates, Inc., Bell Licensing, LLC, Stanley Shenker and James Betl.

WWHE is seeking treble, pusitive and other damages {including disgorgement of profits) in an undisclosed amount and a declaration that the video game
license with the joint venture and an amendment to our toy licenses with WWE are void and unenforceable. The lawsuil alleges violations by the defendants of
the Racketeer Influenced and Corrupt Ozrganization Act (“RICO”) and the anti-bribery provisions of the Robinson—Patman Act, and various claims under state
law. WWE has stated in its publicly—filed documents that it intends for the toy and video game licenses to continue during the pendency of the litigation.

Our toy licenses with the WWE commenced in 1995 and are scheduled to expire in 2009, The joint venture’s license with the WWE commenced in 1998
and is scheduled to expire in 2009 (subject to the joint venture’s right to extend that lcense for an additional five years).

We believe that the WWE’s claims are without merit and we intend to defend vigorously against therm,
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On November 5, 2004, a class action Jawsuit was filed in the United States District Court for the Southern District of New York. According 1o plaintiffs’
counsel, the complaint alleges that defendants issued positive statements concerning increasing sales of our WWE licensed products and that these statements
were false and misleading becavse WWE was contending that the WWE licenses had been obtained through a pattern of commereial bribery, that our
relationship with the WWE was being negatively impacted by the WWE's contentions and that there was an increased risk that the WWE would either seek

modification or nullification of the licensing agreements with us. The plaintiffs in the class are described as purchasers of owr common stock between
February 17, 2004 and Octaber 19, 2004,

The lawsuit secks compensatory and other damages in an undisclosed amount, alleging violations of Section 10(b) of the Securities Exchange Act of 1934

{the “Bxchange Act”} and Rule 10b-5 promulgated thereunder by each of the defendants {namely the Company and Messss. Friedman, Berman and Bennett),
and violations of Section 20{a} of the Exchange Act by Messrs, Friedman, Berman and Bennett.

We believe thal on November &, 2004 a second Jawsuit seeking class aclion status was filed against us in the United States District Court for the Southern
District of New York on behalf of all persons who purchased our securities between February 17, 2004 and Oetober 19, 2004. Although we have not yet received

a copy of the complaint in such action, we believe the lawsuit is seeking to represent the same class of purchasers of our commeon stock with respect to the same
subject matier as is involved in the November 5, 2004 class action.

We believe that the claims snderlying both of the class actions are without merit and intend to defend vigorously against them.

Results of Operations

The following unaudited table sets forth, for the periods indicated, certain statement of operations data as a percentage of net sales,

Three Months Nine Months
Ended Ended
September 30, September 30,
2603 2004 2003 2¢04

Netsales SlEmae e e 000 % 000 IR0 T 000%:
Cost of sales 599 60.3 60.4 60.6
Gres§profit; 0 Er i ey SO
Selling, general and administrative expenses 27.0
Income from operations S ] ~ 139 150 loa 11.7
Profivfrom jeint ventared 00 B0 S e R R R e 0 3
Interest, not 14 04 0.3 4.5

AR

Incorie before provision for icome faxes 0 L0 =
Provision for income taxes

Nel income |

Three Months Ended September 30, 2004 and 2003

Net Sales. Net sales were §206.1 million in 2004 compared to $90.3 million in 2003, representing an 1ncrease of 128.2%. The Increase in net sales was
primarily due to an increase in sales of our traditional toy products of $49 .5 million, including TV Games, WWE action figures and accessories and Dolls, and
the addition of $72.6 milfion in sales from our recent Play Along acquisition, as well as international sales of $11.4 milion, partially offset by a decrease in sales
of our crafts and activities and writing instruments of $16.3 million and cur seasonal products of $1.4 million, including water guns and junior sports toys.

Gross Profit. Gross profit increased $45.6 million, or 125.8%, to $81.8 million, or 39.7% of net sales, in 2004 from $36,2 raillion, or 40,1% of net sales, in

2003, The overall increase in gross profit was atiributable to the increase in net sales. The decrease in gross profit margin of 0.4% of net sales was primarily due
tean
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increase in royalty expense as a percentage of net sales due to changes in the product mix to more products with higher royaliy rates from products with lower
royaity rates or proprietary products with no reyalties.

Selling, General and Administrative Expenses. Selling, general and administrative expenses were $51.0 million in 2004 and $24.3 million in 2003,
constituting 24.7% and 27.0% of net sales, respectively. The overall increase of $26.7 million in such costs was primarily due to the impact of stock-based
compensation, an ingrease in legat ($4.4 million) and bonus ($2.3 million) expenses, and the addition of overhead related to the operations of Play Along
{$13.6 million). Due 10 the increases in our grants of restricted stock awards and the price of our common stock in 2004 compared to a moderate decrease in the
price of our commen stock in 2003, we had stock-based compensation charges of $2.5 million compared to a credit of $0.5 million in 2003. The increase in
direct seliing expenses ($9.4 miition} is primarily due to an imcrease in advertising and promotional expenses in 2004 in support of the sell-through of our
various products at retail. We produced and aired television commercials in support of several of our products, including World Wrestling Entertainment, Dragon
Ball and Mucha Lucha action figures, TV Games, and Flying Cotors products in 2004, and World Wrestling Enteriainment and Dragon Ball action figures and
Flying Calors products in 2003, From me to time, we may increase our advertising efforts, if we deem it appropriate for particular products,

Recatl Costs. There were no recall costs in the third quarier of 2004. In the second quarter of 2003, we accrued a $2.7 million charge for the Tecalf of one of
our products, and in the third quarter of 2003, we recorded a credit of $0.7 millioa for the recovery of recall costs from one of our third-party factories.

The remaining compornent of the recall costs is as follows {in thousands):

Accrued Balance Accroed Balance
June 30, 2004 Accrual Actual September 30, 2004
Recali costs $ 83 § — % 8 5 —

Profit from Jeint Venture. Profit from joint venture in 2004 was $0.9 miflion as compared 1o $0.9 miilion: in 2003 with stronger sales of existing titles in
2004 compared to five new lower—priced vehicle combat games plus lower carryover sales in 2003,

Interest. Net. Interest income resulting from higher average cash balances during 2004 than in 2003 was offset by lower interest rates and accrued interest
expense of $1.1 million for the convertible senjor notes issued in June 2063,

Frovision for Income Taxes. Provision for income taxes included Federal, state and foreign income taxes in 2003 and 2004, at effective tax rates of 24.0% in
2003 and 23.0% in 2604, benefiting from a flat 17.0% Hong Kong Corporation Tax on our incomme arising in, or derived from, Hong Kong for 2003 and 2004,
respectively. As of September 30, 2004, we had deferred tax assets of approximately $4.5 milfion for which no allowance has been provided since, in the opinion

of management, realization of the future benefit is probabie. Tu making this determination, management considered all available evidence, both positive and
negative, as well as the weight and importance given to such evidence,

Nine Months Ended September 30, 2004 and 2003

Net Sales, Net sales were $389.5 million in 2004 compared o $231.4 million in 2003, representing an increase of 68.3%. The increase in net sales was
primarily due to an increase in sales of our traditional toy products of $1135.0 milfion, including TV Games, WWE and Dolls, and the addition of $80.7 million in
sales from our recent Play Along acquisition, as well as international sales of $14.7 million, was partially offset by a decrease in sales of our crafts and activides
and writing instruments of $33.5 million and owr seasonal products of $16.9 miilion, including water guns and junior sports toys.

Gross Profit. Gross profit increased $62.0 million, or 87.7%, to $153.3 million, or 39.4% of net sales, in 2004 from $91.6 million, or 39.6% of net sales, in

2003. The overall increase in gross profit was attributable to the increase in net sales. The decrease in gross profit margin of 0.2% of net sales was primarily due
to an increase in royalty expense as a percentage of net saltes due to changes in the product mix to more products with higher royalty rates from products with
lower royaity rates or proprietary products with no royalties.
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Selling, Genered and Adminisirative Expenses. Selling, general and admimistrative expenses were $107.8 miition in 2004 and $65.4 million in 2003,
constitutiag 27.7% and 28.3% of net sales, respectively. The overall increase of $42.4 million in such costs was primarily due to the impact of stock~based
compensation, an increase in legal ($6.0 million} and bonus ($5.3 million) expenses, and the addition of overhead related to the operations of Play Along
($14.7 million). Due to the increases in our grants of restricted stock awards and the price of our common stock in 2604 compared to a moderate deczease in the
price of our common stock in 2003 we had stock—based compensation charges of $8,5 million compared to 2 credit of $0.4 million in 2003, The increase in direct
selling expenses (511.7 million) is primarily due fo an increase in advertising and promotional expenses in 2004 in support of the sell-through of cur various
products at retail, We produced and aired television commercials in support of several of our products, including World Wrestling Entertainment, Dragon Ball
and Mucha Lucha action figures, TV Games, and Flying Colors products in 2004, and World Wrestiing Entertainment and Dragon Ball action figures and Flving
Colors products in 2003, Prom time to time, we may increase our advertising efforts, if we deem it appropriate for particular products.

Recall Costs. There were no recall costs in the first nine months of 2004, In the second quarter of 2003, we acerued a $2.7 mitlion charge for the recall of
one of our products, and in the third quarter of 2003, we recorded a credit of 30,7 million for the recovery of recall costs from one of our third-party factories.

The remaining component of the recall costs is as follows (in thousands):

Accrued Baiance Acerued Balanee
December 3%, 2403 Accrual Actuak September 30, 2004
Recal! costs $490 5 — $490 5o

Frofit from Joint Venture, Profit from joint venture in 2004 was $1.3 million as compared to $1.3 million in 2003 with stronger carryover sales of existing
titles in 2004 compared to five new lower~priced vehicle combat games plus lower carryover sales in 2003.

Injerest, Net. Tnterest income resulting from higher average cash balances during 2004 than in 2003 was offset by lower interest rates and accrued interest
expense of $3.4 million: for the convertible senior notes issued in June 2003,

Provision for income Taxes. Provision for income taxes included Federal, state and foreign income taxes in 2003 and 2004, at effective tax rates of 24.0% in
2003 and 23.0% in 2004, benefiting from a flat 17.0% Hong Kong Corporation Tax on our income arising in, or derived from, Hong Kong for 2003 and 2004,
respectively. As of September 30, 2004, we had deferred tax assets of approximately $4.5 million for which no aliowance has been provided since, in the opinion
of management, realization of the future benefit is probable. In making this determination, management considered all available evidence, both positive and
negative, as well as the weight and importance given (o such evidence.

Seasonality and Backlog

The retail toy industry is inherently seasonal. Generally, our sales have been highest during the third and fourth quarters, and collections for those sales have
been highest during the succeeding fourth and first fiscal quarters. Sales of writing instrument products are kewise seasonal with sales highest during the second

and third quarters, as are our Go Fly a Kite, Funncodle and Storm outdoor products, which are largely sold in the first and second quarters. Qur working capital
needs have been highest during the third and fourth quarters.

Whiie we have taken steps to level sales over the entire year, sales are expected to rersain heavily influenced by the seasonality of our toy products. The
result of these seasonal patterns is that operating results and demand for working capital may vary significantly by quarter. Orders placed with us for shipment
are cancelable until the date of shipment. The combination of seasonal demand and the potential for order cancellation makes accurate forecasting of future sales

difficult and causes us o believe that backlog may not be an accurate indicator of our future sales. Similarly, financial results for a particular quarter may not be
indicative of resuits for the entire year.
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Recent Accounting Pronouncements

In January 2003 and as revised in December 2003, FASB issued FASB Interpretation No, 46, “Consolidation of Variabie katerest Entities”
(“Interpretation 457"} and FASB Interpretation No. 46R. Interpretations 46 and 46R require companies with a variable interest in a variable interest entity to apply
this guidance as of the beginning of the first reporting period after December 13, 2003, If applicable, the application of the guidance could result in the
consolidation of & variable interest entity. Interpretations 46 and 46R are not applicabie to us, as we are not the beneficiary of ary variable interest entities.

At its meeting on September 30, 2004, the Emerging Issues Task Force (EITF) reached a final consensus that the dilutive effect of contingent convertible
delt instrumenis must be included m difusive earnings per share regardless of whether the friggering consingency has been satisfied. This consensus, EITF
Issue 048, requires application on a retroactive basis and restatement of prior peried earnings per share. The final consensus, subject to approval by the FASB,
is expected to be effective for periods ending after December 15, 2004. Had this consensus been n effect at September 30, 2004 and September 30, 2003, our
diluted earnings per share would have been $0.77 and $0.33 for the respective quarters and $1.20 and $0.70 for the respective nine menths then ended,

Liquidity and Capital Resources

As of September 3G, 2004, we had working capital of $218.5 million, as compared to $232.6 million as of December 31, 2003. This decrease was primarily
attributable to disbursements related to the acquisition of Play Aleng, though offset in part by increases generated by our operating results.

Operating activities provided net cash of $80.4 millicn in 2004, as compared to $15.6 million ir 2003, Net cash was provided primarily by net income which
was adjusted for non—cash charges, including earned cornpensation from stock option grants and restricted stock grants and depreciation and amortization, as
well as an increase in the cash received from the preferred return from THC joint venture, a decrease in inventory ard increases in accounts payable and accrued
expenses and income taxes payabie, which were offset in part by increases in accounts receivable and prepaid expenses and other current assets, Other than open
purchase orders, issued ia the normal course of business, we have no ebligations to purchase finished goods from our manufacturers. As of September 30, 2004,
we had cash and cash equivaleats and marketable securities of $151.9 million.

Our investing activities used net cash of $74.8 million in 2004, as compared o $42.1 milkion in 2003, consisting primarily of cash paid for the purchase of
office furniture and equipment and molds and waling used m the manufacture of our products and other assets, cash paid for the purchase of net assets from Play
Along and the purchase of marketable securities. In 2003, our investing activities consisted primarily of cash paid for the purchase of office furniture and
equipment and molds and tooling used in the manufacture of our products and other assets, cash paid for the purchase of net assets from P&M and the purchase
of marketable securitics, partially offset by the repayment of notes receivable from officers. As part of our strategy {o develop and market new products, we have
entered mte various character and product licenses with royalties ranging from 1% to 18% payable on net sales of such products. As of September 30, 2004,
these agreements required future aggregate minimum guarantees of $26.7 miilion, exciusive of $12.3 million in advances already paid.

Our financing activities provided net cash of $2.1 miltion in 2004, consisting primarily of proceeds from the exercise of stock options and warrants, partiaily
offset by the repayment of long term debt. In 2003, financing activites provided net cash of $90.9 million, consisting primarily of net proceeds from the sale of
convertible senior notes payable and proceeds from the exercise of stock options and warrants, partially offset by the repurchase of cur commen stock and the
repayment of long term debt.

In February 2003, ouwr Board of Directors approved a buyback of up fo $20 miilion of our common stock. During 2003, we repurchased and retired

554,500 shares of our common stock at an aggregate cost of approximately $6.1 million. There were no common stock repurchases during the nine months ended
September 30, 2004,
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In May 2003, we purchased the product lines and related assets and assumed certain labilities from P&M Products USA, Inc. and an affiliated United
Kingdom company, P&M Products Limited, {collectively, “P&M™). The total purchase price of approximately $22.0 million consisted of cash paid in the amount
of $20.7 million and labilities of $0.6 million and resulted in goodwill of $16.2 mitlion. Additionally, the patent for Blopen, one of P&M’s significant product
lines, was purchased for $1.8 miilion in cash in a separate transaction with the patent owner that previously licensed Blopen to P&M. This acquisition expanded
the product offerings in our activities category. Our results of operations have included P&M from the date of acquisition.

Pursuant {o the terms of a Purchase Agreement, dated June 9, 2003, we sold an aggregate of 398 million of 4.623% Convertible Senior Notes due June 15,
2023 and received net preceeds from the issuance of these convertible notes payable of approximately $94.4 miilion. The holders of the notes may convest the
notes into shares of our common stock at any time at an initial conversion price of $20.00 per share, subject to certain circumstances described in the notes. We
pay cash interest on the notes at an annual rate of 4.625% of the principal amount at issuance, from the issue date to June 15, 2010, payable on June 15 and
December 15 of each year, with the first payment having been made on December 15, 2003, After hme 15, 2010, we will not pay cash interest on the notes. At
maturity, on Jure 15, 2023, we will redeem the notes at their accreted principal amount, which will be equal to $1,811.95 {181.195%) per $1,000 principat
amount at issuance.

We may redeem: the notes at our opiion in whole or in part begisning on June 13, 2010, at 100% of their accreted principal amount plus accrued and unpaid
interest {including contingeat interest and additional amounts}, if any, payable in cash, Holders of the notes may also require us to repurchase ali or part of their
notes on hune 15, 2010, for cash, at a repurchase price of 100% of the principal amount per note plus accrued and unpaid interest {including contingent interest
and additional amounts), if any. Holders of the notes may also require us to repurchase all or part of their notes on June 15, 2013 and June 15, 2018 ata
repurchase price of 100% of the accreted principal amount per note plus accrued and unpaid mnterest (including contingent interest and additional amounts), if
amy. Any repurchases at June 15, 2013 and June 15, 2018 may be paid in cash, in shares of common stock or a combination of cash and shares of common stock.

Irs January 2004, Kay Bee Toys filed for bankruptcy protection under Chapter 11. As a result, we have reserved $2.1 million for potential bad debt, which
represents 84% of their $2.5 million pre—petition accounts receivable balance. Although their ability to continue their business is uncertain, we do not anticipate
that the bankruptcy of Kay Bee Toys will have a material effect on future earnings due o increasing sales to other retailers.

On June 10, 2004, we purchased substantially all of the assets and assumed certain liabilities from Play Along. The total purchase price of $85.7 million
consisted of cash paid in the amount of $70.8 milfion and the issuance of 749,003 shares of our common stock valued at $14.9 million and resulied in goodwill of
$83.9 million. In addition, we agreed to pay an earn—-out of up to $10.0 million per vear for the three calendar years following the acquisition up to an aggregate
amount of $30.0 million based on the achievement of certain financial performance criteria which will be recorded as goodwill when and if earned. Play Along
designs and produces traditional toys, which it distributes domestically and imternationally. This acquisition expands our product offerings in the pre—schoal area
and brings new product development and marketing talent to us. In accordance with FASB Satement of Financial Accounting Standards No. 141 “Business
Combinations™ (“"SFAS 1417), the allocation of the purchase price is based on studies and valuations that are currently being performed and s expecied to be
completed in the fourth guarter of 2004, Our results of operations have included Play Along from the date of acquisition.

On Qetober 19, 2004, we were named as defendants in a lawsuit commenced by World Wrestling Entertainment, Inc. “WWE”) in the U.8. District Court
for the Southern District of New York concerning our toy Hcenses with WWE and the video game license between WWE and the joint veniure company operated
by THQ, Inc. (*TH(} and us. Further named as defendants were THQ, the joint venture, certain of our foreiga subsidiaries, Jack Friedman (our Chairman and
Chiel Executive Officer), Stephen Berman {our Chief Operating Officer, President and Secretary and a member of cur Board of Directors), Joel Bennett
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(our Chief Financial Officer). Stanley Shenker and Associates, Inc., Bell Licensing, LLC, Stanley Shenker and James Bell.

WWE is seeking treble, punitive and other damages (including disgorgement of profits) in an undisclosed amount and a declaragion that the video game
license with the joint venture and an amendment to our toy licenses with WWE are void and unenforceable. The lawsuit alleges viclations by the defendants of
the Racketeer Influenced and Corrupt Organization Act (“"RICO™) and the anti~bribery provisions of the Robinson-Patman Act, aad various claims under state
law. WWE has stated in its publicly—filed documenis that it intends for the toy and video game Heenses to continue during the pendency of the litigation.

Our toy Heenses with the WWE commenced in 1995 and are scheduled to expire in 2009, The joint venture’s license with the WWE commenced i 1998
and is scheduted to expire in 20609 (subject to the joint venture’s right to extend that license for an additional five years}.

We balieve that the WWE's claims are without merit and we intend to defend vigorously against them,

On Nevember 5, 2004, a class action lawsuit was filed in the United States District Court for the Southern District of New York. According o plaintiffs’
counsel, the complaint alleges that defendants issued positive statements concerning increasing sales of our WWE licensed products and that these statements
were faise and misleading because WWE was contending that the WWE Hceenses had been obtained through a pattern of commercial bribery, that our
relationship with the WWE was being negatively impacted by the WWE's contentions and that there was an increased risk that the WWT would either seek
modification or nuilification of the licensing agreements with us. The plaintiffs in the class are described as purchasers of our common stock between
February 17, 2004 and October 19, 2004,

The fawsuit secks compensatory and other damages in an undisclosed amount, alleging violations of Section 10(b) of the Securities Exchange Act of 1934
(the “Exchange Act”) sud Rule 10b-5 promulgated thereunder by each of the defendants (namely the Company and Messrs. Friedman, Berman and Bennetr),
and violations of Section 20{a) of the Exchange Act by Messrs. Friedman, Berman and Bennett.

We believe that on November 8, 2004 a second lawsuit seeking class action status was filed against us in the United States Districs Court for the Southern
District of New York on behalf of ali persons who purchased our securities between February 17, 2004 and October 19, 2004, Although we have not yet received
a copy of the complaint in such action, we believe the lawsuit is seeking to represent the same class of purchasers of our commen stock with respect 10 the same
subject matter as is involved in the November 5, 2004 class action.

We believe that the claims underlying both of the class actions are without merit and intend to defend vigorously against them.

In Qetober 2001, we and all of cur domestic subsidiaries jointly and severally secured a syndicated line of credit totaling $50.0 million with a consortium of
panks fed by Bank of America, N.A. (“Line of Credit™). In June 2003, we and the banks amended the ioan agreements governing the Line of Credit (the “Loan
Agreements™), pursuant to which amendment (i} the banks suspended certain of cur covenants undes the Loan Agreements, including those that prohibited us
from consummating the Convertible Senior Notes offering without the banks’ consent, and (ii) the banks’ obligations o extend credit under the Line of Credit
were simultanecusly suspended. There had never beer: any outstanding borrowings under the Line of Credit since its inception. On August 6, 2004, we notified
Bank of America that we were terminating the Line of Credit (under which there were no outstanding borrowings) effective August 13, 2004, The original
maturity date of the Line of Credit was October 10, 2004,

We believe that our cash flow from operations, cash and cash equivalents on hand and marketable securities will be sufficient to meet our workisg capital

and capital expenditure requirements and provide us with adequate liquidity to meet cur anticipated operating needs for at least the next 12 months. Aithough
operating activitics are expected to provide cash, o the extent we grow significantly in the future, cur operating and investing activities may use cash and,
consequently, this growth may require us to obtain additional sources of financing. There can be no assurance that any necessary additional financing will be

20




Tabl %se é:O4-cv-O8223-KMK Document 162-3  Filed 07/07/2006  Page 24 of 31

available to us on commercially reasonable terms, if at all. We intend to finance our long—term liquidity requirements out of net cash provided by operations,
marketable securities and cash on hand.

Ttem 3. Quantitative and Qualitative Disclosures Aboui Market Risk

Market risk represents the risk of loss that may impact our financial position, results of operations or cash flows due to adverse changes in financial and
commodity market prices and rates. We are exposed to market risk in the areas of changes in United States and international borrowing rates and changes in
foreign currency exchange rates, In addition, we are exposed to market rigk in certain geographic areas that have experienced or remain vulperable  an
economic downturn, such as China. We purchase substantially all of our inveniery from companies in China, and, therefore, we are subject to the risk that such
suppliers wiil be unabie to provide inventory at competitive prices. While we believe that, if suck an event were 10 occur we would be able to find alternative
sources of inventory at competitive prices, we cannoet assure you that we would be able to do so. These exposures are directly related to our normal operating and
funding activities. Historically and as of September 30, 2004, we have not used derivative instruments or engaged in hedging activities to minimize cur market
rigk.

Interest Rate Risk

In Augost 2004, we terminated our Line of Credit. In June 2003, we issued convertible senior notes payable of $98.0 million with a fixed interest ratc of
4.625% per annum. Accordingly, we are not generally subject to any direct risk of loss arising from changes in interest rates.

Foreign Currency Risk

We have wholly-owned subsidiaries in Hong Kong and in the United Kingdom. Sales by these operations made or a FOB China or Hong Kong basis are
denominated in U.S. dollars. However, purchases of inventory and Heng Kong operating expenses are typically denominated in Hong Kong doilars and domestic
sales and operating expenses made in the United Kingdom are typically denominated in British Pounds, thereby creating exposare fo changes in exchange rates,
Changes in the British Pound or Hong Kong dollar/ U.S. dollar exchange rates may positively or negatively affect our gross margins, operating income aad
retained eaenings. The British Pound gave rise to the other comprehensive loss in the balance sheet at September 30, 2004. The exchange rate of the Hong Kong
dollar o the 1.8, dollar has been fixed by the Hong Kong government since 1983 at HK$7.80 to US31.00 and, accordingly, has not represented 2 cusrency
exchange risk to the U.5. dollar. We do not believe that near-term changes in these exchange rates, if any, will result in a material effect on cur future earnings,
fair values or cash flows, and therefore, we have chosen not 10 enter into foreign currency hedging transactions, We cannot assure you that this approach will be
successful, especially in the event of a significant and sudden change in the value of the Hong Kong doilar or British Pound.

Item 4. Controls and Procedures
{(a) Evaluation of disclosure controls and procedures.

Qur Chief Executive Officer and Chief Financial Officer, after evaluating the effectiveness of our disclosure controls and procedures (as defined in
Exchange Act Rules {3a~135(e} ang 15d-15(e}) as of the end of the period covered by this Quarterly Repor, have concluded that as of that date, our disclosure
controls and procedures were adequate and effective to ensure that information required to be disclosed by us in the reports we file or submit with the Securities
and Exchange Commission is recorded, processed, summarized and reported within the time periods specified in the Securities and Exchange Commission’s
ruies and forms,

(b) Changes in internal control over financial reporting.

There were no changes in our internal control over financial reporting identified in connection with the evaluation required by Exchange Act

Rules [3a~15(d} andd 15d-15 that occurred during the period covered by this Quarterly Report that has materialiy alfected, or is reasonably likely to materially
affect, our internal controf over financial reporting.
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PART IL OTHER INFORMATION

Ttem 1, Legal Proceedings

On October 19, 2004, we were named as defendants in a lawsuit commenced by World Wrestiing Entertainment, Ine. ("“WWE”) in the U.S. District Court
for the Southern District of New York concerning our toy licenses with WWE and the video game Hoense between WWE and the joint venture company operated
by THQ, Inc. (“THQ”) and us. Further named as defendants were THQ, the joint venture, certain of cur foreign subsidiaries, Jack Friedman {our Chairman and
Chief Executive Offtcer), Stephen Berman (our Chief Operating Officer, President and Secretary and a member of our Board of Directors), Joel Bennett (our
Chief Financial Officer), Stanley Shenker and Associates, Inc., Beil Licensing, LLC, Stanley Shenker and James Bell.

WWE is seeking treble, punitive and other damages {including disgorgement of profits) in an undisclosed amousnt and a declaration that the video game
license with the joint venture and an amendment to our toy licenses with WWE are void and snenforceable, The lawsuit alleges violations by the defendants of
the Racketeer Influenced and Corrupt Organization Act (“RECO™) and the anti--bribery provisions of the Robinson—Patman Act, and various claims under state
law. WWE has stated in its publicly-filed documents that it intends for the toy and video game licenses to continue during the pendency of the litigation,

Our toy licenses with the WWE commenced in 1993 and are scheduled 1o expire in 2000, The joint venture’s license with the WWE commenced in 1998
and is scheduied to expire in 2009 (subject to the joint venture’s right (o extend that license for an additional five years),

We believe that the WWE’s claims are without merit and we intend to defend vigorously against them.

COn November 5, 2004, a class action Iawsuit was filed in the United States District Court for the Southers District of New York. According to plaintiffs’
counsel, the complaint alleges that defendants issued positive statements concerning increasing sales of our WWE licensed products and that these statements
were false and misleading because WWE was contending that the WWE licenses had been obtained through a pattern of commezcial bribery, that our
relationship with the WWE was being negatively impacted by the WWE's contentions and that there was an increased risk that the WWE would either seek
modification or nullification of the licensing agreements with us. The plaintiffs in the ciass are described as purchasers of our common stock between
February 17, 2004 and October 19, 2004,

The fawsnit seeks compensatory and other damages in an undisclosed amount, alleging violations of Section 10(b) of the Securities Exchange Act of 1634

(the “Exchange Act”) and Rule 1055 promuigated theseunder by each of the defendants (namely the Company and Messrs. Friedman, Berman and Bennett),
and violations of Section 20(2) of the Exchange Act by Messrs. Friedman, Berman and Bennest,

We believe that on November 8, 2004 a second lawsuit seeking class action status was filed against us in the United States District Court for the Southern
District of New York on behalf of all persens who purchased our securities between February 17, 2004 and October 19, 2004, Although we have not vet received
a copy of the complaint in such action, we believe the lawsuit is seeking to represent the same class of purchasers of our common stock with respect 1o the same
subject matter as is invoived in the November 5, 2004 class action.

We believe that the claims underlying both of the class actions are without merit and intend to defend vigorously against them.

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

We mailed a Proxy Statemnent on or about August 9, 2004 to our steckhoiders of record as of Fuly 28, 2004 in coanection with our 2004 Annual Meeting of

Stockholders, which was held on September 10, 2004 at the Sherweod Country Club, 320 West Stafford Road, Thousand Ouaks, California, 91361, At the
Meeting, the stockholders voted on two matters, both of which were approved.
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The first matter was the election of the members of the Board of Directors, The seven directors efected and the tabulation of the votes (both in person and by
proxy} was as follows:

Nominees for Eirectors For Against Withheld
Jagk Friedinan b R ST 00 200 042 L R e A ed
Stephen Berman ) 22,274,978 0 335227
Dag Altilagor. £ 0T e 20T8R0 408 10 e Eliaabs &
David Blatte 21,039,157 0 1,571,048
Roberf GHek: i i e i G g e T SR 93_4;;,;
Michael Milter 22,405,696 0 204509
Mueay L Skala &0 i iR 20 88 BT8O 0 T TR R T

There were ne broker held non-voted shares represented at the Meeting with respect 1o this matter.

The second matter upon which the sharehoiders voted was the proposal 1o ratify the appointment by the Boaré of Directors of PKF, Centified Public

Accountants, A Professional Corporation, as independent certified public accountants for the Company for 2004. The 1abulation of the votes (both i person and
by proxy) was as foliows:

For Against Abstentions

22238416 : 353,541 18,245

There were no broker held non-voted shares represented at the Meeting with respect to this matter.

Ttem 6. Exhibits

Number Description

311 Restated Certificate of Incorporation of the Company(1)

312 Certificate of Amendment of Restated Certificate of Incorporation of the Company(2)

321 By-Laws of the Company(1)

122 Amendment to By—Laws of the Company(3)
4.1 Indenture, dated as of June 9, 2003, by and between the Registrant and Wells Fargo Bank, N.A.(4)
4.2 Form of 4.625% Convertible Senior Note(4)
4.3 Registration Rights Agreement, dated as of June 9, 2003, by and among the Registrant and Bear, Stearns & Co. Inc.(4)

31 Rule 13a—14(a)y15d-14(a) Certification of Chief Executive Officer(5)

312 Rule 13a-14{a)/15d-14(a) Certification of Chief Financial Officer(5)

32,1 Section 1350 Certification of Chief Executive Officer(5)

32.2 Section 135C Certification of Chief Financial Officer(3)

(1) Filed previously as an exhibit to the Company’s Registration Statement on Form 8B-2 (Reg. No. 333-2048~1.A}, effective May 1, 1996, and incorporated
herein by reference.

{2) Tiled previously as exhibit 4.1.2 of the Company’s Registration Statement on Form §-3 (Reg. No. 333-74717}, filed on March 9, 1999, and incorporated
herein by reference.

(33  Filed previcusly as an exhibit to the Company’s Registration Statement oa Form SB~2 (Reg. No. 333-22583), effective May 1, 1997, and incorporated
herein by seference.

{4)  Filed previously as an exhibit to the Company’s Quarterly Report on Form 18-Q for the quarter ended June 30, 2003, filed on Aungust 14, 2003, and
incorporated herein by reference.

{5) Filed herewith,
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SIGNATURES

Pursuant o the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report 10 be signed on its behalf by the undersigned,
thereunto duly authorized.

Registrant:

FAKKS PACIFIC, INC.

By: /57 JOEL M. BENNETT

Joel M. Bemnett
Executive Vice President and
Chief Financial Gfficer
{Duly Auihorized Officer and

Principal Financial Officer)
Date: November 9, 2004
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Exhibit 31.1
CERTIFICATIONS
1, Jack Friedman, certify that:
i have reviewed this quarterly report oa Form 10-Q of FAKKS Pacific, Inc. (“Registrant”™);

Based on my knewledge, this repart does not costain any untrue statement of a matertal fact or omit io state a material fact necessary to make the statements
made, tn Hght of the civcumstances sader which such statements were made, rot misleading with respect to the period covered by this report;

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

The registrant’s other certifying officer{s) and I are responsible for establishing and maintaining disclosure controls asd procedures (as defined in Exchange
Act Rules 13a~15(e) and 15d—15(¢)) and internal control over financial reporting {as defined in Exchange Act Rules 13a~15(f) and 15d~15{f}) for the registzant
and have:

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

b) designed such internal controls over financial reporting, or caused such iniernal controls over financial reporting to be designed under our
supervision, to provide reasonable assurance regarding the reliability of financial statements for external purposes in accordance with generally accepted
accounting principles;

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

dy disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal
guarter {the registrant’s fourth fiscal quarter in the case of an annual veport) that has materially affected, or is reasonably likely to matertally affect, the
registrant’s infernal control over financial reporting; and

The registrant’s ether certifying officeris) and 1 have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors {or persons performing the equivalent functions):

a) Al significani deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely
w0 adversely affect the registrant’s ability to record, process, summarize and repert financial information; and

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

By: /s JACK FRIEDMAN

Jack Friedrman
Chairman and Chief Executive Qfficer

Drate: November 9, 2004
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Exhibit 31.2
1, Joel M. Bennett, certify that:
I have reviewed this quarterty report on Form 10-Q of JAKKS Pacific, Inc. ("Registrant™);

Based on my kpowledge, this report does siot contain any untrue statement of a material fact or omit [0 state 2 material fact pecessary 1o make the statements
made, iz light of the circumstances under which such staternents were made, not misleading with respect to the period covered by this repost;

Based cn my kaowiedge, the financial staterments, and cther financial information inchuded in this report, fairly present in all material respects the financial
condition, results of operations and cash flows of the registrant as of, and for, the periods presented i this report;

The registrant’s other certifying offices(s) and 1 are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange
Act Rules 13a~15(e) and 15d~15(e)) and internal control over financial reporting {as defined in Exchange Act Rules 13a—-15(f) and 15d-15(f)) for the registrant
and have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures 10 be designed under our supervision, to ensure
that material information relating fo the registrant, including its consolidated subsidiaries, is made kaown o us by others within those entities, particuiarly
during the peried in which this reportis being prepared;

b) designed such internal controls over financial reporting, or cansed such internal controls over financial reporting to be designed ander our
supervision, to provide reasonabie assurance regarding the reliability of financial statements for external purposes in accordance with generally accepted
accounting principles;

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

dy disclosed in this report any change in the registrant’s internal control over financial reporting that occurved during the registrant’s most recent fiscal
quarter (the registrant’s fourth fiscal quarter in the case of an annuail report) that has materialty affected, or is reasonably likely to materiaily affect, the
registrant’s internal control over financial reporting; and

The registrant’s other certifying officer(s) and 1 have disciosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors {or persons performing the equivalent functions):

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

b) Any fraud, whether or not material, that involves management or other employees who have a significamnt role in the registrant’s infernal control over
financial reposting,

By: /s/ JOEL M, BENNETT

Joel M. Bennett
Chief Firancial Officer

Date: November 9, 2004
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Exhibit 32.1

Written Statement of the Chiel Bxecutive Officer Pursuant to 18 U.S.C. Section 1350

Pursuant (0 18 U.8.C. Section 1350, the undersigned officer of JAKKS Pacific, Inc. (“Registzant™), bereby certifies that the Registrant’s Quarterly Report on
Form 10-Q for the three and nine months ended September 30, 2004 (the “Repozt”) fully complies with the requirements of Section 13(a) or 15(d), as applicable,
of the Securities Exchange Act of 1934 and that the information contained in the Report fairly preseats, in all materiai respects, the financial condition and results
of operations of the Registrant.

/3! JACK FRIEDMAN

Jack Friedman
Chairman and Chief Executive Officer

Date: November 9, 2004
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Exhibit 32.2

Written Statemment of the Chief Financial Officer Pursuant to 18 U.S.C, Section 1350

Pursuant to 18 U.5.C. Section 1359, the undersigned officer of JAKKS Pacific, inc. ("Registrant”), hereby certifies that the Registrant’s Quarterly Report on
Form 10~} for the three and nine months ended September 30, 2004 (the “Report”™) fully complies with the requirerents of Section 13(a) or 15(d), as applicable,

of the Securities Exchange Act of 1934 and that the information ¢ontained in the Report fairly presents, in all material respects, the financial condition and resulis
of operations of the Registrant.

fsf JOEL M. BENNETT

Joel M. Benmett
Chief Financial Officer

Date: November G, 2004
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