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Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).

Yes o No «x.

There were 707,962,629 shares of Common Stock ($1 par value) outstanding as of December 8, 2006.

PART I [ FINANCIAL INFORMATION
Item 1. Financial Statements.
THE KROGER CO.

CONSOLIDATED STATEMENTS OF OPERATIONS
(in millions, except per share amounts)

(unaudited)
Third Quarter Three Quarters
Ended Ended
November November November November
4, 5, 4, 3,
2006 2005 2006 2005
Sales $14,699 $14,020 $49,252 $45,833
Merchandise costs, including advertising, warehousing, and transportation,
excluding items shown separately below 11,131 10,596 37,387 34,503
Operating, general and administrative 2,685 2,556 8,862 8,380
Rent 139 166 488 514
Depreciation and amortization 295 287 973 969
Operating profit 449 415 1,542 1,467
Interest expense 107 114 372 394
Earnings before income tax expense 342 301 1,170 1,073
Income tax expense 127 116 440 397
Net earnings $ 215  $ 185 $ 730 $ 676
Net earnings per basic common share $ 030 $ 026 $ 1.02 $ 0.93
Average number of common shares used in basic calculation 712 724 718 725
Net earnings per diluted share $ 030 $ 025 $ 1.01 $ 0.92
Average number of common shares used in diluted calculation 720 732 725 731
The accompanying notes are an integral part of the Consolidated Financial Statements.
THE KROGER CO.
CONSOLIDATED BALANCE SHEETS
(in millions, except per share amounts)
(unaudited)
November Januar
4, 28,
2006 2006
ASSETS
Current assets
Cash - In stores $ 141 $ 147
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Cash - Temiorai cash investments

C Depositsinwansic 596 s

Receivables

LIFO credit

Preiaid and other current assets

Goodwill 2,192 2,192

Current liabilities

Accounts iaiable 3,847 3,550

Deferred income taxes 217 217

Total current liabilities 7,589 6,715

Face-value loni-term debt includini obliiations under caiital leases and ﬁnancini obliiations 6,127 6,651

Long-term debt including obligations under capital leases and financing obligations 6,147 6,678
Other long-term liabilities 1,796 1,856

 TotalLiabilities 16310 16,092
Commitments and contingencies 1
SHAREOWNERS'EQUITY 1
Preferred stock, $100 par, 5 shares authorized and unissued Q0 [

Common stock, $1 par, 1,000 shares authorized; 934 shares issued in 2006 and 927 shares issued in
2005 934 927

Accumulated other comirehensive loss 238 i243

Common stock in treasury, at cost, 227 shares in 2006 and 204 shares in 2005 (3,905) (3,403
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The accompanying notes are an integral part of the Consolidated Financial Statements.

THE KROGER CO.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in millions and unaudited)

Three Quarters
Ended

November Novembe
4, 5,
2006 2005

Cash Flows from Operating Activites |
Net earnings $ 730 $ 676
— 1l |

Depreciation and amortization 973 969

Stock option expense 55

6

Deferred income taxes (91) (62)

Chanies in operatini assets and liabilities net of effects from acquisitions of businesses

Receivables (38) (3)

Prepaid expenses 277 321

51 116

(300)

Contribution to Compani-sponsored pension plans (150)

. Netcashprovided by operating activities 181 2049
Cash Flows from Investing Activities il |

Paiments for properi and equipment (1,178) (1,011)

Accrued expenses

Other (40) (22)
. Netcashusedby investing activities (1,092 (972
Cash Flows from Financing Activities il |

Dividends paid

Proceeds from lease-financini transactions 15
Borrowinis (paﬁents) on bank revolver 265 (629)

(202)

Treasui stock purchases (527)

Other 22 0
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Net cash used by financing activities (808) (984)

Net increase (decrease) in total cash (69) 93
Total cash:

Beginning of year 210 144

End of quarter $ 141 $ 237

Reconciliation of capital expenditures

Payments for property and equipment $ (1,178 $ (1,011)
Changes in construction-in-progress payables (48) 2
Total capital expenditures $ (1,226) $ (1,009

Supplemental cash flow information
Cash paid during the year for interest $ 412 $ 442

Cash paid during the year for income taxes $ 292 112
The accompanying notes are an integral part of the Consolidated Financial Statements.

&

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
All amounts are in millions except per share amounts.

Certain prior-year amounts have been reclassified to conform to current-year presentation.
1. ACCOUNTING POLICIES
Basis of Presentation and Principles of Consolidation

The accompanying financial statements include the consolidated accounts of The Kroger Co. and its
subsidiaries. The January 28, 2006 balance sheet was derived from audited financial statements and, due to its
summary nature, does not include all disclosures required by generally accepted accounting principles (JGAAP[).
Significant intercompany transactions and balances have been eliminated. References to the JCompany[] in these
Consolidated Financial Statements mean the consolidated company.

In the opinion of management, the accompanying unaudited Consolidated Financial Statements include all
normal, recurring adjustments that are necessary for a fair presentation of results of operations for such periods
but should not be considered as indicative of results for a full year. The financial statements have been prepared
by the Company pursuant to the rules and regulations of the Securities and Exchange Commission (JSEC[]). Certain
information and footnote disclosures normally included in financial statements prepared in accordance with
GAAP have been omitted, pursuant to SEC regulations. Accordingly, the accompanying Consolidated Financial
Statements should be read in conjunction with the fiscal 2005 Annual Report on Form 10-K of The Kroger Co.
filed with the SEC on April 7, 2006.

The unaudited information in the Consolidated Financial Statements for the third quarter and three quarters
ended November 4, 2006 and November 5, 2005 includes the results of operations of the Company for the
12-week and 40-week periods then ended.

Stock-Based Compensation Expense

Effective January 29, 2006, the Company adopted the fair value recognition provisions of Statement of
Financial Accounting Standards ([JSFAS[]) No. 123(R), Share-Based Payment, using the modified prospective
transition method and, therefore, has not restated results for prior periods. Under this method, the Company
recognizes compensation expense for all share-based payments granted after January 29, 2006, as well as all
share-based payments granted prior to, but not yet vested as of, January 29, 2006, in accordance with SFAS No.
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123(R). Under the fair value recognition provisions of SFAS No. 123(R), the Company recognizes share-based
compensation expense, net of an estimated forfeiture rate, over the requisite service period of the award. Prior to
the adoption of SFAS No. 123(R), the Company accounted for share-based payments under Accounting Principles
Board Opinion No. 25, [JAccounting for Stock Issued to Employees,[] and the disclosure provisions of SFAS No. 123.
For further information regarding the adoption of SFAS No. 123(R), see Note 2 to the Consolidated Financial
Statements.

Store Closing and Other Expense Allowances

All closed store liabilities related to exit or disposal activities initiated after December 31, 2002, are accounted
for in accordance with SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities. The
Company provides for closed store liabilities relating to the present value of the estimated remaining
noncancellable lease payments after the closing date, net of estimated subtenant income. The Company estimates
the net lease liabilities using a discount rate to calculate the present value of the remaining net rent payments on
closed stores. The closed store lease liabilities usually are paid over the lease terms associated with the closed
stores, which generally have remaining terms ranging from one up to 20 years. Adjustments to closed store
liabilities primarily relate to changes in subtenant income and lease buyouts. Adjustments are made for changes
in estimates in the period in which the change becomes known. Store closing liabilities are reviewed quarterly to
ensure that any accrued amount that is not a sufficient estimate of future costs, or that no longer is needed for its
originally intended purpose, is adjusted to income in the proper period.

Owned stores held for disposal are reduced to their estimated net realizable value. Costs to reduce the
carrying values of property, equipment and leasehold improvements are accounted for in accordance with the
Company[Js policy on impairment of long-lived assets. Inventory write-downs, if any, in connection with store
closings, are classified in [[Merchandise costs.[] Costs to transfer inventory and equipment from closed stores are
expensed as incurred.

The following table summarizes accrual activity for future lease obligations of stores closed in the normal
course of business.

Future Lease Obligations

2006 2005
Balance at beginning of year $ 65 $ 65
Additions 7 19
Payments (6) (11)
Adjustments (22) (4)
Balance at end of third quarter $ 44 $ 69

The Company recorded asset impairments in the normal course of business totaling $6 in the third quarter of
2006 and $10 in the third quarter of 2005. During the first three quarters of 2006 and 2005, the Company
recorded asset impairments in the normal course of business totaling $44 and $38, respectively.

In addition, the Company maintains a $48 liability for facility closure costs for locations closed in California
prior to the Fred Meyer merger in 1999 and an $8 liability for store closing costs related to two distinct,
formalized plans that coordinated the closing of several locations over relatively short periods of time in 2000 and
2001.

2. STOCK OPTION PLANS

Prior to January 29, 2006, the Company applied Accounting Principles Board Opinion No. 25, JAccounting for
Stock Issued to Employees,[] (JAPB No. 25[]) and related interpretations, in accounting for its stock option plans and
provided the required pro-forma disclosures of SFAS No. 123. APB No. 25 provided for recognition of
compensation expense for employee stock awards based on the intrinsic value of the award on the grant date.
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The Company grants options for common stock ([Jstock options[]) to employees, as well as to its non-employee
directors, under various plans at an option price equal to the fair market value of the stock at the date of grant.
Although equity awards may be made throughout the year, it has been the Company[]s practice typically to make
an annual grant in conjunction with the May meeting of its Board of Directors.

Stock options typically expire 10 years from the date of grant. Stock options vest in one year to five years from
the date of grant or, for certain stock options, the earlier of the Company[Js stock reaching certain pre-determined
and appreciated market prices or nine years and six months from the date of grant. Under APB No. 25, the
Company did not recognize compensation expense for these stock option grants. At November 4, 2006,
approximately 18 shares of common stock were available for future options under these plans.

In addition to the stock options described above, the Company awards restricted stock to employees under
various plans. The restrictions on these awards generally lapse in one year to five years from the date of the
awards and expense is recognized over the lapsing cycle. Under APB No. 25, the Company generally recorded
expense for restricted stock awards in an amount equal to the fair market value of the underlying stock on the
date of award. As of November 4, 2006, approximately six shares of common stock were available for future
restricted stock awards under the 2005 Long-Term Incentive Plan (the [JPlan[]). The Company has the ability to
convert shares available for issuance under the Plan to shares available for restricted stock awards. Four shares
available for other awards can be converted into one share available for restricted stock awards.

All awards become immediately exercisable upon certain changes of control of the Company.

Historically, stock option awards were granted to various employees throughout the organization. Restricted
stock awards, however, were limited to approximately 150 associates, including members of the Board of
Directors and certain members of senior management. Beginning in 2006, the Company began issuing a
combination of stock option and restricted stock awards to those employees who previously received only stock
option awards, in an effort to further align those employees[] interests with those of the Company[]s non-employee
shareholders. As a result, the number of stock option awards granted in 2006 decreased and the number of
restricted stock awards granted increased.

Changes in options outstanding under the stock option plans are summarized below.

Stock Options
Shares
subject Weighted-average
exercise

to option price
Outstanding, January 28, 2006 59.3 $ 19.03
Granted 3.2 $ 19.99
Exercised (7.2) $ 12.75
Canceled or Expired (1.0) $ 21.02
Outstanding, November 4, 2006 54.3 $ 19.88

A summary of stock options outstanding and exercisable at November 4, 2006 follows:

Options Outstanding Options Exercisable
Weighted-average

remaining
Number contractual life Weighted-average Options Weighted-average
exercise exercise
Range of exercise prices outstanding (in years) price exercisable price
$7.94 -$14.93 9.5 4.26 $ 14.23 7.9 $ 14.10
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$14.94 - $16.39 6.2 8.41 $ 16.35 22 $ 16.31
$16.40 - $17.31 10.7 5.55 $ 16.96 7.4 $ 16.90
$17.32 - $22.99 9.5 4.42 $ 20.95 5.2 $ 21.38
$23.00 - $31.91 18.4 4.00 $ 25.13 152 $ 25.18
$7.94 - $31.91 54.3 4.93 $ 19.88 379 $ 20.22

The weighted-average remaining contractual life for options exercisable at November 4, 2006 was
approximately 4.2 years.

Restricted Stock

Weighted-average

Restricted shares grant-date

outstanding fair value
Outstanding, January 28, 2006 0.7 $ 17.85
Granted 2.2 $ 20.06
Lapsed (0.3) $ 17.25
Canceled or Expired (0.1) $ 19.31
Outstanding, November 4, 2006 2.5 $ 19.86

Adoption of SFAS No. 123(R)

Effective January 29, 2006, the Company adopted the provisions of SFAS No. 123(R), Share-Based Payment,
using the modified-prospective transition method. Under this method, the Company recognizes compensation
expense for all share-based awards granted prior to, but not yet vested as of, January 29, 2006 based on the grant
date fair value estimated in accordance with the original provisions of SFAS No. 123, Accounting for Stock-Based
Compensation. For all share-based awards granted on or after January 29, 2006, the Company recognizes
compensation expense based on the grant date fair value estimated in accordance with the provisions of SFAS
No. 123(R).

In accordance with the provisions of the modified-prospective transition method, results for prior periods have
not been restated. Compensation expense for all share-based awards described above was recognized using the
straight-line attribution method applied to the fair value of each option grant, over the requisite service period
associated with each award. The requisite service period is typically consistent with the vesting period, except as
noted below. Because awards typically vest evenly over the requisite service period, compensation cost
recognized through November 4, 2006 is at least equal to the grant-date fair value of the vested portion of all
outstanding options. All of the Company(]s stock-based incentive plans are considered equity plans under SFAS No.
123(R).

The weighted-average fair value of stock options granted during the first three quarters ended November 4,
2006 and November 5, 2005, was $6.90 and $7.70, respectively. The fair value of each stock option grant was
estimated on the date of grant using the Black-Scholes option-pricing model, based on the assumptions shown in
the table below. The Black-Scholes model utilizes extensive accounting judgment and financial estimates,
including the term employees are expected to retain their stock options before exercising them, the volatility of
the Company[Js stock price over that expected term, the dividend yield over the term, and the number of awards
expected to be forfeited before they vest. Using alternative assumptions in the calculation of fair value would
produce fair values for stock option grants that could be different than those used to record stock-based
compensation expense in the Consolidated Statement of Operations.

The following table reflects the weighted average assumptions used for grants awarded to option holders:
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2006 2005
Risk-free interest rate 5.07% 4.11%
Expected dividend yield 1.50% N/A
Expected volatility 27.60% 30.83%
Expected term 7.50 Years 8.70 Years

The weighted average risk-free interest rate was based on the yield of a treasury note as of the grant date,
continuously compounded, which matures at a date that approximates the expected term of the options. During
the years presented, prior to 2006, the Company did not pay a dividend, so an expected dividend rate was not
included in the determination of fair value for options granted during fiscal year 2005. Using a dividend yield of
1.50% to value options issued in 2005 would have decreased the fair value of each option by approximately $1.60.
Expected volatility was determined based upon historical stock volatilities. Implied volatility was also considered.
Expected term was determined based upon a combination of historical exercise and cancellation experience as
well as estimates of expected future exercise and cancellation experience.

Under SFAS No. 123(R), the Company records expense for restricted stock awards in an amount equal to the
fair market value of the underlying stock on the grant date of the award.

Total stock compensation recognized in the quarter ended November 4, 2006 was $16. This included $10 for
stock options and $6 for restricted shares. A total of $5 of the restricted stock expense was attributable to the
wider distribution of restricted shares incorporated into the first quarter 2006 grant of share-based awards, and
the remaining $1 of restricted stock expense related to previously issued restricted stock. The incremental
compensation expense attributable to the adoption of SFAS No. 123(R) in the third quarter of 2006 was $15,
pretax, or $9 and $0.01 per basic and diluted share, after tax. Stock compensation cost recognized in the third
quarter ended November 5, 2005, related entirely to restricted stock grants, was $2, pre-tax.

Total stock compensation recognized in the three quarters ended November 4, 2006 was $55, pre-tax. This
included $40 for stock options and $15 for restricted shares. A total of $12 of the restricted stock expense was
attributable to the wider distribution of restricted shares incorporated into the first quarter 2006 grant of
share-based awards, and the remaining $3 of restricted stock expense related to previously issued restricted
stock. The incremental compensation expense attributable to the adoption of SFAS No. 123(R) in the first three
quarters of 2006 was $52, pre-tax, or $32 and $0.04 per basic and diluted share, after tax. Stock compensation
expense recognized in the three quarters ended November 5, 2005, related entirely to restricted stock grants,
was $6, pre-tax.

These costs were recognized as operating, general and administrative costs in the Company[]s Consolidated
Statements of Operations for the three quarters ended November 4, 2006 and November 5, 2005. The cumulative
effect of applying a forfeiture rate to unvested restricted shares at January 29, 2006 was not material. The pro
forma earnings effect of stock options in the prior year, in accordance with SFAS No. 123, is described below.

If compensation cost for the Company[]s stock option plans for the quarter and three quarters ended November
5, 2005 had been determined based upon the fair value at the grant date for awards under these plans consistent
with the methodology prescribed under SFAS No. 123, the Company[Js net earnings and diluted earnings per
common share would have been reduced to the pro forma amounts below:

2005
Third
Quartdiear-To-Date

Net earnings, as reported $ 185 $ 676

Add: Stock-based compensation expense included in net earnings, net of income tax benefits 1 4
Subtract: Total stock-based compensation expense determined under fair value method for

all awards, net of income tax benefits 9 (26)

Pro forma net earnings $ 177 $ 654

Net earnings per basic common share, as reported $0.26 $0.93

9
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Pro forma earnings per basic common share $0.25 $0.90
Net earnings per diluted common share, as reported $0.25 $0.92
Pro forma earnings per diluted common share $0.24 $0.89

The total intrinsic value of options exercised in the third quarter of 2006 was $3. The total amount of cash
received from the exercise of options granted under share-based payment arrangements was $14. The total
intrinsic value of options exercised in the first three quarters of 2006 was $22. The total amount of cash received
from the exercise of options granted under share-based payment arrangements was $89. As of November 4,
2006, there was $104 of total unrecognized compensation cost related to non-vested stock-based compensation
arrangements granted under the Company[Js stock option plans. This cost is expected to be recognized over a
weighted-average period of approximately one year. The total fair value of options that vested was $35 for the
three quarters ended November 4, 2006.

Shares issued as a result of stock option exercises may be newly issued shares or reissued treasury shares.
Proceeds received from the exercise of stock options, and the related tax benefit, are utilized to repurchase
shares of the Company[]s stock under a stock repurchase program adopted by the Company[]s Board of Directors.
During the third quarter of 2006 and the year-to-date period, the Company repurchased approximately seven and
11 shares, respectively, of stock in such a manner.

For share-based awards granted prior to the adoption of SFAS No. 123(R), the Company{]s stock option grants
generally contained retirement-eligibility provisions that caused the options to vest upon the earlier of the stated
vesting date or retirement. Compensation expense was calculated over the stated vesting periods, regardless of
whether certain employees became retirement-eligible during the respective vesting periods. Upon the adoption
of SFAS No. 123(R), the Company continued this method of recognizing compensation expense for awards
granted prior to the adoption of SFAS No. 123(R). For awards granted on or after January 29, 2006, options vest
based on the stated vesting date, even if an employee retires prior to the vesting date. However, the requisite
service period ends on the employee[]s retirement-eligible date. As a result, the Company recognizes expense for
stock option grants containing such retirement-eligibility provisions over the shorter of the vesting period or the
period until employees become retirement-eligible (the requisite service period). As a result of
retirement-eligibility provisions in stock option awards granted on or after January 29, 2006, approximately $6 of
compensation cost was recognized in the first three quarters of 2006, prior to the completion of stated vesting
periods.

3. DEBT OBLIGATIONS

Long-term debt consists of:

November 4, January 28,
2006 2006

Credit Facility and Commercial Paper borrowings $ 265 $ 0
4.95% to 9.20% Senior Notes and Debentures due through 2031 5,917 6,390
5.00% to 9.95% mortgages due in varying amounts through 2017 162 179
Other 145 178
Total debt, excluding capital leases and financing obligations 6,489 6,747
Less current portion (787) (527)
Total long-term debt, excluding capital leases and financing obligations $ 5,702 $ 6,220

4. COMPREHENSIVE INCOME

10
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Comprehensive income is as follows:

Third Quarter Ended Year-To-Date
November November November November
4, 5, 4, 5,
2006 2005 2006 2005
Net earnings $ 215 $ 185 $ 730 $ 676
Unrealized gain (loss) on hedging activities, net of tax™” (10) 1 5 3
Comprehensive income $ 205 $ 186 $ 735 $ 679

@ Amount is net of tax of $(6) for the third quarter of 2006 and $1 for the third quarter of 2005. Amount is net of tax of $3 for the first three
quarters of 2006 and $2 for the first three quarters of 2005.
During 2006 and 2005, other comprehensive income consisted of reclassifications of unrealized losses on cash
flow hedges into net earnings as well as market value adjustments to reflect cash flow hedges at fair value as of
the respective balance sheet dates.

5. BENEFIT PLANS

The following table provides the components of net periodic benefit costs for the Company-sponsored pension
plans and other post-retirement benefits for the third quarter of 2006 and 2005.

Third Quarter

Pension Benefits Other Benefits
2006 2005 2006 2005
Components of net periodic benefit cost:
Service cost $ 29 $ 26 $ 3 $ 3
Interest cost 33 27 5 5
Expected return on plan assets (35) (31) 0 0
Amortization of:
Prior service cost 1 1 (2) (2)
Actuarial loss 13 7 0 0
Curtailment charge 5 d 0 d
Net periodic benefit cost $ 46 $ 30 $ 6 $ 6

The following table provides the components of net periodic benefit costs for the Company-sponsored pension
plans and other post-retirement benefits for the first three quarters of 2006 and 2005.

Year-To-Date

Pension Benefits Other Benefits
2006 2005 2006 2005
Components of net periodic benefit cost:
Service cost $ 101 $ 92 $ 10 $ 9
Interest cost 104 92 16 16
Expected return on plan assets (117) (100) 0 0
Amortization of:
Prior service cost 4 4 (6) (6)
Actuarial loss 34 21 0 1
Curtailment charge 5 0 0
Net periodic benefit cost $ 131 $ 109 $ 20 $ 20

11
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The Company contributed $150 to Company-sponsored pension plans in the first three quarters of 2006.

During the quarter, the Company[]s Board of Director{]s approved the discontinuation of accrual of additional
benefits under the Company[Js cash balance formula of the Consolidated Retirement Benefit Plan (the [JCash
Balance Plan[]) effective January 1, 2007. Participants in the Cash Balance Plan will continue to earn interest
credits on their accrued benefit plus interest as of December 31, 2006, based on average Treasury rates, but will
no longer accrue cash balance pay credits under the Cash Balance Plan after December 31, 2006.

Effective January 1, 2007, the Cash Balance Plan will be replaced with a 401(k) Retirement Savings Account,
which will provide both Company matching contributions and other Company contributions based upon length of
service, to eligible employees. As a result of the decision to curtail benefits under the Cash Balance Plan, the
Company recognized a charge totaling $5 in the third quarter of 2006, which represented the recognition of
previously unrecognized prior service costs.

The Company also contributes to various multi-employer pension plans based on obligations arising from most
of its collective bargaining agreements. These plans provide retirement benefits to participants based on their
service to contributing employers. The Company recognizes expense in connection with these plans as
contributions are funded, in accordance with SFAS No. 87, Employers[] Accounting for Pensions.

6. INCOME TAXES

The effective income tax rate was 37.6% for the first three quarters of 2006 and 37.0% for the first three
quarters of 2005. The 2006 effective income tax rate differed from the federal statutory rate due to the effect of
state taxes. The 2005 effective income tax rate differed from the federal statutory rate due to the effect of state
taxes and a reduction in previously recorded tax contingency allowances.

7. EARNINGS PER COMMON SHARE

Earnings per basic common share equals net earnings divided by the weighted average number of common
shares outstanding. Earnings per diluted common share equals net earnings divided by the weighted average
number of common shares outstanding, after giving effect to dilutive stock options, restricted stock and warrants.

The following tables provide a reconciliation of net earnings and shares used in calculating earnings per basic
common share to those used in calculating earnings per diluted common share:

Third Quarter Ended Third Quarter Ended
November 4, 2006 November 5, 2005
Pe
Earnings Shares Per Share Earnings Shares Sha;
(Numerator)(Denominator) Amount (Numerator) (Denominator) Amo
Earnings per basic common share $215 712 $ 0.30 $ 185 724 $ 0.
Dilutive effect of stock options, restricted
stock and warrants 8 8
Earnings per diluted common share $215 720 $ 0.30 $ 185 732 $ 0.
Year-To-Date Year-To-Date
November 4, 2006 November 5, 2005
Pe
Earnings Shares Per Share Earnings Shares Shai
(Numerator)(Denominator) Amount (Numerator)(Denominator) Amo
Earnings per basic common share $ 730 718 $ 1.02 $ 676 725 $ 0.€

12
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Dilutive effect of stock options, restricted
stock and warrants 7 6

Earnings per diluted common share $ 730 725 $ 1.01 $ 676 731

The Company had options outstanding for approximately 21 shares and 24 shares during the third quarter of
2006 and 2005, respectively, that were excluded from the computations of earnings per diluted common share
because their inclusion would have had an anti-dilutive effect on earnings per share. For the first three quarters
of 2006 and 2005, the Company had options outstanding for approximately 29 and 25 shares, respectively, that
were excluded from the computations of diluted earnings per share because their inclusion would have had an
anti-dilutive effect on earnings per share.

8. RECENTLY ISSUED ACCOUNTING STANDARDS

In September 2006, the FASB issued SFAS No. 158, Employer[js Accounting for Defined Benefit Pension and

Other Postretirement Plans [] an amendment of FASB Statements No. 87, 99, 106, and 132(R). SFAS No. 158
requires an employer that sponsors one or more single-employer defined benefit plans to recognize in its

statement of financial position an asset for a plan[]s overfunded status or a liability for a plan[]js underfunded status.
In addition, SFAS No. 158 requires an employer to measure a plan[Js assets and obligations that determine its
funded status as of the end of the employer({]s fiscal year and recognize changes in the funded status of a defined
benefit postretirement plan in the year the changes occur and that those changes be recorded in comprehensive
income, net of tax, as a separate component of stockholder[]s equity. SFAS No. 158 also requires additional
footnote disclosure. SFAS No. 158 will become effective for the Company in the fourth quarter of 2006. The
Company is evaluating the effect SFAS No. 158 will have on its Consolidated Financial Statements.

In November 2004, the FASB issued SFAS No. 151, Inventory Costs, an amendment of ARB No. 43 Chapter
4,which clarifies that inventory costs that are [Jabnormal[] are required to be charged to expense as incurred as
opposed to being capitalized into inventory as a product cost. SFAS No. 151 provides examples of [Jabnormal[] costs
to include costs of idle facilities, excess freight and handling costs and spoilage. SFAS No. 151 became effective
for the Company(]s fiscal year beginning January 29, 2006. The adoption of SFAS No. 151 did not have a material
effect on the Company[Js Consolidated Financial Statements.

In February 2006, the FASB issued Staff Position (JFSP[]) No. 123(R)-&lassification of Options and Similar
Instruments Issued as Employee Compensation that Allow for Cash Settlement upon the Occurrence of a
Contingent Event. FSP No. 123(R)-4 addresses the classification of options and similar instruments issued as
employee compensation that allow for cash settlement upon the occurrence of a contingent event. FSP No.
123(R)-4 provides that cash settlement features that can be exercised only upon the occurrence of a contingent
event that is outside the employee[Js control do not require classifying the option or similar instrument as a
liability until it becomes probable that the event will occur. The Company adopted the provisions of FSP No.
123(R)-4 during the first quarter of 2006. The adoption did not have a material effect on the Company(]s
Consolidated Financial Statements.

In June 2006, the FASB issued Interpretation (OFIN[) No. 48ccounting for Uncertainty in Income Taxes[]Jan
interpretation of FASB Statement No. 109. FIN No. 48 prescribes a recognition threshold and measurement
attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken
in a tax return. This Interpretation also provides guidance on derecognition, classification, interest and penalties,
accounting in interim periods, disclosure, and transition. FIN No. 48 becomes effective for the Company{]s fiscal
year beginning February 4, 2007. The Company is evaluating the effect the implementation of FIN No. 48 will
have on its Consolidated Financial Statements.

In June 2006, the FASB ratified the consensus of Emerging Issues Task Force (JEITF[]) Issue No. 06-0Bow
Taxes Collected from Customers and Remitted to Governmental Authorities Should Be Presented in the Income
Statement (That Is, Gross versus Net Presentation). EITF No. 06-03 indicates that the income statement
presentation of taxes within the scope of the Issue on either a gross basis or a net basis is an accounting policy
decision that should be disclosed pursuant to Opinion 22. EITF No. 06-03 becomes effective for the Company[]s
fiscal year beginning February 4, 2007, although earlier adoption is permitted. The Company does not expect the
adoption of EITF No. 06-03 to have a material effect on its Consolidated Financial Statements.
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9. GUARANTOR SUBSIDIARIES

The Company[]s outstanding public debt (the [[Guaranteed Notes[]) is jointly and severally, fully and
unconditionally guaranteed by The Kroger Co. and certain of its subsidiaries (the [[Guarantor Subsidiaries[]). At
November 4, 2006, a total of approximately $5,917 of Guaranteed Notes were outstanding. The Guarantor
Subsidiaries and non-guarantor subsidiaries are direct or indirect wholly-owned subsidiaries of The Kroger Co.
Separate financial statements of The Kroger Co. and each of the Guarantor Subsidiaries are not presented
because the guarantees are full and unconditional and the Guarantor Subsidiaries are jointly and severally liable.
The Company believes that separate financial statements and other disclosures concerning the Guarantor
Subsidiaries would not be material to investors.

The non-guaranteeing subsidiaries represent less than 3% on an individual and aggregate basis of
consolidated assets, pre-tax earnings, cash flow and equity. Therefore, the non-guarantor subsidiaries[]
information is not separately presented in the tables below.

There are no current restrictions on the ability of the Guarantor Subsidiaries to make payments under the
guarantees referred to above. The obligations of each guarantor under its guarantee are limited to the maximum
amount permitted under Bankruptcy Law, the Uniform Fraudulent Conveyance Act, the Uniform Fraudulent
Transfer Act, or any similar Federal or state law (e.g. laws requiring adequate capital to pay dividends)
respecting fraudulent conveyance or fraudulent transfer.

The following tables present summarized financial information as of November 4, 2006 and January 28, 2006,
and for the third quarters ended, and the three quarters ended November 4, 2006 and November 5, 2005:

Condensed Consolidating
Balance Sheets
As of November 4, 2006

The
Kroger Guarantor
Co. SubsidiariesEliminationsConsolidate
Current assets
Cash, including temporary cash investments $ 1 $ 142 % o $ 141
Deposits in-transit 69 527 0 596
Accounts receivable 158 1,488 (928) 718
Inventory, net 513 4,455 0 4,968
Prepaid and other current assets 59 191 0 250
Total current assets 798 6,803 (928) 6,673
Property, plant and equipment, net 1,388 10,165 0 11,553
Goodwill 56 2,136 0 2,192
Other assets and investments 603 1,153 (1,253) 503
Investment in and advances to subsidiaries 11,679 0 (11,679) L
Total assets $ 14,524 $20,257 $(13,860) $20,921
Current liabilities
Current portion of long-term debt including obligations under capital
leases and financing obligations $ 814 $ 0$ o $ 814
Accounts payable 1,549 4,479 (2,181) 3,847
Other current liabilities (205) 3,133 0 2,928
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. Totalcurrentliabilites 2158 7612  (2181) 7,589

s mnaeensesseeeny | 1 | BN

Face value long-term debt including obligations under capital leases

and financini obliiations 6,127 0 6,127

Other long-term liabilities 1,608 2,574

__-_-_-_-
11679 (11679) 4611
| $20257 $(13,860) $20,921

Condensed Consolidating
Balance Sheets
As of January 28, 2006

The
Kroger Guarantor
Co. Subs1d1ar1esEllm1natlonsConsolldated
Cash, 1nclud1ni temporai cash investments
Accounts receivable 1,088 (928)
Prepaid and other current assets 355 241 0 596

 Totalcurremtassets 1988 5406  (928) 6466
Property, plant and equipment, net 1255 10110 [0 11365
Goodwill 56 2,136 2,192
Other assets and investments 501 968 i_

Investment in and advances to subsidiaries 10,808 (10,808) 0

. Totalassets  §14698 §18620 $(12,836) $20482
Currentliabiliies

Current portion of long-term debt including obligations under

capital leases and ﬁnancmi obhiatlons 554

Other current liabilities (151) 2,762 2 611

_--_-
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Long-term debt including obligations under capital leases and financing
obligations
Face value long-term debt including obligations under capital leases

and financing obligations 6,651 0 0 6,651
Adjustment to reflect fair value interest rate hedges 27 0 0] 27
Long-term debt including obligations under capital leases

and financing obligations 6,678 0 0 6,678

Other long-term liabilities 1,864 835 0 2,699
Total liabilities 10,308 7,812 (2,028) 16,092
Shareowners[] Equity 4,390 10,808 (10,808) 4,390
Total liabilities and shareowners[] equity $14,698 $18,620 $(12,836) $20,482
Condensed Consolidating
Statements of Operations
For the Quarter Ended November 4, 2006
The
Kroger Guarantor
Co. Subsidiaries EliminationsConsolidated
Sales $ 2,094 $ 12,834 $ (229) $ 14,699
Merchandise costs, including warehousing and transportation 1,608 9,752 (229) 11,131
Operating, general and administrative 406 2,279 0 2,685
Rent 35 104 0 139
Depreciation and amortization 29 266 0 295
Operating profit 16 433 0 449
Interest expense 106 1 0 107
Equity in earnings of subsidiaries 283 0 (283) 0
Earnings (loss) before income tax expense 193 432 (283) 342
Income tax expense (benefit) (22) 149 O 127
Net earnings (loss) $ 215 $ 283 $ (283) $ 215
Condensed Consolidating
Statements of Operations
For the Quarter Ended November 5, 2005
The
Kroger Guarantor
Co. Subsidiaries EliminationsConsolidated
Sales $ 2,013 $ 12,164 $ (157) $ 14,020
Merchandise costs, including warehousing and transportation 1,541 9,210 (155) 10,596
Operating, general and administrative 389 2,167 0 2,556
Rent 34 134 (2) 166

16



Edgar Filing: KROGER CO - Form 10-Q

Depreciation and amortization 62
Operating profit (loss) (13)
Interest expense 113
Equity in earnings of subsidiaries 381
Earnings (loss) before income tax expense 255
Income tax expense 70
Net earnings $ 185

225

428

427
46

$ 381

0

U
(381)

(381)
0

$ (381)

287

415

114

301

116

185

Condensed Consolidating
Statements of Operations

For the Three Quarters Ended November 4, 2006

The
Kroger

Co.
Sales $ 7,045
Merchandise costs, including warehousing and transportation 5,669
Operating, general and administrative 1,357
Rent 111
Depreciation and amortization 110
Operating profit (loss) (202)
Interest expense 367
Equity in earnings of subsidiaries 1,233
Earnings (loss) before income tax expense 664
Income tax expense (benefit) (66)
Net earnings $ 730

Condensed Consolidating
Statements of Operations

Guarantor

Subsidiaries Eliminations Consolidated
$ (745)
(745)

$ 42,952
32,463
7,505

377

863

1,744
5
1,739

506

$ 1,233

For the Three Quarters Ended November 5, 2005

The
Kroger
Co.
Sales $ 6,502
Merchandise costs, including warehousing and transportation 5,173
Operating, general and administrative 1,251
Rent 123
Depreciation and amortization 104
Operating profit (loss) (149)
Interest expense 387
Equity in earnings of subsidiaries 1,149

Guarantor

0
i
0

0
i

O (1,233)

(1,233)

0

$ (1,233)

$ 49,252
37,387
8,862

488

973

1,542
372

0

1,170
440

$ 730

Subsidiaries Eliminations Consolidated
$ (661)
(655)

$ 39,992
29,985
7,129

397

865

1,616
7

0

i
(6)
i

(1,149)

$ 45,833
34,503
8,380

514

969

1,467

394
0
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Earnings (loss) before income tax expense 613 1,609 (1,149) 1,073
Income tax expense (benefit) (63) 460 O 397
Net earnings $ 676 $ 1,149 $ (1,149) $ 676
Condensed Consolidating
Statements of Cash Flows
For the Quarter Ended November 4, 2006
Guarantor
The Kroger Co. Subsidiaries Consolidated
Net cash provided by operating activities $ (75) $ 1,906 $ 1,831
Cash flows from investing activities:
Capital expenditures, excluding acquisitions (100) (1,078) (1,178)
Other 60 26 86
Net cash used by investing activities (40) (1,052) (1,092)
Cash flows from financing activities:
Dividends paid (94) 0 (94)
Proceeds from issuance of debt 280 0 280
Reductions in debt (543) 0 (543)
Proceeds from issuance of capital stock 89 0 89
Treasury stock purchases (527) O (527)
Other (1) (12) (13)
Net change in advances to subsidiaries 871 (871) 0
Net cash provided (used) by financing activities 75 (883) (808)
Net decrease in cash (40) (29) (69)
Cash:
Beginning of year 39 171 210
End of quarter $ (1) $ 142 $ 141
Condensed Consolidating
Statements of Cash Flows
For the Quarter Ended November 5, 2005
Guarantor
The Kroger
Co. Subsidiaries Consolidated
Net cash provided by operating activities $ 1,071 $ 978 $ 2,049
Cash flows from investing activities:
Capital expenditures, excluding acquisitions (125) (886) (1,011)
Other 17 22 39
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Net cash used by investing activities (108) (864) (972)

Cash flows from financing activities:

Proceeds from issuance of debt 13 0 13
Reductions in debt (657) (33) (690)
Proceeds from issuance of capital stock 76 0 76
Treasury stock purchases (202) 0 (202)
Other 1 (182) (181)
Net change in advances to subsidiaries (201) 201 0
Net cash used by financing activities (970) (14) (984)
Net increase (decrease) in cash (7) 100 93
Cash:
Beginning of year 32 112 144
End of quarter $ 25 $ 212 $ 237

10. COMMITMENTS AND CONTINGENCIES
The Company continuously evaluates contingencies based upon the best available evidence.

Management believes that allowances for loss have been provided to the extent necessary and that its
assessment of contingencies is reasonable. Allowances for loss are included in other current liabilities and other
long-term liabilities. To the extent that resolution of contingencies results in amounts that vary from
management[]s estimates, future earnings will be charged or credited.

The principal contingencies are described below.

Insurance[] The Company[]s workers[] compensation risks are self-insured in certain states. In addition, other
workers[] compensation risks and certain levels of insured general liability risks are based on retrospective
premium plans, deductible plans, and self-insured retention plans. The liability for workers[] compensation risks is
accounted for on a present value basis. The liability for general liability risks is not present-valued. Actual claim
settlements and expenses incident thereto may differ from the provisions for loss.

The Company is self-insured for property-related losses. The Company has purchased stop-loss coverage to
limit its exposure to losses in excess of $25 on a per claim basis, except in the case of an earthquake, for which
stop-loss coverage is $50 per claim, up to $200 per claim in California and $300 outside of California.

Litigation[] In December, 2005, the United States Attorney[Js Office for the Central District of California notified
the Company that a federal grand jury had returned an indictment against Ralphs Grocery Company ([JRalphs[]), a
wholly-owned subsidiary of The Kroger Co., with regard to Ralphs[] hiring practices during the labor dispute from
October 2003 through February 2004 (United States of America v. Ralphs Grocery Company, United States
District Court for the Central District of California, CR No. 05-1210 PA). The indictment alleged a criminal
conspiracy and other criminal activity resulting in some locked-out employees being allowed or encouraged to
work under false identities or false Social Security numbers, despite Company policy forbidding such conduct. In
addition, these alleged hiring practices were the subject of claims that Ralphs[] conduct of the lockout was
unlawful, and that Ralphs is liable under the National Labor Relations Act (ONLRA[]). The Los Angeles Regional
Office of the National Labor Relations Board (ONLRB[]) notified the charging parties that all charges alleging that
Ralphs[] lockout violated the NLRA have been dismissed. That decision was appealed by the charging parties to the
General Counsel of the NLRB.

On June 30, 2006, Ralphs entered into an agreement that included a plea of guilty to some of the charges in
the indictment. That agreement resolved both the criminal litigation with Ralphs and the NLRB proceedings upon
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approval by the Court on October 16, 2006. On October 20, 2006, the NLRB[Js general counsel approved the
withdrawal of the unfair labor practice charges pending against Ralphs. On October 20, 2006, Ralphs paid a fine
of $20 million and established a restitution fund of $50 million. These matters were finally resolved on November
14, 2006 when Ralphs was sentenced to three years probation.

On February 2, 2004, the Attorney General for the State of California filed an action in Los Angeles federal
court (California, ex rel Lockyer v. Safeway, Inc. dba Vons, a Safeway Company; Albertson[js, Inc. and Ralphs
Grocery Company, a division of The Kroger Co., United States District Court Central District of California, Case
No. CV04-0687) alleging that the Mutual Strike Assistance Agreement (the [JAgreement[]) between the Company,
Albertson[Js, Inc. and Safeway Inc. (collectively, the [JRetailers[]), which was designed to prevent the union from
placing disproportionate pressure on one or more of the Retailers by picketing such Retailer(s) but not the other
Retailer(s) during the labor dispute in southern California, violated Section 1 of the Sherman Act. The lawsuit
seeks declarative and injunctive relief. On May 25, 2005, the Court denied a motion for a summary judgment filed
by the defendants. Ralphs and the other defendants filed a notice of an interlocutory appeal to the United States
Court of Appeals for the Ninth Circuit. On November 29, 2005, the appellate court dismissed the appeal. On
December 7, 2006, the Court denied a motion for summary judgment filed by the State of California. The
Company continues to believe it has strong defenses against this lawsuit and is vigorously defending it. Although
this lawsuit is subject to uncertainties inherent to the litigation process, based on the information presently
available to the Company, management does not expect that the ultimate resolution of this action will have a
material adverse effect on the Company[]s financial condition, results of operations or cash flows.

Various claims and lawsuits arising in the normal course of business, including suits charging violations of
certain antitrust and civil rights laws, are pending against the Company. Some of these purport or have been
determined to be class actions and/or seek substantial damages. Any damages that may be awarded in an
antitrust case will be automatically trebled. Although it is not possible at this time to evaluate the merits of all
these claims and lawsuits, nor their likelihood of success, the Company is of the belief that any resulting liability
will not have a material adverse effect on the Company[]s financial position.

The Company continually evaluates its exposure to loss contingencies arising from pending or threatened
litigation and believes it has made adequate provisions therefor. Nonetheless, assessing and predicting the
outcomes of these matters involves substantial uncertainties. It remains possible that despite management[]s
current belief, material differences in actual outcomes or changes in management[]s evaluation or predictions
could arise that could have a material adverse effect on the Company(Js financial condition or results of operation.

Guarantees[] The Company periodically enters into real estate joint ventures in connection with the
development of certain properties. The Company usually sells its interest in such partnerships upon completion of
the projects. As of November 4, 2006, the Company was a partner with 50% ownership in two real estate joint
ventures for which it has guaranteed approximately $6 of debt incurred by the ventures. Based on the covenants
underlying this indebtedness as of November 4, 2006, it is unlikely that the Company will be responsible for
repayment of these obligations.

Assignments [[The Company is contingently liable for leases that have been assigned to various third parties in
connection with facility closings and dispositions. The Company could be required to satisfy obligations under
leases if any of the assignees are unable to fulfill their lease obligations. Due to the wide distribution of the
Company[Js assignments among third parties, and various other remedies available, the Company believes the
likelihood that it will be required to satisfy a material amount of these obligations is remote.

Benefit Plans [] The Company administers certain non-contributory defined benefit retirement plans for
substantially all non-union employees and some union-represented employees as determined by the terms and
conditions of collective bargaining agreements. Funding for the pension plans is based on a review of the specific
requirements and an evaluation of the assets and liabilities of each plan.

In addition to providing pension benefits, the Company provides certain health care benefits for retired
employees. Funding for the retiree health care benefits occurs as claims or premiums are paid.

The determination of the obligation and expense for the Company{]s pension and other post-retirement benefits
is dependent on the Company[]s selection of assumptions used by actuaries in calculating those amounts. Those
assumptions are described in the Company[]s fiscal 2005 Annual Report on Form 10-K and include, among others,
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the discount rate, the expected long-term rate of return on plan assets, and the rates of increase in compensation
and health care costs. Actual results that differ from the assumptions are accumulated and amortized over future
periods and, therefore, generally affect the recognized expense and recorded obligation in such future periods.
While the Company believes that the assumptions are appropriate, significant differences in actual experience or
significant changes in assumptions may materially affect the pension and other post-retirement obligations and
future expense.

The Company contributed $150 to its Company-sponsored pension plans in the first three quarters of 2006.
The Company expects these contributions will reduce its minimum required contributions in future years. Among
other things, investment performance of plan assets, the interest rates required to be used to calculate pension
obligations and future changes in legislation will determine the amounts of any additional contributions. The
Company is currently evaluating the effect, if any, that the Pension Protection Act of 2006 will have on future
funding requirements.

The Company also contributes to various multi-employer pension plans based on obligations arising from most
of its collective bargaining agreements. These plans provide retirement benefits to participants based on their
service to contributing employers. The benefits are paid from assets held in trust for that purpose. Trustees are
appointed in equal number by employers and unions. The trustees typically are responsible for determining the
level of benefits to be provided to participants as well as for such matters as the investment of the assets and the
administration of the plans.

Based on the most recent information available to it, the Company believes that the present value of actuarial
accrued liabilities in most or all of these multi-employer plans substantially exceeds the value of the assets held in
trust to pay benefits. Because the Company is only one of a number of employers contributing to these plans, it is
difficult to ascertain what the Company(]s [Jshare[] of the underfunding would be, although we anticipate the
Company[]Js contributions to these plans will increase each year. Although underfunding can result in the
imposition of excise taxes on contributing employers, other factors such as increased contributions, changes in
benefits, and improved investment performance can reduce underfunding so that excise taxes are not triggered.
Moreover, if the Company were to exit certain markets or otherwise cease making contributions to these funds,
the Company could trigger a substantial withdrawal liability. Any adjustment for withdrawal liability will be
recorded when it is probable that a liability exists and can be reasonably determined, in accordance with SFAS
No. 87, Employers[] Accounting for Pensions.

11. FAIR VALUE INTEREST RATE HEDGES

In 2003, the Company reconfigured a portion of its interest derivative portfolio by terminating six interest rate
swap agreements that were accounted for as fair value hedges. Approximately $114 of proceeds received as a
result of these terminations were recorded as adjustments to the carrying values of the underlying debt and are
being amortized over the remaining lives of the debt. As of November 4, 2006, the unamortized balances totaled
approximately $50.

At the end of the third quarter of 2006, the Company maintained six interest rate swap agreements that are
being accounted for as fair value hedges. As of November 4, 2006, liabilities totaling $30 have been recorded to
reflect the fair value of these agreements, offset by reductions in the fair value of the underlying debt. In
addition, the Company maintained three forward-starting interest rate swap agreements, with an aggregate
notional amount totaling $750. As of November 4, 2006, assets totaling $8 have been recorded to reflect the fair
value of these agreements, offset by increases in Other Comprehensive Income.

12. SUBSEQUENT EVENTS

On November 15, 2006, the Company entered into a new $2.5 billion, five-year credit agreement that
terminates in 2011. The Company entered into the agreement to replace its two existing credit agreements, to
consolidate them into one five-year facility, and to make improvements to its pricing grid as well as other
modifications.

Item 2. Management[Js Discussion and Analysis of Financial Condition and Results of Operations.
The following analysis should be read in conjunction with the Consolidated Financial Statements.
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OVERVIEW

Third quarter total sales increased 4.8% to $14.7 billion. Identical supermarket sales increased 4.9% with fuel
and 5.3% without fuel. Supermarket retail fuel prices were about 10% lower this year versus last year, which
accounts for the lower growth rate when including fuel. The growth in sales is broad-based across the Company(]s
regional divisions and among the departments of the store. We experienced particularly strong growth in
Produce, Natural Foods, Deli/Bakery, Pharmacy, and Seafood.

Our fuel business had a strong quarter [] in both gallons and margin. While fuel margins for the quarter were
strong, on a year-to-date basis they were more normalized.

For the third quarter of 2006, net earnings totaled $215 million, or $0.30 per diluted share. These results
included $0.01 per diluted share due to the adoption of the fair value provisions of SFAS No. 123(R) for
recognizing stock option expense. Net earnings for the first three quarters of 2006 totaled $730 million. These
results included expense of $0.04 per diluted share due to the adoption of the provisions of SFAS No. 123(R) and
$0.03 per diluted share in the first quarter for increased legal reserves associated with the legal proceedings
arising from hiring practices at our Ralphs subsidiary during the 2003-2004 labor dispute.

Our results demonstrate Kroger{Js strategic plan to consistently deliver strong, sustainable growth over time.
We continue to increase sales and invest in lower prices for our customers. We are balancing operating cost
reductions with investments aimed at improving the overall shopping experience.

Based on our year-to-date financial performance and sustained sales momentum, we now anticipate identical
supermarket sales growth will exceed 5.0% for the fourth quarter, excluding fuel. We also raised our guidance for
earnings per share growth in 2006 to 8-10%, including the legal reserve charged in the first quarter and the 53
week in the fiscal year.

RESULTS OF OPERATIONS
Net Earnings

Net earnings totaled $215 million for the third quarter of 2006, an increase of 16.2% from net earnings of
$185 million for the third quarter of 2005. Net earnings totaled $730 million for the first three quarters of 2006,
an increase of 8.0% from net earnings of $676 million for the first three quarters of 2005. The increase in our
quarter and year-to-date net earnings was the result of leveraging our fixed costs by strong identical sales growth
and improvements in net interest and rent expense, offset by stock option expense, charges recorded to increase
legal reserves during the first quarter, and a LIFO charge of $30 million booked in the third quarter of 2006
compared to $8 million in the third quarter of 2005.

Earnings of $0.30 per diluted share for the third quarter of 2006, including $0.01 per diluted share for stock
option expense, represented an increase of 20.0% over net earnings of $0.25 per diluted share for the third
quarter of 2005. Earnings of $1.01 per diluted share for the first three quarters of 2006 represented an increase
of 9.8% over net earnings of $0.92 for the first three quarters of 2005. Earnings per share growth resulted from
increased net earnings and the repurchase of 27 million shares of our stock over the past four quarters.

Sales

Total Sales
(in millions)

Third quarter Year-To-Date
Percentage Percentage Percentage
2006 Increase 2005 Increase 2006 Increase 2005
Total supermarket sales
without fuel $ 12,815.9 5.4% $ 12,156.8 49% $ 42,795.8 5.9% ¢ 40,413.0
Total supermarket fuel sales 1,012.3 2.5% 987.9 70.0% 3,464.5 26.7% 2,733.4
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Total supermarket sales $ 13,828.2 5.2% $ 13,144.7 8.0% $ 46,2603 7.2% $ 43,1464
Other sales™ 870.6 (0.6)% 875.8 27.9% 2,992.1 11.4% 2,687.0

Total sales $ 14,698.8 4.8% $ 14,020.5 9.1% $ 49,2524 7.5% $ 45,833.4

(1)  Other sales primarily relate to sales at convenience stores, including fuel, jewelry stores and sales by our
manufacturing plants to outside firms.

The change in our total sales was primarily the result of identical store sales increases and inflation in some
perishable commodities. Deflation in retail fuel prices caused identical sales growth including supermarket fuel
sales to be less than identical sales growth excluding supermarket fuel sales for the third quarter, as illustrated in
the table below. Increased transaction count and average transaction size in the third quarter of 2006 were both
responsible for our increases in identical supermarket sales, excluding fuel.

We define a supermarket as identical when it has been in operation without expansion or relocation for five

full quarters. Differences between total supermarket sales and identical supermarket sales primarily relate to
changes in supermarket square footage. Our identical supermarket sales results are summarized in the table
below. The identical supermarket dollar figures presented were used to calculate third quarter 2006 percent
changes.

Identical Supermarket Sales
(in millions)

Third quarter

2006 2005
Including fuel centers $ 13,307.5 $ 12,688.2
Excluding fuel centers $ 12,349.2 $ 11,723.1
Including fuel centers 4.9% 6.6%
Excluding fuel centers 5.3% 3.7%

We define a supermarket as comparable when it has been in operation for five full quarters, including
expansions and relocations. Our comparable supermarket sales results are summarized in the table below. The
comparable supermarket dollar figures presented were used to calculate the third quarter 2006 percent changes.

Comparable Supermarket Sales
(in millions)

Third quarter

2006 2005
Including fuel centers $ 13,615.1 $ 12,947.1
Excluding fuel centers $ 12,623.0 $ 11,963.4
Including fuel centers 5.2% 7.3%
Excluding fuel centers 5.5% 4.3%

FIFO Gross Margin

We calculate First-In, First-Out (OJFIFO[]) Gross Margin as follows: Sales minus merchandise costs plus Last-In,
First-Out (JLIFO[]) charge. Merchandise costs include advertising, warehousing and transportation, but exclude
depreciation expenses and rent expense. FIFO gross margin is an important measure used by management to
evaluate merchandising and operational effectiveness.
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Our FIFO gross margin rate was 24.48% for both the third quarters of 2006 and 2005. Retail fuel sales lower
our FIFO gross margin rate due to the very low FIFO gross margin on retail fuel sales as compared to non-fuel
sales. Excluding the effect of retail fuel operations, our third quarter FIFO gross margin rate decreased 12 basis
points compared to the third quarter of 2005, as we continue to reinvest operating cost savings in lower prices
for our customers.

Our FIFO gross margin rate declined 58 basis points to 24.20% for the first three quarters of 2006 from
24.78% for the first three quarters of 2005. Of this decline, the effect of fuel sales accounted for a 33 basis point
reduction in our FIFO gross margin rate. On a year-to-date basis, improvements in advertising and warehousing
costs helped offset slightly higher energy costs and our investments in targeted retail price reductions for our
customers, including some targeted investments in select markets to take advantage of market share
opportunities.

Operating, General and Administrative Expenses

Operating, general and administrative (JOG&A[]) expenses consist primarily of employee-related costs such as
wages, health care benefit costs and retirement plan costs. Among other items, rent expense, depreciation and
amortization expense, and interest expense are not included in OG&A. OG&A expenses, as a percent of sales,
increased four basis points to 18.27% for the third quarter of 2006 from 18.23% for the third quarter of 2005.
The effect of retail fuel operations accounted for a 10 basis point increase in our OG&A rate, reflecting the
deflation we experienced in retail fuel prices. Excluding the effect of retail fuel operations and stock option
expense, OG&A declined 17 basis points. This decline was driven by leveraging identical sales growth and by
progress we have made in controlling our health care costs, offset by continued pressure in pension expense and
credit card fees.

OG&A expenses, as a percent of sales, decreased 29 basis points to 17.99% for the first three quarters of 2006
from 18.28% for the first three quarters of 2005. Of this decline, fuel sales accounted for a 27 basis point
reduction in our OG&A rate. Similar to third quarter trends, year-to-date declining rates on non-fuel sales
reflected strong identical supermarket sales and good cost control.

Rent Expense

Rent expense was $139 million, or 0.95% of sales, for the third quarter of 2006, compared to $166 million, or
1.19% of sales, for the third quarter of 2005. For the year-to-date period, rent expense was $488 million, or
0.99% of total sales in 2006, compared to $514 million, or 1.12% of sales, in 2005. The decrease in rent expense
in the third quarter of 2006, compared to the third quarter of 2005, was primarily due to higher closed-store
future rent liabilities booked in the third quarter of 2005 compared to the third quarter of 2006.

Depreciation Expense

Depreciation expense was $295 million, or 2.01% of total sales, for the third quarter of 2006 compared to
$287 million, or 2.05% of total sales, for the third quarter of 2005. Depreciation expense was $973 million, or
1.97% of total sales, for the first three quarters of 2006 compared to $969 million, or 2.12% of total sales, for the
first three quarters of 2005. The increase in depreciation expense, in total dollars, was the result of increased
capital expenditures during the first three quarters of 2006 compared to the first three quarters of 2005. The
decrease in depreciation expense, as a percent of sales, was the result of leverage obtained from strong identical
supermarket sales growth.

Interest Expense

Net interest expense was $107 million, or 0.73% of total sales, and $114 million, or 0.81% of total sales, in the
third quarter of 2006 and 2005, respectively. For the year-to-date period, interest expense was $372 million, or
0.75% of total sales, in 2006 and $394 million, or 0.86% of total sales, in 2005. The reduction in net interest
expense for both the quarter and year-to-date periods of 2006, when compared to the same periods of 2005,
resulted from a $299 million reduction in total debt at November 4, 2006 compared to November 5, 2005, and
higher temporary cash investment balances, on average, during the year.
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Income Taxes

Our effective income tax rate was 37.2% for the third quarter of 2006 and 38.4% for the third quarter of 2005.
For the year-to-date period, our effective income tax rate was 37.6% in 2006 and 37.0% in 2005. The 2006
effective income tax rate differed from the federal statutory rate due to the effect of state taxes. The 2005
effective income tax rate differed from the federal statutory rate due to the effect of state taxes and a reduction
in previously recorded tax contingency allowances.

LIQUIDITY AND CAPITAL RESOURCES
Cash Flow Information

Net cash provided by operating activities

We generated $1.8 billion of cash from operating activities during the first three quarters of 2006, compared
to $2.0 billion in 2005. The use of cash for increases in cash deposits in-transit, higher inventory balances and
higher tax payments was offset by higher net earnings, lower contributions to Kroger sponsored pension plans
and a decrease in prepaid assets. We contributed $150 million to Kroger sponsored pension plans during the first
three quarters of 2006 compared to $300 million during the first three quarters of 2005. The total decrease in our
prepaid assets is primarily related to the draw down of prefunded employee benefits during the first three
quarters of 2006 and 2005.

Net cash used by investing activities

Investing activities used $1.1 billion of cash during the first three quarters of 2006 compared to $1.0 billion
during the first three quarters of 2005. The amount of cash used by investing activities increased in 2006 versus
2005 due to higher capital spending, partially offset by increased cash proceeds from asset sales. See [[Capital
Expenditures[] for further discussion of our capital spending activities.

Net cash used by financing activities

Financing activities used $808 million of cash in the first three quarters of 2006 compared to $984 million in
the first three quarters of 2005. We continue our efforts to reduce outstanding debt balances and to repurchase
shares of our stock, which are the uses of cash for financing activities. The decrease in the amount of cash used
by financing activities was the result of decreased debt reduction, partially offset by increased treasury stock
purchases. See [[Debt Management[] and [[Common Stock Repurchase Program[] sections for further details on these
programs.

Debt Management

As of November 4, 2006, we maintained a $1.8 billion, five-year revolving credit facility that terminates in
2010 and a $700 million five-year credit facility that terminates in 2007. Outstanding borrowings under the credit
agreements and commercial paper borrowings, and some outstanding letters of credit, reduced funds available
under the credit agreements. In addition to the credit agreements, we maintained a $50 million money market
line, borrowings under which also reduce the amount of funds available under our credit agreements. The money
market line borrowings allowed us to borrow from banks at mutually agreed upon rates, usually at rates below
the rates offered under the credit agreements. As of November 4, 2006, we had outstanding commercial paper
borrowings totaling $265 million under our credit agreements and had no borrowings under the money market
line. The outstanding letters of credit that reduced the funds available under our credit agreements totaled $324
million as of November 4, 2006.

Our bank credit facilities and the indentures underlying our publicly issued debt contain various restrictive
covenants. As of November 4, 2006, we were in compliance with these financial covenants. Furthermore,
management believes it is not reasonably likely that Kroger will fail to comply with these financial covenants in
the foreseeable future.

25



Edgar Filing: KROGER CO - Form 10-Q

Total debt, including both the current and long-term portions of capital leases and lease-financing obligations,
decreased $299 million to $7.0 billion as of the end of the third quarter of 2006, from $7.3 billion as of the end of
the third quarter of 2005. Total debt decreased $271 million as of the end of the third quarter of 2006 from $7.2
billion as of year-end 2005. The decreases in 2006 resulted from the use of cash flow from operations to reduce
outstanding debt and lower mark-to-market adjustments. We expect to fund current year debt maturities with
cash on-hand.

On November 15, 2006, we executed a new $2.5 billion, five-year revolving credit facility that terminates in
2011. We entered into the agreement to replace our two existing credit agreements, to consolidate them into one
five-year facility, and to make improvements to our pricing grid and other modifications. A copy of the agreement
was filed on our Form 8-K filed with the SEC on November 20, 2006.

Common Stock Repurchase Program

During the third quarter of 2006, we invested $232 million to repurchase 10.2 million shares of Kroger stock
at an average price of $22.79 per share. For the first three quarters of 2006, we invested $527 million to
repurchase 24.5 million shares of Kroger stock at an average price of $21.57 per share. These shares were
reacquired under three separate stock repurchase programs. The first is a $500 million stock repurchase
program that was authorized by Kroger{]s Board of Directors on September 16, 2004. The second is a $500 million
repurchase program that was authorized by Kroger[Js Board of Directors on May 4, 2006, which replaced the prior
$500 million authorization. The third is a program that uses the cash proceeds from the exercises of stock options
by participants in Kroger{]s stock option and long-term incentive plans as well as the associated tax benefits.
During the first three quarters of 2006, we purchased approximately 13.7 million shares, totaling $284 million,
under our $500 million stock repurchase programs and we purchased an additional 10.8 million shares, totaling
$243 million, under our program to repurchase common stock funded by the proceeds and tax benefits from
stock option exercises. As of November 4, 2006, we had approximately $323 million remaining under the May
2006 repurchase program.

CAPITAL EXPENDITURES

Capital expenditures totaled $415 million for the third quarter of 2006 compared to $337 million for the third
quarter of 2005. Year-to-date, capital expenditures, excluding acquisitions, totaled $1.2 billion in 2006 and $1.0
billion in 2005. During the third quarter of 2006, we opened, acquired, expanded or relocated 10 food stores and
also completed 39 within-the-wall remodels. In total, we operated 2,473 supermarkets and multi-department
stores at the end of the third quarter of 2006 compared to 2,510 at the end of the third quarter of 2005. Total
food store square footage decreased 0.2% from the third quarter of 2005. Excluding acquisitions and operational
closings, total food store square footage increased 1.4% over the third quarter of 2005.

CRITICAL ACCOUNTING POLICIES

We have chosen accounting policies that we believe are appropriate to report accurately and fairly our
operating results and financial position, and we apply those accounting policies in a consistent manner. Except as
noted below, our critical accounting policies are summarized in our 2005 Annual Report on Form 10-K filed with
the SEC on April 7, 2006.

The preparation of financial statements in conformity with generally accepted accounting principles requires
us to make estimates and assumptions that affect the reported amounts of assets, liabilities, revenues and
expenses, and related disclosures of contingent assets and liabilities. We base our estimates on historical
experience and other factors we believe to be reasonable under the circumstances, the results of which form the
basis for making judgments about the carrying values of assets and liabilities that are not readily apparent from
other sources. Actual results could vary from those estimates.

Stock-Based Compensation Expense

Effective January 29, 2006, we adopted the fair value recognition provisions of SFAS No. 123(R), using the
modified prospective transition method, and therefore have not restated results for prior periods. Under this
method, we recognize compensation expense for all share-based payments granted after January 29, 2006, as
well as all share-based payments granted prior to, but not yet vested, as of January 29, 2006, in accordance with
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SFAS No. 123(R). Under the fair value recognition provisions of SFAS No. 123(R), we recognize share-based
compensation expense, net of an estimated forfeiture rate, over the requisite service period of the award. Prior to
the adoption of SFAS No. 123(R), we accounted for share-based payments under Accounting Principles Board
Opinion No. 25 Accounting for Stock Issued to Employees and the disclosure provisions of SFAS No. 123.

We recognized compensation expense for all share-based awards described above using the straight-line
attribution method applied to the fair value of each option grant, over the requisite service period associated with
each award. The requisite service period is typically consistent with the vesting period, except as noted below.
Because awards typically vest evenly over the requisite service period, compensation cost recognized through
November 4, 2006 is at least equal to the grant-date fair value of the vested portion of all outstanding options.

The weighted-average fair value of stock options granted during the first three quarters ended November 4,
2006 and November 5, 2005, was $6.90 and $7.70, respectively. The fair value of each stock option grant was
estimated on the date of grant using the Black-Scholes option-pricing model, based on the assumptions shown in
the table below. The Black-Scholes model utilizes extensive accounting judgment and financial estimates,
including the term employees are expected to retain their stock options before exercising them, the volatility of
our stock price over that expected term, the dividend yield over the term, and the number of awards expected to
be forfeited before they vest. Using alternative assumptions in the calculation of fair value would produce fair
values for stock option grants that could be different than those used to record stock-based compensation
expense in the Consolidated Statements of Operations.

The following table reflects the weighted average assumptions used for grants awarded to option holders:

2006 2005
Risk-free interest rate 5.07% 4.11%
Expected dividend yield 1.50% N/A
Expected volatility 27.60% 30.83%
Expected term 7.50 Years 8.70 Years

The weighted average risk-free interest rate was based on the yield of a treasury note as of the grant date,
continuously compounded, which matures at a date that approximates the expected term of the options. Prior to
2006, we did not pay a dividend, so an expected dividend rate was not included in the determination of fair value
for options granted during fiscal year 2005. Using a dividend yield of 1.50% to value options issued in 2005 would
have decreased the fair value of each option by approximately $1.60. We determined expected volatility based
upon historical stock volatilities. We also considered implied volatility. We determined expected term based upon
a combination of historical exercise and cancellation experience as well as estimates of expected future exercise
and cancellation experience.

Under SFAS No. 123(R), we record expense for restricted stock awards in an amount equal to the fair market
value of the underlying stock on the grant date of the award.

Total stock compensation recognized in the three quarters ended November 4, 2006 was $55 million, pre-tax.
This included $40 million related to stock options and $15 million related to restricted shares. A total of $12
million of the restricted stock expense was attributable to the wider distribution of restricted shares in the first
quarter 2006 grant of share-based awards, and the remaining $3 million of restricted stock expense related to
previously issued restricted stock. As a result, the incremental compensation expense attributable to the adoption
of SFAS No. 123(R) in the first three quarters of 2006 was $52 million, pre-tax, or $32 million and $0.03 per basic
and diluted share, after tax. Stock compensation expense recognized in the three quarters ended November 5,
2005, related entirely to restricted stock grants, was $6 million. These costs were recognized as operating,
general and administrative costs in our Consolidated Statements of Operations for the three quarters ended
November 4, 2006 and November 5, 2005. The cumulative effect of applying a forfeiture rate to unvested
restricted shares at January 29, 2006 was not material. The pro forma earnings effect of stock options in the prior
year, in accordance with SFAS No. 123, is described below.

If compensation cost for our stock option plans for the quarter ended November 5, 2005, and the three
quarters then ended, had been determined based upon the fair value at the grant date for awards under these
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plans consistent with the methodology prescribed under SFAS No. 123, our net earnings and diluted earnings per
common share would have been reduced to the pro forma amounts below:

2005
Third Ye
(In millions, except per share amounts) Quarter
Net earnings, as reported $ 185 $
Add: Stock-based compensation expense included in net earnings, net of income tax benefits 1
Subtract: Total stock-based compensation expense determined under fair value method for all awards,
net of income tax benefits 9
Pro forma net earnings $ 177 $
Net earnings per basic common share, as reported $ 0.26 $
Pro forma earnings per basic common share $ 0.25 $
Net earnings per diluted common share, as reported $ 0.25 $
Pro forma earnings per diluted common share $ 0.24 $

As of November 4, 2006, there was $104 million of total unrecognized compensation cost related to non-vested
stock-based compensation arrangements granted under our stock option plans. We expect this cost to be
recognized over a weighted-average period of approximately one year. The total fair value of options that vested
was $35 million for the three quarters ended November 4, 2006 and November 5, 2005.

For share-based awards granted prior to the adoption of SFAS No. 123(R), our stock option grants generally
contained retirement-eligibility provisions that caused the options to vest on the earlier of the stated vesting date
or retirement. Compensation expense was calculated over the stated vesting periods, regardless of whether
certain employees became retirement-eligible during the respective vesting periods. Upon the adoption of SFAS
No. 123(R), we continued this method of recognizing compensation expense for those awards granted prior to the
adoption of SFAS No. 123(R). For awards granted on or after January 29, 2006, options vest based on the stated
vesting date, even if an employee retires prior to the vesting date. However, the requisite service period ends on
the employee[]s retirement-eligible date. As a result, we will recognize expense for stock option grants containing
such retirement-eligibility provisions over the shorter of the vesting period or the period until employees become
retirement-eligible (the requisite service period). As a result of retirement-eligibility provisions in stock option
awards granted on or after January 29, 2006, approximately $6 million of compensation cost was recognized in
the first three quarters of 2006 prior to the completion of stated vesting periods.

Shares issued as a result of stock option exercises may be newly issued shares or reissued treasury shares. We
expect to fund these exercises with treasury shares.

RECENTLY ISSUED ACCOUNTING STANDARDS

In September 2006, the FASB issued SFAS No. 158, Employer[js Accounting for Defined Benefit Pension and
Other Postretirement Plans [] an amendment of FASB Statements No. 87, 99, 106, and 132(R). SFAS No. 158
requires an employer that sponsors one or more single-employer defined benefit plans to recognize in its
statement of financial position an asset for a plan[]s overfunded status or a liability for a plan[]js underfunded status.
In addition, SFAS No. 158 requires an employer to measure a plan[Js assets and obligations that determine its
funded status as of the end of the employer({]s fiscal year and recognize changes in the funded status of a defined
benefit postretirement plan in the year the changes occur and that those changes be recorded in comprehensive
income, net of tax, as a separate component of stockholder[]s equity. SFAS No. 158 also requires additional
footnote disclosure. SFAS No. 158 will become effective for Kroger in the fourth quarter of 2006. We are
evaluating the effect SFAS No. 158 will have on our Consolidated Financial Statements.
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In November 2004, the FASB issued SFAS No. 151, Inventory Costs, an amendment of ARB No. 43 Chapter 4,
which clarifies that inventory costs that are [Jabnormal[] are required to be charged to expense as incurred as
opposed to being capitalized into inventory as a product cost. SFAS No. 151 provides examples of [Jabnormal[] costs
to include costs of idle facilities, excess freight and handling costs and spoilage. SFAS No. 151 became effective
for our fiscal year beginning January 29, 2006. The adoption of SFAS No. 151 did not have a material effect on
our Consolidated Financial Statements.

In February 2006, the FASB issued Staff Position (JFSP[]) No. 123(R)-&lassification of Options and Similar
Instruments Issued as Employee Compensation that Allow for Cash Settlement upon the Occurrence of a
Contingent Event. FSP No. 123(R)-4 addresses the classification of options and similar instruments issued as
employee compensation that allow for cash settlement upon the occurrence of a contingent event. FSP No.
123(R)-4 provides that cash settlement features that can be exercised only upon the occurrence of a contingent
event that is outside the employee[]s control does not require classifying the option or similar instrument as a
liability until it becomes probable that the event will occur. We adopted the provisions of FSP No. 123(R)-4 during
the first quarter of 2006. The adoption did not have a material effect on our Consolidated Financial Statements.

In June 2006, the FASB issued Interpretation (JFIN[]) No. 44ccounting for Uncertainty in Income Taxes[]Jan
interpretation of FASB Statement No. 109. FIN No. 48 prescribes a recognition threshold and measurement
attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken
in a tax return. FIN No. 48 also provides guidance on derecognition, classification, interest and penalties,
accounting in interim periods, disclosure, and transition. FIN No. 48 becomes effective for our fiscal year
beginning February 4, 2007. We are evaluating the effect the implementation of FIN No. 48 will have on our
Consolidated Financial Statements.

In June 2006, the FASB ratified the consensus of Emerging Issues Task Force (JEITF[]) Issue No. 06-0Bow
Taxes Collected from Customers and Remitted to Governmental Authorities Should Be Presented in the Income
Statement (That Is, Gross versus Net Presentation). EITF No. 06-03 indicates that the income statement
presentation of taxes within the scope of the Issue on either a gross basis or a net basis is an accounting policy
decision that should be disclosed pursuant to Opinion 22. EITF No. 06-03 becomes effective for our fiscal year
beginning February 4, 2007, although earlier adoption is permitted. We do not expect the adoption of EITF No.
06-03 to have a material effect on our Consolidated Financial Statements.

OUTLOOK

This discussion and analysis contains certain forward-looking statements about Kroger{Js future performance.
These statements are based on management[]s assumptions and beliefs in light of the information currently
available. Such statements relate to, among other things: projected change in net earnings; identical sales
growth; expected pension plan contributions; our ability to generate operating cash flow; projected capital
expenditures; square footage growth; opportunities to reduce costs; cash flow requirements; and our operating
plan for the future; and are indicated by words such as [Jcomfortable,[] Jcommitted,[] Owill,[J Jexpect,[] Ogoal,[J Oshould,[J [J
Otarget,[] Obelieve,[] Janticipate,[] plan,[] [striving,[] and similar words or phrases. These forward-looking statements are
subject to uncertainties and other factors that could cause actual results to differ materially.

Statements elsewhere in this report and below regarding our expectations, projections, beliefs, intentions or
strategies are forward-looking statements within the meaning of Section 21 E of the Securities Exchange Act of
1934. While we believe that the statements are accurate, uncertainties about the general economy, our labor
relations, our ability to execute our plans on a timely basis and other uncertainties described below could cause
actual results to differ materially.

e We expect earnings per share growth of approximately 8%-10% in 2006. Based on current results, we are
striving for the upper end of this range. This estimate includes the effect of the increased legal reserves
recorded in the first quarter, which reduced net earnings per diluted share by $0.03, the effect of a 53
week in fiscal 2006, which we anticipate will increase net earnings approximately $0.05 per diluted
share, and the expensing of stock options, which we anticipate will reduce net earnings $0.06 per diluted
share in 2006.

e We expect identical food store sales growth, excluding fuel sales, to exceed 5.0% for the fourth quarter of 2006.

e In fiscal 2006, we will continue to focus on sales growth and balancing investments in gross margin and improved customer service to
provide a better shopping experience for our customers with operating cost reductions. We expect operating margins in California to
improve slightly due to the continued recovery in that market, although we expect improvement in 2006 will be less than in 2005.
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We plan to use, over the long-term, one-third of cash flow for debt reduction and two-thirds for stock repurchase and payment of cash
dividends.

We expect to obtain sales growth from new square footage, as well as from increased productivity from existing locations.

Capital expenditures reflect our strategy of growth through expansion and acquisition, as well as focusing on productivity increase
from our existing store base through remodels. In addition, we will continue our emphasis on self-development and ownership of real
estate, logistics, and technology improvements. The continued capital spending in technology is focused on improving store
operations, logistics, manufacturing procurement, category management, merchandising, and buying practices, and should reduce
merchandising costs. We intend to continue using cash flow from operations to finance capital expenditure requirements. We expect
capital investment, excluding acquisitions, to be in the range of $1.7-$1.9 billion for 2006. We anticipate it will be toward the lower
end of this range. We expect total food store square footage to grow 1.5%-2% before acquisitions and operational closings. Including
operational closings and excluding acquisitions, we expect total food store square footage to remain consistent with 2005.

Based on current operating trends, we believe that cash flow from operations and other sources of liquidity, including borrowings
under our commercial paper program and bank credit facilities, will be adequate to meet anticipated requirements for working capital,
capital expenditures, interest payments, and scheduled principal payments for the foreseeable future. We also believe we have
adequate coverage of our debt covenants to continue to respond effectively to competitive conditions.

We expect that our OG&A results will be affected by increased costs, such as higher energy costs, pension costs and credit card fees,
as well as any future labor disputes, offset by improved productivity from process changes, cost savings negotiated in recently
completed labor agreements, and sales increases.

We expect our effective tax rate for 2006 will be approximately 37.8%.

We expect to fund current year debt maturities with cash on-hand.

We will continue to evaluate under-performing stores. We anticipate operational closings will continue at
an above-historical rate.

We expect rent expense, as a percent of total sales and excluding closed-store activity, will decrease due to the emphasis our current
strategy places on ownership of real estate and leverage gained through sales increases.

We believe that in 2006 there will be opportunities to reduce our operating costs in such areas as administration, labor, shrink,
warehousing and transportation. These savings will be invested in our core business to drive profitable sales growth and offer
improved value and shopping experiences for our customers.

Although we are not required to make cash contributions during fiscal 2006, we made a $150 million cash contribution to our qualified
pension plans on March 27, 2006. Additional contributions may be made if our cash flows from operations exceed our expectations.
We expect any elective contributions made during 2006 will reduce our contributions in future years. Among other things, investment
performance of plan assets, the interest rates required to be used to calculate pension obligations and future changes in legislation will
determine the amounts of any additional contributions.

We expect our contributions to multi-employer pension plans to increase at 5% per year over the $196 million we contributed during
fiscal 2005.

Various uncertainties and other factors could cause us to fail to achieve our goals. These include:

We have various labor agreements expiring in 2006, covering smaller groups of associates than those
contracts negotiated in 2005. In 2007, we have labor agreements expiring in southern California,
Cincinnati, Detroit, Houston, Memphis, Toledo, Seattle and West Virginia. In all of these contracts, rising
health care and pension costs will continue to be an important issue in negotiations. In addition, we
expect to complete a transaction in January 2007 conveying the warehouse and transportation operations
in Louisville to third parties. Upon completion of the transaction, the union representing employees there
will no longer be bound by its no-strike agreement and may, unless it enters into new agreements with
the third parties, call a strike. A prolonged work stoppage affecting a substantial number of stores would
have a material adverse effect on our results.

Our ability to achieve sales and earnings goals may be affected by: labor disputes; industry consolidation; pricing and promotional
activities of existing and new competitors, including non-traditional competitors; our response to these actions; the state of the
economy, including the inflationary and deflationary trends in certain commodities; stock repurchases; and the success of our future
growth plans.

In addition to the factors identified above, our identical store sales growth could be affected by increases in Kroger private label sales,
the effect of our sister stores (new stores opened in close proximity to an existing store) and reductions in retail pricing.

Our operating margins could fail to improve if our operations in California do not improve as expected, if we are unsuccessful at
containing our operating costs, or if we need to invest incremental dollars in response to competitive activity.
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e We have estimated our exposure to the claims and litigation arising in the normal course of business, as well as in material litigation
facing the Company, and believe we have made adequate provisions for them where it is reasonably possible to estimate and where we
believe an adverse outcome is probable. Unexpected outcomes in these matters could have an adverse effect on our results.

e The proportion of cash flow used to reduce outstanding debt, repurchase common stock or pay a cash dividend may be affected by the
amount of outstanding debt available to redeem, the maturity dates of our debt, changes in borrowing rates and the market price of
Kroger common stock.

e Consolidation in the food industry is likely to continue and the effects on our business, either favorable or unfavorable, cannot be
foreseen.

e Rent expense, which includes subtenant rental income, could be adversely affected by the state of the
economy, increased store closure activity and future consolidation.

e Depreciation expense, which includes the amortization of assets recorded under capital leases, is computed principally using the
straight-line method over the estimated useful lives of individual assets, or the remaining terms of leases. Use of the straight-line
method of depreciation creates a risk that future asset write-offs or potential impairment charges related to store closings would be
larger than if an accelerated method of depreciation was followed.

o Our effective tax rate may differ from the expected rate due to changes in laws, the status of pending items with various taxing
authorities and the deductibility of certain expenses.

e We believe the multi-employer pension funds to which we contribute are substantially underfunded, and we believe the effect of that
underfunding will be the increased contributions we have projected over the next several years. Should asset values in these funds
deteriorate, or if employers withdraw from these funds without providing for their share of the liability, or should our estimates prove
to be understated, our contributions could increase more rapidly than we have anticipated.

e The grocery retail industry continues to experience competition from other traditional food retailers, supercenters, mass merchandisers,
club or warehouse stores, drug stores and restaurants. Our continued success is dependent upon our ability to compete in this industry
and to reduce operating expenses, including managing health care and pension costs contained in our collective bargaining
agreements. The competitive environment may cause us to reduce our prices in order to gain or maintain share of sales, thus reducing
margins. While we believe our opportunities for sustained profitable growth are considerable, unanticipated actions of competitors
could adversely affect our sales.

e Changes in laws or regulations, including changes in accounting standards, taxation requirements and environmental laws may have a
material effect on our financial statements.

e Changes in the general business and economic conditions in our operating regions, including the rate of inflation, population growth
and employment and job growth in the markets in which we operate, may affect our ability to hire and train qualified employees to
operate our stores. This would negatively affect earnings and sales growth. General economic changes may also affect the shopping
habits of our customers, which could affect sales and earnings.

e Changes in our product mix may negatively affect certain financial indicators. For example, we continue to add supermarket fuel
centers to our store base. Since gasoline generates low profit margins, including generating decreased margins as the market price
increases, we expect to see our FIFO gross profit margins decline as gasoline sales increase. Although this negatively affects our FIFO
gross margin, gasoline sales could provide a positive effect on operating, general and administrative expenses as a percent of sales.

o Our ability to integrate any companies we acquire or have acquired, and achieve operating improvements at those companies, will
affect our operations.

e Our capital expenditures could differ from our estimate if we are unsuccessful in acquiring suitable sites for new stores, if
development costs vary from those budgeted or if our logistics and technology projects are not completed in the time frame expected
or on budget.

o Our expected square footage growth and the number of store projects completed during the year are dependent upon our ability to
acquire desirable sites for construction of new facilities as well as the timing and completion of projects.

e Interest expense could be adversely affected by the interest rate environment, changes in the Company s credit ratings, fluctuations in
the amount of outstanding debt, decisions to incur prepayment penalties on the early redemption of debt and any factor that adversely
affects our operations that results in an increase in debt.

e The amount we contribute to Company-sponsored pension plans could vary if the amount of cash flow that we generate differs from
that expected.

e Adverse weather conditions could increase the cost our suppliers charge for their products, or may
decrease the customer demand for certain products. Additionally, increases in the cost of inputs, such as
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utility costs or raw material costs, could negatively affect financial ratios and earnings.

e Although we presently operate only in the United States, civil unrest in foreign countries in which our
suppliers do business may affect the prices we are charged for imported goods. If we are unable to pass
on these increases to our customers, our FIFO gross margin and net earnings will suffer.

We cannot fully foresee the effects of changes in economic conditions on Kroger s business. We have assumed economic and competitive
situations will not change significantly for 2006 and 2007.

Other factors and assumptions not identified above could also cause actual results to differ materially from
those set forth in forward-looking statements. Accordingly, actual events and results may vary significantly from
those included in, contemplated or implied by forward-looking statements made by us or our representatives.

Item 3. Quantitative and Qualitative Disclosures About Market Risk.

There have been no significant changes in our exposure to market risk from the information provided in Item 7A.
Quantitative and Qualitative Disclosures About Market Risk on our Form 10-K filed with the SEC on April 7, 2006.

Item 4. Controls and Procedures.

The Chief Executive Officer and the Chief Financial Officer, together with a disclosure review committee
appointed by the Chief Executive Officer, evaluated Kroger{]s disclosure controls and procedures as of the quarter
ended November 4, 2006. Based on that evaluation, Kroger[Js Chief Executive Officer and Chief Financial Officer
concluded that Kroger[Js disclosure controls and procedures were effective as of the end of the period covered by
this report.

In connection with the evaluation described above, there was no change in Kroger[Js internal control over
financial reporting during the quarter ended November 4, 2006, that has materially affected, or is reasonably
likely to materially affect, Kroger{Js internal control over financial reporting.

PART II - OTHER INFORMATION

Item 1. Legal Proceedings.

Litigation [] In December, 2005, the United States Attorney[]s Office for the Central District of California notified
the Company that a federal grand jury had returned an indictment against Ralphs Grocery Company ([JRalphs[]), a
wholly-owned subsidiary of The Kroger Co., with regard to Ralphs[] hiring practices during the labor dispute from
October 2003 through February 2004 (United States of America v. Ralphs Grocery Company, United States
District Court for the Central District of California, CR No. 05-1210 PA). The indictment alleged a criminal
conspiracy and other criminal activity resulting in some locked-out employees being allowed or encouraged to
work under false identities or false Social Security numbers, despite Company policy forbidding such conduct. In
addition, these alleged hiring practices were the subject of claims that Ralphs[] conduct of the lockout was
unlawful, and that Ralphs is liable under the National Labor Relations Act (ONLRA[]). The Los Angeles Regional
Office of the National Labor Relations Board (ONLRB[]) notified the charging parties that all charges alleging that
Ralphs[] lockout violated the NLRA have been dismissed. That decision was appealed by the charging parties to the
General Counsel of the NLRB.

On June 30, 2006, Ralphs entered into an agreement that included a plea of guilty to some of the charges in
the indictment. That agreement resolved both the criminal litigation with Ralphs and the NLRB proceedings upon
approval by the Court on October 16, 2006. On October 20, 2006, the NLRB[Js general counsel approved the
withdrawal of the unfair labor practice charges pending against Ralphs. On October 20, 2006, Ralphs paid a fine
of $20 million and established a restitution fund of $50 million. These matters were finally resolved on November
14, 2006 when Ralphs was sentenced to three years probation.

On February 2, 2004, the Attorney General for the State of California filed an action in Los Angeles federal
court (California, ex rel Lockyer v. Safeway, Inc. dba Vons, a Safeway Company; Albertson[]s, Inc. and Ralphs
Grocery Company, a division of The Kroger Co., United States District Court Central District of California, Case
No. CV04-0687) alleging that the Mutual Strike Assistance Agreement (the [JAgreement[]) between the Company,
Albertson[Js, Inc. and Safeway Inc. (collectively, the [JRetailers[]), which was designed to prevent the union from
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placing disproportionate pressure on one or more of the Retailers by picketing such Retailer(s) but not the other
Retailer(s) during the labor dispute in southern California, violated Section 1 of the Sherman Act. The lawsuit
seeks declarative and injunctive relief. On May 25, 2005, the Court denied a motion for a summary judgment filed
by the defendants. Ralphs and the other defendants filed a notice of an interlocutory appeal to the United States
Court of Appeals for the Ninth Circuit. On November 29, 2005, the appellate court dismissed the appeal. On
December 7, 2006, the Court denied a motion for summary judgment filed by the State of California. The
Company continues to believe it has strong defenses against this lawsuit and is vigorously defending it. Although
this lawsuit is subject to uncertainties inherent to the litigation process, based on the information presently
available to the Company, management does not expect that the ultimate resolution of this action will have a
material adverse effect on the Company[]s financial condition, results of operations or cash flows.

Various claims and lawsuits arising in the normal course of business, including suits charging violations of
certain antitrust and civil rights laws, are pending against the Company. Some of these purport or have been
determined to be class actions and/or seek substantial damages. Any damages that may be awarded in an
antitrust case will be automatically trebled. Although it is not possible at this time to evaluate the merits of all
these claims and lawsuits, nor their likelihood of success, the Company is of the belief that any resulting liability
will not have a material adverse effect on the Company[]s financial position.

The Company continually evaluates its exposure to loss contingencies arising from pending or threatened
litigation and believes it has made adequate provisions therefor. Nonetheless, assessing and predicting the
outcomes of these matters involves substantial uncertainties. It remains possible that despite management[]s
current belief, material differences in actual outcomes or changes in management[Js evaluation or predictions
could arise that could have a material adverse effect on the Company(]s financial condition or results of operation.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds.

(c)
ISSUER PURCHASES OF EQUITY SECURITIES

Maximum
Dollar
Value
of
Shares
that
May
Total Number of Yet Be
Shares Purchased Purchased
Under
the
Total Number Average as Part of Publicly Plans
Price or
of Shares Paid Per Announced Plans Programs®)
(in
Period” Purchased Share or Programs(®) millions)
First four weeks
August 13, 2006 to September 9, 2006 1,702,399 $ 23.31 1,698,000 $ 376
Second four weeks
September 10, 2006 to October 7, 2006 5,638,226 $ 22.79 5,629,000 $ 347
Third four weeks
October 8, 2006 to November 4, 2006 2,855,000 $ 22.49 2,855,000 $ 323
Total 10,195,625 $ 22.79 10,182,000 $ 323

(1)  The reported periods conform to the Company(]s fiscal calendar composed of thirteen 28-day periods. The
third quarter of 2006 contained three 28-day periods.

(2) Shares were repurchased under (i) a $500 million stock repurchase program, authorized by the Board of
Directors on May 4, 2006, and (ii) a program announced on December 6, 1999, to repurchase common
stock to reduce dilution resulting from our employee stock option plans which program is limited to
proceeds received from exercises of stock options and the tax benefits associated therewith. The programs
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have no expiration date but may be terminated by the Board of Directors at any time. Total shares
purchased includes shares that were surrendered to the Company by participants in the Company(]s
long-term incentive plans to pay for taxes on restricted stock awards.

(3)  Amounts shown in this column reflect amounts remaining under the $500 million stock repurchase program
referenced in clause (i) of Note 2 above. Amounts to be invested under the program utilizing option
exercise proceeds are dependent upon option exercise activity.

Item 5. Other Information.

(a) On September 1, 2006, James A. Runde was elected to serve on the Company[]s Board of Directors, and such
election was reported on Kroger[]s Form 8-K filed on September 5, 2006. At that time, Mr. Runde was not
appointed to serve on any committees. Effective September 14, 2006, Mr. Runde was appointed to serve on
the Compensation and Financial Policy Committees.

Item 6. Exhibits.

EXHIBIT 3.1 - Amended Articles of Incorporation are hereby incorporated by reference to Exhibit 3.1 of the
Company[Js Quarterly Report on Form 10-Q for the quarter ended May 20, 2006, filed with the
SEC on June 29, 2006.

EXHIBIT 3.2 - Regulations are hereby incorporated by reference to Exhibit 3.2 of the Company[]s Quarterly
Report on Form 10-Q for the quarter ended May 20, 2006, filed with the SEC on June 29,
2006.

EXHIBIT 4.1 - Instruments defining the rights of holders of long-term debt of the Company and its

subsidiaries are not filed as Exhibits because the amount of debt under each instrument is less
than 10% of the consolidated assets of the Company. The Company undertakes to file these
instruments with the Commission upon request.

EXHIBIT 31.1 - Rule 13a[]j14(a) / 15d[J14(a) Certifications [J Chief Executive Officer.
EXHIBIT 31.2 - Rule 13a[]14(a) / 15d[J14(a) Certifications [] Chief Financial Officer.
EXHIBIT 32.1 - Section 1350 Certifications.

EXHIBIT 99.1 - Additional Exhibits - Statement of Computation of Ratio of Earnings to Fixed Charges.

SIGNATURES

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

THE KROGER CO.

Dated: December 14, 2006 By: /s/ David B. Dillon
David B. Dillon
Chairman of the Board and Chief Executive Officer

Dated: December 14, 2006 By: /s/ J. Michael Schlotman
J. Michael Schlotman
Senior Vice President and Chief Financial Officer
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