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Registrant�s telephone number, including area code: (615) 855-4000

Indicate by check mark whether the Registrant:  (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the Registrant
was required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.  Yes [X]
 No [  ]

Indicate by check mark whether the Registrant is a large accelerated filer, an accelerated filer, or a non-accelerated
filer. See definition of �accelerated filer and large accelerated filer� in Rule 12b-2 of the Exchange Act.

Large accelerated filer [X]

Accelerated filer [  ]

Non-accelerated filer [  ]

Indicate by check mark whether the Registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).
 Yes [  ]  No [X]

The number of shares of common stock outstanding on August 28, 2006 was 311,959,058.
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PART I�FINANCIAL INFORMATION

ITEM 1.

FINANCIAL STATEMENTS

DOLLAR GENERAL CORPORATION AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

(In thousands)

August 4,
2006

February 3,
2006

ASSETS (Unaudited)
Current assets:
Cash and cash equivalents $ 86,352 $ 200,609 
Short-term investments 21,530 8,850 
Merchandise inventories 1,735,031 1,474,414 
Income taxes receivable 38,753 - 
Deferred income taxes 1,002 11,912 
Prepaid expenses and other current assets 71,212 67,140 
Total current assets 1,953,880 1,762,925 
Net property and equipment 1,241,219 1,192,172 
Other assets, net 50,098 37,090 
Total assets $ 3,245,197 $ 2,992,187 

LIABILITIES AND SHAREHOLDERS� EQUITY
Current liabilities:
Current portion of long-term obligations $ 9,167 $ 8,785 
Accounts payable 538,046 508,386 
Accrued expenses and other 387,869 372,920 
Income taxes payable 9,570 43,706 
Total current liabilities 944,652 933,797 
Long-term obligations 516,537 269,962 
Deferred income taxes 62,531 67,633 

Shareholders� equity:
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Preferred stock - - 
Common stock 156,000 157,840 
Additional paid-in capital 475,462 462,383 
Retained earnings 1,090,298 1,106,165 
Accumulated other comprehensive loss (696) (794)
Other shareholders� equity 413 (4,799)
Total shareholders� equity 1,721,477 1,720,795 
Total liabilities and shareholders� equity $ 3,245,197 $ 2,992,187 

See notes to condensed consolidated financial statements.
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DOLLAR GENERAL CORPORATION AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(Unaudited)

(In thousands except per share amounts)

For the 13 weeks ended For the 26 weeks ended
August 4,

2006
July 29,

2005
August 4,

2006
July 29,

2005
Net sales $ 2,251,053 $ 2,066,016 $ 4,402,440 $ 4,043,845 
Cost of goods sold 1,639,519 1,474,486 3,206,632 2,888,966 
Gross profit 611,534 591,530 1,195,808 1,154,879 
Selling, general and
administrative 530,957 470,460 1,033,946 926,888 
Operating profit 80,577 121,070 161,862 227,991 
Interest income (1,457) (2,156) (3,907) (4,772)
Interest expense 8,873 7,344 16,120 13,312 
Income before income
taxes 73,161 115,882 149,649 219,451 
Income taxes 27,693 40,324 56,511 78,993 
Net income $ 45,468 $ 75,558 $ 93,138 $ 140,458 

Earnings per share:
Basic $ 0.15 $ 0.23 $ 0.30 $ 0.43 
Diluted $ 0.15 $ 0.23 $ 0.30 $ 0.43 

Weighted-average common
shares outstanding:
Basic 311,947 323,836 312,972 326,022 
Diluted 312,594 326,340 313,913 328,779 

Dividends per share $ 0.050 $ 0.045 $ 0.100 $ 0.085 

See notes to condensed consolidated financial statements.
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DOLLAR GENERAL CORPORATION AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(Unaudited)

(In thousands)

For the 26 weeks ended
August 4, 2006 July 29, 2005

Cash flows from operating activities:
Net income $ 93,138 $ 140,458 
Adjustments to reconcile net income to net cash provided by
(used in) operating activities:
Depreciation and amortization 97,480 90,316 
Deferred income taxes 5,808 (13,449)
Tax benefit from stock option exercises (1,881) 3,810 
Change in operating assets and liabilities:
Merchandise inventories (260,617) (84,163)
Prepaid expenses and other current assets (4,072) (4,603)
Accounts payable 39,950 62,213 
Accrued expenses and other 14,862 14,391 
Income taxes (71,053) (20,165)
Other 247 10,208 
Net cash provided by (used in) operating activities (86,138) 199,016 

Cash flows from investing activities:
Purchases of property and equipment (156,310) (139,594)
Purchases of short-term investments (10,476) (30,250)
Sales of short-term investments 8,400 73,175 
Purchases of long-term investments (20,598) - 
Insurance proceeds related to property and equipment 1,807 - 
Proceeds from sale of property and equipment 675 822 
Net cash used in investing activities (176,502) (95,847)

Cash flows from financing activities:
Borrowings under revolving credit facilities 952,750 - 
Repayments of borrowings under revolving credit facilities (699,750) - 
Repayments of long-term obligations (8,884) (8,183)
Payment of cash dividends (31,283) (27,596)
Proceeds from exercise of stock options 13,583 18,441 
Repurchases of common stock (79,947) (172,755)
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Tax benefit from stock option exercises 1,881 - 
Other financing activities 33 44 
Net cash provided by (used in) financing activities 148,383 (190,049)

Net decrease in cash and cash equivalents (114,257) (86,880)
Cash and cash equivalents, beginning of period 200,609 232,830 
Cash and cash equivalents, end of period $ 86,352 $ 145,950 

Supplemental schedule of noncash investing and financing
activities:
Purchases of property and equipment awaiting processing for
payment,
included in Accounts payable $ 14,460 $ 4,078 
Purchases of property and equipment under capital lease
obligations $ 2,819 $ 1,845 
Reduction of financing obligations (see Note 5) $ 46,608 $ - 
Reduction of promissory notes receivable (see Note 5) $ 46,608 $ - 

See notes to condensed consolidated financial statements.
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DOLLAR GENERAL CORPORATION AND SUBSIDIARIES

Notes to Condensed Consolidated Financial Statements

(Unaudited)

1.

Basis of presentation and accounting policies

Basis of presentation

The accompanying unaudited condensed consolidated financial statements of Dollar General Corporation and its
subsidiaries (the �Company�) have been prepared in accordance with U.S. generally accepted accounting principles
(�GAAP�) for interim financial information and are presented in accordance with the requirements of Form 10-Q and
Rule 10-01 of Regulation S-X.  Such financial statements consequently do not include all of the disclosures normally
required by GAAP or those normally made in the Company�s Annual Report on Form 10-K.  Therefore, the reader of
this Quarterly Report on Form 10-Q should refer to the Company�s Annual Report on Form 10-K for the year ended
February 3, 2006 for additional information.

The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with the
Company�s customary accounting practices.  In management�s opinion, all adjustments (which are of a normal
recurring nature) necessary for a fair presentation of the consolidated financial position and results of operations as of
August 4, 2006 and for the 13-week and 26-week periods ended August 4, 2006 and July 29, 2005 have been made.

Ongoing estimates of inventory shrinkage and initial markups and markdowns are included in the interim cost of
goods sold calculation.  Because the Company�s business is moderately seasonal, the results for interim periods are not
necessarily indicative of the results to be expected for the entire year.

Vendor rebates

The Company accounts for all cash consideration received from vendors in accordance with the provisions of
Emerging Issues Task Force Issue No. 02-16, �Accounting by a Customer (Including a Reseller) for Certain
Consideration Received from a Vendor.� Cash consideration received from a vendor is generally presumed to be a
rebate or an allowance and is accounted for as a reduction of merchandise purchase costs and recognized in the
income statement at the time the goods are sold.  However, certain specific, incremental and otherwise qualifying
selling, general and administrative expenses related to the promotion or sale of vendor products may be offset by cash
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consideration received from vendors, in accordance with arrangements such as cooperative advertising, when earned
for dollar amounts up to but not exceeding actual external costs.  The Company recognizes amounts received for
cooperative advertising on performance, �first showing� or distribution, consistent with its policy for advertising
expense in accordance with the American Institute of Certified Public Accountants Statement of Position 93-7,
�Reporting on Advertising Costs.�

4
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Advertising costs

Advertising costs are expensed upon performance, �first showing� or distribution, and are reflected net of cooperative
advertising provided by vendors in selling, general and administrative expenses. These costs primarily include
promotional circulars, targeted circulars supporting new stores, in-store signage, and costs associated with the
sponsorship of a National Association for Stock Car Auto Racing (�NASCAR�) team.

Accounting pronouncements

In July 2006, the Financial Accounting Standards Board (�FASB�) issued Interpretation No. 48, �Accounting for
Uncertainty in Income Taxes� (�FIN 48�), which will require companies to assess each income tax position taken using a
two step process.  A determination is first made as to whether it is more likely than not that the position will be
sustained, based upon the technical merits, upon examination by the taxing authorities.  If the tax position is expected
to meet the more likely than not criteria, the benefit recorded for the tax position equals the largest amount that is
greater than 50% likely to be realized upon ultimate settlement of the respective tax position.  The interpretation
applies to income tax expense as well as any related interest and penalty expense.

FIN 48 requires that changes in tax positions recorded in a company�s financial statements prior to the adoption of this
interpretation be recorded as an adjustment to the opening balance of retained earnings for the period of adoption.
 FIN 48 will generally be effective for public companies for the first fiscal year beginning after December 15, 2006.
 The Company anticipates adopting the provisions of this interpretation during the first quarter of fiscal 2007.  No
determination has yet been made regarding the materiality of the potential impact of this interpretation on the
Company�s financial statements.

2.

Share-based payments

The Company has a shareholder-approved stock incentive plan under which stock options, nonvested shares in the
form of restricted stock and restricted stock units (which represent the right to receive one share of common stock for
each unit upon vesting), and other equity-based awards may be granted to certain officers, directors and key
employees. The plan authorizes the issuance of up to 29.375 million shares of the Company�s common stock, up to 4
million of which may be issued in the form of restricted stock or restricted stock units.  As of August 4, 2006, there
were approximately 5.9 million shares available for future grant, approximately 3.3 million of which may be issued as
restricted stock or restricted stock units. The Company believes that stock-based awards assist in retaining employees
and better align the interests of its employees with those of its shareholders.
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Stock options granted under the plan are generally non-qualified stock options issued at an exercise price equal to the
market price of the Company�s common stock on the grant date, vest ratably over a four-year period (subject to earlier
vesting upon a change in control), and expire no more than 10 years following the grant date (subject to earlier
termination upon death, disability or cessation of employment). The number of options granted is generally based on

5
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individual job grade levels, which are determined based upon competitive market data. Dividends are not paid or
accrued on stock options.

Unvested options generally are forfeited upon the cessation of employment with the Company. In the event
employment terminates for a reason other than cause, death, disability or retirement (each of cause, disability and
retirement as defined in the plan), any outstanding vested options issued under the plan generally may be exercised for
a period of three months. In the event employment terminates due to death, disability or retirement (each of disability
and retirement as defined in the plan), the option recipient (or the recipient�s legal representative or beneficiary)
generally may exercise any outstanding vested options issued under the plan for a period of three years.
Notwithstanding the foregoing, no option may be exercised beyond its initial (generally 10-year) expiration date.

Restricted stock awards and restricted stock unit awards granted under the plan generally vest ratably over three years
(subject to earlier vesting upon a change in control). Unvested restricted stock and restricted stock unit awards
generally are forfeited upon the cessation of a grantee�s employment with the Company. Recipients of restricted stock
are entitled to receive cash dividends and to vote their respective shares, but are generally prohibited from selling or
transferring restricted shares prior to vesting.  Recipients of restricted stock units are entitled to accrue dividend
equivalents on the units but are not entitled to vote, sell or transfer the units or the shares underlying the units prior to
both vesting and payout.  Dividends or dividend equivalents, as the case may be, are paid or accrued on the grants of
restricted stock and restricted stock units at the same rate that dividends are paid to shareholders generally. Dividend
equivalents on restricted stock units vest at the same time that the underlying shares vest.

The plan provides for the automatic annual grant of 4,600 restricted stock units to each non-employee director (6,000
restricted stock units to any non-employee director serving as Chairman) that generally vest one year after the grant
date (subject to earlier vesting upon retirement, change in control or other circumstances set forth in the plan) and may
not be paid until the individual has ceased to be a member of the Company�s Board of Directors.  

In the past, the Company had various stock and incentive plans under which stock options were granted. Stock options
that were granted under prior plans and were outstanding on August 4, 2006 continue in accordance with the terms of
the respective plans.

On February 3, 2006, the vesting of all outstanding options granted prior to August 2, 2005, other than options
previously granted to the Company�s CEO and options granted in 2005 to the officers of the Company at the level of
Executive Vice President or above, accelerated pursuant to a January 24, 2006 action of the Compensation Committee
of the Company�s Board of Directors. In addition, pursuant to that Compensation Committee action, the vesting of all
outstanding options granted on or after August 2, 2005 but prior to January 24, 2006, other than options granted
during that time period to the officers of the Company at the level of Executive Vice President or above, accelerated
effective as of the date that is six months after the applicable grant date. Certain options granted on January 24, 2006
to certain newly hired officers below the level of Executive Vice President were granted with a six-month vesting
period. The decision to accelerate the vesting of these stock options resulted in compensation expense of $0.9
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million, before income taxes, recognized during the fourth quarter of 2005, and was made primarily to reduce
non-cash compensation expense to be recorded in future periods under the provisions of Statement of Financial
Accounting Standards (�SFAS�) No. 123(R), �Share-Based Payment�. The future expense eliminated as a result of the
decision to accelerate the vesting of these options was approximately $28 million, or $17 million net of income taxes,
over the four-year period during which the stock options would have vested, subject to the impact of additional
adjustments related to certain stock option forfeitures. The Company also believed this decision benefited employees.

Effective February 4, 2006, the Company adopted SFAS 123(R) and began recognizing compensation expense for
stock options based on the fair value of the awards on the grant date. SFAS 123(R) requires share-based compensation
expense recognized since February 4, 2006 to be based on the following: (a) grant date fair value estimated in
accordance with the original provisions of SFAS 123, �Accounting for Stock-Based Compensation,� for unvested
options granted prior to the adoption date and (b) grant date fair value estimated in accordance with the provisions of
SFAS 123(R) for unvested options granted subsequent to the adoption date. Prior to February 4, 2006, the Company
accounted for share-based payments using the intrinsic-value-based recognition method prescribed by Accounting
Principles Board Opinion No. 25, �Accounting for Stock Issued to Employees� (�APB 25�), and had provided pro forma
disclosures as permitted under SFAS 123. Because stock options were granted at an exercise price equal to the market
price of the underlying common stock on the date of grant, compensation cost related to stock options was not
required to be recorded as a reduction to net income prior to adopting SFAS 123(R), except for fiscal 2005
compensation expense of $0.9 million, before income taxes, related to the accelerated vesting of stock options
discussed above.

The Company adopted SFAS 123(R) under the modified-prospective-transition method and, therefore, results from
prior periods have not been restated. The following table illustrates the effect on net income and earnings per share as
if the Company had applied the fair value recognition provisions of SFAS 123 to options granted under the Company�s
stock plans for the 13-week and 26-week periods ended July 29, 2005. For purposes of this pro forma disclosure, the
value of the options is estimated using the Black-Scholes-Merton option pricing model for all option grants.

(Amounts in thousands except per share data)

13 Weeks
Ended

July 29, 2005

26 Weeks
Ended

July 29,
2005

Net income � as reported $ 75,558 $ 140,458
Deduct: Total pro forma stock-based employee compensation expense
determined

under fair value based method for all awards, net of related tax effects per SFAS
123 2,115 4,701
Net income � pro forma $ 73,443 $ 135,757

Earnings per share � as reported
Basic $ 0.23 $ 0.43
Diluted $ 0.23 $ 0.43
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Earnings per share � pro forma
Basic $ 0.23 $ 0.42
Diluted $ 0.23 $ 0.41
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 Under SFAS 123(R) forfeitures are estimated at the time of valuation and reduce expense ratably over the vesting
period. This estimate is adjusted periodically based on the extent to which actual forfeitures differ, or are expected to
differ, from the previous estimate. The forfeiture rate is the estimated percentage of options granted that are expected
to be forfeited or canceled before becoming fully vested. The Company bases this estimate on historical experience.
An increase in the forfeiture rate will decrease compensation expense. Under SFAS 123, the Company elected to
account for forfeitures when awards were actually forfeited, at which time all previous pro forma expense (which
after-tax, approximated $1.0 million and $2.7 million in the 13-week and 26-week periods ended July 29, 2005,
respectively) was reversed to reduce pro forma expense for that period.

For the 13-week period ended August 4, 2006, the adoption of the fair value method of SFAS 123(R) resulted in
additional share-based compensation expense (a component of SG&A expenses) and a corresponding reduction of
pre-tax income in the amount of $0.8 million, a reduction of net income of $0.5 million, and a reduction in basic and
diluted earnings per share of less than $0.01.  For the 26-week period ended August 4, 2006, the adoption of the fair
value method of SFAS 123(R) resulted in additional share-based compensation expense and a corresponding
reduction of pre-tax income in the amount of $1.9 million, a reduction of net income of $1.2 million, and a reduction
in basic and diluted earnings per share of less than $0.01.

SFAS 123(R) also requires the benefits of tax deductions in excess of recognized compensation cost to be reported as
a financing cash flow, rather than as an operating cash flow as required prior to the adoption of SFAS 123(R).  For the
26-week period ended August 4, 2006, the $1.9 million excess tax benefit classified as a financing cash inflow would
have been classified as an operating cash inflow if the Company had not adopted SFAS 123(R). The impact of the
adoption of SFAS 123(R) on future results will depend on, among other things, levels of share-based payments
granted in the future, actual forfeiture rates and the timing of option exercises.

The fair value of each option grant is separately estimated. The fair value of each option is amortized into
compensation expense on a straight-line basis between the grant date for the award and each vesting date. The
Company has estimated the fair value of all stock option awards as of the date of the grant by applying the
Black-Scholes-Merton option pricing valuation model. The application of this valuation model involves assumptions
that are judgmental and highly sensitive in the determination of compensation expense. The weighted average for key
assumptions used in determining the fair value of options granted in the 13-week and 26-week periods ended August
4, 2006 and a summary of the methodology applied to develop each assumption are as follows. Assumptions used for
grants in the prior year periods were derived using methodologies prescribed by SFAS 123 and are presented for
purposes of comparability.

8
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13 Weeks Ended 26 Weeks Ended
August 4,

2006
July 29,

2005
(a)

August 4,
2006 July 29, 2005

Expected dividend yield 0.83 % - 0.82 % 0.85 %
Expected stock price volatility 31.6 % - 28.8 % 27.4 %
Weighted average risk-free interest
rate

5.1 % -
4.7 % 4.3 %

Expected term of options (years) 5.8 - 5.7 5.0
(a) No stock options were granted during the 13 weeks ended July 29, 2005.

Expected dividend yield � This is an estimate of the expected dividend yield on the Company�s stock. This estimate is
based on historical dividend payment trends. An increase in the dividend yield will decrease compensation expense.

Expected stock price volatility - This is a measure of the amount by which a price has fluctuated or is expected to
fluctuate. The Company uses actual historical changes in the market price of the Company�s common stock and
implied volatility based upon traded options, weighted equally, to calculate the volatility assumption, as it is the
Company�s belief that this methodology provides the best indicator of future volatility. For historical volatility, the
Company calculates daily market price changes from the date of grant over a past period representative of the
expected life of the options to determine volatility, excluding the period from April 30, 2001 to January 31, 2002 due
to a restatement of the Company�s financial statements for fiscal years 2001 and prior and due to the Company�s
inability, during a substantial portion of this period, to file annual and quarterly reports required by the Securities and
Exchange Act of 1934. The Company believes that the restatement and related inability to file periodic Exchange Act
reports is an event specific to the Company that resulted in higher than normal share price volatility during this period
and is not expected to recur during the estimated term of current option grants.  An increase in the expected volatility
will increase compensation expense.

Weighted average risk-free interest rate - This is the U.S. Treasury rate for the week of the grant having a term
approximating the expected life of the option. An increase in the risk-free interest rate will increase compensation
expense.

Expected term of options - This is the period of time over which the options granted are expected to remain
outstanding. Because the terms of the Company�s stock option grants prior to August 2002 were significantly different
than grants issued on and after that date and the Company does not currently intend to grant stock options similar to
those granted prior to August 2002 in future periods, the Company believes that the historical and post-vesting
employee behavior patterns for grants prior to August 2002 are of little or no value in determining future expectations
and, therefore, has generally excluded these pre-August 2002 grants from its analysis of expected term. The Company
has estimated expected term using a computation based on an assumption that outstanding options will be exercised
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approximately halfway through their contractual term, taking into consideration such factors as grant date, expiration
date, weighted-average time-to-vest, actual exercises and post-vesting cancellations. Options granted generally have a
maximum term of 10 years. An increase in the expected term will increase compensation expense.
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The Company generally issues new shares when options are exercised. A summary of stock option activity during the
26-week period ended August 4, 2006 is as follows:

Options
Issued

Weighted Average
Exercise Price

Balance, February 3, 2006 20,258,324 $ 18.19 
Granted 2,608,300 17.47 
Exercised (1,076,294) 12.62 
Canceled (970,383) 19.82 
Balance, August 4, 2006  20,819,947 $ 18.31 

During the 13-week periods ended August 4, 2006 and July 29, 2005, the weighted average grant date fair value of
options granted was $5.61 and $-0-, respectively, 161,500 and 2,800 options vested, net of forfeitures, respectively,
with a total fair value of approximately $0.8 million and less than $0.1 million, respectively, and the total intrinsic
value of stock options exercised was $1.1 million and $2.3 million, respectively.

During the 26-week periods ended August 4, 2006 and July 29, 2005, the weighted average grant date fair value of
options granted was $5.88 and $6.56, respectively, 581,734 and 362,677 options vested, net of forfeitures,
respectively, with a total fair value of approximately $2.4 million and $1.0 million, respectively, and the total intrinsic
value of stock options exercised was $4.9 million and $9.8 million, respectively.

At August 4, 2006, the aggregate intrinsic value of all outstanding options was $2.9 million with a weighted average
remaining contractual term of 5.6 years, of which 18,179,029 of the outstanding options are currently exercisable with
an aggregate intrinsic value of $2.9 million, a weighted average exercise price of $18.40 and a weighted average
remaining contractual term of 5.1 years. At August 4, 2006, the total unrecognized compensation cost related to
non-vested stock options was $14.1 million with an expected weighted average expense recognition period of 3.6
years.

All stock options granted in the 26-week periods ended August 4, 2006 and July 29, 2005 under the terms of the
Company�s stock incentive plan were non-qualified stock options issued at a price equal to the fair market value of the
Company�s common stock on the date of grant, were originally scheduled to vest ratably over a four-year period, and
expire 10 years following the date of grant.

A summary of activity related to nonvested restricted stock and restricted stock unit awards during the 26-week period
ended August 4, 2006 is as follows:
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Nonvested

Shares

Weighted Average
Grant Date

Fair Value

Balance, February 3, 2006 363,687 $ 19.66 
Granted 196,288 17.01 
Vested (104,543) 20.70 
Canceled (29,918) 19.00 
Balance, August 4, 2006  425,514 $ 18.23 

10
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The purchase price was set at zero for all nonvested restricted stock and restricted stock unit awards granted in the
13-week and 26-week periods ended August 4, 2006. The Company records compensation expense on a straight-line
basis over the restriction period based on the market price of the underlying stock on the date of grant. The nonvested
restricted stock and restricted stock unit awards granted to employees during the 13-week and 26-week periods ended
August 4, 2006 under the plan are scheduled to vest and become payable ratably over a three-year period from the
respective grant dates.

The Company accounts for nonvested restricted stock and restricted stock unit awards in accordance with the
provisions of SFAS 123(R). The Company calculates compensation expense as the difference between the market
price of the underlying stock on the date of grant and the purchase price, if any, and recognizes such amount on a
straight-line basis over the period in which the recipient earns the nonvested restricted stock and restricted stock unit
award. Under the provisions of SFAS 123(R), unearned compensation is not recorded within shareholders� equity, and
accordingly, during the 26-week period ended August 4, 2006, the Company reversed its unearned compensation
balance as of February 3, 2006 of approximately $5.2 million, with an offset to common stock and additional paid-in
capital. The Company recognized compensation expense relating to its nonvested restricted stock and restricted stock
unit awards of approximately $0.8 million and $1.6 million in the 13-week and 26-week periods ended August 4,
2006, respectively, and approximately $0.4 million and $1.0 million in the 13-week and 26-week periods ended July
29, 2005, respectively. At August 4, 2006, the total compensation cost related to nonvested restricted stock and
restricted stock unit awards not yet recognized was approximately $6.3 million.

There have been no modifications to any of the Company�s outstanding share-based payment awards during the
26-week period ended August 4, 2006.

The Company has elected to determine its excess tax benefit pool upon adoption of SFAS 123(R) in accordance with
the provisions of FASB Staff Position (�FSP�) 123(R)-3, �Transition Election Related to Accounting for the Tax Effects
of Share�Based Payment Awards.� Under the provisions of this FSP, the cumulative benefit of stock option exercises
included in additional paid-in capital for the periods after the effective date of SFAS 123 is reduced by the cumulative
income tax effect of the pro forma stock option expense previously disclosed in accordance with the requirements of
SFAS 123.  (The provision of this FSP applies only to options that are fully vested before the date of adoption of
SFAS 123(R).  The amount of any excess tax benefit for options that are either granted after the adoption of SFAS
123(R) or are partially vested on the date of adoption will be computed in accordance with the provisions of SFAS
123(R).)  The amount of any excess deferred tax asset over the actual income tax benefit realized for options that are
exercised after the adoption of SFAS 123(R) will be absorbed by the excess tax benefit pool.  Income tax expense will
be increased should the Company�s excess tax benefit pool be insufficient to absorb any future deferred tax asset
amounts in excess of the actual tax benefit realized.  The Company has determined that its excess tax benefit pool was
approximately $68 million as of the adoption of SFAS 123(R) on February 4, 2006.
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3.

Earnings per share

Earnings per share is computed as follows (in thousands, except per share data):

13 Weeks Ended August 4, 2006 13 Weeks Ended July 29, 2005

Net Income Shares
Per Share
Amount Net Income Shares

Per
Share

Amount
Basic earnings per share $ 45,468 311,947 $ 0.15 $ 75,558 323,836 $ 0.23
Effect of dilutive stock
options 647 2,504 
Diluted earnings per
share $ 45,468 312,594 $ 0.15 $ 75,558 326,340 $ 0.23

26 Weeks Ended August 4, 2006 26 Weeks Ended July 29, 2005

Net Income Shares
Per Share
Amount Net Income Shares

Per
Share

Amount
Basic earnings per share $ 93,138 312,972 $ 0.30 $ 140,458 326,022 $ 0.43 
Effect of dilutive stock
options 941 2,757 
Diluted earnings per
share $ 93,138 313,913 $ 0.30 $ 140,458 328,779 $ 0.43 

Basic earnings per share was computed by dividing net income by the weighted average number of shares of common
stock outstanding during the period.  Diluted earnings per share was determined based on the dilutive effect of stock
options and other common stock equivalents using the treasury stock method.

4.

Current and long-term obligations

In June 2006, the Company amended its revolving credit facility to increase the maximum commitment to $400
million and the expiration date to June 2011.  The amended credit facility contains provisions that would allow the
maximum commitment to be increased to up to $500 million upon mutual agreement of the Company and its lenders.
The amended credit facility is unsecured. The Company has two interest rate options: base rate (which is usually equal
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to prime rate) or LIBOR.  The Company pays interest on funds borrowed under the LIBOR option at rates that are
subject to change based upon the ratio of the Company�s debt to EBITDA (as defined in the amended credit facility).
 Under the amended credit facility, the facility fees can range from 10 to 20 basis points; the all-in drawn margin
under the LIBOR option can range from LIBOR plus 55 to 125 basis points; and the all-in drawn margin under the
base rate option can range from the base rate plus 10 to 20 basis points. The amended credit facility contains financial
covenants, which include limits on certain debt to cash flow ratios, a fixed charge coverage test, and minimum
allowable consolidated net worth ($1.4 billion at August 4, 2006).  As of August 4, 2006, the Company was in
compliance with all of these covenants. As of August 4, 2006, the Company had outstanding borrowings of $253.0
million and no letters of credit outstanding under the amended credit facility.

5.

Commitments and contingencies

In April 1997, the Company sold its distribution center (�DC�) located in South Boston, Virginia for 100% cash
consideration.  Concurrent with the sale transaction, the Company leased the property back for a period of 25 years.
 This transaction was recorded as a financing obligation rather than a sale as a result of, among other things, the
lessor�s ability to put the

12
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property back to the Company under certain circumstances.  The property and equipment, along with the related lease
obligations associated with this transaction was recorded in the consolidated balance sheet in prior periods.

In May 2003, the Company purchased two secured promissory notes (the �DC Notes�) from Principal Life Insurance
Company totaling $49.6 million. The DC Notes represented debt issued by the third party entity (�TPE�) from which the
Company leased the South Boston DC. The DC Notes were being accounted for as �held to maturity� debt securities in
accordance with the provisions of SFAS No. 115, �Accounting for Certain Investments in Debt and Equity Securities.�

In June 2006, the Company acquired the TPE, which included the South Boston DC assets and the related debt issued
by the TPE in connection with the original financing transaction described above. The transaction was recorded as an
asset purchase and resulted in the elimination of the financing obligation of $50.6 million and related DC Notes of
$46.6 million for purposes of consolidated financial reporting.  There was no gain or loss recognized as a result of this
transaction.

Legal proceedings

On March 14, 2002, a complaint was filed in the United States District Court for the Northern District of Alabama
(Edith Brown, on behalf of herself and others similarly situated v. Dolgencorp, Inc., and Dollar General Corporation,
CV02-C-0673-W (�Brown�)).  Brown was a collective action against the Company on behalf of current and former
salaried store managers claiming that these individuals were entitled to overtime pay and should not have been
classified as exempt employees under the Fair Labor Standards Act (�FLSA�).  Plaintiffs sought to recover overtime
pay, liquidated damages, declaratory relief and attorneys� fees.

On January 12, 2004, the court certified an opt-in class of plaintiffs consisting of all persons employed by the
Company as store managers at any time since March 14, 1999, who regularly worked more than 50 hours per week
and either: (1) customarily supervised less than two employees at one time; (2) lacked authority to hire or discharge
employees without supervisor approval; or (3) sometimes worked in non-managerial positions at stores other than the
one he or she managed.  The Company�s request to appeal the certification decision on a discretionary basis to the 11th
U.S. Circuit Court of Appeals was denied.

Notice was sent to prospective class members and the deadline for individuals to opt in to the lawsuit was May 31,
2004.  Approximately 5,000 individuals opted in. Following the close of discovery in April 2005, the Company filed
several motions, including a motion to decertify the class as a collective action.  On March 31, 2006, the court denied
the Company�s motion to decertify, but granted, either in whole or in part, certain other motions, thereby reducing the
number of class members to approximately 2,500.  Trial of this matter began on July 31, 2006.  During the trial, on
August 4, 2006, the court decertified the class.  The Company settled with the twelve named plaintiffs in the case for
an amount that was not material to the Company�s financial statements, and the matter is now concluded.
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On October 10, 2005, the Company was served with an additional lawsuit, Moldoon, et al. v. Dolgencorp, Inc., et al.
(Western District of Louisiana, Lake Charles Division, CV05-0852, filed May 19, 2005), filed as a putative collective
action in which five current or former store managers claim to have been improperly classified as exempt executive
employees under the FLSA.  Plaintiffs seek injunctive relief, back wages, liquidated damages and attorneys� fees.   On
April 26, 2006, this action was conditionally transferred to the Northern District of Alabama and consolidated with the
Brown case.  The Company opposed the transfer and consolidation of this matter, and on August 11, 2006, the
conditional transfer order was vacated.    

On August 7, 2006, a lawsuit entitled Cynthia Richter, et al. v. Dolgencorp, Inc., et al. was filed in the United States
District Court for the Northern District of Alabama (Case No. 7:06-cv-01537-LSC) in which the plaintiff alleges that
she and other current and former Dollar General store managers were improperly classified as exempt executive
employees under the FLSA and seeks to recover overtime pay, liquidated damages, and attorneys� fees and costs.  On
August 15, 2006, the Richter plaintiff filed a motion in which she asks the court to certify a nationwide class of
current and former store managers.  The Company intends to oppose the plaintiff�s motion.

The Company believes that its store managers are and have been properly classified as exempt employees under the
FLSA and that the actions described above are not appropriate for collective action treatment.  The Company intends
to vigorously defend these actions.  However, at this time, it is not possible to predict whether the courts will permit
these actions to proceed collectively, and no assurances can be given that the Company will be successful in its
defense on the merits or otherwise.  If the Company is not successful in its efforts to defend these actions, the
resolution or resolutions could have a material adverse effect on the Company�s financial statements as a whole.

On May 18, 2006, the Company was served with a lawsuit entitled Tammy Brickey, Becky Norman, Rose Rochow,
Sandra Cogswell and Melinda Sappington v. Dolgencorp, Inc. and Dollar General Corporation (Western District of
New York, Case 6:06-cv-06084-DGL, originally filed on February 9, 2006 and amended on May 12, 2006 (�Brickey�)).
The Brickey plaintiffs seek to proceed collectively under the FLSA and as a class under New York, Ohio, Maryland
and North Carolina wage and hour statutes on behalf of, among others, individuals employed by the Company as
assistant store managers who claim to be owed wages (including overtime wages) under those statutes. At this time, it
is not possible to predict whether the court will permit this action to proceed collectively or as a class.  However, the
Company believes that this action is not appropriate for either collective or class treatment, and believes that its wage
and hour policies and practices comply with both federal and state law.  The Company plans to vigorously defend this
action; however, no assurances can be given that the Company will be successful in its defense on the merits or
otherwise, and, if it is not, the resolution of this action could have a material adverse effect on the Company�s financial
statements as a whole.

On March 7, 2006, a complaint was filed in the United States District Court for the Northern District of Alabama
(Janet Calvert v. Dolgencorp, Inc., Case No. 2:06-cv-00465-VEH (�Calvert�)), in which the plaintiff, a former store
manager, alleged that she was paid less than male store managers because of her sex, in violation of the Equal Pay Act
(�EPA�) and Title VII
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of the Civil Rights Act of 1964, as amended (�Title VII�).  On March 9, 2006, the Calvert complaint was amended to
include seven additional plaintiffs, who also allege to have been paid less than males because of their sex, and to add
allegations of sex discrimination in promotional opportunities and undefined terms and conditions of employment.  In
addition to allegations of intentional sex discrimination, the amended Calvert complaint also alleges that the
Company�s employment policies and practices have a disparate impact on females.  The amended Calvert complaint
seeks to proceed collectively under the EPA and as a class under Title VII, and requests back wages, injunctive and
declaratory relief, liquidated damages and attorney�s fees and costs.

On April 28, 2006, the Company was served with an additional lawsuit, Linda Beeman, on behalf of herself and all
others similarly situated, v. Dolgencorp, Inc. d/b/a Dollar General, 06-CV-0250 (�Beeman�), filed on February 28,
2006 in the United States District Court for the Northern District of New York, in which the plaintiff, a former store
manager, raises claims substantially similar to those raised in the Calvert matter.  Specifically, the plaintiff in Beeman
alleges that she was paid less than similarly situated male store managers, denied promotional opportunities and
treated less favorably with respect to other, undefined terms and conditions of employment because of her sex in
violation of the EPA and Title VII.  The Beeman plaintiff seeks to proceed collectively under the EPA and as a class
under Title VII, and requests back wages, injunctive and declaratory relief, liquidated damages and attorney�s fees and
costs.  Because the Beeman plaintiff asserts essentially the same claims for essentially the same putative class as the
Calvert matter, the Company believes that the Beeman filing does not materially increase the exposure that the
Company potentially faces as a result of the claims in Calvert.

At this time, it is not possible to predict whether the respective courts will permit Calvert and/or Beeman to proceed
collectively or as a class.  However, the Company believes that neither case is appropriate for class or collective
treatment and believes that its policies and practices comply with the EPA and Title VII.  The Company intends to
vigorously defend both actions; however, no assurances can be given that the Company will be successful in its
defense on the merits or otherwise.  If the Company is not successful in defending one or both actions, their resolution
could have a material adverse effect on the Company�s financial statements as a whole.

In addition to the matters described above, the Company is involved in other legal actions and claims arising in the
ordinary course of business. The Company believes, based upon information currently available, that such other
litigation and claims, both individually and in the aggregate, will be resolved without a material effect on the
Company�s financial statements as a whole.  However, litigation involves an element of uncertainty.  Future
developments could cause these actions or claims to have a material adverse effect on the Company�s financial
statements as a whole.

6.

Income taxes

The effective income tax rates for the 13-week periods ended August 4, 2006 and July 29, 2005 were 37.9% and
34.8%, respectively, and for the 26-week periods ended August 4, 2006 and July 29, 2005 were 37.8% and 36.0%,
respectively.  The increase in the effective
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income tax rate is a result of the December 31, 2005 expiration of the federal laws which allowed the Company to
claim certain federal jobs credits for newly hired employees, a 2006 tax law change that reduced previously recorded
deferred tax assets related to our operations in the state of Texas, reduced state tax credits related principally to the
Company�s new DCs and the non-recurrence in 2006 of benefits realized in 2005 related to an internal corporate
restructuring.

7.

Repurchases of common stock

On September 30, 2005, the Board of Directors authorized a repurchase program for up to 10 million shares of the
Company�s outstanding common stock, which was scheduled to expire on September 30, 2006. The Company
completed this share repurchase authorization in the first quarter of fiscal 2006. During the 26-week period ended
August 4, 2006, the Company purchased approximately 4.5 million shares at a cost of $79.9 million.

8.

Segment reporting

The Company manages its business on the basis of one reportable segment.  As of August 4, 2006, all of the
Company�s operations were located within the United States, with the exception of a Hong Kong subsidiary, the assets
and revenues of which are not material.  The following data is presented in accordance with SFAS No. 131,
�Disclosures about Segments of an Enterprise and Related Information.�

13 Weeks Ended 26 Weeks Ended

(In thousands) August 4, 2006 July 29, 2005 August 4, 2006
July 29,

2005
Classes of similar products:
Highly consumable $ 1,503,305 $ 1,351,796 $ 2,959,289 $ 2,673,102 
Seasonal 354,314 317,544 663,897 592,839 
Home products 214,170 215,132 425,835 426,884 
Basic clothing 179,264 181,544 353,419 351,020 
Net sales $ 2,251,053 $ 2,066,016 $ 4,402,440 $ 4,043,845 

9.

Guarantor subsidiaries
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Except as noted below, all of the Company�s subsidiaries (the �Guarantors�) have fully and unconditionally guaranteed
on a joint and several basis the Company�s obligations under its outstanding 8 5/8% unsecured notes due June 15,
2010.  Each of the Guarantors is a direct or indirect wholly-owned subsidiary of the Company.  The Company�s
not-for-profit subsidiary, the assets and revenues of which are not material, has not guaranteed these obligations.  The
Company recently acquired or formed three for-profit subsidiaries, the assets and revenues of which are not material,
in connection with the acquisition of the DC in South Boston, Virginia, as further discussed in Note 5. These three
subsidiaries became Guarantors subsequent to the end of the quarter, however, due to their insignificance, financial
statement balances for these entities have not been separately shown and are included in the �Guarantor Subsidiaries�
amounts set forth in the consolidating schedules below as of and for the periods ended August 4, 2006.

The following consolidating schedules present condensed financial information on a combined basis.
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(In thousands) As of August 4, 2006
DOLLAR

GENERAL
CORPORATION

GUARANTOR
SUBSIDIARIES ELIMINATIONS

CONSOLIDATED
TOTAL

BALANCE SHEET:
ASSETS
Current assets:
Cash and cash
equivalents $ 1,444 $ 84,908 $ - $ 86,352 
Short-term investments - 21,530 - 21,530 
Merchandise inventories - 1,735,031 - 1,735,031 
Income taxes receivable 38,627 126 - 38,753 
Deferred income taxes 10,130 (9,128) - 1,002 
Prepaid expenses and
other current assets 109,223 663,484 (701,495) 71,212 
Total current assets 159,424 2,495,951 (701,495) 1,953,880 

Property and equipment,
at cost 204,087 2,156,581 - 2,360,668 
Less accumulated
depreciation and
amortization 105,403 1,014,046 - 1,119,449 
Net property and
equipment 98,684 1,142,535 - 1,241,219 

Other assets, net 2,565,095 44,541 (2,559,538) 50,098 

Total assets $ 2,823,203 $ 3,683,027 $ (3,261,033) $ 3,245,197 

LIABILITIES AND
SHAREHOLDERS�
EQUITY
Current liabilities:
Current portion of
long-term obligations $ - $ 9,167 $ - $ 9,167 
Accounts payable 618,196 622,054 (702,204) 538,046 
Accrued expenses and
other 25,828 361,332 709 387,869 
Income taxes payable - 9,570 - 9,570 
Total current liabilities 644,024 1,002,123 (701,495) 944,652 
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Long-term obligations 452,820 1,495,988 (1,432,271) 516,537 

Deferred income taxes 4,882 57,649 - 62,531 

Shareholders� equity:
Preferred stock - - - - 
Common stock 156,000 23,853 (23,853) 156,000 
Additional paid-in capital 475,462 673,611 (673,611) 475,462 
Retained earnings 1,090,298 429,803 (429,803) 1,090,298 
Accumulated other
comprehensive loss (696) - - (696)
Other shareholders� equity 413 - - 413 
Total shareholders� equity 1,721,477 1,127,267 (1,127,267) 1,721,477 

Total liabilities and
shareholders� equity $ 2,823,203 $ 3,683,027 $ (3,261,033) $ 3,245,197 
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(In thousands) As of February 3, 2006
DOLLAR

GENERAL
CORPORATION

GUARANTOR
SUBSIDIARIES ELIMINATIONS

CONSOLIDATED
TOTAL

BALANCE SHEET:
ASSETS
Current assets:
Cash and cash
equivalents $ 110,410 $ 90,199 $ - $ 200,609 
Short-term investments - 8,850 - 8,850 
Merchandise inventories - 1,474,414 - 1,474,414 
Deferred income taxes 11,808 104 - 11,912 
Prepaid expenses and
other current assets 89,100 794,873 (816,833) 67,140 
Total current assets 211,318 2,368,440 (816,833) 1,762,925 

Property and equipment,
at cost 199,396 2,022,144 - 2,221,540 
Less accumulated
depreciation and
amortization 94,701 934,667 - 1,029,368 
Net property and
equipment 104,695 1,087,477 - 1,192,172 

Other assets, net 2,379,255 31,603 (2,373,768) 37,090 

Total assets $ 2,695,268 $ 3,487,520 $ (3,190,601) $ 2,992,187 

LIABILITIES AND
SHAREHOLDERS�
EQUITY
Current liabilities:
Current portion of
long-term obligations $ (800) $ 9,585 $ - $ 8,785 
Accounts payable 789,497 536,097 (817,208) 508,386 
Accrued expenses and
other 25,473 347,072 375 372,920 
Income taxes payable 89 43,617 - 43,706 
Total current liabilities 814,259 936,371 (816,833) 933,797 
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Long-term obligations 153,756 1,429,116 (1,312,910) 269,962 

Deferred income taxes 6,458 61,175 - 67,633 

Shareholders� equity:
Preferred stock - - - - 
Common stock 157,840 23,853 (23,853) 157,840 
Additional paid-in capital 462,383 673,612 (673,612) 462,383 
Retained earnings 1,106,165 363,393 (363,393) 1,106,165 
Accumulated other
comprehensive loss (794) - - (794)
Other shareholders� equity (4,799) - - (4,799)
Total shareholders� equity 1,720,795 1,060,858 (1,060,858) 1,720,795 

Total liabilities and
shareholders� equity $ 2,695,268 $ 3,487,520 $ (3,190,601) $ 2,992,187 
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(In thousands)
For the 13 weeks ended

August 4, 2006
DOLLAR

GENERAL
CORPORATION

GUARANTOR
SUBSIDIARIES ELIMINATIONS

CONSOLIDATED
TOTAL

STATEMENTS OF
INCOME:
Net sales $ 36,224 $ 2,251,053 $ (36,224) $ 2,251,053 
Cost of goods sold - 1,639,519 - 1,639,519 
Gross profit 36,224 611,534 (36,224) 611,534 
Selling, general and
administrative 32,887 534,294 (36,224) 530,957 
Operating profit 3,337 77,240 - 80,577 
Interest income (23,246) (1,056) 22,845 (1,457)
Interest expense 7,176 24,542 (22,845) 8,873 
Income before income
taxes 19,407 53,754 - 73,161 
Income taxes 7,175 20,518 - 27,693 
Equity in subsidiaries�
earnings, net of taxes 33,236 - (33,236) - 
Net income $ 45,468 $ 33,236 $ (33,236) $ 45,468 

(In thousands)
For the 13 weeks ended

July 29, 2005
DOLLAR

GENERAL
CORPORATION

GUARANTOR
SUBSIDIARIES ELIMINATIONS

CONSOLIDATED
TOTAL

STATEMENTS OF
INCOME:
Net sales $ 43,547 $ 2,066,016 $ (43,547) $ 2,066,016 
Cost of goods sold - 1,474,486 - 1,474,486 
Gross profit 43,547 591,530 (43,547) 591,530 
Selling, general and
administrative 38,119 475,888 (43,547) 470,460 
Operating profit 5,428 115,642 - 121,070 
Interest income (1,578) (578) - (2,156)
Interest expense 5,046 2,298 - 7,344 
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Income before income
taxes 1,960 113,922 - 115,882 
Income taxes (658) 40,982 - 40,324 
Equity in subsidiaries�
earnings, net of taxes 72,940 - (72,940) - 
Net income $ 75,558 $ 72,940 $ (72,940) $ 75,558 

(In thousands)
For the 26 weeks ended

August 4, 2006
DOLLAR

GENERAL
CORPORATION

GUARANTOR
SUBSIDIARIES ELIMINATIONS

CONSOLIDATED
TOTAL

STATEMENTS OF
INCOME:
Net sales $ 74,877 $ 4,402,440 $ (74,877) $ 4,402,440 
Cost of goods sold - 3,206,632 - 3,206,632 
Gross profit 74,877 1,195,808 (74,877) 1,195,808 
Selling, general and
administrative 67,216 1,041,607 (74,877) 1,033,946 
Operating profit 7,661 154,201 - 161,862 
Interest income (45,628) (2,804) 44,525 (3,907)
Interest expense 10,974 49,671 (44,525) 16,120 
Income before income
taxes 42,315 107,334 - 149,649 
Income taxes 15,587 40,924 - 56,511 
Equity in subsidiaries�
earnings, net of taxes 66,410 - (66,410) - 
Net income $ 93,138 $ 66,410 $ (66,410) $ 93,138 
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(In thousands)
For the 26 weeks ended

July 29, 2005
DOLLAR

GENERAL
CORPORATION

GUARANTOR
SUBSIDIARIES ELIMINATIONS

CONSOLIDATED
TOTAL

STATEMENTS OF
INCOME:
Net sales $ 89,581 $ 4,043,845 $ (89,581) $ 4,043,845 
Cost of goods sold - 2,888,966 - 2,888,966 
Gross profit 89,581 1,154,879 (89,581) 1,154,879 
Selling, general and
administrative 75,340 941,129 (89,581) 926,888 
Operating profit 14,241 213,750 - 227,991 
Interest income (3,946) (826) - (4,772)
Interest expense 10,130 3,182 - 13,312 
Income before income
taxes 8,057 211,394 - 219,451 
Income taxes 2,936 76,057 - 78,993 
Equity in subsidiaries�
earnings, net of taxes 135,337 - (135,337) - 
Net income $ 140,458 $ 135,337 $ (135,337) $ 140,458 
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(In thousands)
For the 26 weeks ended

August 4, 2006
DOLLAR

GENERAL
CORPORATION

GUARANTOR
SUBSIDIARIES ELIMINATIONS

CONSOLIDATED
TOTAL

STATEMENTS OF
CASH FLOWS:
Cash flows from
operating activities:
Net income $ 93,138 $ 66,410 $ (66,410) $ 93,138 
Adjustments to reconcile
net income to net cash
used in operating
activities:
Depreciation and
amortization 11,173 86,307 - 97,480 
Deferred income taxes 102 5,706 - 5,808 
Tax benefit from stock
option exercises (1,881) - - (1,881)
Equity in subsidiaries�
earnings, net (66,410) - 66,410 - 
Change in operating
assets and liabilities:
Merchandise inventories - (260,617) - (260,617)
Prepaid expenses and
other current assets 3,908 (7,980) - (4,072)
Accounts payable (31,651) 71,601 - 39,950 
Accrued expenses and
other 75 14,787 - 14,862 
Income taxes (36,880) (34,173) - (71,053)
Other 3,010 (2,763) - 247 
Net cash used in
operating activities (25,416) (60,722) - (86,138)

Cash flows from
investing activities:
Purchases of property
and equipment (5,036) (151,274) - (156,310)
Purchases of short-term
investments (6,000) (4,476) - (10,476)

6,000 2,400 - 8,400 
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Sales of short-term
investments
Purchases of long-term
investments - (20,598) - (20,598)
Insurance proceeds
related to property and
equipment - 1,807 - 1,807 
Proceeds from sale of
property and equipment 137 538 - 675 
Net cash used in
investing activities (4,899) (171,603) - (176,502)

Cash flows from
financing activities:
Borrowings under
revolving credit facility 952,750 - - 952,750 
Repayments of
borrowings under
revolving credit facility (699,750) - - (699,750)
Repayments of
long-term obligations,
net 234 (9,118) - (8,884)
Payment of cash
dividends (31,283) - - (31,283)
Proceeds from exercise
of stock options 13,583 - - 13,583 
Repurchases of common
stock (79,947) - - (79,947)
Changes in
intercompany note
balances, net (236,152) 236,152 - - 
Tax benefit from stock
option exercises 1,881 - - 1,881 
Other financing
activities 33 - - 33 
Net cash provided by
(used in) financing
activities (78,651) 227,034 - 148,383 

Net decrease in cash and
cash equivalents (108,966) (5,291) - (114,257)
Cash and cash
equivalents, beginning
of period 110,410 90,199 - 200,609 
Cash and cash
equivalents, end of

$ 1,444 $ 84,908 $ - $ 86,352 

Edgar Filing: DOLLAR GENERAL CORP - Form 10-Q

43



period

21

Edgar Filing: DOLLAR GENERAL CORP - Form 10-Q

44



(In thousands)
For the 26 weeks ended

July 29, 2005
DOLLAR

GENERAL
CORPORATION

GUARANTOR
SUBSIDIARIES ELIMINATIONS

CONSOLIDATED
TOTAL

STATEMENTS OF
CASH FLOWS:
Cash flows from
operating activities:
Net income $ 140,458 $ 135,337 $ (135,337) $ 140,458 
Adjustments to
reconcile net income to
net cash provided by
operating activities:
Depreciation and
amortization 10,848 79,468 - 90,316 
Deferred income taxes (516) (12,933) - (13,449)
Tax benefit from stock
option exercises 3,810 - - 3,810 
Equity in subsidiaries�
earnings, net (135,337) - 135,337 - 
Change in operating
assets and liabilities:
Merchandise inventories - (84,163) - (84,163)
Prepaid expenses and
other current assets 2,469 (7,072) - (4,603)
Accounts payable (8,736) 70,949 - 62,213 
Accrued expenses and
other (10,508) 24,899 - 14,391 
Income taxes (1,022) (19,143) - (20,165)
Other 3,733 6,475 - 10,208 
Net cash provided by
operating activities 5,199 193,817 - 199,016 

Cash flows from
investing activities:
Purchases of property
and equipment (9,799) (129,795) - (139,594)
Purchases of short-term
investments (30,250) - - (30,250)

72,675 500 - 73,175 
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Sales of short-term
investments
Proceeds from sale of
property and equipment 18 804 - 822 
Net cash provided by
(used in) investing
activities 32,644 (128,491) - (95,847)

Cash flows from
financing activities:
Repayments of
long-term obligations (3,043) (5,140) - (8,183)
Payment of cash
dividends (27,596) - - (27,596)
Proceeds from exercise
of stock options 18,441 - - 18,441 
Repurchases of common
stock (172,755) - - (172,755)
Changes in
intercompany note
balances, net 82,511 (82,511) - - 
Other financing
activities 44 - - 44 
Net cash used in
financing activities (102,398) (87,651) - (190,049)

Net decrease in cash and
cash equivalents (64,555) (22,325) - (86,880)
Cash and cash
equivalents, beginning
of period 127,170 105,660 - 232,830 
Cash and cash
equivalents, end of
period $ 62,615 $ 83,335 $ - $ 145,950 
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ITEM 2.

MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

Accounting Periods

We follow the concept of a 52-53 week fiscal year that ends on the Friday nearest to January 31. The text below
contains references to years 2006 and 2005, which represent fiscal years ending or ended February 2, 2007 and
February 3, 2006, respectively.  Fiscal 2006 will be a 52-week accounting period and fiscal 2005 was a 53-week
accounting period, with the fourth quarterly period which ended February 3, 2006 consisting of 14 weeks.  This
discussion and analysis is based on, should be read with, and is qualified in its entirety by, the Condensed
Consolidated Financial Statements and the related notes. It also should be read in conjunction with the
Forward-Looking Statements/Risk Factors disclosure set forth in Part II, Item 1A of this report.

Results of Operations

The nature of our business is moderately seasonal.  Historically, sales and net income in the fourth quarter have been
higher than sales and net income achieved in each of the first three quarters of the fiscal year.  Expenses, and to a
greater extent operating income, vary by quarter.  Results of a period shorter than a full year may not be indicative of
results expected for the entire year.  Furthermore, the seasonal nature of our business may affect comparisons between
periods.

Executive Overview. For the 13-week period ended August 4, 2006, we had net income of $45.5 million, or $0.15 per
diluted share, compared to net income of $75.6 million, or $0.23 per diluted share, for the 13-week period ended July
29, 2005. For the 13-week period, we increased revenue by 9.0%, aided by new stores and a same-store sales increase
of 3.2% based on comparable calendar weeks in the prior year. For the 26-week period ended August 4, 2006, we had
net income of $93.1 million, or $0.30 per diluted share, compared to net income of $140.5 million, or $0.43 per
diluted share, for the 26-week period ended July 29, 2005. For the 26-week period, we increased revenue by 8.9%,
aided by new stores and a same-store sales increase of 2.4%. In the 13-week period, our gross profit rate declined by
146 basis points due primarily to certain strategic merchandising initiatives and operating expenses, as a rate to sales,
increased by 82 basis points from the prior year period. In the 26-week period, our gross profit rate declined by 140
basis points and operating expenses, as a rate to sales, increased by 57 basis points from the prior year period. Readers
should refer to the detailed discussion of operating results below for additional comments on financial performance in
the current year periods as compared with the prior year periods. We are disappointed with our second quarter and
year-to-date financial results, which fell short of our internal expectations, but we are encouraged by the results of our
recent efforts to improve same-store sales and by improvements we are seeing in sales of our seasonal merchandise.
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At our recent annual strategic planning session with our Board of Directors, we discussed, among other things,
alternatives that may be available to us to improve our operations.  Specifically, additional significant steps that may
be taken to accelerate our new merchandising and real estate strategies were considered.
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With regard to merchandising, we discussed our historic inventory management and �pack-away� strategies, changes in
recent years to those practices and the potential impact on future profitability of an acceleration of our transition away
from some of those practices. Under our traditional inventory disposition strategy, we would have carried any
remaining prior season inventory forward and would have attempted to adjust future inventory purchases to account
for the carryover product.  Beginning in the fourth quarter of 2003, principally at the conclusion of the holiday selling
season, we began taking end-of-season markdowns materially in excess of markdowns that had been taken historically
to accelerate the disposition of certain holiday-related items, as well as certain other seasonal, home and basic clothing
items that had not sold as expected. Although these increased end-of-season markdowns resulted in less pack-away
inventory, there is still a pack-away component of our merchandising practices and a significant amount of
merchandise from prior seasons remains in many stores. As part of our effort to increase newer product offerings in
our stores, we are currently evaluating the potential impact on fiscal 2006 and future periods if we were to seek to
aggressively sell-through existing prior seasons� inventory and institute programs to minimize the carryover, or
pack-away, practice in future periods.

            In addition, over the last year we have made significant improvements to the policies, procedures and controls
relating to our real estate practices.  We have fully integrated the functions of site selection, lease renewals,
relocations, remodels and store closings and have defined and implemented additional criteria for decision-making in
those areas. We continue to analyze our real estate performance and to look for ways to further refine and improve our
practices. At our strategic planning meeting we decided to take a fresh look at our existing store locations in light of
our new practices and consider whether we should further refine our criteria for identifying stores as possible
candidates for relocations, remodels and closings. If we do refine these criteria, the number of store closings,
relocations or remodels may increase materially from historical levels.

We expect to be in a position to update the investment community on the status of these alternatives before the end of
the current fiscal year.

In addition to these strategic efforts, we have made progress in implementing many of the important operating
initiatives outlined in our Annual Report on Form 10-K for the 2005 fiscal year as follows:

•

A new store layout has been implemented in 75 of our most recent new, relocated or remodeled stores. Preliminary
results of the new layout are encouraging. We are implementing this new format in the majority of new stores
remaining to be opened or relocated in fiscal 2006 and are continuing to test the impact of remodeling existing stores.

•

We have continued to focus on improvement in sales performance of same-stores and new stores, including the
distribution in March of our first advertising circular in nine years. Knowledge gained from this initial circular was
utilized in several follow-up circulars in our second fiscal quarter. Because these circulars have proven effective in
driving sales and improving our recent trend in customer traffic, we plan to continue
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to utilize this tool in the second half of the year during higher traffic retail promotional periods such as holidays. We
also have added new merchandise items and implemented other merchandising initiatives, which contributed to our
improved sales performance in our second fiscal quarter, particularly in the highly consumable and seasonal
merchandise categories. We remain focused on improving sales in our higher margin seasonal, home products, and
basic clothing categories.

•

We have continued to invest in the EZstore project, which is designed to reduce store labor and related costs. As of
August 4, 2006, approximately 6,775 stores were operating as EZstores, and we are on pace to complete the
implementation of this project in all stores by the end of 2006.

•

We have continued to focus on controlling inventory shrink in the stores, which remains above acceptable levels as a
percentage of sales.

•

Through August 4, 2006, we opened 294 new stores, including 6 new Dollar General Market® stores, with continued
expectations of reaching the 2006 new store goal of 800 traditional Dollar General® stores and current expectations of
opening up to 25 Dollar General Market stores. However, partly as a result of enhancements to our site selection and
lease negotiation policies and procedures over the past year, the pace of new store openings is behind last year�s pace
and behind our fiscal 2006 plan. We expect total new store weeks to continue to be below our plan for our remaining
fiscal year. This is likely to result in a shortfall from our original plan in both sales and earnings during the second half
of the year.

•

We completed construction of our ninth distribution center (�DC�) in Marion, Indiana and began shipping merchandise
from Marion to stores in August.

•

We have continued to invest in our information technology systems with particular emphasis on the development of
various projects designed to support our merchandising efforts, including zone pricing, market segmentation,
forecasting and merchandise planning.  

While we provide no assurance that we will be successful or continue to be successful, as applicable, in executing any
or all of these initiatives, and do not guarantee that their successful implementation would result in improved financial
performance, management continues to believe that they are appropriate initiatives to consider for the long-term
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success of the business.

The table below contains results of operations data for the 13-week and 26-week periods ended August 4, 2006 and
July 29, 2005, and the dollar and percentage variances among those periods:
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 (amounts in
millions,
excluding per
share
amounts)

13 Weeks Ended 2006 vs. 2005 26 Weeks Ended 2006 vs. 2005

August 4,
2006

July 29,
2005

Amount
change

%
change

August 4,
2006

July 29,
2005

Amount
change

%
change

Net sales by
category:
Highly
consumable $ 1,503.3 $ 1,351.8 $ 151.5 11.2 % $ 2,959.3 $ 2,673.1 $ 286.2 10.7 %
% of net sales 66.78% 65.43% 67.22% 66.10% 
Seasonal 354.3 317.5 36.8 11.6 663.9 592.8 71.1 12.0 
% of net sales 15.74% 15.37% 15.08% 14.66% 
Home products 214.2 215.1 (1.0) (0.4) 425.8 426.9 (1.0) (0.2)
% of net sales 9.51% 10.41% 9.67% 10.56% 
Basic clothing 179.3 181.5 (2.3) (1.3) 353.4 351.0 2.4  0.7 
% of net sales 7.96% 8.79% 8.03% 8.68% 
Net sales $ 2,251.1 $ 2,066.0 $ 185.0 9.0 % $ 4,402.4 $ 4,043.8 $ 358.6 8.9 %
Cost of goods
sold 1,639.5 1,474.5 165.0 11.2 3,206.6 2,889.0 317.7 11.0 
% of net sales 72.83% 71.37% 72.84% 71.44% 
Gross profit 611.5 591.5 20.0 3.4 1,195.8 1,154.9 40.9 3.5 
% of net sales 27.17% 28.63% 27.16% 28.56% 
Selling, general
and
administrative 531.0 470.5 60.5 12.9 1,033.9 926.9 107.1 11.6 
% of net sales 23.59% 22.77% 23.49% 22.92% 
Operating profit 80.6 121.1 (40.5) (33.4) 161.9 228.0 (66.1) (29.0)
% of net sales 3.58% 5.86% 3.68% 5.64% 
Interest income (1.5) (2.2) 0.7 (32.4) (3.9) (4.8) 0.9 (18.1)
% of net sales (0.06)% (0.10)% (0.09)% (0.12)% 
Interest expense 8.9 7.3 1.5 20.8 16.1 13.3 2.8 21.1 
% of net sales 0.39% 0.36% 0.37% 0.33% 
Income before
income taxes 73.2 115.9 (42.7) (36.9) 149.6 219.5 (69.8) (31.8)
% of net sales 3.25% 5.61% 3.40% 5.43% 
Income taxes 27.7 40.3 (12.6) (31.3) 56.5 79.0 (22.5) (28.5)
% of net sales 1.23% 1.95% 1.28% 1.95% 
Net income $ 45.5 $ 75.6 $ (30.1) (39.8) % $ 93.1 $ 140.5 $ (47.3) (33.7) %
% of net sales 2.02% 3.66% 2.12% 3.47% 
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Diluted
earnings per

share $ 0.15 $ 0.23 $ (0.08) (34.8) % $ 0.30 $ 0.43 $ (0.13) (30.2) %
Weighted
average

diluted shares 312.6 326.3 (13.7) (4.2) 313.9 328.8 (14.9) (4.5)
13 WEEKS ENDED AUGUST 4, 2006 AND JULY 29, 2005

Net Sales.  The $185.0 million increase in net sales resulted primarily from opening additional stores, including 466
net new stores since July 29, 2005, and a same-store sales increase of 3.2% for the 2006 period compared to the 2005
period.  The increase in same-store sales accounted for approximately $63.6 million of the increase in sales while
stores opened since the end of the second quarter of 2005 were the primary contributor to the remaining $121.4
million sales increase during the 2006 period.

Beginning in fiscal 2006, we revised our method for determining the stores that are included in our publicly released
same-store sales calculations. This methodology for same-store sales calculations includes those stores that have been
open at least 13 full fiscal months and remain open at the end of the reporting period.
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We monitor our sales internally by the following four major categories: highly consumable, seasonal, home products
and basic clothing. The highly consumable category has a lower gross margin than the other three categories and has
grown significantly over the past several years. This shift is the result of our strategic efforts to broaden our
consumable product offerings and add more recognizable national brands in order to attract customers, but we believe
the increase in consumables, as a percent of total sales, has also been affected by changes in customers� needs and by
economic pressures, such as higher gasoline prices, which have resulted in reductions in the percentages of total sales
of our home and basic clothing categories. Because of the impact of sales mix on margin, we continually review our
merchandise mix and strive to adjust it when appropriate. Maintaining an appropriate sales mix among the four
categories is an integral part of achieving our gross profit and sales goals.  

Our same-store sales increase in the 2006 period compared to the 2005 period was primarily attributable to increased
sales in the highly consumable category, which increased by $151.5 million, or 11.2% overall. An increase in sales of
seasonal merchandise of $36.8 million, or 11.6%, also contributed to overall sales growth. Sales in the home products
and basic clothing categories declined from the prior year quarter. We believe that increased sales were supported by
recent additions to our product offerings and increased promotional activities, including the use of advertising
circulars.

Gross Profit.  The gross profit rate declined by 146 basis points in the 2006 period as compared with the 2005 period
due to a number of factors, including but not limited to: lower sales (as a percentage of total sales) in our home
products and basic clothing categories, which generally have higher average markups; an increase in markdown
activity as a percentage of sales primarily as a result of our enhanced promotional activities; lower average mark-ups
on our inventory balances at the beginning of the 2006 period as compared with the 2005 period; an increase in our
shrink rate; a decrease in the markups on purchases during the period, primarily attributable to the continued increase
in sales (as a percentage of total sales) of highly consumable products, including nationally branded products, which
generally have lower average markups; and higher transportation expenses primarily attributable to increased fuel
costs.

Selling, General and Administrative (�SG&A�) Expense.  The increase in SG&A expense as a percentage of sales in the
2006 period as compared with the 2005 period was due to a number of factors, including but not limited to increases
in the following expense categories: advertising costs (increased 147%) due primarily to the distribution of several
advertising circulars in the current year period; utilities (increased 19%) due primarily to higher electricity costs; store
occupancy costs (increased 12%) due primarily to higher average monthly rentals associated with our leased store
locations; administrative labor costs (increased 29%) due primarily to recent additions to our executive team and the
expensing of stock options; and employee insurance benefits (increased 42%) due primarily to a $2.6 million
reduction in the prior year period�s estimate of incurred but not reported health claims based upon review and
recommendation by our outside actuary. These increases were partially offset by a reduction of the incentive bonus
accrual (decreased 68%) as compared to the prior year period.
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Interest Income. The reduction in interest income in the 2006 period compared to the 2005 period was due primarily
to a reduction in investments balances and the termination of notes receivable resulting from the acquisition of the
South Boston DC, each of which reduced interest income by $0.3 million.

Interest Expense.  The increase in interest expense in the 2006 period compared to the 2005 period is due primarily to
an increase in borrowings under our revolving credit facility, which increased interest expense by $2.3 million. This
increase was partially offset by an increase in capitalized interest (which reduces reported interest expense) of $0.9
million, related to the construction of our new DC in Marion, Indiana.

Income Taxes.

  The effective income tax rates for the 2006 and 2005 periods were 37.9% and 34.8%, respectively.  In recent years,
we have derived a significant benefit from federal jobs credits for newly hired employees.  Federal laws that provided
for a significant portion of these credits expired on December 31, 2005.  We currently anticipate that Congress will
renew these credit programs on a retroactive basis, but we cannot guarantee that renewal.  The increase in the effective
tax rate is a result of the expiration of these jobs credits, a 2006 tax law change that reduced previously recorded
deferred tax assets related to our operations in the state of Texas, reduced state tax credits related principally to our
new DCs and the non-recurrence in 2006 of benefits realized in 2005 related to an internal corporate restructuring.
 We anticipate that our annualized effective tax rate, excluding non-recurring items, will be approximately 37.2%
should the federal jobs credit programs not be re-enacted retroactively and approximately 36.7% if re-enactment is
approved on a retroactive basis.  The actual 2006 second quarter effective income tax rate exceeded the anticipated
fiscal 2006 effective income tax rate (excluding the benefit of certain jobs credits) due principally to the change in
state tax law enacted during the quarter, as noted above, in the state of Texas.

26 WEEKS ENDED AUGUST 4, 2006 AND JULY 29, 2005

Net Sales.  The increase in net sales of $358.6 million resulted primarily from opening 466 net new stores since July
29, 2005 and a same-store sales increase of 2.4% for the 2006 period compared to the 2005 period.  The increase in
same-store sales accounted for $95.6 million of the increase in sales while stores opened since the end of the second
quarter of 2005 were the primary contributors to the remaining $263.0 million sales increase during the 2006 period.

Our sales increase in the 2006 period compared to the 2005 period was primarily attributable to a $286.2 million, or
10.7%, increase in the highly consumable category and a $71.1 million, or 12.0%, increase in the seasonal category.
We believe that increased sales were supported by recent additions to our product offerings and increased promotional
activities, including the use of advertising circulars.

Gross Profit.  The gross profit rate declined by 140 basis points in the 2006 period as compared with the 2005 period
due to a number of factors, including but not limited to: a decrease in the markups on purchases during the period,
primarily attributable to the continued increase in sales (as a percentage of total sales) of highly consumable products,
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have lower average markups; an increase in markdown activity as a percentage of sales primarily as a result of our
enhanced promotional activities; lower sales (as a percentage of total sales) in our home products and basic clothing
categories, which have higher average markups; higher transportation expenses primarily attributable to increased fuel
costs; and an increase in our shrink rate. These factors were partially offset by higher average mark-ups on our
beginning inventory in the 2006 period as compared with the 2005 period. The increased average mark-up on
beginning inventory represents the cumulative impact of higher margin purchases over time.

In the 2006 period our shrink, expressed in retail dollars as a percentage of sales, was 3.30% compared to 3.12% in the
2005 period.

SG&A Expense.  The increase in SG&A expense as a percentage of sales in the 2006 period as compared with the
2005 period was due to a number of factors, including but not limited to increases in the following expense categories:
advertising costs (increased 219%) due to the distribution of several advertising circulars in the current year period;
store occupancy costs (increased 13%) primarily due to higher average monthly rentals associated with our leased
store locations; and administrative labor costs (increased 27%) primarily due to recent additions to our executive team
and the expensing of stock options. These increases, as a percentage of sales, were partially offset by the reduction of
the incentive bonus accrual (decreased 45%) as compared to the prior year period.

Interest Income. The reduction in interest income in the 2006 period compared to the 2005 period was due primarily
to a reduction in investments balances, which reduced interest income by $0.4 million, and the termination of notes
receivable resulting from the acquisition of the South Boston DC, which resulted in a reduction in interest income of
$0.3 million.

Interest Expense.  The increase in interest expense in the 2006 period compared to the 2005 period is due primarily to
an increase in borrowings under our revolving credit facility, which increased interest expense by $2.4 million, and an
increase in interest expense on income tax contingencies of $0.9 million. These increases were partially offset by an
increase in capitalized interest (which reduces reported interest expense) of $0.6 million, related to the construction of
our new DC in Marion, Indiana.

Income Taxes.  The effective income tax rate for the 2006 period was 37.8% compared to 36.0% in the 2005 period.
 The increase in the effective income tax rate is a result of the December 31, 2005 expiration of the federal laws which
allow us to claim certain federal jobs credits for newly hired employees, a 2006 tax law change that reduced
previously recorded deferred tax assets related to our operations in the state of Texas, reduced state tax credits related
principally to our new DCs and the non-recurrence in 2006 of benefits realized in 2005 related to an internal corporate
restructuring.

Recently Adopted Accounting Standard
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Prior to February 4, 2006, we accounted for share-based payments using the intrinsic-value-based recognition method
prescribed by Accounting Principles Board Opinion No. 25, �Accounting for Stock Issued to Employees� (�APB 25�).
Because stock options were granted at
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an exercise price equal to the market value of the underlying common stock on the date of grant, employee
compensation cost related to stock options generally was not reflected in net income prior to the adoption of Statement
of Financial Accounting Standards (�SFAS�) No. 123(R), �Share-Based Payment.� The Compensation Committee of our
Board of Directors took action to accelerate the vesting, effective February 3, 2006, of most of our outstanding stock
options granted prior to January 24, 2006. The Compensation Committee took this action primarily to reduce non-cash
compensation expense to be recorded in future periods under the provisions of SFAS 123(R). However, the
Committee also believed this decision benefited employees.

Effective February 4, 2006, we adopted SFAS 123(R) using the modified prospective transition method and began
recognizing compensation expense for our share-based payments based on the fair value of the awards on the grant
date. For the 13-week period ended August 4, 2006, the adoption of the fair value method of SFAS 123(R) resulted in
additional share-based compensation expense (a component of SG&A expense) and a corresponding reduction of
pre-tax income of $0.8 million, a reduction of net income of $0.5 million, and a reduction in basic and diluted
earnings per share of less than $0.01.  For the 26-week period ended August 4, 2006, the adoption of the fair value
method of SFAS 123(R) resulted in additional share-based compensation expense and a corresponding reduction of
pre-tax income of $1.9 million, a reduction of net income of $1.2 million, and a reduction in basic and diluted
earnings per share of less than $0.01.

We estimate the fair value of stock options using the Black-Scholes-Merton option pricing model for all option grants.
We estimate the expected term using a computation based on an assumption that outstanding options will be exercised
approximately halfway through their contractual term, taking into consideration such factors as grant date, expiration
date, weighted-average time-to-vest, actual exercises and post-vesting cancellations. We calculate volatility
assumptions using actual historical changes in the market value of the stock and implied volatility based upon traded
options, weighted equally. We believe that this methodology provides the best indicator of future volatility.  

Accounting Pronouncements

In July 2006, the Financial Accounting Standards Board (�FASB�) issued Interpretation No. 48, �Accounting for
Uncertainty in Income Taxes� (�FIN 48�), which will require companies to assess each income tax position taken using a
two step process.  A determination is first made as to whether it is more likely than not that the position will be
sustained, based upon the technical merits, upon examination by the taxing authorities.  If the tax position is expected
to meet the more likely than not criteria, the benefit recorded for the tax position equals the largest amount that is
greater than 50% likely to be realized upon ultimate settlement of the respective tax position.  The interpretation
applies to income tax expense as well as any related interest and penalty expense.

FIN 48 requires that changes in tax positions recorded in a company�s financial statements prior to the adoption of this
interpretation be recorded as an adjustment to the opening balance of retained earnings for the period of adoption.
 FIN 48 will generally be effective for public companies for the first fiscal year beginning after December 15, 2006.
 We anticipate
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adopting the provisions of this interpretation during the first quarter of fiscal 2007.  No determination has yet been
made regarding the materiality of the potential impact of this interpretation on our consolidated financial position or
results of operations.

Liquidity and Capital Resources

Current Financial Condition / Recent Developments.  At August 4, 2006, we had total debt (including the current
portion of long-term obligations) of $525.7 million and $86.4 million of cash and cash equivalents, compared with
total debt of $278.7 million and $200.6 million of cash and cash equivalents at February 3, 2006.  Our net debt
position increased during the first 26 weeks of 2006 due primarily to purchases of inventory, property and equipment,
and repurchases of common stock, all as further described below.

Our inventory balance represented approximately 53% of our total assets as of August 4, 2006.  Our proficiency in
managing our inventory balances can have a significant impact on our cash flows from operations during a given
period or fiscal year.  In addition, inventory purchases can be somewhat seasonal in nature, such as the purchase of
warm-weather or Christmas-related merchandise.  Inventory purchases during the 26-week period ended August 4,
2006 were impacted by fiscal 2006 planogram changes and increased purchases for our recent advertising campaigns
to ensure adequate quantities of promotional merchandise, as described in more detail below. Inventory turns,
calculated on a rolling annualized basis using balances from each quarter, were 4.1 times for the period ended August
4, 2006 (a 53-week period) compared to 4.0 times for the period ended July 29, 2005.

As described in Note 5 to the Condensed Consolidated Financial Statements, we are involved in a number of legal
actions and claims, some of which could potentially result in material cash payments.  Adverse developments in those
actions could materially and adversely affect our liquidity.  We also have certain income tax-related contingencies as
more fully described below under �Critical Accounting Policies and Estimates.�  Estimates of these contingent liabilities
are included in our Condensed Consolidated Financial Statements when determined to be probable and estimable.
 However, future negative developments could have a material adverse effect on our liquidity.

On September 30, 2005, our Board of Directors authorized a repurchase program for up to 10 million shares of our
outstanding common stock, which was scheduled to expire on September 30, 2006.   We completed this program in
the first quarter of fiscal 2006.  

In June 2006, we amended our existing revolving credit facility.  The amended credit facility has a maximum
commitment of $400 million (subject to increase to $500 million upon our mutual agreement with the lenders) and
expires in June 2011.  In addition to revolving loans, the amended credit facility includes a $15 million swingline loan
sub-limit and a $75 million letter of credit sub-facility.  Outstanding swingline loans and letters of credit reduce the
borrowing capacity under the amended credit facility.  
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At August 4, 2006, we had total outstanding borrowings under the amended credit facility of $253.0 million, which
were comprised entirely of revolving loans.  At that date, we had no
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letters of credit outstanding under the amended credit facility.  At August 4, 2006, we were in compliance with all
financial covenants contained in the amended credit facility.

We anticipate that at any given time through November 30, 2006 our total outstanding borrowings under the amended
credit facility will not exceed $300 million. We currently intend to use amounts borrowed under the amended credit
facility primarily to finance our working capital needs and capital expenditures.  The amount of borrowings under the
amended credit facility may fluctuate materially, particularly given the seasonality of our business, depending on
various factors, including the time of year, our need to acquire merchandise inventory, our decision to repay
outstanding borrowings under the amended credit facility, changes to our merchandising plans and initiatives, changes
to our capital expenditure plans and the occurrence of other events or transactions that may require funding through
the amended credit facility.

We have $200 million (principal amount) of 8 5/8% unsecured notes due June 15, 2010.  This indebtedness was
incurred to assist in funding our growth.  Interest on the notes is payable semi-annually on June 15 and December 15
of each year.  We may seek, from time to time, to retire the notes through cash purchases on the open market, in
privately negotiated transactions or otherwise.  These repurchases, if any, will depend on prevailing market
conditions, our liquidity requirements, contractual restrictions and other factors.  The amounts involved may be
material.

Terms of our outstanding debt obligations could limit our ability to incur additional debt financing.  The amended
credit facility contains financial covenants, which include limits on certain debt to cash flow ratios, a fixed charge
coverage test, and minimum allowable consolidated net worth ($1.4 billion at August 4, 2006). Our outstanding notes
discussed above place certain specified limitations on secured debt and on our ability to execute sale-leaseback
transactions.  We do not believe that any existing limitations on our ability to incur additional indebtedness will have a
material impact on our liquidity.

At August 4, 2006 and February 3, 2006, we had commercial letter of credit facilities totaling $200.0 million and
$195.0 million, respectively, of which $177.4 million and $85.1 million, respectively, were outstanding for the
funding of imported merchandise purchases.

We believe that our existing cash balances, anticipated cash flows from operations, the amended credit facility and our
anticipated ongoing access to the capital markets, if necessary, are sufficient to meet our currently foreseeable
liquidity and capital resource needs.

Cash flows from operating activities.  The most significant component of the change in cash flows from operating
activities in the 2006 period as compared to the 2005 period was caused by an increase in inventory balances. The
most significant change in inventory levels occurred in the seasonal category, which increased by 24% in the 2006
period as compared to a 2% decline in the 2005 period. In addition, the highly consumable category increased by 20%
in the 2006 period as compared to a 14% increase in the 2005 period, and the home products category increased by
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17% in the 2006 period as compared to a 3% increase in the 2005 period. The decline in net income, as described in
more detail above, also was a significant contributor to the decline in cash flows from operating activities.
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Our inventory balance grew beyond planned levels in the quarter as a result of several factors. First, our new
advertising campaigns prompted additional purchases of inventory to ensure adequate quantities in the stores.
Although we believe the advertising circulars aided sales, the sell-through of the promotional inventory was below our
expectations. The majority of this excess inventory is in the highly consumable category and is expected to be sold in
the normal course of business. Second, major planogram changes that occurred in the quarter added additional
national brands to our merchandise offerings. Although we believe this new inventory generally helps to broaden the
appeal of our stores, we are continuing to analyze the impact of these new items on our financial performance. We
plan to eliminate lower performing new items and to refine product assortments in the second half of the year. Finally,
seasonal inventory purchases, including automotive, grills and accessories, and back-to-school merchandise, increased
in the quarter. However, back-to-school sales in July fell below our expectations. We are implementing plans to
reduce current inventory levels and to better align inventory growth  with sales increases by the end of the fiscal year.

Cash flows from investing activities.  Significant components of our property and equipment purchases in the 2006
period included the following approximate amounts: $43 million for the EZstore project; $36 million for distribution
and transportation-related capital expenditures (primarily related to our new DC in Marion, Indiana); $28 million for
new stores; and $19 million for capital projects in existing stores.  During the 2006 period, we opened 294 new stores.

Significant components of property and equipment purchases in the 2005 period included the following approximate
amounts: $41 million for distribution and transportation-related capital expenditures; $38 million for new stores; $27
million for the EZstore project; and $13 million for systems-related capital projects.  During the 2005 period, we
opened 438 new stores.

Net purchases of short-term and long-term investments of $2.1 million and $20.6 million, respectively, during the
2006 period relate primarily to our captive insurance subsidiary. Net sales of short-term investments increased net
cash from investing activities by $42.9 million in the 2005 period and primarily reflected our investment activities in
tax-exempt auction market securities.

Capital expenditures for the 2006 fiscal year are projected to be in the range of $300 million to $350 million.  We
anticipate funding our 2006 capital requirements with cash flows from operations and the amended credit facility, if
necessary.

Cash flows from financing activities.  During the 2006 period, we borrowed $253.0 million, net of repayments, under
our revolving credit facility. We repurchased approximately 4.5 million shares of our common stock during the 2006
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