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What’s New? 

• Kroger reported 2Q earnings on Friday. 
 
The Headlines: 

• We are reducing our 12-month target price to $43 from $45 to reflect the impact of price 
deflation on our sales, margin and EPS estimates. 

• Kroger reported a 7% increase in fiscal 2Q adjusted earnings, to $0.47 per share.  
o Adjusted EPS topped both the consensus estimate and our estimate by $0.02 

• But comparable sales came in below consensus and management lowered its earnings guidance 
as a result of ongoing deflation in products such as milk, eggs and cheese. 

o Identical-supermarket sales, which exclude fuel and the Roundy’s acquisition, rose 
1.7%, below the StreetAccount consensus forecast of 2.4% growth. 

• The tax rate was lower than we expected, coming in at 31.1%versus 34.3% in the prior year.  
o A new accounting standard for stock-based compensation reduced taxes and boosted 

EPS by approximately $0.02. 
 
Market Response? 

o One of the few retailers to rise Friday. 
o Fears about deflation largely expected. 

 
What is the Magnitude of the Deflation? 

• The company reported price deflation of approximately 1.25%, excluding pharmacy items, in the 
second quarter.  

• It reported deflation of 1.5% for groceries, including lower prices for milk, eggs and cheese. 
 

 
 



Why the Lower Target Price? 
• Management reduced its guidance for FY17 adjusted earnings to $2.10-$2.20 from its previous 

guidance, which called for earnings in the middle to the bottom of a forecast range of $2.19-
$2.28. 

o The pre-release consensus called for full-year EPS of $2.20. 
• We are lowering our FY17 GAAP EPS estimate to $2.07 from $2.21. This $0.14 reduction reflects 

the $0.07 per share pension charge in 2Q and reductions in our 3Q and 4Q estimates. 
o Note: Our estimate is GAAP basis. 

• We are reducing our FY18 EPS estimate to $2.35 from $2.45.  
o This assumes approximately 3% sales growth, including a small increase in square 

footage.  
o We are now modeling slightly softer sales and slightly more margin pressure as we 

expect the company to remain focused on price and service investments amid muted 
inflation. 

 
What were the Positives in the Report? 

• Management reiterated its long-term target of 8%-11% EPS growth, along with further dividend 
increases. 

• Kroger increased the number of households and the number of loyal households that shop in its 
stores, and also sold more units amid deflation in product prices. 

• The company gained market share. 
• Competitive position being driven by sophisticated data analysis. 
• On the 2Q call, management said that organic foods, including produce and other branded 

products excluding Simple Truth, represented over 10% of sales.  
• Management reduced its CAPX plan, providing fuel to buy shares on weakness. 

 
Concerns: 

• Management’s discussion of customer spending had a more-cautious tone than we have heard 
in quite a while. 

• Insights from customers suggest “a gradual tightening of budgets,” with customers less 
confident about the economy than they were three months ago.  

• Management said that customers expected the economy “to get worse” in the next three 
months. 

 
Conclusion: 

• This is a stock we would BUY. 
• We believe important metrics remain on track: 

o Number of households;  
o Number of loyal households that shop in its stores; 
o More units amid deflation in product prices. 

• No change to long-term targets.  
• We believe efficient operations and deep customer insights should help KR to drive sales to 

value-conscious shoppers and boost return on capital. 
 
 
 
 



 
 
DISCLAIMER 
This Note reflects the current thinking of an Argus analyst anticipating or responding to corporate 
earnings reports or other news relevant to covered companies. This Note may be an initial, real-time 
response to developments that are expected to impact stocks under coverage; as such, it does not 
imply that the information in it is correct as of any time after its preparation or that there has been no 
change in the business, financial condition, prospects, creditworthiness or status of a covered 
company. The views or opinions expressed in this Note are subject to change pending further analysis. 
This Note is produced and copyrighted by Argus, and any unauthorized use, duplication, redistribution 
or disclosure is prohibited by law and can result in prosecution. The opinions and information 
contained herein have been obtained or derived from sources believed to be reliable, but Argus 
makes no representation as to their timeliness, accuracy or completeness or for their fitness for any 
particular purpose. This Note is not an offer to sell or a solicitation of an offer to buy any security. The 
information presented in this Note is for general information only and does not specifically address 
individual investment objectives, financial situations or the particular needs of any specific person 
who may receive this Note. Investing in any security or investment strategies discussed may not be 
suitable for you and it is recommended that you consult an independent investment advisor. Nothing 
in this Note constitutes individual investment, legal or tax advice. Argus may issue or may have issued 
other reports that are inconsistent with or may reach different conclusions and opinions than those 
represented in this Note, and all opinions are reflective of judgments made on the original date of 
publication. Those reports may reflect the different assumptions, views and analytical methods of the 
analysts who prepared them and Argus is under no obligation to ensure that other reports are 
brought to the attention of any recipient of this Note or to update or keep current the information 
contained in other reports so that such information is consistent with, or not contrary to, the 
information contained in this Note. Argus Research is an independent investment research provider 
and is not a member of the FINRA or the SIPC. Argus Research is not a registered broker dealer and 
does not have investment banking operations. None of our research is attributable to Argus Investors’ 
Counsel, a registered investment adviser and the asset management arm of Argus Research. Argus 
shall accept no liability for any loss arising from the use of this report, nor shall Argus treat all 
recipients of this report as customers simply by virtue of their receipt of this material. Investments 
involve risk and an investor may incur either profits or losses. Past performance should not be taken 
as an indication or guarantee of future performance. Argus has provided independent research since 
1934. Argus officers, employees, agents and/or affiliates may have positions in stocks discussed in this 
report. No Argus officers, employees, agents and/or affiliates may serve as officers or directors of 
covered companies, or may own more than one percent of a covered company’s stock. 
 
 


